
AGRICULTURAL MARKET 
ANALYSIS 



MSU Business Studies 
ELECTRONICS IN BUSINESS 
Gardner M. Jones 
EXPLORATIONS IN RETAILING 
Stanley C. Hollander 
ELEMENTARY MATHEMATICS OF LINEAR 
PROGRAMMING AND GAME THEORY 
Edward G. Bennion 
MARGINAL ASPECTS OF MANAGEMENT PRACTICES 
Frederic N. Firestone 
HISTORY OF PUBLIC ACCOUNTING IN THE UNITED STATES 
James Don Edwards 
CONTRIBUTIONS OF FOUR ACCOUNTING PIONEERS 
James Don Edwards 
Roland F. Salmonson 
LIFE INSURANCE COMPANIES IN THE CAPITAL MARKET 
Andrew F. Brimmer 
BUSINESS CONSULTANTS AND CLIENTS 
Stanley C. Hollander 
THE AUTOMOTIVE CAREER OF RANSOM E . OLDS 
Glenn A. Niemeyer 
ELECTRONIC COMPUTATION OF HUMAN DIETS 
Victor E. Smith 
INTERNATIONAL ENTERPRISE IN A DEVELOPING ECONOMY 
Claude McMillan, Jr., Richard F. Gonzalez 
with Leo G. Erickson 
THE ENTERPRISING MAN 
Orvis F. Collins, David G. Moore 
with Darab Unwalla 
AGRICULTURE MARKET ANALYSIS 
Vernon L. Sorenson, editor 



A G R I C U L T U R A L 
MARKET ANALYSIS 
D E V E L O P M E N T , P E R F O R M A N C E , P R O C E S S 

Written by 
Members of the Faculty of the Department of Agricultural Economics 

Michigan State University 

Edited by 
V E R N O N L . S O R E N S O N 

M SU Business Studies 1964 
BUREAU OF BUSINESS AND ECONOMIC RESEARCH 

GRADUATE SCHOOL OF BUSINESS ADMINISTRATION 

MICHIGAN STATE UNIVERSITY 



Library of Congress Catalog Card Number 64-64034 
Copyright © 1964 

By the Board of Trustees of Michigan State University 
East Lansing, Michigan 

PRINTED AND BOUND BY GEORGE BANTA COMPANY, INC., MENASHA, WISCONSIN 



Contributors 
LAWRENCE L. BOGER 
J A M E S T. BONNEN 
DAVID H. BOYNE 
J O H N BRAKE 
DAVID CALL 
GEORGE DIKE 
CARL K. EICHER 
J O H N N. FERRIS 
W . SMITH GREIG 

ROBERT L. GUSTAFSON 
HENRY LARZELERE 
GLYNN MCBRIDE 
J O H N R. MOORE 
J A M E S NIELSON 
DENNIS OLDENSTADT 
A. ALLAN SCHMID 
J A M E S D. SHAFFER 
VERNON L. SORENSON 

LAWRENCE W . WITT 



Acknowledgments 

Joe S. Bain, Industrial Organization © 1959 
By permission of John Wiley and Sons, Inc. 

W. J. Baumol, Business Behavior, Value and Growth © 1959 
By permission of the Macmillan Company 

Bowring, Southworth & Waugh, Marketing Policies for Agriculture © 
1960 

By permission of Prentice-Hall, Inc. 

Commerce Clearing House, Trade Regulation Reports, #15,773 
(November 1962), Procter & Gamble Co., Second Initial Order to 
Cease and Desist 

By permission of Commerce Clearing House, Inc. 

Albert Wesley Frey, How Many Dollars for Advertising © 1955 
By permission of the Ronald Press Company 

George Katona, Psychological Analysis of Economic Behavior © 1951 
By permission of McGraw-Hill Book Company 

Willard F. Mueller and Leon Garoian, Changes in the Market Structure 
of Grocery Retailing © 1961 

By permission of the University of Wisconsin Press 

Edith Tilton Penrose, The Theory of the Growth of the Firm © 1959 
By permission of John Wiley and Sons, Inc. 

"Ad Volume Tops $13 Billion," Printers' Ink, January 31, 1964 
By permission of Printers' Ink 

Peter F. Drucker, "Marketing and Economic Development," Journal 
of Marketing, II (January 1958) 

By permission of the Journal of Marketing, national quarterly pub-
lication of the American Marketing Association 



Preface 
THIS book attempts to fill a longstanding gap in the available literature 
in agricultural marketing. It is designed for use by students and others 
who wish to pursue the study of agricultural marketing beyond the first 
course or introductory level. The book itself is the product of an educa-
tional process. It developed from a series of faculty symposia involving 
discussions of individual chapter outlines and preliminary drafts of the 
material prepared for each chapter. Using this framework and with the 
guidance provided by symposia discussions, individual authors formu-
lated their material in terms of their own insights and concepts of what 
is relevant. Though editing of the entire manuscript was required to im-
prove the general flow of material and to iron out discrepancies that 
arose from multiple authorship, no attempt has been made to reconcile 
differences in viewpoint, or to create a completely homogeneous method 
of presentation. 

The book is intended, as were the symposia out of which it emerged, 
to stimulate discussion and inquiry into a series of questions related to 
agricultural marketing. Conclusive answers and final positions on what 
is, what will be, or what ought to be are rarely stated. Rather, an effort 
is made to develop analytical insights with emphasis on (1) the nature 
of the interaction between social and physical and economic variables in 
determining the form and outcome of market activity; (2) the relation-
ship between micro-level (firm and group) behavior and macro-level 
market organization and performance; and (3) the implication of public 
policy on overall market results and performance. Within this overall 
focus we attempted to include those topics that appear to have greater 
continuing relevancy to solution of problems in agricultural marketing. 
For this reason considerable emphasis is given to the implications of mar-
keting for economic growth and development. The discussion of firm be-
havior in turn includes topics related to short-term competitive practices 
as well as to firm growth and integration which influence overall market 
organization. The formation and activities of groups are continuing and 
pervasive forces in agricultural markets as are the various policies and 



programs that evolve through time. Each of these areas has a perpetual 
currency in the analysis of agricultural marketing problems. 

Unfortunately it is impossible to enumerate all of the persons in addi-
tion to the authors who contributed to preparation of the book. Overall 
direction of this effort has been under the guidance of a committee which 
included the editor and J. Shaffer, J. Bonnen and J. Moore. Certain chap-
ters have been read and criticized by a number of individuals not di-
rectly involved in the symposia or otherwise recognized. Of the Michi-
gan State University faculty L. V. Manderscheid and E. Brown deserve 
special mention. Anne C. Garrison, Editor of the Bureau of Business 
and Economic Research in the Graduate School of Business, reviewed 
the manuscript, improved the quality of presentation, and is responsible 
for the format of the finished book. Harold Breimyer, AMS, USDA, 
read and criticized a pre-publication draft of the entire manuscript. Carol 
Newton assisted with the initial editing of the entire manuscript and Jan-
ice Meyer typed the manuscript. Their assistance and that of several 
other unnamed persons in the Department of Agricultural Economics 
at Michigan State University are appreciated. 

VERNON L . SORENSON 

Michigan State University, East Lansing, Michigan 
October, 1964 
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C H A P T E R 

Introduction 

THE marketing system in primitive societies is often simple. Man pro-
duces to satisfy his basic needs; only nominal form, place, and time util-
ities are required. As societies mature, production becomes specialized, 
and methods of exchange or trade more complex. Interrelationships 
among people, as determined by public and private institutions, influ-
ence a society's welfare and destiny. No study of marketing in maturing 
and mature societies can be considered even moderately inclusive if it 
focuses only on commodities, or only on functions, or only on institu-
tions. Some combination of all, plus a consideration of other significant 
factors, is required. 

This book assumes that the reader has prior knowledge of the basic 
components of agricultural marketing as covered in introductory courses 
that emphasize commodity, functional, or institutional analysis. It as-
sumes a basic knowledge of economic theory at an elementary level. Fur-
ther, this book is not specialized in the sense of defining the bounds of 
agricultural marketing as an area of study aimed at explaining or ana-
lyzing only the segment of activity between the farm gate and the con-
sumer. It is aimed at the development of marketing analysis that has 
empirical relevance to the exchange of goods and services, whether this 
occurs in product or in factor markets. Stated more specifically, the ob-
jective is to provide a basic body of knowledge that will prove useful in 
the analysis of economic problems in marketing under a variety of cir-
cumstances. It is hoped that the book is written in a sufficiently generic 
sense so that its usefulness is not limited to the United States or to any 
single set of specific conditions. 

Focus 
In pursuing the broad objectives outlined above, the volume focuses 

on three major areas of inquiry. The first relates to questions concerning 
By LAWRENCE L. BOGER. 



the nature of the linkage between social organization and the physical 
and economic relationships embodied in marketing processes. Consider-
ation of this question was generated by the necessity of casting market-
ing analysis within the perspective of the overall political and social 
framework of which markets are a part. 

In some societies economic and social organization is such that most 
exchange of goods and services occurs through a bargained system in 
which price, quantity, and other conditions of transfer are determined 
by the interaction of individual buyers and sellers. In other societies po-
litical authority and administrative decisions dominate as methods of di-
recting economic activity. In still other societies, marketing may be 
guided largely through status: the transfer of goods and services is not 
guided by a price, but rather is more closely related to custom, tradition, 
and commonly accepted social behavior. 

Though varying emphasis is placed on the use of these methods, most 
societies have important elements of each embedded in their economic 
system. Even in western countries where emphasis is placed on bargained 
exchange between buyers and sellers, large amounts of goods and serv-
ices are provided outside the market. 

In composite, the rules that guide bargained exchange, those that spec-
ify or permit administrative direction of exchange, and those that de-
termine the status relationships of a society make up the social frame-
work within which market activity occurs. Obtaining insight into the 
relationship between social variables and physical and economic vari-
ables can lead to greater understanding of the role of marketing in gen-
eral, and of various forms of exchange in attaining economic ends. Their 
implication for economic development and growth seems particularly 
relevant at the present time. 

The second area of inquiry relates to questions concerning actions 
taken by firms and organized groups in pursuit of their objectives, and 
to the influence of these actions upon the market. Development of this 
kind of analysis was stimulated by the belief that a great deal can be 
learned about the nature and outcome of market activity by focusing 
on questions of how firms and organized groups behave in the market. 
They undertake a wide range of activities that generate a composite in-
fluence on overall market organization and performance. This influence 
is reflected in such things as quantity and quality of product, how prices 
are determined, and how much economic progress is attained. The ac-
tions of these units are thus reflected in social welfare, and become of 
central concern in attempting to develop appropriate policy alternatives. 

The third area of inquiry has to do with the kinds of public policies 



that have been established in the market and their influence upon 
market outcomes. Even in those societies where primary reliance is 
placed on exchange through interaction by independent buyers and sell-
ers, the outcome of market activity is strongly conditioned by rules that 
become codified into public policy. Public policies influence and guide 
the market exchange system by altering the environment within which 
private managers make decisions and in some cases by generating pro-
grams that place more emphasis on administrative direction of exchange 
activity. In sum, the method or mix of policies and programs in use 
strongly influences the linkage between physical and economic and so-
cial variables in determination of market results. Thus, policy and the 
programs that emerge become important variables in the market and 
warrant a central role in market analysis. 

PLAN OF THE BOOK 
To deal with the topics outlined above, this book is divided into four 

parts. Part I, "The Overall Role of Marketing," contains two chapters. 
The first takes stock of the fact that marketing activities occur in a so-
cial context within the total structure of human relationships. Every so-
ciety must have established practices for making essential decisions on 
what products shall be produced and consumed by whom, where, how, 
in what form, and under what conditions. These decisions are made in 
various ways through an exchange system melded from social and politi-
cal processes. This chapter contains an analysis of how societies may be 
organized to make economic decisions and how human ideas and values 
influence the particular combination of procedures in use. Concepts of 
rule, role, position, and institution are applied to the analysis. Norma-
tive rules are elaborated and a final conclusion is drawn: what is a good 
marketing system is inseparable from the question of what is a good 
society. 

The second chapter in Part I considers the market as an integrator of 
economic activity and a tool for development. To accomplish these tasks 
there is a discussion of some of the relationships between growth and the 
variables of the physical distribution system. This is followed by a con-
ceptualization of the linkage between the physical distribution system 
and the social variables of the exchange system, with emphasis on the 
implication for growth and economic development. Finally, the United 
States serves as a case illustration of how this linkage has influenced eco-
nomic progress. 

The stage is thus set for Part II, "Firm Behavior and Adjustment Pro-



cesses in Agricultural Markets." The chapters deal with behavioral and 
organizational phenomena in agricultural markets. The analysis is largely 
at the micro level, with the marketing firm as the focus of attention. Eco-
nomic theory has an important contribution to make; firm and group be-
havior in a dynamic setting, however, becomes the center of attention. 
Equally important as the analysis of firm behavior are its implications 
for overall market results. 

Because of their variety and complexity, the areas requiring manage-
ment's attention cannot all be considered in a single volume. Special ones 
have been singled out for more detailed attention. The nature of firm be-
havior related to pricing, advertising, firm growth and expansion, and 
product development comes under consideration. Group action as a gen-
eral form of behavior has a chapter devoted to it, as do cooperatives be-
cause of their special significance to agricultural marketing. 

Part III, "Aggregate Adjustment and Performance in Agricultural 
Markets," constitutes a logical follow-up. As implied in the title, the 
chapters are oriented to the macro level. Because of the structure of mar-
keting industries with their elements of imperfect competition, individ-
ual firms both influence and are influenced by overall market results. 
Considerations of aggregate demand and supply, derived demand and 
marketing margins, and overall price fluctuations are especially impor-
tant. 

Causes of change in market organization are explored in a following 
chapter, along with a description of the organizational structure in agri-
cultural markets in the United States. The latter portion of this chapter 
stresses the interdependence of market organization and performance 
and sets the stage for discussion of market policy. 

The final part deals with policy. It includes an initial general chapter 
on the role played by public policy to support and amplify market oper-
ations, regulate and guide market decisions by firms, and limit and con-
trol commercial operations. This chapter also considers the process by 
which policy decisions are formulated and delineates the basis for emer-
gence of public policy. The second chapter discusses policies for the reg-
ulation of competitive behavior of firms; the third considers broader 
policies related to comprehensive market adjustment, e.g., policies to 
equalize information between firms, to reduce costs and increase effi-
ciency, to adjust supply and demand. 

No attempt is made in this volume to provide readers with comprehen-
sive empirical data on existing marketing systems. Rather, a frame-
work of analysis is provided for handling real problem situations involv-
ing quantitative variables. The marketing mechanism of a mature econ-



omy is highly complex and highly refined. It functions with many built-
in self-regulators. It involves a multitude of persons and institutional re-
lationships. It functions through time and over wide geographic regions. 
It overcomes barriers imposed by different languages and currencies, 
ill-founded controls, and economic ill-health. But the important thing is 
that it functions. To understand it completely defies human capacities. 
To understand it better and, hopefully, to provide a basis for its im-
provement, are the real purposes of the chapters that follow. 





PART I 

THE OVERALL ROLE 
OF M A R K E T I N G 





C H A P T E R 2 

Marketing in 
Social Perspective 

MARKETING activities take place within a social context. Certain ana-
lytical concepts help relate marketing to the society in which it takes 
place. If marketing is understood within its social context, then we are 
in a better position to explain, predict, and evaluate marketing organiza-
tion and results, and to create new marketing institutions for the better 
direction of economic activity. 

The physical transformation function in economic theory is a con-
cept relating changes in combinations of specified physical resources 
(inputs) to changes in physical products (output). This concept may be 
applied to transformations involving a continuum of physical changes 
ranging from those with limited spatial and temporal dimensions, typi-
cally called production, to changes in space and time, called distribu-
tion. All of these processes affect human life. These physical relation-
ships between things may be described without any reference to the so-
cial system of relationships between humans. However, such descrip-
tions cannot explain human behavior and why human energy was ap-
plied in one economic activity rather than another. Reference to the so-
cial system is needed to explain the choice of physical combinations of 
things actually undertaken by people and behavior patterns related to 
such matters as saving, investment, new product development, firm 
growth, advertising, and various other economic pursuits. 
CONCEPTS FOR MARKETING SYSTEM ANALYSIS 

As man goes about making a living, he interacts with his fellows in 
varying degrees. An economic interaction is here referred to as a trans-
action and the outcome as an exchange.1 This interaction exists in men's 
By A . ALLAN SCHMID and. JAMES D . SHAFFER. The authors wish to thank the 
members of the Department of Agricultural Economics and also John F. A. Taylor 
and Richard Walsh for reviewing an early draft of this chapter. 
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minds and is intangible. It involves changes in one person's perception 
and understanding of himself, of others, and of his natural environ-
ment. These perceptions, in turn, influence the individual's behavior in 
a particular situation. Several analytic concepts are here developed to 
help in structuring observations of human behavior, particularly as re-
lated to economic activity. These concepts are rule, role, position, and 
institution.2 Knowledge of social system variables can be suggestive of 
possible points of policy leverage if it is desired to change economic be-
havior and results. 

A rule is here defined as a specific prohibition, requirement or permit 
defining a limit of appropriate action for a position situation. For ex-
ample, a rule may require a seller (position) to label his product in a spe-
cific way if it is to be offered for sale to the general public (situation). 
The rule in this case imposes an obligation or duty on the seller and con-
fers a right on the potential buyer. A rule may be of the form: advertisers 
are permitted to "puff" the descriptions of their product. This grants a 
right to the seller and imposes an obligation (to put up with it) on the 
consumer. 

A role is a patterned sequence of prescribed, expected or actual ac-
tions relating the behavior of individuals to a social position: 

1. The prescribed role is the accepted set of rules defining the limits 
of proper action for a person in a position. The prescribed role is norma-
tive in that it defines how a person in a position situation ought to be-
have and what factors he should take into account in choosing lines of 
action. 

2. The expected role (role expectation) is the anticipated pattern of 
behavior associated with a position. It is the image people hold of the 
limits of behavior which will be exhibited by persons in a position. The 
expected role is based upon an estimate of the rules actually circumscrib-
ing the behavior of a person in a particular position situation. 

3. The described role is the actual observed pattern of behavior of 
persons in a particular position. This is the role as it is actually acted. 
In a dynamic world, these three images of role will seldom be identical 
and will vary from individual to individual in the community. This var-
iation is a source of potential conflict. 

Roles are seldom defined in such detail that they completely deter-
mine the behavior of an individual in any particular position. Rather, 
the role circumscribes behavior. The rules that circumscribe or define 
roles vary in nature. A rule may permit what is not prohibited, or it may 
prohibit what is not permitted.3 A rule may require a particular act or 
simply permit it. A rule may be specific or general. For example, the role 



of a grain elevator manager may include a general rule specifying that a 
manager shall not act in such a way as to bring discredit to his firm in 
the eyes of the public, and a specific rule that he shall not use the firm's 
money for his private purposes. A rule may be formal or informal. For-
mal rules are laws, regulations, and codes of conduct. Informal rules 
are not codified but are usually learned through observation, direct ex-
perience, and the literature of the group. The informal content of pre-
scribed and expected roles is learned not so much in terms of specific 
rules as in terms of an image of appropriate behavior patterns. Finally, 
rules vary in terms of the kinds of sanctions the group will use to enforce 
them. Some are enforced through external sanctions and some entirely 
through internalized concepts of right and wrong in the individual (con-
science). The variety of external sanctions will be discussed shortly. 

Position is the name or social symbol identifying a particular set of 
role images identifying an individual in relation to others. Farmer, doc-
tor, mother, and owner are examples of positions. Each position has a 
set of prescribed, expected, and described role images held by individ-
uals in the position and by those who relate to it. 

Position and role have meaning only in terms of reciprocal relation-
ships. Each position carries both rights and obligations, which are pre-
scribed role reciprocals. The rights of one position imply an obligation 
to another. In marketing, the positions of buyer and seller carry roles 
which include a number of reciprocal rights and duties. The specific na-
ture of these rights and obligations will depend upon the role defini-
tions in a particular community. The prescribed roles of all positions 
involved in a market contain what may be called the working rules of 
the market. 

An institution is defined as an enduring organized set of related po-
sitions directing energies of individuals toward common ends. lt is an 
instrument of social organization. Examples of institutions are the family, 
the state, the school, the business firm, the local market, and organized 
baseball. 

The social system is the aggregate of institutions defining the relation-
ships of any group of individuals. The economic system is that parti-
cular subset of institutions defining the limits of activity and depen-
dence among individuals in the provision and use of goods and services 
within a society. 

The analysis of a social system centers about three related questions: 
1. How do the roles and rules become defined? 
2. How does an individual come to be identified with a position? 
3. How are the roles and rules enforced? What kinds of sanctions 



are applied and what authorities apply them? These questions are in-
volved in differentiating types of social systems. 

The process by which individual members of a group learn prescribed 
roles and identify their positions in society is called socialization. As 
the individual is socialized he perceives the socially accepted behavior 
associated with particular positions as the correct, proper or perhaps 
the only conceivable behavior. 

Insofar as the socialization process is complete, the individual will 
want to perform his prescribed roles as socially defined. Prescribed roles 
may also be accepted because the individual members of society recog-
nize their mutual self-interest in maintaining a social order, even though 
the infraction of a single rule might work to their advantage. If the mini-
mum social order is not maintained, all members are losers—rich and 
poor, esteemed and despised. 

The political process results in a formal definition of some rules spec-
ifying limits to behavior of individuals in particular positions under 
threat of community-imposed sanctions. Here the roles become form-
ally defined in written laws, regulations, and decrees. Usually associated 
with a political formulation is the creation of a position, such as an ad-
ministrative agency, which is vested with the authority to apply the col-
lective physical power and other sanctions under certain conditions. 
The process by which a position is invested with the authority cannot be 
discussed here but lies at the heart of the distinction between democracy 
and other governmental forms. 

Failure of the individual to act in accordance with a prescribed role 
will normally result in the application of sanctions. Though these sanc-
tions may take many forms, they can be broadly classified into four cate-
gories. 

1. Social: fear of the loss of status and of others' good opinion. This 
is administered by one's family and fellows. Another aspect is fear of 
the loss of self-respect, where the socialization process is so complete that 
the individual does the accepted thing without regard to external sanc-
tions. 

2. Political: fear of loss of life and of physical freedom. This is usu-
ally administered by the sovereign state, which has a monopoly on the 
legal use of this sanction. It may be exercised by the religious leaders in 
some societies. 

3. Economic: fear of the loss of income (materials or services). This 
may be administered by private wealth holders, government or religious 
leaders. 

4. Religion: fear of the supernatural and of loss of salvation. This is 
administered by religious leaders. 



An individual may at one time have a large number of positions in 
a society, each with its defined roles. For example, a man may, during 
a single week, act as father, son, husband, farmer, deacon, co-op mem-
ber, customer, etc. An individual's roles may conflict in varying degrees. 
Society is integrated to the extent that individuals act according to the 
prescribed role associated with their positions, and thus allow others to 
act in accordance with the expectation of such behavior. This integra-
tion provides predictability and stability. The roles of an individual can-
not be adequately described without taking into account this interde-
pendency. If the role of one individual contains the expectation that an-
other person will act in a certain way, then this corresponding obliga-
tion in the other person's role must be noted in defining the reciprocal 
relationships between individuals. 
SOCIAL PROCESS AND NORMS 

At any moment of time, the social structure consists of the multitude 
of reciprocal human relationships involved in the hierarchy of rules, 
roles, positions and institutions. Social structure thus is a static concept 
which implies a snapshot view of an ongoing process of changing recipro-
cal human relationships and dynamic interaction between individuals. 

The concept of social process is complex. However, it is essential to 
understand marketing within the context of social process if the rela-
tionship of marketing to economic development is to be understood. 
The essence of the concept of process is the notion of continuous 
change through time. It is not an equilibrium concept. A process in-
volves interaction. 

Personality4 is formed largely through the interaction of members of 
a society within the framework of existing institutions. Personality struc-
tures, perceptions and concepts impose meaning upon the environment. 
Concepts are generalizations arrived at by individuals and based upon 
personal experience and information perceived to be authoritative. 
This is a sequential process in that all new experience is interpreted 
in terms of current conceptions of total physical and social relations. 
But concepts do change through experience, and as they do, new roles 
and role expectations are formed, which alter the structure of institutions, 
the social system, and therefore economic activity.5 

Thus we can say that the personalities of individual members of a 
society determine the social structure (including the marketing system) 
and at the same time that the social structure (including the marketing 
system) determines the personalities. This is the nature of process. 

We have used the concept of prescribed roles here to describe what is 
sometimes referred to as society's operative norms. The individual's con-



cepts of how persons in different positions ought to behave contain ele-
ments of the norms of the society. Value symbols such as freedom, 
security, equity, progress, efficiency, etc., influence the individual's pre-
scribed role perceptions. But it is only as these broad symbols are trans-
lated into specific rules that they become operative in influencing be-
havior. The operative significance of the value symbols is defined in 
the social process. For example, as farmers experience different types 
of market organization, such as market orders or integrating contracts, 
their perceptions of prescribed role for the position "farmer" will change 
as a result. These changes, in turn, will alter the political behavior of in-
dividuals and influence the formal rules governing the market. The 
change in market organization may alter both the distribution of politi-
cal power and the character of the people involved. 
ECONOMIC ROLES AND MARKETING 

Some of man's roles have an economic dimension that provides a set 
of rules for transfer of goods and services between individuals and 
groups which occupy various positions. Positions such as customer, 
broker, retailer, wholesaler, checkout-girl, president of the largest food 
chain, member of retail food dealer association, city market master, 
farmer, secretary of agriculture, tenant, borrower, and citizen, each have 
roles that include behavior requirements or limits constituting the work-
ing rules and practices of a marketing system. As with all aspects of role, 
the working rules may be based on social or political processes and en-
forced by internal or external sanctions. 

These rules define the activities which individuals may or must do; 
they also define what the individual may expect in the behavior of others 
with respect to certain objects. These relationships between people with 
reference to things define property rights and help make the economy 
function. 

We can now define the marketing system as the complex pattern of 
institutions and physical facilities which relate human beings and things 
in the transfer of goods and services. That subset of the social system 
governing transactions between individuals and groups which result in 
the exchange of property rights of future control of assets will be re-
ferred to here as the exchange system. Associated with this is the actual 
physical transfer of goods executed primarily in terms of time and space, 
with limited implications for use and form. This will be referred to here 
as the physical distribution system. The marketing system thus includes 
both intangible social relationships and tangible physical relationships. 

This distinction between exchange and physical distribution systems 



is important for both analysis and evaluation of two kinds of ques-
tions. The first question assumes that the system of human relationships 
is settled, along with the rules on who is to occupy positions of control 
and how the control is to be used. For example, if the exchange system 
results in the decision to transport melons from Texas to New York, we 
can ask how efficiently the distribution system performs the specified 
physical task. However, we also may want to ask the other question: 
what is the desired institutional structure of human relationships to pro-
duce such decisions? The property rights contained in the exchange sys-
tem set limits in which labor can produce, consumers can consume, and 
commodities can be physically delivered. Transfer of property rights is 
a public phenomenon because the value of the object transferred is only 
as good as the role expectations of what others will do with reference to 
the object. 

Commodities thus are not the same as property in these commodities. 
Commodities include land, buildings, machinery, and stock. But when 
a person buys a farm or a bushel of wheat, he obtains a set of relation-
ships with other people defining his and others' roles, which may be 
stated in terms of rights and obligations relative to the physical object. 
Once the property relationships are settled, then the person who con-
trols the commodity may make the management decision involving its 
use in production, consumption, transportation, storage, and other physi-
cal executions. Actual performance in the market is thus influenced by 
the roles which govern the relationships between people, the exchange 
rules which indicate how the individual should react to certain pieces 
of information, and the physical relationships involved. 
RULES, CONDUCT, AND PERFORMANCE 

Exchange rules define the content of property rights. They help de-
fine the role of the economic decision maker. These rules take many 
forms; a few are listed below to indicate the variety of possible points of 
leverage which can affect market performance. 

Does a son own his deceased father's property? What items can be 
inherited? Can a going business live beyond the life of its proprietor? 
Can one's liability be limited to certain items? Can a business protect 
its goodwill and can this asset value be sold to others? Can a firm buy 
out a competitor to escape the other firm's damage to its business? What 
items can a firm attempt to buy from others, e.g., pollution abatement 
and market shares (contracts for avoidance)? What damages need not 
be bought, but are prohibited as a matter of criminal law? What prom-
ises may be bought and sold (debt but not marriage promises)? What 



items of knowledge can be kept for exclusive use and for how long (pat-
ent laws)? What promises will be publicly enforced? Under what con-
ditions may promises be broken (unforeseen circumstance, bankruptcy 
laws)? What are the rules for taxation (discrimination, uses, sources, 
etc.)? Can an unhealthful food be sold even though people will buy it 
because of inability to detect its quality? All of these questions and rules 
plus many others produce a continuum of often conflicting marketing 
conduct and performance results. 

Performance results are used here to mean attributes of general well-
being. Some of these variables studied by economists include produc-
tion and marketing efficiency, technological progressiveness, product 
suitability, distribution of income, level of output, costs of sales promo-
tion, unethical practices, participant rationality, conservation, external ef-
fects, and labor relations.6 For those interested in economic develop-
ment or growth, additional variables may be added, such as level of 
employment, rate of capital accumulation, and per capita income. These 
variables are considered in some detail in Chapter 3 and the policy chap-
ters. In addition, several social variables might be added, such as free-
dom, equality and general components of what might be considered 
a meaningful life. 

The structure of exchange rules is one point of leverage where these 
conduct and performance issues are resolved. In empirical analysis of a 
marketing system we could ask what is the structure of rules which stim-
ulates the application of human energy, creates the need for achieve-
ment, sharpens perception, and encourages the efficient use of imagina-
tion and energy. To gain insight into processes of economic change we 
could further ask how these rules can be structured to initiate desired 
changes and to support and maintain those desired activities already 
underway. To achieve this insight, the linkages between the exchange 
system described in terms of human relationships and the production, 
distribution and consumption system described in terms of physical re-
lationships need further elaboration. To do this, two common classifi-
cations of exchange rules are briefly considered. 
Access. The structure of the exchange system largely defines those who 
can participate in certain kinds of economic activity and engage in cer-
tain kinds of transactions through role definition and position identi-
fication. This structure is involved in what is often referred to as the 
conditions of entry. For example, in one economy the credentials of 
money purchasing power entitle a person to participate in certain activ-
ities while in another kinship is the criterion. 



This question of access is really a problem of discrimination. In the 
United States economy, for example, there are rules of price discrimina-
tion which say that any person has the right of access to a specified good 
at the same price as that charged to others.7 

Competitive methods. The general question of what is to be the content 
of a given role has been previously discussed. In the economy, the struc-
ture of the exchange system influences what rights the occupant of a 
certain economic position has and what powers can be applied to secure 
agreement to a transaction which transfers ownership rights to com-
modities and services. An important issue in any economic transaction is 
the use of power to affect the exchange ratio (price). Most peaceful so-
cieties have exchange rules which prohibit fraud and physical coercion 
because individuals involved in a transaction may vary in skill and 
strength. In the United States economy, there are rules of competition 
which prevent the use of economic assets in certain ways even though 
the individuals involved may differ in the amounts they control. For ex-
ample, there are rules on whether a retailer may be forced to carry a 
manufacturer's full line. 

Exchange rules relating to competitive methods place limits on the ac-
tual use of power which a person might already control. It should be em-
phasized that economic powers may accrue to a person because of var-
ious changes in the environment, e.g., discovery of oil on one's property 
as well as changes in exchange rules. A change in the environment caus-
ing a change in economic power may well necessitate a change in the 
competitive rules governing the use of that power. Hence these two 
sets of factors must be considered together. 

The commonly accepted structure of the competitive rules is often 
referred to as promoting fair competition, the meaning of "fair" being 
determined by the prevailing rules. Rules of access and fair competi-
tion may have broad secondary effects. These rules influence the struc-
ture of the exchange system which, in turn, influences the social roles 
people have and thus affects marketing performance results by influ-
encing the application of human energies. This becomes particularly im-
portant in considering the implication of exchange for economic devel-
opment. The relationship between the structure of the exchange system 
and economic development will be explored in detail in Chapter 3. 
VARIATIONS IN EXCHANGE SYSTEMS 

Each society has a complex set or system of rules governing exchange. 
These exchange systems may vary greatly in the way in which the rules 



of access (entry) and competitive methods are worked out. The rules 
governing exchange may be direct or indirect, specific or general, formal 
or informal, certain or uncertain, dynamic or fixed, social or political in 
origin; enforcement may be internalized in the personality or imposed 
externally by a wide variety of sanctions. Each of these dimensions 
could be used in developing a taxonomy of exchange systems and each 
is relevant in empirical analysis of marketing systems. 

Even though no two empirical exchange systems are likely to be iden-
tical, it is instructive to differentiate three broad classes: status, adminis-
trative, and bargained exchange systems.8 The distinguishing character-
istics of this classification represent a continuum, and in many societies, 
all three types of exchange systems operate at the same time in differ-
ent areas of the economy. 
Status. In a status exchange system, transactions are governed primar-
ily through the prescribed roles associated with social position. Exchange 
rates (prices) tend to be prescribed or fixed by custom. Trade within the 
community tends to consist of gifts and grants to discharge social obli-
gations. The roles are in terms of obligatory gift- and counter-gift giving 
between persons who occupy socially related positions. In the succinct 
statement of Raymond Firth, it is a system of "From each according 
to his status obligations in the social system, to each according to his 
rights in that system."9 

In a status system, roles are not defined exclusively in terms of eco-
nomic functions. Transactions are expressions of social obligation, social 
affiliation, and social right. For example, access to land may be acquired 
as a kinship right and is a matter of status prerogative. It is a system of 
accepted dependence based upon custom. The sanctions involved tend 
toward those involving loss of community and self-respect for breaking 
the code or custom. Control and direction of individuals within the 
group tend to be based on the socialization of members rather than on 
external sanctions or personal material gain. 

There is no necessary relationship between the immediate transfer of 
goods or services from A to B and the receipt of goods by A. The sys-
tem may operate without direct quid pro quo, with B not obligated to 
return something of equal value to A in exchange. 

The transfer of rights in commodities may not produce a price. 
Rather, the price ratio is determined prior to the status transaction. 
The rules determine the transfer amounts that are regarded as adequate 
in relation to the symmetrically placed party. Bargaining is not part of 
the system. Exchange ratios are a matter of custom, and cannot be 
changed by an individual. The transfer of ownership rights may be non-



specific. One may gain ownership not of a specific good but rather of a 
claim on goodwill and a position in society measurable only when the 
characteristics of the future transfer situation are known. Prices in this 
case are not known at the time of the initial transaction. A system of 
"To each according to his need and from each according to his ability," 
if voluntarily accepted by the members of society rather than being en-
forced by authority, would be a system of status. 

Status is a rather widely used system for transfer of goods and serv-
ices. The internal transfer of goods and services of most families is car-
ried out by this method, as it is also among some broader kinship groups 
such as tribes and voluntary associations. Gift-giving is an example/The 
practice of community barn-raising in early rural America was also a 
status institution. 

The outcome of a status system in terms of economic growth, equity, 
mental health, level of satisfaction, etc., will depend upon the specific 
customs and character of the members of society. A variety of status 
systems could be classified. 
Administrative. In an administrative exchange system, transactions are 
governed primarily through the control of members of the society by 
those in positions of political authority. Exchange rates are variable at 
the discretion of the political authorities, within limits set by their val-
ues and ability to maintain political power. Such a system tends to have 
working rules which prohibit what is not allowed. Discretion in ex-
change rests with the position of authority, not with each individual. The 
essence of political authority is the power to impose sanctions which 
are backed ultimately by physical force. The sanctions may be nega-
tive or positive, that is, punishment or reward. 

Roles in an administrative system may be exclusively in terms of 
economic functions or may combine these with civil functions. For ex-
ample, a feudal landlord is not only a farm manager but also a judge 
and a military chief. 

Positions of authority may be held by a single individual or a group. 
The authority may be vested by democratic voting, custom, or force. 
The roles of authorities may be prescribed with various ranges of dis-
cretion. However, once the power is vested and the range of discretion 
prescribed, there is no negotiation or bargaining between the occupants 
of authoritative positions and the affected individuals. This is not to 
say that the rules cannot be changed through some political process. For 
example, in the case of a democracy the ultimate authority is the fran-
chised citizenry. A group vote to determine the allocation of goods and 
services would be an example of an administrative transaction if, once 



the vote was taken, the decisions were enforced by occupants of au-
thoritative positions without further negotiation and with application of 
sanctions, if necessary. Wartime food rationing is an example. 

A subclass of the administrative system is one which regulates either 
price or quantity, but not both. For example, rather than determine 
the allocation of goods and services directly, the authority may manipu-
late prices of commodities and wages. In such a system, price is used 
to ration the goods and services produced and as an information device 
in directing production and keeping accounts. The integrating or organ-
izing force is based on power, whether utilized by private firms or gov-
ernment: 1 0 it is not the bargained price institution but authority which 
governs exchange. The prices are manipulated by persons in positions 
of authority in such a way as to indirectly affect distribution (both qual-
ity and quantity). An example is the setting of prices in public utilities 
and in the postal system. The quantity to be purchased is left to the 
buyer. Marketing boards are another example. In a number of African 
countries, they are used as an instrument of forced saving by paying 
producers of export products less than the world prices and using the 
surplus to finance public investments. 

A parallel situation may exist if the position of authority sets quantity 
rather than price. This is the case in government marketing quotas for 
farm crops. The amount which can be grown is specified and the price 
is determined by the relationship of the specified supply and existing 
demand. 

A considerable portion of our life is affected by an administrative ex-
change system. Outstanding examples are education and national de-
fense services. The internal organization of most business firms, some 
families, kinship groups, tribes, and nation-states are administrative 
systems. The firm is an institution relating individuals through a hierar-
chy of positions with roles carrying various degrees of authority over 
the allocation of goods and services within the control of the firm. How-
ever, once that initial control may have been obtained, there is no fur-
ther individual negotiation. The roles relate manager and worker, em-
ployer and employee. The management process involves the defini-
tion and manipulation of roles without individual bargaining for each 
activity. 

Administrative direction of economic activity is a general phenome-
non observable in many areas. In agricultural marketing, a firm may 
buy out a supplier (integrate vertically) and then the goods will change 
hands by command of the management instead of through market bar-
gaining as before. 



Bargained. In a bargained exchange system, transactions are governed 
primarily by a set of impersonal rules (i.e., the same rules of exchange 
apply regardless of social or political position) within which exchange 
rates are established by bargaining processes. The motivation assumed 
is material success, and this is identified as an appropriate personal goal 
through the socialization process. In a society that implements exchange 
through a bargained price system, the social and political processes are 
involved ultimately through custom and law just as in the case of the 
other systems discussed. The socialization process produces people who 
perceive their roles in marketing in terms of the bargained price sys-
tem. 

Bargaining transactions involve the transfer of rights of ownership be-
tween individuals considered legal equals in the market. At least four 
individuals are directly involved—the two participants in the transfer 
as well as an alternate buyer and an alternate seller. Prices are estab-
lished through the process of interaction between buyers and sellers. 
This does not imply that they need meet face to face. TTie process of in-
teraction simply implies a knowledge of alternatives. It includes both 
the sale of a cow to a neighbor farmer, with overt higgling, and the sale 
of wheat at the elevator where the farmer is essentially a price taker. Mod-
ern bargained systems are more commonly composed of decisions on 
whether to buy, sell, store, and produce than of direct negotiation. 

In a society where the bargained price system dominates, there is a 
tendency for political and economic positions to be distinct and separate. 
A position such as farm manager is likely to have associated roles which 
are largely economic in nature and to exclude certain civil functions such 
as settling the personal social problems of employees. This is not the 
tendency in administrative systems such as those often associated with 
feudalism, where the farm manager may also have roles which include 
the functions of lawmaking, enforcement, and adjudication. 

The bargaining transaction is always made within a set of social and 
political restrictions which set the limits, or the rules, for trading and the 
rights of property being exchanged. For example, the position of prop-
erty owner has associated with it certain obligations in the use of this 
property. It also contains certain rights, and others are exposed to the 
owner's freedom to use his property in certain ways. Prescribed roles 
define what it means to be a property owner and how the position is 
acquired. These rules are important elements for the orderly operation 
of the bargained price system. As these market rules change, the out-
come of bargaining transactions will change. 

The bargained system is often referred to in Western countries as the 



"market." The market even in these countries does not comprise the 
whole of exchange transactions. Many goods are exchanged outside the 
market. 

The exchange system, whatever its conceptual type, is an instituted 
process. Its operation is effected through institutions within the limits 
set by the total social system. The outcome always reflects custom, po-
litical power, and the personality of the members of the society. 

An important distinction is made between the rules of an administra-
tive exchange system and the rules of a bargained system. It is important 
whether the rules provide the limits for direct political allocation deci-
sions or set the rules by which the bargained system operates. How-
ever, it is equally clear that the rules, political and social in origin, 
just as surely influence the general results in the bargained system. 
SOME NORMATIVE PERFORMANCE RULES OF MARKETING EXCHANGE 

A general framework for studying the interconnections between 
physical performance results and variation in intangible social relation-
ships has now been laid. This leaves the question, what set of exchange 
rules and market systems will produce a particular performance re-
sult? Parts of the answer to this question are analyzed in later chapters. 
For example, in Chapter 3 the relations between exchange rules and 
economic growth are considered, and in the policy chapters the influ-
ence of public decisions on market adjustments is appraised. It would 
be helpful if in all circumstances there were certain available rules which 
always led to predictable behavior and which, in turn, produced speci-
fied performance results. If these linkages were known, then actual per-
formance would not need to be tested; we would merely note if the rule 
were being met in order to ascertain whether markets were performing 
satisfactorily. Unfortunately, much of this linkage is not known. 1 1 The 
following discussion further develops concepts which might be used to 
fill in our knowledge of the linkages between marketing exchange rules 
and performance results which directly affect people's well-being in the 
broadest sense. 

In the course of this discussion, the exchange rules implied in the 
model of pure competition will be examined. This model calls attention 
to three main variables—atomistic numbers, product homogeneity and 
freedom of entry and exit. 
Access—barriers to entry. An essential problem dealt with by the so-
cial system is the creation and translation of consumer wishes into pro-
ductive activity. To do this, there must be some system of weighing the 



wishes of people and specifying whose wishes count. To understand how 
the system operates, it is useful to ask how individuals gain access to po-
sitions of authority, such as buyer and seller. Obviously, some people 
are not buyers at all or at least don't count for as much in the market as 
others. Some communications of taste are ignored by sellers. There are 
exchange rules which define what is a legitimate communication signal 
and who are the legitimate senders and receivers of these signals. The 
part of the idea of pure competition relevant here may be stated in terms 
of a rule that there must be no artificial barriers to mobility and entry. 

It is sometimes suggested that no formal rules are needed and that the 
exchange system may be organized solely upon the fact that self-seek-
ing is an important part of people's roles. Perhaps a simple example 
will illustrate that this is not enough. A hungry man may walk into a gro-
cery store and communicate his hunger. He will not legitimately walk 
out of the store with food unless he uses the group-approved symbol 
(money) which entitles him to the position of authority called a buyer. 
Mere self-seeking is not enough, for certain kinds of self-seeking are de-
fined by the public as theft and fraud, and sanctions are applied accord-
ingly. 

The analysis developed in this chapter would suggest that there is al-
ways some kind of informal or formal rule defining barriers to entry 
and restrictions on mobility. Two people with equal hunger may not 
have an equal opportunity to communicate this want to those who con-
trol food. There are some kinds of rules which indicate what credentials 
the hungry must have to enter the market and communicate. 

The key word in the pure competition rule regarding barriers to entry 
is artificial. It says that once it is decided what is to be the legitimate 
basis for admission to or exclusion from the market, then for a buyer or 
seller to discriminate on some other basis will draw forth the sanctions 
of the group. There may be differences in production costs between 
established and would-be manufacturers. Some of the reasons for these 
differences will be regarded as legitimate, while others will not. 

The Western bargained exchange societies discriminate between peo-
ple on the basis of the number of monetary units controlled. Discrimi-
nation on the basis of dollars owned cannot be fully understood, how-
ever, until we ask what lies behind the distribution of the ownership of 
resources which is translated into dollars. Attention should be given 
to ownership rules and why ownership and control are acquired in one 
way rather than another. In the Western system, people get dollars by 
selling their property and services on the market. There are rules which 
define what an individual may own and exchange for money. To il-



lustrate, in some systems there are rules which mean that individuals 
own their labor services, while in others marked by servitude they do 
not. The vast array of ownership rules cannot be further described here. 

In a system of status the rules of entry may be quite different from 
those in a bargained market system. Access to positions may be based 
on age, sex, or family relationship. The rules in status and bargained 
systems could, however, be quite similar though worked out quite dif-
ferently. For example, in a status system a person may have access to 
certain positions if he demonstrates a certain skill. In a bargained price 
system, the rules may still be such that skill determines who is the high-
est bidder for ownership of certain goods, hence some of the results may 
be identical in the two systems. Both systems may have the criterion of 
skill at their core, but the total array of results may be similar or quite 
different depending upon the combination of rules that exist. This is not 
to say that some results may not be precluded by the use of a particular 
system. 

To summarize, any exchange system, whether status, administrative 
or bargained, has some set of rules which defines the legitimate basis 
for access to or exclusion from specified economic position, roles, and 
associated activity. 
Competitive methods—atomistic numbers. In addition to the rules con-
trolling market entry and access, we can ask what is the content of eco-
nomic positions and roles which influence how consumers can commu-
nicate their wants to producers. It is common to find rules of competi-
tive methods which restrict the ability of individuals to affect price and 
other results. These and other rules found in status or administrative 
exchange systems, as well as in bargained systems, influence the way 
exchange ratios are determined. The rule implied in the model of pure 
competition is that there must be large numbers of buyers and sellers. 
The intended effect of this rule, combined with others in a bargained sys-
tem, is to create a social relationship in which each individual has a large 
number of alternative buyers and sellers to choose from. In terms of be-
havior, this means that no individual has the power to affect price 
(exchange ratios) by himself. 

It should be noted that the content of roles can be directly affected 
(1) by changes in rules or (2) with given rules, by changes in the environ-
ment such as new invention, new demand, exhaustion of a resource, 
population growth, and numerous other factors. Given a set of formal 
rules, the content of roles such as that of property owner is different if 
there are many or few producers. However, the number of producers is 
not the only determinant of results. The result flows from the condi-



tions created by concentration within the context of the various rules. 
Concentration may have different effects depending on the nature of 
the rules that exist. 
Product homogeneity. Rules which define entry and competitive meth-
ods are relative to the nature of the product under consideration. In the 
United States, there are rules which take the general form of prohibiting 
the charging of different prices to different people for the same product 
or service. To be operative, such a rule must indicate what variations in 
a good or service are sufficient to distinguish a homogeneous product 
from a heterogeneous one. The point at which items are regarded as 
heterogeneous is man-made and it creates a social relationship govern-
ing conduct with reference to specified items. Grade # 1 wheat is an 
example. All wheat which has certain specified characteristics is graded 
# 1 and then regarded as homogeneous. Though obviously there are also 
unspecified characteristics which should distinguish between units of # 1 
wheat, we choose to ignore these at any given moment. 

Let us consider another case. Assume we have two containers of flour 
ground from this # 1 wheat. The containers are of different shapes and 
colors and bear different trade names. Assuming that we have a rule 
which prohibits charging different prices for the same product, are we 
to regard these two brands of flour as the same (and the differences as 
merely artificial)? What should be our attitude toward the advertising 
expenditure by one brand owner to convince consumers that they should 
in fact distinguish between them? 

In any product there is a wide continuum of differences. A major pol-
icy issue is, at what point on this continuum is a product to be considered 
as different? Product heterogeneity is a fact of life, and the rules of mar-
ket organization cannot be simply stated in terms of appropriate human 
interaction with reference to similar goods, but must also include terms 
specifying which goods are in fact similar and which are heterogeneous. 
PROFIT AND LOSS ACCOUNTS 

These exchange rules influence what things are taken into account by 
individuals in economic positions of authority as they direct their own 
and others' activity. The positions may be buyer, seller, landlord, tenant, 
entrepreneur, laborer, etc. These rules help define the kinds of informa-
tion that will be received by certain individuals and the kind of economic 
activity that will result. In terms used earlier, this involves the process of 
role definition for individuals and the integration of these roles in larger 
aggregates. 

Different exchange rules and systems mean that the contents of what 



individuals in positions of authority take into account in their behav-
ior will also differ. Put in terms of the economic system of the United 
States this means that the contents of the profit and loss accounts of 
buyers and sellers will differ under different rules. If economic activity 
is viewed as a process of converting inputs into outputs, these rules 
define the qualitative contents of the input and output categories. That 
is, they specify whether a particular output or cost is considered or ex-
cluded. These marketing rules also influence the relative values placed 
upon the items that are included in the input-output categories. 

We can observe the results that are produced in the United States by 
the existing inclusion or exclusion of certain items in the profit accounts 
of business firms. While the United States system has a great deal of flex-
ibility, there are limits to what can be communicated through the mar-
ket system by refusal to buy, increased buying or indication of willing-
ness to pay more for the same amount.1 2 The profit account of a firm 
contributing to the pollution of a river usually does not include the 
costs of this pollution which are borne by people outside the firm. Sim-
ilarly, the value of the benefit that the general public receives from hav-
ing a group of people with skills acquired in a certain firm may not be a 
part of the returns to that firm. There are many examples of external 
economies and diseconomies which do not show in the profit and loss 
accounts under existing rules. 

Depending on the rules, the occupant of the position of authority may 
or may not be motivated to distinguish between profits made by redis-
tribution of existing assets through increased bargaining power over 
others and profits obtained by an increased power over nature, which re-
sults in an increase in national wealth. In addition, there are usually some 
costs of operation which are borne by individuals and firms but which 
cannot be directly traced to individual items of output. The allocation 
of these overhead costs affects pricing and output decisions and thus 
overall marketing performance. The exchange rules and the construc-
tion of the profit and loss accounts have a great deal to do with the al-
location of overhead costs, and are an important leverage point affect-
ing marketing results.13 

PERSONAL UTILITY ACCOUNTS 
The personal utility accounts of an individual may similarly fail to 

include certain costs and benefits accruing to others as the result of his 
activity. The marketing rules may or may not be such that individuals 
may consider the cases where utility functions are interdependent. It is, 
for example, of benefit to other members of a community for an indi-



vidual to keep healthy, both mentally and physically, and to maintain 
his property in such a way that it is safe and pleasing. A failure to spend 
money to keep up a respectable appearance causes displeasure for other 
members of the community. Also a man's pleasures and sorrows are felt 
by others, and his likes and dislikes influence their preferences. A further 
market issue is raised by the fact that human wants are not always inde-
pendent of producer action. Thus, there must be some rules which di-
rect the generation and origination of wants by producer action. This 
issue will be discussed in the chapter on product promotion. 

The indivisibility and nonpersonal nature of many essential commu-
nity services create special problems if these services are to be met by 
inclusion in individual utility accounts. The marginal costs and benefits 
of such services as national defense and the judiciary cannot be easily 
handled in private utility accounts because the benefits and costs are 
not divisible and purchasable by individuals. 
EFFICIENCY AS A PERFORMANCE RESULT 

We have been examining some ways to conceptualize the exchange 
rules which help define the legitimate qualitative content of the input-out-
put categories and define the procedure for attaching value weights 
to the various items included in the categories. These rules are of a broad 
structural nature and there are many other questions left to be solved. 
There usually will be a great variety of productive processes, kinds of 
resources, varieties of products, and services, which must be decided 
upon. Economic theory provides a method of calculating positions of 
maximum efficiency or optimum advantage within the broad structural 
rules of the system. Later chapters are devoted to the discussion of eco-
nomic tools of analysis that may provide guides for decision makers and 
may be used for making predictions of the outcome of various changes 
in the relationship between prices and commodities. These calculations 
are valid, however, only within any given set of exchange system rules 
which defines the qualitative makeup of the inputs and outputs to be 
included. 

Perhaps the limitations thus imposed on economic tools of efficiency 
calculation for policy purposes can best be demonstrated by the fol-
lowing example.14 People in the United States today generally accept 
the formal rules which penalize employers of child labor. Such was not 
always the case. It was once accepted as the natural thing, perhaps not 
good, but it was accepted. What concepts can be used to evaluate this 
change in the exchange rules? 

First, we might ask what are the rules which influence job access. 



The pure competition model might be used as a norm. The first assump-
tion of the model is that there should be no restriction to entry. The 
child labor law fails the first test because it restricts entry to the labor 
market. The model tends to ignore the fact that there are always some 
accepted restrictions to entry, such as skill. No person can be hired as a 
baker who is not skilled in baking. This is not a written law, but this is 
the effect produced in the existing social system based on other formal 
and informal rules. Mere seeking of a baking job is not enough. 

We might now ask why the test of barriers to entry should be deci-
sive. The model suggests that failure to meet this test means the labor 
law will lead to inefficiency and this means we will wind up with less 
rather than more. What does the statement mean? 

The facts are these. Children may possess the necessary skill to per-
form certain tasks. They will work for less than older workers because 
of fewer alternatives and other means of supplementary support. The 
work may result in damage to the children's health, and subtracts from 
their long-term skill through the lack of education. However, the 
children are willing to work, and they are not physically coerced by the 
employers. 

If children are denied access to the labor market, then the output 
will not be produced most efficiently because other labor must be em-
ployed at a higher price. The marginality conditions for an equilibrium 
would not be met. Therefore with the law the input-output ratio would 
be less. This efficiency analysis would lead to the conclusion that since 
everyone prefers more to less, the proposed law should not be passed. 
Or it may suggest that the decision is up to the public and that they will 
have to weigh their values of efficiency (which is a good) against the 
"bads" of poor health and poor education. 

It is submitted here that the above presentation of the choice is in-
complete. The use of the concept of efficiency masks the content of 
the choice to be made. What is involved is the question of the qualitative 
content of the input and output categories. Under the existing rules, the 
categories include the opportunity cost of the older workers as priced in 
the market. However, there is no market price for the opportunity cost 
of the children's poor health or educational possibilities. (The opportu-
nity cost of keeping them in good health and in school may be computed, 
since a price for alternative use of their time is available.)15 Thus, the 
policy issue is really one of defining what are to be the relevant con-
tents of the input-output categories. It is a choice between two sets of 
exchange rules which recognize different input-output categories and per-



formance results. One set contains the items of children's health and 
education, and the other excludes these items. 

The efficiency calculation may be used to evaluate any change which 
does not involve the qualitative content of the input-output categories, 
such as changes in the proportion of a specified group of inputs. When 
it is said that people prefer more to less, it is only relevant to a particular 
qualitative content of the input-output categories. The marginal calcu-
lus of efficiency is not relevant to two sets of categories that cannot be 
reduced to a common denominator. 

The difficulty comes when people disagree about what the exchange 
rules specifying the input-output categories should be. Here each 
student must develop his own point of view. He may restrict his analysis 
to discovering the performance consequences of alternative exchange 
rules, or he may take conflicts of interest as his data and try to discover, 
create and suggest new elements for social systems with a view to re-
solving conflicts and bringing about agreement. In any case, the ef-
ficiency variables identified by the pure competition model must be 
placed in the total context of exchange rules if performance results such 
as social and economic progress are to be understood. For example, 
Frank Knight has pointed out that . . the control of progress is to an 
especially limited extent within the domain of individual free enterprise 
and the price forces." 1 6 If we return to the example of child labor laws, 
perhaps we can indicate why this is so and also make a peripheral com-
ment on freedom as a value. 
FREEDOM AS A PERFORMANCE RESULT 

In the absence of child labor laws, a poll of values might show that 
children and their parents as individuals are willing to accept the results 
of bad health and education in return for present income. The wage con-
tracts were "freely" made without physical coercion by the employer. 
Due to the environmental pressure of low family incomes, the preference 
patterns (values) of certain children and their parents lead them to work 
for low wages under poor conditions. This individual self-seeking in the 
long run results in a vicious circle of poorly educated, unhealthy people 
and continued low incomes.17 How are these people to communicate 
to their employers their aspirations for something better? Their signals 
will be barred from entry into business decisions unless there is a change 
in the rules. Surely they are free to stop work and continue in school, but 
the pressures are overwhelming. It is difficult for the employers as in-
dividuals to see that they and the rest of society might benefit in the long 



run if this vicious circle could be broken. It is not likely to be broken 
through price signals in the market. The individual employer cannot 
refuse to hire children: his gesture will only result in his eventual bank-
ruptcy, because his competitors will undersell him. Thus, the vicious 
circle can be broken only by group action when the public decides it 
does not want to live in a society which produces these results. 

Some have argued that to look for procedures for change from out-
side the market system is to invite a lessening of freedom. Child labor 
laws restrict the freedom of children and employers to make contracts. 
The laws do, however, create new opportunities for realistic choice by 
the children which can lessen their exposure to the pressures of low in-
come, poor health and poor education. It involves a choice between al-
ternatives with quite different qualitative content. Any freedom to act 
on the part of one party represents an exposure of another party to that 
act in some degree. In this case, employers will probably have to hire 
more expensive labor. Freedom is always a reciprocal relation. The 
choice is between different kinds of opportunities. Freedom is like the 
concept of efficiency in that if it is not carefully used, it may mask the 
content of the real choice. 
HUMAN RELATIONS AS A PERFORMANCE RESULT 

The point has been made implicitly throughout this chapter that ex-
change systems must be evaluated in terms of the human personalities 
involved. The above example is much to the point in indicating the ef-
fect of the rules on health. Another example more directly relating to 
agricultural marketing further illustrates the above point and further 
clarifies the use of efficiency calculations. 

One of the significant trends in food retailing is toward large supermar-
kets with prepackaged meats and little personal contact between store 
employees and the consumer. The reason often given for this trend is 
that the prepackaged system is more efficient than the individual service 
of the butcher behind the counter. Put in value terms, we might say, peo-
ple value efficiency more than personal contact. In what sense is this 
true? 

It is submitted here that to say that people value efficiency more than 
personal contact in meat retailing is to confuse the issue. What one is 
really saying is that people prefer to spend their income for meat and 
other nonmeat items and personal services rather than for meat and the 
personal contact with the butcher. To say that they simply prefer more 
to less is misleading, and assumes that the qualitative content of input 
and output remains the same in both cases. This is not true. In the first 



case, they prefer more meat and other goods and less personal contact; 
in the second, they prefer less meat and other goods and more personal 
contact. One confuses the content of the choice by putting it in terms of 
efficiency vs. personal contact. It is really a comparison of two differ-
ent contents of input-output. 

Space does not permit a detailed discussion of all of the performance 
variables stated earlier. The variables involved in economic growth, 
however, will be discussed in detail in the next chapter. 
THE GOOD SOCIETY: MARKETING IN PERSPECTIVE 

The institutions developed in the social process in a particular so-
ciety may not result in the good society. Laws may be enacted and cus-
toms followed which result in waste of resources. Roles may be inade-
quately defined, resulting in frustration and ineffective human relation-
ships. The system may result in economic progress or stagnation, equality 
or inequality, happy people or sad. A society, however, is not stuck with 
the results of its marketing system but may consciously evaluate it with 
a view toward change. 

A major event in the social development of a people is the realiza-
tion that it is within their power to alter their social system—that tra-
ditional institutions are neither sacred nor necessarily the most de-
sirable. This change in basic belief ranks in importance with the change 
to the belief that man can modify his physical environment in his 
favor, which is essential to the development of science and technology. 
Once a people believe they can modify their social institutions, they pro-
vide the basis for a meaningful social science. Only then do people 
self-consciously look at the institutions which make up the market with 
a view to purposeful change. 

The question of what is a good marketing system cannot be separated 
from the more fundamental question of what is a good society, for the 
evaluation of a market organization has meaning only within the context 
of a broader view of the good society or the good life. In this sense we can 
ask, economic growth for what? It is quite clear that a society cannot 
properly be judged solely in terms of the material goods it produces. 
Many years ago Marshall said, 

. . . not only does a person's happiness often depend more on his own 
physical, mental and moral health than on his external conditions; but 
even among these conditions many that are of chief importance for his 
real happiness are apt to be omitted from an inventory of his wealth. 1 8 

Much more important is the quality of the people produced within 



the society and the opportunity provided for individuals to develop 
meaningful lives in terms of both material and human relationships. The 
same is true in evaluating systems of marketing. The system cannot be 
evaluated simply in terms of material measures, but also in terms of hu-
man relationships and their effect on the character of the people. Thus 
the question is, what kind of people do we want to be? 



C H A P T E R 

Marketing in 
Economic Development 

SINCE marketing can play an active role in initiating development and 
accelerating growth, we single out for special study in this chapter the 
relationship between marketing and economic development in advanced 
and underdeveloped countries. Marketing is here conceived in a broad 
context to include the physical aspects of storage, transportation, and 
other functions, as well as social variables in exchange. 

The emphasis in this chapter is to present a framework of analysis for 
viewing marketing in development rather than an exhaustive coverage of 
the theories of development. The reader is directed to the standard eco-
nomic development texts for detailed elaboration of the latter. 

The chapter is organized into three related parts. Section 1 begins by 
examining the experiences of advanced nations and some of the develop-
ment theories and variables suggested in development literature in order 
to provide a background for a discussion of the role of marketing in the 
development process. Section 2 conceptualizes the linkage between the 
physical transformation variables with special emphasis on distribution 
and the social variables of the exchange system in the development proc-
ess. Section 3 is an application of the ideas of the first two sections to 
some of the marketing experience in the United States. In addition, it 
provides some historical perspective on contemporary marketing prob-
lems. 

1. APPROACHES TO THE STUDY 
One of the important postwar developments in the social sciences is 

the expansion of economic history as a field of study. Scholars have 
JAMES T . BONNEN, CARL K . EICHER, and A . ALLAN SCHMID jointly authored 
Sections 1 and 2 of this chapter. Section 3 is the work of Schmid. The authors 
wish to acknowledge consultation with Richard Holt on and Bert Hoselitz during 
the formulation of this chapter. 



searched for regularities in the development process of the eighteen to 
twenty-four nations which have experienced modern economic growth 
in order to explain the development process and to generate hypotheses 
for use in theory construction. Among the regularities under examination 
are the rates of modern economic growth and the structural shifts which 
occur in the development process. 
RATES OF MODERN ECONOMIC GROWTH 

Since the industrial revolution began in England well over one and one-
half centuries ago, only about one-fourth of the world's population has 
registered high and sustained rates of growth of per capita income. Our 
quantitative data on economic growth rates cover only about 100 years 
and a small part of the world's population. The striking aspect of modern 
economic growth over the past 100 years is the high and sustained rate 
of growth in per capita income, often accompanied by a sustained and 
significant increase in population. In fact, for the eighteen to twenty-four 
nations that have experienced modern economic growth, total product 
increased from 15 to 40 percent, while population has grown from 8 to 
20 percent and per capita income from 10 to 30 percent per decade.1 A 
rise of per capita income of 20 percent per decade, for example, means 
that per capita income would double in less than 40 years. This rate was 
attained in the United States, for example, when per capita income grew 
20.3 percent per decade over the 1869-1954 period, while the increase 
in Russia was 15.4 percent per decade over the 1870-1954 period.2 

During the 1950's, the rate of growth of industrial output in the 
U.S.S.R. was in the range of 8 to 10 percent per year, or more than twice 
as high as the United States.3 Although there are some non-comparabil-
ities in estimates, the industrial output in the centrally planned econo-
mies—U.S.S.R., mainland China and Eastern European nations—will 
probably be about equal to the industrial output in free enterprise econ-
omies in 15 to 25 years.4 

STRUCTURAL SHIFTS IN ECONOMIC GROWTH 
In order to understand the development process we must go beyond 

rates of growth in income and analyze the structural shifts which con-
tribute to it. These are usually defined as including movements of labor, 
capital, ideas, and location of production within and between geographic 
areas, occupations, industries, and sectors. 

One of the structural shifts of interest to those studying marketing is 
the occupational shift which occurs through development with special 
emphasis on the percent of workers engaged in the primary (agricul-



tural), secondary (manufacturing), and tertiary (trade, transportation, 
communication, government, and personal and domestic services) sec-
tors. The Fisher5-Clark6 growth stage thesis postulates that in low-
income countries tertiary activities (which include trading) are relatively 
unimportant as compared with the agricultural and manufacturing sec-
tors, where most of the labor force is employed. Moreover, those authors 
suggest that economic development can be viewed as a process of mov-
ing people out of agriculture into secondary and tertiary occupations. 
It has been well documented that the percentage of workers engaged in 
the tertiary sector generally increases through economic development. 
Three common explanations account for this phenomenon. First, eco-
nomic development generally brings about a reduction in the degree of 
self-sufficiency of the average family and a greater reliance on the use 
of retail markets.7 Second, retailing in less-developed nations is so easy 
to enter that it provides employment for many who would otherwise 
be unemployed. Third, "available historical and cross-sectional data 
support the hypothesis that productivity increases in retailing lag be-
hind those in the rest of the country."8 In the United States, for exam-
ple, the rate of increase in output per man-hour in retailing and whole-
saling was 1.0 percent per annum over the 1869-1949 period, com-
pared with similar increases of 1.9 percent in agriculture, 2.3 percent 
in manufacturing, and 2.6 percent in mining.9 Kuznets presents data 
on structural shifts for 38 countries in the post World War II years, 
which show that 23.7 percent of workers were engaged in the tertiary 
industries in countries with a $100 per capita product as compared with 
45.3 percent in countries with a $1,700 per capita product. 1 0 Within the 
tertiary sector we find that trade, banking, and finance occupations ac-
count for 5.8 percent of the workers in the nations with $100 per capita 
incomes, compared with 15.1 percent in nations with $1,700 per capita 
incomes.11 Moreover, similar changes have occurred in the United 
States. Barger's study over the 1869-1949 period reveals that the per-
centage of the total work force engaged in retail and wholesale trade rose 
from 6 percent in 1869 to 16 percent in 1949. 1 2 Holton recently re-
ported that, over the 1870-1951 period in Italy, the percentage of the 
labor force in trade increased and, in fact, the percentage of the labor 
force in trade increased from 6 to 9 percent over the 1951-1961 decade.1 3 

Turning to the underdeveloped countries, numerous studies indicate 
the relatively large percentage of the labor force currently engaged in 
trading and retailing.14 Bauer and Yamey reject the proposition that the 
percentage of labor force engaged in trade and marketing increases 
through economic development, on the basis of data collected in West 



Africa. 1 5 While occupational statistics in 1950 had shown trade to be 
a relatively insignificant activity in West African nations, they observed 
the ubiquity of traders and market women, and the trading activities of 
farmers who were classified as full-time farmers according to the cen-
suses. They decided that the census under-reported the trading activ-
ities of people living in small towns; they contend that marketing is a 
more important activity in underdeveloped nations than occupational 
census data sometimes show, and that economic development should 
not be automatically viewed as a process in which marketing becomes 
more important (as measured by the percentage of the labor force em-
ployed) as per capita incomes rise. Bauer and Yamey's criticisms do not 
disprove the Fisher-Clark thesis, which is stated in terms of proportions 
of total resource commitment to trade. Their criticisms do, however, 
point out the danger of overgeneralization about the development pro-
cess in underdeveloped nations. 

Just as we can view structural shifts between sectors in occupational 
terms, we can use the changing value of output generated within sec-
tors to observe the same process. The data presented in Table 1 illustrate 
the changing share of agricultural production as a proportion of total 
national output from 1870-1960 in a variety of nations. Within the con-
text of these data Kuznets observes "At the danger of stressing the ob-
vious, one may claim that an agricultural revolution . . . is a precondition 
of the industrial revolution for any sizeable region of the world." 1 6 

North's study of the early growth of the American economy shows that 
under certain conditions food exports can play a vital role in the re-
gional growth of a nation and in financing capital imports needed for the 
industrial sector.1 7 A recent United Nations publication summarizes the 
current status of the literature by noting that "issues, such as agricul-
tural development versus industrialization . . . have . . . largely been 
disposed of." 1 8 Today it is recognized that there is no basis for doctri-
naire statements that development should be launched with either an 
agricultural or industrial expansion but that "Every economy has an ag-
ricultural and a nonagricultural sector, and one of the most important 
aspects of development is the changing, complex but always intimate 
relation between the two." 1 9 

There are several other interrelated ways to view structural shifts. One 
approach focuses on shifts in the production of various commodities 
between geographical areas within or between countries. A century ago, 
for example, Europe was relatively self-contained with respect to food, 
with the possible exception of Britain. Robert Stern states: "In the ensu-
ing decades, however, the United States, Canada, Argentina, Australia 
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Table 1. Share of agricultural production as a proportion of total national output 

Circa 1870 Circa 1900 Circa 1930 Circa 1960 
Country p e r P e r - Per- Per-

Year cent Year cent Year cent Year cent 
United States 1869-79 20.5 1899-1908 16.7 1924-33 8.7 1955-59 4.5 
Canada 1870 44.6 1900 33.1 1930 13.1 1955-59 8.2 
Australia 1901 27.4 1933 21.5 
New Zealand 1901 47.4 1926 35.7 1952 23.7 
Denmark 1870-79 45.1 1900-09 29.1 1930-39 17.3 1955-59 21.8 
France 1872 43.0 1898 37.0 1929-33 20.0 1952 16.2 
Germany 1865-74 30.2 1895-1904 15.8 1925-34 13.4 1955-59 7.2 
Netherlands 1929-31 9.4 1955-59 10.9 
Norway 1910 23.5 1930 16.6 1955-59 13.1 
Sweden 1869-71 43.4 1899-1901 29.1 1929-31 15.4 1952-53 9.6 
United Kingdom 1895 9.7 1930 3.8 1955-59 4.4 
Hungary 1899-1901 49.0 1928-32 35.8 
Ireland 1938-39 28.0 1955-59 29.2 
Italy 1866-70 56.6 1896-1900 45.8 1926-30 32.5 1955-59 23.3 
Japan 1878-82 64.6 1898-1902 48.5 1928-32 21.8 1955-59 19.0 
South Africa 1919-23 19.4 1955-59 13.0 
Argentina 1938-39 26.8 1955-59 16.7 
Brazil 1955-58 27.7 
Colombia 1955-57 37.1 
Costa Rica 1955-58 39.5 
Ecuador 1955-58 36.8 
Honduras 1955-57 49.3 
Mexico 1935-39 17.1 
Paraguay 1956-58 41.8 
Peru 1955-58 26.0 
Ceylon 1938 65.0 1955-59 49.5 
India 1931 53.5 1955-59 47.3 
Philippines 1955-59 36.3 
Kenya 1955-59 41.9 
Nigeria 1950-52 67.3 

Sources: Bert F. Hoselitz, "Agriculture in Industrial Development" in Food—One Tool 
in International Economic Development (Ames: Iowa State University Press, 1962), p. 127. 

For all years preceding 1940: Simon Kuznets, "Quantitative Aspects of the Economic 
Growth of Nations, II. Industrial Distribution of National Product and Labor Force," 
Economic Development and Cultural Change, V, 4, Supplement (July 1957), passim. 

For the years after 1940: United Nations, National Income Statistics, 1938-191^8 (New 
York, 1948). United Nations, Statistical Office, Yearbook of National Accounts Statistics 
(New York, 1957 and 1960). 

Pan American Union, Department of Statistics, America en Cifras, 1960, v (Washing-
ton, D.C., 1961), 15-19. 



and New Zealand, the 'new' countries of the world's temperate zones, 
were opened, and together with Russia and Eastern Europe, exported 
vast quantities of foodstuffs to Western Europe." 2 0 This process need 
not be detailed here to indicate that vast shifts in the location of produc-
tion have occurred. In addition to commodity flows, we could also con-
sider shifts in various inputs, labor and capital, and even ideas and tech-
nology within and between countries. 

Another view of structural shifts in the process of economic develop-
ment focuses on changes in the size of markets and nations. These phe-
nomena have been studied by economists since Adam Smith, whose ideas 
were elaborated by Allan Young as follows: "Taking a country's eco-
nomic endowment as given . . . the most important single factor in de-
termining the effectiveness of its industry appears to be the size of the 
market." 2 1 This concern is reflected in the contemporary volume, Con-
sequences of the Size of Nations.22 The area is fraught with empirical 
difficulties, and generalizations are limited in applicability. Let it suffice 
here to note that current researchers studying the European Common 
Market are examining the structural shifts related to size of nations 
and trading areas as they affect economic growth.2 3 

Other structural changes important in marketing are found in analyz-
ing what has happened to the size of firms in various sectors of the econ-
omy. For example, consider the recent trends in retailing in the United 
States. Holton advances data to reject the popular image of retailing in 
recent years which supports an exaggerated power position of the large 
retail stores and firms. He points out that the small retail store in the 
United States is not in danger of extinction.24 In fact, about 36 percent 
of all retail trade was accounted for by retail stores with five or fewer 
employees in 1954, compared with 38 percent in 1939. Postwar adjust-
ments in retailing in the United States have not greatly reduced the mar-
ket share of the smaller retailer. In fact, Holton observes that the smaller 
retailers lost market share exclusively because of the increase in the av-
erage size of food retailing. The supermarket gained ground, and the 
small food retailer with five or fewer employees saw his market share 
slip from 63 percent of all food store sales in 1939 to 41 percent in 1954. 
But in nonfood fields, which account for three-fourths of all retail trade, 
the smaller retailers (with five or fewer employees) actually increased 
their market share from 30 percent sales in 1939 to 34 percent in 1954. 
Among the kinds of small retail businesses which expanded rapidly dur-
ing this period were those dealing in goods oriented towards children 
and recreation. 

Now that we have outlined some of the structural shifts involved in 



development, the next problem is to understand how the development 
process can be initiated and accelerated. 
INITIATING AND ACCELERATING DEVELOPMENT IN 
UNDERDEVELOPED COUNTRIES 

In the immediate post World War II period scholars formulated a 
series of models and essays on aspects of initiating and accelerating de-
velopment in underdeveloped nations. These were usually cast in a par-
tial equilibrium framework and assumed that there were particular ob-
stacles to development.25 Among these obstacles were (1) low rates of 
savings, (2) high rates of population growth, (3) poor quality of human 
resources, (4) feudal agricultural organization, (5) inadequate mar-
ket demand,2 6 (6) inadequate market organization, e.g., excessive mid-
dlemen.27 Policy prescriptions were formulated to overcome these ob-
stacles by advocating certain preconditions to development, including 
social overhead investment, investment in human resources, land re-
form, population control, and government intervention in marketing. 

These policy prescriptions have not gone unchallenged. For exam-
ple, Gerschenkron's intensive analysis of the growth process in France, 
Germany, and Russia suggests that we should not assume that the less-
advanced nations will follow the same path as advanced ones. 2 8 This 
is because of differences in economic conditions, in institutions, and in 
the intellectual climate, as well as other socio-political factors which are 
often not included in contemporary economic development theories. In 
fact, he suggests that the only generalization that can be made is that the 
latecomers will probably not follow the path of the advanced nations and 
that economists should be looking for less-developed nations to skip 
certain stages of development; he suggests researchers should ask in what 
way and through what devices can less-developed nations substitute for 
the missing prerequisites. Hirschman also analyzes the postwar theories 
of development which have stressed overcoming obstacles to develop-
ment, and notes: 

If only as much attention had been devoted to the successes as to 
failures, we should have noticed that whenever development occurs, 
it does so invariably in the absence of one or several of these required 
components or preconditions. . . . Brazil experienced development in 
the absence of monetary stability, and Colombia even in the absence 
of public order, not to speak of land reform. 2 9 

The points made by Gerschenkron and Hirschman also apply to ac-
celerating the growth of the advanced countries. For example, a study 
by Moses Abramovitz leads to a questioning of heavy reliance on in-



creases in capital stocks as a big development factor. 3 0 Abramovitz has 
estimated that increases in capital stock in the absence of technological 
improvements account for only 14 percent of the increase in per capita 
income of the United States between 1879 and 1950. When changes in 
labor input, measured in hours, are added to changes in capital we still 
cannot adequately explain the increases in United States output. The un-
explained residual is usually attributed to technology. This has led econ-
omists to explore what is involved in the reduction in input coefficients 
which have resulted in higher output per unit of input. 

The above discussion indicates that economists should move beyond 
listing obstacles to development and erecting a list of preconditions 
which must be fulfilled before development can be initiated and accele-
rated. Specifically, this suggests that simplistic recommendations for 
land reform or marketing reform as preconditions to development ig-
nore the substitution possibilities at the heart of the development proc-
ess. In looking at the role of marketing in economic development, this 
background discussion of postwar economic development theories and 
policies should be kept in mind. 
APPROACHES TO THE STUDY OF MARKETING IN DEVELOPMENT 

We find it useful to classify the approaches to the study of marketing 
in development into the following: (1) static distribution costs and ef-
ficiency, (2) distribution, production, and consumption interrelationships, 
(3) market structure. Although these approaches are not mutually ex-
clusive, it is observed that economists frequently study marketing by 
using elements from one or more of these approaches. 
Static costs and efficiency analyses. A common approach to marketing 
in economic development is to emphasize reduction of costs in perform-
ing transportation, storage, processing, and other marketing functions. 
For example, considerable research has been done on marketing mar-
gins in the United States.31 A related approach is the study of the role 
of cooperatives in reducing marketing costs.3 2 This concern for reducing 
marketing costs has also been pursued in underdeveloped nations. The 
Food and Agriculture Organization reflects this view in its publication, 
Marketing Problems and Improvement Programs.33 Livestock, grain, 
and other marketing specialists concerned with better transportation, 
storage, processing, and other physical facilities usually omit or make 
assumptions about the social relationships through which these physical 
improvements flow. In marketing research and improvement programs, 
these social relationships are largely omitted because of difficulties in 



identifying and modifying them. Increasingly, however, agricultural 
economists such as L. R. Martin 3 4 and J. C. Abbott 3 5 have moved be-
yond stressing improved physical facilities to reduce marketing costs 
and have broadened their scope of inquiry to include the social relation-
ships involved in price uncertainty, producer incentives, credit, and 
other marketing conditions. 
Study of production, distribution, and consumption interrelationships. 
Another approach to the study of marketing in development is to ana-
lyze the relationships between activities in the production, distribution, 
and consumption sectors of the economy. The outputs from any one 
sector may become inputs into another sector of activities. Involved in 
this relationship is the theoretical concept of external economies. To un-
derstand the development process, it is important to understand the dy-
namic interconnections between the various firms and individuals who 
comprise the sectors of production, distribution, and consumption. 
Changes in any one sector may be impossible without changes in one 
of the others and also changes that do occur in any one may have far-
reaching implications for activity in another. 

There are numerous research studies of the interconnections between 
the production, distribution, and consumption sectors. These suggest 
that under certain conditions the distribution sector may act as a catalyst 
of development, while in other cases the impetus arises from changes 
in production and consumption sectors. Changes in the distributive 
sector may be necessary to sustain the development process. 

Turning to a specific example of how changes in distribution may af-
fect the activities in other sectors let us consider the implications of the 
rapid growth of Sears, Roebuck retail stores in Latin America.3 6 Sears 
opened its first Latin American store in 1942; today it has 65 stores in 
ten countries. Sears originally intended to sell almost all United States 
goods in its retail stores, but foreign exchange fluctuations resulted in 
currency losses; therefore it shifted to acquiring goods from Latin Ameri-
can producers/In Brazil today, for example, Sears buys 98 percent of its 
goods from Brazilian manufacturers; in Mexico the figure is 95 percent 
and in Colombia, 86 percent. Although Sears has earned slightly higher 
net earnings—13 percent—in Latin America than in the United States 
and has helped revolutionize retailing in Latin America, the greatest im-
pact it has had is in the encouragement of indigenous production. One 
observer recently summarized this by noting : 

The greatest impact Sears has had, however, is in the multiplication of 
new industrial business for which Sears creates a marketing channel. . . . 



Sears has been instrumental in getting established literally hundreds of 
new manufacturers making goods which, a few years ago, could not be 
made in the country, let alone be sold in adequate quantity. Simply to 
satisfy its own marketing needs, Sears has had to insist on standards of 
workmanship, quality, and delivery—that is, on standards of production 
management, of technical management of people—which, in a few 
short years, have advanced the art and science of management in these 
countries by at least a generation. 3 7 

Among other inter-sectoral relationships which have been explored 
are the effects of consumer behavior on the success of various distribu-
tional techniques,38 the effects of experience gained in distribution ac-
tivities on the supply of entrepreneural skills for industry,39 and the 
effects of changes in production specialization and of the characteristics 
of export crops on distribution activities of industrial development.40 

The above cases are illustrations of the interchange of effects between 
sectors of an economy. Several questions now need to be raised about 
the dynamics of these interconnections. Just how are the changes in one 
sector transmitted to another? We could find examples in which the 
same change in one of the sectors produced no change, or quite different 
changes, in the other sectors. This would suggest the need to examine 
additional variables such as the components of the social system and 
the exchange rules that influence economic transactions. For exam-
ple, certain technological changes in the distribution sector may produce 
one effect on the other sectors in economies with certain aspects of a 
status exchange system. Another effect may occur in an economy with 
an administrative or a bargaining exchange system. 
Market structure analysis. Another approach to the study of market-
ing in development is that of market structure analysis.41 The analysis 
assumes a causal relationship running from market structure to firm be-
havior and market performance. One definition of market structure is: 

Organizational characteristics which determine the relations of sellers 
in the market to each other, of buyers in the market to each other, of 
the sellers to the buyers and of sellers established in the market to other 
actual or potential suppliers of goods, including potential new firms 
which might enter the market. 4 2 

The main variables in market structure analysis are: (1) the degree of 
seller and buyer concentration described by their number and size dis-
tribution, (2) the degree of product differentiation, (3) the conditions of 
entry. 

This approach hypothesizes certain relationships between these struc-



tural variables and behavioral variables including: (1) access—who can 
participate in certain kinds of economic activity and engage in certain 
kinds of transactions, (2) competitive methods—the content of a given 
role which influences what rights the occupant of a certain economic 
position has and what powers can be applied to secure agreement to 
transactions which transfer ownership. These behavioral variables may 
be viewed in terms of decisions, policies and tactics which affect the per-
formance results of economic activity. 

One hypothesis of the relationship between market structure variables 
and development is that a competitive structure is favorable to develop-
ment. A competitive structure is marked by low concentration ratios, 
product homogeneity and free entry. Studies of this relationship present 
varied and conflicting results. Sol Tax in studying Guatemala and Alice 
Dewey in studying Java have noted marketing conditions of large num-
bers, free entry, homogeneous products, and no excess profits being 
earned, while the economy was stagnant, with little or no development.43 

On the other hand some high levels of performance and growth have 
been obtained where these structural criteria are absent, such as in some 
concentrated U.S. industries, government marketing boards in Africa, 
and in some Russian industries. Other descriptions of market structures 
in underdeveloped countries are available.44 While it is hard to gen-
eralize, many examples may be found of low concentration with differ-
entiated products in food distribution. In industry or import-export firms, 
concentration is often higher. There is some evidence that competitive-
ness as measured by concentration ratios increases with market size.4 5 

The critical question in economic development, however, is the rela-
tionship between such variables as concentration and productivity. The 
empirical evidence is scarce. Stigler found that United States economic 
development over the period 1899-1937, as measured by the decline in 
the labor requirement per unit of output, was most rapid in industries 
with declining concentration.46 However, as has been noted, the "evi-
dence also supports the hypothesis that concentration tends to decline 
in industries experiencing rapid increases in technology and demand." 4 7 

It can be seen that many of the causal relationships between structural 
variables and performance are still untested. It was indicated in the pre-
ceding chapter that, while variables such as concentration ratios may 
affect behavior and performance, other variables such as the exchange 
rules may affect them directly without necessarily changing the structural 
variables. Some examples are cited in section 3 of this chapter. 

An important part of the market structure approach is what items 
are to be included in performance. For certain purposes we may be 



interested in the relationships between cost and returns functions, e.g., 
selling price equal to both marginal and average cost. This is con-
sidered in Chapters 5 and 6. For other purposes the performance var-
iables may be some of the common targets of economic development 
plans such as specified levels of gross national product, per capita in-
come and employment rates. Also, performance may include variables 
such as rates of saving and capital formation, technological change and 
economies of scale. 

The choice of performance variables influence the scope and applica-
tion of the results. Many authorities would agree with Bain's comment: 

In general, it is not appropriate to measure the market performance of 
an enterprise or industry in such terms as its contribution . . . to total 
employment in the economy, the total output of goods, or the stability 
over time of either. This is because . . . the essential limits of the per-
formance of enterprises within a capitalist economy are those of ad-
justing to whatever effective demands are present for their outputs, with 
the restriction that in so adjusting, they must, as a group, at least "break 
even." 4 8 

This approach postulates that firms will and should respond to their 
given individual opportunities. In some contexts this approach is use-
ful. However, in analyzing development these effective demands, op-
portunities, restraints and break-even points faced by firms must them-
selves be treated as variables rather than taken as givens. The changes 
in these variables are possible points of leverage in initiating and accele-
rating growth. These can be changed by altering not only such items as 
concentration ratios, which are emphasized by the market structure ap-
proach, but also the exchange rules outlined in Chapter 2. These ex-
change rules, including property and contract laws, influence what 
individual demands will be effective, create new opportunities, restrain 
certain practices, and affect the incidence of costs and benefits of eco-
nomic activity. 

To conclude this section, we have noted that each of the three ap-
proaches to the study of marketing in development could be improved by 
the incorporation of social relationship variables. In the next section we 
outline how this incorporation of social relationships in the study of 
marketing might be done. 

2. THE LINKAGES BETWEEN PHYSICAL AND 
SOCIAL SYSTEMS 

Social relationships are frequently omitted from market research and 
improvement programs because of difficulty in identifying and modify-



ing these relationships in practice. The objective of this section is to 
make a step toward providing a conceptual framework for relating 
the physical variables involved in production, consumption, and dis-
tribution to the social system within which these variables are embedded. 
This conceptualization (see the graphic representation in Figure 1) is 
necessary because even sound economic plans and marketing programs 
for initiating development in underdeveloped countries or accelerating 
growth in advanced nations will be of little value unless we have an ade-
quate conception of how people will carry them out. Specifically, we 
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FIGURE 1. A conceptualization of the linkages between physical and social systems for the study of marketing in development. 

shall attempt to link social system variables discussed in Chapter 2, with 
emphasis on the marketing exchange system, to the distribution, pro-
duction, and consumption variables outlined in the previous section of 
this chapter. 

The emphasis is on developing a framework, which might be used to 
gain insight into the relationship between social variables and economic 
activities, thus leading to a greater understanding of the development 
process in general and the role of marketing in particular. While we shall 
use specific cases to illustrate our conceptualization, we shall not at-
tempt to specify universal causal relationships in growth and develop-
ment. It is hoped that this approach may be useful in discovering ap-
propriate leverage points at which to enter the development process in 
devising a strategy for any concrete situation. 
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ELEMENTS OF THE LINKAGE FRAMEWORK 
In our generalized framework of linkage in the growth process the 

economy is conceptualized to distinguish between a system of physical 
transformation processes and the related social systems. The physical 
transformation processes are the central concern of the economist's tradi-
tional focus in economic analytics. In our conceptual framework these 
processes are further differentiated into production processes, distribu-
tion processes, and consumption processes. The physical production 
processes can be conceptualized as a production function for the pro-
ducer units; the physical distribution processes can be handled as a pro-
duction function for all distribution units;4 9 the physical consumption 
processes can be cast in the form of a consumption transformation func-
tion. 5 0 

The inputs into the physical transformation process include all of the 
resources of the society: its land, its labor, its capital, in their specific 
quantitative aspects. These conventional economic inputs 5 1 are a part 
of the physical input-output system that we have termed the physical 
transformation process. Most of the variables which have been identified 
by economists as important to growth are associated in our conceptual 
framework with the physical transformation process. 

The distinction between production and distribution processes in-
volves only a matter of degree along a continuum in the transformation 
of utilities. At one end of the continuum are the production processes 
involving primarily the creation of form utilities and only limited spa-
tial and temporal dimensions—such as those within a set of factory 
buildings or a farm. At the other end of the continuum are the distribu-
tion processes with relatively larger space and time changes and more 
limited form utility creation. We identify the distribution processes 
(and units) with the functions (and firms) to which we have traditionally 
applied the term marketing.52 Normally included in the physical dis-
tribution transformation processes are such concerns as transportation, 
storage, wholesaling, retailing, grading, and assembling, as well as vari-
ous processing transformations. 

The physical transformation processes of production, distribution, and 
consumption do not exist independently of human social relationships. 
Each economic activity has a social dimension. For example, consump-
tion may involve the destruction of certain forms of goods while con-
tributing to the physical growth of the consumer. In addition, the act of 
consumption has an effect on the social organization and associated val-
ues of society, and vice versa. In our conceptualization the social system 
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is linked to the physical transformation system by describing the social 
system in terms of human relationships and rules that control the physi-
cal resources. The linkage is central to our conceptual framework and 
needs further elaboration within a development context. 

The production function in economic theory is a concept relating 
changes in certain combinations of specified resources (inputs) to changes 
in products (output). This relationship is usually described without ex-
plicit reference to the social system. However, without reference to the 
social system we cannot explain human behavior and thus why a society 
chooses the physical combinations that are actually selected and con-
trolled. 

In empirical analysis we have the problem of adequately specifying 
the inputs and outputs of the development process. On the input side 
there is first the problem of an adequate measure of quantities and qual-
ities. For example, hours of labor worked may not be a sufficient mea-
sure of the labor input in some problem contexts. We may wish to know 
labor's skill, punctuality, and response to impersonal centralized orders. 
When this specification is adequate, then we must ask what social rela-
tionships affect these input qualities and quantities. Hence, we must in-
vestigate what institutional factors affect creativity, skill, willingness, 
punctuality, and other qualitative factors that influence productivity. 

On the output side there is also the empirical problem of measuring 
product quantities and qualities. The problems in formulating measures 
of gross national products are relevant here. When this specification is 
adequate, then we must also note that these outputs have effects on peo-
ple and social relationships—distribution of power and status, freedom, 
stability, and the quality of human relationships. The concept of devel-
opment as a process is completed when we note that the physical and 
social aspects of inputs and outputs are all interconnected. 
IMPORTANCE OF LINKAGE FOR ANALYSIS OF 
MARKETING IN DEVELOPMENT 

In summary, we have suggested a conceptualization of the linkages 
between physical and social systems which would be useful in discover-
ing appropriate leverage points at which to enter the development proc-
ess in devising a marketing strategy for any concrete situation. In the 
next section of this chapter, we shall use this framework to explore mar-
keting in economic development in United States history. The materials 
are not intended to provide an exhaustive treatment of marketing and 
economic development, but rather to suggest an approach which might 
be used in other countries and problem contexts. 



3. SOME SELECTIONS FROM THE 
UNITED STATES EXPERIENCE 

The selections from United States economic history discussed here 
illustrate how social system variables and especially marketing rules in-
teract with the physical transformation system variables to affect eco-
nomic development. This section has two purposes: to present an ex-
periment with our conceptual ideas, demonstrating their utility in organ-
izing and analyzing data on marketing in development, and to impart 
some historical perspective on contemporary marketing systems and 
problems. 

In the series of selections to follow we shall analyze (1) some of the 
historical structural shifts in the United States economy, (2) some of 
the marketing variables suggested in our earlier discussion of approaches 
to marketing and (3) the interaction between changes in social relation-
ships and changes in the physical transformation relationships in the 
course of development. The cases are organized into various groups 
according to several selected characteristics of the participants involved 
in the marketing transaction. 
TRANSACTIONS WITH FOREIGN NATIONS 

The rules influencing transactions among nations have been an im-
portant factor in the historical development of the United States. One 
illustration is the marketing rules implemented by various nations at 
the outbreak of the European War in 1793. The result was the devel-
opment of profitable re-export and carrying trades. Neutral U.S. ships 
were the only ones allowed into European ports. Considerable capital 
was accumulated in the shipping industry as a result. However, the Brit-
ish and French changed their market rules in 1807 and the United 
States passed the Embargo Act closing down foreign trade. 

The European market rules which benefited U.S. shipping extended 
the market for U. S. products and skills and then narrowed it again. How-
ever, the embargo did help to initiate certain kinds of domestic transac-
tions protected by the absence of foreign competition. Capital accumu-
lated in the shipping sector was applied to the development of domestic 
manufactures, especially textiles, after 1807 as prices rose. 5 3 Market 
rules gave manufacturers new bargaining powers by restricting the ac-
cess of domestic consumers to foreign goods. This signalled the later de-
cline of higher cost home manufacture on many farms, as the mills ex-
tended their markets and benefited from economies of scale. In 1800 



the typical farmer was clothed in homespun, but by 1840 the household 
textile industry had been largely transferred to the mills.5 4 In 1791 
there was only one cotton mill in the United States, but in 1809 there 
were 102. 5 5 The value of home manufacture on farms declined through-
out the nineteenth century. 
TRANSACTIONS BETWEEN DISTANT AND UNRELATED PARTIES 

While,the United States, from colonial times, had an export market 
sector, some important inputs, such as land, were not exchanged by mar-
ket processes. In some American colonies, the feudal market rules of 
primogeniture and entail meant that the particularistic kinship relation-
ship between the parties determined land transfer rather than the uni-
versal criteria of the best manager and the highest bidder. New entre-
preneurs and capital were often in New England, and the new lands were 
on the southern and western frontiers. If access to land were to be a mat-
ter of birth, production would be limited by the accidental skill and other 
resources of the eldest son, and land could not be used as collateral for 
mortgage credit, since the line of exchange was fixed. To initiate and fa-
cilitate factor mobility and market expansion, these feudal exchange 
rules were replaced. By 1786, entail was made illegal in every state but 
two, and primogeniture disappeared by 1791. 5 6 

Even after access to land was generalized, the ability and willingness 
of the New England owner of capital to transfer his resources to the fron-
tier was influenced by the kind of title which could be obtained and the 
method of its attainment. To illustrate, let us take the situation which 
developed in the South after much of the upland areas became more 
valuable upon the invention of the cotton gin in 1793 and with the grow-
ing cotton export demand. In 1795 the Georgia legislature, under fraud-
ulent conditions, granted the Yazoo Land Company the greater part of 
Alabama and Mississippi at IVi cents per acre. An indignant new legis-
lature rescinded the grant in 1796, but some of the land had already 
been sold to innocent third parties.The Supreme Court in 1810 ruled 
that the rescinding act was unconstitutional and an impairment of the 
obligation of a contract.5 7 

What was the effect of this court definition of the market contract 
rules on economic results? At issue was whether any unrelated New Eng-
land buyer of Georgia land would have to go to the trouble of inquiring 
as to how the present owner obtained title to the land, the fairness of the 
price, and the motives of the former owner. To do so would certainly 
slow exchange and restrict the extent of the market. The rule formulated 
by the Court limited the exchange relationship to readily observable fac-



tors. The validity of the title was ascertainable by easily observed con-
formity to certain procedural rules, and the buyer could make further 
investment plans with confidence that his right of access would not be 
voided by future legislation. The effect of the Court's decision facilitated 
exchange and the flow of resources between the various areas and sectors 
of the economy. 
CREDIT TRANSACTIONS 

The rules influencing transactions between lenders and debtors were 
another point of leverage in United States development, as is shown in 
the following illustrations. Whether planned or not, the imposition of 
taxes payable in money was a factor in attracting people to the market 
economy. However, as the proportion of market transactions increased, 
farmers were exposed to unfamiliar forces. Price changes beyond their 
individual control affected the exchange value of their property and 
threatened the solvency of debtors. Inflation was a corollary of the Revo-
lutionary War, but afterwards prices fell. The wholesale price index was 
225 in 1780 and only 90 in 1786. Debts contracted during the period 
of high prices and taxes, imposed to retire the Revolutionary War debt, 
could not be paid in the face of declining prices. The market rules spec-
ified that debtors be imprisoned for nonpayment. The magnitude of this 
price change was not predictable, and many honest farmers, who were 
doing just as good a job of farming as before, now found themselves in 
jail for reasons they could not wholly perceive. 

The farmers attempted to change the market rules in several ways. 
One was to foster policies that encouraged inflation of the currency, an-
other was to stay mortgage foreclosures, and a third was to return to pre-
market conditions of barter, where debt could be paid in kind at some 
fixed price level.58 Mass rebellions occurred before changes were made. 
It was in this atmosphere that the federal Constitutional Convention 
met in 1787. 

Various attempts were made to give strong protection to property. 
As the Constitution emerged, it contained only one such clause—Art. 
1, Sec. 10: "No State shall . . . pass any . . . ex post facto law, or laws 
impairing the obligation of contracts." 

The Convention delegates may have thought they had dealt with the 
problem of debtors created by the growth of the market economy when 
they prohibited the coining of money by the states.5 9 However, wide-
spread financial disaster followed the embargo of 1807 and the War of 
1812. In 1809, the New York jails were not large enough to hold the 
1300 men imprisoned for debt. 6 0 State legislatures tried to change the 



market rules but the Supreme Court, in 1819, rejected a statute which 
applied retroactively to contracts made prior to its passage.6 1 Rule 
changes finally accepted in 1827 provided for bankruptcy procedures if 
such bankruptcy laws were in effect at the time a debt transaction was 
made; they did not impair contract obligations.62 These rules governing 
"competitive methods" made all credit transactions subject to bankruptcy 
procedures, regardless of the bargaining power of the parties involved. 

The market rules of bankruptcy were important for economic devel-
opment because they provided a means whereby farmers and other 
debtors could be saved from irrevocable ruin due to unpredictable cir-
cumstances, and salvaged as entrepreneurs who might again contribute 
to society. 

An inventory of society's productive assets would include numbers 
of skilled people. Yet, depending on the rules of exchange, some of 
these skilled people might be in jail labeled "debt failures," and thus 
denied future access to resources only because of unpredictable violent 
market price swings. The availability and realization of productive as-
sets is a matter of social organization and is reflected in physical produc-
tion relationships. 
CORPORATE TRANSACTIONS 

In order to extend the market and achieve economies of scale, it is 
necessary to have human relationships which make it possible to aggre-
gate and organize capital, human energy and other resources. This often 
requires units larger than individual proprietorships or partnerships. 
Corporate activity was often used in the colonies to build bridges, roads, 
canals, colleges, and other items of social overhead capital. The organi-
zational forms devised for these purposes later became the models out of 
which our modern industrial corporations grew. Social organization and 
its subpart, exchange organization, played two major roles in the devel-
opment of this corporate activity. 

First, the procedural rules gave the holders of positions of corporate 
management access to power not available to the individual acting alone. 
On the positive side they gave the power of indefinite life, the power of 
limited liability, and the power to speak for and make binding contracts 
in the name of the unit under specified conditions. The access to these 
powers was increasingly through meeting universal standards rather than 
through personal grants of the legislature. On the negative side the pro-
cedural rules gave those in management positions freedom within cer-
tain limits from the acts of others including both individuals and gov-
ernment. 



These rules have significant implications for the economies of scale 
and specialization that can be realized. They make possible the coor-
dination of various production and distribution activities in a single large-
scale decision-making unit through administrative commands rather than 
bargaining at each point between individuals in the market. This affects 
cost structures and the characteristics of the inputs used. While one trend 
was toward including more kinds of resources and products in market 
bargaining processes, there was also a trend toward administrative non-
bargaining processes. 
ADMINISTRATIVE TRANSACTIONS 

A number of instances can be cited of exchange rules which allowed 
occupants of governmental positions through administrative processes 
to directly transfer rights to resources and make them accessible to in-
dividuals and corporations. Among the rules used were those granting 
exemption from taxation and from the government's power of eminent 
domain for certain enterprises. Another was grants of land to homestead-
ers and to the railroads, and direct subsidies based on the government's 
taxing power. Still another was grants of monopoly power (in a sense, 
a form of private taxing power) which enabled selected enterprises to raise 
capital by high and secure prices. These rules affecting resource mo-
bilization were especially important in attracting attention to and initiat-
ing investment in high-risk areas with extended early periods of rela-
tively low payoff. 

Many of the investments that the legislatures wanted to encourage 
were related to extension of the market, and the factor of external ef-
fects was important. A case involving transportation will illustrate the 
use of monopoly grants. In 1798, Robert R. Livingston secured from 
the New York legislature an exclusive 20-year grant to navigate the wa-
ters of the state by steam if he could build within one year a boat which 
would make four miles per hour upstream on the Hudson. In 1802, Liv-
ingston entered into an agreement with Robert Fulton, advancing him 
money to build an experimental boat. 

The monopoly grant was extended for Livingston and Fulton at 
various times. It is difficult to appraise the role that the monopoly grant 
and the promise of great profits played in the motivation of Fulton and 
the channeling of funds for his use. 6 3 Under monopoly protection Ful-
ton devoted his energies to apply several basic scientific discoveries to the 
development of the steamboat.64 He offered a share of his exclusive 
rights in return for money needed at a critical moment in its construc-
tion. On the other hand, being a man of many interests, he delayed his 
work to accept a lucrative contract to develop torpedoes for the British 



Navy. Furthermore, it is true that other people who did not have monop-
oly protection were applying their energies to steamboat development; 
John Stevens successfully built a steamboat that made a trial run one 
month after Fulton's successful New York-to-Albany test in 1807. Per-
haps the lesson of this case is that there is no one way to channel human 
energy and other resources. These early monopoly grants no doubt played 
some role, but other kinds of human relationships could and did contrib-
ute to the same results. 

The security and flexibility of marketing rules can play a role in de-
velopment. Consider the following cases of the formation of rules which 
govern how other rules may be changed. Earlier we referred to the se-
curity of contract rules as applied to land transactions. This principle 
was further expanded in 1819 to formulate rules which determined 
when the government could withdraw any of the powers it had formerly 
given to corporate management. The Supreme Court in the famed Dart-
mouth case created the rule that a corporate charter was a contract which 
could not be impaired by the legislature.65 This meant that the relation-
ship between the corporate management and the government was to be 
limited to the terms of the original charter even if unforeseen changes 
transpired. The rule clearly defined the area of discretionary action and 
administrative power in which management could exercise its creative 
abilities with security. The alternative was a more diffuse relationship, 
in which the powers under corporate control would have been subject 
to unpredictable change. 

This rule played a part in the motivation of corporate managers and 
in the release of their creative skills. It was also an encouragement to 
investment in corporate enterprise. Carl Swisher summed up the impor-
tance of this rule: 

It gave stability to the rights of corporations which could not have been 
achieved in any other way. The decision preceded the time when the 
laws and traditions of corporate enterprise made it possible for corpora-
tions to engage safely in large-scale enterprise and when participation 
of the federal government in the management of internal improvements 
was still being discussed.66 

However, the rule raised the danger that corrupt legislatures could ir-
revocably grant privileges contrary to the public interest. It also meant 
that, as unforeseen changes occurred, the legislature could not adapt the 
terms of a charter. This strict interpretation of contracts was to prevail 
in the early part of the 19th century. 

While the market rule of the Dartmouth case seems unequivocally 
secure, there were contrasting elements in other rules of the time. The 



role of grants of monopoly power in the development of the steamboat 
has already been discussed. The grant was made by the New York legis-
lature. Because past extensions of the market had created interdepend-
encies, a New York rule could affect the exchange value of property in 
other states. Thus the New York steamboat monopoly brought retalia-
tory legislation which threatened interstate commerce. In 1824 a new 
market rule was established which invalidated the power of any state 
to create monopolies in river transportation.67 This had the effect of 
maintaining market extensions already attained and was related to the 
changing regional patterns of production. 

The rule of security of contract contained in the Dartmouth case 
was also modified by the concept of Jacksonian democracy, popular 
sovereignty through the ballot box, and other political organization 
changes.68 A changed balance in market rules was struck by Supreme 
Court Justice Taney in 1837 in the face of economic and social changes, 
including new technologies in transportation. Massachusetts had granted 
the Charles River Bridge Company the right to build a toll bridge be-
tween Boston and Charlestown. Some two generations later, in 1828, 
one bridge could not serve the needs of the growing cities, and the state 
authorized a competing bridge. The holders of the original charter 
claimed that the granting of an additional charter was a violation of im-
plied contract obligations. Though the new bridge would certainly re-
duce the exchange value of the old bridge company's assets, the Court 
in 1837 refused to sustain the monopoly.69 This rule was of tremendous 
importance to market expansion and the liberation of new creative en-
ergies. It meant that new means of transportation such as the infant rail-
roads could not be strangled by old bridge, canal, and turnpike monopo-
lies. Eastern railroad expansion was rapid in the 1840's and marked the 
period of economic "take off," as denoted by Rostow.7 0 

This rule did not mean that thereafter all legislative grants of monop-
oly power ceased; it only meant that the balance of power was changed. 
Monopoly power was granted in such a way as to preserve some ele-
ment of flexibility. For example, the states learned that one way to pro-
tect against uncertainty was to insert reservation clauses in corporate 
charters by which they retained repeal and modification powers within 
certain reasonable limits. 

If any generalization is possible, it is that neither outright monopolies 
and fixed areas of discretion nor complete flexibility are preconditions 
of market extension. Neither can it be generalized that market extension 
means a one-way trend toward bargained market transactions and away 
from administrative transactions. Rather we must search out the ef-



fects of various combinations of exchange organization variables as they 
act in particular circumstances. 
TRANSACTIONS BETWEEN UNEQUALS IN AN EXCHANGE ECONOMY 

The previous examples illustrate how exchange rules may influence 
the extent of the market and certain market performance results such 
as new inventions and capital accumulation. The very success in extend-
ing the market and hastening the decline of self-sufficient production 
creates new problems in turn if certain types of economic activity are to 
be maintained. 

As a society develops from a self-sufficient economy (producing use 
values) to an exchange economy (producing exchange values), the mar-
keting rules which protect the freedom to use physical objects are no 
longer sufficient to maintain motivation based on assurance of the fruits 
of economic activity. The fact that one's material production cannot be 
physically taken away is little consolation if this production cannot be 
used directly and if one is not allowed access to the market so that ex-
change value can be realized. 

After the Civil War, personal incomes were increasingly obtained by 
production for exchange. A man's welfare was increasingly subject to 
the effects of others' actions and less subject to his personal, independ-
ent control.7 1 For one specific illustration of the decline of self-sufficiency, 
consider the structural shifts in regional wheat production. The main sec-
tions of the nation were agriculturally self-sufficient in 18G0.72 By 1859, 
there were marketable surpluses produced in the North Central and 
Western states at the same time that the North Atlantic and Southern 
states imported wheat. In 1890, the North Atlantic region produced only 
36 percent of its estimated wheat consumption.73 These trends, together 
with the growing industrialization, raised new questions concerning the 
use of market power. The distribution of power to affect the livelihood 
of others was influenced not only by the action of government in creating 
monopolies and direct access to resources but also by the growth and or-
ganization of private firms at strategic points. Examples of both cases are 
cited below. 

In an exchange economy a monopoly has far-reaching effects on the 
exchange values of others. In 1872, a rule was formulated ignoring these 
interdependent effects. The rule was created in a Supreme Court case in-
volving a legislative grant of a slaughterhouse monopoly.7 4 Butchers 
could not slaughter on their own premises but only at specified slaughter-
houses with regulated charges. The butchers charged that the monopoly 
granted to slaughterhouse owners deprived them of their property and 



liberty. This challenged a general rule that had been created in 1868 
with the 14th Amendment to the Constitution, which prohibited a 
state from depriving any person of life, liberty and property without due 
process of law. This raised the question of what was going to be the 
meaning of property in a marketing context. In this case the Court inter-
preted property to mean only the value of physical things held for one's 
own use. The monopoly law did not deprive the butchers of the use value 
of their shops (that is, title and physical possession). But since they were 
producing for exchange, the act did lessen the exchange value of their 
property and labor by preventing their access to a certain line or loca-
tion of work. 

The minority of the Court argued, in effect, that property meant 
the exchange value of one's possessions and labor and the right to realize 
that value in the market. In their view property was thus denied without 
due process under the 14th Amendment; the state legislation was conse-
quently subject to judicial review. 

The majority interpretation, however, left unsolved the question of 
how far regulation of economic affairs could go in the hands of the legis-
latures. In the past the Court had placed judicial limits on the legisla-
tive power of eminent domain by insisting on just compensation. In 
this case, however, police power affected not use value, but rather ex-
change value, and the Court was not yet ready to afford it judicial pro-
tection. 

In the Slaughterhouse case, the Court was concerned with how far a 
state could go in creating an artificial monopoly. A later case, Munn 
v. Illinois, was to involve the extent of a state's ability to regulate a pri-
vately created monopoly. 

After the Civil War farmers were beginning to feel the economic effect 
of large-scale business on both their input costs and product prices. One 
source of economic power was the growth of terminal elevator and stor-
age facilities in such cities as Chicago, which collected the grain from 
the farms for the interregional markets. In 1874, there were 14 ware-
houses in Chicago, through which much of the production of seven West-
ern states passed on its way to the seaboard population centers. The 
Granger movement succeeded in getting legislative relief in some areas 
of the distributive sector. For example, the Illinois legislature passed a 
marketing rule regulating grain elevator rates and prohibiting price dis-
crimination. In Munn v. Illinois, in 1876, the Court upheld this rule 
regulating competitive methods in keeping with the economics of the 
Slaughterhouse case, and said it was not a deprivation of property.7 5 The 
Court noted that business affected with a public interest may be regulated 



for the protection of the public. Though exchange value might be af-
fected, it was not regarded as property, and the Court allowed no con-
stitutional impediment to legislative regulation, except the need to find 
if the business was affected with the public interest. 

Commons pointed out that "The decision on Munn v. Illinois recog-
nized for the first time the economic power of property, or power to with-
hold, growing out of economic conditions, as distinguished from the 
physical power of sovereignty, or power to compel. . . ." 7 6 The history 
of the evolution of property in Western Europe indicates a series of bat-
tles against the direct use of power and political privilege deriving from 
feudalism. However, while the direct use of power over individuals had 
been curtailed, the indirect power of property had been growing with 
the expansion of the market. 

Prior to the Munn case, the Court had recognized the use of police 
power to restrain an owner in the use of his property if it affected the 
health and life of others. The Court also recognized the common law 
of nuisance which protects the use value of property against smell, noise, 
etc., of others' use. But the common law was not well developed to pro-
tect the exchange value of property against the unequal market bargaining 
power of another. Thus, the need arose for expansion of the police power 
to redress the balance of power. 

The growth of the exchange economy made it possible to affect others 
not only through the use of property, but also through the withholding of 
property. This withholding did not affect such items as the health of 
others but rather the value in exchange of the property they owned. 
For example, if someone puts a pigsty next to another's property and it 
prevents that property's use as a dwelling, the harmed party is protected 
by the common law of nuisance or, if statutory law exists, by the police 
power. If someone destroys the value of property by charging very 
high grain elevator and storage rates because of a natural monopoly of 
shipping points, the property is not protected by nuisance law, which 
protects only physical use. A Chicago elevator doesn't prevent a farmer 
from using his land to grow wheat, but it can destroy the value of his land 
and wheat in an exchange economy. This market power could inhere 
in certain property as a result of economic changes as well as through a 
grant of the state. Such a grant had previously been recognized as carry-
ing with it the power to regulate. This economic power inhered in cer-
tain property because of such things as natural occurrences and econo-
mies of scale. It was not a new phenomenon, but the growth of the 
exchange economy had increased its occurrence. 

The movement from a self-sufficient economy to an exchange econ-



omy made it possible for an individual to expand his control over others 
from "holding things for one's own use to withholding things from other's 
use, protected, in either case by the physical power of the sovereign."77 

Before, one had only physical power while now one has economic 
power to withhold from others. In the former case one expanded his 
power by expanding his capacity to use his personal faculties or by 
sharing in special grants of sovereignty; property had no value separate 
from the owner's manual, mental, and managerial faculties. In the latter 
case the mere withholding of property produces value through the 
power to extract things in exchange from others (i.e., a power of prop-
erty, per se). The pattern of human relationships creates a structure of 
opportunities, and in a market economy the regulation of access to mar-
ket becomes an important determinant of value. An important factor in 
market access is the private bargaining power of others. Expanded po-
lice power could control the unreasonable use of economic power to in-
crease the value of one person's assets at the expense of another and per-
haps also at the expense of economic growth and national wealth. 

Just how was the expansion of state control of economic activity in 
the Munn case related to economic growth? This discussion can only 
indicate a hypothesis for testing. Further research would be needed to 
show the effects of various storage and transportation rates on the de-
velopment of Midwestern agriculture during this period. 7 8 

As pointed out earlier, all market rules may be stated as reciprocals. 
Limitations placed on the use of market power, however attained, while 
expanding the powers of those benefited may, if carried too far, actually 
result in confiscation of the regulated property. This may affect initia-
tive and inhibit further market transactions. The balance of power be-
tween parties influenced by the exchange rules is thus a point of leverage 
in economic change. 

In 1890 a new rule was formulated which recognized property as ex-
change value and brought it under the 14th Amendment. The definition 
of property thus changed from physical things to exchange value of 
things. Prior to this, the legislature had the power of eminent domain, 
which takes title and possession. Obviously, this kind of taking involved 
the concept of property as specified in the Constitution, and the Court 
was the final arbiter of just compensation. If exchange value was regarded 
as property, then the courts could decide whether rate regulation was 
reasonable or confiscatory. 

The Court, in a railroad rate case, noted that mere ownership and 
possession were empty if the owner were not free to establish its price. 7 9 

The picture was further elaborated in 1897, when the Court noted that 



exchange value did not exist without free access to markets. The Court 
stated that "the privilege of pursuing an ordinary calling or trade, and 
of acquiring, holding and selling property is an essential part of liberty 
and property as guaranteed by the Fourteenth Amendment."8 0 

In the Munn case, the Court recognized the effect of the private mar-
ket power of the warehouse owners on farmers' exchange values and 
consequently on the farmers' motivation and investment initiative, but 
largely ignored the fact that warehouse rate regulation in turn affected 
the exchange value of the warehouse owners and their motivation and 
investment initiatives. 

To find the combination of exchange rules which will relate the bar-
gaining power of all parties in such a way as to stimulate growth and 
maintain or expand the extent of the market is a major issue in develop-
ment. 

In this discussion, we have seen how some of the marketing rules of 
today evolved and how they responded to, as well as stimulated, develop-
ment. We have also noted the interaction between marketing exchange 
rules which affect human relationships and the physical transformation 
processes. These were examined in the context of intersectoral shifts, 
specialization, the aggregation of resources, coordination of sectoral ac-
tivities, and other variables involved in development and growth. There 
is evidence that no one exchange organization variable, such as security 
of contract, monopoly power or flexibility of market rules, can by it-
self be said to be a precondition for development. All play a role de-
pending upon the environment, and combinations of other variables can 
often offset the lack of any one. Still, a conceptualization of the linkages 
between physical system variables and social system variables can be a 
useful starting place for the marketing analyst working in a particular 
development problem context. 
SUMMARY 

We opened the chapter by reviewing the present state of knowledge 
about economic growth and development in order to introduce the study 
of marketing in development. We concluded that there is no single or 
unique path to successful economic development even within a given 
environment or country, but rather that there are important substitution 
possibilities between many, if not most, of the causally associated fac-
tors of growth. Economic development cannot be adequately explained 
or predicted within the context of economic factors alone: rather it is 
necessary to include some range of social organizational characteristics 
for adequate definition of the relationship. With these conclusions as a 



background, we reviewed research and marketing improvement programs 
and indicated that economists examining marketing in development have 
focused on cost and efficiency (changes in marketing facilities) and 
interrelationships between production, distribution, and consumption in 
development. In addition, market structure analysis also has devoted at-
tention to structure, behavior, and performance of markets. 

In Section 2 we advanced a conceptualization of some of the link-
age between physical and social systems for the study of marketing in 
development. In particular, it was designed to gain better understanding 
of the interrelationsip among cost and efficiency variables; production, 
distribution and consumption; market structure variables; and other so-
cial variables influencing human relationships involved in marketing. 
While there are obvious operational problems in empirical analysis, it 
is our judgment that increased attention needs to be given to socio-physi-
cal interrelationships if we are to understand the development process 
better and know how to plan and implement effective marketing improve-
ment programs in advanced and underdeveloped countries. 

In Section 3 we used this conceptualization to make a step in this di-
rection by analyzing selections from the United States experience of mar-
keting in development. 

The analysis presented in this chapter is designed to provide the 
basis for looking at the interaction between the various systems and sub-
systems involved in development. As we have previously indicated, econ-
omists in the past have been largely concerned with the interaction 
between elements of the physical system, and have verbalized this in 
terms of preconditions for development and in terms of lead and lag sec-
tors. Our emphasis has been on the interactions between social variables 
(exchange rules) and physical variables that lead to economic growth 
and development. Though we limited ourselves here to a discussion of 
a few broad examples of this interaction, in the remainder of the book 
there are other illustrations which might be analyzed within the concep-
tualization presented here. 
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CHAPTER 

The Firm as a Focal Point 
in Market Analysis 

THE previous chapters have dealt with questions related to the role of 
markets within the total structure of human relations and the role of ex-
change systems in initiating or accelerating economic development and 
growth. When viewed in this broad framework, it is apparent that ex-
change systems involve a diverse set of linkages between social and 
economic variables. Further, the nature of the variables and interrela-
tionships among them differ between societies, and change within a 
society through time. Some systems are guided primarily by direct gov-
ernmental planning, while others are coordinated more via a bargained 
market exchange system where market processes are initiated and imple-
mented by individual producers, distributors, and consumers. These proc-
esses are carried on within the framework of a set of rules of the game 
maintained by a democratic government. This latter form of market, and 
particularly those markets that function in agriculture, are the primary 
concern of the remainder of this volume. 

The study of marketing in this framework has been approached in 
various ways by different authors. Some have used an institutional ap-
proach, others a functional one, while still others emphasize price an-
alysis. Our choice is to emphasize the firm as a dynamic behavioral unit 
whose actions will influence and in large part determine the outcomes 
or kind of market performance attained. Study of firm behavior also pro-
vides insight into the nature of dynamic processes and interactions (link-
ages) that bring about both short-run and long-run market adjust-
ment. Firms undertake courses of action related to pricing, production, 
and other factors that determine what product is produced, how income 
is distributed, and how prices are established. They also take action to 
grow, integrate, diversify, and adopt new technology that will lead to 
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change in market organization, improved production techniques, and 
higher performance levels. 

Rarely are the actions taken by firms confined solely to any one of 
these effects. Pricing and output behavior, for example, may reflect mo-
nopolistic power that has the short-run effect of increasing marketing mar-
gins and food costs, and of increasing the flow of income to those who 
have the monopolistic power. The accumulation of monopoly profits 
may, however, represent the basis for accumulating investment funds 
needed to expand output and improve production techniques in future 
periods. In another situation, it is apparent that the economic behavior 
of American farmers has led to low incomes, a market result that in the 
short run may be judged as undesirable. The longer-term conse-
quences of relatively inexpensive food, however, may be substantial in 
its impact on general economic growth and development. 

Though the composite of firm action cannot be summed up as a com-
plete description of overall market results, it is possible to look at spe-
cific actions and relate the consequence of these actions to market per-
formance. Pricing decisions by processors, wholesalers, and retailers, for 
example, will have some impact on the level of market margins that ex-
ist between farmers and retailers. Product development and innovation 
by farm supply firms have a direct influence on the technology avail-
able to farmers, and as such will influence the overall supply of farm 
products and the organization of farm businesses. Production decisions 
by farmers have an immediate impact on farm prices and in turn on in-
come allocation within the market. Product development, promotion, 
and merchandising practices by processors and retailers affect the 
composition and level of food expenditures by consumers. Other actions 
taken by producer units in the market will influence such things as 
economic growth, stability, income distribution, the kind of product 
and services produced, and other relevant performance characteristics. 

The study of the firm can be approached in many different ways. 
Depending on the purpose, the main body of concepts that guide the an-
alysis may be sociological, organizational, economic, or engineering. 
Each of these approaches provides the basis for insight into certain 
kinds of problems, but one must attempt to simplify and abstract from 
other elements of the composite that makes up the total of the firm. Price 
theory, for example, plays an important role in analyzing the price-pro-
duction behavior of firms. Its usefulness, however, is limited by the 
framework of assumptions involved, including those related to the na-
ture of interdependence among firms in the market. In studying agricul-
tural markets we are interested in several kinds of actions that firms en-



gage in—not just pricing and short-run competitive behavior by profit 
maximizing firms. To do this we need an analytical framework broad 
enough to recognize the relevance of available theory that can be ap-
plied in each case and also to provide a way of taking account of real-
life phenomena that will affect firm behavior. Since management is that 
part of the firm that determines its courses of action, the nature and role 
of management must be considered to effectively evaluate various kinds 
of behavioral situations. 

The problem of looking at firm behavior and the managerial processes 
is complex. This complexity reflects the many dimensions in the firm's 
internal structure and its environment that must be taken into account 
in attempting to explain behavior. Many variables have to be considered 
jointly. Also, it reflects the fact that decisions are made in a dynamic 
world, and this must be taken into account in developing principles of 
managerial behavior. 
VARIABLES RELEVANT TO APPRAISING FIRM BEHAVIOR 

The variables relevant to looking at firm behavior can be put into 
three general categories: outcomes, behavioral variables, and a set of 
variables that specify the internal and external conditions facing the firm. 

The outcomes that the firm attains include its rate of earnings or prof-
its, cost levels, market penetration, market power, organizational ad-
justment, or other results that follow from the actions taken. 

The behavioral variables are those factors that can be manipulated 
by the firm to attain ends sought. These include such things as price, 
amount and type of production, amount and kind of promotion, firm 
size and organization, and numerous other things. 

The choice of actions taken and procedures established by the firm, 
as well as the results attained, will in turn be influenced by internal and 
external conditions. The internal and external conditions or situations 
that influence behavior and outcomes will vary widely in content and in 
importance among societies as well as among firms and industries within 
a society. Though this diversity presents a problem in developing an 
adequate classification with sufficient detail to fit all circumstances, several 
general classes of variables are relevant in most circumstances. Internal 
variables include: the kind and quantity of resources available, organi-
zational structure of the firm and the goals or objectives sought by man-
agement. The environmental phenomena that firms must deal with in 
charting courses of action can be classified into four general categories: 
physical environment, government and institutional environment, cul-
tural environment, and economic and market environment. 



In a static system, the management of the firm would consider the 
relevant internal and external variables, make a decision, and carry 
out a course of action based on the decision. The action taken (possibly 
conditioned by external factors) would determine the outcome. These 
statements follow from our understanding of static economic theory, 
the usual assumptions of which are as follows: 

1. Constant production functions. The state of the arts is constant— 
input-output relationships are such that a given set of inputs always 
produces the same output. This implies that there are no changes in 
technology and no random elements influencing input-output re-
lationships. 

2. Fixed utility functions. Tastes, preferences, and habits remain un-
changed. 

3. Fixed institutional framework. The framework itself varies in dif-
ferent parts of the world, but whatever the framework, it remains 
constant over time. 

4. Motivational assumptions. Goals or objectives are taken as given. 
The usual assumptions are that firms follow rational behavior di-
rected toward maximization of monetary profits, and that house-
holds follow rational behavior directed toward maximization of 
utility. 

5. Perfect knowledge and foresight. 
The importance of change. The existence of change is the most note-
worthy feature of the dynamic world in which agricultural marketing 
firms operate. Changes may occur slowly or rapidly. They may come in 
spurts or in a steady flow. But in any case, changes are inevitable. 

Any of the variables in the firm's environment may change at any 
time. Invention and innovation result in new production and marketing 
technology. Introduction of new products, advertising, and other fac-
tors result in shifts in consumer tastes and preferences. As a result, util-
ity functions shift. Actions of government in the form of changes in 
tax laws and changes in laws to regulate competition and in other ways 
to alter the rules of the market result in changes in the institutional 
framework. 

The nature and extent of changes in environment will depend upon the 
degree of stability or consistency in the physical, governmental, cultural 
and economic environment in which the firm is operating. For exam-
ple, there will be more change in supply of farm products available from 
year to year in a semi-arid than in a humid region. More change will take 
place in a young, vigorous, growing nation than in an older one. 

While we have focused attention on changes in the environment, we 



should note also that changes take place within the firm. There may be 
changes in inventories, in personnel, in production or merchandising 
techniques, and in the goals and objectives sought. These changes take 
place partly as a result of the direct impact of events in the environment. 
They come about partly because of the firm's reacting and adjusting 
to the environment. 
Limits of man's perceptive abilities. Man is limited in his ability to 
perceive, process, and interpret information. He cannot comprehend all 
the facts that are directed toward him. Values, attitudes, and beliefs 
serve as a screen and make it more difficult for him to see the nature of 
reality.1 Since he cannot perceive all that there is to be known in his 
environment, man necessarily makes decisions with knowledge of only 
a limited number of the objective alternatives open to him, and with lim-
ited information regarding the alternatives he does consider. 

Previously, we pointed out that change occurs in the firm's environ-
ment. Thus the future will be different from the past or present. If man 
is unable to obtain accurate knowledge of the past and present, he can-
not accurately project into the future. 
The importance of uncertainty. Change (plus values, beliefs and lim-
itations on man's perceptual abilities) leads to imperfect knowledge and 
imperfect foresight. Lack of perfect knowledge and foresight leads to 
uncertainty.2 Uncertainty leads to problems of goal formulation: of 
estimating consequences of action and developing appropriate strate-
gies. Imperfect knowledge and uncertainty may exist about any of the 
variables that enter into the decision process. Some important exam-
ples are these: 

1. Uncertainty can exist about what goals or objectives should be 
sought. 

2. There may be uncertainty regarding existing circumstances, es-
pecially in the environment, but also to some extent within the firm. 

3. There may be uncertainty regarding the consequences because of 
unpredictable external factors. 

4. Uncertainty is frequently associated with factors which directly 
affect the outcome of a decision or action. This particular type of 
uncertainty may be the result of the compounding of two sub-
types of uncertainty. One is the uncertainty regarding the causa-
tive factor itself. The other is uncertainty about the relationship be-
tween the causative factor and the outcome of action. For exam-
ple, a businessman attempting to merchandise goods where pur-
chases are in some way related to consumers' income levels may be 



uncertain about both prospective income levels and the nature 
of the relationship between income and expenditures on the item 
in question. 

The amount and nature of uncertainty are closely related to the 
amount and nature of change faced by the firm. The amount of change is 
in turn dependent upon the circumstances such as the market, economy, 
or society in which the firm is operating. 
Need for the management junction. If man's perceptive abilities were 
keener, if certainty of knowledge existed and if static conditions prevailed, 
the analytical insights and predictability possible with static analysis 
would be adequate. Through the use of static analysis of cause and effect 
relationships, firms could organize so as to maximize a fully specified 
and known profit or utility function. Optimum pricing, firm organiza-
tion, input combinations, plant location, product development, promo-
tion, and firm behavior could be determined and followed after a modest 
initial input of planning. 

The fact that change is constantly occurring means that decisions must 
be made and actions taken by the firm even though the future cannot be 
seen clearly and uncertainty exists. Businessmen recognize that random 
elements will occur and that outcomes will not always be as projected. 
Changes of various kinds create problems or present opportunities to the 
firm. They provide occasion for, or (in some cases) demand, reaction 
from the firm. The firm must perceive, react to, and in some cases at-
tempt to control its environment. The problem is to develop actions that 
most nearly fulfill goals in a dynamic setting, and frequently to make ad-
justments in the goals themselves. These demands on the firm bring forth 
the need for the function of management. 

The decisions made and the courses of action carried out by the firm 
result in the production and marketing behavior emphasized in the fol-
lowing chapters of Part II. It is managerial behavior that determines 
what form production and marketing behavior will take. 
THE FUNCTIONS OF MANAGEMENT 

By drawing on theories of management, informal observation of 
managerial behavior, and formal studies of management, we can construct 
a statement of its functions. 
Formulating the goals of the firm. In a world of change and uncertainty 
businessmen must formulate both normative and factual concepts; these 
then must be transmuted into realistic goals which form part of the basis 
for action. Goal formulation consists of deciding on both the overall goals 



of the firm and the guiding motives for specific actions within the overall 
framework of firm goals. 

Profit maximization is assumed to be an important goal of the firm. 
But firms may have other goals. From his study of business behavior, 
McDonald reports that businessmen are torn between the desire for prof-
its and the desire for control, power, or prestige.3 He observes that the 
objectives of firms themselves may involve a complex of desires: the 
firm's goals may be made up of a combination of objectives, some com-
plementary, some competitive. For example, there may be question of 
profits in the long run versus profits in the short run, larger riskier profits 
versus smaller safer ones. Not only may firms have a multiplicity of com-
plementary and competing goals, but the goals themselves are subject to 
change from time to time. 

Also, under many circumstances, there may be a number of means 
through which the goals can be attained satisfactorily. This implies that, 
even in objective terms, unique "correct solutions" for goal attainment 
may be difficult or impossible to determine. Business decisions are made 
at specific times for specific purposes and will be influenced directly by 
those goals that are particularly relevant to decisions being made. In 
evaluating firm behavior, then, it is necessary to know something about 
what goals are most relevant to certain kinds of actions, how they 
vary through time within the firm, and how they vary among firms. 
Recognizing problems and opportunities. To recognize problems and 
opportunities created by changes in the environment or arising because 
of unexpected outcomes is one of the very important responsibilities of 
management. The opportunities are of many sorts: they may consist of 
production adjustment in the short run, but also may include plans for 
acquiring additional resources to permit the firm to expand and adjust to 
changing conditions. If problems are not seen or opportunities are not 
discovered by management, then desirable action will not be taken. Rec-
ognition of problems or opportunities may be an important factor 
motivating management to further managerial activity. When problems 
are perceived, an additional responsibility of management is to specify 
the problems in terms that are clear and specific enough so that the prob-
lem can be solved. 
Obtaining information and analyzing alternative lines of action. It is 
management's responsibility to decide what alternative lines of action are 
feasible, and to analyze these alternatives in search of the alternative or 
alternatives that will most nearly fulfill the firm's goals. This will usually 
require obtaining and analyzing data and formulating expectations about 



future events. Expectations may need to be formulated about any of the 
internal or external variables outlined above—for example, expectations 
regarding new technology, prospective prices of both inputs and out-
puts, and prospective actions and reactions of competitors. Since expec-
tations are normally subjective judgments, the nature of the individual 
making the judgment may be an important factor influencing behavior.4 

Making decisions. One of the key functions of management is mak-
ing decisions—deciding on appropriate actions on the part of the firm. 
In the process of decision making, goals and policies of the firm come 
into play as well as personal preferences and attitudes toward risk and 
uncertainty. 

The actions taken by a firm may have various kinds of consequences. 
Actions which have an impact only upon a single variable, such as profits, 
costs, labor, or any other, are probably largely atypical. Thus, an 
alternative line of action may have both advantages and disadvantages. 
One alternative may lead to attainment of one goal and, at the same 
time, make the attainment of another goal more difficult. Or it may 
contribute modestly to the attainment of each of several goals. 

Management must decide on strategies for dealing with uncertainty 
and unexpected outcomes. In general, strategies relate to efforts either 
to deal with unexpected or unpredicted events or outcomes, or with ef-
forts to reduce the range of possible outcomes. Buying insurance is an 
example of a strategy to deal with an unexpected event. Building in flex-
ibility, diversifying, and integrating are examples of strategies often used 
to reduce the range of possible outcomes. Other strategies may consist 
of acquiring market power, exerting monopoly behavior, increasing 
scale, and exerting social or political influence to obtain action that will 
be to the benefit of the firm and reduce uncertainty. 

The strategies actually employed will depend on such things as ability 
to withstand risk, the objectives being sought, and the kind of managerial 
resources available. Rules of thumb and procedures and methods of oper-
ation which seem to work are often adopted. These procedures are 
adopted both because they eliminate uncertainties that may go along with 
diffferent types of action, and because they avoid the need to commit large 
amounts of managerial resources to the process of obtaining, evaluat-
ing, and analyzing data in order to make decisions. 
Taking action and accepting responsibility. Implementing decisions 
may, among other things, involve communication, coordination, and su-
pervision of business activity. Management must also accept responsibil-
ity for the consequences of the actions taken, evaluate outcomes, and 
provide feedback information for future decisions and action. 



THE MANAGERIAL PROCESS 
It should be emphasized that these functions are all closely inter-

related parts of an overall process. There is need for more emphasis on 
certain of the managerial functions in some situations, and for more 
emphasis on other functions under other conditions. 

Given the objectives of the unit, managers react to both internal and 
external stimuli in determining courses of action. The way in which 
they react depends a good deal upon the competence, interests, drives, 
and attitudes of the manager or the managerial unit. Some managers can 
perform some managerial functions better than other functions. Some ob-
viously can perform all of the functions better than other managers. 
The success of the firm and returns to management depend on how 
management reacts to and handles problem situations. Inefficiencies may 
result from inadequate reaction to uncertainty as well as failure to recog-
nize that a problem or opportunity exists. 

When the functions of management are considered, it becomes appar-
ent that the problem of resource adjustment in the firm is broader than 
that of obtaining optimal use of the physical production inputs. The ac-
quisition and utilization of physical and managerial resources must be 
planned jointly; they are interrelated within the firm and in turn must 
be related to the environment within which the firm operates. Because 
firms employ various kinds of human as well as physical resources, they 
are able not only to produce commodities but also to engage in such ac-
tivities as creative research, salesmanship, lobbying and otherwise in-
fluencing the range of available productive opportunities. 
ORGANIZATION OF MANAGEMENT 

The overall organization of the firm includes the organization of the 
managerial unit. The type of organization will be dictated largely by 
the size and kind of firm and the environment in which it operates. Within 
the managerial unit itself there may be varying kinds of hierarchies and 
degrees of specialization. Management can be viewed as an organiza-
tional phenomenon in which communication and interaction among peo-
ple become important. This is especially true in large firms. 

Agricultural markets include business enterprises ranging from the 
small entrepreneurial firm to the larger integrated firm with highly de-
veloped managerial structures that often embody a variety of legal, tech-
nical and information gathering skills. The dominant characteristic of 
managerial resources in smaller firms may be its general inadequacy. 
Level of competence and personality factors of the personnel in the man-
agerial unit are important in any size of firm, but the problem may be 



more acute in smaller firms. Moreover, in small firms specialized in-
terests and knowledge are often associated with a commodity focus; 
this frame of reference limits the basis for recognizing problems and mak-
ing adjustments. 

Large firms, on the other hand, that tend to dominate performance in 
some agricultural markets, are probably characterized by quite a dif-
ferent situation. In very large firms, the accumulation of both specialized 
knowledge and general competence at higher levels is necessary. Special 
competence in commodity problems may be available and also the abil-
ity to raise funds, handle legal problems, and carry out research and ac-
counting activities. Within a large specialized management group, the 
potential for growth in ability to perform managerial services is very 
substantial. Specialization is usually associated with the development of 
economies of scale in the use of physical resources. At the managerial 
level, there is some indication that economies of scale are fully as rele-
vant as with physical resources. These economies of scale in fact may 
motivate firms to expand well beyond the limits where technical econ-
omies in plant are available. Knowledge comes to people in two differ-
ent ways: through the formal learning process, and through the informal 
process of experience. If one hypothesizes that the process of solving 
problems in business cannot be undertaken without some learning that 
will forever remain as intellectual capital in the managerial group, then it 
would seem to follow that the managerial resources tend to grow. Only 
in the case where the level of managerial resource is held constant (for 
example, one person in an entrepreneurial firm) would increasing costs 
arise because of managerial limitation. But this is due to shifting the pro-
portions between managerial resources and other resources employed in 
the production process, and hence, in economic terms, is a short-run and 
not a scale phenomenon. 

Further, since managerial resources tend to be nonspecialized and can 
be used in many different ways, firms have a tendency to expand either 
vertically or horizontally beyond the confines of a single market or mar-
ket group, due to the economies of management that result. 

Legal organization and control also make up an important variable 
that may influence the decisions made by management. Where individual 
proprietorship exists, the owner is the entrepreneur and manager, and 
by virtue of exclusive ownership and responsibility of management de-
termines the objectives and actions of the firm. Except in farming it-
self, however, this is not the predominant basis for firm organization in 
agricultural markets. Both the corporation and the cooperative are nor-
mally organized on a joint stock basis with ownership participation con-



firmed in a certificate share arrangement. Though primarily a device for 
associated ownership, the corporation and cooperative both establish 
the basis for the delegation of powers and obligations of control to pro-
fessional management. The separation of ownership and control suggests 
a number of hypotheses. One is that management policy may be tem-
pered somewhat by the pursuit of individual interests by the manage-
ment group. A second and more extreme possibility is that management 
may view itself as an impersonal professional administration group with 
obligations to numerous other groups, of which shareholders, or 
members in the case of a cooperative, are only one. These other groups 
may include labor unions, bankers, consumers, government, and in some 
cases the social community in its entirety. 

Questions of ownership and management interrelationships and how 
they affect the motivations of management are intriguing. A distinction 
can and probably should be made between private entrepreneurship, the 
corporation that is controlled either by professional management, or by 
a capital stock interest group motivated by return on investment, and the 
cooperative, where the return is directly related to the extent of partici-
pation in the operation of the business. 
THE NEED FOR A DYNAMIC MODEL 

As previously mentioned, static economic theory is useful in explain-
ing certain aspects of business behavior. Even so, it is true that in order 
to understand the behavior of marketing firms in a complex dynamic 
world, most of the assumptions of static economics must be relaxed. The 
concept of equilibrium—even moving equilibrium—is not adequate to 
deal with problems of adjustment to continuous change. 

Several writers have made contributions to the development of dynam-
ic theories relating to firm behavior.5 As yet there have been few em-
pirical applications of the theories, and even the most complete models 
cannot handle the large number of change variables faced by firms op-
erating in a dynamic setting. 

Two approaches to dynamic analysis are to study how managers han-
dle unexplained residuals (such as through insurance schemes) and to 
study the efforts of management to reduce unexplained residuals (such 
as spending time and money to obtain more information). The latter con-
cept of dynamics focuses attention on the learning aspect of management.6 

In a dynamic situation, behavioral variables are seldom manipulated 
independently. Frequently two or more of them are necessarily adjusted 
at the same time. Also, in a dynamic setting, cause and effect relation-
ships do not move in one direction only. Pricing, for example, influences 



profit levels, which in turn change the resource base with which the firm 
has to work. In addition, interrelationships exist among the causative 
factors. 

The nature of the dynamic relationships depends upon the particular 
internal and environmental framework faced by the firm. For example, 
the competitive situation has important influence on what actions or re-
actions may be appropriate. For a firm operating under conditions of 
perfect competition, price of output must be taken as a factor given by 
the environment. A firm with monopolistic power may choose to manip-
ulate either price or output as decision variables. In an imperfectly com-
petitive situation, firms may also have important interactions with com-
petitors that do not exist in a purely competitive market. 
SUMMARY 

Firms in pursuit of their objectives undertake a number of activities 
ranging from those with implications for internal adjustment only to 
those aimed at influencing market position and general environment. This 
book, however, is not concerned directly with the entire range of actions 
that compose the firm's plan of operation. We are concerned only with 
those that have the most direct application in assessing how agricultural 
markets perform and adjust. The present chapter has outlined the con-
ceptual framework built upon in the following chapters. The specific 
areas of firm behavior dealt with include price-output behavior, pro-
motion, new product development and product competition, firm growth 
and integration, and the nature of group activity in agricultural markets. 



C H A P T E R 

Market Structure Variables 
And the Analysis of Firm Behavior 

IT was pointed out in the previous chapter that economic and market 
environment are important variables conditioning the behavior of firms. 
Market factors, including supply-demand conditions and competitive in-
terrelationships, often represent the most volatile aspect of the firm's en-
vironment, and force continual adjustment and readjustment of produc-
tion and merchandising plans. Recently several writers have pointed out 
the major differences in the competitive organization of agricultural in-
dustries throughout the world. In the United States, particular attention 
has been given to the on-going changes centered around the develop-
ment of mass retailing, and the related changes in the industrial structure. 

When viewed in worldwide perspective, it is apparent that food pro-
duction, processing, and distribution are carried on in a variety of eco-
nomic and market settings. These vary from the primitive economy of 
isolated family or tribal groups, where output consists of goods and serv-
ices consumed within the system, to the highly specialized complex of 
agricultural industries, where the tasks of organizing economic activity 
are strongly influenced by exchange in an impersonal market. One as-
pect of market analysis in this kind of a setting tends to focus on the 
question of how various kinds of market structures influence the compet-
itive behavior of firms with respect to output, pricing and other deci-
sions. As a result, we become concerned with supply-demand relation-
ships, the nature of firm and industry organization, the basis and distri-
bution of market power, and the relation of each to market results. 

Economic theory, a body of knowledge developed over time, is useful 
in understanding and making predictions about economic phenomena. 
Given certain assumptions about the goals of individuals and firms, it is 
possible to deduce expected results about individual or firm behavior. 
Theory provides a framework in that it directs our attention to variables, 
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including those related to the composition or structure of the market, 
which are important in understanding economic relationships. In order 
to better appreciate the role of theory, and because we rely heavily on it 
in fulfilling the objectives of this chapter, we begin with a brief discus-
sion of the method of positive economics. 
THE METHOD OF POSITIVE ECONOMICS 

Friedman states, "The ultimate goal of a positive science is the develop-
ment of a 'theory' or 'hypothesis' that yields valid and meaningful (i.e., 
not truistic) predictions about phenomena not yet observed."1 The 
method used in the development of such theory usually follows the steps 
of observation, abstraction, deduction, testing, and confirmation or re-
jection. 

An illustration at this point may be a useful aid to understanding 
the method of positive economics. Suppose we are interested in explain-
ing and predicting changes in the quantity of a specific product that will 
be supplied by individual firms. We might begin by drawing on obser-
vation and experience to suggest that the quantity of a product that a firm 
will be willing to supply depends on the price of the product, the cost 
of factors used in production, the price of products which are substitutes 
in production, and the technical relations specifying the quantity of out-
put obtainable from given combinations of inputs. In suggesting certain 
variables that may be important in explaining the phenomena of firm 
supply, we are in effect abstracting from a very large number of variables 
that may in some way influence firm supply. We also abstract from par-
ticular circumstances surrounding each individual firm. We do not ex-
plicitly mention such things as customs and traditions, the tax structure, 
or the legal framework. The assumption is not that these factors are un-
important, but that in the particular setting of the problem being con-
sidered it is reasonable to assume that they will not change or will change 
very little. 

In addition to selecting a few variables believed (assumed) to be im-
portant in predicting firm supply, it is necessary to know something about 
the goals of firm managers. Here again we may draw on observation 
and experience to suggest that there is a general tendency to maximize 
profits. In practice we make a further simplification or abstraction and 
state as a postulate of the problem that the goal of firm managers is to 
maximize profits. 

The first step then in the method of positive economics is to simplify, 
to abstract from the multitude of potential influences, to make the prob-
lem manageable. Furthermore, this is a requisite of useful theory. A 



theory is useful "if it 'explains' much by little, that is, if it abstracts the 
common and crucial elements from the mass of complex and detailed 
circumstances surrounding the phenomena to be explained and permits 
valid prediction on the basis of them alone."2 

Deduction is the second step in the method of positive economics. 
Based on the assumptions or underlying hypotheses set forth in the first 
step, we deduce expected results. In the example being considered we 
can deduce that at any point in time profits will be maximized if: 
(!) mvpm = MVPM _ _ MVPXn{yi) = 1 

p p P 

and 
(2) M V p M = MVPXi(y2) = = MVPXi{ym) = ^ 

PXi PXi PXi 

where for example MVPX1 (yO stands for the marginal value product of 
input x± in the production of product yx; Pxi stands for the price of factor 
xt and there are n factors and m products.3 We can also deduce that: 
(1) An increase in the price of input Xu other things remaining un-
changed, would lead to a decrease in the quantity of X Y used in produc-
tion. (2) An increase in the price of all inputs, other things remaining un-
changed, would lead to a decrease in the quantity of a product that a firm 
would be willing to supply. (3) An increase in the price of a product, 
other things remaining unchanged, would lead to an increase in the 
quantity of the product that a firm would be willing to supply. (4) New 
knowledge of the kind that enables firms to obtain an increase in useful 
output per unit of input, other things remaining unchanged, would lead 
to an increase in the quantity of a product which a firm would be willing 
to supply. 

Such deduced results form the basis for substantive hypotheses which 
may then be tested empirically. If upon testing a hypothesis, using evi-
dence not previously observed, we find the evidence to be consistent 
with the prediction of the hypothesis, we say it is confirmed; if inconsist-
ent we say it is rejected. A hypothesis or theory can never be proved; 
we can never be certain it is true. However, repeated confirmations of 
a hypothesis or theory, over time and covering a wide range of the phe-
nomena to be explained, lead to greater confidence in the theory. 

The subject matter of the remainder of this chapter lies in the area 
of positive economics. The primary objective is to identify and discuss 
those factors which influence firm price and output behavior, and hence 
market results. In this endeavor we shall draw heavily on the central body 



of economic theory. We will present those parts of the framework, de-
veloped over time, which have proved useful in explaining and making 
predictions about a broad range of economic phenomena. 
THE FRAMEWORK FOR DEMAND-SUPPLY ANALYSIS 

Each firm may be viewed as operating in at least two markets, more 
likely in two sets of markets: one in which it is a seller and one in which 
it is a buyer. We are interested in identifying those factors related to the 
structure or composition of the market, within a particular social set-
ting, which tend to explain firm output behavior and the price at which 
a given quantity of a product is exchanged. 

First, let us focus on the firm as a seller. In other words, from the view-
point of the firm we will be looking at the firm's product market. This 
could be a market in which a farm firm sells wheat to a local elevator, 
a market in which a miller sells wheat flour to a baker, or a place called 
a supermarket where a food retailer sells bread to a housewife. The 
first two product markets are often referred to as intermediate product 
markets, whereas the market involving the housewife or ultimate con-
sumer is called a final product market. 

Each of these firms can be viewed as approaching its product market 
with a supply schedule. The quantity of product which each firm will be 
willing to supply depends on or is a function of a large number of varia-
bles. For a broad range of supply phenomena, repeated testing has con-
sistently confirmed that the quantity of a product a firm will supply 
depends primarily upon the price of product, the prices of other products 
which the firm can produce, the prices of factors of production, and the 
state of the arts. Using functional notation this can be expressed as: 
(1) Y = / (P y , Xh Xh X9) 
where: 

Y stands for the quantity of product Y 
f stands for the specific functional relationship, which depends on 

existing technology 
Py stands for the price of product F 
X\ represents the prices of other products which the firm can produce 
X2 represents the prices of factors of production, and 
Xz represents other variables (e.g. weather, social variables) which 

may affect the quantity of F produced. 
Equation (1) is the supply function for an individual firm. The in-
dustry supply function is an aggregation of all firm supply functions for 
product F. 



But what are the price and the corresponding quantity which will pre-
vail in the market? Thus far we have mentioned only factors affecting 
supply. This is one side of the picture; the other side concerns demand. 
The demand schedule facing a firm in its product market is also a func-
tion of a large number of variables. In final product markets, repeated 
testing has consistently confirmed that for a broad class of demand 
phenomena the quantity of a product which a consumer will purchase 
depends primarily on the price of the product, the prices of products 
which are substitutes in consumption, income, wealth, and tastes and 
preferences. In functional notation this can be expressed as: 
(2) Y = g{Pv, Zh Z2, Zt, ZA) 
where : 

F stands for the quantity of product Y 
9 stands for the specific functional relationship, which depends on 

tastes and preferences 
PY stands for price of product Y 
Z! represents the prices of products which are substitutes in consump-

tion 
stands for income 
stands for wealth, and 
represents other variables (e.g. customs, traditions, social varia-
bles) which may affect the quantity of F demanded. 

Equation (2) is the demand function of an individual or household. To 
get the total demand for product F, we add together the quantities de-
manded by individuals. 

Frequently in deducing expected results we conceive of holding con-
stant all except one of the variables affecting the quantity that would be 
supplied or demanded. In actual estimating procedures we may adjust 
for all except one of the variables. In each case the desire is to remove 
the influence of other variables in order to examine the specific effect of 
one variable, say the price of the product, P„, on the quantity supplied 
or demanded. A shorthand notation is the following: 
(3) Y = F(Py | Xi, X2, Xa) 
(4) Y = G(Py\ZhZ2,ZhZi) 
Equation (3) reads: the quantity of F that the industry would be willing 
to supply is a function of Py given or holding constant X±, X2 and X*. 
Equation (4) refers to industry demand and should be interpreted in a 
similar manner. 

Figure 2 shows the familiar supply and demand diagram with the 
equilibrium price and quantity, P V o and F 0 , respectively. We can think 
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of obtaining the industry supply curve SS from Equation (3) by observ-
ing particular values of the price variable, Pv, and the corresponding 
quantities of F which are supplied. Similarly, if we permit the price 
variable Py to vary in Equation (4) and observe the quantities that are 
demanded at various prices, we can obtain the industry demand curve 
DD. Presenting the simple demand and supply curves in this way makes 

YO Y, 
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Y 

FIGURE 2. Hypothetical market supply-demand. 
clear an important assumption which must be made either implicitly or 
explicitly whenever we draw such curves or consider such relationships: 
all variables affecting the quantity supplied or demanded, except product 
price, are being held constant. 

In an entirely analogous manner we can conceive of varying one of the 
Xi while holding the other variables, including Py, constant and investi-
gate the relationship between Xi and F. Similarly, we can study the 
demand relationship between Z* and F and present it in a two-dimen-
sional diagram. An example is the income demand curve, which is the 
relationship between Z 2 and F. 

Returning now to Figure 2 and remembering that in terms of market 
results we are particularly interested in price and quantity, let us con-
sider the effect on DD of a change in one of the Suppose, for example, 
that per capita income, Z 2, increases to Z 2. This means that the relevant 
function is Y=G(Py\ Zu Z2, Z 3, Z4). If F is a superior good, that is if the 
income elasticity of demand is greater than zero, then we would expect 
the new demand curve to lie to the right of DD. In other words, for any 
level of Py consumers will demand a larger quantity of F when per 
capita income is Z 2 than when it is Z 2. The new equilibrium price and 
quantity are PVl and Fi, respectively. 



T H E VARIABLES OF MARKET STRUCTURE 
The foregoing has been presented as a generic framework for economic 

analysis. The variables mentioned explicitly are among those which are 
most important in explaining price-output behavior and market results 
in a broad range of market situations. 

The relationship between cause and effect variables and the kind of 
market results obtained, however, may differ widely, depending on the 
composition or structure of individual markets to which analysis is being 
applied. 

To obtain insight into the reason for these differences and into the 
influence of certain market characteristics on price-output behavior, we 
turn now to a consideration of what are sometimes referred to as market 
structure variables. These are variables related to the composition of 
markets that tend to affect firm price-output behavior and market re-
sults. Some of the more important market structure variables are the 
number of sellers, the number of buyers, substitute products or inputs, 
complementary products or inputs, and conditions influencing entry. 
T H E NUMBER OF SELLERS 

The number of sellers or firms in a given market directly affects the 
price elasticity of demand facing each firm, and hence the extent to which 
a firm can influence the price it receives by changing its output. At one 
extreme is the market in which there is only one seller, a monopolist. In 
this case, the industry demand is also the demand facing the firm. The 
decrease in price resulting from an increment to the firm's output will 
depend on the industry elasticity of demand. At the other extreme is the 
market in which there are a large number of sellers or competitive firms. 
In such markets the demand curve facing each firm, individually, is con-
sidered to be almost perfectly elastic. This means that a change in output 
of one firm has no effect on the price received by that firm. In general the 
larger the number of sellers in a given market, the more elastic will be 
the demand facing each seller and, therefore, the smaller will be the 
change in price resulting from a change in an individual firm's output. 

The monopoly model {one seller). In Figure 3 let DD represent the de-
mand curve for an industry in which there is a large number of buyers. 
Assume that there is only one firm producing product Y and that ss is 
that firm's marginal cost curve. MR is the firm's marginal revenue curve. 
In this situation we would expect that a profit-maximizing firm would 
produce at the point where marginal revenue equals marginal cost. 
Therefore, this firm would produce and sell quantity Y\ at price Pyv 



If the firm produced more than Fi, say F2, the addition to total revenue 
would be the area under the marginal revenue curve between Fi and F2. 
The addition to total revenue would be less than the addition to total 
cost, the area under the marginal cost curve between Fi and F2, and 
hence total revenue would be less at F2 than at Y\. Similarly, one can 
reason that the profit-maximizing monopolist would not produce less 
than Fi. 

The competitive model (many sellers). For purposes of comparing the 
market results of the monopoly model with the results of the competitive 
model, let the industry demand curve DD be the same in Figure 4 as in 
Figure 3. In addition, let the industry supply curve SS in Figure 4 show 
the same quantity supplied at any price as did the monopolist's marginal 
cost curve, ss, in Figure 3. The curve SS represents an aggregation of 
firm supply curves where there are a large number of firms producing 
product F. Therefore, we are now looking at a model of a market in 
which there are a large number of both buyers and sellers. 

Figure 5 shows the supply and demand curves of a typical firm produc-
ing F. 4 The demand facing the firm, dd, is shown to be perfectly elastic 
at the level of the equilibrium price in the industry. This is the result 
that would be approached in a market where the number of firms is 
sufficiently large for no individual firm to be able to affect its price by 
changing the quantity of the product it produces. Hence the individual 
firm is a price taker and maximizes profits by producing at the point 
where price equals marginal costs. 

D 

D 
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FIGURE 3. Price-quantity adjustment with monopoly. 
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While a single competitive firm cannot affect the price it receives, a 

decrease in factor prices, a decrease in the price of products which are 
substitutes in production, or an improvement in technology are among 
the changes which would shift to the right supply curves of all firms in 
the industry and consequently the industry supply curve SS. If demand 
remains unchanged, the industry equilibrium price would fall, and as a 
result the demand curve facing each firm will shift downward to the 
level of the new industry equilibrium price. 

What are some of the implications for firm behavior and market re-
sults of the number of sellers in a market? A comparison of the two ex-
tremes, the monopoly model and the competitive model, suggests that 
in terms of market behavior a firm which is the only seller in a market 
can affect the price it receives and will maximize profits in the short run 

Units of product Units of product 

FIGURE 4. Industry demand and sup- FIGURE 5. Firm demand and supply, ply, competitive product market. competitive product market. 

by producing where marginal revenue is equal to marginal cost. A firm 
which is only one of a large number of sellers has no affect on the price 
it receives; more practically, the effect of a change in its output upon 
price received is so small as to be considered negligible, and thus the 
firm will maximize profits by producing where the price of the product 
equals marginal cost. 

In terms of market results a comparison of Figures 3 and 4 reveals that 
in a monopolistic market, in contrast to a competitive market, we would 
expect the equilibrium price to be higher, and the equilibrium quantity 
to be lower. 

This result is the basis for an important objection to the existence of 
monopolies. The objection is that monopolies lead to an inefficient allo-
cation of resources. One way to view this is the following. The area under 
the MR curve (Figure 3) is equal to total revenue or total private benefits 



(these are the benefits which accrue to the monopolist), the area under 
the demand curve is equal to total social benefits, and the area under the 
marginal cost curve (assuming the monopolist is one of many buyers in 
its factor markets) represents both total private costs and total social 
costs. The monopolist maximizes profit at output Fx, where marginal 
private benefits equal marginal cost. However, at this level of output 
social benefits are greater than social costs, so that if output is increased 
beyond Y\ the increase in total social benefits exceeds the increase in 
total social costs. Hence from the standpoint of society it would be 
"profitable" to employ additional resources in the production of F, up 
to the point where added social cost and added social benefits, resulting 
from the last increment of output, are just equal. In Figure 3, this is 
output F2, corresponding exactly to the quantity of product which would 
be forthcoming if there were many sellers in the market (Figure 4). 

The effect of the number of sellers in a market upon firm behavior and 
market results is not limited to those differences derived from the ability 
of the single seller to affect the price it receives by varying its output. 5 

First, the monopolistic firm may find it possible to treat various buyers 
differently. This practice, commonly referred to as price discrimination, 
is discussed in Chapter 6. 

Second, the monopolist will probably find it necessary to consider the 
possibility of other firms' entering the monopolized market and may 
take action to prevent entry. Competition could take the form of other 
firms producing the same product or of firms producing products which 
are good substitutes. The effect on firm demand curves of the number 
of substitute products and the degree of substitutability are discussed 
later in this chapter. The importance of substitutes as it relates to the 
behavior of a monopolist is simply that the existence of a large number 
of poor substitutes or a few good substitutes may mean that market 
results will approach those which would obtain if, in fact, the market 
were competitive. The possibility that other firms may enter the market 
or develop substitute products, the threat of antitrust action, and other 
factors may prevent a monopolist from attempting to maximize profits 
in the short run. Hence even when we find a market in which there is a 
single seller we cannot be sure that the results differ greatly from those 
which would prevail if the market were competitive (that is, had many 
sellers). 

Third, the monopolist may attempt to change the demand curve for 
his product. Frequently this involves the use of advertising and some 
means of further differentiating his product. 

This discussion of the number of sellers in a market and the effect on 
firm behavior and market results has focused on differences between the 



monopolistic firm and the competitive firm. In part, this discussion is 
applicable to a comparison of differences between oligopolistic firms and 
competitive firms. Models involving two sellers (duopoly) and several 
sellers (oligopoly), together with other models involving imperfect compe-
tition, are discussed in Chapter 6. 
T H E NUMBER OF BUYERS 

The product market of the wheat farmer is a factor market of the 
elevator operator. The product market of the miller is a factor market of 
the baker. Each market is characterized by transactions in which there 
are both a buyer and a seller. We wish now to turn our attention from 
the firm as a seller to the firm as a buyer. 

For this purpose it seems useful for at least two reasons to concentrate 
on intermediate product markets. In final product markets there is 
usually a large number of buyers so it seems less meaningful to vary the 
number of buyers and to examine the effect on market results. Secondly, 
it is important to recognize that the variables affecting the demand for a 
factor of production, an intermediate product, are not the same as the 
variables affecting the demand for a final product. 

The demand curve of a firm for a particular factor of production is a 
derived demand curve. In effect, a firm's demand curve for a factor is its 
marginal value product curve for that factor. The quantity of the factor 
which a firm will be willing to purchase depends primarily upon (1) the 
price of the factor, (2) the price of the product in the production of which 
the factor is used, (3) the quantity used of other factors which are substi-
tutes or complements in production, and (4) the production function of 
the firm. Individual firm demand curves may be summed to get the 
industry demand curve. 

The effects on firm behavior and market results of the number of 
buyers in the market are analogous to those discussed in connection with 
the number of sellers. The number of buyers or firms in a given market 
directly affects the price elasticity of supply facing each firm, and hence 
the extent to which a firm can influence the price it pays for a factor by 
changing the quantity it uses. In general, the larger the number of buyers, 
the greater the elasticity of supply facing each one. Again there are two 
extremes: one where there is a single buyer in the market, a monopsonist, 
and one where there are many buyers or competitive firms. 
The monopsony model {one buyer). In Figure 6, dd is the relevant section 
of the marginal value product curve of the monopsonistic firm for factor 
X. The curve SS represents the industry supply curve of X where there 
are a large number of firms or individuals supplying the factor. Since 
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FIGURE 6. Price-quantity adjustment with monopsony. 
The profit-maximizing monopsonist will produce at that point where 

marginal value product equals marginal factor cost. In Figure 6 we see 
that the monopsonist would purchase quantity X\ of factor X at 
price P X v 

The competitive model (many buyers). Figure 7 is the same as Figure 6 
except that DD now represents an industry demand curve composed of 
the sum of the marginal value product curves of many buyers. Figure 8 
shows the demand and supply curves for a competitive firm. Profits are 
maximized at the point where marginal value product is equal to the 
price of the factor. 

In terms of market behavior it is clear that the price the monopsonist 
pays for factor X depends on the quantity of X he purchases, whereas 
the competitive firm requires such a small portion of industry supply 

X 2 

Units of factor Units of factor 

FIGURE 7. Industry demand and FIGURE 8. Firm demand and supply, 
supply. competitive factor market. 

X| X 2 X 

one buyer in the market, the industry supply curve is the 
facing that buyer, and MFC is that buyer's marginal factor 
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that a change in the quantity it purchases has a negligible effect on the 
price it must pay. With respect to market results, Figures 6 and 7 indicate 
that the monopsonist, as compared with the competitive firm, would be 
expected to pay a lower unit price for the factor and purchase a smaller 
quantity. 
SUBSTITUTE PRODUCTS 

The quantity of a final product consumers are willing to purchase de-
pends on the price of other products which are substitutes in consump-
tion. The quantity of an intermediate product (factor of production) 
which producers are willing to purchase depends on the price of other 
factors which are substitutes in production. 

To illustrate how substitute products may affect market results, con-
sider a market for each of two substitute products: for example cotton 
and Nylon. Figure 9 shows the market for cotton (C) in equilibrium, with 
Ci being produced and used at Pcv Simultaneously, Figure 10 shows the 
market for Nylon (N) in equilibrium, with NI being produced and con-
sumed at Pw v Now suppose that there is a technological breakthrough 
in the production of Nylon such that at any given price individual firms 
are willing to supply a larger quantity. In other words, the supply curve 
for N shifts to the right from SN to SN. 

C2C, Y 
Units of cotton 

F i g u r e 9. Hypothetical demand and supply curves for cotton. 

N, N2 N 
Units of Nylon 

F i g u r e 10. Hypothetical demand and supply curves for Nylon 

Figure 10 suggests that if nothing else were to happen the market for 
Nylon would reach a new equilibrium point at iV2 and PN2- However, 
recall that in deriving the demand for cotton, it was necessary to hold 
all other things constant and, in particular, the price of the substitute 
product, Nylon, in this case at PNV Similarly, DN was derived holding 
constant the price of cotton at P c v Hence, as the price of N moves from 
PNX to PNI the demand curve for C is shifted. Since cotton and Nylon 
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are substitutes, the decrease in the price of Nylon would encourage 
consumers to substitute Nylon for cotton so that at a given price of 
cotton consumers would be willing to purchase less cotton when the 
price of Nylon is PN2 than when it was PNV Therefore, the demand curve 
for cotton shifts to the left, say to A?. These may be described as first 
order effects of the shift in the supply curve of Nylon. 

Now as the price of cotton moves from Pc x to Pc2 the demand curve 
for Nylon will shift to the left. This is the beginning of the second order 
effects. As the second and higher order effects run their course we expect 
each market to approach a new equilibrium position. In the market for 
cotton we would expect that the new equilibrium point, as compared 
with the initial equilibrium point, would be at a lower price and smaller 
quantity. In the market for Nylon the expected final result would be an 
increase in the quantity produced and consumed but at a lower price. 
The cross-demand schedule. Focusing on just the product market for 
cotton we see that a decrease in the price of a substitute product, Nylon, 
will result in a decrease in the equilibrium quantity of cotton. A useful 
concept to introduce at this point is the cross-demand curve. I t shows 
the relation between the quantity of cotton that would be demanded 

I (Independent) 

(Substitutes) 

(Perfect substitutes) 

Quantity of second product 

FIGURE 11. Hypothetical cross-demand schedules. 

and the price of Nylon, assuming that income, tastes and preference, 
and other prices, including the price of cotton, are held constant. Figure 
11 shows three cross-demand curves. Curve II depicts the kind of posi-
tive sloping relation characteristic of substitute products. Curve I shows 
an extreme relation in which the price of one product has no effect on 
the quantity demanded of a second product. In this case the products 
are not substitutes and are said to be independent. Curve II I suggests 
the other extreme; a situation in which a small change in the price of one 
product causes a very large increase in the quantity demanded of a 



second product. In this case the products are said to be perfect substi-
tutes, or in effect are the same product. Curves I and I I I show the ex-
treme or boundary relations. In between are substitute relations ranging 
from poor to good as one moves from curve I toward curve III. 

Effects of substitute products. I t is now possible to summarize some of 
the effects of substitute products on firm behavior and market results. 
These effects are applicable to demand curves in general, whether for 
an intermediate or for a final product. 

1) A firm producing a product for which there is a good substitute 
will have its demand curve shifted by changes in the price of the substi-
tute product. An increase in the price of a substitute product will shift 
the demand curve to the right, with the new equilibrium position at a 
higher price and larger quantity and conversely, if the substitute prod-
uct's price decreases. 

2) The shift in demand due to a change in price of a substitute prod-
uct will be greater, the greater the substitutability of the competing 
product. 

3) The shift in a firm's demand curve due to a change in the price of 
substitute products will be greater, the larger the number of substitute 
products. A large number of poor substitutes may have the same effect 
on a firm's demand curve as a small number of good substitutes. 

4) The elasticity of a firm's demand curve depends on the existence 
of substitute products. The elasticity of demand for a product will be 
greater, the greater the substitutability of a competing product. 

5) The elasticity of a firm's demand curve depends on the number 
of substitute products available. The larger the number of substitute 
products, the more elastic the demand for a product. 
COMPLEMENTARY PRODUCTS 

A complementary product is the opposite of a substitute product. In 
the preceding section the analysis of substitutes indicated that if A and 
B are substitutes then a decrease in the price of B will shift the demand 
curve for A to the left. Hence a decrease in the price of oleo would be 
expected to shift to the left the demand curve for butter. On the other 
hand, if C and D are complementary products, then a decrease in the 
price of D will shift the demand curve for C to the right. The development 
and widespread use of inexpensive outdoor grills has probably shifted to 
the right the demand for chicken and beef (particularly certain cuts of 
beef). 

A two-market comparative statics kind of analysis could be carried 
out for steak and outdoor grills. I t would follow the procedure outlined 



for substitute products. First we might hypothesize a shift to the right 
of the supply curve for grills and then trace through the first, second, 
and higher order effects. The decrease in price of grills would be expected 
to lead to a new equilibrium point in the market for steak, showing an 
increase in quantity produced and consumed and at a higher price. 

The quantity of a product which will be purchased at a given price is 
definitely affected by prices of complementary products and the number 
of complementary products. 

1) The shift in a firm's demand curve due to a change in price of a 
complementary product will be greater, the greater the degree of com-
plementarity between the products. 

2) The shift in demand due to a change in the price of complementary 
products will be greater, the larger the number of complementary 
products. 

3) The elasticity of demand for a product will be smaller, the greater 
the complementarity of other products. 

4) The larger the number of complementary products, the less elastic 
the demand for a given product. 

A comparison of these results with those for substitute products ex-
plains why promoters of products of competitive industries, as well as 
monopolists, would want to encourage the development and sales of 
complementary products and discourage such activities for substitute 
products. 
CONDITIONS OF ENTRY 

The number of buyers and sellers and the existence of substitute prod-
ucts and complementary products are components of the structure of a 
market which bear on the way a firm behaves and consequently on the 
market results that obtain. But the number of firms producing a product 
or the number of firms producing close substitutes can be limited by 
conditions influencing entry. Stigler discusses conditions of entry under 
five headings: economies of scale, superior entrepreneurs, indispensable 
resources, exclusive franchises and capital requirements.6 

If economies of scale exist over a considerable range of output and 
long-run industry demand is small, relative to that range of output, then 
the number of firms that can cover costs will be limited. In Figure 12, 
C is the average total cost curve of the typical firm producing F. Curve 
Di represents the industry demand or the demand facing a monopolist 
in this industry. The monopolist could produce at Y\ and make profits 
of OP per unit. However, if a second firm entered the industry, and the 
industry demand were divided equally between them, then each would 
be faced with demand Z>2 and cost curve C. Neither firm would be able 



to cover costs and hence one firm would be forced out of business. If the 
second firm properly evaluated the market potential, it probably would 
not try to enter the market in the first place. 

The utility field offers good examples of industries with economies of 
scale. Supply curves for electricity, natural gas, water, bus services, 
bridge services, and highway services probably exhibit economies of 
scale over a significant range when compared with industry demand. 
Economies of scale and related problems partially explain why many 
utility services are provided by publicly owned and operated firms or 
are closely regulated by government agencies. 

Superior entrepreneurs are able to produce at lower per unit cost re-
gardless of the scale of output. If the superiority is great enough, it may 
force other firms out of the industry or limit the number that can enter 
and survive. If a particular resource or factor of production is indis-
pensable and the supply of this resource is controlled by one or more 
firms, then entry by others can be controlled. Exclusive franchises in-
clude such things as patents; copyrights on books, movie film and rec-
ords; and exclusive grants from units of government to provide such 
things as transportation services, natural gas, and electricity. Entry and 
survival in some industries may require large quantities of capital. This 
may be due to economies of scale or to tactics employed by oligopolists 
who attempt to impede entry and survival of new firms. Hence to the 
extent that it is difficult to accumulate large quantities of capital, entry 
into certain industries may be more difficult. 
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FIGURE 12. Hypothetical firm demand and cost curves. 



SUMMARY 
This chapter has considered some of the variables that influence firm 

behavior and market results. These variables, in some cases supple-
mented by others, are used as the basis for classification of industries into 
competitive groups.7 Analyses of the cases of perfect competition and 
pure monopoly (monopsony) as presented are suggestive of tendencies 
and direction and illustrate broad differences that might be expected in 
markets in which many buyers or sellers participate as opposed to those 
where a single or few buyers or sellers participate. The next chapter adds 
certain refinements to the analyses, first by looking at variations in the 
results that occur in markets where specific assumptions in the tradi-
tional model are relaxed, and second by considering the question of 
interdependence between firms. This latter question leads to considera-
tion of oligopolistic interdependence, a condition typical of most agri-
cultural markets and farm supply industries. 



C H A P T E R ^ 

Firm Price Output Behavior in 
Imperfectly Competitive Markets 

THE simplest and most generally useful models of firm behavior which 
economists have yet succeeded in devising for the purpose of market an-
alysis were introduced in the preceding chapter: the "pure competition" 
model and the "pure monopoly" model. In both of these, the firm maxi-
mizes net revenue; in pure competition the firm takes the prices of its 
products as unaffected by the amounts it sells; in pure monopoly the 
firm takes the demand functions for its products as unaffected by the 
prices it sets. These models, oversimplified as they may seem on first 
acquaintance, are in fact the bases for what can become, in the hands of 
a skilled analyst, highly complex and subtle analyses of a wide variety 
of observable economic phenomena.1 

Two kinds of efforts aimed at improving the basis for market analysis 
have been pursued in recent decades. These are efforts to develop better 
theoretical models of firm behavior and efforts to specify and empirically 
measure "market structure" variables that influence firm behavior. At-
tempts to devise "better" basic models of firm behavior have been a 
continuing part of the development of economic thought, starting at least 
as far back as Cournot;2 they still constitute a substantial part of recent 
literature.3 The criterion of "betterness" is not always made clear, but 
presumably it should be the usefulness of the model in helping the eco-
nomic or market analyst to understand, and in particular make predic-
tions about observable market phenomena under specifiable alterna-
tive conditions. By this criterion none of the attempts to improve upon 
the pure competition and pure monopoly models have been very suc-
cessful.4 

When the individual firms' demand curves are not taken as given 
(i.e., whenever one is attempting to analyze a market without using either 
By ROBERT L . GUSTAFSON. 



the pure competition or the pure monopoly model), it is not possible to 
determine equilibrium prices and outputs under given conditions, and 
hence it is not possible to make predictions about what will happen to 
prices and outputs when conditions change, unless one introduces some 
alternative assumptions to take the place of the one which has been dis-
carded. And the principal difficulty is that there is no one assumption, 
or one set of assumptions, which economists have as yet found generally 
acceptable to serve as such a replacement. Essentially what we have is 
not a theory, but a collection of alternative hypotheses, each of which 
may have some degree of applicability in a given situation, and virtu-
ally none of which has (to this writer's knowledge) been very generally 
or rigorously tested, empirically, against possible alternative hypotheses. 

The attempt to develop market structure analysis is a product largely 
of the last three decades. It consists of efforts to introduce into con-
ceptual and empirical analysis "those characteristics of the organiza-
tion of a market which seem to influence strategically the nature of com-
petition and pricing within the market."5 Though numerous empirical 
studies have been developed, the market structure approach suffers from 
the fact that some of the important hypothesized variables of causation 
cannot be adequately quantified. 

This chapter is an attempt to introduce the reader to the nature of the 
problems involved in developing better models and quantifying market 
structure variables. The problem of model development is handled by 
briefly discussing some of the features of a few of the simpler hypothe-
ses or models that have been proposed and that may have relevance to 
agricultural market situations. We consider only the simplest problem, 
the determination of price and output; for further simplicity we consider 
only firms producing a single product.6 

Because of the multidimensional nature of market structure analysis 
the discussion developed here is limited to illustration of how the ad-
dition of new variables can change the indeterminacy of solution as-
sociated with certain oligopoly theories and to a brief description of some 
of Bain's empirical results. It is convenient to start with some further 
discussion of the pure monopoly model. 
SOME EXTENSIONS OF THE PURE MONOPOLY MODEL 

The basic nature of this model is stated in the previous chapter. The 
most crucial condition of the monopoly model centers on the proposition 
that the firm's actions in setting its price (and hence quantity sold) or 
quantity sold (and hence price) do not change the demand curve for its 
product. This implies that either: (1) the effects of the given firm's actions 
in changing its price and quantity on other firms' decisions about their 
prices or quantities are zero or negligible or (2) the cross-elasticities of 



demand for the firm's product with respect to the prices of other firms' 
products are zero or negligible.7 When such a firm sets its price (or quan-
tity) so that net revenue is maximized,8 the quantity is such that the 
firm's marginal revenue equals its marginal cost, and the price is always 
greater than the equilibrium marginal cost.9 

The extent to which the pure monopoly model has practical relevance 
in the analysis of agricultural markets is an empirical question still open 
to investigation. Cases in which the individual firm or selling unit, as 
for example a farmers' bargaining cooperative, has complete or near 
complete control of a commodity are, of course, rare. But there are situa-
tions in which the firm or selling unit acts with a sufficient degree of in-
dependence with respect to other firms or units in the market, such that 
the model becomes relevant. Baumol argues, for example, on the basis of 
a considerable amount of empirical observation of day-to-day decision-
making by the managers of large "oligopolistic" firms, that ". . . often, 
even in fairly crucial decisions, and almost always in routine policy-
making, only the most cursory attention is paid to competitive reac-
tions." 1 0 Furthermore, certain special aspects or extensions of the mo-
nopoly model, such as price discrimination, joint profit maximization by 
groups of firms, and the dominant firm model appear to have particular 
applicability in some markets for agricultural products or inputs. 
Price discrimination. If the monopolist faces or can create two mar-
kets for his product which (a) are separate in the sense that buyers in one 
market are somehow prohibited from buying in the other, (b) are in-
dependent in the sense that buyers in one market are not affected by the 
price charged in the other, 1 1 and (c) have different demand curves, 
then profit is maximized by setting different prices in the two markets. 

Figures 13a and 13b represent the two markets. Profit maximization 

FIGURE 13. Hypothetical illustration of price-quantity adjustment 
under price discrimination. 



implies that marginal revenue in each market equals marginal cost 
(which is assumed here, for simplicity, to be a function only of total 
quantity sold, Qi + Q2 = Q). In Figure 13c, MRx is the horizontal sum-
mation of Mi*! and MR2 (since we want MRt = MR2 = MC). To maxi-
mize profit the firm sets price Pi in the first market and the lower price 
P2 in the second market. The analysis can clearly be extended to the case 
of three or more separate markets for the product. 1 2 

Joint profit maximization. The pure monopoly model can be applied 
to an industry as well as to an individual firm. The firms in the industry 
somehow cooperate to maximize total or joint industry profit. It is clear 
that by such cooperation the individual profit of each firm can be in-
creased from what it would be if total industry profit were not maximized. 
The model stipulates nothing about how the cooperation is achieved, 
whether it be by open explicit collusion (where legal), secret explicit col-
lusion, or tacit collusion. "If the industry has only a few firms, . . . they 
must realize that their policies affect one another and they may develop 
a common price policy without express collaboration, just as an experi-
enced string quartet learns to play as a unit." 1 3 Also, the model says 
nothing about how the maximized industry profit is shared by the partici-
pating firms. More complicated models may, of course, stipulate some-
thing about these things.14 

The necessary conditions for maximum industry profit are simple: 
each firm operates at the same marginal cost, and marginal cost equals 
industry marginal revenue. Second-order conditions for a maximum are 
a little complicated but will be satisfied if, for example, each firm is 
operating on the rising part of its marginal cost curve and marginal reve-
nue is downward sloping.15 

There are several kinds of reasons why collusion does not always oc-
cur, even though it is always potentially profitable. Antitrust laws, where 
they exist, make explicit collusion difficult. The usual absence of an ob-
jective criterion for determining how the profits should be shared means 
that every firm has some temptation to try to do better by acting inde-
pendently, and the larger the number of firms the stronger the tempta-
tion. (The larger the number of firms, the more likely is it that deviations 
from collusive behavior by any one firm will be unnoticed.) Especially 
when the industry is undergoing rapid technological or market change, 
there may be considerable difficulty in agreeing on what demand and 
cost conditions really are, and therefore on what the correct profit-maxi-
mizing action is. Finally, if the collusion is successful and large profits 
are made, there is an incentive for new firms to enter the industry, driv-
ing profits back down to a more normal level. 



These considerations suggest that the monopoly or joint-profit-maxi-
mization model is likely to be most applicable to industries which have 
the following characteristics: relatively few firms, relatively stable tech-
nology and demand, and relatively high barriers to the entry of new 
firms. 
A special case. The joint-profit-maximization model of price deter-
mination may be applicable even in situations where there is essentially 
no collusion of any kind, explicit or tacit. The following simple example 
is perhaps somewhat special, but may be not too unrepresentative (as 
an approximation) of some industries at some times. In this model, (a) 
marginal and average variable cost curves are horizontal over the rele-
vant range for each firm, and the same for each firm, and (b) the firms' 
relative shares of the market are predetermined, by buyers' preferences 
or habits which have been entirely conditioned by the past history of 
such things as advertising, customer service, locational advantage, etc. 
(the costs of which are assumed to be independent of the quantity of 
product sold). Such a model might be applicable to feed and fertilizer 
handlers and other farm supply industries that operate primarily at the 
local level; individual firms are at least partially isolated spatially, and 
buyers may be influenced largely by locational advantage and customer 
service. Another possible application might be to the cigarette manufac-
turing industry, in which advertising is the main means of competition. 

Let n be the number of firms in the industry and a t be the ith firm's 
relative share of the market, 

n 
0 < a< < 1, i = 1, 2, • • • , n, J j ai = 1. 

Let q be the total quantity sold by the industry (determined, via the 
demand function, by the price set), and let the total revenue of the in-
dustry, as a function of quantity sold, be R(q). Then the ith firm's total 
revenue is aiR{q) and its total variable cost is TVCi = cq{ ~ caiq, where 
q% — aiq is the quantity sold by the firm, and c is the constant marginal 
and average variable cost, assumed the same for all firms. Net variable 
revenue for the ith firm is thus NVRi — atR(q) — and if q is chosen 
(i.e., price is set) to maximize this, we have dNVRi/dq=aiR,(q) —ca{ = 0, 
or Rf(q) —c. For the industry as a whole total variable cost is cq and net 
variable revenue is NVR = R{q)—cq. Choosing q to maximize this, we 
obtain again R'(q)—c. 

Thus in this case any single firm can set the price to maximize its own 
individual profit; the same price maximizes the individual profit of every 
other firm and is equal to the monopoly price that would be set to maxi-
mize total industry profit. Any competition which may occur is not via 



price in the current market, but is aimed for the long run: trying to 
change buyers5 future "habits" by the current level of advertising, 
customer service and other non-price competition. 
The dominant firm or group of firms. In this model the industry consists 
of one large firm (or one group of joint-profit-maximizing firms), which 
can influence price by its own action, and a large number of small firms, 
each of which cannot influence price by its own action.1 6 The large firm 
(or group) sets the price which will maximize its own profit (or joint 
profit), taking the supply curve of the small firms as given. In Figure 14a, 
S is the supply curve of the small firms in aggregate, and D is the total 
market demand. Taking the horizontal difference between D and S gives 

FIGURE 14. Hypothetical illustration of market price quantity adjustment with a dominant firm or group. 

the demand curve facing the large firm (or group), shown as D1 in Fig-
ure 14b. The large firm (or group) sets its output and price to equate mar-
ginal revenue derived from this demand to its marginal cost. The small 
firms take this price as given, and supply in aggregate the quantity indi-
cated in Figure 14a. 
MARKETS WITH T w o TO SEVERAL SELLERS 

In many agricultural markets there are relatively few competing firms, 
or a relatively few dominant competing firms. In meat packing, dairy 
product processing, and feed manufacturing, for example, the total num-
ber of firms in the United States is large, but it might be alleged that 
the competition is pretty well dominated in each case by a half dozen 
or so large firms which operate nationally. Similarly, at the local level 
the typical city milk market, for example, has perhaps five to seven dis-



tributing firms. Some economists and market analysts have felt that, for 
studying the operations of such markets, the pure competition and pure 
monopoly models of firm or group behavior are by themselves inade-
quate. The result has been the development of a large number of alterna-
tive "oligopoly" models, i.e., models in which joint-profit-maximizing 
collusion is excluded by definition, and in which each firm, in deciding 
on its own actions, is assumed to attempt to take into account the actions 
of competing firms, and possibly also their reactions to its own actions. 
DUOPOLY AS THE SIMPLEST C A S E 

The simplest market situation, other than those of pure competition, 
pure monopoly, and the dominant firm or group (which is just a simple 
mixture of pure competition and pure monopoly), would appear to be 
the case of duopoly: a market with two sellers and many (purely com-
petitive) buyers. Several alternative hypotheses or approaches have been 
proposed to deal with such markets, but we shall briefly discuss just a 
few of these. The purpose is to introduce the reader to the nature of the 
problems involved in attempting to analyze duopolistic (or, more gen-
erally, oligopolistic) markets, rather than to attempt anything like a 
complete discussion.17 For simplicity, we will for the most part suppose 
that the two sellers are selling the same product, so there is just one 
price, and the single variable which each firm has direct control of is the 
quantity it sells. 

The Coumot solution. The basic assumption is that each of the two 
firms acts, at any instant, as though the quantity (per unit of time) being 
sold by the other firm is given, i.e., not affected by what the first firm 
does. Let the market demand be D in Figure 15a, and suppose the 
quantity being sold by Firm 2 is Q2. If Q2 is subtracted from total demand 

FIGURE 15. Hypothetical illustration of Cournot solution to duopoly adjustment. 



D at each possible price, we get the demand curve facing Firm 1, say 
DI = D — Q2 'M Figure 15b, and its corresponding marginal revenue curve 
MR\. Firm 1 now chooses Q\ to maximize its profit, at which point 
MRi = MCi, and the price is determined as shown at the left. 

This gives us one point on a so-called "reaction" function, namely the 
function which tells us that if the output of Firm 2 is Q2 then the output 
of Firm 1 will be Qi = jRi(Q2). We can imagine doing the same thing for 
all other possible values of Q2, and thus obtain the whole reaction func-
tion, which will generally be downward sloping (i.e., the more Firm 2 is 
producing, the less the amount it appears profitable for Firm 1 to pro-
duce); see the curve labeled Qi = Ri(Q2) in Figure 16. 

At the same time, however, Firm 2 is assumed to be doing the same 
thing, that is, looking at Qi and, taking that as given, choosing Q2 to 
maximize its profit. We can therefore go through, for Firm 2, the pro-
cedure just outlined for Firm 1, and obtain a second reaction function, 
Q2 = R2(Qi). Plotting both reaction functions on the same diagram, we 
obtain Figure 16. We conclude that only if the two firms are operating 

F i g u r e 16. Hypothetical illustration of reaction functions of two firms. 

at the outputs indicated by the intersection of the two reaction functions 
is the industry in equilibrium; i.e., at this point and only at this point, 
neither firm has an incentive to change its level of output. 1 8 This result 
has an appealing simplicity, but unfortunately it is considerably less than 
completely satisfactory, as is illustrated in the following section. 
An algebraic-numerical illustration. Let us examine the duopoly situa-
tion and the Cournot solution in a little more detail, by means of a 
simple algebraic-numerical example, which can later be conveniently 
extended to the general oligopoly case. For further simplification, we 
will assume the two firms have identical cost functions. 



Let the relevant part of the market demand function be represented by 
P = PO + PIQ = PO + PI(QI + Q2), 

where Qi is the quantity sold by firm i (¿=1, 2) and, of course, po>0, 
pi < 0. Let the relevant part of each firm's total cost function be 

TCi = k + coQi + ciQi2, i = 1, 2, 
where k is total fixed cost (including a "normal" return on the capital 
investment in the firm). The marginal cost functions are 

MCi - Co + 2c1Qij i = 1, 2. 
Total revenue of Firm 1, written as a function of Qi for a given quantity 
$2, is 

TR1(Q11 Q%) = PQi = [p0 + PiiQi + Q*)]Qi 
= (PiQ* + Vo)Qi + P1Q12, 

and the marginal revenue function is 
MRi{Qi | Q2) = PlQ2 + p0 + 2p1Q1. 

Setting this (conditional) marginal revenue function equal to Firm 1's 
marginal cost function and solving for Qu we have 

2(ci - pi) 
This is Firm l's reaction function: how it behaves in response to changes 
in Q2. The second-order condition for (conditional) maximum net revenue 
in Firm 1 requires C\>p\. Similarly we obtain Firm £'s reaction function: 

2(ci - pi) 
Solving the two reaction function equations for the quantities Qi, 
which satisfy them both simultaneously, we obtain 

Vo ~ Co Qi = Q* 2ci - 3pi 
A necessary and sufficient condition for stability of this equilibrium 
(under the basic Cournot assumption that each firm acts as though the 
other firm's behavior is not affected by its own) is Ci> (l/2)pi. (Note that 
this is a somewhat stronger condition than the second-order condition 
for the conditional maximum net revenues, namely Ci>pi.) 

Substituting the Qi in the demand function to get the equilibrium 
price, we obtain 

2cip0 - P0P1 - 2c0pi Pc = > 2cx - 3pi 



where the subscript C is used to indicate that this is the Cournot-solution 
equilibrium price. 

Now let us put in some numbers for the parameters. Suppose co = 2, 
Ci = 1/2, p 0 = 62, t?I= - 1 , and k = 200. We obtain Pc = 32, and for each 
firm i (i= 1, 2): &=15, 27^ = 480, T C ^ 342.5, and = 137.5. 

Now suppose that Firm 1, instead of acting as though its behavior 
does not affect Q2, decides to try to take account of such an effect, and it 
does this by incorporating Firm 2's reaction function, Q2 = R2(Qi), into 
its own net revenue function, so we have 

NRX = PQ1 - TCx 
= [po + P I « 2 I + Q2)]Qi - TCI 
= P0Q1 + P1Q12 + piQJt*(Qi) - k - coQi - dQJ. 

(We assume for the moment that Firm 2 continues to act in accordance 
with & = A(Ql).) 

Since the algebra gets a little messy here, we will go directly to the 
numerical example, using the same values for the parameters as before. 
We have 

«2«2i) = - (l/3)Qi + 20 
and then obtain 

NRT = - 200 + 40QI - (7 /6 )QI 2 . 
Setting DNR^DQI^0 gives QX= 17.14, Q2 = 14.29, ^ , = 30.57, NR1 

= 142.86, and ¥̂722 = 106.12. The subscript Si designates the equilibrium 
price when one firm is "smart" and the other firm continues to follow 
its original Cournot reaction function. Note that Firm 1 here has in-
creased its net revenue by about 5, whereas Firm 2 has suffered a de-
crease of about 31. 

If both firms get smart simultaneously and each incorporates the 
other's reaction function into its own net revenue function, they will 
each go to an output of = 17.14, price will drop to Ps2 — 27.71, and the 
net revenue of each firm to NRI~93.88. This "solution" is, of course, 
pretty unstable since when both firms are selling 17.14, each can make 
more profit by decreasing its quantity sold; and there might very likely 
be a trend back toward the original Cournot solution, or perhaps even 
beyond that toward complete collusion as the firms learn what is hap-
pening. 

On the other hand, if dynamic (lead and lag) and psychological con-
siderations are admitted, the action might develop in the opposite direc-
tion. If we start again from the Cournot solution, with QI = Q 2=15, and 
Firm 1 increases Qi to about 17, thereby reducing Firm 2's net revenue 
by about 31, Firm 2 might decide its best strategy is to retaliate or take 



the offensive, and increase Q2 say to 18. If Firm 1 then retaliates similarly, 
the firms might drive each other toward the "price equals marginal cost" 
solution (also discussed below), or perhaps beyond if each firm decides 
the only way it can survive is to try to drive the other into bankruptcy. 

If either open or tacit collusion is possible, the two firms taken to-
gether can generally be expected to act as a monopolist and to maximize 
their joint profit, since this automatically maximizes the profit of each. 
If the two firms have different cost structures, the problem arises as to 
how they decide on the division between them of the maximized joint 
profit, and various solutions have been proposed to this problem. We 
have assumed it away by supposing, for simplicity, that the two firms 
have identical cost structures. 

In maximizing joint profit, the two firms with identical marginal cost 
functions will, of course, produce the same quantities, Qi = Q2 = Qi (say). 
We have for the two firms considered jointly: 

TR = 2p0Qi + 4 VlQi\ 
MR = 2p 0 + 8piQi, * 
TC = 2k + 2c0Qi + 2ciQi2 

MC = 2c o + 4ciQ* 
Equating MR and MC, we get 

q _ Po - Cp 
2ci - 4pi 

and 
£ ClPo — PoPl — CoVi Pj = 

CI - 2px 

where the subscript J designates the equilibrium price under the as-
sumption of joint profit maximization. 

Putting in the same numerical values of the parameters as before, we 
obtain Pj = 38, and for each firm i= 1, 2; Qi = 12, NR{ = 160. 

Finally, let us determine the quantity Qi = Q2 = Qi which would result 
in price being equal to marginal cost. The price-equals-marginal-cost 
solution, i.e., the pure competition model, could be applicable in an in-
dustry with even as few as two firms if, for example, there is a sufficiently 
high degree of lack of knowledge or relevant information available to the 
firms' managers. If each firm has (a) no information about the other 
firm's output or planned output and (b) no information about how 
changes in its own output might affect price, then about the only thing 
it can do is accept the prevailing market price as given, and maximize 
profit by choosing the output such that marginal cost equals price. We 



thus obtain an industry supply curve, and the actual price is determined 
by equilibrium of demand and supply. 1 9 

Setting price equal to marginal cost we have 
Po + 2piQi = Co + 2ciQi 

giving 
Po — c0 

* 2(ci — pi) 
and the resulting price is 

3 cipo - c 0pi P M ~ ' Ci — Pi 
Putting in the numbers for the parameters, we have PM = 22, (5* = 20, 
and NR{ = 0 (¿ = 1, 2). The value of ¿ = 200 was chosen so that the two 
firms each operating at price-equals-marginal-cost would exactly meet 
demand at NR{ = 0. Some of our results are summarized in Table 2. 

Table 2. Some duopoly solutions (.Algebraic-numerical illustration) 
Condition: Joint max Cournot P = MC 
Algebraically: 

Qi = 

P = 
Numerically : 

po — Co Po — Co po — Co 
2ci — 4pi 2ci — 3pi 2ci — 2pi 

2dp0 — 2p0pi — 2c0pi 2cip0 — p0pi — 2c0pi Zcipo — %copi 
2ci — 4 pi 2ci — Spi <Zci — Zpi 

Qi = 12 15 20 
P = 38 32 22 

iV^i = 160 137.5 0 

The game-theoretic approach. Another way of looking at the duopoly 
situation is in terms of payoff matrices such as are used in the theory of 
games.2 0 All we shall attempt here is the very barest of introductions to 
some of the ideas involved, making use again of our numerical illustra-
tion above. 

Suppose, for simplicity, each firm considers using just three possible 
"strategies," namely setting its Qi equal to 12, 15, or 20. Each firm 
knows the other's possible strategies, and each can calculate the outcome 
(in terms of its own resulting net revenue) of each possible pair of 
strategies chosen by the two firms. Using the same numerical parameters 
as before, we compute the payoff matrix for each firm; see Table 3. 



Table 3. Illustrative payoff matrices 
Firm 1. Net revenue Firm 2. Net revenue 

ft 12 15 20 12 15 20 
12 160 124 64 

Qi 15 182.5 137.5 62.5 
20 160 100 0 

12 160 182.5 160 Qi 15 124 137.5 100 
20 64 62.5 0 

If, for example, Firm 1 chooses Qi = 12 and Firm 2 chooses Q2 = 15, the 
resulting net revenues are 124 for Firm 1 and 182.5 for Firm 2. The two 
matrices here are transposes, because of the assumption of identical cost 
functions. 

Now suppose Firm 1 decides on a kind of safety-first policy: it makes 
no attempt to predict what Firm 2 will do, but instead simply looks at 
what would be the worst possible outcome (the minimum possible net 
revenue) that could occur if it adopts each of its three possible strategies. 
The three minimal net revenues are of course 64, 62.5, and 0 for strategies 
1, 2, and 3, respectively. Firm 1 then chooses the strategy for which this 
worst possible outcome is least bad, namely the strategy for which the 
minimum payoff is the largest, or in this case strategy 1, or Qi = 12. 2 1 

If Firm 2 also maxmins, it also of course chooses its strategy 1, or 
Q2 = 12, and we have the somewhat interesting result that by each firm 
independently adopting a "conservative," or "safety-first," or "maxmin" 
policy, they arrive at the same outcome as if they had colluded to maxi-
mize joint profit. This result is, of course, partly an accident of the par-
ticular numerical example used, and does not hold in general, but it does 
illustrate another way by which a collusive outcome may occur even if 
open collusion is prohibited. 

The solution Qi — Q2 = 12 may not seem completely stable since when 
both are selling 12, each can visualize an increase in its own net revenue 
by increasing its own quantity sold to 15. If one does so, however, the 
other will be forced to follow suit and both will lose, and the knowledge 
that this will happen may be enough to keep them both at 12.2 2 

In looking at its payoff table (and at that of Firm 2), Firm 1 might 
decide not to play safety-first or maxmin, but rather to predict what 
Firm 2 will do in response to each possible strategy choice by Firm 1. 
Given that set of responses, Firm 1 chooses the strategy which maximizes 
his net revenue, which is in this case strategy 3, or Qi = 20. That is 
Firm 1 predicts (on the assumption that Firm 2 is a profit maximizer) : 

if QX = 12, then Q2 = 15 and NRi = 124; 
if QI = 15, then Q2 = 15 and NRt = 137.5; 
if QX = 20, then Q2 = 12 and NRI = 160. 



Hence Qi=20 is the best choice. If Firm 2 follows the same policy, they 
both end up with zero net revenue, and both have clear incentive to 
change their initial choice. We are now doing exactly what we did when 
we modified the initial Cournot solution by assuming that each firm in-
corporated the other's reaction function into its own profit function, 
except that there we considered all possible quantities Qi instead of just 
three, and arrived at the unstable solution QI = Q2 = 17.14. 

I t appears clear that, as stated at the outset, we are unavoidably left 
with a considerable degree of indeterminacy in any attempt to construct 
a simple general model to explain or predict the behavior of duopolists. 
One can obtain determinacy by adopting specific assumptions, but 
typically different assumptions lead to different results, and there seems 
to be no one set of assumptions which has very general applicability. 23 
The market structure approach. Partly because of the indeterminacy 
or multiplicity of solutions resulting from the consideration of simple 
oligopoly theories based primarily on alternative behavioristic assump-
tions, attempts have been made to construct more complex theories 
which introduce additional aspects of what is sometimes referred to as 
the structure of the market. 2 4 The concept of market structure is not 
completely well defined, but it is typically "multidimensional," and 
emphasis is placed on the idea that which dimension(s) or variable(s) is 
(are) important varies from one situation to another. Bain, for example, 
emphasizes the importance of three "dimensions:" conditions of entry 
into the industry, the degree of product differentiation and the degree of 
concentration in the industry. 2 5 Shubik emphasizes, in addition, the 
possible importance of financial considerations: the relative degrees of 
liquidity, or availability of capital, to the firms in an industry. We will 
briefly discuss some of Bain's empirical results in a later section and at 
this point simply try to suggest the nature of one form of the approach 
by illustrating how the introduction of two additional variables (or 
aspects of market structure) can reduce or eliminate the indeterminacy 
of noncollusive duopoly. 

Starting with the same numerical example already used, we have the 
firms' respective net revenues as functions of the two quantities of 
output: 

NRi = 60 Qx - 1.5 Qi2 - Q1Q2 - 200 
and 

NR2 = 60 Q2 - 1.5 Q 2 2 - Q1Q2 - 200. 
We now suppose that (a) Firm 1 has sufficiently large financial resources 
(liquidity or availability of capital) and Firm 2 has sufficiently small 



such resources, that Firm 1 could at any time, if it so chose, force Firm 2 
to receive negative net revenue (and eventually go out of business), 
without the (possible) resulting temporary net loss to Firm 1 endangering 
its own existence;26 but (b) Firm 1 does not choose to actually force 
Firm 2 out of business, perhaps because of the existence of antitrust 
laws, or perhaps simply because of public relations considerations. Under 
these conditions, Firm l's profit-maximizing policy is clear: (a) choose 
Qi and Q2 such that NRi is maximized, subject to the restriction that 
NR2>0; (b) force Firm 2 to operate at the chosen level of Q2, by imposing 
net losses whenever Firm 2 attempts to deviate from that level.2 7 

The "restricted maximum" problem thus posed is fairly readily solved 
in the present case by numerical methods, the details of which are of no 
importance.2 8 The solution (to an accuracy of two decimal places) turns 
out to be Qi= 16.82, Q2 = 5.80, giving P=39.38, NRi = 287.27, with, of 
course, NR2=0. I t is of some interest to note that the equilibrium price 
here (39.38) is even higher than the joint-profit-maximization price 
would be (38.00). 
OLIGOPOLY 

Let n be the number of firms selling a given product in a given market, 
with pure competition on the buyers' side, n = 2 is the duopoly case just 
discussed. For n> 2 but still relatively "small," the difficulties of market 
analysis are essentially of the same nature as those in duopoly, but more 
complicated: each firm has two or more competitors, instead of just one, 
who might react in various ways to changes in its own actions. On the 
other hand, if n is "large enough," the assumptions on which some of the 
simpler duopoly solutions are based become somewhat more plausible. 
For example, the basic Cournot assumption, that each firm acts as 
though its actions do not affect those of other firms, becomes more 
plausible as the number of firms increases, and correspondingly the rela-
tive share of each firm in the market decreases. Also, it can be shown 
that some of the alternative or multiple solutions obtained for duopoly 
by using alternative assumptions tend to converge to the same solution 
as the number of firms increases. Mathematically, in the limit as n goes to 
infinity, they converge to the pure competition or price-equals-marginal-
cost solution.29 

Algebraic-numerical illustration (continued). I t is instructive to see how 
this works out in terms of our algebraic-numerical illustration. We will 
assume as before for simplicity that all firms have identical cost func-
tions. As the number of firms, n, is increased, one must suppose, to 
maintain comparability of results, either that demand increases (the 



market expands) proportionally, or that the cost structure of each firm 
"shrinks" proportionally. We will use the latter supposition. For given 
n, let the cost functions of Firm i (i= 1, 2, • • • , n) be 

MCi = Co + nciQi; 
TCi = 2 k/n + c0Qi + 0n/2)ciQi 2; 

where Qi is quantity sold by Firm i, and the coefficients have been chosen 
to be consistent with the case already considered (n = 2). Let Qo be the 
total quantity being sold by all other firms (Firm i takes this to be unaf-
fected by its own choice of Qi), so the total quantity sold is Q = Qo+Qi-
As before, price is determined by market demand, 

p = Vo + PiQ = Vo + PliQo + Qi), Pi < 0. 
Net revenue of Firm i, as a function of Qi, for given Qo, is 

NRi = (po + piQo + PiQÙQi - TCi(Qi) 
= - 2k /n + (PiQo + Po - c0)Qi + [pi - (n/2)d]Q*. 

Setting dNRi/dQi = 0, we have 
PiQo + Po — Co Qi = ; nci — 2pi 

Firm is "reaction" to changes in Qo. Since every Firm i (i= 1,2, • • - , n) 
has the same reaction function (because of the assumed identical cost 
functions), we must have in equilibrium Qi = Qj for all i, j= 1, 2, • • • , n. 
So in the above reaction function we can substitute (n — l)Q t for Qo, and 
solve for the equilibrium Qi, giving 

Qi = Po — Co 

or 
nci - (n + l)pi 

n(po — Co) Q = nQi = 
In the limit, as 

nei - (n + l)pi 

Po - c 0 

Ci - pi 
which is the same as the price-equals-marginal-cost solution to the 
duopoly problem discussed earlier. 

Putting Q into the price function gives 
p _ ftCipo — PoPi — ncopi 

ftCi — (ft + l)pi 



and 
hm P = • n—oo Ci — Pi 

To see that these limiting results are equivalent to the pure competi-
tion model, note that in the latter the quantity supplied by each firm as 
a function of price is obtained by setting marginal cost equal to price, 
giving 

^ P - Co 
Qi = > nc i 

so the market supply function is n times that, or 
^ P - Co Q = 

Ci 

Now equating supply and demand, we get 
Po — c 0 e 
Ci — Pi 

and 
ClPo — Copl p = — . c i — pi 

In Table 4 we have computed the Cournot equilibrium industry output 
(Q)j price (P), industry net revenue (NR), net revenue as percent of 
total revenue ((NR/TR) 100), and the percentage deviation of price from 
marginal cost ([(P—MC)/MC] 100), for varying number of firms, n, 
using the same numerical values of the parameters po, pi, Co, Ci and k as 
before. 

Table Jf. Cournot oligopoly equilibria (Numerical example) 
NR P - MC 

n Q P NR 100 100 
TR MC 

1 24.00 38.00 320.00 35.1 171.4 
30.00 32.00 275.00 28.6 88.2 

3 32.73 29.27 224.80 23.5 59.4 
4 34.29 27.71 187.74 19.8 44.7 5 35.29 26.71 160.56 17.0 36.0 10 37.50 24.50 92.18 10.0 18.1 

20 38.71 23.29 49.52 5.5 9.1 
100 39.74 22.26 10.52 1.2 1.8 1000 39.97 22.03 1.08 0.1 0.2 
00 40.00 22.00 0.00 0.0 0.0 



I t should be noted that for any n, the joint-profit-maximization Q, 
P and NR are the same as those given in the table for n = 1; and similarly 
for any ny the price-equals-marginal-cost Q, P and NR are the same as 
those given for n—» <». 
Free entry: monopolistic competition. If one starts with a set of n firms 
in Cournot equilibrium, and then changes the model so that new firms 
may enter the industry until net revenues are driven to zero, the result is 
similar to (the simplest form of) Chamberlin's "monopolistic competi-
tion" equilibrium.30 We can illustrate the situation by using the numeri-
cal Cournot-oligopoly example of the preceding section. We suppose 
that, starting with any initial number of firms n, new firms enter the 
industry until net revenues become zero, each "full size" (see footnote 

Table 5. Cournot "free entry" equilibria (Numerical example) 

n m Q P 
P- MC 

100 
MC 

1 0.854 33.17 28.83 163.5 
2 1.196 36.91 25.09 85.2 
3 1.374 38.18 23.82 57.8 
4 1.485 38.79 23.21 43.8 
5 1.562 39.13 22.87 35.3 

10 1.748 39.72 22.28 17.9 
20 1.863 39.92 22.08 9.0 

100 1.970 40.00 22.00 1.8 
1000 1.997 40.00 22.00 0.2 

31) new firm having the same cost functions as the original n firms. I t 
turns out that, given the numerical values of the parameters in the 
example, the number of entering new firms, say m, which will make net 
revenues of all firms equal to zero, is m= (3/2) [ft(n+4) ] 1 / 2— (3/2)n —l. 3 1 

m is an increasing function of n, and approaches an upper bound of 2 as 
n becomes indefinitely large. In Table 5 we have computed, for the finite 
values of n listed in Table 4, the corresponding values of m, and the re-
sulting equilibrium industry output (Q), price (P), and the percent devi-
ation of price from marginal cost ([(P — MC)/MC] 100). 

Comparing Tables 4 and 5, it may be noted that in this example free 
entry results in price and industry output approaching their pure compe-
tition levels for n of rather moderate size, say 5 or more. On the other 
hand, the relative discrepancy between price and marginal cost is only 
insignificantly reduced, for any finite n. This difference between equi-
librium price and marginal cost is one indicator of the "waste" or mis-
allocation of resources in monopolistic competition. Another indication 



of waste is that in equilibrium each firm is operating on the downward-
sloping part of its average cost curve. The same industry output could 
in principle be produced by fewer firms, at lower aggregate cost (i.e., 
using fewer total resources). 

The situation of each (full size) firm may be illustrated diagrammati-
cally as in Figure 17, which is based on our numerical example above, 
taking n = 5. For joint profit maximization, each firm sells 4.8 units at 
price 38, point J in the figure. The price-equals-marginal-cost solution 
is point M: 8 units sold by each firm at price 22. The Cournot equilibrium 
solution is point C: each firm sells 7.06 units at price 26.71. At this point 

FIGURE 17. Hypothetical firm equilibrium under different conditions of entry. 
the demand curve the firm "sees" for its product (taking other firm's 
outputs as given) is Dc and the corresponding marginal revenue is MRC, 
with, of course, marginal revenue equal to marginal cost (MC) at the 
equilibrium output. Profit per unit of output is the vertical distance 
from C to the average cost curve (AC). With free entry, the new Cournot 
equilibrium is point F: each firm sells 5.96 units at price 22.87. Because of 
the entry of the new firms, each firm "sees" its demand curve as having 
shifted from Dc to Df (after equilibrium is reestablished), with the corre-
sponding marginal revenue shifting from MRC to MRf, and again, margi-
nal revenue equals marginal cost at the equilibrium output. Each firm is 
maximizing its profit, given the outputs of the other firms, but the re-



suiting profit is zero: the demand curve is tangent to the average cost 
curve, and the firm must be operating on the downward sloping part of 
its average cost curve, assuming, of course, that the demand curve has 
some downward slope. 3 2 

T H E N E E D FOR QUANTITATIVE T E S T S OF OLIGOPOLY MODELS 
The main purpose of putting much of the preceding discussion in terms 

of a specific algebraic-numerical example, oversimplified as it no doubt 
is, is to emphasize the importance of quantification, if there is to be 
much improvement in the present somewhat unsatisfactory state of 
oligopoly theory. A priori theorizing can lead to a multiplicity of models, 
hypotheses or solutions, a few of which have been suggested here, and it 
seems clear that the only way the problems can be resolved is by appeal 
to empirically observable facts. Such observable facts are typically quan-
titative in nature. We can probably never hope to observe, with any real 
confidence, whether, for example, firm managers do try to maximize 
profit, or what their beliefs are about competitors' possible reactions to 
their own actions, or what they treat as given in any particular context. 
What we can observe directly are quantities: prices and outputs, for 
example. And what we can hope to observe indirectly (i.e., through sta-
tistical estimating procedures) are also quantitative in nature: coeffi-
cients of deman d functions, coefficients of cost functions, profit levels, etc. 

In principle, the required procedure is simple, as our examples suggest: 
given enough quantitative information about cost and demand functions, 
one can make quantitative predictions about what price and output will 
be (or how they will change under changing circumstances), under each 
of the alternative models or hypotheses about firm behavior which are 
being considered/These predictions are then checked against the ob-
served facts, and the hypothesis which led to the prediction best con-
forming with the observations is tentatively chosen as most acceptable, 
the others tentatively rejected as less acceptable. After a large enough 
accumulation of such predictions and tests (generally accompanied by 
various modifications in the original set of alternative hypotheses, as 
these may be suggested by the data), the science (hopefully) arrives at a 
"theory," namely a model which is generally accepted as being in con-
formity with more observed facts than any feasible alternative model. 

In practice, unfortunately, the difficulties are quite formidable. The 
development of quantitative methods for the estimation of economic re-
lationships has been rapid in recent decades, but we still have a long way 
to go. As Stigler wrote in 1949, "The economist as a scientist is where 
the physicist was when he was discovering the properties of the lever, not 
at the stage when he was discovering the laws of motion." And, "The 



chief reasons for economics' undeveloped state are that the objective 
study of economic phenomena began relatively recently, and the phe-
nomena to be explained are in their totality very complicated."33 

Much of the empirical work which has been done in the analysis of 
oligopoly behavior has taken the form of "case studies" or "industry 
histories," in which the courses of prices and other aspects of firm or 
industry activity are examined in detail, and an attempt is made to re-
late what happened to one or another aspect of existing oligopoly theory. 
Nicholls, in his excellent study of the cigarette industry, for example, 
shows how during one period of time the firms' actions were consistent 
with the "kinked demand curve" hypothesis,34 while during other periods 
they seemed clearly in tacit collusion, with one firm apparently mutually 
agreed on as the price leader.35 

A N EXAMPLE USING THE M A R K E T STRUCTURE APPROACH 
We conclude these brief remarks on the importance and difficulties of 

relating hypotheses to observable facts, with a brief summary of some of 
Bain's empirical work on market structure. In one study, 3 6 Bain examined 
average profit rates and degrees of concentration in a number of different 
industries, and concluded that a "critical level" of concentration occurs 
roughly when 70 percent or more of the market is controlled by the eight 
largest firms. Industries with more concentration than this average sub-
stantially higher profits than those with less concentration, and for those 
with less concentration there appears to be no particular relation between 
average profit rate and degree of concentration.37 In another study, 3 8 

Bain constructed measures of the barriers to entry in each of 20 indus-
tries, and classified the industries as having "very high entry barriers," 
"substantial entry barriers" or "moderate to low entry barriers." Com-
paring average profit rates of the dominant firms in the industries in 
each class, he concluded that profits average substantially higher in the 
first class than in the other two, but that there was no substantial differ-
ence between the averages in the second and third classes. 

We can combine and summarize the results of these two studies in the 
form of a multiple regression equation as follows : 3 9 

Let 
Y i t = I30 + faXut + fcXzu + foXzu + u i u 

where: 
Y i t = average annual profit rate as a percent of equity (after income 

taxes) of the dominant firms in industry i in period t; 

¿ = 1 , 2 , • • - ,20, 
¿ = 1 , 2 ; 



Xut = 0 if t — \ y 1 if t = 2; 
X2it = 1 if industry i is classified as having "very high" entry barriers, 

0 otherwise; 
XUt = 1 if industry i has more than 70 percent of the market controlled 

by the 8 largest firms, 0 otherwise; 
Uu is the unobserved error or disturbance term; 
jS0, fih fa, and ft are parameters to be estimated; 
the two time periods are 1936-40 for t=l and 1947-51 for t = 2; 
and the total number of observations is, of course, 40. 

The data are given in Table 6. 
Table 6. Profit rates and market structure classification variables* 

Industry 
Average profit rates 

1936-40 1947-51 
x 2 x 3 

Automobiles 25.2 23.9 1 1 
Cigarettes 21.1 12.6 1 1 
Liquor 15.2 18.6 1 1 
Typewriters 15.7 18.0 1 1 
Fountain pens (quality grade) 18.0 21.8 1 1 
Copper 8.5 14.6 0 1 
Steel 3.8 11.2 0 0 
Farm machinery and tractors 8.9 13.4 0 1 
Petroleum refining 6.6 12.9 0 0 
Soap 13.0 15.8 0 1 
Shoes (high-priced men's) 10.6 13.4 0 0 
Gypsum products 11.2 15.4 0 1 
Metal containers 9.3 10.7 0 1 
Canned fruits and vegetables 3.2 9.8 0 0 
Cement 5.2 14.3 0 0 
Flour 7.1 10.1 0 0 
Meat packing 3.0 5.1 0 0 
Rayon 13.2 18.0 0 1 
Shoes (diversified) 8.1 11.0 0 0 
Tires and tubes 7.8 12.7 0 1 

a See text for definitions of variables. Data are adapted from Bain, ibid., pp. 195-200. 
Also see Bain, ibid., for more complete definitions of industries, profit rates and the bases 
of classification. 

The least squares estimates of the ß9s in the regression equation, and 
related statistics, are given in Table 7. 

The statistics presented in Table 7 are rather remarkable: two-thirds 
of the variation in the 40 observed average profit rates is explained by 



Table 7. Regression results: Relation of industry profit rates to 
market structure classification variables 

Classification variable: X l 

Constant (Time 
period) 

X2 (Entry 
barriers) 

Z 3 (Concen-
tration) 

Regression coefficient (6) : 
Standard error (s) : 

6.748 3.430 6.689 3.859 
(0.993) (1.300) (1.149) 

Ratio t=b/s: 
Partial correlation squared : 

3.456 
0.249 

5.147 
0.424 

3.360 
0.239 

Adjusted multiple coefficient of determination: R2—0.668 

the three rather simple two-class classification variables, and each of the 
estimated regression coefficients is significantly different from zero 
(under the standard assumptions about normality of the error terms, 
etc.) at less than the one percent level of significance.40 Interpretation of 
the estimated coefficients is straightforward: (1) if one goes from an 
industry in period 1 to an industry in period 2, holding X2 and X3 con-
stant, the estimated average increase in profit rate is 3.43 percentage 
points; (2) if one goes from an industry with "substantial to low" entry 
barriers to an industry with "very high" entry barriers, holding Xi and 
X 3 constant, the estimated average increase in profit rate is 6.69 per-
centage points; (3) if one goes from an industry with less than 70 percent 
of the total market controlled by the 8 largest firms to an industry with 
more than 70 percent so controlled, holding X\ and X2 constant, the 
estimated average increase in profit rate is 3.86 percentage points; and 
finally, (4) the constant term, 6.75, is an estimate of the average profit 
rate for an industry for which X 1 = X 2 = X 3 = 0. 

The statistical results should not be taken too seriously, of course. As 
already noted, the sample of 20 industries was not random, and may 
well not be representative of the population of all industries. Also, there 
may be a possibility of biases entering unconsciously into the rather 
complicated and partly subjective procedures by which the entry 
barrier classifications were made. As in any regression analysis, there is 
the possibility of spurious correlation: the "explanatory" variables 
chosen may not be really causative, but happen to be correlated with the 
true but unconsidered causative variables. (One naturally raises the 
question, for example, why are some industries highly concentrated 
while others are not?) Nevertheless, Bain's work is at least suggestive of 
the possible potential for empirical analysis of at least some aspects of 
market performance (in this particular case, the determination of aver-
age profit rates) using the concepts of market structure. 



OLIGOPSONY 
All of our theoretical discussion has assumed pure competition on the 

buyers' side of the market, but there may of course be interdependence 
among buyers as well as among sellers. The analytical problems sug-
gested by this possibility are essentially similar in nature to those we 
have sketched for the sellers' side. A fairly exhaustive discussion, with 
special reference to markets for farm products, is presented by Nicholls.4 1 

APPENDIX 
Advertising in the Pure Monopoly Model. Let the demand function for 
the firm's product be represented by p=f(xi, x2), w i t h / i < 0 , / 2 > 0 , where 
p is price, Xi is output, and x2 is advertising expenditure. Total revenue 
is TR = pxi = xif(xu x2), total cost is TC—7(^1)+#2, and net revenue 
is NR=TR—TC=x1f(xu x2)—y(x^)—x2. Setting the partial derivatives 
of NR with respect to X\ and x2 equal to zero, we have the necessary con-
ditions for maximum net revenue : 

Xifi(xh x2) + f(x 1, x2) - y'(xi) = 0 
and 

Xif2(xh x2) — 1 = 0. 
The first condition is that marginal revenue equals marginal cost for Xi, 
and the second condition is that marginal revenue equals marginal cost 
for x2. The two conditions jointly determine both Xi and x2. The second-
order conditions for a maximum are 

X1/11O1, x2) + 2/iCzx, x2) - y"(xi) < 0 

(this is the familiar condition that the slope of MR must be less than the 
slope of MC for Xi) 
and 

(xi/11 + 2/i - 7")(zi/22) - (£1/12 + / 2 ) 2 > 0. 
(This requires, for example, f22 < 0 : "diminishing returns" to advertising.) 
Multiple Products in the Pure Monopoly Model. Let the demand func-
tions for the firm's products be represented by Pi=fi(x 1, • • • , xn), 
i— 1, • • • , n, where p7 is the price of product i, x{ is output of product i, 
and n is the number of products. Total revenue is 

n n 
TR = = Xipixi, • • • , Xn), 1=1 t=l 



total cost is TC—y{xi, • • • , xn), and net revenue is 
n 

NR = x i f ( x b — y(xh • • - > £»)• 
Setting the partial derivatives of NR with respect to the x/s equal to 
zero, we have the necessary conditions for maximum net revenue: 
Xitf(x 1, . • . , Xn) + f ' ( x 1, • • • , Xn) 

n 

+ X) Xjf<*(v h ' ' • ,xn) - yi(x 1, • • • , Xn) = 0, i = 1, • • • , n . 

This is the familiar marginal revenue equals marginal cost for each 
product, but in the marginal revenue functions account must be taken 
of the cross-elasticities of demand. The second-order condition for a 
maximum is that the matrix of second-order partial derivatives of NR 
with respect to the x/s be negative definite. 
Price Discrimination when the Markets are not Independent. The situa-
tion is mathematically the same as the multiple products case, with pi 
interpreted as price in market i, x{ as quantity sold in market i, and n 
as the number of markets. 



C H A P T E R 

Advertising in the 
Marketing Process 

ADVERTISING is a special form of promotion. Promotion may be 
defined as those activities of a firm whch are intended to enhance the 
output of the firm for consumers without altering either the physical 
characteristics or location of the output in time or space. In a profit-
motivated firm all activities are intended to enhance the output of the 
firm. Manufacturing does so by altering the physical characteristics of a 
set of resources. Product development is intended to find new specifica-
tions for manufacturing which will further enhance the output of the firm 
for potential buyers. Distribution is intended to enhance specific prod-
ucts in the eyes of potential buyers by altering the position of the prod-
ucts in time or space. All of these activities are for the same purpose— 
increasing the value of the firm's output; they are all equally relevant to 
the selling or marketing problem.1 The unique thing about promotion is 
that it alters the image of the firm's output rather than the output itself. 

Firms may compete for sales in a variety of ways. Usually a sales 
program consists of a variety of related activities. The relationship 
among these activities may be such that the effort on one is wasted with-
out meeting minimum requirements of the others. For example, adver-
tising may be wasted if product identification, distribution, or product 
quality is inadequate. Factors considered in a sales program include 
product design, packaging, pricing, special merchandising deals, distri-
bution, personal selling, advertising, and publicity. Each of these is a 
basis for competition. Advertising is not the most costly form of promo-
tion. There is undoubtedly much more spent on promotion through per-
By JAMES D . SHAFFER. This chapter has benefited from critical reviews from 
Kenward L. Atkin, Department of Advertising, Michigan State University; 
William S. Hoofnagle, Economic Research Service, U. S. Department of Agri-
culture, and many colleagues in the Department of Agricultural Economics, 
Michigan State University. 



sonai selling than through advertising—but advertising is the purest type 
of promotion and may fairly represent the problems involved with pro-
motion activities in general. 

"Advertising is mass, paid communication, the ultimate purpose of 
which is to impart information, develop attitude and induce action bene-
ficial to the advertiser."2 The function of advertising is to communicate 
such messages to potential buyers as will increase the propensity to buy 
products or services of the advertiser. 

In the United States advertising is classified as to media and as to 
whether it is national or local. Table 8 shows the estimated volume of 
advertising expenditures for the United States in 1962 by these classifica-
tions. It is estimated that almost $12.4 billion was spent for advertising 
during 1962. This was about $600 million more than the $11.8 billion 
spent in 1961. The 1961 expenditures for advertising were 2.3 percent 
of gross national product and about 3.5 percent of personal consump-
tion expenditures. Advertising expenditures were only about $1 billion 
less than net farm income. 

As Table 8 indicates, the rank of media in terms of expenditures was 
newspapers, direct mail, television, radio, business papers, and out-
door (billboards). It is impossible to tell how much of this advertising 
was directed toward consumers and how much was directed at firms. 
However, we know that all of the $600 million spent on business papers 
and part of the expenditures for direct mail, miscellaneous, newspapers, 
and magazines was advertising directed at firms. This is significant to 
market structure because one of the incentives to vertical integration is 
the possibility of reducing selling costs. 

The distinction between national and local advertising has special sig-
nificance because it is a factor in determining rate structure. Newspapers, 
for example, usually charge much lower rates (lower by one-third to 
one-half, usually) for local advertising than for national advertising. 
THE ROLE OF THE ADVERTISING AGENCY 

The advertising agency is a highly specialized marketing institution 
devoted to the design and placement of national mass media advertise-
ments. In the United States the role of the advertising agency in the or-
ganization of the market is greatly influenced by the informal rules gov-
erning the relationships of advertisers, agencies, and national mass media. 
The media practice is to give advertising agencies a 15 percent discount 
on all advertising they place at national rates. The result is that an ad-
vertiser has to pay 17.67 percent more for advertising space or time than 
an advertising agency. The bulk of agency income comes from the 15 



Table 8. Advertising volume in the United States in 1962, preliminary estimatesa** 
Medium Millions Percent of total 

N e w s p a p e r s 
Total $ 3 , 6 8 1 . 4 29 .7% 
National 781.6 6.3 
Local 2 ,899 .8 23.4 

M a g a z i n e s 
Total 973.0 7 ,9 
Weeklies 519.0 4.2 
Women's 199.8 1.6 
Monthlies 223.2 1.8 
Farm national 31.0 0.2 

T e l e v i s i o n 
Total 1 , 8 9 7 . 0 1 5 . 3 
Network 975.5 7 . 9 
Spot 611.0 4.9 
Local 310.5 2.5 

R a d i o 
Total 736.0 5 . 9 
Network 45.8 0.4 
Spot 228.8 1.8 
Local 461.4 3.7 

F a r m P u b l i c a t i o n s (regional) 3 4 . 0 0 . 3 

* T o t a l F a r m P u b l i c a t i o n s ( 6 5 . 0 ) ( 0 . 5 ) 

D i r e c t M a i l 1 , 9 3 3 . 0 1 5 . 6 

B u s i n e s s P a p e r s 5 9 7 . 2 4 . 8 

O u t d o o r 
Total 170.5 1.4 
National 115.0 0.9 
Local 55.0 0.5 

M i s c e l l a n e o u s 
Total 2 , 3 5 8 . 7 1 9 . 1 
National 1 , 4 0 0 . 0 1 1 . 4 
Local 958.7 7 . 7 

T o t a l 
National 7 , 6 6 0 . 9 6 1 . 9 
Local 4 , 7 1 9 . 9 3 8 . 1 

G r a n d T o t a l $ 1 2 , 3 8 0 . 8 1 0 0 . 0 % 

** Revised. 
a Printers' Ink, January's1, 1964. 
* Included in other media totals—not to be added. 



percent discount. To earn the commission, an agency plans the ad-
vertising program for its clients, designs advertisements, supervises pro-
duction and places the advertisements. Frequently the agency also 
conducts a certain amount of market research in connection with the de-
velopment of marketing strategy for the client. The agency may also pro-
vide a variety of other related market services. The amount of services 
and research furnished without extra cost usually varies with the size of 
the account. Agencies may also service local advertisers on a fee basis 
and provide special service on a fee basis to national advertisers. 
THEORY AS A GUIDE IN DETERMINING ADVERTISING APPROPRIATIONS 

The problem faced by a firm in determining an optimum advertising 
budget is very complex. The problem is complex because the solution 
involves relationships between a number of variables which are diffi-
cult, if not impossible, to measure. Economic theory suggests the adver-
tiser should, in order to maximize profit, spend on advertising until the 
last dollar spent just equals the profit from the sales produced by that 
dollar. More precisely, a firm should determine selling expenditures, 
price, and level of output by equating the marginal revenue of selling 
expenditures to its marginal cost, and equating the marginal revenue 
of output to its costs. This, of course, assumes a firm which has control 
of the quantity of the advertised product offered. This is a basic notion 
included in the analysis of selling costs in standard economic theory texts.3 

Economic theorists have established a number of further propositions 
for advertising and profit maximization under different conditions. Dorf-
man and Steiner, for example, provide a proof for the theorem, "A firm 
which can influence the demand for its product by advertising will, in 
order to maximize its profits, choose an advertising budget and price 
such that the increase in gross revenue resulting from a one dollar in-
crease in advertising expenditure is equal to the ordinary elasticity of 
demand for the firm's product." They include as advertising any expend-
iture which influences the shape or position of a firm's demand curve 
and which enters the firm's cost function as a fixed cost. The proof as-
sumes the functional relationship between quantity and price and adver-
tising to be continuous and differentiable.4 

Hoos formulates the theory of advertising appropriations as follows: 
If . . . we limit ourselves to a single-product, profit-maximizing firm 
which advertises and which is concerned with a single period under 
certainty and which borrows funds to supplement its own capital and 
also makes outside investments, the equilibrium static solution can be 
stated in the following necessary marginal conditions: output, advertis-



ing expenditure, investment in the firm's own operation, and the firm's 
outside investment are carried to the point where the firm equalizes its 
marginal rate of internal return, marginal rate of advertising return, 
marginal interest rate of borrowing, and marginal interest rate of out-
side investment. 

He elaborates this statement with a skeleton model.5 

Theoretical development for adequately dealing with advertising ex-
penditures is far from complete, however. Hoos says of his own model: 
"This type of solution suffers from the same shortcomings as those of 
the Buchanan and Dorfman and Steiner models, except that here bor-
rowing and investment are explicitly reflected."6 Such shortcomings in 
the treatment of advertising costs in the theory of the firm include, "for 
example, assumptions of a profit-maximizing firm operating under cer-
tainty in a static, monoperiodic, single-product setting."7 

Chapter 6 dealt with the problems of price determination for firms in 
imperfect or monopolistic markets. The conclusion there was that the 
price set by a firm in interdependent markets will depend upon the as-
sumptions made about the reaction of competing firms. The price is not 
specifically determinant. In determining the optimum appropriation for 
advertising, a firm must take into consideration the reaction of other 
firms.8 Some attention has been paid to the application of game theoretic 
models to this problem.9 

It has often been argued that no expenditures would be made for ad-
vertising under conditions of perfect competition.10 But this is true be-
cause of the assumption of perfect knowledge. To assume this is relevant 
to firm policy is misleading. The fact that a firm is one of many produc-
ing a product and is facing a horizontal demand curve does not pre-
clude the possibility of profitable advertising. Assuming the horizontal 
demand curve as ex-post, it would, of course, not be logical to advertise. 
However, the intent of promotion is to alter the demand for the product 
and if it is successful, the firm may not face a horizontal demand curve. 
It is not possible to say, on the basis of theory, whether or not a firm op-
erating under conditions of pure competition could successfully differen-
tiate its product. There is abundant empirical evidence of fungible pro-
ducts being packaged, branded and profitably differentiated by adver-
tising. 

There is a very significant gap between the economic theory of opti-
mum advertising and the practices of firms in actually setting appro-
priations. This is not necessarily because firm managers do not under-
stand that profits would be maximized by equating the marginal value 
product of advertising with its cost, but is due rather to the difficulties 



of measuring both the relevant costs and the benefits in a complex prob-
lem of interdependent discrete variables. Variable production and physi-
cal distribution costs are usually functionally related to output and there-
fore can be budgeted and controlled. Promotion costs have no neces-
sary or certain relationship with output. 
RESEARCH AND THE EVALUATION OF ADVERTISING 

Can the effects of advertising on sales be isolated? Can the sales re-
sults of advertising be predicted? In some cases, the answer to both ques-
tions is probably yes—within limits, but in many cases the answer is prac-
tically no. The difficulty of the measurement problem starts with the fact 
that all advertising is not homogeneous. There is no reason to believe 
that two different advertising messages will have the same effect on con-
sumers, and there is no reason to believe that the same message heard 
the second time or repeatedly will have the same effect as at the first ex-
posure. The response of consumers depends not only on the message, but 
on the mental framework of the individual at the particular time the mes-
sage is heard. This framework includes his response to previous competi-
tive advertising, the world situation, and the weather. In fact, it cannot 
even be accepted with certainty that a particular advertising expenditure 
will enhance the product in the eyes of the consumer. 

Colley,11 in Defining Advertising Goals for Measured Advertising 
Results, argues that advertisers should not expect to be able to measure 
the isolated effects of advertising on sales. The complex of factors influ-
encing sales is usually so interrelated and subtle that it is often impos-
sible to assess the influence of the advertising expenditures. He argues 
that the results of advertising should be measured in terms of specific 
intermediate goals: that advertising should be viewed as a means of trans-
mitting messages and measured in terms of the effectiveness of the com-
munication. The effectiveness of advertising would thus be evaluated in 
terms of such measures as the percent of the population reached by the 
message, the percent understanding the message, the increase in the per-
centage knowing of the brand or product, the percentage change in the 
favorable attitude toward the product, and the percentage buying the 
product for the first time. 

Advertisers in the United States spend millions of dollars each year 
for research on advertising. This research is designed to aid in the crea-
tion of advertising messages, to pretest advertisements, to aid in the se-
lection of media, to measure the changes in exposure or attitudes, and 
to show changes in relative sales volume. 

Media research provides the advertisers with estimates of the size and 



characteristics of audiences of the various media. Audience research can 
provide such information as the number of persons who saw an adver-
tisement, the number who read it, and the number who understood it. 
Surveys are made not only to find out how many listened, or read an ad, 
but also to find out the extent of comprehension of the message. Research 
services are also available to measure the effect of advertising on attitudes 
and changes in attitude toward products. 

At least one research organization offers a service relating the adver-
tisement to the purchase.1 2 By survey they determine the number who 
read the particular advertisement and of these the percentage who 
purchased the product. This is then compared with the number who did 
not read the advertisement and the percent of this group who purchased 
the product during the time period considered. This provides the data 
for an estimate of the immediate effects of the advertisement. It is as-
sumed that the difference in purchases between those exposed to adver-
tising and those not exposed is due to the advertisement. It is possible, 
however, that persons who were planning to buy the product anyway 
would tend to read the advertisement but those not planning to buy it 
or a similar product would not. 

Advertising research is conducted not primarily to prove that past de-
cisions were good or bad but to aid in the planning of advertising expendi-
ture in the future. Measurement of past results is useful only as it can be 
applied to improving future decisions. Thus, much of advertising research 
is designed to aid in evaluating alternative advertising programs and in 
the creation of advertising messages. Copy research, for example, con-
sists of testing advertisements on samples of people before the copy is 
used in order to get consumer reaction. Surveys are made to identify buy-
ers and nonbuyers or heavy and light buyers of products. Knowing the 
characteristics of the audiences of the various media and the character-
istics of heavy and light users may provide an opportunity to use differ-
ent messages to different groups. It may be important to direct different 
messages to different audiences, for a message which would sell one 
group might antagonize another. The uncertainty involved in determin-
ing effects of advertising is, however, illustrated by the fact that it is not 
yet clear whether it is more profitable to concentrate advertising expen-
ditures on the groups which are heavy users of a product or on those 
which are light users. 

Advertisers and their agencies also seek through various survey tech-
niques to determine consumer's motivations, interests, attitudes, and 
habits in order to aid them in designing advertising that will make their 



products more appealing. This information is also used to suggest prod-
uct innovations which would increase sales. 

Almost all large advertisers of branded products buy research which 
indicates changes in the market share of their brands. In many cases 
this information is made available by local areas and by characteristics 
of buyers. The success of advertising seems frequently to be judged more 
in terms of the change in market share than in change in total sales. This 
may well be a significant measure, since promotion is more likely to influ-
ence relative share of a market than the total amount of the product 
sold. Total sales are often influenced more by general business conditions, 
changes in population, and other factors than by advertising. 

One of the major problems of measuring advertising results in terms 
of sales is that it is difficult to assign the effect of advertising to a particu-
lar time period. How long does the good will accruing from the presen-
tation of an opera on television last? Should the expense of recruiting a 
new customer be charged to his first purchase? Such questions as these 
lead to the controversy of whether advertising should be treated as an 
investment or as a current operating expense. Waugh says, "Current sales 
and current profits do not depend upon current advertising expenditures. 
Rather they depend upon the 'advertising charge,' in other words, upon 
the accumulated effects of past and current advertising expenditures."13 

He suggests the concept of the advertising decay curve, analogous to the 
half-life concept for radioactive materials, as a way of looking at the 
longer-run effects of advertising. The concept suggests that there may be 
some regular rate of decline for a particular type of advertising. 

There are, of course, statistical procedures for relating past advertising 
expenditures to past sales. While many such studies have undoubtedly 
been made by individual firms, they are not available to the public. How-
ever, since the late 1950's the U. S. Department of Agriculture has been 
working with agricultural commodity groups in an effort to evaluate 
certain aspects of their promotion programs. Hoofnagle,1 4 in reporting 
on these quantitative studies, divides them into four groups based upon 
the measurement techniques used. These are: subdivided time series, 
test and control markets with matched cities, multiple regression analy-
sis, and controlled rotational experiments. 

The subdivided time series technique is based upon audits of sales, 
usually in a test market using a sample of stores, before, during, and af-
ter a promotion. The assumption is usually made that promotion is the 
only significant variable related to sales variation among the three pe-
riods. A lamb promotion study 1 5 using this technique, however, ap-



pears to have left much to be desired in obtaining definitive results. The 
assumption that other things would remain the same did not hold true. 

The test and controlled market technique involves the selection of 
matched cities, using one set as control and the other as the experimental 
cities. 

The assumption underlying this technique is that all factors affecting 
sales, except advertising and promotion activities, will change at the 
same time, in the same direction, and to the same extent in the test and 
control cities. . . . The proper use of the technique entails the grouping 
of cities in matched pairs and then randomly selecting one city from each 
pair as a test city. . . . Of course, when the test and control city technique 
is used . . some variables do not necessarily remain constant or 
change to the same degree in both groups of cities even for a short 
period of time. As "insurance," the collection of data bearing on these 
factors to the extent available during the experiment, in both the test 
and control cities, will permit statistical adjustment to be made, if 
necessary, using multiple regression techniques, and will add materially 
to the reliability of the results.16 

A study of the effect of promotion on cottage cheese used one control and 
two test cities.17 In this case, considerable differences occurred between 
the control and the test cities in some variables, other than advertising, 
which might be expected to influence the sales. While data were avail-
able indicating the extent of the change in some of the variables, they 
complicated the analysis. With only a few observations it was impossible 
to adequately isolate the effects of promotion. 

Two types of multiple regression studies have been made in an effort 
to evaluate the effects of advertising. One of these might be called experi-
mental and the other historical. The experimental study is set up to esti-
mate the effects of a particular promotion effort. An example of this type 
of study is one conducted by the United States Department of Agricul-
ture with the objective of evaluating a nation-wide promotion campaign 
for orange concentrate conducted during September-November 1959. 1 8 

Monthly price and quantity data from a national consumer purchase 
panel for the period August, 1954, through August, 1959, (base period) 
were used to predict the sales price relationship which would be expected 
each month following August through July (experimental period). The 
promotion was conducted from September through November, 1959, and 
consisted of expenditures of about $4 million by 22 cooperating proces-
sors for media advertising, consumer and dealer contests, and consumer 
price-off coupons in newspapers and magazines. In addition, the Florida 
Citrus Commission intensified dealer-service and public relations activ-
ities. It was estimated that the volume of concentrate that was sold would 



have sold only at an average price of at least two cents less than the price 
received over the 6-month period had there been no promotion. If this 
is correct, the gain in revenue greatly exceeded the cost. By the end of 
the six months the effects of the 3-month promotion had apparently 
worn off, since the price was back to the predicted level without promo-
tion. The basic assumption of this analysis is that the functional relation-
ship between causative factors and sales determined for the base period 
continue to hold in the experimental period. Since sales in the experi-
mental period may be beyond the experience of the base period, the as-
sumption is that the relationships may be projected to higher levels of 
sales. The advantage of this technique over the simple segmented time 
series technique is that other variables affecting sales may be taken into 
consideration. This technique would not be adapted to the measurement 
of the effects of promotion where changes in sales due to promotion 
were small relative to the unexplained variation in the sales. 

A study conducted by Nerlove and Waugh on the advertising of 
oranges over a 50-year period is an example of the use of the historical 
multiple-regression study.1 9 The basic regression equation fitted took 
farm value of sales as the dependent variable. Quantity sold, consumer 
incomes, current advertising expenditures and average advertising expend-
itures over the preceding ten years were the independent variables. All 
data were in per capita terms and all dollar values were deflated by the 
consumer price index. The lagged variable was designed to estimate the 
carry-over effect of past advertising. The authors conclude: 

Organized orange growers are now spending about IV2 percent of their 
gross income for advertising and promotion. Our equation indicates that 
if orange production remained constant an added dollar of advertising 
would raise the gross returns to orange producers by over 20 dollars. 
Thus, if orange production were held constant, the orange growers 
would obviously find it profitable to spend more for advertising. But 
when supplies are uncontrolled, it is impossible to judge the long-run 
effects of advertising without taking account of such matters as the 
long-run elasticity of supply and external economies or diseconomies. 2 0 

This also points up one of the special difficulties related to advertising 
of agricultural products, the lack of supply control, which is discussed 
later in this chapter. 

A number of other studies have been published using multiple re-
gression analysis in the attempt to evaluate advertising.21 This type of 
study suffers from the same statistical and conceptual problems as are 
involved in price analysis using regression techniques.22 Variations in 
the procedures used can have a very significant effect on the outcome of 



the analysis. Time series data for independent variables are often highly 
intercorrelated and it is difficult to isolate the effects of a single variable. 
Further, the cause and effect may be reversed. In some cases adver-
tising expenditures are determined by taking a fixed percentage of ex-
pected sales, in which case changes in sales cause changes in advertising 
expenditures rather than the reverse. 

Controlled rotational experiments have also been used in an attempt 
to assess the relationship of advertising to sales. An example is a United 
States Department of Agriculture study of apple promotion.2 3 The study 
involved three treatments—an apple use theme, a general health theme, 
and a control with no advertising or promotion. These treatments were 
alternated among six cities in a Latin squares design with observations 
based upon sales records of twelve retail stores in each city. The data 
were subjected to analysis of variance and covariance. This design, ac-
cording to the authors, . . makes it possible to obtain estimates of di-
rect and subsequent one-period carry-over effects of each treatment." 2 4 

By varying the treatments according to an experimental design a greater 
degree of control is provided than in the simple matched city experi-
ment. In this particular study, sales of Washington state apples were sig-
nificantly different from the control at the 95 percent level of confidence 
for one theme and at the 90 percent level for the other. No significant 
carry-over effect was detected for the subsequent four-week period. 
One of the difficulties with this type of study is that the number of obser-
vations is limited (because of expense) and thus, with the kinds of varia-
tion usually found, quite large changes are required before statistically 
significant results are obtained. In this study, for example, more than a 
20 percent difference was required in order to obtain a significant test 
at the 95 percent level of confidence. 

Because of the difficulty in measurement and accounting, most firms 
find it impossible or judge it unprofitable to do the necessary research 
to equate the marginal value product of advertising to its cost. As a re-
sult, they develop practices which may appear to an economic analyst 
as little more than arbitrary rules of thumb. Unfortunately, little is known 
of the details of the practices, and we can do little more than classify 
some of the most common of them in rather general terms. If we are 
to understand the behavior of firms and the possible effect this behavior 
may have on the structure of the market, it is important to review and 
discuss some of the practices followed. 
METHODS USED IN DETERMINING ADVERTISING APPROPRIATIONS 

Hundreds of methods are used by firms in determining their actual 
appropriations for advertising. A single firm may use several different 



techniques for different products depending upon the stage in the life 
cycle of the product, the predictability of advertising response, the na-
ture of the competition, and the relative importance of the product in the 
firm's product line. The following is a classification of practices used in 
setting advertising appropriations.25 

Arbitrary amount, residual funds, available funds. Some firms simply 
set an arbitrary amount for advertising often based upon trade practices. 
They do not know the relationship between advertising and profit and 
do not consider it worth the cost of finding out. Another technique is 
the residual funds approach. In this case the other claims against liquid 
resources are met first; the amount left is spent for advertising. The 
available funds approach may be followed by a firm with great faith 
in advertising but with limited liquid assets. It may be used by a new firm 
attempting to enter products into a highly advertised market area. In 
this case the firm spends all the money it can get for advertising. This 
would seem to include the case of Alberto-Culver, a producer of beauty 
products. The firm, in 1955, had gross sales of $400,000 and the next 
year spent $311,000 for advertising. In 1960, the company spent $10.1 
million for advertising and had sales of $14.9 million. The sales goal of 
the company is $100 million by 1966, and the company president ex-
pects this amount will require an expenditure of $40 million in advertis-
ing. The company philosophy seems to be to offer distinctive products 
at prices high enough to support national advertising. Leonard Lavin, 
the president of the company, gives the following example of their ad-
vertising-price policy. 

In 1961, VO-5 Hair Spray was introduced in a seven-ounce size for 
the premium price of $1.50, while the parasites were selling 15 ounces 
for 99 cents. Naturally, at 99 cents the price brands were not able to 
advertise, and so were unable to market their brands on a national 
basis. . . . By the end of 1961, VO-5 Hair Spray was in first place and 
the market had grown to 90-million consumer dollars. 

This was an increase of $15 million over the previous year. 2 6 

Percent of sales or profits. The most common practice of firms in the 
past seems to have been the percent-of-sales approach.2 7 The percent-
age may be of past sales or of expected future sales. It is not clear what 
basis is used for establishing the percentage or how flexible the percent-
age might be. It would appear to differ little from the arbitrary approach. 
Those using this approach appear to look at sales as a source of funds 
for advertising rather than at advertising as a source of sales. There are 
several possible explanations for the popularity of this approach. It pro-



vides management with a budget technique relating sales and adver-
tising; if there is no basis for evaluating the results of advertising, it 
may at least reduce the cost of making the appropriation decision. The 
approach may also be one of those rules of thumb, arrived at by trial 
and error, which provide satisfactory results for the firm. Another pos-
sible explanation is that the general adoption of this approach within an 
industry may contribute to competitive stability. 

The average percentage of sales spent on advertising within an in-
dustry is generally known. By sticking to the common industry adver-
tising percentage the firms may avoid an advertising war which might be 
as costly as a price war. Much advertising is of a defensive nature, and 
the general adoption of a common percentage of sales for advertising 
by an industry might lead to industry profits higher than would exist 
with unrestricted competitive advertising expenditures. Competitiveness 
in advertising is then reflected largely in the quality of the advertising 
rather than in the volume of expenditures. This comes to about the 
same thing as the meet-the-competition approach discussed below. An 
approach similar in appearance is the percent-of-profit method. There 
is little analytical justification of such an approach other than the fact 
that it sets a limit for advertising appropriations and is a method of ar-
riving at them without expensive analysis. 
Fixed dollars per unit of product. An approach similar to the percent-
of-sales method is that of setting aside a fixed amount for advertising 
based upon past or projected sales. It appears to be the approach fol-
lowed by many large manufacturers of consumer durables. We know 
little about how the number of dollars to be spent per unit is derived. 
These approaches have a special significance in terms of the business 
cycle. If advertising is based upon either a percent of sales or a fixed 
amount per unit sold, then it will tend to amplify the business cycle. 
Joyce reports on the behavior of the 100 largest advertisers in the United 
States during 1960-61 recessions: 

. . . 74 of the 100 leaders increased their budgets in 1960 over 1959, and 
70 spent more on advertising in 1961 than they spent in 1960. Total ex-
penditures by the 100 leaders, including the 30 who cut budgets, were 
higher in 1961 than they were in 1960. In contrast, expenditures by all 
advertisers in the United States decreased. 
However, many of the leaders who did not decrease advertising were 

producers of foods and consumer soft goods which were little affected 
by the recession. These firms may have been basing their advertising ap-
propriations upon a percent of sales or fixed amount per projected unit 
sold. Joyce continues: 

Among the less than one-third of leading advertisers who cut their 



budgets in 1960 were the four major automotive companies, two tire 
companies . . . two oil companies . . . and three appliance companies. . . . 
Auto makers, of course, set budgets on the basis of so many dollars per 
car sold, and are not regarded as forward-looking advertisers.28 

In the case of durables, we do not know for sure if sales were down be-
cause advertising was down or if advertising was reduced because of 
lower sales. Nor do we know for soft goods if advertising was up or main-
tained because of higher sales or if the higher sales were the result of 
higher advertising expenditures. 
Appropriations to meet the competition. An element of this approach 
probably enters into most of the other methods of establishing the ad-
vertising budget. Because the objective of most advertising is either 
to take sales away from a competitor or to keep him from taking them 
from you, the expenditures for advertising by competitors is a very im-
portant factor in the appropriations decision for many firms. There 
may develop an advertising leader in an industry just as there may be a 
price leader. The phenomenon is much the same. If each of a small num-
ber of firms attempts to maintain its historical share of the market, and 
advertising is an important factor in determining the share, advertising 
leadership is likely to develop. In discussing this approach, which he 
calls competitive parity, Dean states: 

The defensive nature of a large proportion of advertising outlay, de-
signed to check the inroads of troublemakers, may account for the 
method's popularity. For example, in the antitrust case against the big 
three tobacco companies, the explanation advanced by American and 
by Liggett & Myers for following the lead of Reynolds in a 1931 price 
advance was that the revenue was needed to match Reynold's increased 
advertising.29 

Objective and task approach. This approach involves the definition 
of objectives, the specification of the means or tasks to achieve the ob-
jectives, and the estimation of the costs of each task. The advertising ap-
propriation is then the sum of these costs. Frey refers to this as the re-
search-objective approach. Objectives are presumably based upon re-
search and progress toward the objectives. In discussing this approach, 
Frey says : 

It has much to recommend it. It seems to avoid arbitrariness, to give 
some attention to the opportunity for advertising, and to relate expendi-
tures to a specific goal. It avoids blind reliance on past conditions or on 
relationships within the company or the industry. Whether all those 
companies claiming to use the method—and the number has increased 
greatly over the years—actually are truly scientific in their approach is 



open to considerable question. . . . Advertisers who state that they use 
the method often have trouble in explaining just how they arrived at 
the amount of advertising necessary to reach the established objectives. 
They may find it difficult to explain how they arrived at the objectives 
The objectives themselves may be established with too little regard for 
their implications.30* 

The method does not provide any clue as to how values are assigned to 
the various objectives or how the objectives are selected. This general 
approach seems to be the one advocated by the Association of National 
Advertisers.31 

Dollar-contribution method. The dollar-contribution method starts 
the same as the objective and task method but carries the process on to 
an estimate of the contribution of each task. This may not be based upon 
research but rather on judgment or agreement among a management 
group. It is recognized that advertising may substitute for other selling 
expenditures, such as salesmen's salaries. Estimates are made of returns 
on expenditures for another salesman and compared with the same 
amount spent on advertising. Finally, the expected return from an invest-
ment in advertising is compared with expected returns from alterna-
tive investments. The dollar contribution will be estimated usually on the 
basis of expected increase in sales multiplied by a fixed estimated profit 
margin.3 2 

The dollar-contribution method can be refined to a marginal analysis 
in the case of incrementally observable results. For example, a mail or-
der firm soliciting by direct mail may very well be able to make the kinds 
of calculations suggested by the marginal analysis. However, the great 
majority of firms operate under conditions of considerable uncertainty 
in regard to the total long-run relationship between advertising expendi-
tures and profit, and therefore tend to use one or more of the other 
techniques in setting the level of their advertising appropriations. 
THE SPECIAL PROBLEMS FACING AGRICULTURE 

Farmers are at a relative disadvantage in the profitable use of adver-
tising and other promotion compared with large producers operating un-
der conditions of imperfect competition. Farmers typically operate in a 
stage of production with increasing marginal costs and are faced indi-
vidually with horizontal demand curves. Where this is the case they 
can benefit from promotion only if the farm price of the product is higher 
with promotion than without it. A firm selling under conditions of im-
* Albert Wesley Frey, How Many Dollars for Advertising, © 1955. By permission of the Ronald Press Company. 



perfect competition may benefit from promotion by simply selling more 
of the product at the same price because of economies of scale in pro-
duction or distribution. It may, therefore, be profitable for a processor 
or distributor to promote a product, though promotion of the same prod-
uct might be unprofitable for the farmers producing it. 

The products of most farms are fungible, frequently purchased by 
experts, and the quantity produced by any one farm is usually small. 
Even a relatively large expenditure for advertising per unit sold from an 
individual farm would provide too little total money to differentiate sig-
nificantly the products of the farm. 3 3 Because of the difficulty in profit-
able product differentiation for individual farms, farmers have sup-
ported commodity promotion groups. In 1962 there were about 1,200 
such groups with combined annual expenditures of over $700 million.34 

The agricultural commodity promotion groups may be classified as 
farmer cooperatives, producer groups with voluntary membership, 
and producer groups organized by law such as councils, commissions, 
boards, and state agencies. A 1958 survey of agricultural promotion 
groups found the following situation: 

Groups depending primarily on voluntary support represented 30 
percent of all groups reporting expenditures and accounted for 38 
percent of the total spent by all groups. Farmer cooperatives ranked 
first in number of groups promoting, but were second to voluntary 
groups in expenditures. Groups such as councils, commissions, and 
boards, that depend primarily on taxes imposed by law or assessments 
and check-offs approved by the producers or processors through referen-
dum, contributed substantially to the promotion of farm products. State 
departments of agriculture also reported promotional expenditures, 
thought not so large in total as the other three groups. . . . About 39 per-
cent of the total promotional support was obtained through voluntary pro-
cedures, 38 percent through taxes, assessments, or check-offs, 22 per-
cent through allocation from sales receipts. . . . Strictly commodity 
promotional programs (oriented toward a commodity, i.e., milk without 
further identification) received 57 percent of the total funds allocated. 
Remaining funds were about equally allocated between the promotion 
of branded products and products or commodities identified with a 
specific area of production.35 

The situation of each of these types of commodity promotion groups 
is, of course, somewhat different. Cooperative groups which brand their 
products and are in a position to regulate the supply sold under the brand 
do not have promotion problems uniquely different from other firms and 
will not be considered further in this section. 
Assessment and management problems. Voluntary groups promot-



ing a commodity rather than a brand have the special problem of obtain-
ing contributions from the many producers of the commodity. Since the 
product of those contributing to the promotion is not distinguishable from 
the product of those not contributing, one will benefit as much as the 
other. There is, therefore, no direct relationship between the cost and 
the benefit to the individual farmer. Even if it is highly profitable for 
the group to advertise, the individual grower will benefit the same whether 
or not he, as an individual, contributes. This being the case, the job of 
organizing and maintaining the voluntary group is difficult and may be 
expensive. 

There are three items of expense which are not encountered by an in-
dependent firm. (1) A considerable amount of money may be required 
to recruit members.3 6 (2) Additional expenses are involved in collecting 
the money, which usually involves relatively small amounts from a large 
number of farmers. (3) Finally, there is a cost resulting from the propen-
sity to advertise in such a way as to impress the sponsors rather than 
simply maximizing the impact of the promotion on consumers. 

The effectiveness of commodity promotion groups is limited by the 
political nature of many of the decisions. The management has little flex-
ibility, especially with respect to the total amount to be spent on promo-
tion. This is fixed by legislation, vote of members, and the number par-
ticipating. One frequent result is that too little money is made available 
to do any significant promotion, so that as a result that which is available 
is wasted. Similarly, it may be advisable from an economic point of view 
to spend more for advertising some years than others, but it is politically 
difficult to transfer funds from one year to the next. A commodity group 
may have more than one type of product to promote. Members produce 
different varieties and grades, for example. The tendency is to allocate 
expenditures among the products based upon "political" decisions rather 
than on strictly economic criteria. 

A further management problem involves the relationship with the ad-
vertising agency. The boards of commodity groups are usually not spe-
cialists in marketing and fail to define clearly specific promotion objec-
tives. Many critical decisions are left to the advertising agency. While 
most agencies are reputable, the method of agency compensation may 
encourage some to recommend media advertising in cases where field 
men, package design, or some other marketing activity might be more 
profitable. 

As in all groups with specialized managers, there is a problem of dif-
ferences in the objectives of the managers and the members. The efforts 
of the management may be directed toward the survival and growth of 



the organization rather than the provision of maximum benefit to indi-
vidual members. 

The difficulty of organizing and maintaining voluntary promotion 
groups and the problem of the nonparticipator have led to the establish-
ment of state agencies for the purpose of promoting specific prod-
ucts. These agencies are usually called commissions, councils or boards. 
They usually have the right to impose a tax on growers based upon 
units sold; a check-off plan is usually provided. The legislation may 
specifically establish the agency and the tax or it may be only permis-
sive, requiring a vote of growers for activation of the program. The pro-
motion legislation may be tied in with provisions for marketing orders. In 
some cases the law provides for a refund of the promotion tax on appli-
cation.3 7 

The particular assessment difficulty of the state commissions is that 
they control only those growers within the state, and most commodities 
are grown in a number of states. Consumer advertising without state-
of-origin identification of the product will, of course, be simply com-
modity advertising benefiting products grown in other states as much as 
that paying for the promotion. Even where the product is adequately 
identified it may be difficult to convince consumers that identical prod-
ucts grown in different states are different. A state group may succeed 
in differentiating the product through brand identification and a quality 
control program. It may also be successful in promoting the product in 
the marketing channels and winning a place on more supermarket shelves 
without consumer advertising. 

The distinction between the voluntary group and those with legally 
based assessments is not clear-cut. The revenue for the voluntary group 
may come from a check-off collected by processors or the assembly or-
ganization. A bargaining cooperative or a processor may, for example, 
vote to assess its members on the basis of their sales and send this money 
to the commodity promotion group. The assessment would be vol-
untary, since an individual producer selling to the processor or selling 
through the cooperative may apply for a refund or exemption from the 
assessment. However, there is a significant advantage to the promo-
tion organization in requiring the farmer to make a special effort to be 
excluded rather than a special effort to be included. 
Supply control problems. Agricultural commodity promotion groups 
usually lack control of the output of the product they promote. Access 
to the market is usually unrestricted, and initiating production does not 
require prohibitive amounts of capital or new skill, especially for those 



already producing similar products. The cross elasticity of supply 
between many agricultural products is high. Because of this, promotion 
expenditures stimulating a demand response which would be profit-
able with controlled output may be unprofitable with no supply control. 
Promotion resulting in a higher price of one agricultural product may, 
therefore, also raise the price of products with a high cross elasticity of 
supply with the promoted product. Nerlove and Waugh have shown 
that the profitability of advertising depends not only on the demand re-
sponse but also upon the elasticity of supply and the extent of external 
economies or diseconomies of scale.38 In fact, under certain conditions 
promotion of a commodity may result in unstable prices and lower aver-
age prices than would have existed without promotion.8 9 If, during a 
production period, promotion is successful in raising the price of the 
commodity and the higher price stimulates a large supply response, the 
price in the next production period may be below what it would have 
been without promotion. The result will depend upon the supply response. 
The production period is defined as the length of time required to bring 
a commodity into production. In the case of potatoes it is about one 
year and for cherries eight to ten years. During the production period 
changes in techniques and abandonment rates may alter quantities mar-
keted, but major changes in output are limited to succeeding produc-
tion periods. The response in initiating additional production may be 
spread over a considerable length of time, because farmers typically do 
not respond simply to the most recent price but to some estimate of fu-
ture prices based upon a series of past prices. In the case of a product like 
cherries, advertising effective in expanding demand and raising prices 
would result in increased plantings of trees each successive season over 
the 8-year production period. It would not be until the ninth and suc-
ceeding years that most of the depressing effect on prices of the increased 
plantings of trees would be felt. 

The problem for agriculture is further complicated by the "irre-
versible" nature of the supply curve due to the existence of fixed assets. 
It is relatively easy to attract capital to the production of an agricultural 
commodity, but capital which is committed to the product may not be 
easily transferred in response to lower prices. For example, plantings 
of cherry trees and specialized equipment for their care have little al-
ternative use. Thus, a given price reduction would result in a smaller 
change in supply than a price increase of the same amount. 4 0 

A number of models could be developed, based upon various assump-
tions about the response patterns. The important point, however, is to 
recognize supply response as a major factor in the formation of promo-



tion strategy by commodity promotion groups. Successful promotion of 
some products may depend upon the development of methods of limit-
ing excessive or uneconomic expansion of productive capacity. As a 
minimum, commodity promotion groups should see to it that good long-
run price predictions are available and understood, and should time pro-
motion activities to minimize the stimulus to supply expansion. The 
latter policy would probably include withholding promotion expendi-
tures during periods of relatively high prices, accumulating resources for 
periods of large supplies and low prices. 

Because of the nature of the supply-response and fixed-asset problem 
in agriculture, promotion may be most profitable for products with ex-
cess capacity. The promotions, if successful in raising the price of the 
commodity, would not attract new production and would increase the 
return to already committed assets which have little alternative use. 

Promotion may also be profitably undertaken by groups producing 
commodities under government price supports. The purpose of such 
promotion would be to reduce the government-held stocks of the com-
modity and the tax expense of the support program, thus reducing the 
political pressure for lower support prices. Since the promotion would 
not have an immediate effect on the market or support price, it does not 
create the supply-response problem. 
Marketing control problems. The marketing control problems originate 
because the commodity groups usually do not own, grade, package, or 
distribute the product they promote. This results in special coordination 
problems. Because of a lack of control of products, commodity promo-
tion groups may have difficulty coordinating supplies with special pro-
motion efforts. As Clement observes, . . some producer organizations 
have had the experience of launching a full-scale promotion only to find 
a shortage of supplies in the market, and prices unexpectedly at their 
peak." 4 1 Yet the success of the promotion may depend upon timing it 
with peak supplies, general availability in stores, and attractive con-
sumer prices. Both consumer mass media advertising and point-of-pur-
chase promotions may be wasted without some means of assuring ade-
quate supplies of quality products in the markets and stores. The prob-
lem of quality is of special concern to the fruit and vegetable promotion 
groups. A state promotion group may do its product more harm than 
good by identifying and advertising a product of inconsistent quality. 
Large advertisers of branded products maintain consistent quality be-
cause it takes only one experience with poor quality to lose the favor-
able consumer image of a product. Where there is no mechanism of con-



trol over quality sold an individual shipper may be tempted to make a 
quick profit by selling low-quality products in conjunction with the com-
modity group's promotion efforts. 

Most commodity groups also lack the control in the market necessary 
to utilize price promotions for the introduction of products and the ad-
vantages of coordinating package design with promotion themes. 

It is clear that it is important for the commodity groups to think in 
terms of developing total marketing programs rather than simply ad-
vertising programs. The total marketing program would include coordi-
nation in marketing, insuring quality control, attractive complementary 
packaging, field men to insure availability in the markets to coincide 
with promotion, coordination of point-of-purchase efforts with mass 
media advertising, etc. Such coordination is impossible under the pres-
ent organization of many of the commodity groups. A new type of in-
stitution designed to provide the market coordination of the products 
from the many independent producer-members is needed if they are to 
gain the full benefits of promotion.4 2 

ADVERTISING IN SOCIAL PERSPECTIVE 
Advertising is one of the most controversial aspects of marketing. 

Critics have argued that it results in a waste of resources, misinforms 
consumers, distorts their natural desires, debases the culture, and con-
tributes toward the concentration of market power. Proponents of ad-
vertising have argued that it reduces the cost of distribution, makes mass 
production with its low production costs possible, contributes to high 
levels of employment, encourages progress by stimulating hard work and 
quicker acceptance of new products, provides entertainment and educa-
tion by subsidizing the mass media, and adds utility to the products ad-
vertised. The purpose of this section is to look briefly at some of the so-
cial issues involved in these arguments. 
Information and utility. Advertising may add value to a product. If 
advertising adds to the usefulness of a product, it must then be con-
sidered a type of production, since production may be defined as the 
creation of utility. Knight observed, many years ago, 

Another factor of progress having exceedingly complex uncertainty rela-
tions is the changes in human wants. . . . Insofar as they result from a 
deliberate expenditure of resources, they become as all other economic 
operations. . . . In this respect the "production" of wants is like the 
production of goods. In fact, . . . the advertising, puffing or salesman-
ship necessary to create a demand for a commodity is causally indis-
tinguishable from the utility inherent in the commodity itself. 4 3 



A product is valued or desired by a consumer because of the poten-
tial utility or satisfaction it offers. Satisfaction is a subjective or psycho-
logical measure. The satisfaction that a product yields for an individual, 
therefore, depends both upon its characteristics and upon the personality 
of the individual. If advertising somehow makes a girl feel more beauti-
ful and desirable as a result of using a particular product, the advertis-
ing adds value or utility to that product for the girl. She will obtain more 
satisfaction from its use because of the advertising. In fact, the advertis-
ing may even contribute to the girl's beauty: if she feels more beautiful 
she may be more beautiful. Advertising may contribute a placebo effect 
similar to that which has been well documented in medical research.44 

Advertising can also add utility to a product for a consumer by in-
forming him of uses of the product. An advertisement linking a can of 
cherries with the image of a variety of delicious desserts in the mind of 
the consumer adds utility to a can of cherries for the consumer. Many 
products have been perceived as useless because of a lack of knowledge 
of their use. Tomatoes, for example, were not considered edible until 
information changed popular beliefs, thus creating a valuable food out 
of what had previously been a useless plant. 

Advertising, especially local advertising, which more frequently offers 
price and availability information, may also significantly reduce the con-
sumer's cost of searching for products. Information leading to a reduc-
tion in the costs in time and efforts of procurement is valuable. 

Much has been made of the distinction between information and per-
suasion in advertising, with many favoring informative advertising but 
opposing persuasion. The argument seems to be that it is a good thing 
to be informed but that the consumer is sovereign and his wants should not 
be influenced. However, the distinction between information and persua-
sion in advertising is not at all clear-cut. The intent of the advertiser is 
always to persuade: that is, to encourage the purchase of his products. 
If the advertising is not persuasive, if it does not influence wants, it is 
not good advertising from the advertiser's point of view. Basic human 
wants are general and can usually be met with a wide variety of goods 
and services fulfilling specific desires. The specific wants may be influ-
enced by all types of information. It seems impossible to differentiate 
between informative and persuasive advertisements.45 It may also be 
argued with merit that creating wants is not bad, per se, for new wants 
are the basis for improving the standard of living. 

However, there is another side to the argument that advertising adds 
utility to products. The advertisements may raise false hopes and bring 
disappointment rather than satisfaction. Advertising is not an unbiased 
source of information, and may therefore influence consumption in ways 



which reduce rather than enhance satisfaction. Some wants are better 
than others, but there is little in the structure of our society which causes 
advertising to promote those which are better. (The effect of advertising 
on beliefs and values will be discussed later.) There are, of course, laws 
prohibiting "dishonest" or false advertising. But a wide latitude is given 
and the laws are difficult to enforce. The courts have consistently ruled 
that "puffing" is legitimate in advertising. 

The relevant social question is not whether advertising provides a use-
ful service to consumers, for it certainly does—one which people would 
be willing to pay for if it were not offered in inseparable combination 
with goods purchased—but whether it is the best method of providing 
this service. It has been argued that the total amount of unbiased infor-
mation about products available to consumers may be reduced because 
of the large expenditures on advertising and the effect they have on the 
information media.45* Were it not for advertising offering a very large 
subsidy to the news media would consumer product information be 
treated as news and would more useful information be obtained for the 
expenditures? 
Effects on production and distribution costs. Another question arises 
as to the balance of social costs and benefits resulting from advertising 
and other promotion which expand the market for a firm's product and 
thereby make possible the reduction in unit costs of manufacture and 
distribution as a result of economies of scale and location. The extent 
of the market limits the degree of specialization. Observations of modern 
industry indicate that major economies of scale do exist. The proponents 
of advertising argue that advertising creates the mass market which makes 
low cost mass production possible. Economies of scale exist in both man-
ufacturing and distribution. The extent of the contribution of advertis-
ing to mass production and mass distribution is an unsettled empirical 
question. Advertising does seem to have the effect of making demand 
more homogeneous. There is evidence that advertising has expanded the 
demand for some products, and economies of scale have resulted.4 6 

Hoselitz makes a point of the higher cost of manufacturing in a society 
with an undeveloped mass information system. He cites the example 
of small manufacturers of particular items concentrating physically in 
the center of cities of India to the extent that workers are literally so 
close together that they bump into each other. The lack of physical 
space is so restricted that the output per man is greatly reduced. Schemes 
to increase output by the government have included the building of spa-
cious facilities at the outskirts of cities in so-called "industrial estates" 



to be made available at rates no more expensive than those currently oc-
cupied. However, the owners refuse to move. They refuse because they 
are convinced the result would be loss of sales. They feel they must be 
present with all their competitors in the center of the city to get a chance 
to sell. They are afraid that they would be missed by potential customers 
if they were absent from the usual market place. The existence of an ade-
quate means of promotion would probably make it possible for them to 
take advantage of the superior manufacturing location without the loss of 
sales.47 

Advertising may also reduce selling costs by replacing some more ex-
pensive selling activity. Advertising may, for example, reduce the re-
quirements for salesmen and sales clerks. Any significant savings in this 
labor could well pay the costs of advertising. This fact has recently been 
discovered in the U.S.S.R. : 

Russian marketing officials have suggested that, within limits, the added 
expenses resulting from advertising and product differentiation make 
possible somewhat larger savings in the operation of a self-service 
system. If the efficiencies of self-service are to be realized, the record 
shows, advertising and product differentiation seem essential.48 

Advertising may also reduce the cost of distribution by reducing the 
loss from spoilage of perishables and the cost of maintaining inven-
tories of products in excess supply. "For example, when a large ship-
ment of herring suddenly arrived, Soviet trade officials were criticized 
for not advertising in order to broaden the market. It was felt that this 
would have prevented the spoilage that eventually resulted."4 9 

The other side of this argument is that much advertising is simply a 
waste of resources adding to the cost of products. Most advertising is 
done by firms in monopolistically competitive or oligopolistic markets. 
Competition among a limited number of firms tends to be by advertising 
and other promotion rather than price. Much of their advertising is 
to meet the competition; the advertising of one firm simply cancels the 
effect of advertising by competitors. If real economies of scale exist could 
they not just as well be realized through price competition and would not 
the public benefit from the price competition? The relative potential 
for extending the market through advertising compared with price re-
ductions is a largely unanswered empirical question. 

The negative argument continues with the assertion that advertising 
is a major factor creating imperfectly competitive markets through dif-
ferentiation of products which are physically very similar. It is generally 
believed that the result is higher prices than might otherwise have existed. 
This leads us to the next topic. 



Effects on market power and concentration. It may be argued that 
advertising, by making product information available to a large number 
of consumers over a wide area, reduces the possibility of local monopoly 
profits. Better informed consumers are less likely to be taken advantage 
of. However, as mentioned above, it is not clear that advertising results 
in the optimum distribution of product information. Further, the pur-
pose of consumer brand advertising is to differentiate products which, 
if successful, will give the firm greater discretion in price policy (the de-
mand curve will not be horizontal, but will slope downward to the right) 
providing the opportunity to obtain monopolistic profit. 

The relationship between advertising and market concentration is 
much more complex than simply providing differentiated products. Ad-
vertising can be an important factor in market concentration and in lim-
iting effective entry into a market. There are two sources of economies 
of scale in advertising. The effectiveness of advertising is related to the 
number of consumer exposures to the advertisements of the product. There 
is some evidence that a sequence of exposures has more impact than the 
sum of the single exposures. The impact is cumulative, due to the process 
of reinforcement. A one-time exposure may simply be forgotten and 
have little effect, while a continued sequence of advertisements keeps 
the consumer aware of the product. Also, many of the most effective ad-
vertising media require very large total outlay but offer more exposures 
per dollar than media requiring less total outlay.5 0 

Most significant, however, is the fact that many more total advertising 
exposures can be purchased with a given expenditure per unit sold for a 
product with large sales than small sales. A hypothetical case will illus-
trate the process involved. Assume an industry with a large number of 
producers of a consumer product which is easily differentiated. Not all 
producers are of the same size. There are some economies of scale in 
manufacturing and distribution and it is found that sales can be in-
creased more profitably by advertising than through price reductions. 
Therefore, several firms begin to advertise. In order to compete, the other 
firms also advertise. Assume the product sells for $10 and the largest ten 
producers sell 100,000 units, compared with 50,000 for the other com-
petitors. The largest producers decide to spend $1 per unit of sales for ad-
vertising. At this rate they will be able to buy more than twice as many 
advertising exposures for their products as their competitors if they spend 
the same amount per unit of product sold. The result is that the largest 
producers' sales increase relative to competitors and this gives them a 
still greater advertising advantage. The advertising advantage will increase 
each successive year. The relatively small firms cannot compete in ad-



vertising because this would require them to sell their products at less 
than the cost of product plus the cost of advertising. 

Entry into an industry which is already concentrated and uses ex-
tensive consumer advertising is especially difficult. In order to gain ef-
fective consumer and retail acceptance for a product in competition with 
established firms, the new firm might be required to spend more for ad-
vertising than could be obtained from gross revenue during initial years 
of the product's introduction. 

The large advertisers also have an additional advantage due to the 
particular rate structures for many advertising media. Quantity discounts 
running as high as 30 percent are given to the large advertisers.51 In 
other words, the same television spot announcement might cost a large 
advertiser 30 percent less than it would cost a small advertiser. Further-
more, the rate applies not to a particular product but to the total of ad-
vertising placed by a particular advertiser, thus giving an advantage to 
the large multi-product firms. 

Kaldor observes, "Indeed, the problem is not so much to explain why 
this concentration should occur as a result of advertising, but why it 
should come to a halt." 5 2 

If the firms were subject to increasing average costs to scale, the in-
creased costs of manufacture or distribution might offset the advantage 
from advertising. However, with modern management, distribution, and 
manufacturing techniques, the cost advantage seems rather to be in 
favor of the larger-scale producer of many consumer products. At least 
scale economies seem to exist for the total of processing and distribution 
within very large ranges. 

However, several other factors seem to work toward the result of an 
oligopolistic market structure rather than monopoly. Consumers can be-
come saturated with the advertising of a particular brand, and increases 
in exposure bring diminishing returns. (In order to overcome this limit 
to expansion, firms may market several brands of very similar products.) 
The sales of many consumer goods depend upon the availability of re-
tail shelf space, much of which is controlled by a relatively few retail or-
ganizations. These larger retailers offer competition by allocating space 
to their own brands. They may also act as a countervailing power oppos-
ing the establishment of a monopoly in any product they buy. They would 
prefer not to have to buy from a monopolist. 

Also, once the number of competitors is reduced to a few, they may 
find it more profitable as a group to limit both price and advertising com-
petition. All of the firms will be large, and the smaller of the firms may 
have sufficient resources to maintain its share of the market even if 



it requires larger expenditures for advertising per unit sold. The final 
restraint is the existence of public policies opposing monopoly. Firms 
may behave in such a manner as to maintain several competitive com-
panies in order to avoid government regulation. 

An alternative hypothesis suggests that advertising may contribute 
to increased product competition by aiding established firms in effec-
tively marketing new products. Without advertising it might take many 
years for a new product or brand to obtain a place in the market. Also 
there appears to be a trend in the United States toward diversification by 
product line by major firms. Effective entry of these new lines may be 
enhanced by advertising. Thus while advertising may restrict entry of 
new firms or firms with limited resources, it may contribute to entry of 
new product lines by established well financed firms. A distinction there-
fore needs to be made between concentration in total productive capacity 
and concentration for a particular product. Advertising almost certainly 
contributes to concentration of the former, while it may not do the same 
for the latter under assumptions of realistic market situations. It is not 
at all clear that concentration would not occur in the absence of advertising 
in the real world of imperfect knowledge. 

The Federal Trade Commission has recently recognized the signifi-
cance of advertising and promotion as factors contributing to the re-
straint of trade. For example, this is a key point in the argument by the 
Commission hearing examiner who ruled that the acquisition of the 
Clorox Chemical Company, a manufacturer of a household bleach, by 
Proctor & Gamble was illegal, and issued an order which would re-
quire Proctor & Gamble to sell Clorox so as to restore it as a going con-
cern. This was true even though Proctor & Gamble was not previously a 
producer of household bleach. 

This finding was based upon the following factors, among others: 
Clorox's dominant market position was increased as a result of the ac-
quisition and the various advertising campaigns, sales promotion pro-
grams and devices subsequently employed by P & G. 
P & G's financial and economic strength and advertising and promotional 
experience as compared with its competitors in the liquid bleach in-
dustry; 
Its ability to command consumer acceptance of its products and to 
acquire and retain valuable shelf space in grocery stores because of its 
advertising and promotional experience and financial resources; . . . 
Clorox's ability, through aggressive P & G inspired advertising and 
promotional methods, to prevent the entry of additional competitors 



into the industry, and to prevent existing competitors from expanding 
by normal methods of competition. 
. . . . . . the ability of P & G's conglomerate organization to shift 
financial resources and competitive strength through a broad front of 
different products and markets and its ability to strategically alter the 
selected point of greatest impact as time, place and market conditions 
require.53 

The basic social question is not whether advertising contributes to eco-
nomic concentration and provides the means for effective restriction of 
entry to markets—for there is little doubt that this is true for products 
with the requisite production and promotion characteristics—but 
whether the resulting oligopolistic and oligopsonistic market structures are 
better or worse for society than a "competitive" structure of small firms. 
For one thing, in economic theory the judgment in favor of perfect com-
petition assumes consumers' wants are independent of producer influ-
ence. What happens to this norm and the concept of economic efficiency 
under social circumstances where, because of advertising, wants are not 
independent of producer influence? It is not at all clear that farmers fare 
better when they deal with a large number of small processors rather 
than with a few large firms. It is not clear that large numbers of producing 
firms provide better quality or lower prices, or develop more new prod-
ucts or respond more to the needs of consumers than do a small num-
ber of large firms. Both the theoretical and empirical questions remain 
to be resolved.54 

Effects on beliefs and values. Advertising is a marketing activity which 
has a number of indirect social effects. Some of these originate from the 
fact that advertising is specifically designed to modify the beliefs and val-
ues of the members of society. This can have a very significant influence 
on the character of the culture. The potential influence of advertising 
increases greatly as society becomes wealthier—because of greater gains 
to be obtained from advertising as a result of greater discretion in con-
sumers' choices—and as the techniques of mass communication improve. 
This issue will, therefore, be more critical in the future. 

Potter argues that advertising is an institution comparable to the 
school and the church in the extent of its influence upon our abundant 
society. He says that ". . . advertising . . . trains the individual for a 
role—the role of consumer—and it profoundly modifies his system of 
values, for it articulates the rationale of material values for him in the 
same way in which the church articulates a rationale of spiritual val-
ues." 5 5 He argues further that while the school and the church have 



acted with a considerable degree of social responsibility and have been 
more or less answerable to society "advertising has in its dynamics no mo-
tivation to seek the improvement of the individual or to import qualities 
of social usefulness, unless conformity to material values may be so 
characterized."56 

Modern advertising does not simply provide information about prod-
ucts but carries with it an attempt to define the good life in terms of 
the products being promoted. This good life is one of high levels of con-
sumption, not one of service or contribution. The good life of adver-
tising is having goods—not being good. Liberal use is made of prestige 
members of the society to identify specific products with this good life. 

The effect comes not simply from the thousands of commercial mes-
sages of the mass media but also from the effect of the advertising sup-
port and consequent dependence of the mass media on advertisers for 
business success. This dependence affects the quality of entertainment 
and information available through the mass media, and also tends to 
promote this narrow commercial concept of the good life. The type of 
television programming available is especially influenced by advertising. 
For our population as a whole more hours per day are spent in contact 
with television programming than in school.57 We also spend almost twice 
as much for advertising as for all of higher education.58 

The power to influence beliefs and values leads to political power. 
In a democratic society advertising, public relations, and the mass media, 
subsidized by advertising, may be used to influence political decisions 
in favor of the advertiser. The most direct approach is the use of insti-
tutional advertising. Advertisers can also influence the editorial content 
and treatment of news in portions of the mass media. Public relations are 
usually more subtle. An important technique is the preparation of com-
pany or industry propaganda for release through the news media as if 
it were news.5 9 An important institutional rule encouraging this type of 
activity is the fact that the cost can be included as a business ex-
pense and thus is deducted for the corporation income tax. Thus, in many 
cases at least 50 percent of the cost comes at the expense of tax revenues. 

The power of large oligopolistic firms to influence the rules of the mar-
ket, both formal and informal, through advertising and public relations 
has a potential to very significantly affect the allocation of resources, 
the distribution of income, and the adoption of new techniques. The 
concentration of industry concentrates this power in a relatively few 
hands. 

Of special significance is the effect of advertising on the balance of 
community expenditures between privately produced goods and those 
publicly produced. This is the problem Galbraith identifies as "social 



balance."6 0 He argues that a serious social need exists for larger expen-
ditures on such things as education, parks, safe highways, measures for 
control of delinquency, and basic research in both the physical and so-
cial sciences, and that an excessive part of our national income is allo-
cated to relatively useless items of personal consumption. To what ex-
tent the existing balance is due to the force of advertising and promotion 
of privately produced goods and the relative lack of promotion of goods 
and services necessarily produced in the public sector of the economy is 
an important question. 

The defenders of advertising, on the other hand, argue that advertis-
ing does not really formulate values but rather is simply a reflection of 
the values already held by society. Advertisers, they argue, simply 
find it profitable to identify with the things people already conceive as 
good. 

It is also argued that the advertising support of the mass entertainment 
and information media results in more and higher quality information 
and entertainment being available to everyone in the society than would 
exist without advertising. Thus advertising is a positive force for advanc-
ing culture. 

It may also be argued that many men have limited imaginations, that 
their need and ambition is to develop more and better wants rather than 
simply satisfy existing wants. Advertising supplies this need. In suggest-
ing new products and new uses of products, advertising also provides the 
incentive for hard work, which contributes to economic progress a value 
held by most people in the American society. At the same time, by in-
creasing demand, advertising stimulates production resulting in fuller 
employment—another socially approved goal. 6 1 The philosopher who 
asks to what purpose the increased production is put, whether it results 
in better people or happier lives, or who asks whether happiness might 
not better be served by reducing the discrepancy between wants and their 
satisfaction through limiting wants receives scant attention in our modern 
society. 

The basic question, nonetheless, seems to be not whether advertising 
influences the beliefs and values of members of society—for it certainly 
does to some extent—but rather in whose hands should this power be 
permitted to reside, and under what social control. 



C H A P T E R 8 

Quality Competition and 
Product Development 

IN AN advanced capitalistic society most firms actively try to differen-
tiate the quality of their product in order that the firm will not be "per-
fectly" competitive with others. Differences in quality of product are the 
normal rule rather than the exception. Quality competition among the 
majority of firms, including the food and farm supply industries, may be 
greater than price competition. Similarly, from the standpoint of social 
welfare quality competition may be a more "ideal" form of competition 
than the perfectly competitive model. 

The purposes of this chapter are to discuss the concept of quality com-
petition and the ways in which firms organize to utilize quality and prod-
uct differences. Quality is defined in the broadest generic sense to in-
clude color, shape, materials, design, grade, services, and other qualita-
tive characteristics. Products are differentiated if there are significant 
differences in any of the above attributes or characteristics. If quality 
competition or product competition is defined as all nonprice competi-
tion other than advertising and promotion, then it is difficult to imagine 
examples of many firms or industries in which quality competition does 
not significantly influence the action of firms. 

As an economy changes from agrarian to industrialized, trade changes 
from dealing in raw agricultural commodities to dealing with finished in-
dustrial products; a much wider range of quality variation is brought 
into the market. From the standpoint of the consumer, quality varia-
tion in wheat and flour in the early commodity markets is now supplanted 
by competition among many brands of bread, cakes, macaroni, break-
fast cereals, spaghetti, pie dough mixes, cake mixes, pancake mixes, and 
numerous other items. In the average United States supermarket there 
may be more than 100 items whose principal ingredient is wheat. For 
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the consumer, although her ability to differentiate has become more so-
phisticated, real or imagined differences in quality become more and 
more difficult to discern and evaluate. For the firm, variations in size, 
colors, shape and availability of packages, brand images, service, as well 
as differences in wheat characteristics, and other quality factors may out-
weigh price as far as competitive relationships are concerned. 

As education and income increase, the need for food to satisfy hunger 
changes to a want for a nearly unlimited number of kinds and varieties 
to satisfy eating experiences. Thus, quality differences and quality or 
product competition become more and more important not only in food 
but in almost all products as incomes, education, and industrialization 
increase. 

If economics is defined as a study of how society employs scarce re-
sources to satisfy wants, then homogeneity of product cannot be assumed 
in a normative model of market behavior. Since the degree to which wants 
are satisfied varies with variation in quality, the economizing of resources 
necessarily involves consideration of quality as well as price. As stated by 
one author, the desire for different product qualities is fundamental in 
welfare economics; and this means that "if marginal productivities can-
not be equalized in every alternative use then this is a 'loss' we must ac-
cept."1 If the consumer is willing to pay the extra cost, there is no reason 
for depriving him of this privilege of having a differentiated product. 

Pure quality competition in which price remains constant and quality 
and output are variables is not usual in our society, but important ex-
amples exist, as in the case of passenger fares and freight rates set by 
governmental regulation, where the only competition among firms is in 
services. Radio and television programs also operate in this country on 
pure quality competition since there is no direct monetary cost to the 
consumer. 

While these cases are important they are exceptions rather than the 
rule. Most economic activity involves variations in quality, in price, in 
promotion, and in output. With increasing industrialization and increas-
ing product variation, however, prices tend to become more and more 
sticky or sluggish. This does not mean that competition decreases, only 
that the area of competition shifts to nonprice areas: to advertising and 
promotion and to product and quality competition. 
THEORY OF CONSUMER BEHAVIOR 

A general theory of quality competition has not been developed to 
the degree or to the preciseness of price theory. Yet the concept of qual-
ity competition has long been recognized both in theory and in prac-



tice.2 If we are to explore this theory, or to gain some insight into the be-
havior of firms in quality competition, we must first analyze some char-
acteristics of the consumers to whom firms sell their products. 

All consumers have the desire for satisfying experiences, or all con-
sumers have basic wants. Food is not purchased merely to satisfy hunger 
and to provide a balanced diet by the most economical method.3 Food is 
purchased and prepared to provide a satisfying experience in its con-
sumption. Each consumer may desire a very broad range of various com-
binations of foods and beverages to satisfy his wants in eating. 

Basic wants or wants for experiences are translated into derived wants 
or the desire for particular products, when individuals think that a par-
ticular product will provide the means to a particular satisfying experi-
ence. A derived want is the desire for a product which actually or sup-
posedly will provide the means to a particular experience. Derived wants 
are changed into demand for a product through purchases. 

Each consumer has a broad constellation of basic wants. These wants 
are a function of tradition, mores and customs, and the social and eco-
nomic status of the individual. While basic wants tend to remain con-
stant, derived wants are changeable and are determined from basic wants 
and the limits of information concerning possible alternatives. Producer 
behavior in choice of product quality can be characterized in light of 
the imperfect knowledge consumers have of possible alternatives and in 
terms of the firm's efforts to produce products that will satisfy change-
able derived wants of consumers. 
THEORY OF FIRM BEHAVIOR 

Each firm produces products based on expected consumer wants. The 
quality of the product (shape, color, form, taste, size, and services at-
tached to its sale) is determined by the firm's estimates of current or ex-
pected consumer wants. As the firm does not have perfect knowledge 
concerning current consumer wants, the product quality is constantly 
subject to change by the firm when new knowledge concerning wants 
is uncovered. The firm strives to exploit existing demand for its products 
and to create new demand. It can do the latter in two ways: (1) it can 
alter consumers' attitudes and beliefs concerning the product by advertis-
ing and promotion or (2) it can alter the quality of the product to more 
closely conform to consumers' current preferences or prejudices. In either 
method the firm by necessity must continually try to obtain better knowl-
edge of consumers' activities, habits, tastes, wants, and customs. If new 
and better information is obtained, the firm can then vary the product and 
product quality experimentally to test new hypotheses concerning con-
sumer wants. The firm not only can vary quality experimentally to try 



to better meet consumer wants but it can actively search for innovations 
with the same end in view. 

Producers seek to maximize profit, or rate of growth or sales volume 
or share of market, or to attain some other goal. In so doing, the quality 
of product chosen may be a function of the qualities of the product of 
competitors. The wants most readily served are those that have been neg-
lected by other producers. Producers will not necessarily try to exactly 
match competitors' quality of product but will try to produce products 
unique in some details which the producer thinks will be judged supe-
rior by some consumers. Since consumers have a great diversity in 
their constellation of wants, the producer tries through quality differences 
to capture that portion of this constellation in which he may have the 
least competition.4 

In trying to capture a unique position of consumers' constellation of 
wants the firm may utilize three general kinds of quality competition. 
Vertical quality competition: wherein the superior of any two qualities 
is considered preferable by most buyers and the superior quality involves 
greater costs. (An example of this is color television compared to black 
and white.) Horizontal quality competition: wherein various people rank 
different qualities in a different order and cost differences, if any, are 
purely coincidental. (An example is a black car compared with a red 
car, or a Ford with a Chevrolet.) Innovational quality competition: where-
in changes are considered improvements by most buyers, and additional 
costs may or may not be involved. (An example is television compared 
with radio or the mechanical refrigerator compared with the ice box.) It 
should be noted that vertical quality changes have an effect similar to 
that of a price change, while horizontal and innovational changes do not. 

Horizontal quality competition is important in an industrialized capi-
talistic society. Different makes of automobiles in the same price range, 
kinds of stoves, refrigerators, television sets, radios, clothing, feeds, farm 
implements, retail stores, and many specific food products compete pri-
marily on the basis of horizontal quality differences. Although this is 
the actual basis of competition for most firms, each tries to lead consum-
ers to believe its product is better because of innovation or a vertical qual-
ity difference. Many firms actively and continuously try to develop innova-
tions. There is an initial competitive advantage in innovations, but this 
advantage is limited in duration as competing firms imitate the innova-
tor, resulting in horizontal quality competition until another innova-
tion is introduced. Thus, firm behavior in quality competition is a contin-
ual active contest between producers. 

In the theory of quality competition, the size of a firm is seldom deter-
mined by demand. In order for this to be true, a distinction has to be made 



between the concept of a firm producing a given product or group of pro-
ducts and the concept of a firm as an economic entity being potentially 
able to produce an unlimited number of different products. While the 
demand for a specified product will generally show a downward-sloping 
curve, this does not mean that the expected net revenue from additional 
units of investment by a firm ever need become negative. To say that 
the expansion of a firm which can produce an unspecified number of new 
products is limited by "demand" is to say that there are no additional prod-
ucts that the firm could produce profitably; or it is to say that there is 
no business activity in the economy which the firm could profitably enter. 
CONDITIONS FOR UNRESTRICTED QUALITY COMPETITION 

If quality competition is to be active and effective and is to conform to 
a pattern that maximizes consumer satisfaction through the use of lim-
ited resources, several conditions are necessary. Dissimilar alternatives 
must be technologically feasible—it must be possible to vary products or 
product qualities and consumers' knowledge of them. Firms must be free 
to innovate or imitate. There must be no collusion among firms. Buyers 
must have access to information about quality differences. While in most 
societies producers are free to innovate, various forms of protection (such 
as patent laws) are often given the innovator, so that imitation is only 
possible within certain limits. Similarly, many societies have legal restric-
tions on the degree of collusion among firms, and governments may re-
quire compulsory informative labeling of product standards. 
INDICATORS OF INTENSITY OF QUALITY COMPETITION 

The number of available products and available qualities of products 
is one measure of the intensity of quality competition. The degree of flex-
ibility of the qualities of a particular product is also an indication of how 
well quality competition is working and a measure of how well the di-
versity of consumer wants are being satisfied. Changes in shares of the 
market, if correlated with changes in quality, and changes in the compo-
sition of an industry (the entry of a new firm and the exit of old firms), if 
associated with quality changes, are also measures of the intensity of 
quality competition. Typically, quality competition involves the chal-
lenging of the status quo by a firm with a new quality that may provide a 
competitive edge and evoke a response of the challenged firms, in turn, 
with their own improved quality. The rapidity and degree of both chal-
lenges and responses are a measure of intensity of quality competition. 
IMPORTANCE OF QUALITY COMPETITION 

It has been suggested that innovations are the truly dynamic element 
in the economy, the source of credit, interest, and profit as well as busi-



ness fluctuations.5 Innovation, or quality changes in products and the 
competition among firms that it creates, is often intense. This is pointed 
out by Schumpeter: 

But in capitalist reality as distinguished from its textbook picture, [the] 
. . . kind of competition which counts [is] the competition from the new 
commodity, the new technology, the new source of supply, the new type 
of organization . . . it is hardly necessary to point out that competition 
of the kind we now have in mind cuts not only when it is in being but 
also when it is merely an ever-present threat.—It disciplines before it 
attacks.6 

Innovation or product development, while a creator of wealth and a 
creator of competition, is also a destructive force. Any new innovation 
must supersede the old. Whale oil replaced tallow, kerosene replaced 
whale oil and electricity replaced kerosene in lighting of homes. Schum-
peter uses the term "creative destruction" to describe this phenomenon. 
However, in nearly every case where the new destroys the old, the 
new results in more total economic activity.7 

Basically, quality competition is a process of adapting means (product 
quality) to ends (consumers' constellations of wants). The ultimate re-
sult is not perfect competition in the traditional sense and equilibrium is 
never obtained, except at some very distant point in time when no fur-
ther products or product qualities can be produced that will better sat-
isfy the wants of consumers at this point in time. 

Socially useful entrepreneurial activity thus consists not only of activ-
ity dealing with production methods, costs, outputs and prices, but also 
of (a) activity that seeks to achieve greater precision in satisfying wants 
in connection with the sale of existing products, by altering the knowl-
edge and attitudes of buyers, and (b) activity that seeks to achieve 
greater precision by altering the qualities of products. Furthermore, com-
petition in quality and innovation necessarily results in economic de-
velopment. 

In the absence of price competition, quality competition not only per-
forms much of the same function as price, but also promotes novelty, 
variety, and progress. Thus, even sluggish or sticky prices are not an in-
dication of the lack of competition. Even in markets with administered 
and coordinated prices, quality competition may still be an active com-
petitive force. 
DETERMINANTS OF QUALITY AND PRODUCTS CURRENTLY PRODUCED 

The qualities of products produced by a firm will be influenced by 
many things, including custom, standards, and the goals being sought 
by the firm.8 Profit maximization is undoubtedly a strong force in deter-



mining product quality. In some cases there may be a tendency for firms 
to deteriorate quality to the minimum acceptable level as a means of max-
imizing profits. This is characterized by an adaptation of Gresham's law, 
"poor quality products drive good products off the market." Because 
of this tendency and because consumer knowledge of the value of qual-
ity differences becomes more difficult in an industrialized society, more 
and more standards of quality are covered by governmental regulations. 
These may include compulsory labeling, minimum legal specifications, 
and tolerances of grades. Society thus becomes the actual regulator of 
quality in many products. Many industries such as drug manufacturers 
and agricultural pesticide producers, as well as food product and apparel 
manufacturers, are restricted in regard to the qualities of products which 
may be produced because of governmental regulations concerning their 
safety and use. 

Custom, habit, and past experiences of consumers are very important 
in determining what is currently being produced. Consumers may resist 
changes and innovations; their wants and horizons, though changeable, 
are limited. Yet it is nearly always possible to discover some new product 
or some quality change that serves a purpose better than an existing prod-
uct. Generally new wants are created by a producer. Even where con-
sumer resistance is strong, if the product is superior, the consumers 
can be taught over time to accept it and it will eventually replace the old 
product.9 

A N INCREASING COMPETITIVE STRATEGY 
A principal strategy of many firms is that of product planning or plan-

ning what to produce in the future. While in the Schumpeterian context 
innovation was an extraordinary event and the result of extraordinary 
efforts of new men and new business firms,10 our thesis is that innovation 
is a planned, organized and managed normal activity of most large bus-
iness firms in an industrial society. Innovation or product development 
as an integral part of firm activity is a fairly recent phenomenon, hav-
ing for the most part developed during the 20th century. It has resulted 
not only from an increased technological base of firm activity but also 
from changing social institutions. As early as the 1930's, authorities in 
the field noted that the tendency toward large-scale organization, the out-
standing characteristic of modern business, is largely a result of chang-
ing technology: better communications and transportation, better preser-
vation methods for food, technological developments in manufactur-
ing, and developments in managerial control equipment.11 

Without seeking to exaggerate the role of these mechanical aids (the 



typewriter, telephone, cash register, computers) it should be emphasized 
that without them the division of labor and delegation of responsibility 
which are necessary for the management and control of large scale 
enterprises would be difficult or impossible.12 

While largeness does have a technological base, it also has a social one. 
The adaptation of the corporation, or limited liability company to pri-
vate manufacturing business removed the most important limitation on 
growth and ultimate size of the business firm when it destroyed the 
connection between the extent and nature of a firm's operations and the 
personal financial position of the owners.13 

Thus, the technological base and the development of social institutions 
with limited liability for owners of firms have given rise to bigness in 
business. With bigness, technological developments and limited liabil-
ity have come the birth of the company research laboratory with planned 
invention and planned innovation. Even if a firm reaches a monopolistic 
position in a given product, that firm's size is limited unless it makes 
other products. Penrose very succinctly sums up this competitive ele-
ment, which necessitates planned innovation as a normal buisness ac-
tivity: 

Even when a firm exploits to the fullest possible extent the opportuni-
ties for monopolistic gain available to it [through exclusive patents, or 
through destroying competition], the protection afforded, though often 
extensive, can neither be complete nor absolutely certain. For many, if 
not most firms, the more effective long-run protection both against 
direct competition as well as against indirect competition of new prod-
ucts will lie in the firm's ability to anticipate, or at least to match, 
threatening innovations in processes, products, and marketing tech-
niques. In a society characterized by a widespread 'spirit of enter-
prise' and a highly developed technology, the threat of competition 
from new products, new techniques, new channels of distribution, new 
ways of influencing demand, is in many ways a more competitive in-
fluence on the conduct of existing producers than any other kind of 
competition. Its primary effect is to force a firm wanting to maintain 
itself in the market for any given product to learn all it can about the 
product, its market and, in particular, the relevant technology, and to 
endeavor to anticipate the innovations of other firms.14 

FACTORS THAT INFLUENCE DECISIONS 
The development of any new product which may better satisfy the 

consumer's constellation of wants and his changing parameters of wants 
may be profitable only if it is analyzed in the context of current social, 
economic, political and technological conditions, and the firm's projec-



tions of what these conditions will be in the future. Product planning for 
a firm is both strategic and long run: projections of social, economic, po-
litical, and technological factors which may affect the demand for a 
new or proposed product should be studied and analyzed. Within cer-
tain limits each of the factors may be predictable. Essentially, the suc-
cess of a firm may depend upon how well it predicts changes and how 
early it discovers new growth fields and growth products.1 5 A growth 
field is one in which there is substantial evidence that a real potential 
exists for expansion of sales of a product line. One of the most critical 
tasks in long-range product planning by a firm is the early identifica-
tion of the basic reason why growth fields emerge and change. Historical 
studies16 have shown that there is a high correlation between the rate 
of growth of an individual firm and the total market for its primary prod-
ucts. 1 7 Thus, the fact that company growth is related to growth product 
fields is significant because growth fields change frequently and often 
rapidly. Products, product quality, distribution channels, and even lines 
of business need to be changed with changing times if the generally ac-
cepted goals of firms are to be maximized. Thus, firm projections of 
trends in social, economic, political, and technological conditions often 
must be a continuous process. Sociological, economic, political, and tech-
nological determinants of growth fields and product development within 
growth fields are summarized below: 1 8 

Sociological Determinants of New Product Development 
Shifting expenditure priorities—public versus private consumption; 
preference shifts within product groups; the acceptability of substitute 
and synthetic products; relative emphasis on personal needs, home, 
transportation, communication, entertainment, health, community, edu-
cation, foreign versus domestic products, and so on. Also important 
have been factors such as increasing urbanization and the development 
of suburbia, the increase in leisure time, increased proportion of house-
wives employed, more younger people, more older people, and for 
agricultural marketing firms the trend toward greater and greater ac-
ceptance of convenience food products. 
Public and legal attitudes toward business—attitudes toward bigness, 
toward patent sanctity, toward what constitutes monopoly, toward in-
terstate commerce, restraint of trade, public control of prices, profits, 
labor and material costs, and so forth. 
Labor conditions—Labor pressures against automation and the intro-
duction of new products, the availability of a skilled labor pool, union-
management balance (this can be social, political, and economic), 
management flexibility in hiring and firing, and so forth. 
Education—the sophistication levels of consumers, the number of 



trained scientists and skilled personnel, educational institutions as mar-
kets for products themselves, increasing output of research, progress of 
educational institutions. 
Economic Determinants of New Product Development 
The demographic structure of the market—the size, location, age, ethnic 
structure, sex, and economic structure of future populations (this is 
partly social and partly economic). 
Expected consumer expenditures—incomes, distribution of incomes, 
inflation, depression, savings versus expenditures. 
Changing cost relationships—changing labor costs, increasing foreign 
competition, higher advertising costs, changing distribution systems, 
changing freight rates, changing production areas for product inputs. 
Political Determinants of New Product Development 
The role of government—the activities of state, local, and federal 
governments as customers, investors, competitors, quasi-judicial con-
trollers, coordinators of activities, and sources of information. 
International affairs—the general political atmosphere, foreign markets, 
overseas resources, tariff barriers, continuation of foreign aid programs, 
international monetary stability, possible military involvements, or the 
political recognition of certain nations. 
Technological Determinants of New Product Development 
The increasing scientific discoveries, the increased rate of technological 
change, increasing rate of obsolescence, accelerated rate of innovation, 
birth of company research laboratories, increased research spending, 
the increasing number of scientific workers, and the increasing need for 
scientific manpower. 
While all of these determinants of feasibility and potentials for new 

products will not be discussed in detail, each may have decided effects on 
the potential for any new product. Political aspects are becoming of 
more importance in agriculture and agricultural food processing, particu-
larly as many new technologies are cost-reducing and weight- and 
freight-reducing; thus the international marketing potentials increase. Sev-
eral large U. S. food dehydration firms were founded during World War 
II and initially financed by military contracts for their primary products. 
Thus, changing overseas commitments of U.S. armed forces alone may 
have decided effects on market development of and potentials for many 
new concentrated food products. 
PROCEDURES IN PRODUCT DEVELOPMENT 

New product development is highly competitive and is conditioned by 
the changing social, economic, political, and technological climate. Since 



the allocation of firm resources among products is a critical managerial 
decision, most large firms have a set of procedures by which possible new 
products are sought for and analyzed with a view to possible commer-
cial production. The procedures, which may be classified in many ways, 
are basically these: (1) exploration for possible products, (2) screening 
possible products to select the most promising ones, (3) business analysis 
to determine if costs, prices, and profits would be in line with desired 
company goals, (4) development of pilot lines or commercial production 
facilities, (5) testing to determine marketability. 

Exploration for new products and new ideas. The increased expen-
diture of commercial firms in industrialized societies in recent years 
for research and development is a well known and highly publicized 
phenomenon. In 1953 the National Science Foundation1 9 estimated that 
U.S. industry expended around $5.4 billion on research and develop-
ment. By 1958 the sum was estimated to be well over $10 billion; it has 
been increasing rapidly since then. A large share of the resources de-
voted to research and development is aimed toward innovation. There 
are many firms whose present size was based primarily upon innovations 
from patentable inventions, and clearly the inventive efforts undertaken 
in the research and development laboratories of private companies 
are strongly profit-motivated. In emphasizing the role of research and 
development in firm growth, Mees and Leermakers2 0 state: 

It is asserted far too often that small business cannot afford to support 
scientific research. Few businessmen can afford to support research. 
They carry out their research, as they do the rest of their operations for 
profit, i.e., to be supported by it, and if they are successful, they do not 
remain small, they grow. 
The increasing activity of business firms in science and technology is 

noted by Schmookler21 after analysis of a large number of patents: "In-
vention changed [during the first half of this century] from an activity 
overwhelmingly dominated by independent individuals to one less over-
whelmingly dominated by business enterprise." Nearly half of the cur-
rent inventions now come from research and development staffs of busi-
ness firms. More and more firms, in searching for new product ideas, start 
with their own research laboratories. Their research may be scientific or 
technological, fundamental or applied and may or may not result in pat-
entable inventions. 

While laboratories may be a source of new technological ideas for in-
novations, they may also be used as a means of checking the feasibility 
of new methods of satisfying consumers' wants. These activities are in 



a sense two polar extremes: one of them uses scientific and technological 
research to develop products which are then fitted into the consumers' 
constellation of wants. Through the other activity, marketing staffs de-
termine existing consumer wants that are not being adequately served, 
develop specifications for products, and then assign the ideas to technical 
and scientific staffs for research and technological development. 

The firm research and development laboratory, though an increasingly 
important source of ideas for product development, is far from the only 
one. Sales staffs, competing firms, guesses, hunches, external develop-
ments, and other sources of ideas are used. Typically, a firm may review 
thousands of product ideas and not atypically review social, economic, 
political, and technological developments in many segments of the econ-
omy to try to determine new areas in which it may wish to allocate some 
of the firm's resources. A food product company may enter product de-
velopment of airplanes (General Mills) and a machinery equipment com-
pany may go into furniture (Brunswick). The search for new product 
ideas can come from any number of sources. 
Screening ideas. From thousands of new product ideas from hundreds 
of possible industries, a new product committee or the research and 
development staff may screen out one or two to several hundred ideas 
for further analysis and development. Nearly any well equipped research 
and development staff can typically discover many times the number of 
products or processes that the company is able to develop because of the 
limited physical and financial resources of the firm. 

Experience has shown, in fact, that results available for application are 
not lacking from any active research laboratory. The extension of scien-
tific research in industry is limited by the financial requirements for the 
commercial development of results rather than by any shortage of de-
velopable results.22 

The screening stage in product development is an extremely critical 
one. The cost of time and equipment in discovering a possible new in-
novation typically is minor compared with the cost of gearing up for a 
pilot line or for commercial production. Discovery may cost thousands 
of dollars but pilot lines or commercial facilities hundreds of thousands 
or millions of dollars. 

Thus the possible products are screened in light of company resources, 
and in view of social, economic, political, and technological develop-
ments, and risks must be offset by potential financial gains. 
Business analysis. Business analysis of ideas which have been ex-
plored and screened is a normal rule before further investment. Some 



companies set standard requirements concerning profitability and return 
on investment. For example, one of the largest U.S. food distributors was 
founded on the basis of handling only those products in which there was 
a demand at a price at which one-third of the returns would be produc-
tion costs, one-third distribution costs or marketing costs, and one-third 
profit.2 3 

Preliminary business analysis is based upon empirical data and firm 
estimates of demand plus engineering projection or engineering esti-
mates of cost of production. The "demand" for a new product as viewed 
by the firm is seldom a demand curve as defined by the economist. 
More typically, price will be set on the basis of costs, a "normal" return 
on investment, competing product prices, or some other rather arbitrary 
basis, and "demand" will then be the quantities the entrepreneur thinks 
he can sell at a specific price. Business analysis may also include factors 
such as unused plant capacity, complementarity of product line, utili-
zation of by-products, economies of scale in distribution, and reduction 
of seasonality of business. If after preliminary analysis the new prod-
uct appears to meet the goals of the company, the firm may develop a 
pilot line for production for further testing. 
Experimental production. Each stage in product development typically 
becomes more costly. Exploration and discovery are relatively inexpen-
sive compared to experimental production, and this in turn is relatively 
inexpensive compared with commercialization. Therefore any action sub-
sequent to exploration, screening, and business analysis may be a major 
managerial decision, as further action may require the commitment of 
substantial resources. 

A pilot line for manufacturing of the new product may be developed 
for many reasons, including further development of cost data, develop-
ment of quality control procedures before commercialization, and to test 
consumer acceptance of the product. From laboratory or test-tube dis-
covery of a product to pilot-plant operations can be an extremely involved 
and costly process, both from the standpoint of physical equipment and 
from that of the time of technical and scientific personnel required. 
Testing. The new product from the pilot line may be tested for ac-
ceptance in many ways. Depending upon the nature of the product, it may 
undergo a series of chemical tests and physical tests, as well as consumer 
tests. For the latter there can be use tests, product tests, preference tests, 
sales tests, tests of advertising, elasticity of demand, and many other fac-
tors to attempt to answer, at an early stage, the questions "will it sell?" 
and "what will the market be?" Many tests are conducted from labo-



ratory-produced products, but a pilot line or pilot plant may be neces-
sary for test marketing. As a pilot line may cost a small fraction of com-
mercial installation and as most new product development is inherently 
risky, a pilot line and market testing are becoming more and more neces-
sary as a hedge against risk of failure.2 4 The final answer to the potentials 
for a new product, however, can only come through attempts to com-
mercially market the new product. 
PROFITABLE N E W PRODUCTS 

In oligopolistic or monopolistic markets competitors can react almost 
immediately to price changes. Where demand is inelastic, price cuts will 
not expand market sales greatly; since competitors can react fast, price 
competition will quickly reduce profits to all producers. In new product 
innovation, on the other hand, there are two distinct time lags in adjust-
ments by competitors.25 The first is the time it takes a competitor to 
determine whether a rival firm's innovation is successful. This may not be 
easily measurable either by the innovator or by competitors at early stages 
of commercialization.26 The second lag in time has to do with competi-
tors' adjusting to the innovation after it has been thought successful. 
Depending on the nature of the innovation, this time lag could be a few 
days or many years. A radical innovation in ship design could take many 
years to duplicate or imitate by a rival firm; in tractor design it may be 
as much as three to four years, since most firms do not change models 
more than once a year; new packaging materials for agricultural products 
might be duplicated in a few months' time. 

Before certain products can be commercially distributed or put on the 
market in large geographic or large population areas, many millions of 
dollars may have been expended. There can be no absolutely certain 
method of pre-predicting consumers' acceptance of the product.2 7 Any 
new product is a calculated risk or a calculated gamble of money invested 
against potential profits. To offset this risk, patents protect the investor 
in many countries of the world. Many major food processing and food 
distributing companies within the United States have succeeded largely 
on the basis of patents which prevented duplication by rivals.28 

Innovations based on patentable inventions may give a firm a monop-
olistic position in the production of specific products. In this case the 
time lag of competitors in adjusting to quality change could be many 
years. Profit potentials may, therefore, be greater from quality compe-
tition or product competition than from price competition, because of 
the time lags in a rival determination of whether the product is success-
ful and in development of a substitute product to compete with new 
product or quality of product as well as because of protection by society. 



Unless protected by some means, particularly patents, the life cycles 
of successful new products by individual firms often fall into a typical 
pattern. 2 9 Time is the principal variable (Figure 18). 

A new product is introduced by a firm. Consumer knowledge is lim-
ited, initial sales are low, consumers resist change, the new product may 
be bought by only a few venturesome consumers. Purchases are ten-
tative and experimental. As more and more consumers test the product, 
and as consumer knowledge becomes greater, sales of the new product 
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FIGURE 18. Typical life cycle of a successful new product. 
gradually increase. As sales volumes increase, profits increase. At some 
point in time, sales and profits accelerate rapidly to a peak and then de-
cline. 

After introduction and growth of the new product, rival firms tend 
to identify and determine the market and profit potentials, and attempt 
to imitate the innovation. Introduction and growth by competitors may 
take a shorter period of time and their profits may be less and of shorter 
duration. It is likely that the market saturation point for each in an in-
dustry will thus be obtained at nearly the same time, with each having 
a different share of the market. 

As new and improved products are introduced, the "new" product 
of the first time period becomes an "old" product, and sales and profits 
decline. If a firm expects to continue making profit from innovation, it 
thus must continually evolve new products, otherwise its own life cycle 
would be similar to that of a particular product. 
ORGANIZATIONS WITHIN THE FIRM FOR PRODUCT DEVELOPMENT 

The development of scientific and technical research departments of 
business firms has given rise to relatively new problems of administra-
tive control.3 0 Scientific research is necessarily nonstandard and indi-
vidualistic. But the very circumstances which render it difficult to con-
trol also intensify the need for control. Essentially, "research workers 
must have freedom" and "management must manage" are both partially 



true and partially mutually contradictory or inconsistent. Organiza-
tion, then, must set up conditions for the control or management of 
researchers who must have freedom. 
Research organization and strategy. Many firms have research and 
development departments, divisions, or committees. It should be 
pointed out that research and development, from the standpoint of man-
agement controls and of firm resources and entrepreneurial activity, are 
related but essentially different functions. Research, invention, patents, 
and development are not synonymous. Redman illustrates the economic 
difference between research and development in the following manner. 

The rank and file of men in business, and not a few in the halls of 
learning, appear to have the impression that knowledge gained in re-
search, if of potential value in industry, is ordinarily capable of im-
mediate application. They have heard it said that research is a gamble, 
but in this they fail to distinguish between research proper, which is 
relatively inexpensive, and the industrial exploitation of research, com-
monly called "development," which may be a costly procedure. They 
are surprised when told that it is not unsuccessful research that gives 
most cause for concern but it is the successful research that is to be ex-
ploited (commercially) in terms of a workable process.31 

In this light it is not an uncommon experience to find that the cost of 
impressing the name of the new product upon the public may be ten 
times that involved in experimental and developmental work leading to 
its production. Research may be "managed" within certain limits and 
research or scientific investigation, discovery, and patenting may be 
relatively inexpensive. To "develop" a product normally requires sig-
nificant allocation of firm resources. Thus, the organization of a firm 
for research and the organization of a firm for development, although 
overlapping, are of necessity different. The research operations should 
be such that scientific or technical feasibility can easily be combined 
with the commercial aspects of the firm (i.e., marketing, production, fi-
nance, legal, personnel, management) and such that research results can 
be shifted to commercial operations. The guidelines for organization 
listed here are principles for long-range planning for a firm in product 
development or in research and development.32 

Within the framework of goals, technological needs, and social, eco-
nomic, and political climate and forecasts of these factors, the firm de-
velops a research strategy. This strategy has to do with concentration 
of research and development, and also with how to keep in touch with 
external competitive developments, so that sudden advances by compe-



titors will not cause a serious loss of business and also so that the firm 
will not overlook exceptional exploitational ideas. 

Project selection within a research strategy may be broadly classified 
as (1) planning for improvements of current products, (2) planning for 
foreseeable new products, (3) planning for entirely new applications. 
Other classifications may be fundamental (scientific) or applied (tech-
nological). Many examples can be cited where technology has much pre-
ceded science: photography, for instance, had developed to a great de-
gree before any scientific basis for the processes was developed. The 
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FIGURE 19. Classification of new products in terms of market and technological newness. 

steam engine was developed before fundamental knowledge of gaseous 
heat exchange.33 Similarly, the development of products through pure 
fundamental research can also be cited. Carothers' work in linear super-
polymers began as an unrestricted foray into the unknown as part of 
Du Pont's research in fundamental chemistry—from this effort Nylon 
resulted.34 Relative merit of fundamental versus applied research may 
to a large extent depend upon the size of the enterprise. 

A useful classification of project selection for a firm in terms of tech-
nological and market newness is given in Figure 19. 

Some research strategy requires activity only by market researchers 
(e.g. new use of product) and some only by technologists (e.g. reformu-
lation of product). Other strategies may require interrelated and coor-
dinated research by both market and technological research staff. The 
interrelation between market factors and technological factors is appar-
ent in diversification. This requires new markets and a new technolo-
gy, and both must be considered at the same time. 



Integrating research results into business operations. Firm organiza-
tion should be such that technical feasibility of product changes or 
quality changes resulting from internal research can be easily integrated 
into the firm's operations, and that managerial discernment or external 
discovery of market opportunity can be matched to the firm's tech-
nological capability. Any basic change in product lines may affect the 
complete firm organization: the marketing, production, personnel, fi-
nance, legal, and management functions. Thus each major new product 
or major quality change should be evaluated for feasibility by each of 
the functional departments of the firm.35 

The shift of research results to commercial operations or commer-
cialization, however, is not easy. The inherent differences in the nature 
of research and the nature of operations compound the difficulty of the 
shift. Some literature suggests that entrepreneurial optimism and entre-
preneurial ambition make up one of the major factors contributing to 
the growth of a firm. Subjective human elements also are thought to be 
a major factor in the facility with which research is shifted to opera-
tions. By their very nature, researchers may be unwilling to release re-
search results at early stages of development; also researchers may not 
be aware of the commercial feasibility of their discoveries. Market gains 
through early initiation of a semiperfected product or process may be 
of considerably more value than those from a later marketing of a per-
fected product or process. From the operations standpoint, operational 
divisions may resist new technology because of high short-run costs af-
fecting short-run profit statements. Organizational structures to alleviate 
these problem areas vary widely. Research and development divisions 
may operate on profits from pilot operations. Staff bonuses to research-
ers may be paid on the basis of profits from commercialized ideas. 
Market introductions may be charged to a general fund rather than to 
an operating division. And operational efficiency may be based on "tech-
nological proficiency" as well as on profit statements. Strict accountabil-
ity of profits either to research and development or to operations may 
be a poor method of evaluating a firm or firm potential for growth and 
profits. Some firms which are highly research oriented and highly diver-
sified make a practice of allocating funds to their various subsidiaries 
on the basis of returns on investment. The divisions are allotted funds 
for expansion based on past performance. 

There can be no one form of organizational structure for the most 
effective research and development or product development effort for 
all firms. Yet general criteria or a general framework can be developed 
which will facilitate firm activity in this area. Product development by 



its very nature is often a direct responsibility of top management, since 
major decisions in organization and in product development may have 
to be made jointly and these may well predetermine the long-run po-
sition of the firm. 
THE IMPORTANCE OF PRODUCT DEVELOPMENT 

In evaluating the role of product development in agricultural mar-
keting, perhaps the most important factors are the numbers of products 
available in food markets and the increasing ability of the average con-
sumer to purchase them. Since the end of World War II, the number 
of food items available to the average U.S. consumer has probably in-
creased by over one third. The number of items carried in a U.S. super-
market has increased from less than 4000 items in 1948 to nearly 6000 
items by 1962. The average cost of these items has been decreasing 
whether measured in proportion of total income, constant dollar val-
ues, or the physical work necessary to purchase them. Recent studies 
of the cost of highly processed convenience food products at retail 
indicated that these products were in many cases cheaper than their un-
processed counterparts.36 Because of decreasing costs of production, 
handling, and marketing and increasing productivity of labor, the aver-
age American worker is able to buy increasing varieties of food at less 
real cost. 

The development of a new food product through new processing 
methods can have a decided effect on relocations of agricultural pro-
duction areas, and cause shifts in market structure and changes in per 
capita consumption of particular products. For example, the develop-
ment of frozen orange juice concentrate accelerated the shift of orange 
production from California to Florida. Per capita orange production in-
creased decidedly and total orange production has increased rapidly. 
The shift of potato production to Idaho from the North Central United 
States and from Florida, Texas, and California has been associated with 
the development of frozen French fried potatoes and dehydrated po-
tato products in Idaho. Onion production is shifting to California from 
the rest of the United States; this shift is associated with the relatively 
recent development of onion dehydration there. Poultry production 
shifted from the Midwest to concentrated areas in the South because of 
product improvement and innovations in production methods. 

Some questions on possible developments in product technology 
might appropriately be asked. If an acceptable dry whole milk powder 
is developed, what will be the changes in location and structure of the 
dairy industry? If freeze drying of meat becomes feasible, what will 
be the changes in location and structure of the livestock industry? What 



will be the economic effects on the food industry if preservation by 
irradiation becomes practicable? 

The rate of development of new food processing technologies and 
new food products has been very rapid. From a historical standpoint 
canning of food is a relatively recent innovation. Commercial freezing 
of food has primarily been developed since the 1940's. During and sub-
sequent to World War II, concentration of frozen fruit juices by several 
commercial methods, dehydro-freezing (currently being used on apples, 
potatoes, pimentoes, apricots and peas), and freeze drying were also 
developed, as well as many other drying technologies: spray drying, 
foam-mat drying, tunnel drying, flake drying on metal rolls and the 
"explosive puffing" process as an adjunct to tunnel-drying methods. 
These are but a few of the food processing methods that have been de-
veloped in a very short period of time. Moreover, irradiation is the sub-
ject of intensive research. Many of these technologies result in more 
convenient products at reduced cost. From these technologies hundreds 
of new products are being produced. 

Each successful new commercial product results in some redirection 
of economic activity and often in its expansion. For example, the recent 
development of many new potato products has apparently increased 
per capita consumption of potatoes and has greatly increased the retail 
sales value of the potato crop. U.S. per capita consumption of potatoes 
dropped from 198 pounds in 1910, to 132 pounds in 1930, and to 106 
pounds in 1950. In the early 1950's consumption was nearly stabilized 
and during the 1956-1961 period the trend in per capita consumption 
has reversed. During the 1956-1961 period a large number of pro-
cessed potato products were rapidly developed. These included pro-
cessed frozen French fried potatoes and other frozen prepared dishes, 
and dehydrated mashed and other dehydrated products. The production 
and consumption of potato chips also increased. In 1961 as many as 
30 different kinds of processed potato products were on the market. Be-
tween 1956 and 1961 annual per capita potato consumption of all po-
tatoes increased by 9.2 pounds. Annual per capita use of processed po-
tato products increased by 14 pounds while per capita use of fresh de-
creased by 4.8 pounds. The success of these new potato products is 
indicated by the fact that in the five years from 1956 to 1961 per capita 
annual consumption of processed potato products increased from 15 
pounds to 29 pounds, and by 1961 processed potato products repre-
sented 25 percent of all potatoes used as human food. 3 7 However, 
the 25 percent by volume of processed products was nearly equal in dol-
lar sales at retail to the 75 percent of the crop sold fresh in unprocessed 
form. Sales of processed potato products in 1961 were over $800 mil-



lion—nearly equivalent to all sales of fresh potatoes.3 8 Thus through 
the development of these processed potato products, several additional 
hundred million dollars are spent for potatoes each year by consumers. 
Much of this may be new economic activity for the economy; some, 
however, is a redirection in use of funds. 

Just as there are economies of scale in advertising (Chapter 7), so 
are there in product development and quality competition. In the mar-
keting of many new products, product quality and advertising and pro-
motion are intricately associated, and it is sometimes difficult to deter-
mine where one leaves off and the other begins. In the development of 
new agricultural products, often a change in form, as from raw to pro-
cessed, is associated with a great decrease in the number of firms mar-
keting the product. In the case of orange juice processing, approxi-
mately 65 percent of the Florida crop is now handled by half a dozen 
large firms, as compared with the hundreds of grower-packer-shippers 
who previously sent oranges to market. Thus the market structure of 
orange marketing has changed from an approximation of the perfect 
market to an oligopoly. This change is associated with product devel-
opment costs and with advertising and promotion costs. Similar results 
occurred or are occurring in potatoes, onions, poultry, and many other 
agricultural commodities affected by new processing technologies. The 
economies of scale in research, product development, and market de-
velopment (including advertising and promotion) are so great that there 
might be some speculation on whether in the future there will be any 
more food processing and distributing firms than there are automobile 
manufacturers. 

Changes in the factor markets, as well as product markets, have been 
important. Cost to produce the abundance of kinds and qualities of food 
has decreased rapidly because of product development in factor inputs 
such as mechanization, increasing yields of crops and livestock, gains 
from fertilizers and feeds and new crop varieties, and increasing inno-
vation in production processes. In 1940 one farmer in the United States 
produced enough food and fiber for about 13 people; by 1960 one 
farmer produced enough food and fiber for about 28 people. An index 
of farm output per man hour using 1957-59 as 100 gives an increase 
from an index of 37 in 1940 to an index of 120 in 1960. The index of 
output per man hour of livestock and livestock products increased from 
a value of 50 in 1940 to 122 in 1961, crops from 38 to 118. Thus, the 
physical output per unit of labor input has more than doubled in 20 
years for livestock and livestock products and tripled in production of 
crops. Agricultural productivity, a ratio of total outputs to total inputs, 
has been increasing rapidly. Using 1957-59 as a base of 100 the index 



of agricultural productivity within the United States has increased from 
an index value of 72 in 1940 to 106 in 1961. Again this is primarily 
due to product development in factor inputs, mechanization, fertilizer, 
better seeds and better yields both in livestock and animals because of 
advances in technology and science.39 

The output per man hour in factories processing farm food products 
has also increased rapidly but not as rapidly as that in farm production. 
Output per man hour in factories was approximately 30 percent higher 
in the United States in 1958 than in 1947-49.4 0 This again has largely 
been due to innovations resulting from technological developments in 
materials handling, packaging, electronic controls and continuous 
processes. During this period of time there was no appreciable substitu-
tion of fixed capital for labor. Technological improvements were at least 
as much fixed capital saving as labor saving. 

Innovations resulting from scientific and technological discoveries 
largely account for the great increases over time in productivity per 
man hour. One recent study has indicated that only 13 percent of the 
national increase in output per worker between 1910 and 1950 could 
be statistically explained by increases in capital equipment per worker; 
the remaining 87 percent was due to invention, changing technology, 
and innovation as well as improvements in quality of labor and better 
allocation of resources.41 Though this study was conducted under rec-
ognized conceptual difficulties and limitations, the results are illustra-
tive of the effect of innovational developments in factor inputs on labor 
productivity. 



CHAPTER 

Firm Growth, Diversification, 
and Integration 

ONE of the most dynamic elements in agricultural marketing in recent 
years has been the general increase in the size, diversification, and inte-
gration of firms. In the United States the integration of broiler produc-
tion has brought about great changes in marketing. Retailing has been 
similarly affected as firms have increased in size and branched out to 
offer a greater number of products. Since this growth and expansion 
have become so important in the overall marketing complex, it is ap-
propriate to devote some time to consideration of the factors involved. 

The dynamic nature of the processes involved renders ineffective the 
static theory of the firm, designed to answer questions of price, output, 
and resource allocation given certain assumptions. An analysis of growth 
cannot be static because management does learn from experience and 
research. In solving the various problems of a firm, management gains 
experience which allows it to obtain new knowledge as well as to im-
prove its ability to use new knowledge as it becomes available.1 Where 
knowledge of importance to management increases, the productive op-
portunities facing a firm will normally change. This implies that from 
the same set of physical resources a firm may be able to increase the 
quantity or improve the quality of its output over time. Further, there 
is an interaction between the use of resources and the capacity of man-
agement. The services that resources yield depend on the capacities of 
the men using them. But the development of the capacities of men is 
partly shaped by the resources with which they deal. The two together 
interact to create the special range and magnitude of services or pro-
ductive opportunity of a particular firm.2 

In addition, as implied in the previous chapter in analyzing growth, 
it is no longer useful to assume that demand is fixed. New products 
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come into existence without any prior demand. Hence, in a growth con-
text, it may be useful to treat the concept of demand as the opinion of 
the firm's entrepreneurs as to its alternative selling opportunities. To 
realize growth expectations, the firm may actively pursue policies of 
want creation. 
MEASURES OF F I R M GROWTH 

Various means could be used to measure growth: physical size, capa-
city of plants, or gross assets controlled by the firm. For purposes of 
this discussion, however, we have chosen gross sales, first, because the 
increase of sales seems to represent an important goal of many agricul-
tural market firms, and second, gross sales represent what the firm is 
doing rather than its potential or capacity. In addition this measure is 
probably the most popular one with the firms themselves. 

For many purposes it seems to be useful to consider firm growth in 
relative rather than absolute terms. To say that a particular firm increased 
its sales by $50,000 in the past year could be impressive if sales the 
year before were but $75,000. On the other hand, a $50,000 increase 
in sales for a firm which grossed $5,000,000 the year before would in-
deed be considered a modest, or perhaps even insignificant, rate of 
growth. But while rate of growth tends to put a given increase in sales 
in perspective by relating that increase to a base, it does not include 
all the useful information one might desire. For example, a growth rate 
of 10 percent for a firm with .01 percent of an industry's business may 
give an incorrect impression when compared with a growth rate of 5 
percent for a firm with 10 percent of that same industry's sales. 
FACTORS THAT INFLUENCE F I R M GROWTH 
Type of firm. These vary from single proprietorships to corporate bodies 
and public utilities. To consider growth as though all firms were 
similar in nature would be misleading. For one thing, growth and po-
tential for adjustment of the firm may be closely related to the make-
up of the decision-making unit of that firm—its management. To the 
extent that different types of firms have different management organi-
zations and abilities, they may adjust very differently. 

There are several important differences other than management. Par-
ticularly important are the differences between firm types with respect 
to taxation, financing, and continuity of organization. For example, a 
small sole proprietorship may have advantages in accumulating capital 
from a tax standpoint over a small corporation because of differences 
in tax schedules. But when the business becomes very large the advan-



tage may change, since the maximum corporate tax rate is lower than 
the maximum rate for a sole proprietor. 

From another viewpoint, the sole proprietorship may be at a relative 
disadvantage compared to the corporation, because it must transfer 
ownership every generation. If the transfer of ownership requires a great 
deal of credit, the purchaser of a sole proprietorship may be required 
to use all available funds for transfer purposes and little, if any, will be 
available for modernization, innovation or expansion. Consequently, 
the sole proprietorship could be at a relative disadvantage compared to 
the corporation, since the latter need not transfer ownership when its 
management is replaced. 
Social and cultural environment. Societal or environmental variables 
establish the business climate in a market economy. In effect they 
set the stage for managers of firms in their role as decision makers. The 
implications of social and cultural environment are often subtle and in-
variably complex. The many linkages between the social-organizational 
aspects of the society and the physical-economic aspects of production 
discussed in Chapter 2 become particularly relevant to decisions on firm 
size and organization. Many elements of human behavior may become 
customary; specialization and ways of doing things (role structure), when 
habitual, restrict the flexibility needed for major organizational change. 
Also social organization influences such things as values related to lend-
ing and credit transactions, the general level of sophistication of the ex-
change system, the extent to which businessmen receive the benefits from 
their efforts, and the general status of the businessman in the com-
munity. In their more specific form, social values become reflected in 
legal regulatory rules, including antitrust and other public policies the 
manager must take into account. Societal variables affect economic cli-
mates, the possible variety of business constructs, and the incentives of 
managers. 
Risk and uncertainty. Planning done by business firms is based on 
expectations about the future. Different managers undoubtedly hold 
their expectations with varying degrees of confidence. A manager who 
envisions expansion for his firm must consider the effect of uncertainty 
and risk on those plans. Johnson and Haver3 examined five situations 
which provide a broad general framework for the manner in which man-
agers treat uncertainty. At one end of the spectrum they find managers 
dealing in an area of subjective certainty in which knowledge is com-
plete enough to act as though perfect knowledge existed. At the other 
extreme is subjective uncertainty. 



Often the larger the expansion the firm contemplates, the greater is 
the risk and uncertainty it must face. This is because the larger gam-
ble, if incorrect or poorly planned, will increasingly curtail the firm's 
ability to increase its market, to obtain further capital for expansion or 
perhaps even to survive: as Penrose points out, even though the proba-
bility of loss is the same in both of two cases, the risk is greater with a 
larger gamble because the loss of a larger amount endangers some-
thing more than money.4 

While risk and uncertainty tend to limit expansion, it is not neces-
sarily true that firms will accept risk and uncertainty without attempting 
to do something about it. In general managers react in one of two ways 
to risk and uncertainty. They may (1) discount future returns or delib-
erately overestimate costs to arrive at a discounted flow of future net 
returns, or (2) try to obtain more information to reduce the risk and un-
certainty. Discounting is done in a large degree to compensate for the 
possible overestimation of profit. Obtaining further information to re-
duce the risk and uncertainty about an action entails cost of increased 
use of management services to gather and analyze the information. 
Eventually, the firm reaches a point in its learning process at which the 
cost of gathering new information is prohibitive. At this point several 
strategies of risk aversion may be considered. The firm may expand 
in such manner as to remain flexible with respect to further changes it 
could make. It may decide to keep a high proportion of its assets in 
liquid form so as to be in a position to change directions if conditions 
warrant. Or it may simply decide to be conservative in its approach to 
the particular expansion plan under consideration—in effect, to feel 
its way. These and other strategies are possible means for averting risk. 

Handling risk and uncertainty involved in expansion often requires 
the intensive use of managerial services. Expansion plans thus will be 
affected by the quality and quantity of managerial resources available 
to deal with them. When a firm has a given quantity of managerial re-
sources available (the usual case), there is a limit to the amount of time 
these resources will be able to devote to expansion plans. The more un-
certainty and risk associated with any particular expansion plan, the 
more managerial time will be required in analyzing it, and, with a given 
quantity of managerial resources, the slower the firm must move on ex-
pansion plans. 
Markets. Various aspects of markets influence expansion plans. 
In viewing the market as a conditioning factor in the growth of firms, 
three aspects should be considered: prices, factor markets, and product 
markets. 



If gross sales are used as a measure of growth, then it follows that 
the price of the product will affect growth, since a change in price will 
directly affect volume of sales. In this respect the nature of price com-
petition in oligopolistic markets may be particularly important as a lim-
iting factor. In addition, advertising is often used as a means of attempt-
ing to increase the demand for a specific firm's product within a given 
industry demand. 

Factor markets may also condition firm growth. These markets could 
include the market for the raw product as well as that for other inputs, 
such as labor and capital. If the firm encounters shortages of inputs used 
in its production processes, growth will be reduced. Firms in agricul-
tural markets use many strategies to insure against such shortages. Con-
tracts for supplying of raw products are one means. Another means is 
integration, which may take the form of a company's gaining control of 
its source of raw product. This happens, for example, when a process-
ing firm is the integrator. Or an integrated firm may benefit from in-
creased availability of capital from the integration arrangement. 

Finally, the firm may be limited in growth because of the market for 
its production. The demand for the firm's product or product mix may 
be stable or even decreasing. In either case expansion may be possible 
only through a major reduction in production costs or through diversi-
fication into new product lines. If a lower unit cost can be obtained, 
the firm can be more competitive in its regular market. In addition, if 
producers are widely dispersed geographically, the firm which reduces 
unit costs may be able to move into and effectively compete in markets 
further from its production point. 

Probably the most important strategy a firm can use when it faces a 
stable or declining demand for its existing product mix is to diversify 
into new lines of production. Often this new product line will be one 
for which there is a certain amount of similarity to its original line. Since 
it is such an important means of growth in agricultural industries, a 
more complete discussion of diversification follows later in the chapter. 
Managerial capabilities. The fundamental limit to the productive op-
portunity of a firm is its managerial capacity. This statement results from 
considering that profitable opportunities in the market place are not sim-
ply tied to one set of conditions or circumstances: a firm can shift its 
supply of resources, its location, and its selection of products in its 
search for profitable opportunities. In short, one fundamental limit to 
the growth of the firm is an internal variable resting on the capacity of 
its management. Managerial capabilities may influence firm expansion 



through the ability to recognize opportunities for growth and the abil-
ity to state objectives or goals and work toward them through skillful 
management. 

All managers need to be able to deal competently with the basic ques-
tion of how plants and firms demonstrate profitability. In addition they 
must consider why a variety of relevant facts may yield various results 
when put together differently. The managers need to be able to analyze 
relevant facts of demand, supply, and production processes. They also 
need to study such variables as population and income trends and pro-
ject these into the future. In all cases management must demonstrate 
competence in the areas of personnel, technology and finance, and the 
functional areas of planning, organizing, directing, coordinating, and 
controlling, which are fundamental aspects of management centering on 
plants and firms. A manager's ability to control any one of these im-
portant variables can trigger a chain of events changing the rate of 
growth of the firm. 

One of the broadest areas of subjectivity in developing a discussion 
on growth concerns the temperament or personal qualities of individ-
uals who perform the management functions. The personal qualities 
discussed here are aggregated under what we term enterprise. The 
concept of enterprise deals with an important part of the work a man-
ager does, yet this concept is not easy to handle. For purposes of this 
discussion we define enterprise as "those actions taken by a manager 
to commit effort and resources to speculative activity in the hope of gain." 
It involves decisions that must be made prior to the descriptive and an-
alytical activities involved in decision making. It is a search for oppor-
tunities that must precede the economic decision to go ahead with the 
examination of opportunities for expansion.5 

Penrose lists four aspects of the quality of enterprise that are not 
amenable to economic analysis, but which nevertheless cannot be ig-
nored.6 These are versatility, fund raising ingenuity, ambition, and judg-
ment. 

One way to define versatility is to say that to be versatile a manager 
must be an innovator. This is different from the administrative and tech-
nical versatility ordinarily demanded of a manager and is apart from 
the need for competence in administrative and technical areas. 

Attention must also be drawn to the fact that there is a relation between 
managerial ability and the financing a firm can attract. Capital acquisi-
tion is a problem for small or new firms, in that cautious and skeptical 
investors may prefer old and established lines. However, it is suggested 
that competent management will include the ability to seek out new 



sources of capital in the same sense that it will seek new horizons for 
product placement. 

Managerial ambition refers to those traits which focus attention on 
the profitability and growth of the firm as an organization for the pro-
duction and distribution of goods and services. This characteristic is pre-
sented as being distinct from another trait of management sometimes 
referred to as empire building, which will not be discussed here. 

The lack of sound judgment in managers is an obvious limiting fac-
tor with respect to growth. Good judgment and foresight can narrow 
the limits of error and reduce uncertainty, and thus will be reflected in 
a positive contribution to the rate of growth. 
Motivations of management. Closely associated with ability as a fac-
tor influencing firm growth is the nature of management's motivation. 
Penrose argues that profit may be the major motive of management, but 
that profit over time may best be achieved by a rapid growth rate. Some 
amount of present profit can be foregone in an attempt to put the firm 
in a position where a sufficiently greater rate of profit will be earned in 
future years. It is also true that managers have other motivations. For 
example, it is desirable from the managerial standpoint to be associated 
with a firm which has a good image. They appreciate the respect and 
admiration of other businessmen and the public. Generally, manage-
ment will obtain personal satisfaction from their association with a fast 
growing firm which is rapidly increasing its sales revenue.7 

Probably the above arguments hold to some degree in all types of 
firms, but the reaction of management may differ with the type of firm. 
In the larger corporation, ownership becomes separated from manage-
ment, and the motivations and rewards may have quite different empha-
sis. In general we suggest that profits tend to be a reward to ownership, 
whereas management's reward may or may not be tied to profits alone. 

There has recently been renewed interest in the possibility that gross 
sales or total revenue may be a more immediate goal of firms than profit. 
Baumol suggests that it might be useful to consider such a model in ana-
lyzing firm behavior.8 His argument is essentially that businessmen at-
tempt to maximize gross dollar sales subject to some minimum pro-
fit level. So long as profit is at least as great as the minimum acceptable 
level, sales maximization is the primary goal. However, if absolute sales 
maximization would lead to profits below this minimum acceptable level, 
then management would reduce gross sales to the highest point con-
sistent with the minimum acceptable level of profits. 

Baumol points out the reasons why businessmen might be concerned 
with gross sales: 



Declining sales can bring with them all sorts of disadvantages: there is 
a reason to fear that consumers will shun a product if they feel it is 
declining in popularity, though their information on these matters is 
doubtless often spotty. Banks and the money market will tend to be less 
receptive to the desires of a firm whose absolute or relative sales 
volume is declining. Perhaps even more important in this connection 
is the very real danger that firms whose sales are declining will lose 
distributors—a major marketing setback. Management also is not un-
moved by the fact that in a declining firm personnel relations are made 
much more difficult when firing rather than hiring is the order of the 
day. The firm which declines (or remains small when others expand) 
can lose monopoly power and the power to adopt an effective competi-
tive counter strategy when it is called for. And it may become more 
vulnerable to a general deterioration in business conditions. For all 
these reasons the executive may reasonably conclude that maintenance 
of as large a sales volume as possible is the only way to succeed in 
business.9 

More recently evidence has been presented consistent with Baumol's 
sales maximization hypothesis. McGuire, Chiu and Elbing, in a study 
of executive incomes, found strong evidence that executive incomes are 
related to gross sales rather than to profits of the firm.10 Correlations in-
dicated that management is rewarded from an income standpoint on 
the basis of increases in past and present sales. The correlation was greater 
between sales and income than between profits and income. 

Whether one is more influenced by the arguments of desirable firm 
image or satisfaction from association with a growing firm, or by the ar-
guments concerning gross revenue maximization, it appears evident that 
there are, in fact, powerful motivations of managers in the direction of 
increasing gross sales. And increasing gross sales identify a growing 
firm. 
FORMS OF GROWTH IN AGRICULTURAL INDUSTRIES 
Growth through diversification. In general a firm may expand in two 
ways in the total revenue dimension. It can either increase total revenue 
by producing and selling more of the same kinds of products as in the 
past or it can diversify. A large share of this discussion refers to diversi-
fication, since it is a common form of growth and is less easily analyzed 
with traditional economic tools. 

Diversification implies that a firm begins to produce new products 
which it had not previously produced in addition to its present line. In 
a definitional sense this suggests that the ratio of the firm's sales of its 
major product to its total sales decreases with diversification. Reasons for 
diversification, or growth into new lines of production, are many. Di-



versification may come about simply because the firm recognizes an op-
portunity for a new product. Demand for the new product may be ex-
panding rapidly, thus presenting an opportunity for the firm. On the 
other hand, it may be that the firm believes it could sell a product which 
up to that time had not been produced. It is also possible that a firm at-
tempts to expand into new lines because the demand for products in 
its previous line is diminishing. In this case the firm may be forced to 
diversify in an attempt to utilize unused productive resources and to off-
set the reduction in volume of business from the decreased demand. 

A second reason for diversification may lie in reaction to changes in 
factor supply. A firm may wish to diversify as a means of protecting 
itself from changes in the supply of factors needed for its production. 
Then a change in the raw-product supply needed in the production of 
any one good would have a less pronounced effect on its overall pro-
duction. 

Still another important incentive for diversification is protection from 
risk and uncertainty. By emphasizing the production of goods for 
which changes in demand are unlikely to be highly correlated, the firm 
reduces risk of large losses in a disastrously poor year. However, this 
diversification over a wide range does have its cost in money, knowledge, 
and requirements for managerial ability. On the other hand there are 
limits of a practical nature on the extent that diversification can reduce 
uncertainty. Many firms, even when diversified, tend to produce in the 
same general type of industry and are still subject to fluctuations in 
that industry. In addition, a general downturn in the business cycle is 
likely to affect a number of industries, so that, while diversification may 
reduce the loss in some lines, it is not a foolproof guarantee against 
loss. 

Diversification may result because a firm recognizes a new application 
for which its knowledge and experience would be useful. There is re-
source complementarity with respect to knowledge and human skills. The 
technical competence of personnel is such that their training and ex-
perience could be of great use in the production of other products. For 
example, a firm with a large staff of electrical engineers might very 
well be able to draw on their competence in the production of items as 
different as radio, television, radar, and electronic computers. 

Yet another reason why firms grow by moving into the production of 
new products stems from results of their own research. Many, if not 
most, industrial firms carry on a continuous program of research and 
development. When their research units develop a new product, the 
firm will usually go into the production of that product if there is reason 
to believe consumers will accept it. 



A firm may diversify its production simply because it is forced to do 
so by its competition: if competitors are developing new products, it may 
be necessary for each firm to do so as a defensive strategy to protect its 
relative market position. Some firms in the food industries diversify sim-
ply because, though they have as large a share of the market as they 
think is safe under antitrust laws, they still desire to grow. 

Diversification, for whatever reason, can take several forms. The firm 
may add the production of the new item in the present plant or build 
a new plant in which to produce the new product. The firm may diversify 
by acquiring new firms or by merging. It is often possible to acquire 
an existing plant at less than the cost of a new plant. Other advantages 
of acquisition or merger are possible,.too. Of particular importance is the 
fact that acquisition or merger allows the diversifying firm to obtain ac-
cess to the market for its new product immediately, and not to have to 
break into the market from the outside. Moreover, acquisition or merger 
allows the diversifying firm to acquire the experience of the acquired 
firm's management in the particular new product line. 

From an economic standpoint, a firm's decision on whether to grow 
internally or to acquire existing firms would seem to hinge on a compar-
ison of costs and returns from the two alternatives. If for a given flow 
of future returns it is cheaper to build new plants than to acquire an ex-
isting firm and plant, then the growth would be expected to be internal. 
However, in making cost-return comparisons, there may be factors other 
than productive capacity alone to take into account. For example, the 
firm to be acquired may hold patents which could be of great value to 
the acquiring firm above and beyond the purely productive capacity of 
the acquired facilities. In addition, some managers might be classed as 
empire builders rather than profit maximizers, and for them the time 
required for internal expansion might be prohibitive. Hence they choose 
to grow through acquisition and thereby minimize growth time. 

Finally, logic suggests that, in the case of merger, the present value 
of the future income stream of each firm in combination with the other 
is greater than the sum of the present value of their individual future 
incomes. This might occur in situations where the two firms had pro-
ducts of a highly complementary nature or where such combination 
might give economies in resource purchases, management, or selling, or 
might give access to a new market. For example, merger would appear 
profitable for two farm equipment companies, one of which specialized 
in harvesting equipment and the other in tractors and power equipment. 
Growth through vertical integration. Firm growth may also take the 
form of vertical integration: that is, by carrying out more of the economic 



stages of production. In other words, the firm may produce some of 
the raw products it previously acquired from other firms (integration 
backward), or it may further refine products (or sell services) previously 
done by another firm (integration forward). For example, if a farm ma-
chinery manufacturer decides to make its own transmissions, which it 
previously purchased from another firm, it is integrating backward. Sim-
ilarly, a meat packing firm which establishes a retail meat market is in-
tegrating forward. 

Mighell and Jones discuss incentives for vertical integration in agri-
cultural industries as follows: 

A listing of incentives for vertical integration or contracts might in-
clude: Reducing risk, reducing costs, improving management, gaining 
bargaining power, improving market position, assuring adequate inputs, 
investing surplus reserves, developing new technology, and obtaining 
additional capital. These are often interrelated. Several may be involved 
in one situation. In particular instances, it is difficult to determine the 
dominant objective and what are means and what are ends. Business 
strategies other than vertical integration or contracts may be involved 
in achieving the objectives. Horizontal expansion must often be em-
ployed if the vertical expansion is to accomplish its purpose. 
Most decisions to integrate vertically (or to disintegrate) can be ex-
plained partly by the motivation for profits. The action is taken either 
to increase profits or to prevent losses. The focus on profits may be 
long or short run. The integration may be "economic" in the sense of 
being a cheaper or better way of doing a job. Or the objective may be 
to gain profits by means of monopolistic activity, delaying adoption of 
improved techniques and methods, and putting consumers and competi-
tors at a disadvantage. 
At the farm level in agriculture, the economic reasons are usually the 
more significant, particularly those related to cost and efficiency. Among 
other economic reasons frequently cited for contracting, or vertically 
integrating are the desires to offset risk and uncertainty, to obtain 
financing, and to introduce new methods. Uncertainties are of various 
kinds. For example, there are uncertainties with respect to market out-
lets and prices, technical control of quality, flow of perishable materials, 
and the like. Financing is bringing together resources in the proper quan-
tities at the proper time and place to carry out a production process. 
The introduction of new methods can be an educational process that 
greatly speeds up learning.11 

From a profit standpoint vertical integration may result in certain 
economies of production, with a resulting net reduction in selling costs. 



This comes about because certain stages of production can be economi-
cally combined under the control of a single firm to reduce total costs of 
production. The potential gain from integration depends in part on com-
plementarity of resources used in the present production and those needed 
for the integrated production, existence of excess managerial services, 
and the technical possibilities for combination. 

Mighell and Jones also point out that obtaining market advantage or 
market power is an important motive for vertical integration as well 
as the profit motive.1 2 Firms may integrate as a means of protecting their 
existing markets or of aggressively expanding their range of market in-
fluence. It is generally true that firms in agricultural industries have more 
often integrated forward than backward to gain market advantage. 
Yet integration backward has tended to occur more often in recent years 
as quality specifications for raw material have become more precise. 
GROWTH OF FIRMS OVER TIME 

Decisions of management affect firm growth over time. As we have 
noted, an important determinant of a firm's ability to perceive and 
profit from its opportunities is the managerial services available to that 
firm. A firm with a large enough pool of managerial services for a sig-
nificant part to be devoted to expansion is likely to achieve a more rapid 
rate of growth than a comparable firm with fewer managerial services. 
In other words, if the present administrative task requires nearly all of 
the management's time and capacity, it is unlikely that the firm will be 
in a position to recognize or exploit opportunities for expansion and 
growth. The existence of unused or underemployed managerial re-
sources, on the other hand, creates an incentive for the firm to some-
how use those resources. 

Another important aspect of growth for a firm is the extent of in-
novation. Mansfield found that firms which had successfully innovated 
consistently achieved a faster growth rate after an innovation than 
non-innovators.13 Yet beforehand there had been no noticeable dif-
ference between them. 

The rate of growth over time will depend also on the type of expan-
sion being undertaken. If the expansion is of a type that requires com-
plex new productive facilities, the growth rate will necessarily be slower 
while the firm is learning how to use them. If the expansion is in new 
lines of products rather than in old lines, it may be slower because the 
firm will not have had previous experience. Hence, expansion into new 
lines will require more managerial planning or services than expansion 
in old lines. 



The rate of growth over time also will vary with the method of ex-
pansion. Expansion by merger or acquisition of new firms allows the 
firm to increase its size more quickly than if it expands by building new 
plants or new capacity. For this reason, emphasis may be placed on mer-
ger and acquisition of new firms rather than on expansion from within. 

It is to be expected that expansion over time might differ according 
to whether the firm is large or small. A small firm may be at a compet-
itive disadvantage especially if it is a new small firm, as will often be 
the case. In general, larger, older firms have three advantages: they will 
have established connections among other businesses in important re-
lated industries, they will have easier access to capital than the new or 
small firm which represents a riskier, more uncertain investment for 
bankers or creditors and they have a successful record which other bus-
inessmen and consumers respect. With this established record, consum-
ers are likely to feel that the firm's product can be depended upon and 
that it will not soon disappear from the market. 

In the report mentioned above, Mansfield studied the size changes of 
firms in a few selected industries.14 He found that the rate of growth 
was not independent of firm size. Small firms had the highest death rates. 
But the small firms that survived had a higher and more variable growth 
rate than the larger firms. Probably this was because very large firms 
can not continue to grow indefinitely at a fast rate without substantial 
increases in demand in their industry. Small firms, on the other hand, 
can achieve a rapid rate of growth without a very large relative effect 
on the industry's production. 
IMPLICATION OF FIRM GROWTH IN AGRICULTURAL MARKETS 

Historically, in American agricultural industries changing structure 
has led to greater concentration, with relatively few firms handling a 
large proportion of the volume in many industries.15 Growth through 
diversification has led to a significant degree of multi-industry opera-
tion by firms whose primary activity is in food marketing. 

Firm growth through vertical integration has also created a pattern 
of adjustment in agricultural industries through time. Backward integra-
tion by retailers, forward integration by processors, and extensive inte-
gration to sources of raw material by input industries have devel-
oped. Recently integration between farm supply and marketing firms in 
agriculture has become important. Though quantification of the overall 
extent of this development is difficult due to an ambiguity in the de-
finition of vertical integration, almost complete integration exists in 
some industries.16 



To raise the question of the implication of changing structure of firms 
in agricultural industries is little different from raising that about changes 
in the structure of agricultural markets. A broad set of questions re-
lated to efficiency of market operations, market margins, pricing meth-
ods, and numerous other performance criteria is involved. These ques-
tions are considered in the section dealing with overall adjustment in 
agricultural markets. 



C H A P T E R 

Group Action in 
Agricultural Marketing 

AGRICULTURAL marketing in the United States has undergone rapid 
change. Farm producers, processors, and distributors have acted and re-
acted to this change in a variety of ways. As individuals, they have per-
sistently reorganized existing resources, attempting to gain competitive 
advantage in the market place. They have been quick to adopt new ideas, 
new organizational forms, improved handling methods, and, in the case 
of farmers, to up-date cultural practices. We now consider a more gen-
eral type of adjustment which affects agricultural marketing: those made 
through group organizations and actions in the market place. 

In a sense, group action in U.S. agricultural and supporting indus-
tries is so pervasive that it can easily be overlooked. We have become so 
accustomed to the functioning of organized business and agricultural 
groups that we tend to forget the meaning implied in titles such as: as-
sociation, institute, foundation, mutual, council, and cooperative. 

Group action in agricultural marketing can occur in a variety of ways. 
Two neighboring farmers act as a group when they combine resources 
to haul a crop to market. Two or more processors take a form of group 
action when they meet to discuss a new labor-saving production tech-
nique. And there are examples of more formalized types of group or-
ganizations and actions in agricultural marketing: the wholesale and re-
tail trade organizations, the general farm organizations, and farm coop-
eratives. The actions taken by such groups may be very complex in com-
parison with those taken by farmers and processors. These complex ac-
tions may require constant planning, evaluation, and administration. 

For purposes of this chapter, we define a group quite simply as two 
or more agricultural firm managers (or their agents) who have a com-
mon set of formalized goals and who actively and jointly pursue these 
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goals through coordinated efforts. Active pursuit of a common set of 
goals implies that the decision-making process is carried through to its 
action phase in problem-solving situations which confront the group. It 
then follows that the group must assume the responsibility for whatever 
actions are taken. 

In this context, the several plants in a corporate chain are not con-
sidered to be a group since they make up one firm. However, two or 
more corporate chains acting in defense of a joint set of formalized goals 
would be considered a group. A distinction can be made between pri-
vate and public (or governmental) group action. For purposes of this 
chapter, however, this distinction is not important and will not be made. 

The literature of agricultural marketing contains many references de-
scribing the financial, legal, and organizational structure of marketing 
groups.1 We will not summarize and evaluate these structural aspects 
of group action. Rather we will attempt to provide a broad, general 
framework within which to analyze and explain the actions and out-
comes of joint action in agricultural marketing. 

There are sufficient numbers of organizations and associations in con-
tact with agricultural producers and distributors so that one might won-
der how, or whether, they fit together. Questions might be raised con-
cerning goals or objectives of the various organizations. Are they con-
flicting goals? Are they reasonable and attainable? 

Questions of participation may arise. An individual producer, pro-
cessor or distributor of agricultural products might wonder how to make 
a rational decision on whether or not to participate in the activities of 
several groups. Will the added benefit to the participant be worth the 
cost of active membership? 

Finally, members of a group face important questions with respect to 
the operation and management of programs of actions. Will an adver-
tising program which attempts to induce consumers to buy more milk at 
higher prices be in conflict with a supply restriction program? 

These questions point up some of the problems which confront po-
tential and actual participants in an agricultural marketing group. Be-
fore attempting to outline a framework of analysis with which to answer 
these and similar questions, we will discuss the conceptual and historical 
bases of group action. 
ORGANIZATION AND POWER 

Group formation and action in agricultural marketing may be likened 
to the formation of power groups in society. There are two general mod-
els describing the exercise of power in issue resolvement, the so-called 
"negative" and "positive" models of power.2 



Both models are premised on the notion that "either implicitly or ex-
plicitly the locus of power lodges in large-scale organizations." As Sower 
and Miller point out, "Though there are a few instances of individuals 
having unusual influence, most studies of power—for the community, 
states, regions or the nation as a whole—indicate that the roles of or-
ganizations are crucial to resolving issues."3 

The negative model of power is so named because it views power as 
a "zero-sum" concept, i.e., power is obtained and exercised by one (or 
several) organization at the expense of another (or several others). Gal-
braith appears to have subscribed to such a model in his concept of 
countervailing power.4 He states, "The development of countervailing 
power requires a certain minimum opportunity and capacity for organi-
zation, corporate or otherwise." His development of this concept ap-
pears to have stemmed from an historical perspective of the evolution 
and disappearance of the classical form of competition and the growth 
of private power in the American economy rather than from a sociologi-
cal study of power structures. The negative model of power holds that 
power vested in distinct groups will be used to the disadvantage of other 
groups and individuals rather than to the advantage of society as a whole. 
The net social return could be stable or negative because of the actions 
of an inner-directed power-wielding organization. 

The model has been criticized by Parsons on the grounds that it im-
plies that at any point in time society is predetermined by its power struc-
ture.5 This, he contends, exaggerates the empirical importance of a study 
on power. He is also critical of the model because it tends to cast asper-
sions on the concept of power and its use by organizations. 

The positive model of power, on the other hand, views the manipu-
lations and gyrations of power organizations as a dynamic force which 
can move a society toward new heights of accomplishment. The prime 
benefit of historical power struggles between groups has been the "or-
ganizational interplay which has succeeded in producing one of the most 
'powerful' achievements in human history: the recent transformation of 
the American farmer to a scientific and technically competent producer 
of commodities."6 

Thus the two models of power permit opposing viewpoints regarding 
the potential societal benefits of organizations. Yet neither would deny 
the cardinal role played by the organizations in a developed society. 

It seems unnecessary to subscribe to either one or the other of these 
two models in analyzing group action in agricultural markets. Both can 
contribute to such study. The negative model suggests that it might be 
fruitful to analyze the actions taken by a subset of organizations within 



a sector of the economy in terms of its impact on the complementary 
set of organizations in the sector. The positive model suggests looking 
at the actions and reactions of groups within an economic sector in terms 
of the results to the sector as a whole. 

It does seem important, however, not to confuse the two concepts 
in an evaluation of group action. If the negative model were adopted, 
the evaluation of group action would depend upon showing the compar-
ative gains and losses accruing to the participating groups. If the posi-
tive model were employed, the emphasis in evaluation would be placed 
on the overall gains (or losses) to the industry, the sector or the society 
rather than to the individual participants. 

The preceding paragraphs provide a discussion of the role of group 
action in resolving issues. The term "bargaining power" has been used 
by many authors to define ability to establish buying and selling prices 
and to influence terms of trade. Individual firm owners and managers 
operating in isolation, along with many similar businesses, often have 
very little bargaining power. They have been characterized as being 
price takers, meaning that they accept the price someone offers for their 
production, or that they cannot affect the prices which they pay for pur-
chased inputs. Individual firm owners and managers find in group for-
mation and action an alternative way of relating themselves, as individ-
uals, to the market. Through their organizations they may attempt to 
gain barganing power generally inaccessible to them as individual, sepa-
rate entities. 
SOCIAL-ORGANIZATIONAL ASPECTS 

Historical developments surrounding the growth of group action in 
agricultural marketing are of importance and interest. Several social, eco-
nomic, and political phenomena are correlated with the growth of group 
action, although their relative influence cannot be readily determined. 

Agricultural marketing has undergone considerable change, partly re-
sulting from the evolving rural-urban balance of our population. This 
in turn is associated with the industrial revolution which occurred in this 
country during the latter half of the 19th century. Rapid technological 
advance, specialization in production and increased trade were associated 
with the upheaval in the social and industrial complex. Not the least 
important has been the development of communications and transpor-
tation systems permitting vastly better informed buyer-seller relation-
ships. 

Political organizations and various federal, state, and local agricul-
tural programs have also helped set the stage for expansion of group 



action. Organizations nave been developed to extend the benefits of 
these governmental programs: the local Agricultural Stabilization and 
Conservation committees, and soil conservation groups are examples. 
Other organizations have developed to counter programs, based on pub-
lic education and self-help plans. One example is the public pronounce-
ments against Federal Marketing Orders by various producer and mar-
keting groups. 

Finally, it must be suggested that group formation may tend to pro-
voke group formation. The concentration of power through mergers, 
horizontal and vertical integration, and tacit forms of collusion often 
results in procurement, merchandising, and pricing policies which can 
only be effectively countered through some form of group action.7 The 
growth of retail food chains was quickly followed by the organization 
of voluntary wholesale and retail groups. More recently there has been 
renewed grower interest in marketing and price bargaining associations. 
KINDS OF AGRICULTURAL MARKETING GROUPS 

Before attempting to analyze how groups can act to reach their indi-
vidual goals, we present a classification of groups important in agricul-
tural marketing. There are several possible methods of classification. 
One is to consider all groups which have an interest in a particular com-
modity or group of commodities. Another is to classify groups by their 
major type of function in agricultural marketing. A third is to consider 
their organizational structure, such as the legal arrangements, member-
ship characteristics, and management framework. 

The classification scheme presented in this section is patterned after 
the normal way people tend to categorize agricultural marketing groups. 
It does not provide categories of mutually exclusive groups. 
Agricultural cooperatives. This group includes bona fide cooperatives 
whose members are either farmers, wholesalers, or retailers. Among 
the farm groups are the marketing or selling associations, the supply and 
service cooperatives, and the bargaining cooperatives. This group also 
logically includes cooperatively held wholesale facilities of independent 
retail firms as well as other types of cooperative wholesaler-retailer groups. 
Non-cooperative agricultural groups. These organizations have grown 
rapidly in number since World War II. The category includes groups 
formed around state and federal marketing orders, commodity pro-
motional organizations, and such groups as the voluntary group whole-
salers. They are generally single-commodity or service-oriented. Two 
types of organizations are common: those with voluntary membership 



and assessments and those whose contributions are mandatory through 
legislative fiat. There may be institutions, boards, and associations link-
ing together the state organizations at the regional or national levels. 
Special interest groups. Agricultural marketing firms, farmers, and re-
lated agencies may jointly pursue a common goal, the formation of which 
usually depends on a problem requiring study and action. For example, 
enabling legislation might be at issue, and a group be formed to study, 
evaluate, and educate other interested parties. This type of group is us-
ually short-lived, although it can lead to the formation of a more lasting 
formalized organization. Often the formation of the special interest 
group is spurred by an already established organization. 
Trade associations. Trade associations provide a variety of services 
to member firms and often engage in legislative matters of common in-
terest to their members. Many trade organizations gather and publish 
pertinent trade data such as commodity statistics, merger data, and 
other related information. Examples are the National Canners Associa-
tion and The National Association of Frozen Food Packers. 
General farm organizations. These provide a wide range of services to 
their members, including some which overlap with those provided by 
farmer cooperatives. Some offer their members social as well as eco-
nomic facilities. Their considerable legislative influence and many 
subsidiary activities have had and continue to have an important im-
pact on the agricultural marketing industry. 
COORDINATION OF GROUPS 

Several problems of coordinating are characteristic of agricultural mar-
keting groups. It is not uncommon, for example, to find individual 
members actively participating in several different groups or organiza-
tions. This might appear to be illogical or inconsistent when one con-
siders their sometimes divergent policy position, but under the assump-
tion that the ultimate goal of all groups is increased economic returns, 
such action seems more rational. 

Despite their common goals and amalgamation of membership, the 
cooperation and coordination among the various groups are sporadic 
and often inadequate. Competition and, occasionally, open conflict seem 
to be the rule rather than the exception. Programs and actions are partly 
determined by people in leadership positions who draw strength and 
support from their constituents. Actions and programs are thus subject 
to the vagaries of human nature, as is true in any democratic organiza-



tion. Differences of opinion as to methods, timing, the role of govern-
ment, and other considerations partly explain the different philosophies 
expounded by the various agricultural marketing groups. 
OBJECTIVES OF GROUP ACTION 

The broad objective of most agricultural marketing groups is to in-
crease economic returns to the members of the group. Related goals in-
clude parity of income, freedom of choice, price stability, reasonably 
priced inputs, improvement in technical methods of production, an in-
creased standard of living, maintenance of the family farm, and better 
bargaining power. But to a large extent these goals are closely linked 
and instrumental to the objective of increased economic returns. Con-
sider this statement by Babcock: 

I regard a farmer-owned, farmer-controlled cooperative as a legal 
practical means by which a group of self-selected, selfish capitalists 
seek to improve their individual economic positions in a competitive 
society. . . . It seeks to deal with society as it is (rather than to reform 
it). . . . It deals with first things first, and as it finds them, it leaves big 
things until it gets to them. Withal, it is a legal, honest, and honorable 
enterprise. . . . The real end is the improvement of the economic posi-
tions of the individual members, without leveling them off or averaging 
them down. 8 

Hoos has concluded, "Thus, one might say that the major objective 
of a bargaining cooperative is to obtain for its membership the highest 
returns consistent with current and prospective economic conditions and 
the long-run welfare of growers."9 

KINDS OF ACTIONS TAKEN 
The major actions groups take to influence their economic returns 

can be classified into five categories. They may attempt to: (1) influ-
ence the demand for their product, (2) influence the supply of their pro-
duct, (3) influence the efficiency of production, (4) influence the effi-
ciency of marketing, (5) obtain government payments in addition to 
market price. Each of these methods is considered briefly in the follow-
ing sections. 
Influencing demand. Various agricultural marketing groups have spent 
considerable time and resources attempting to increase the demand 
for their product. In terms of economic theory, they attempt to shift their 
demand curve to the right or make it more inelastic, thus selling a given 
quantity at a higher price per unit, selling more units at the same per 



unit price, or some combination of the two. Three general methods are 
commonly used: advertising and promotional programs; product de-
velopment, including the determination of new uses; and the stimulation 
of government purchase and diversion programs. 

Advertising and promotional programs are undertaken by groups in 
an effort to stimulate sales. A wide variety of advertising and promotional 
techniques have been used. The effectiveness of various programs is dif-
ficult to determine. One prominent advertiser has stated that "half of my 
investment in advertising is wasted. The trouble is, I don't know which 
half." 1 0 

Large sums of money are collected for commodity advertising and 
promotional programs. While many contributors disagree on the magni-
tude of monetary returns from this activity, they usually agree that ad-
vertising on an individual basis is an uneconomical proposition. 

Market development is broadly defined as the process of introducing 
new products and opening new markets, both domestic and foreign. 
Advertising and promotional programs are often used in conjunction 
with market development. 

Governmental agencies are large purchasers of agricultural commodi-
ties. Commodity groups can often exert considerable influence on these 
agencies, thus affecting demand. If such purchase and diversion pro-
grams are to be effective they must increase total sales and not be sub-
stituted for normal purchases. Purchases for welfare, school lunch 
programs, and Public Law 480 programs are examples of government 
stimulated demand. 
Influencing supply. A method of increasing total revenue which is 
used by some groups is to limit or regulate the supply of a commodity 
placed on the market. 1 1 Supply control in its broadest form can be 
attempted through improved information, including price and crop pros-
pects or outlook information. Advanced information regarding potential 
market gluts would presumably cause producers to alter production 
plans. More restrictive programs fostered by groups include limiting the 
number of cows each dairy producer can maintain and suggesting the 
optimum total crop acreages to plant. Agricultural marketing groups 
also exert considerable pressure in either encouraging or discouraging 
supply control programs embedded in agricultural policy. 

One of the more effective methods of controlling supply is through con-
tractual arrangements between growers or producers and handlers. 
This method is used extensively throughout the United States in the vege-
table industry. Processors or packers usually agree to purchase only lim-



ited acreages of various vegetable products from selected growers. This 
effectively controls the number of acres used to grow the various com-
mercial vegetable products. 

Another method of supply control is the market quota. As used in a 
few milk marketing areas, part of the effect of market quotas is to limit 
entry of additional producers. Farmers desiring to produce and market 
grade A milk may have to buy out a dairy operation with an established 
quota or build a production base through the sale of lower-grade, lower-
priced manufacturing milk. Financial limitations may restrict the out-
right purchase of an established dairy. Building a production base may 
not be practical if alternative enterprises provide a higher net return 
than the sale of low-priced milk. Such quotas are used in certain state 
milk marketing programs but have not been used in federal marketing 
programs. 

A more indirect method of limiting inputs in the production of agri-
cultural product is the application of health restrictions. The sanitary re-
quirements on milk production are often so rigid that only a highly 
mechanized, highly capitalized plant can meet them. These sanitary re-
quirements are frequently favored by established producing and mar-
keting firms to effectively halt low-cost competition from potential lo-
cal or distant producers. 

Once resources are committed, the problem of controlling supply be-
comes somewhat more difficult. Restricting output has been attemped in 
a variety of ways, from pulling up tobacco plants to plowing under 
crops, and more recently dropping fruit to the ground before it has 
ripened. A less obvious output restriction results from a quality con-
trol program. This not only limits production but may restore con-
sumer confidence in the product and hence have a secondary effect on 
consumer demand. State marketing orders and agreements have been 
used for controlling quality. Grower or packer associations can also up-
grade product quality of at least that portion of the output controlled 
by the membership. The quality control program and sanitary and health 
regulations have many characteristics in common. 

In most instances output is difficult to control by direct means. A 
group that achieves price and revenue advantages is likely to eventually 
experience difficulty. Entry of non-member firms into the production of 
the advantaged commodity may occur. Or a new cost-reducing technol-
ogy may be developed, expanding production and thereby partially nul-
lifying the effects of the price increase. Only a few groups in agricultural 
marketing direct major efforts toward controlling output per se. 

Regulation of commodity flows in both the time and place dimen-
sions is often referred to as orderly marketing. By timing the flow of a 



commodity on the market, price-depressing market gluts can sometimes 
be avoided. When a commodity group faces an inelastic demand in the 
relevant range of production, a sudden rush of commodity sales, such 
as that which occurs at harvest time for perishable fruits and vegetables, 
can mean a proportionately greater decline in per-unit price. This, in 
turn, is associated with a decline in total revenue. 

One alternative approach is for an organized marketing group to form 
a commodity pool or other suitable control device to regulate sales of the 
product to the normal marketing channels. This regulation can be at-
tained in several ways depending on the nature of the commodity and 
the financial resources and storage capacity available to the group. In 
the case of perishable crops, a producer group may finance the pro-
cessing and storage of the crop in order to regulate quantities reaching 
the market. For less perishable commodities, harvest or shipping dates 
can be synchronized to avoid extreme price-depressing market gluts. 
There are numerous examples of measures to attain orderly marketing. 
Federal marketing orders for grapes and cranberries provide for pool-
ing and surplus diversion. Information on prices in various markets is 
another orderly marketing measure. 

The regulation of commodity flows between markets has been widely 
discussed in the literature. In general, a market diversion program 
seeks to divert supply of the commodity in a market with an inelastic 
demand (with respect to price) to a market with a more elastic demand. 
Theoretically, this process would be continued until marginal revenues 
in both markets are equal to each other and to marginal cost, which is 
assumed to be the same in both markets. Two requisite conditions are 
that the price elasticities of demand must be unequal and that the mar-
kets must be separate. There need not be geographical separation of the 
markets: they can be as effectively separated by consumer habit and 
custom as by geographical barriers. 

The short-run effectiveness of a supply-control program depends on 
several factors related to the supply and demand conditions of the par-
ticular industry in question. A demand relation has varying point elas-
ticities depending upon the shape of the demand curve and the point at 
which demand is measured. If the objective is to increase total revenue 
through a supply-control program, demand in the relevant range must 
be inelastic with respect to price, for if demand were elastic, a movement 
to the left in the supply relation would be associated with a greater per-
unit price but a smaller total revenue. 

A short-run price enhancement through supply control could be par-
tially or totally offset by imports of the product from abxoad. In addi-
tion, secondary effects would influence the ultimate success of a supply 



control program. These secondary effects are usually dealt with by the 
ceteris paribus assumption, but they are worth noting briefly. Assume 
that a supply control program were initiated for butter, moving the sup-
ply relation from Si to S2 in Figure 20. 

The new price PH2 is above the old price PBL. The demand for oleomarga-
rine is affected by this change in price for its substitute, butter. The ex-
pected result is an increase in demand for oleomargarine from D± to 
D2 in Figure 21. 

FIGURE 2 1 . Hypothetical supply and demand curves for oleomargarine. 

This change in the demand for oleomargarine is associated with an in-
creased price for oleomargarine from P0i to P02. This in turn exerts a 
secondary effect on butter. The increased price of oleomargarine re-
sults in an increased demand for butter as consumers adjust for the in-
creased price of oleomargarine. These adjustments are constantly occur-
ring, as consumers alter their purchases to take advantage of changes in 
price of products and of substitutes and complements. 

Quantity of butter 

FIGURE 20. Hypothetical supply and demand curves for butter. 

Quantity of oleomargarine 



The long-run effectiveness of a supply control program can be greatly 
diminished by the entry of new producers, the expansion of output by 
established ones, and by loss of sufficient volume to dominate the mar-
ket. No effective method has been devised to guard against these even-
tualities. It is paradoxical that a successful supply control program may 
increase the need for more restrictive supply control measures, or for ad-
ditional expenditures for market development. 

Influencing production efficiency. Groups of agricultural marketing 
firms have promoted programs designed to increase efficiency in pro-
duction. Technically such programs affect the supply relation of in-
dividual firms. They generally advocate cost-reducing schemes which, 
if price remains constant, should result in increased net returns. Meth-
ods utilized by groups to increase efficiency include: providing mem-
bers with education and information on new techniques, new methods 
of production and other cost-reducing innovations; financing research 
to develop new and improved production techniques; and attempting to 
reduce the delivered costs of inputs through collective purchases, co-
operatively financed services and supplies, and other means. 

Information-gathering during a decision-making process can be an 
expensive and time-consuming job. Individual firms can realize econ-
omies by pooling their resources to gather, study, and disseminate rele-
vant information. In addition, the member firms may make funds avail-
able to professional research agencies or institutions to study industry 
problems of general interest to a majority of the members. 

Individual firms marketing food products require certain quantities 
of market and price information, which becomes an input to the firm's 
production function. Each unit of this information has an associated 
cost. The unit cost may be too high to be economically feasible for the 
individual producer. However, since the same information can be utilized 
by a group of producers, it may be feasible for them to pay for this serv-
ice jointly. 
Influencing marketing efficiency. Although similar in terms of pos-
sible actions, production and marketing efficiency have been separated 
in this discussion. Justification rests on the authors' arbitrary decision 
to separate group actions which affect their internal operating costs and 
hence lead to improved production efficiency and actions undertaken to 
influence conditions external to their firms but affecting their returns 
or costs. 

Reduced costs of marketing are associated with narrower margins re-
ceived by agricultural processing and distributing firms. Some of the 



benefit of reduced margins is passed on to the consumer and some re-
verts to other participants in the market. Although costs and margins to 
agricultural processing and distributing firms have generally increased, 
the potential gains to be obtained from reduced marketing costs and 
margins have prompted groups to continue to work toward these ends. 

Group programs of research and action have been adopted to in-
crease efficiency in marketing. Emphases have been placed on both tech-
nical and economic or pricing efficiency. Much of the research effort on 
new and improved techniques has been conducted by public and pri-
vate institutions, often at the request of various agricultural groups. 

Attempts to reduce marketing costs and to improve economic efficiency 
have come largely from the agricultural marketing groups themselves. 
Cost-reducing innovations mean increased profits to the firm, at least 
in the short run. Another example is provided by the growth of pro-
ducer bargaining cooperatives and associations which often attempt to 
provide regional and temporal price stability and other services to pro-
cessors and distributors. Such stability tends to reduce risk and uncer-
tainty, thereby reducing the safety margins required by these agencies. 
Obtaining direct payments in addition to the market price. Groups 
may attempt to increase member revenues through the receipt of direct 
payments over and above the market price. These have been referred 
to as direct subsidies or income payments. The method, while seldom 
used, has been suggested on several occasions and remains potentially 
quite important. The group role in receiving direct payments would be 
primarily one of influencing legislative bodies in this direction. 

The five types of actions for increasing economic returns as cited 
above can be carried out by individual firms, provided they are large 
enough to make their impact felt. Yet they are more applicable to group 
organizations where usually more financial resources and other neces-
sary requirements can be amassed. 

These actions, designed to increase members' economic returns, rest 
upon the fundamental theory of economics: the laws of supply and de-
mand, the concepts of derived demand, production and cost function 
analysis, and equilibrium price. In addition, there are many refinements 
which could be discussed if space permitted. One example will demon-
strate this point. When considering a market supply diversion program, 
careful consideration should be given to the different demand schedules. 
Restriction of supply to a particular market will increase total gross rev-
enue in that market only if the relevant price elasticity of demand is 
less than unity. 



FACTORS INFLUENCING SUCCESS 
The success of group action is associated with the following factors: 

The economic soundness and practical aspects of a program. Money 
spent on advertising may be wasted unless there are sufficient funds to 
insure an adequate merchandising program to complement the advertis-
ing effort. Money used to advertise a nondifferentiable product may not 
be economically sound. Also the group undertaking must not be so large 
or broad in scope that it is not operational. 
Able management. There are a myriad of functions to attend to, in-
cluding planning, coordinating, education, and evaluation. Good man-
agement can mean the difference between a good program and one that 
is ineffectual or a failure. The need for sound management is crucial at 
both the operating and director levels. 
Size and composition of membership. Members of a group provide 
the financial and physical support for most action programs. It is thus 
essential that a sufficient number of members play an active role in 
backing a program. But numbers alone may not be sufficient if the mem-
bership composition is inadequate. For example, a bargaining coop-
erative's membership may be made up of a relatively high percentage 
of the total number of producers, but unless it includes large producers 
the controlled volume may not be sufficient to give the cooperative an 
effective voice in price establishment. 
Membership loyalty. This is a prerequisite for a long-range consistent 
program of group action. It is related to membership education and 
information. There appears to be a constant need for membership re-
education among voluntary agricultural marketing groups. 
Relationship of members to nonmembers. Many voluntary groups 
find that their programs benefit nonmembers as well as members. It is 
most desirable if an organization's members benefit more than nonmem-
bers even if the difference is only nominal. Involvement of all members 
in some degree of responsibility may provide the mechanism whereby 
there is at least a psychic return. It is possible, however, for a group to 
continue to function without any tangible added returns. 
EVALUATION OF GROUP ACTION 

In evaluating group action we must return to the two models of power 
discussed in the introduction. In the discussion of the negative model of 



power it was suggested that an evaluation would take the form of measur-
ing the transfer of returns to the group over and above those which 
would have existed without the group formation and related programs. 
Reallocation of economic returns is the principal measure of success. 
This method of evaluation might, in the short run, suggest the dissolu-
tion of many agricultural marketing organizations, since increased re-
turns are frequently nominal or nonexistent. 

However, if actions are evaluated in terms of the positive model of 
power, programs would be evaluated in relation to the growth and well-
being of the industry or economic sector as a whole. Thus, in a year when 
additional economic returns are nil, their existence could often be justi-
fied on the basis of their long-run contribution to the industry. In this way 
an erroneous short-run decision to cease operation may be averted. 

Some of the advantages of group action which are related to increased 
economic returns but difficult to measure in financial terms include: 

(1) Ability to amass technical and economic knowledge and expertise. 
(2) Opportunity to educate members, customers, public, and other 

groups. 
(3) Ability to influence the appropriation process. 
(4) Access to many beneficial institutions. 
(5) Possibilities for interaction with other groups. 
(6) Opportunity for dynamic interaction of membership. 
(7) Provision of an issue-resolving mechanism unavailable to indi-

vidual members. 
It would be erroneous to view group action as a panacea for the ills 

of agricultural marketing. While organizations have enabled groups to 
do what individuals could not accomplish, there are certain restrictions. 
Some kinds of firms, for example, cannot work together because of 
organizational differences. Another restriction to group action is admin-
istrative in nature. While it is difficult to separate administrative from 
administrator difficulties, it is the case that many groups have been in-
effectual for these reasons. A host of legal restrictions also prevent many 
actions deemed advisable by marketing groups. Sherman antitrust legis-
lation restricts the kind and degree of association and action in which 
food processors and distributors can participate. Finally there are the 
less measurable value and belief restrictions which inhibit group for-
mation and action. These are socially oriented. To the extent that these re-
strictions can be overcome in the future, new and different group action 
may be observed. 



CHAPTER 

Cooperatives in 
Agricultural Marketing 

THIS chapter deals in greater detail with cooperatives, one of the par-
ticular types of group action outlined in the previous chapter. The rea-
sons for this special treatment are that cooperatives are generally recog-
nized as an important part of the agricultural marketing structure, and 
that in many countries they have become more dominant in agricultural 
marketing than in other sectors of the economy. Cooperatives will be 
examined here in terms of: (1) characteristics and development, (2) ob-
jectives, (3) the advantages and limitations of the form of organization, 
(4) their future. 
CHARACTERISTICS AND DEVELOPMENT OF COOPERATIVES 

The term "cooperative" is a generic one, covering many efforts of 
people working together. Under consideration here, however, are certain 
formal institutions engaged in marketing farm produce, purchasing farm 
supplies or consumer goods, supplying production or consumption serv-
ices, and supplying production and consumption credit. This would also 
mean activity at the wholesale level, such as retailer-owned food whole-
sale cooperatives as well as federations formed by local cooperatives. 

Without attempting to arrive at a specific definition of a cooperative 
in either legal or theoretical terms, we will consider as cooperatives 
those private property organizations whose voting members are gen-
erally patrons of the organization and where most patrons are also vot-
ing members. More elaborate and differing definitions are given by Emel-
ianoff,1 Phillips,2 Robotka,3 and others.4 These authors generally hold 
that a non-cooperative organization, whether a household, an individual 
proprietorship, a partnership, or a stock corporation, is defined as an 
acquisitive economic unit which strives toward economic individuality. 
By HENRY LARZELERE. 



They contend that a cooperative is not such an acquisitive economic unit. 
Instead, a cooperative is an aggregate of such units, each of which re-
tains its individuality as an acquisitive economic unit. This is a well-
conceived theoretical distinction, but it is difficult to apply it in practice. 
In reality, organizations generally considered as successful coopera-
tives tend to become acquisitive economic units in themselves and ask 
that the member-patrons as individual acquisitive economic units sur-
render part of their individuality so that the cooperative may grow. Of 
course, the advantage of success can be said to accrue eventually to the 
individual members. This process, though well-intended, is frequently 
illusory, as cooperatives are often no different from the definitely non-
cooperative organization. Through a board of directors and a manager, 
the members have entrepreneurial and decision-making responsibility sim-
ilar to the completely investor-oriented firm. The directors of either type 
of organization have a legal responsibility to render decisions that are 
for the benefit of the group of members or stockholders of the firm and 
not for themselves solely as patrons or investors. Furthermore, directors 
in both types must make decisions regarding the accumulation of capital 
in the firm versus the making of cash disbursements to their patrons, 
members, or stockholders. 

The real distinction arises when the entrepreneur-member has an in-
terest as a buyer from or seller to his firm as well as interest in the return 
of his investment in the firm. The user of the service, be it marketing, 
purchasing, or credit, in addition to influencing the service and its price 
at the market place, can affect the service by his vote at the meeting of 
members. A broad definition of a patron, however, must be limited. 
Each organization has patrons whom it sells to or buys from but usually 
has only one group of patrons who are eligible for membership. 

Dairy farmers selling milk to or through a milk-marketing coopera-
tive might be called primary patrons. In that case those individuals 
or firms to whom the cooperative sold the dairy products would techni-
cally also be patrons, but in this concept are not likely to become mem-
bers, and therefore might be considered as secondary patrons. Whether 
a particular group of a cooperative's patrons are primary or secondary 
depends on the purpose of its organizers and its successive groups of 
members. Some organizations have dual purposes serving two sets of 
patrons. There is, for instance, the credit union, a type of cooperative 
credit organization, where both sets of patrons, borrower and lender, 
are shareholders and become voting members. Credit unions can operate 
this way partly because of the possible periodic change in status of in-
dividual patrons from shareholders to borrowers and partly because they 



have the dual purpose of encouraging saving by and supplying credit to 
their members. Other types of cooperatives have been established in 
some instances to serve both sets of patrons. An inherent difficulty in 
this is the resolving of the conflict of interest. 

Other characteristics that are frequent but not universal in the co-
operatives as defined above can be classified in three categories: dis-
tribution of financial gains, source and ownership of capital, and voting 
procedures. 

Distribution of financial gains is generally made on the basis of pa-
tronage, usually after some payment in the form of interest on loans and 
limited dividends on stock. 

The goal in regard to the source and ownership of capital in present 
cooperative thinking is that the member-patrons should supply capital 
in proportion to the amount of patronage. Cooperatives, however, have 
used loan capital, both private and public, extensively as interim 
sources of capital. Of course, capital needs in proportion to the capital 
available from members have influenced the extension of loan capital 
particularly from public sources. In the United States, loan capital in 
cooperatives served by the Farm Credit Administration and by the Ru-
ral Electrification Administration has been substantial. 

The first two characteristics, while indicating procedures that yield 
advantages to the eligible patrons, also reflect the basic interest in do-
ing business or performing at cost the function for which the organiza-
tion was formed. 

Membership control in cooperatives generally has been on the basis 
of "one man, one vote," or of voting according to patronage. The 
one-man one-vote principle is not only based on a goal of economic de-
mocracy but is also a reflection of nearly equal patronage among the 
individual members of early organizations and the limited capital needs 
of the business operation. The voting by patronage has grown be-
cause variation in amount of patronage among individual patrons has 
become significant and because capital supplied according to patronage 
dictates the need for organization control to protect the large suppliers 
of capital. 

As indicated in the previous chapter, a cooperative as a form of group 
action enables the individual, as either a natural person or a firm, to have 
a closer link with the market. By such an extension of an individual 
private enterprise, the individual member gains bargaining power not 
only in the price discovery area but also in the role the member can 
play in stimulating the cooperative to become more efficient and to be-
come an actual pace setter. In return for this extension of influence, 



the individual may find his freedom of decision limited. He must com-
ply with a membership agreement defining the conditions under which 
he must operate if he is to be a member-patron of the cooperative. Fur-
thermore, in some instances membership and patronage in a cooperative 
may be either literally compulsory or nearly so if the individual is to en-
gage in a particular type of business in a particular location. In some 
instances cooperative management has been permitted to represent 
the entire membership in voting on various governmental market orders 
and the various amendments thereto. This arrangement increases the in-
fluence of the cooperative and permits decisions by producer represen-
tatives without the necessity of each individual member becoming fami-
liar with all the elaborate details involved. 

From a social point of view the cooperative can become relatively 
large without socially harmful monopolistic practices developing, as far 
as the member-patron transaction is concerned.5 It must be recognized 
however, that secondary patrons (those who cannot become members 
or share in the distribution of proceeds) and potential patrons who are 
not accepted as active patrons represent the "outs" who may not gain 
as much as do the "ins" (the member-patrons). Investor-oriented busi-
ness firms that perform comparable functions and are in competition 
with one or more cooperatives have also claimed that cooperatives have 
inherent advantages over other types of businesses, including the advan-
tage of paternal treatment from government. 

Cooperative organizations that have the characteristics described were 
formed as "self-help" devices that would enable individuals to improve 
their economic welfare by increasing returns or decreasing costs. Early 
cooperative efforts are reported to have begun in the latter part of the 
18th century in England.6 Some took the direction of the general store, 
where individuals could buy food and supplies for household industries, 
in order to resist the economic power of the merchant. Later some food 
stores in factory towns were formed to break the monopoly of the com-
pany store. In Germany, credit cooperatives developed the procedure 
of combining groups of individual personal or agrarian loans through 
a cooperative, a measure which reduced some of the risks of making a 
large number of individual loans and which provided a better bargain-
ing position in negotiating the cost of the capital, interest rates, and loan 
terms. 

In the agricultural marketing sector both in Europe and America, co-
operatives were initially formed as one of the ways to deal with the "farm 
problems," or more specifically low prices of farm products. In the agri-
cultural marketing sector in the United States the middleman seemed 



to be the villain. This was a readily understandable reaction. We ob-
serve that marketing margins tend to be sticky, even today. Along with 
attempting to perform all or part of the middleman's function better 
(or at least cheaper), cooperative leaders saw the need for bargaining 
power in marketing even to the point of near monopoly control of all or 
some portion of the supply of a particular product. The growth of these 
organizations in the United States can be characterized as starting at the 
bottom with small local groups and later pyramiding into large re-
gional and national organizations. 

In contrast with the agricultural marketing cooperatives, the agricul-
tural credit and electric cooperatives in the United States were organized 
from the top down, with some direction from government agencies re-
maining even after the equity capital had become locally owned. The 
access to relative large amounts of capital was essential at a time in the 
mid-1930's when farmers generally had only limited funds for invest-
ing in their own organizations. Credit unions, although primarily in ur-
ban areas, have been organized as independent nongovernment-spon-
sored organizations in rural areas in some cases to provide a means of 
saving and a source of credit for their members. 
OBJECTIVES OF AGRICULTURAL COOPERATIVES 

Cooperatives, like the other examples of group action in agricultural 
marketing, have been formed with various objectives in mind. Further-
more, their beginning form and structure depended upon the objectives 
which the original leaders felt were most important and upon their his-
torical familiarity with various types of organization. Some of the prin-
cipal objectives sought are considered below. 

Reduction of marketing margins and costs. Efforts to reduce mar-
keting margins originally concentrated on elimination of the middle-
man, particularly his profits. Some cooperative enthusiasts probably over-
simplified this type of action, but it was the spark that started many co-
operatives and provided some balancing of economic power at the mar-
ket place. 

Improving operating efficiency became a companion objective that 
was more likely to be stressed after the cooperative was formed. It was 
often discovered that in order to effectively reduce the marketing mar-
gin, efficiencies had to be developed in which the cooperative could do 
the job more economically than other agencies. A cooperative with the 
aim of providing the best service for a number of patron-members would 



very likely be eager to adopt the most recent economies of scale that 
technology had developed. 

In order to increase the efficiency of the cooperatives and thereby 
the returns of their member-patrons, agricultural cooperative leaders re-
presenting relatively large numbers of farm members and patrons were 
able, particularly during the 1920's, to get sympathetic treatment by 
public agencies in regard to education and promotion, tax considera-
tions, and violations in restraint of trade. In fact, in that period coopera-
tives were generally considered a major thrust by which these agencies 
could help farmers with their price and marketing problems. 

Providing the basis for raising capital was also an integral part of co-
operative activity aimed at reducing marketing costs. This was done in 
various ways. Some cooperatives in the United States were begun as 
farmers' stock companies. These organizations were frequently formed 
before many states had special provisions for their incorporation. Often 
local businessmen as well as farmers were stockholders. These organiza-
tions were formed to raise capital for such functions as building a grain 
elevator and assembling and forwarding grain. 

Other cooperatives were formed as pool organizations. A typical ex-
ample was a cheese factory in an isolated valley. Equality was a feature 
of this form. The building was probably built by a "bee," with the local 
resident-members contributing labor and material. Much of the rest of 
the capital needs was represented by two weeks' or more supplies of milk 
of the patrons. In other words, some of the capital was contributed on 
the basis of volume of business done with the organization. Payments to 
the patrons were not made until the milk had been processed and the 
processed product sold. Frequently, membership or participation went 
with the farm rather than with the individual. 
Influencing market supply. Managing the supply of products also 
was considered a desirable objective. It was expected that a coopera-
tive could, by contracting with its members, control the marketing of a 
significant portion of a product and thereby obtain higher prices for its 
members. It might thus counteract the effects of near monopsony or 
monopoly conditions. 

Organizations using this method had little success at first for two rea-
sons. First, it was difficult to get enough of a given product under con-
tract. Second, it was expensive to keep members under contract: non-
members were obtaining significant benefits by dealing with competing 
firms that might temporarily give their customers the same or better 
prices, free of any investment or membership responsibility. A more mod-



erate approach in controlling supply was the concept of "orderly mar-
keting," the theme of the cooperative development plans of the Federal 
Farm Board in 1929. 

Bargaining associations that have developed successfully have com-
bined enough volume of produce under a contractual arrangement with 
producers so that better price and fringe benefits can be obtained than 
if producers were marketing their products individually. They have ex-
erted some supply control by requiring high quality standards and (in 
the case of the milk associations particularly) have used sanitation re-
quirements to limit the supplies of milk coming into a market from non-
members. 

Other types of cooperatives used the device of paying for produce 
according to the quality of each individual patron's shipments. This de-
velopment, in the case of egg marketing, was certainly one which coop-
eratives were the first to initiate in many areas. The procedure provided 
individual producers with an incentive to improve quality. It also had 
an important effect on prices and returns to producers by identifying the 
relative supplies of various levels of quality rather than considering one 
homogeneous supply and its effect on price. 
Influencing demand. Cooperatives have dealt with the objective of 
affecting demand by frequently leading the way among marketing agen-
cies in improving the quality of the product handled. In some cases they 
have developed differentiated products, including advertised brands. 
Temporarily, at least, some cooperatives and their members thus gained 
real economic advantages. 
ADVANTAGES AND LIMITATIONS 

In analyzing the advantages and limitations of cooperative organiza-
tions it is apparent that many of the reasons for success or failure of mar-
keting firms are common to all such firms regardless of the form of or-
ganization. Such general reasons are good or poor management, ade-
quate or inadequate capital, and adequate or inadequate volume of bus-
iness. 

As was hinted above, the successful cooperatives have been those that 
served as pace setters in their particular industry, either through internal 
efficiencies of plant operation or through consolidating and reducing 
the number of links in a market channel. 

Why did some of the existing firms of the traditional entrepreneur 
type (investor-oriented) not serve as pace setters? Why did a new but 
traditional firm not come in and profit by being the pace setter? These 



developments did take place in some situations and cooperatives may 
not have undertaken operation in those cases. An important role that 
the cooperative was able to play was that of a market researcher as well 
as that of an operating unit. By virtue of starting under the impetus of a 
number of potential patron-members who wanted something in service 
or products at a price that they were not able to get from existing firms, 
cooperatives were frequently able to reflect the needs and wants of in-
dividual members effectively. 

In the course of operations, desirable changes were frequently brought 
to their attention by their patron-members. In a sense some cooperatives, 
particularly in their early history, were really informal customer prefer-
ence polling places. Today modern marketing firms place considerable 
emphasis on learning the wants and needs of their customers. This kind 
of information was not common among many marketing firms until 
recent years and was probably almost nonexistent in the rural marketing 
centers where many of the agricultural cooperatives began operations. 

While the fact that many patrons in a cooperative are also members 
and therefore have a vote has some advantage, it also has a limitation. It 
is difficult for a board of directors who have been elected by the mem-
bers to make decisions which might be good for the organization as a 
whole but unpopular with a sizable group of member-patrons. The 
same type of difficulty may also extend to the manager, who has been 
selected by the board of directors. Management of cooperatives fre-
quently states that it is difficult to handle patron relations while carry-
ing out policies on credit extension or price-volume differentials. 

Circular authority is also involved when cooperatives provide auto-
matic membership for patrons. This practice has some advantages in 
providing a strong interrelationship between patronage and membership. 
However, sometimes automatic membership is almost involuntary and 
meaningless. Members thus acquired generally have little interest in the 
organization as a unit and its long-range objectives and may be inclined 
to milk the cooperative for their own benefit. 

The pace-setter objective may mean that all producers in a particular 
market benefit from the action of the cooperative as well as the member-
patrons. As a result, a member (especially of the second or third gener-
ation) may be inclined to ask "What is the organization doing for me 
now?" or "Why do I need to belong?" Such questions suggest that 
members need to be continually informed regarding both short- and 
long-run objectives of the organization and how they are achieved. 

An increasingly important problem is the conflict of interest between 
the idea of equality of treatment of all patron-members and the possible 
differentials in cost based on volume or other differences. 



Cooperatives have generally followed the idea of having equity capi-
tal supplied in proportion to the patronage of the individual patron-
member. At a time when increased capital is needed both by the cooper-
ative and by the individual farm, there is a limitation to growth, since 
capital for the cooperative may be difficult to get from member-patrons. 
In fact it may be better allocation of resources to have the organization 
obtain significant amounts of capital from general capital sources 
rather than require its member-patrons to divide their capital resources 
between their farms and their cooperative. 

Turning to cooperatives that are sponsored by government agencies, 
there are likewise some limitations. If we assume that a cooperative is 
an organization controlled by its member-patrons, sponsorship by a gov-
ernment agency should be only a temporary device. The major drawback 
lies in the procedure for the gradual transition from government spon-
sorship to independent control. 

The fact that the government was involved at all probably means that 
support will be necessary for a fairly long period of time, difficult to es-
timate at the start. This uncertain arrangement then makes it difficult 
for the individual members and the board of directors, in particular, to 
generate the incentive needed to acquire the experience and know-how 
to assume full responsibility for the operation of the organization. Also 
this arrangement tends to provide a government agency with a propen-
sity for holding on to the control of these organizations. Successful op-
erating results which on one hand might mean that the cooperative could 
operate independently might on the other hand lead a politically-oriented 
agency to hang on to the operation as an evidence of political success. 

It is revealing to compare the effects of the cooperative with the inves-
tor-oriented type of organization as regards certain elements of operation 
and results.7 Significant areas include distribution of income, accum-
ulation of capital, facility in adoption of new technology, and concentra-
tion of control. 

The patronage refund procedure employed by the cooperative repre-
sents a different distribution of income from other types of firms. Some 
would say that the distribution would thereby be more equitably or more 
evenly made among the recipients. This cannot necessarily be held as 
a unique feature because of the type of organization. For example, dif-
ferences in patronage among individuals could be as great as differences 
in investment. In terms of overall distribution of income, a cooperative 
firm would reflect some differences from and some similarities to an in-
vestor-oriented organization if each were in two comparable monopolistic 
positions. A farmers' marketing cooperative might be able to yield monop-
olistic gains to those farmer patrons who were sharing in the distribu-



tion, but patrons to whom the cooperative firm was selling its products 
would fare little differently from the comparable patrons of the investor-
oriented firm. 

It must be admitted that cooperatives have been able in some situ-
ations to accumulate capital without deductions for taxes that must be 
paid by non-cooperative organizations. This advantage, however, has to 
be weighed against the limited dividends or interest on stock or certifi-
cates that a cooperative is usually permitted to pay and the difficulty 
of reflecting the so-called growth factor of investment securities in a co-
operative form of organization. 

In the adoption of new technology, a cooperative at its inception has 
a strong advantage; however, in its later history it becomes difficult to 
move a large number of complacent members to permit significant 
changes such as those requiring large increases in capital equipment or 
mergers. 

Cooperatives are usually referred to as highly democratic organiza-
tions, principally because of the frequent practice of "one man, one vote." 
In practice, however, management tends to perpetuate itself. In fact 
success seems to be consistent with a benevolent but strong leader as an 
executive officer who maintains consistent management. The investor-
oriented firm management maintains this position by the proxy device, 
the cooperative management by satisfying an often complacent mem-
bership. 
FUTURE OF COOPERATIVES 

The future role of cooperatives in agricultural marketing depends on 
their abilities to adjust to changing conditions. 

In the emerging areas of the world, cooperatives8 have been encour-
aged as an example of a democratic institution. The general shortage of 
capital in these areas has made the need for credit cooperatives para-
mount. As development proceeds, the need for marketing coopera-
tives becomes evident. As the agricultural enterprise in these countries 
becomes more commercial and as urbanization increases, interest 
in and need for farm supply and consumer product cooperatives 
will very likely become more apparent. It has also been felt that coop-
eratives can make a contribution to social development. In societies where 
experience of property ownership has not been great, the feeling of 
ownership and belonging which goes with a cooperative can become a 
stabilizing force. 

Many of the cooperatives in the emerging countries have developed 
as top-down organizations, with the respective governments taking an 



active role in the organization and supervision of their operation. The 
reasons for this procedure are clear. Difficulty of capital accumulation 
when individual incomes are low means that initial capital must come 
from government or other outside agencies. Furthermore, a low degree 
of literacy and the resulting limited economic organizational knowledge 
of the potential members makes the formation and operation of an in-
dependent local cooperative difficult. Government supervision and bus-
iness education are therefore certain needs. As these limitations of capi-
tal, experience, and education are met, greater responsibility can be and 
often is passed to the individual members. 

In more highly developed areas of the world, cooperatives have 
achieved varying levels of the success hoped for in the emerging areas. Re-
gardless of the achievements in the past, however, the cooperatives must 
still be alert to changes in their respective economies if they are to main-
tain an influence in the market results. Currently four changes need 
to be examined even by those cooperatives that seem to have reached 
a mature stage of development. 

First, patronage and membership in a cooperative will need to appeal 
to the largest and most efficient producers. If unit costs vary with vol-
ume, differential treatment may be necessary. 

Second, ever-changing technological developments will almost inevi-
tably require continuing adjustments to economies of scale. Also fewer 
alternative firms will be available to a given group of producers both in 
marketing produce and in purchasing inputs. As such situations tend to 
develop near monopoly or monopsony conditions, the need for support-
ing the relative bargaining power on the part of the producer in his deal-
ings with investor-oriented firms will be increased. In fact (though this is 
probably a remoter possibility), the consumer may find an increasing 
need for improved bargaining conditions in purchasing goods and ser-
vices. Such a bargaining form of organization may be a cooperative. 

Third, closer ties between the individual patron-members and their 
organization will be needed. Scheduling and quality requirements will 
need to be established with a view to matching the production facilities 
of the members with the most efficient level of processing and merchan-
dising of the organization. The enforcement of some requirements, espe-
cially if the scheduling does not yield the same returns to all growers, 
can lead to integration where the organization may own some of the pro-
duction factors, especially the non-fixed ones on members' farms. In this 
instance, the member-patron might receive a substantially uniform rate 
of return for each unit product, with the association absorbing the risks 
of the seasonal and short-time fluctuation in market prices. 



Fourth, the capital needs of cooperatives have been steadily in-
creasing. These needs are likely to continue as further development oc-
curs. The implication is that cooperative leaders will be continuing to 
hunt for methods of getting their members to invest more capital in their 
organization. At the same time, changes in agriculture have expanded 
the need for capital in individual farm operations. This suggests that 
some changes will be needed in the direction of greater efficiency in the 
use of capital. It may be necessary to revise the idea that each mem-
ber-patron should be obligated to supply capital to the cooperative in 
proportion to the volume of business he does with it. 
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C H A P T E R 

Equilibrium and 
Overall Adjustment 

MANAGERS of farms and marketing firms, administrators of farm 
programs, and consumers must make decisions which require some un-
derstanding of the market environment and the adjustments within that 
environment. Earlier chapters outlined various economic models under 
different forms of competition and considered the nature of price-output 
and other merchandising behavior by firms in agricultural markets. 
This chapter synthesizes these concepts into an overall framework which 
encompasses farm supply, consumer demand, and marketing margins 
and relates firm behavior to some of the dynamic aspects of overall short-
run market adjustment. 

The end point in the marketing process is and should be the ultimate 
consumer. Organization of the marketing machinery must be built 
around the task of detecting, understanding, predicting, and satisfying 
consumer wants and, as many would argue, shaping consumers' prefer-
ences. Thus as a starting point in this discussion we ask, what do we 
know or hypothesize about the structure of consumer demand as it re-
lates to agricultural products? 
FACTORS INFLUENCING CONSUMER DEMAND 

The relationship between the consumption of a food product and 
those factors that affect consumption is designated here as the demand 
function. As indicated in an earlier chapter, factors that influence con-
sumption would include population, age distribution of the population, 
size of household, per capita incomes, frequency distribution of income, 
asset position of the consumers, price of the products, prices of substi-
tutes and complements, promotion and merchandising, product inno-
vation, knowledge about nutrition and health, occupations, educational 
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level of consumers, regional influences, religious beliefs, race and na-
tionality, patterns of living, special events, a general category known as 
"tastes," and other factors too numerous to mention. 

Consumption, as used in this context, refers to the amounts people 
would consume under the conditions specified by the determining var-
iables. The demand function conceptually describes boundary condi-
tions rather than points. That is, it defines attainable consumption lev-
els—maximum amounts people would consume under the specified con-
ditions. Our a priori knowledge of the demand function for food and 
fiber allows us to hypothesize what certain characteristics of this func-
tion will be. We can construct a market demand model with high pre-
dictive value by using a limited set of variables from the entire set of 
those variables which could have at least some influence on consump-
tion. The effect of each of these variables can be hypothesized from our 
accumulated knowledge of human behavior and physiology. 

Population. Population could be expected to have a proportional 
effect on consumption. If population doubled, amounts demanded for 
consumption would be expected to double, ceteris paribus. Of course, 
all other things do not remain constant over time, including price, the 
age composition of the population, and income. 

Income. The relationship between income and total food consump-
tion was explained by Engle as follows: "The poorer a family, the greater 
the proportion of the total outgo that must be used for food." Saying 
this in another way, "as incomes rise, consumers spend a smaller propor-
tion of their incomes on food." This applies primarily to the farm value 
of food purchased. The expenditures for certain services and process-
ing may well represent an increasing proportion of rising incomes. 
Also great variation exists between products (and grades of the same 
product). The relationship between income and consumption of indi-
vidual products, known as the income elasticity of demand, can be either 
positive or negative, depending upon the product. The preference pat-
tern of consumers would determine this relationship. Products with a 
positive relationship are designated here as "normal" goods if consump-
tion increases less than proportionally to a rise in income and "superior" 
goods if consumption increases more than proportionally to income. 
Goods which decline in consumption as income increases are often called 
inferior goods. Probably, the rate of increase for normal or superior 
goods or rate of decrease for inferior goods would tend to slacken as 
income increases beyond a certain level because of a desire for variety 



in diets. Consumers with rising incomes give more attention to variety 
and to quality. 

Not only does current income affect consumption: expected income 
and the asset position of the consumer condition his expenditures, as 
well. Friedman treats income in a given time period as the sum of two 
components. The first of these, a permanent component, reflects physi-
cal assets and the earning capacity of the individual, i.e., the discounted 
value of his expected lifetime earnings. The second component is transi-
tory, reflecting all other factors, those likely to be considered by the in-
dividual as accidental or chance occurrences.1 Friedman regards con-
sumer expenditures in a given time period as likewise consisting of per-
manent and transitory components. The transitory component reflects 
unexpected developments such as sickness, low food prices due to a 
bumper crop, unusually cold weather and non-recurring factors. He 
hypothesizes that permanent consumption is a function of permanent 
income, the rate of interest, the relative importance of property and non-
property income, and the consumer units' tastes and preferences for con-
sumption versus addition to wealth. 
Price. The relationship between price and amounts purchased is 
known as the demand curve. The demand curve for food and fiber is 
generally a negative relationship. The price elasticity of demand for a 
given product depends upon the closeness of substitutes, the level of 
consumer income, the distribution of income among the population, the 
relative importance of this product in the budget of consumers, the stor-
ability of the product, and the length of time being considered in defin-
ing the relationship. 

For the time interval over which the product can be stored without 
appreciable loss of quality, we actually have two demand functions: 
the demand for current consumption and the demand for storage. The 
amount demanded for storage is primarily a function of current prices, 
expected prices, storage costs, and the risk element. Holding the latter 
three factors constant, the effect of current prices on the amount de-
manded for storage would be the price elasticity of demand for stor-
age. This could be quite different from the price elasticity of demand for 
current consumption over this period. 

Specifying the time period under consideration is important. An 
abrupt drop in price accompanied by an advertising campaign, as used 
by retailers in "specials," can generate a substantial response from con-
sumers. This is because the consumers are aware of the lowered prices 
and expect them to be of short duration. The response may reflect the 
elasticity of demand both for consumption and for storage. 



But generally, the elasticity of demand for consumption is greater for 
longer time spans (say, one or two years) than for shorter spans (say, a 
three month period). People may not be easily induced to change then-
consumption habits by relatively short-run variations in price. But if a 
price change persists for a long period, consumers can adjust their diets 
gradually, and are more receptive to the change. 

The price elasticity of demand for most farm products is less than one, 
or inelastic, in the relevant portion of the demand curve. The elasticity 
of the demand curve would normally vary from point to point along the 
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FIGURE 2 2 . A typical market demand curve for an agricultural product. 
curve. These features of the demand curve have special significance in 
agricultural marketing. 

The particular shape of the demand curve is seldom known in empiri-
cal work, although statistical techniques have made it convenient to as-
sume a linear function, either arithmetically or in logs. Realistically, 
demand curves are probably not linear (arithmetically or in logs) through 
the entire range of prices and consumption. A linear representation may 
be adequate, however, for a narrow range of prices and consumption. 

There seems to be a tendency for demand curves to be "S" shaped.2 

The demand curve drawn in Figure 22 might well be typical for farm 
products. At extremely high prices, only a small number of individuals 



might purchase a product. But because these individuals are not price-
conscious, demand may be very inelastic in this range. At lower prices 
more can afford the product: it begins to displace substitute products. 
At extremely low prices the demand again becomes very inelastic as 
the market becomes saturated and alternative uses of the product are 
exhausted. Because of differences in income levels and the distribution 
of incomes, the shape of a demand curve would differ from one mar-
ket area to another, from one country to another. 

In a perfect market, the shape of the demand curve is of interest to pro-
ducers and consumers only in the effect it might have on stability of 
price. The more inelastic the demand, the more unstable the price for 
a given variation in production. If some control can be exercised over 
marketings, the shape of the demand curve becomes more relevant. 
Decision makers may endorse policies of price discrimination or market 
stabilization depending on the shape of the demand curve. 
Prices of substitutes and complements. Other variables affecting con-
sumption of a product are the prices of substitutes and complements in 
consumption. The relationship between prices of substitutes and com-
plements and the consumption of the product being considered is ex-
pressed quantitatively as the "cross elasticity of demand." This elasticity 
would be positive for substitutes and negative for complements. 
Other factors. Tastes, preferences, promotion, and advertising, along 
with many other factors, affect food and fiber consumption. The theory 
of consumer behavior is not well developed with regard to these variables. 
Cochrane and Bell point out that the theory of consumer behavior has 
not been helpful in suggesting how tastes and preferences are formed or 
how or why they change.3 Because some of these factors do not change 
very rapidly over time, their effect can be ignored for short-term pre-
dictions. Over the long run, their influence may be substantial. To some 
degree this influence can be measured. In statistical demand analysis the 
combined effect of several variables over time is often lumped to-
gether and considered a function of time. But until the understanding 
of consumer behavior is much further advanced, the predictive power 
of such models will be weak. 

The vagaries of human behavior often defy analysis, particularly in 
terms of the "rational economic man." The difficulty becomes apparent 
when we consider the motivations of consumers. Using Cochrane and 
Bell's classification of human wants, there are those individual physiolo-
gical requirements and inborn proclivities for food, protection against 



the elements, sex and family, and communal or social activities.4 In the 
second category are certain social, or group-created, wants. This cate-
gory includes custom, conspicuous consumption, fashion, imitation, and 
wants that are "producer-made" through advertising and product inno-
vation. 
The combined effect. The relationships discussed above were each 
in the context of ceteris paribus: all of the other factors are assumed con-
stant. Usually these factors change simultaneously. This presents sub-
stantial measurement problems. One important interrelationship is the 
effect of income on price elasticity of demand. The presumption is that 
people become less price-conscious as incomes increase. Rising incomes 
not only shift the demand but render it more inelastic. 

The demand function may not be completely reversible. A low price 
which attracts new consumers may generate a shift in the demand curve 
at higher prices. A promotional effort may have some lasting effects 
long after the program is terminated. 

In the preceding discussion no differentiation was made between the 
domestic demand and the export demand. This was because the discus-
sion was in general terms and related to both the domestic and the for-
eign consumer. But substantial differences appear to exist in the form 
of the demand among countries. Tastes and preferences differ greatly 
from one country to another, and even within a country. These differ-
ences are separate from those due to disparity of income. 

The export demand for a given product from a given country or area 
is generally less stable than the domestic demand, since the export de-
mand is influenced by production of the same or similar product in 
the importing country and in other exporting countries. And production 
does vary from year to year. Production in these other countries may be 
viewed as a very close substitute for production in the home country. By 
this interpretation, export demand can be included in the general model 
of consumer demand described in this section. Of course, the world de-
mand for the world's production is relatively stable from year to year. 
THE SUPPLY OF FARM PRODUCTS 

The second important concept needed to explain overall market 
adjustment is that of supply. The amount of a product that farmers are 
willing to supply to the market is explained in large part by expected 
price of the product, expected prices of inputs, technology, expected 
prices of substitutes and complements in production, and costs of pro-
ducing substitutes and complements in production. This, which we desig-



nate as the "supply function," can be considered as describing the bound-
aries of attainable areas; it is analogous to the "demand function." The 
relation between the expected price and the amount supplied is known 
as the supply curve. 
The elasticity of supply. The elasticity of this relationship for agri-
cultural commodities depends partly on the slope of the rising portion 
of the marginal cost curves of farms, which in turn depends on the ease 
of shifting resources into and out of the production of a particular prod-
uct. This includes shifting resources from one enterprise to another or 
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FIGURE 2 3 . Hypothetical supply curves with rising and declining prices. 
shifting resources into and out of agricultural production. The elasticity 
of supply also depends on the differences in the level of average costs 
among the farms in production and the submarginal potential producers. 

Because of fixed costs, the supply curve is not completely reversible. 
As expected prices increase, new firms tend to enter production at the 
point where prices are equal to or above the minimum point on their av-
erage total cost curve. But as expected prices decline, these firms do not 
exit from production immediately unless prices drop below their aver-
age variable cost curve. Such action results in a more inelastic supply 
as prices decline than as prices increase. The difference would tend to 
be the greatest on products with high fixed costs relative to total costs. 

This can be illustrated in the accompanying Figure 23. If the price 
were raised from P1 to P 2 , production would increase from Qx to Q2; 
but if the price were then dropped back to Pl9 production would de-
cline only to Q3. 

Another factor determining the elasticity of supply is time. A lag ex-
ists between a change in the actual price and a change in the amount sup-



plied. This lag has essentially three components, psychological, physi-
cal, and economic. The psychological lag refers to the time between a 
change in actual price, the recognition that the price has changed, and an 
adjustment of expectations based on that change. In addition, some lag 
might exist even after expectations had been revised, due to resist-
ance to change. In some cases, adjustments would be made only af-
ter present producers had retired or died. New producers would not 
be so encumbered by habit. 

The physical lag refers to the minimum time necessary to alter pro-
duction. This time will vary depending on the kind of product involved. 
It will be one year for most crops, three to four months for broilers, and 
a greater time for most other products. 

The economic lag involves the time necessary to change so-called 
fixed assets. When prices decline, some producers find themselves cover-
ing their variable costs and part of their fixed costs. As long as they re-
cover at least part of their fixed costs, they will continue to produce, but 
will eventually cease producing when the discounted value of expected 
earnings of the assets falls below the salvage value of the assets. This 
point would theoretically be the level where the salvage value is equal 
to or greater than the discounted expected return from the asset during 
the remainder of its life. Stated algebraically: 

A Ei 

where Vs is the salvage value, i is the year, n is the number of remain-
ing years of the lifetime of the asset, Ei is the expected returns in year 
i, r is the rate of return available to the farmer in an alternative invest-
ment of comparable risk. 

Johnson defines a fixed asset (in a single use) as an input where the 
marginal value product exceeds salvage value and is less than acquisition 
cost.5 This establishes the price below which the asset would be with-
drawn and the price above which more of the asset would be added. 
For many farm inputs, such as roughage, buildings, and machinery, 
there is a considerable difference between the acquisition cost and sal-
vage value. 

In these formulations of asset fixity, it is clear that the transition from 
fixed to variable assets is not strictly a matter of time, but is dependent 
on expected returns from the asset. The expected returns, and the sal-
vage values, are of course partially a function of time. 
Shifters of supply. The other factors in the supply function can be 
considered as "shifters" of the supply curve. The price of inputs is an 



important element in the supply function, especially of those inputs 
which represent a large part of the total cost of production. For exam-
ple, the price of corn is nearly as important an influence as hog prices 
in determining hog output. The supply function itself is subject to 
"structural" changes. New technology may be viewed as changes in the 
production function, which thereby alter the cost structure, which in 
turn affects the supply curve. Technology which lowers cost would 
tend to shift the supply curve to the right. Changes in organization of re-
sources, such as vertical integration and contract farming, would sim-
ilarly reshape the supply curve. 

An increase or decrease in the price of products that are close sub-
stitutes in production would tend to have an opposite effect on the 
amount of a given product supplied to the market. An increase or de-
crease in the price of a complement in production would tend to change 
the amount of a product supplied to the market in the same direction. 
Also, changes in the cost structure of substitutes and complements in 
production would alter the attractiveness of these enterprises and so af-
fect the supply of the product in question. 

Nature, through weather, diseases, insects, etc., influences the 
amounts actually produced and enters the supply function as a random 
element not subject to prediction except in the relatively short run. 
Stallings, in his study of the influence of weather on farm production, 
estimated that the coefficient of determination between a weather index 
and an index of crop production per acre was .68 in the United States 
for the period 1900-1957.6 Also of interest is the fact that the variance 
due to weather in crop yields did not change in this period. Because yields 
have increased rapidly, the relative variance of yields has declined. This 
suggests that weather becomes a relatively less important source of pro-
duction instability as new technology and improved organization of re-
sources increase yields. 
The role of expectations. Implicit in the definition of the supply func-
tion are expected prices of the product, its inputs, and substitutes and 
complements in production. Measurement of the supply function for a 
specific span of time is complicated by the difficulty of measuring both 
expectations and their "strength." Farmers are conscious of many of the 
important factors affecting price, such as production, consumption, con-
sumer incomes, prices of competing products, and the government's sup-
port program. Partenheimer concluded that a high proportion of farm-
ers surveyed in the Midwest use so-called supply, supply-demand, and 
government action expectation models.7 The particular expectation 
model used depends upon the commodity in question. If the government 



support program was instrumental in establishing price, then farmers 
would be attentive to the prospective government program. Outlook 
information influences expectations. The selection of an appropriate 
expectation model involves implicit assumptions about farmers' level 
of knowledge and understanding of economic relationships. 

Farmers may recognize some of the important factors affecting prod-
uct and input prices. But in formulating expectations they may not go 
through the complex process of attempting to forecast these variables 
and assess their relative importance in establishing price. The magni-
tude of this undertaking may force even the best informed farmers to 
construct simple mechanistic expectation models. 

Such mechanistic models would usually incorporate time series infor-
mation. Price expectations are normally some function of present and 
past prices. The expectation model most commonly used by farmers 
is to assume that present or recent prices will continue for the coming 
production period. The condition specified in the "Cobweb Theorem," 
that farmers expect present prices to continue, represents a special case 
of a more general model which specifies that expectations are some func-
tion of present and past prices. Logically, the most recent prices would 
be given the greatest weight. Information retained by the human mind 
is usually a declining function of time. These phenomena are analyzed 
in terms of "distributed lag" models. The analytical techniques have been 
developed by several authors.8 

The "distributed lag" approach is also used to measure economic lag 
in production adjustment. Some farmers can adjust immediately to a 
change in expectations because they are marginal—their fixed cost posi-
tion may allow them to shift easily in or out of production. Others cannot 
economically so adjust until certain time periods have elapsed. Distrib-
uted lags allow for these differences. When actually trying to measure 
supply response, however, it is difficult to separate the lag due to slow 
adjustment of expectations and the lag due to fixed assets and other fac-
tors which hinder adjustments to revised expectations. 

An underlying theoretical explanation of just how producers form ex-
pectations is only in the development stage. Although considerable work 
has been accomplished in survey procedures, that is, in asking people 
what their expectaions are, attempts to construct behavioral models 
have been feeble. 

Katona has criticized the great body of economic theory which 
draws only upon mechanistic psychology—the assumption that un-
der given external conditions human actions are entirely determined by 
those conditions.9 Because human behavior is pliable and modifiable, 



and because human beings are capable of using past experiences, he is 
skeptical about broad generalizations that assume invariable interrelation-
ships. 

Katona points out that economic behavior is sometimes habitual and 
does not involve expectations. In some cases, expectations are so weak 
that entrepreneurs (or consumers) do not respond and, in other cases, 
little doubt enters the expectation and the appropriate response follows. 
But in the majority of instances of uncertainty, Katona notes that ex-
pectations influence action, especially if that action is in line with the 
hopes and desires of those concerned.10 

About expectations, Katona states: 
The study of expectations forms a part of the psychology of learning 

since expectations are not innate or instinctive forms of behavior but 
rather the results of experience. Therefore, expectations are explained 
by the same two principles by which all learning is explained, that is, 
by repetition or understanding (or both). The theory of expectations 
based on repetition alone is: "I expect those things to happen that have 
happened before, and the frequency of my past experience (the number 
of reinforcements) determines the strength of my expectations."11 

But Katona points out that the strongest and most influential expecta-
tions originate in understanding. New understanding results from a re-
structuring of the psychological field, the whole situation which in-
volves a change in the perception of the environment. What people per-
ceive depends on the organization of their perceptions, which differs 
from person to person and in the same person from time to time. Changes 
in the organization of perceptions are conditioned by motives, past ex-
perience, attitudes, and emotions. Reaction to stimuli depends upon the 
particular structure of the perceptions. Changes in the structuring of the 
psychological whole and consequently of understanding are infrequent. 

Katona reasons that if understanding is the source of strongest ex-
pectations, the expectations of businessmen are not constantly being re-
vised. But when there is a revision, the change is likely to be substantial. 
In addition, many individual businessmen are likely to revise their ex-
pectations at the same time and in the same direction. 

The field of information theory offers some guides as to how produc-
ers might extract certain information from prices.12 Using the terminol-
ogy of this field, prices may be thought to serve as signals which impart 
certain information to producers. In formulating expectations, the sig-
nals must first be received (actual prices must be known) and decoded. 
The signal is composed of information and noise. The problem of the 



receiver is to separate the information from the noise and glean from 
the signal guides for future production. 

Noise is a random element, an interference in the transmission of the 
signal. A change in price may not be a message to change long-range 
production plans if the change originated from a random and tempo-
rary disturbance. 

Production and price are much more unstable for certain farm prod-
ucts than others. Year-to-year fluctuations in onion production and 
prices are much greater than those for milk, since the former are more 
dependent on weather, a random element. This would suggest that a 
given percentage change in onion prices would very likely impart less 
information about a basic long-run (more than one year) adjustment 
in the level of onion prices than the same percentage change in milk 
prices would about adjustments in the level of milk prices. 

Producers' price expectations are not single-valued but a range, with 
probabilities attached to price intervals within that range. As these in-
tervals approach zero, the expectation would then be a density function. 1 3 

In a free market this might well be a normal distribution about the most 
likely price. If the prices were supported, the standard deviation of 
the expected market price would be reduced. If the price support was 
through nonrecourse loans, which protect producers from a price drop 
but allow him to take advantage of a price rise, the distribution func-
tion of the expected price would be skewed to the right. The support 
price adds strength to the expectation, removing an element of uncer-
tainty. At each expected price, the amount supplied would be likely to 
be greater if the price was supported than if it was not. 
THE CONCEPT OF MARKETING MARGINS 

Consumer demand for food and fiber is an order for a very complex 
bundle of goods and services. The product of the farm is only a part of 
this demand. The transportation, storage, processing, grading, packag-
ing, merchandising, and other services between the farm and the con-
sumer are very real and important additions complementary to the farm 
product. Indeed, in the United States the marketing bill for domestically 
produced farm foods has been twice as great as the amount actually 
received by farmers. 

Each marketing firm adds certain utilities to the product—time, place, 
form or possession utilities or some combination of these. A farm is ac-
tually a marketing firm which adds primarily form utility, but may also 
add the others. The concept of a farm as a marketing firm is clearly seen 
in the United States, where two-thirds of the scarce resources going 
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into agriculture are purchased inputs. The firms supplying inputs to agri-culture, in turn, are also marketing firms. Product identification is, of course, difficult at the early stages of the marketing process. Neverthe-less, the concept that each firm is marketing its labor, capital, and man-agement through products which eventually satisfy consumer demands is a useful one. 
The equilibrium margins. Within this frame of reference we can con-ceive of a supply-demand model at each point in the marketing chain where a product (or factor, depending on which stage is being considered) changes ownership. Each marketing firm "adds value" to the product (factor). Commonly, the difference between the price of the commodity as a product and as an input is known as the "marketing margin." In competitive markets, the marketing margin is determined by the demand for marketing services (and goods) and the supply of marketing services (and goods) as shown in Figure 24.14 The intersection of the curves representing the demand for and supply of marketing services estab-lishes the quantity of services produced (Qt) and the market margin (MM). 

Q« 
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FIGURE 2 4 . Hypothetical demand and supply curves for marketing services. 
The total marketing margin between the farm and the consumer is the aggregation of marketing margins of the various firms in between. Hence the farm demand curve may be considered a demand derived from the consumer and intermediary demand functions.15 

If the marketing industries were perfectly competitive, then the marketing margin would equal the costs of providing the services,16 Sea-sonal price increases would equal storage costs. Price differences from place to place would equal transportation costs. Commission fees would equal the cost of placing the product into hands which can make better 



use of it. Lower costs in marketing would tend to shift the supply curve 
of marketing services to the right, resulting in lower marketing margins. 
Rising consumer incomes might increase the demand for marketing 
services and result in higher marketing margins. A change in the vol-
ume handled would change the marketing margin only to the extent 
that the unit costs would be affected. If marketing firms are operating 
within the rising portion of their average cost curves, then an increase 
in production would widen the marketing margin, and a decrease in 
production would lower the margin. 
Factors that influence margins. Agricultural marketing industries are 
not perfectly competitive, but rather tend to be oligopolistic (or monop-
olistically competitive). Knowledge is imperfect. Typically, business 
volume is concentrated in a relatively small number of farm supply com-
panies, food processors, and retailers. But the many smaller firms in these 
same industries cannot be neglected. Because of these characteristics of 
the market structure, marketing margins may fluctuate considerably in 
the short run (less than one year). Over the longer run, however, the 
threat of entry of new firms or social condemnation may limit excess 
profits and keep margins near the cost level. 

The structure of agricultural marketing in the United States is such 
that margins have been relatively stable from year to year, except in time 
of war and severe depression, and when the amount marketed changes 
substantially. Price leadership, market sharing, informal collusion, var-
ious forms of non-price competition, and government regulation of rates 
charged by certain marketing firms (e.g., railroads, livestock markets) 
have evidently added certain rigidities to marketing margins. Large 
multi-product firms that possess a degree of market power may tend to 
establish target returns on investment and vary margins as a percent 
of sales accordingly. Other agricultural marketing firms use a fixed 
amount mark-up. These fixed amounts may be established by custom, 
convention, by what is thought to be reasonable, by competitive pres-
sure, or by a genuine effort to maximize profits. 

Processors and other marketing firms face rigidities due to high fixed 
investments in plant and facilities, labor costs, and commitments to de-
liver a finished product. In the United States, labor represents one-half 
of the cost of marketing food. Because of strong labor unions and mini-
mum wage legislation, wage rates are relatively fixed. For certain periods 
of time, the number employed cannot be changed appreciably. 

Over time, however, marketing margins do change following long-
term trends in costs, consumer demands for marketing services, and 



new technology. Wage rates have been rising consistently, but year-to-
year changes are gradual. As mentioned earlier in this chapter, certain 
consumer demands tend to change slowly, but over a few years can 
mean substantial adjustments in the marketing services required. The 
development and diffusion of new technology generally occur over a pe-
riod of years, and affect both the demand for marketing services and the 
costs. 
DERIVED DEMAND 

The demands for factors of production and marketing services are 
derived from the demand for the ultimate product. The farm product 
as well as marketing services can be considered as factors of marketing. 
The demand for the farm product and the demand for marketing services 
are thereby "derived" demands. The demand curve at retail and the "de-
rived" farm demand curve would be about parallel, as shown in Fig-
ure 25, if unit marketing costs were little affected by volume. Such a 

FIGURE 25 . Hypothetical demand and derived demand curve. 
representation is fairly typical of most farm products, although substan-
tial departures are noted when marketings fluctuate sharply in the short 
run. Volume can have a major impact on unit costs in the very short 
run because a large proportion of the inputs in marketing firms are 
often fixed for that period. 

The demand curve at the farm is generally more inelastic than at re-
tail.1 7 Marshall has stated some principles governing the elasticity of a 
derived (in this case farm) demand curve.1 8 These can be applied to the 
farm-retail demand relationship as follows: the farm demand curve will 
be more inelastic (1) the more essential the farm product is to the re-
tail product (this relates to the closeness of substitutes); (2) the more 
inelastic the demand for the retail product is; (3) the smaller proportion 



the farm price is of the retail price; (4) the more inelastic is the supply 
curve for the marketing services (and the supply curves for products 
which can be substituted for the farm product in question). These four 
principles are exemplified by the highly inelastic demand for wheat 
used for food domestically. (1) Wheat is an essential ingredient in bread, 
with rye as a not-too-close substitute. (2) The retail demand for bread is 
relatively inelastic. (3) Wheat prices represent a small proportion of the 
retail price of bread. (4) The facilities for handling and milling wheat, 
and for baking bread, are relatively fixed. 

Marketing margins vary greatly between products, because of the dif-
ferences in the costs of collecting, processing, transporting, storing, and 
handling of different products.1 9 The farm demands for products re-
quiring considerable marketing expenditures, such as wheat, are more 
closely allied to the requirements of handlers and processors than to 
consumer demands. 
THE RELATIONSHIP BETWEEN SUPPLY, DEMAND, 
AND DERIVED DEMAND 

If we assume that both the supply and demand functions are revers-
ible within the period of time specified, we can diagram demand and 
supply as shown in Figure 26. The farm price (P F) and the amount sup-
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FIGURE 2 6 . Hypothetical supply and demand curves. 
plied (QO would be determined by the intersection of the farm demand 
(DF) and the farm supply (SF) curves. Since the same amount will be 



supplied at retail, with allowances for inventory adjustments and waste, 
etc., the retail price (P R) reflects what consumers are willing to pay for 
that amount of the original product and for the services (including in-
formation or advertising) that are involved in marketing. The difference, 
then, between the retail price and farm price is labeled the market-
ing margin (MM). 

The other factors besides price influencing the amount supplied and 
the amount sold determine the relative position of these curves. The 
farm price and also the retail price as determined by these variables re-
fer to a particular product, at a particular place, and at a particular time. 
Conceptually, we can visualize a multi-dimensional price surface in 
which price is established in a given market, but emanating from that 
point are geographic price differences due to transportation costs, price 
differences over time due to storage costs, price differences between 
forms due to processing costs, and price differences between agents due 
to selling costs. 

The entire model can be represented algebraically. For illustration, 
assume a linear model with the following structural equations. 

Consumer Demand function 
(1) Qt = «1 ~ 012Pat + 0is Yt + 0uPSt 

Farm Supply function 
(2) QT = «2 + FTSPIR,-! - FOSP^-T - 024CT_X 

Demand for Marketing Services 
(3) MSt = «« - 032MM t + 033 F, 

Supply of Marketing Services 
(4) MSt = «4 + BuMMt-! - PnWt-i - 04iQt 

Farm Demand 
(5) PFt = PRt - MMt 

Where: QT — Quantity produced or consumed. PR — Retail price. Y 
= Consumer income. P 8 = Retail price of a substitute in consumption. 
P F = Farm price. Px = Farm price of an alternative crop. C—Index of 
prices paid for inputs. MS = Marketing services. MM=Marketing 
margin. W — Wage rates, t — current year and t — 1 = preceding year. The 
variables lagged by one year are assumed to be the expected value of 
these variables in t. In other words, this is the simple expectation model 
that present values will continue in the following year. The and 



represent the structural parameters of this model which we may want to 
estimate. Our interest in the parameters may be to assist us in making 
policy decisions as well as predictions. However, in this model predic-
tions can be obtained without estimating all of these parameters. 

Since the quantity of the product supplied is a function of lagged 
variables, this variable is predetermined. The predicted value of Q t i 

labeled Qt, from equation (2) can be used in equation (1) as an independ-
ent variable with PRt dependent. 

(6) PRt = — k - Qt + 018 Yt + 014P.J 
012 

If both Yt and P 8 f can be determined independently of PRt and Qt, then 
this process will allow us to predict PRt. We also assume that in period t9 

PRt cannot influence Qt. Otherwise, a system of simultaneous equations 
would have to be estimated. 

The farm price can then be determined by the following procedure. 
By subtracting equation (3) from equation (4), MS t is canceled out and 
a function with MM as the dependent variable can be derived. 
(7) MMt = — [as - a 4 - 0 4 2 M M + 043^-1 + 033 Y, + 044Qt] 
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All the independent variables are predetermined or exogenous. We now 
have prediction equations for PRt and MMt, and can thus determine 
PFt from the identity, 
(8) PFt = PRt - MMt. 

This system of equations is a so-called "recursive model/' which 
Wold and others have argued is appropriate for representing most eco-
nomic relationships.2 0 There are a few cases in which the endogenous 
variables are jointly determined, requiring additional equations and 
special estimating techniques.2 1 

For example, if Qt was partly influenced by PFt, then Qt is not com-
pletely predetermined. The estimates of the structural coefficients are 
then biased. As an illustration, the price of Choice steers in a given year 
is largely determined by the number on feed on January 1. However, 
the price may also determine how heavy these cattle are fed out, which 
in turn affects the price at some time during the year. Similarly, the 
quarterly price of hogs is primarily a function of the number of pigs 
marketed in that quarter. But the price of hogs may also affect the 
amount of pork placed into storage, which in turn affects the price of 
hogs. Separate equations accounting for these effects would be necessary 



to obtain accurate estimates of the structural parameters of the model. 
Whether in the final analysis the structural coefficients could actually be 
identified would depend on the number and distribution of endogenous 
and exogenous variables in equations of the system,2 2 

The model diagramed and described above is based on perfect, or at 
least "workable," competition. Such models have been very serviceable 
in price analysis, but have not been able to explain all of the variations 
in prices, quantities and other variables of interest. 

Agricultural marketing industries, of course, are not perfectly com-
petitive. There are a large number of farm producers and ultimate buy-
ers, but characteristically the marketing is concentrated in a few relatively 
large firms. Knowledge at all levels is imperfect. The product is not 
homogeneous. Evidence suggests some discriminatory practices. 

Short-term price changes, in particular, are difficult to explain and 
predict. Short-term adjustments in agricultural prices develop not only 
from variations in the factors of demand and supply but also from the 
imperfections in the markets. In markets where there are only a few 
buyers, the pressure for informal or formal collusion is strong. Prices dur-
ing the trading period may fluctuate because of the degree of competi-
tion. Advertising and merchandising activities, possible only in an im-
perfect market, affect demand but are difficult to predict with existing 
theories on monopolistic competition. 

Even in a highly competitive market, professional buyers and sellers 
(commission men) in their negotiations may not arrive at the equilibrium 
price dictated by supply and demand conditions. Knowledge is imper-
fect. Price making under these conditions is a trial and error procedure. 
Consequently, if the price is too high on one day, the price may be be-
low the equilibrium the following day in compensation. Supply and de-
mand determine prices. But the negotiations of traders in the market 
place "discover" prices. The actual price at any point in time may not 
equate given supplies with market demand. Some time is necessary for 
the market to feed back to the participants the impact of the negotiated 
price on sales. In the meantime, conditions of supply and demand may 
have changed. But even if they had not changed, some time would elapse 
before actual prices would converge on the equilibrium level. 

Related to this activity of discovering price is the problem of dis-
covering quality. Since agricultural products are not homogeneous but 
represent a continuum of quality, farm products cannot be perfectly 
standardized even with grades. Grading does segment the quality into 
classifications which should be meaningful and helpful in price discov-
ery. Nevertheless, some of the apparent price changes which occur in 



agricultural markets are not price changes at all, but rather quality var-
iations not measured by the existing grading system. "Noise" is thereby 
introduced into the pricing mechanism. 
PRICE FLUCTUATIONS 

A feature of agricultural prices, and indeed a major problem, is ex-
treme variation over time. For purposes of analysis, variations can be 
arbitrarily classified into short-term, seasonal, annual, cyclical, trends, 
and sporadic. 

Short-term variations. The short-term variations in price are those 
occurring from hour to hour, day to day and even week to week. Such 
changes may be due to variations in receipts; such temporary fluctua-
tions in consumer demand as may be caused by weather, a strike, or pro-
motional activities of a large chain store; the acquisition of new infor-
mation about supplies and demand; the trial-and-error process of price 
discovery, and similar short-term influences. Wide variations in the 
quantity placed on the market may occur. With many producers mak-
ing independent decisions on when to sell, there would be no particular 
problem if these decisions were randomly made. However, large num-
bers of producers tend to react to the same stimuli (prices, outlook) in a 
similar manner, with short-term gluts and shortages resulting. 
Seasonal patterns. The seasonal variation in agricultural prices is much 
more predictable than short-term variations, because farm production 
is highly seasonal. There are also some seasonal changes in demand. 
The extent of seasonal price variation depends on the storage cost of 
the product, or if the product is not storable, the additional cost of pro-
ducing (and transporting) the product in the off season. 

Conceivably, production in a given area could be programmed so as 
to eliminate seasonal variation in market receipts, but under conditions 
of present technology and prices the costs of providing a constant cli-
mate through the year would be prohibitive. Wheat, for example, could 
be grown under glass, but the additional cost would be much greater 
than the cost of storing wheat after harvest. 

For nonstorables, the off-season price would depend not only upon 
the cost of production in a given area, but also upon the cost of produc-
tion in other climates and the cost of transportation to the market in 
question. If the cost of production in the distant area plus the cost of 
transportation from this area is less than these costs in the nearby pro-
duction areas, then the supplies in the off season will be furnished by the 



distant producers. This assumes no regional differences in the quality of 
the product. 

Demand varies by season due to the changing temperature, humidity, 
and other climatic influences. Temperature affects the demand for meat 
and ice cream, for example. Cultural and religious influences, such as 
special feast days, holidays, fasting, etc., have a seasonal effect upon 
demand. Outdoor barbecuing in the summer creates a demand for spe-
cial cuts of meat. Other such examples could be listed. 
Annual variation. Annual variations in price can be attributed to 
supply response to price; they can often be attributed also to support-
program changes, the random variation of weather, disease and pests, 
and to changes in domestic and export demand. These influences will 
frequently be of a shorter-term nature, but for the most part can be con-
sidered elements of annual price fluctuations. 

The elements of supply response have been discussed. How impor-
tant are the changes in the domestic and export demand? The domestic 
demand for food products normally does not change much from year 
to year, unless incomes change drastically. Population, tastes, and other 
factors affecting demand change slowly over time. The export demand, 
however, being related to production in other major exporting coun-
tries and in importing countries as well, does vary greatly from one 
year to the next. But the total world demand, just like the domestic de-
mand, changes slowly through time. 
Cycles. Cyclical patterns can be detected in farm prices over time. 
Within the year, the seasonal price variation clearly exhibits a cyclical 
pattern, but for definitional purposes only those regular oscillations not 
related to the season will be considered as cycles. 

Cycles exist in the demand for and in production of farm products. 
No two cycles in demand or in production are exactly alike. The length 
of the cycle varies; the amplitude of the swings and continuity of cycles 
are somewhat irregular. But there are certain characteristics of cycles use-
ful for intermediate predictions. 

Business cycles of the magnitude of the pre-World-War-II period in 
the United States had a pronounced effect on the demand for farm prod-
ucts and the alternative employment opportunities for agricultural re-
sources. Business depressions not only caused farm prices to drop dras-
tically but they also closed alternative employment opportunities to 
farmers. As a result, total agricultural production was maintained rather 
than reduced in the face of lower prices. In fact, in the 1930's, there was 
an actual net migration of labor into agriculture. 



In areas where the income elasticity of demand for food is relatively 
high and the nonfarm economy subject to wide cyclical variations, prob-
lems of unstable demand exist. But as the nonfarm economy becomes 
more stabilized and consumers' incomes rise, the demand for farm prod-
ucts becomes even more stabilized than for other products. As incomes 
rise, the income elasticity of demand tends to decline. The post-World-
War-II period in the United States has been characterized by generally 
rising incomes and a steady growth in the domestic demand for all farm 
products, particularly food. The business cycles in this period have been 
manifested in minor recessions. And as incomes have fluctuated at these 
higher levels, the adjustment in expenditures has been made on durable 
goods and not food. 

Cycles persist in the production of certain farm commodities for some 
of the same reasons that business cycles characterize free enterprise 
economies. There are many producers making independent decisions, 
but they are guided by the same stimuli, mainly price. A physical lag 
exists between the decision to change production and the actual change. 
On annual crops this lag is one year. On broilers, it is three to four 
months. On hogs and lambs it is one year. On cattle, the full adjustment 
may not be completed until four to five years have elapsed. In livestock 
some adjustments can be made almost immediately by feeding to heavier 
weights; then over a somewhat longer span more or fewer animals can 
be fed out to maturity; then finally the size of the breeding herd can be 
altered. On fruit crops, very little can be done in the short run to in-
crease production, although a reduction in output or the amount har-
vested can be accomplished within a year. The lag on fruit and nut crops 
and forestry products may be a decade or more. 

To the extent that expectations are a function of present and recent 
past prices, the adjustment of production to actual prices will require at 
least the length of time represented by the physical lag. This delays the 
feedback of price information to producers, introducing instability into 
the system. The forthcoming overproduction may not be recorded in 
the price mechanism immediately, and as a consequence periods of ex-
treme overproduction develop before producers recognize this fact. 
This drawback is minimized on commodities traded in futures markets. 
Then in the process of reducing supplies, production may be cut well 
below the equilibrium level before this fact is conveyed to producers 
through the price mechanism. The physical lag determines the minimum 
length of a cycle and is considered a part of the "endogenous" mecha-
nism of the cycle. Cycles tend to be longer than would be predictable 
from the physical lag, due to the psychological and economic lags dis-
cussed earlier in this chapter. 



Another element of the endogenous mechanism is the process by 
which production is changed. To expand livestock production, additional 
breeding stock must be retained. This immediately reduces the market-
ings of these classes. This in turn raises price, which in turn generates 
higher price expectations, and even more breeding stock is retained for 
expansion. The snowballing effect tends to reinforce the instability of 
the industry. An opposite action develops when production is reduced. 
More breeding stock is marketed, contributing to the decline in price 
and generating additional pessimism. This process applies to a less de-
gree to other farm products as well. 

Whether such an industry would eventually converge toward an equi-
librium would depend upon the elasticity of the supply function relative 
to the demand function (Cobweb Theorem) or on the characteristics of 
the expectation and adjustment functions. Important here, too, is the 
presence or absence of "exogenous" disturbances such as wars, de-
pressions, and droughts that tend to throw agricultural industries with 
cyclical tendencies into oscillation, or keep them in oscillation. 

The persistence of cycles is not the problem as much as the wide am-
plitude of the swings, which disrupts production, processing, distri-
bution, and consumption patterns and results in uneconomic uses of 
resources. Ideal systems adjust rapidly to equilibrium following exoge-
nous "shocks," with a minimum of "overadjustment." But because of the 
benefits which accrue from independent decisions by individuals, some 
fluctuation about the equilibrium could well be tolerated. Value judg-
ments are necessary in deciding how much freedom of individual action 
should be sacrificed for increased stability. Various pricing schemes and 
controls have been suggested to inject more stability into farm produc-
tion and prices, including forward pricing, price supports, supply man-
agement, and contract farming. 
Trend. Another time element in farm prices is trends. This classifi-
cation includes those influences which are relatively minor from year to 
year, but quite significant over a period of several years. Generally, such 
factors have a monotonic influence on the market, as opposed to cyclical. 
We cannot rule out the possibility that a trend might level off and ac-
tually move in the opposite direction, but we observe no regular pat-
tern of such reversals. 

Major elements in long-term changes in supply would be the devel-
opment of new technology and its adoption. 

Technological development is a positive, though irregular, function of 
time, as the fund of human knowledge is continually being augmented. 
The rate of adoption is affected by cyclical, trend, and irregular influ-



ences, such as the capital position of farmers, their age and level of ed-
ucation, educational efforts of such agencies as the Extension Service, 
educational and sales efforts of private firms, and development of com-
munications. 

Management and organization of agricultural industries are continu-
ally being improved. The level of education of entrepreneurs is gen-
erally increasing. New developments in the science and technology of 
management and organization are shifting cost functions and thereby 
affecting supply functions and marketing costs. 

On the demand side, the trends in population, income, tastes, living 
patterns, development of substitutes, improved products and packaging, 
knowledge about health and nutrition, educational level of consumers, 
and occupations are all factors that become very significant for food 
products, although these may be of minor importance in the year-to-year 
fluctuations in farm prices. Adjustments to these trends present problems 
in the quality and grades of commodities as well as in the quantities pro-
duced. Resistance to change commonly results in substantial lags be-
tween changes in preferences and production adjustments to these 
changes. Institutional factors, such as the grading system, do not adjust 
immediately, with resulting imbalances between qualities of products. 
Nevertheless, the price feedback does eventually generate the desired 
adjustment. 
Sporadic. Sporadic influences on agricultural markets are those irreg-
ular and relatively unpredictable events such as drought, war, and de-
pression. These events have been prominent in major changes in the level 
of farm prices over recorded history. So extreme have been the effects 
of depression in reducing farm prices and of war in raising them that 
government has often intervened, supporting prices in depression, con-
trolling them during war. Improvements in transportation, storage, and 
production technology have reduced the effects of natural phenomena 
such as drought, disease, and insect damage. In some cases, govern-
ments have underwritten costs of storage to provide some stability in 
supplies as well as to provide for contingencies such as war. War or 
threat of war encourages stockpiling of certain strategic items such as 
food, causing abrupt changes in price. Over time, the effect of these spo-
radic influences may be lessened as man gains more control over na-
ture, business cycles and, hopefully, international conflicts. 



C H A P T E R 

Market Organization 
and Performance 

IN the previous chapter, the discussion of market equilibrium and over-
all market adjustment was cast in a short-run framework of fixed insti-
tutional patterns, given the technology, tastes and preferences, and input-
output relationships. This chapter is concerned with certain aspects 
of overall market adjustment in a longer-run context, where the nor-
mally fixed elements of economic analysis are allowed to vary. 

American agriculture has moved from a position of near self-suffi-
ciency in colonial times to the current advanced state of commercializa-
tion and industrial development. Changes that have brought this about 
are the result of a long history of growth and development by firms at 
all levels of the agricultural production and marketing system. Business 
firms have an impact on market organization when they grow, diver-
sify, integrate, specialize, relocate, cooperate, or otherwise change in 
composition or in the way they relate to other institutions in the market. 

Individual decisions by firms have both a qualitative and a quanti-
tative content when considered from the viewpoint of market reorganiza-
tion. For example, when the first California farmer decided to raise cot-
ton on a large irrigated basis a fundamental change in market relation-
ships occurred. Because this farmer changed his production plan he 
needed to establish contact with new and different suppliers of inputs 
and buyers of products, and his interrelationship with government 
changed. New kinds of market information and new kinds of price pro-
grams became relevant. Though this was a major change for the indi-
vidual farmer, it did not become a major factor in market organization 
until numerous California farmers made the same decision. The accu-
mulated adjustments by many farmers resulted in a new locational pat-
tern of cotton production—a significant organizational adjustment of the 
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market. Likewise, the decisions of individual firms to develop integrated 
broiler operations did not significantly change market organization until 
a large total volume was involved. At the other extreme, a single merger 
decision by large firms may have an immediate and important effect on 
market organization. Some changes by market firms that are qualitatively 
less significant may not have a major implication for change in market 
organization even if generally adopted. Decisions by firms thus may have 
widely differing effects on market organization because of both qualita-
tive differences in the change and differences in the extent of its adoption. 
CAUSES OF CHANGE IN MARKET ORGANIZATION 

A wide variety of environmental factors and internal conditions as 
well as the motivations and judgments of management influence actions 
taken by firms. However, in looking with historical perspective at the 
factors that have greatest relevance to change in the organization of 
American agricultural markets, three factors seem to have played domi-
nant direct roles of causation: technological innovation based on techni-
cal discovery, changes in consumer preferences and incomes, and 
changes in government market policies and programs. 
Technological development. There are numerous examples of tech-
nical discoveries that provided the basis for major adjustments in the 
organization of American agricultural industries. The Western plains 
area was opened for grain production only after the discovery of the 
reaper provided the basis for extensive cultivation of land. The discovery 
and adaptation of refrigeration and the refrigerator car provided the 
basis for large-scale centralized meat packing and the concentration of 
livestock production in Western areas far removed from major popu-
lation centers. More recent farm technology in chemicals, machinery, 
varieties and breeds, and other developments have changed agricultural 
production methods and led to larger-scale and often highly specialized 
farm units. 

Scientific discovery may arise from either public or private sources. 
Both sources do basic work on new biological and physical concepts that 
improve handling, storing, preserving, and processing methods. These 
efforts are focused on product development as well as on technological 
discovery that leads to internal adjustment of firms, improved produc-
tion processes, and cost reduction. "The economic impact of technologi-
cal change is felt first through its effect on the cost structure or the pro-
duct mix of the individual firm in which the techniques are adopted."1 

These, in turn, often lead to changes in industry organization that are 
ultimately reflected in changes in overall demand for factors of produc-



tion, supply of products, and the basis for exchange and distribution in 
the market. 
Changing demand conditions. The agricultural marketing system has 
also been changed by new wants, preferences, and incomes. One of the 
basic phenomena that determine the extent of the market and the need 
for commodities and services is the composition and level of consumers' 
wants. In early stages of industrialization, expanding population, the 
locational concentration of consumers, and specialization of production 
require institutional patterns that provide basic time, form, and space 
utilities in the market. As the extent of consumer concentration and the 
size of the economy increase, the physical complexity of handling these 
functions increases. Another important change in the handling of market 
functions occurs in response to the change from a producer-oriented 
scarcity economy to a consumer-oriented economy of plenty. Agricul-
ture and food industries in the United States have had to adjust to this 
kind of change. The demand for increased quantities of food by individ-
ual consumers has been virtually filled. Instead, consumers are demand-
ing higher-quality food and more built-in services. Precise specification 
by retailers and consumers for product quality, packages, and variety 
must be met. While the tasks of pricing and creating time, place, and 
basic types of form utility in earlier eras could be handled through cen-
tral markets, this is not the case in the current consumer-oriented U.S. 
society. As the requirements for consumer products become more speci-
fic (e.g., differentiation of items for size, color, for freezing, processing, 
etc.), the coordinating requirements of the market become more strin-
gent, and require a different form of market organization. 

Market policies and programs. The implication of rules or public 
policy and social climate on overall development of markets was con-
sidered in earlier chapters. More specifically, a continuing flow of pol-
icies and programs has influenced the kind of organization in agricul-
tural markets that has developed through time. Among these policies 
are those that establish corporate franchise; provide grades, standards, 
and market information; represent the basic institutional framework 
within which firms adjust their organizational forms and make produc-
tion plans. In addition, specific legislation related to price support, anti-
trust, cooperatives, and many other things has provided specific restraints 
or opportunities that change production or distribution patterns and 
lead to changed organizational forms. Public policies and programs thus 
encompass a large number of controlled influences on market organiza-
tion that play a continuing part in creating change and adjustment. 



ORGANIZATIONAL STRUCTURE IN U . S . AGRICULTURAL MARKETS 
Agriculture and input industries. Although all segments of agricul-
tural industries have adjusted continually to new technological and mar-
ket possibilities, one of the most spectacular recent aspects of this has 
centered around farming and input industries. The production unit in 
agriculture remains the family farm. Its character and relation to other 
agricultural industries, however, have changed dramatically. Technol-
ogy has permitted the organization of farm production into increasingly 
larger and more highly specialized units. This has resulted in greatly in-

F i g u r e 27 . Purchased and nonpurchased inputs. 
* All inputs other than nonpurchased inputs. ** Operator and family labor and operator-owned real estate and other capital inputs. 
Source: Ralph A. Loomis and Glen T. Barton, Productivity of Agriculture: United States, 1870-1958, Tech. Bui. No. 1238, U.S. Department of Agriculture, ARS, April 1961, p. 18. 

creased capital requirements in agriculture, increased output per worker, 
and a steadily increasing total output from the nation's farms. Farm em-
ployment in the post-war period has declined at the rate of about 3 per-
cent per year, while output has continued to increase. The increasing 
requirements for capital, the increasing complexity of farm technology, 
and the more precise quality requirements for farm raw materials have 
led to a closer interdependence between farming and both food proces-
sors and input industries. Vertical integration and contract relationships 
have become more important and are almost complete in some products. 
The increasing interdependence between agriculture and supporting in-
dustries is reflected in the increasing proportion of purchased inputs 
used in agricultural production. The extent of this development is indi-
cated in Figure 27. A qualitative analysis of these data would show an 



even greater relative importance of purchased inputs. Farm supply in-
dustries have become an increasingly important part of the produc-
tion plant for food products. 

This growth in the development of technological improvements in 
farm supply industries has been closely intertwined with industrializa-
tion and development of the entire economy. As stated by one writer: 

In large measure, agricultural technology has been borrowed from the 
cities where early applications were made. Tractors, pumps, electrical 
devices, refrigeration, chemical fertilizers, insecticides and antibiotics 
were developed in most instances from products originally manu-
factured for industrial or consumer use. The recent rapid growth of 
nitrogen fertilizer production is a case in point. The original research 
and development was for war purposes.2 

Large-scale input industries are often integrated into major industrial 
firms whose principal business is not directly related to agriculture.3 Be-
cause farmers have been willing to adopt technology at a relatively rapid 
rate, there is a competitive premium on the ability of farm supply firms 
to continually provide new and better techniques. As a result, extensive 
research is a continuing activity by large firms that are attempting to 
gain economic advantage through quality competition in the market. 
Though varying organizational patterns exist in input industries, this 
competition has led to a general condition of concentration and the ex-
istence of large producing units. Though one would have to largely ven-
ture a guess to suggest the total effect of development in farm supply 
industries on recent adjustment in agriculture and farm production, it 
is clear that the historical development and expansion of productivity in 
American agriculture has been strongly related to changes in specialized 
input industries and more broadly to the entire industrial structure of 
the economy. 
Food processing. The other side of the coin in looking at organiza-
tional changes in agricultural industries is change in food processing and 
distribution. Food processors have been quick to adjust to changing farm 
production patterns and to take advantage of technology and methods 
that have altered procedures for handling, storing, transporting, and 
processing products. They have also responded to changes in market 
size, consumption patterns, assembly problems for raw products, and 
merchandising potential for food products and services. The extent of 
recent adjustments in overall magnitude of food processing due to in-
creased food marketing, shifts from processing on the farm, and more 
processing per unit of product marketed is shown in Figure 28. 
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FIGURE 2 8 . Factory production of processed farm foods. 
Source: The Marketing and Transportation Situation, MTS-134, U.S. Depart-ment of Agriculture, AMS, July 1959, p. 25. 
Existing organizational structure in food processing industries re-

flects technological processes that permit assembly line production and 
other methods amenable to large-scale procurement, processing, and 
selling. Because these methods have been adopted, a substantial degree 
of horizontal and vertical integration as well as concentration of owner-
ship tends to be characteristic of most industries. The extent of concen-
tration as reflected in percent of total shipments is shown for selected 
industries in Table 9. 

Although the size structure of various individual food industries is 
continuing to change, overall concentration has remained relatively sta-
ble in recent years. Leading firms in many food industries accounted for 
about the same proportion of shipments in 1958 as they did in 1947. 
Increasing proportions in some industries were offset by declines in 
others. Of the 25 industries listed in Table 9, the proportion of ship-
ments made by the four largest firms declined in each of 13 industries, 
stayed the same in one, and increased in 11 during this period. The level 
of concentration tends to be relatively greatest in certain bakery products, 
sugar, and certain parts of dairy processing, where four leading firms 
handle 50 percent in all segments except prepared meats, poultry dress-
ing plants, creamery butter, fluid milk, and bread and related products. 

The general pattern of organization in food processing industries is 
thus one of generally high concentration but with relative organiza-
tional stability in recent years. Major adjustments to new processing 
technology, changing farm production patterns, and consumer require-
ments for higher quality and greater variety of food and for increasingly 
large amounts of processing services continue to be made. 



Concentration Ratio: 
Percentage1* of value of 

shipments accounted for by— 
Industry and year» Companies 

4 8 20 
largest largest largest 

companies companies companies 
Number Percent Percent Percent 

Meat packing plants® 2,646 34 46 57 
Prepared meats®6 1,432 17 25 36 
Poultry dressing plants 1,041 12 16 25 
Creamery butter 997 11 18 28 
Natural cheese 1,095 35 42 50 
Concentrated milk 149 50 60 73 
Ice cream and ices 1,171 38 48 59 
Special dairy products 186 51 62 75 
Fluid milk* 5,008 23 29 37 
Canned fruits and vegetablesf 1,347 29 39 55 
Dehydrated fruits and vegetables 130 45 66 82 
Picldes and sauces1 637 35 48 62 
Frozen fruits and vegetables6 246 31 43 67 
Flour and meal 703 38 51 68 
Cereal breakfast foods 34 83 95 99 
Rice milling 61 43 64 84 
Flour mixes 109 75 86 94 
Bread and related products 5,305 22 33 42 
Biscuit and crackers 253 65 72 82 
Raw cane sugar 45 38 52 78 
Cane-sugar refining 16 69 88 100 
Beet sugar 15 64 94 100 
Shortening and cooking oil 66 49 75 97 
Margarine 22 62 86 d 
Corn wet milling 53 73 92 99 
Macaroni and spaghetti 205 25 41 64 
Cottonseed oil mills 125 42 54 71 
Soybean oil mills 66 40 63 86 
Food preparations not elsewhere 

classified® 2,596 29 36 49 
B Industry categories are based on the 1945 version of the Standard Industrial Classifi-

cation so internal comparability is maintained, but differences exist from 1958 Census of 
Manufactures. 

b Percentages are sums of value of shipments of 4 largest (or 8 or 20) companies divided 
by the total value of shipments of the industry. 

c Concentration ratios are based on value added by manufacture, because the value of 
shipments contains a substantial and unmeasurable amount of duplication arising from 
interplant shipments. 

d Not available. 
e Data not available for 1947. 
£ Ratios computed value of production. 
Source: Marketing and Transportation Situation, August 1962, U.S. Department of 

Agriculture, Economic Research Service, Marketing Economics Division, Table 10, 
pp. 21-23. 



Retailing-wholesaling. Unlike the relative stability that has recently 
prevailed in processing, retail and wholesale distribution has undergone 
recent major changes. This has been stimulated by a complicated mix-
ture of technological and market factors. Only a relatively short time 
ago retailing was predominantly based on the very small, often family-
owned, store that merchandised the product of numerous processors ob-
tained through wholesalers. Currently food retailing is organized around 
one-stop shopping at a supermarket with individual store sales normally 
in excess of $1 million annually and often as high as $6 and $7 million. 
The extent of this development is shown in Table 10. 

Table 10. Growth of Supermarkets. 
Number of 

Year Supermarkets 
1932 300 
1936 1,200 
1937 3,066 
1940 6,175 
1945 9,575 
1950 14,217 
1955 20,537 
1957 24,336 
1958 29,920 
Annual sales of $375,000 or more. 

Source: Willard F. Mueller and Leon Garoian, Changes in the Market Structure of Grocery 
Retailing (Madison: The University of Wisconsin Press, 1961), Table 5, p. 14. 

Along with the growth in size of individual firms, various kinds of in-
tegration between retailing and wholesaling have developed. Food dis-
tribution is handled predominantly by corporate chains, where retailing 
and wholesaling are incorporated within the same firm or through 
voluntary and cooperative chains where close affiliation exists between 
wholesalers and retailers. Recent estimates indicate that in 1958 corpo-
rate chains accounted for 43 percent of grocery sales, cooperative and 
voluntary chains accounted for 41.6 percent, and unaffiliated independ-
ents accounted for only 15.4 percent.4 

Changes in food distribution have significance both from the view-
point of its impact on the operating methods employed in the whole-
sale-retail segment itself and because of its impact on changes in proc-
essing industries and farming. The growth of integrated wholesaling-
retailing has resulted in retailers' developing price brands, promotion 
policies, and commodity mix designed for large-scale merchandising. 



Wholesaler-retailer operational methods currently require the handling of 
a large number of standardized items. The average number of items per 
store has increased from less than 1000 in about 1930 to 6000 or more 
at the present time. Self-service merchandising requires standardized 
packing and quality, while large-scale merchandising, to be handled ef-
ficiently, requires large-scale buying. Because this kind of retailing 
provides a different set of physical specifications to market processes and, 
most importantly, because there is the market power to make them effec-
tive, this segment of the food industry has become the focal point of a 
coordinated market system of which product planning, manufacture, 
farm production, and retailing are related parts. Effective market power 
by retailers is reflected throughout all segments of agricultural industries. 
The line of effect for industry groups is neither direct nor uniform, but 
it is unmistakably present and increasing. 

The increasing impact of retailers has led to a greater need for pre-
cise coordination of activities throughout the market system. The market 
system has evolved from one that absorbed any quantity of farm produce, 
of whatever quality, to one that requires more precise specification of 
product delivery attributes. Temporal and spatial stability of delivery 
as well as close quality specification are more important. The conse-
quences of this for market coordination have been summarized succinctly 
as follows: 

Very often, the physical operations of production, processing, and dis-
tribution must be carefully coordinated to achieve the kind of attributes 
ultimately desired at the retail level. Nearly always, the physically opti-
mum scale of farm production is relatively small as compared with the 
physically optimum volumes of production for processing or distribu-
tion. The old-fashioned procedure of grading and sorting on terminal 
markets is no longer satisfactory as food processing and distribution 
changes from the old "batch" hearth to a modern continuous-flow 
process. To facilitate such a system at the processing and retailing levels,, 
the producers' decisions with respect to basic stock, management, timing 
and other operations must be geared directly into the requirements of 
the processing and retailing segments.5 

Overall market organization. In essence then, the American market-
ing system has moved from a simple coordinating system that relates 
price and quantity of undifferentiated commodities in a central market 
to one characterized by highly coordinated operation by relatively large-
scale producing units that often perform a number of functions. Evo-
lution to this status has been gradual. Some food processing and farm 
supply industries have operated on a large-scale basis sufficient to es-



tablish brands, promote, and possibly influence price for a long time. 
Some elements of farm production have also been highly specialized and 
have long used a large proportion of nonfarm inputs. Recent changes 
have centered around the development of large-scale retailing and in-
creasing specialization and scale of agricultural production. Changes in 
retailing have brought about new requirements in market coordination 
and product engineering throughout the production process all the way 
back to the farmer. The specialization and technological sophistication 
of agricultural production have greatly changed the relationship be-
tween farmers and supporting industries, especially input ones. The im-
portance and variety of purchased inputs has increased steadily. The de-
velopment of new techniques and methods has progressed at a rate of-
ten beyond the capacity of agriculture to finance or manage. This has 
tended to stimulate integration or contractual arrangements where 
both capital and management are provided by input or food marketing 
industries. In sum, a food industry able to accommodate advanced tech-
nological methods, incorporate large amounts of capital, and utilize mass 
production and merchandising techniques has reached a high degree of 
development in the United States. 
THE INTERDEPENDENCE OF MARKET ORGANIZATION 
AND PERFORMANCE 

The implied assumption underlying any inquiry into the nature of 
market organization is that in some way market organization influences 
the outcomes or results of market activity. The evaluation of these re-
sults, however, is a difficult problem. The reasons for this are many. 
First, it is necessary to recognize that the ultimate test of the adequacy 
of performance, the appropriateness of behavioral patterns by firms, and 
the adequacy of the institutional patterns in agricultural markets must 
be evaluated within the context of the social good or general welfare. 
As stated in Chapter 2: 

The question of what is a good marketing system cannot be separated 
from the more fundamental question of what is a good society, for the 
evaluation of a market organization has meaning only within the 
context of a broader view of the "good society" or "good life." . . . 
The system cannot be evaluated simply in terms of material measures, 
but must be evaluated in terms of human relationships and its effect on 
the character of people. 

Because this is the case, industry structure, firm behavior, and market 
organization need to be judged by such criteria as equity, stability, con-
tribution to economic growth, which in sum represent a summarization 



of the basic value system of society. When placed in this context, it be-
comes apparent that absolute standards are rarely definable for welfare 
criteria but are continually the province of the social, political, and legal 
system of society and the ethical system of the business community. 

We will not attempt to consider all of the issues required to evaluate 
market organization and performance in terms of a general system of 
social values or welfare criteria. The question of market performance 
norms has been dealt with extensively in literature on industrial or-
ganization. Though many versions of what represents relevant perform-
ance criteria exist,6 no generally accepted set of measurable norms has 
yet emerged. The purpose here is to limit ourselves to those factors 
that are closely subsumed under the term "economic measures" and to 
discuss certain performance issues related to them. 

Even within this limited context, a number of obstacles get in the 
way of adequate evaluation of market results and the implication of 
market organization for their attainment. The first of these is simply 
the problem of identifying and choosing the specific ends that are most 
relevant to agricultural market analysis. Available literature suggests 
such ends as an adequate quantity and variety of food, an equitable dis-
tribution of income, economic freedom, adequate economic growth, 
and others.7 These values should, in some way, be judged within the 
context of how they relate one to another and to other ends. Unless this 
is done, it is impossible to select, place priorities on, or weigh the im-
portance of one end relative to the other. 

A second question that arises is how to identify, measure and choose 
among alternative working criteria (or dimensions) related to perform-
ance or firm behavior the one that implements, fosters or improves 
the attainment of broader economic aims. As suggested by Sosnick: 

There is considerable room for speculation and dispute on the factual 
question of what effects in the direction of particular aims—say prog-
ress or equity—would be produced by alternative states of particular 
dimensions of performance—for example, by "high" or "low" profits. 
Secondly, a need inevitably arises to choose among alternatives—say in 
advertising controls—which further some aims against others—perhaps 
aims furthering freedom as consumers instead of freedom as producers 
or citizens.8 

Despite these questions as to how precisely either the normative or 
factual elements of the question can be identified, measured, and dealt 
with objectively, it seems relevant within the context of this volume to 
attempt to approach the problem of market organization and market re-
sults in agricultural industries under three general headings. These are 



the implication of market organization on competitive behavior and re-
source use, its implication for efficiency in the pricing and distributive 
functions of the market, and its implication for growth in agricultural 
industries. 
Implication for competitive behavior and resource use. Economic 
theory has long suggested that industry organization has an impact on 
short-term adjustment by firms. Somewhere along the spectrum of firm 
numbers, moving from the "large number" of pure competition to the 
single firm monopoly, lies a point at which market behavior undergoes 
a complete change.9 Much of this change is built around the fact that as 
firms become large enough to exercise a degree of market power, they 
are then capable of taking additional kinds of actions to further their 
individual objectives. Individual firms that are not in a perfectly com-
petitive market can take action and commit resources to creating wants 
and to developing new products as well as determining price and pro-
duction policy. They possess an advantage of size and can further expand 
through mergers and direct acquisition and hence can take the initiative 
in integrating into other segments of the market; they can exert pres-
sures to create a favorable political climate and can extend their influ-
ence into other segments of the market to alter production methods. 
This has been done effectively by large-scale retailers. Large firms thus 
possess the power to influence both the general and the market en-
vironment within which they operate. They also often possess a com-
petitive advantage from their superior knowledge of market and economic 
conditions. Small firms, on the other hand, must adjust to market and 
environmental conditions which they neither understand nor control. 

When this diversity in kind of organization exists, a number of ques-
tions related to market performance need to be raised. Variations in the 
level of market performance of firms and groups of firms need to be 
evaluated in terms of such specific operational issues as whether there is 
attainment of reasonable relationship between prices and costs (e.g., no 
excess profits are attained), whether allocation of resources to promotion 
is appropriate and used for information rather than coercive purposes, 
whether excess capacity (e.g., an overcommitment of resources) exists, 
whether highest production functions are attained, whether economies 
of scale (both internal and external) are achieved, whether product de-
velopment is of the form that adds to consumer satisfaction or unneces-
sarily proliferates numbers of items based on artificial differentiation, 
whether producer rationality is maintained in the sense that production 
planning is not badly misguided in relation to alternatives, and whether 
procurement is at the best places, times, and quantities. Specific per-



formance criteria such as these provide a guide to evaluating the resource 
commitments and the market organizations in terms of the broader goals 
of society. 

Many of the recent changes in specific agricultural industries have a 
strong positive influence on achieving desirable economic ends. Increas-
ing specialization of the farm firm provides economies of scale. Man-
agement and labor skills are required for a smaller number of opera-
tions, thus shortening the necessary learning period and permitting the 
attainment of more thorough knowledge. Machinery costs per unit of out-
put can often be reduced, because most modern equipment is designed 
for high-volume operation. Marketing costs can be reduced since fewer 
outlets need be found. 

In marketing and supply firms, scale increases and vertical integration 
of the functions into one firm avoid "needless" duplication of market 
outlets, market studies, input procurement, and sales and management 
staffs. Cost of transporting raw materials to the plant and product to 
market can often be significantly reduced. Widening of the product line 
reduces risk to the firm. Integration of functions of different stages in 
the marketing system into the operations of one firm permits savings 
by avoiding sales costs between the two stages, coordinating the demand 
and supply of the product over time, space, and form, and reducing the 
staff required for management. 

On the other hand, certain negative effects may arise. Product differ-
entiation permits the firm to establish prices that are higher or lower 
than those of competitors. Market power may provide the basis for un-
ethical competitive behavior, excessive use of resources for advertising, 
and other activities that do not have general social approval. 
Implication for pricing and market coordination. One of the impli-
cations of the development of large-scale organization in agricultural 
industries is the extent to which firms extend their influence and control 
to different levels in the market process and thus change the relation-
ship between individual units in the market. As indicated in previous 
chapters, this relationship may take several forms and possess a great 
many dimensions. The one that is central to classic concepts of market-
ing analysisyis the bargaining relationship. Procedures for establishing 
the terms of trade must be available. Transactions may be consummated 
in open markets with many buyers and sellers or in unilateral agreements 
between a single buyer and seller. A transaction normally calls for the 
performance of an economic service or the transfer of rights to a good. 
The nature of the functions to be performed and the kinds of incentives 
and rewards to be received are specified. 



In the case of vertical integration, individual firms expand into two 
or more levels of the market. When this happens, pricing and distribu-
tion processes in the market are handled administratively and not 
through the transaction process. In other cases, contracts and other forms 
of arrangements have largely replaced buying and selling in the open 
market. When either ownership integration or contract arrangements 
develop extensively, change will occur in the circumstances under which 
commodities produced in one level of the market are transferred to a 
second stage. With ownership integration, pricing in the traditional sense 
is no longer necessary, while with contracting, pricing may be unilater-
ally determined rather than through the interaction of buyers and sell-
ers in the open market. These methods of market coordination have the 
advantage of facilitating the transfer of price signals to products in a 
more precise understandable manner and prior to the time that produc-
tion activity occurs. The greater precision with which signals are trans-
mitted improves the basis for production coordination and increases the 
efficiency with which production processes and exchange are accom-
plished. In addition to integration and contracting, the existence of fewer 
large firms increases the extent to which bilateral transactions occur in 
the market. 

Because of these developments, and because of the dominant posi-
tion of retailers in determining product specification, a more direct re-
flection of consumer wants is transmitted throughout the market. In 
order to do this with the precision required, retailers extend institu-
tional control over wholesaling. They further succeed in strongly influ-
encing the product and delivery characteristics of processors who, in 
turn, must have closer specification of raw materials in order to provide 
products with specifications needed by consumers. The activities of all 
firms are guided by the requirements of retailers. 

In addition to providing closer market coordinations, a new basis for 
price formation and hence income distribution is created. There is no 
longer a price and income determination through the classic meeting of 
many buyers and many sellers. The mix of rules, policy variables, com-
petitive interrelationships, costs, and personal motivations of manage-
ment become paramount to the impersonal forces of the market. 

These changes in organization and methods of pricing and coordina-
tion raise the question of what outcomes are attained and how people's 
welfare is influenced. Outcomes are determined by the nature of the con-
tracts made and their implications for quantity and quality sold, the level 
of price, the distribution of gains from production and trade between 
buyer and seller, the amount of transfer costs incurred, and the extent 
to which producer rationality is attained in making production deci-



sions. These are the basic issues involved in evaluating power relation-
ships between buyers and sellers in the market, in determining the need 
for specific kinds of antitrust actions, and in assessing the gains versus 
the costs of various forms of vertical coordination in agricultural mar-
kets. 
Implications for growth in agricultural industries. A third major per-
formance issue is that of growth and progress in agricultural industries. 
In many parts of the world, an inadequate capital base exists and the 
rate of accumulation is too slow for adequate economic growth. In the 
developed countries, on the other hand, excess capital commitments are 
not uncommon. The result is long-term excess output of products, low 
prices, and low income in farming. In other agricultural industries, the 
result is excess capacity and inadequate use of committed resources.10 

Another facet of the relation between industry organization and growth 
is the extent of its influence on technological innovation and improvement 
in human resources. Firms must be of substantial size before an internally 
generated program of product development, technological discovery, or-
ganizational innovation and upgrading of human resources can be de-
veloped. Large-scale firms capable of technical discovery, research, 
development, and promotion and imbued with profit and growth moti-
vations may be a necessary part of the process. In addition, food process-
ing and input industries can contribute to developing and stimulating the 
adoption of new technology only if farms are organized to absorb it 
and if the interlinking or distribution processes facilitate the transfer of 
ideas and methods. If farms are independent business firms, they must 
be of adequate size to adopt technology and have adequate managerial 
capacity to use it. Where this is not the case, adoption may be very slow, 
or it may be accomplished only through integration of processing or in-
put industries and agriculture. Hence the question of how industry or-
ganization influences growth and progress is embedded not only in the 
traditional concept of industrial structure and competitive interrela-
tionships between members of a particular industry, but also in the na-
ture of the interaction between groups. This is particularly relevant to 
the process by which farm supply and food market industries transmit 
technology and knowledge to farmers and, in turn, stimulate growth in 
agriculture as such. 
CONCLUSION 

This chapter has looked at the nature of industry organization in U.S. 
agricultural markets and raised questions and issues related to the inter-
dependence of market organization and market results. In broad perspec-



tive, there seems to be little question but that organization does influ-
ence the functioning of markets and thus is inextricably related to the 
welfare of society. But the nature of market organization in any society, 
as well as the behavior of firms, is influenced by the totality of social or-
ganization and by the policy framework within which market forces 
operate. 

As previously suggested, governmental intervention in production 
and marketing has an important influence on American agriculture and 
agricultural industries. The multiple nature of the performance criteria 
that society establishes, the variation in organizational status and func-
tional purpose of different segments of the food industry, and the in-
creasing magnitude and complexity of the job of producing, processing, 
and distributing food, have resulted in a continual expansion in the role 
of market policy. As stated by other writers: 

Governments are taking an increasingly active hand in agricultural 
marketing. This is true of local, state and Federal governments. It is 
true not only in the United States, but also in most other countries 
throughout the world. Before World War I, governmental programs in 
this field were small, inexpensive and quite limited in scope. Since that 
time, they have grown in size, expense and scope. The growth has not 
been steady: rather, it has been in a series of spurts. The biggest spurts 
came during the two World Wars and the Great Depression of the 
1930's. Some of these programs (wartime food rationing and price 
control, for example) have been temporary and have been dropped as 
soon as an emergency has passed. But many others have continued and 
expanded. 
For example, the first big impetus to grades and standards for farm 
products in the United States came during World War I. But since then 
the program has grown much larger. Then in the last 1920's and the 
1930's, agricultural surpluses led to a variety of governmental programs 
aimed at raising and stabilizing the prices of farm products. Although 
these programs have changed a great deal, they are still very active— 
not only in the United States, but in most agricultural countries. Again, 
World War II, and food relief after that war, resulted in many inter-
national food marketing programs. Today national governments have 
a good deal to say about amounts to be imported and exported, and 
especially about prices of farm products in international trade. This 
may, or may not, prove to be a temporary trend. But clearly the trends 
since World War II have not been toward free international trade in 
farm products; rather, they have been toward government controls and 
subsidies of various kinds (usually under some more acceptable name). 1 1* 

* Bowring, Southworth and Waugh, Marketing Policies for Agriculture, © 1960. 
By permission of Prentice-Hall, Inc. 



Some of the most important recent changes in the institutional en-
vironment of market transactions have thus been those resulting from 
public policy actions. These actions have taken many forms. Market 
performance and hence welfare is inextricably related to the policy en-
vironment that is developed. The nature of this environment and the 
basis for its development thus become a significant part of market analy-
sis. Discussion of this policy framework and the nature of specific pro-
grams that have become important parts of agricultural market policy 
are undertaken in the succeeding three chapters. 





PART IV 

PUBLIC P O L I C Y IN 
A G R I C U L T U R A L M A R K E T S 





C H A P T E R 14 

Formulation and Purpose of Public 
Policy in Agricultural Markets 

A STUDY of the economic history of any society reveals, among other 
things, a pattern of activity going on within a more or less well-defined 
system of institutions, values, taste characteristics, and mores. Such sys-
tems define the social and political framework within which societies 
shape their efforts in attempting to achieve objectives like growth, sta-
bility, income allocation, or peace. 

When broadly viewed, there are three major ways that society can 
organize to handle its allocation and distribution processes: through sta-
tus, through bargaining, and through administrative processes. Our par-
ticular concern here is with the methods used in a society where pri-
mary reliance in fulfilling economic objectives is placed on the operation 
of a market system in which independent buyers and sellers interact 
through the bargaining or transaction process. Previous chapters have 
examined the ways that management decisions within this system guide 
firm activity and hence influence market results. They have also elabo-
rated on the nature of certain internal and environmental variables that 
influence management decision processes. 

A second major area of decision and action to guide market activity 
is that which operates through the political system. This, too, can be a 
rational decision-making process. Two broad types of approach to pub-
lic policy formulation may be distinguished. One involves maintaining 
or modifying the environment within which private management deci-
sions are made, but depending upon private managers to make the de-
tailed decisions within the economic system. The other is to make al-
locations through government itself, by taxing some and distributing in-
come to others or by purchasing products from some firms and giving 
or selling the product to other firms or individuals, perhaps under spe-
cial arrangements. 
By GLYNN MCBRIDE. 



The particular method or mix of methods used determines the nature 
of the linkage between a society's social organizaton and its use of physi-
cal resources. A framework for conceptualizing this relationship has been 
set forth in Chapters 2 and 3. Such a framework is essential in specify-
ing variables relating to the process of growth and evaluating perform-
ance levels of a marketing system. Only by examining marketing in its 
social context can we understand why physical and human resources 
are applied in certain ways and in certain activities rather than others. 
Further, it is only when an economic system is viewed as a part of a so-
cial system that it is possible to understand the reciprocal human rela-
tionships involved in marketing. 

Some rules specifying limits to behavior of individuals in particular 
positions are formally defined in written laws and regulations. Formal 
rules, together with those which have not been codified, provide 
the integrative elements in institutions such as markets and business firms. 
Stability and predictability are thus provided. Change occurs, however, 
as individuals react with their environment and as issues arise. 

This chapter and the two succeeding ones are primarily concerned 
with those rules, formally defined in laws, regulations, and decrees, 
which have specific relevance to agricultural markets. Stress is laid on 
the emergence of issues which gave rise to a more explicit formulation 
of rules. Public management, societal decisions, and national strategies 
which influence the environment in the market and inject the notion of 
public policy as a variable that influences market performance are im-
portant to the discussion. 
INFLUENCE OF VALUES AND BELIEFS 

Formalized rules are the explicit expressions of a society's efforts to 
maintain or alter the environmental conditions in which marketing is 
conducted. Back of these outward expressions of the working rules, how-
ever, is a far more complex arrangement of the society's beliefs, val-
ues, and ideas. These have shaped the basic policies regarding general 
objectives and, as issues have arisen, have determined which rules should 
be formalized. An awareness of what is involved in the terms beliefs 
and values might be helpful in setting our perspective. 

An examination of the bases for beliefs and values which are held 
by a society takes us into cultural areas of a most illusory nature. That 
any society has imbedded within it certain ideas, attitudes, and beliefs 
regarding right and wrong, good and bad is not questioned.1 The man-
ner in which beliefs and values are established and transmitted includes 
tradition, common sense, experience, authority, intuition, and reason-
ing.2 



Tradition plays a large role. It suggests stability and predictability of 
a system, but to the extent that questioning, reasoning, and the search 
for newness and betterment enter as accepted norms of a society, the no-
tion of change arises. Concepts relating to progress, inventiveness, and 
risk-taking then become appropriate. Under some systems it seems nor-
mal for men to be free to invent and to engage vigorously in making 
and selling goods as efficiently as possible. Striving is good and staidness 
and status quo are bad. This kind of a value system becomes apparent in 
the manner in which business is conducted, goods produced, and new 
machines invented, as well as in the general aggressiveness of the popu-
lation. Explanations for the attitudinal prerequisites for such activity, 
however, must be sought in the areas which are much less explicit or 
measurable. 

The movement from the cultural area of human ideas, beliefs, and 
values to the expression of the aims and objectives of these beliefs in 
the form of policies and programs can at best be described only in gen-
eral terms. Society is composed of individuals. Each individual is ex-
posed to the traditional ideas and beliefs of those who surround him. 
The individual becomes a part of the system by accepting the positions, 
roles, institutions, and unwritten arrangements of the system.3 He then, 
as a part of a system, assumes a role and position and becomes a part of 
the institutional framework with its accepted system of constraints and 
incentives, formal and informal. 

The marketing system operating within this climate then views the 
components of the climate as variables which must be taken into ac-
count in going about the business of supplying goods and services. Be-
cause it is a part of the social system which defines the rules of the game, 
clearly in some cases, very fuzzily in others, it is conscious of such 
rules. It reacts to and reacts upon them. Through the knowledge and 
skills of its entrepreneurs, themselves a product of the system, it seeks 
to provide a production mix in accordance with the desires of the society 
of which the system is a part. The system of rewards to the various fac-
tors of production and their acceptable limits are also determined by 
the society. Standards relating to efficiency in techniques, competitive-
ness, aggressiveness, and other performance criteria are all contained 
within the environmental package. 

It is within such a general framework that any marketing system works. 
Differences between societies become reflected in the role and positions 
assumed by the participants and the limits of action and performance 
criteria set forth in the society's concept of norms. 

The basic determinants of public policy of any society thus are 
grounded in its cultural and value system. The content and meaning 



given to such terms as freedom, truth, value, and equality are a product 
of the cultural arena and serve as guidelines within which some degree 
of orderliness of activity is made possible. Though many of the guide-
lines are never set forth explicitly they are fully as effective as those 
which have been formalized through the political process. Our interest 
here, however, is primarily with the latter type. 
POLICY EXPRESSION AND THE POLITICAL PROCESS 

The political process results in definition of the formal rules of com-
munity organization. Usually a position is created which is vested with 
the authority to apply sanctions. Both a statement of objectives and pro-
visions for enforcement are necessary for effective policy implementa-
tion. The results come forth in the form of explicit policies and programs. 
These become the working rules of the economic system, and as such 
are taken into account in managerial processes. Often, because they lack 
concrete form and precision, policies and programs are subject to differ-
ent interpretations at different times and under different circumstances. 
An example of different interpretations is found in the case of the Sher-
man Antitrust Act in the United States. This legislation was aimed at pre-
serving competition, and collusion of firms was thought to be a practice 
most likely to lead to its lessening. Initially mergers, consolidations, and 
certain other means of securing control were ruled acceptable. Later in-
terpretation included these as actions tending to lessen competition and 
hence subject to prosecution. An example of lack of preciseness is shown 
by the great reliance on the term "intent" in a great deal of the legisla-
tion pertaining to lessening of competition through certain tactics. Per-
haps this apparent looseness of terminology is in keeping with the value 
system of this society, since a primary objective has been to encourage 
initiative and aggressiveness while keeping power potential within accept-
able limits. 
POLICY ISSUES AND THE STAGE OF ECONOMIC MATURITY 

A form of generalization which might be helpful in viewing the emer-
gence of public policy issues and the manner in which they are handled 
by a society might be developed within an economic growth framework. 
A brief sketch of the economic history of the United States can be used 
for this purpose. 

The stages of designated growth are as follows: the emergent society, 
the transitional stage, and the age of maturity.4 A major objective is to 
identify policy issues and the manner in which these became reflected in 
programs during the different stages of growth. Although temporal 
specifications could be applied to the stages, this is not done here. Rather, 



this discussion rests on the assumption that though fundamental so-
cietal aims may not differ with the particular stages of growth, policies 
and programs for implementing the aims undergo change. Further, the 
variables upon the basis of which market managers react are different 
at different stages. 

Certain basic aims were set forth fairly explicitly at an early stage in 
U. S. history. These include a concern with general welfare, which has 
implications for employment levels, efficient use of resources, technology, 
individual initiative, role of the state, legal procedures, and variety and 
quality of goods, among other things. It can be argued that other long-
standing aims have a temporal specification such that their instrumenta-
tion is closely related to the stage of development of the society. 
Policy issues in the emergent stage. A central economic fact about 
the emergent era in the United States, as in most societies, is that it was 
a period of limited economic production and scarcity. Limitations of 
technology imposed a ceiling on the volume and composition of the na-
tion's output. The scale and pattern of marketing activity reflected the 
fact that food production absorbed a high proportion of the working 
force and that incomes above minimum consumption levels were not 
generally prevalent. During this period, production, largely of an agri-
cultural nature, was for family subsistence. Marketing was meager in 
volume and was limited spatially. Trade between and among neighbors 
was largely of a barter nature. 

Under such a system of not producing for a market there was little 
need for programs designed to influence the market environment. Price 
information between and among markets was not necessary, since the 
marketers were neighbors. Grades and standards were not needed, 
for all trading was done on the basis of inspection. Economic power was 
not an issue, because firms were small. Supply and demand balancing 
was relatively easy, since it was simply a process of trading a small ex-
cess of a commodity for the amount of other commodities which a neigh-
bor's family might have in excess of their needs. If no extras were avail-
able for barter, supply and demand were balanced within the family by 
simply eating more of one product and less of another. Under such cir-
cumstances programs aimed at the production sector with a view to its 
stimulation were logical avenues to pursue in attempting to meet the 
objectives of the general policies of the era. 
Policy issues in the transitional stage. The transitional stage is that 
in which the bases for the movement toward modern industrialization 
were developed. These included a build-up in social overhead capital. 



especially in transportation, technological progress in agriculture, a grow-
ing population and its concentration in urban centers, and increased 
capital imports. 

The technological implications of these conditions relate primarily to 
a widened market, more trade, more specialization, increased interre-
gional dependency, enlarged institutions of finance, and increased mar-
ket incentives to create new production functions. Although changes dur-
ing this period appear to have been largely technologically oriented and 
greater intensity in use of capital appears to have been characteristic of 
different economic sectors, there are certain discernible movements re-
lated to the extension of the market and the resultant alignment of in-
terests of different economic groups.5 Although the same tools of pro-
duction may have been used, numerous technological developments, par-
ticularly in the area of transportation and communications, made mar-
ket extension possible. The emergence of the retailer, wholesaler, mer-
chant, capitalist-investor, and manufacturer or specialized functions 
proceeded rapidly. The change from a self-subsistence economy to one 
of specialization brought different groups to key positions in regard to 
price bargaining and economic power. The groups lagging in influence 
turned to labor movements and state governments in an effort to protect 
themselves.6 

Conditions leading to possible cleavage are related to the economic 
conditions that determine the forms of organization. These conditions 
may be found not so much in the instruments of production as in the 
development of new markets and the resultant functions necessary in ex-
ploiting those markets. This can be illustrated by examining some of the 
economic stages of market extension as portrayed by the dairy industry 
in the United States. 

During the emergent stage of growth, milk and dairy products were 
produced for a custom order market, a producer's family, and (to a very 
limited extent) nearby neighbors. Each producer's product, in the ter-
minology of the 17th century industry, was a "bespoke" product. In his 
own person he was employer, merchant, and manufacturer. Next, some 
of the producers, tending toward specialization, began to produce and 
process more milk and dairy products than could be used by the family 
and nearby neighbors. Extra amounts were available for a larger mar-
keting area. This required an investment of capital not only in raw ma-
terial but also in finished products and personal credits. In addition to 
custom work on a much larger scale, the producer-handler undertook 
the retailing function. The individual became a manufacturer, employer 
and retail merchant capitalist. Next, outside or foreign markets for dairy 



products were sought. Orders or contracts were taken for products to 
be made and delivered to distant points. Producer-handlers became 
wholesale merchant-employers carrying a large amount of capital in-
vested in material, products, and longer credits, and hiring a larger 
number of employees. 

The widening of the market and the separation of functions created a 
specialization that destroyed the identity of the producer-processor-dis-
tributor as being one and the same person. Their community of interests 
was split. The area between the producer and consumer was widened. 
New economic forces or a different combination of the same forces came 
into play. Each step away from the emergent society stage brought with 
it different economic alignments and different considerations regarding 
policies and programs which might be needed to effectively serve the pub-
he interest. 

The producer, once facing an immediate and direct market, performed 
all the functions necessary in providing an acceptable product to his 
consumers. He bargained for price directly with those who paid it and 
he knew, first-hand, the conditions regarding quality and other re-
quirements which were agreed upon. His profits proceeded from his 
ability as a producer, processor, distributor, merchandiser, and bargainer. 
As the market for manufactured dairy products became one of national 
and international scope, differences in consumer desires relating to qual-
ity and price preferences provided further areas for price bargain-
ing. Less economic control and greater uncertainty came with the ever-
widening gulf between the producer and the consumer of his products. 
There arose a need for physical facilities to take care of long-distance 
distribution and for orderly procedures for market transactions. 

This same general pattern was characteristic of most agricultural com-
modities. The role of the state in facilitating market processes was pri-
marily that of supplying social overhead capital and of providing mar-
ket information, grades and standards and other methods needed to 
handle physical distribution and consummate transactions in the market. 
These were necessary to permit market expansion and the exploitation 
of natural resources. New public attitudes regarding the place of the 
state in market affairs made effective government rule and participation 
possible. A national government came into being not only capable of 
providing a peaceful order which encouraged economic activity but also 
willing to take a degree of direct responsibility for the build-up of capi-
tal, the establishment of institutions necessary for appropriate market-
ing procedures, and the diffusion of new agricultural and industrial tech-
niques. 



Policy issues in the maturity stage. The next growth period is desig-
nated as the age of maturity. During this period the proportion of popu-
lation engaged in agriculture was drastically reduced. The proportion of 
semi-skilled and white-collar workers increased and became effectively 
organized in the labor market. Specialization in production and in mar-
keting functions was carried to a high degree. Great interdependency 
among areas, regions, and other sectors of the economy developed. The 
society had come to perceive that its industrial make-up had the poten-
tial of offering levels and types of consumption not previously considered 
realistic. 

While the stage of economic maturity brought greater specialization 
in physical production and marketing processes, there also came about 
the development of large-scale integrated business units in the food and 
farm-supply industries. In this respect agricultural marketing and farm 
supply firms followed the path of general industrial development. This 
included a concern with application of technology and its relation to a 
firm's ability to compete with other firms in supplying the growing and 
varied needs of consumers. Most industries in the farm supply and food 
handling sector did lend themselves to use of the production line proc-
ess and, as a result, greater scale economies were realized. The results 
were extremely heavy investment in production equipment, large capital 
needs, large-scale operations, and difficulty in entry because of heavy 
investment requirements, all to the advantage of those firms already in 
the industry. In addition, scale or other advantages of control appeared 
desirable from a management standpoint, and mergers, consolidations, 
special directorate arrangements, and acquisition of control through other 
means became a part of the industrial scene. Attrition through acquisi-
tions of various kinds and through economic failure brought about an 
agri-business sector of agriculture made up of relatively few firms of 
relatively large size. New avenues of competitive activity such as the use 
of brand names in product differentiation and generous outlays for ad-
vertising came to be used in attempting to influence the demand for a 
firm's products. Agricultural production, however, retained most of the 
characteristics of firms which are independent of other firms insofar as 
pricing and output policies are concerned. 

Thus a more explicit concern developed with issues related to eco-
nomic power in the market. Policies were designed not only to regulate 
the activities of those with market power but also to create an advantage 
to those without it. 

In agricultural markets, concern with the issue of market power and 
advantage led to greatly increased effort in establishing and applying an-



titrust legislation in agricultural industries. It is also reflected in public 
encouragement of producer bargaining cooperatives. This recognition of 
the concept of countervailing power was formalized when agricultural 
cooperatives were provided special status with respect to antitrust legis-
lation by declaring them exempt from certain provisions of such legis-
lation. In addition to bargaining for price, cooperatives made some move-
ment in the direction of attempting to combine the price-income bargain 
into one negotiation. This desire prompted a movement of cooperatives 
into the processing and distributing area in an attempt to regain the pos-
itive aspects of the vertical alignments which had prevailed in previous 
stages of growth. 

Concern with low incomes to producers and power relationship in 
the market led to formalizing pricing plans and procedures into national 
legislation calling for federal orders and agreements. Parity of income 
was an explicit objective in the beginning. In time, the objectives came to 
focus on orderliness, stability, and adequacy of supplies, with the public 
interest as the overriding consideration. Also legislation was extended to 
provide direct price income support to agriculture, to expand markets for 
farm products, and in other ways to offset the realignment of economic 
power and advantage in the market. 
PUBLIC POLICY AND MARKET PERFORMANCE 

It has been suggested previously that certain basic social aims had 
been expressed at an early stage of development in the United States. 
It was further suggested that the explicit reflection of these aims has 
taken different forms at different times and that the extent of use of 
policies, as well as the types of programs used in influencing the market-
ing environment, has varied with the stage of economic growth. The type 
and extent of use of programs were cited as an expression of the set of 
values and beliefs held by society at any given time. These, although 
not subject to radical change on short notice, were themselves amen-
able to change. 

Some notion of social performance on the part of a marketing sys-
tem or of the entire economic system is contained in any concept of mar-
ket results. According to Sosnick, . . . "what is really intended by the 
term 'market performance' . . . are the attributes of production and ex-
change in a segment of the economy that directly influence the welfare 
of the participants and the society."7 Sosnick further states: 

. . . evaluation of the attributes of a market that directly influence welfare 
involves consideration of at least the following twelve issues: (1) produc-
tion efficiency, (2) technological progressiveness, (3) product suitability, 



(4) profit rates, (5) level of output, (6) exchange efficiency, (7) cost of 
sales promotion, (8) unethical practices, (9) participant rationality, (10) 
conservation, (11) external effects and (12) labor relations.8 

If these dimensions of market performance are accepted as being rea-
sonable by a society, then it is reasonable to assume that policies and 
programs which the society evolves would have as their major objective 
the fostering of an environment within which the marketing system could 
operate in such a manner that their objectives would be approximated. 
The specific objectives sought varied in relation to the stages of growth 
and the structure of the agricultural production sector and that of the 
processing, distribution, and supplier sectors as they had evolved in 
movement toward the stage of economic maturity. The most recognizable 
features of the methods brought to bear on the economic environment 
through the political process also changed. 

In the early stages of agricultural and industrial development a ma-
jor societal concern was with assuring means of exploiting natural re-
sources. The major economic interest was agricultural-production-
oriented and structural differences between and among sectors had not 
emerged. Basic to such exploitation was the creation of social overhead 
capital and use of the energies of the people. Farm-to-market roads were 
built, patent laws were passed, agricultural experiment stations were 
authorized and supported, and land was alienated in such a way that the 
individual initiative and private enterprise concepts held by the society 
could be implemented. Production efficiency and technological progres-
siveness were probably the dimensions of performance most relevant at 
this stage, as reflected in the business environment through the political 
system. 

In moving to maturity, significant structural differences arose between 
and among sectors and great intersectoral interdependency developed. 
New potentials appeared for the use of strategy and tactics by business 
firms in their competitive methods. No longer did firms in the nonagricul-
tural production sectors accept demand conditions as given, but efforts 
were made to influence demand in their favor. The use of economic 
power in "unethical practices" had become possible. This meant that 
performance dimensions which were not relevant before became im-
portant. This meant, too, that society, through its political system, would 
make use of additional criteria in formulating steps to influence the 
marketing system. 

Broadly speaking, these steps can be referred to as procedural steps 
and as substantive steps. Procedural steps mean that society, through its 
political system, imposed certain operating procedures upon marketing 



firms. These steps imply, among other things, that society has recog-
nized the potential for firms to employ tactics which might not be in 
keeping with acceptable operating procedures. It also implies that the 
weights given to various performance dimensions may shift through time. 
For example, some production efficiency, in an engineering sense, may 
be sacrificed by society in order to have other dimensions more closely 
approximated. 

Such steps include antitrust legislation, unfair trade practices legisla-
tion, and that designed to improve the market position of disadvantaged 
groups. The first two are negative in nature in that they prohibit cer-
tain actions which are deemed predatory and destructive of competition. 
The latter is positive in that it is of a permissive nature and among other 
things sanctions certain activities of cooperative groups by exempting 
them from some provisions of antitrust legislation.9 This step also in-
cludes efforts to equalize access to information through reporting of 
prices and other relevant data and through other means such as ex-
periment-station research and extension-service activities in disseminat-
ing information. Product grades and standards, market standards, and 
futures market regulation are also included. 

Steps of a substantive nature go farther than designating operating 
procedures for marketing firms. These include objectives for reallocat-
ing incomes. Such steps have involved a parity concept and have been 
concerned with overall market adjustment. Measures used have included 
those directed at influencing both the supply of and demand for agri-
cultural products. Production control techniques and price support op-
erations have been widely used. 
SUMMARY 

Society has thus accepted some notion of market performance as in-
volving the welfare of the market participants and has taken certain 
steps, through policy formulation and implementation through the po-
litical system to formulate policies which it believes will improve per-
formance. Implicit in the concept of market performance are the wel-
fare positions of both marketers and society. Society anticipates firm 
operations within industries to be remunerative for ownership in ac-
cordance with some scale of priorities which society has set for the goods 
and services offered by the industry.10 On the other hand society seems 
to expect of its marketing system a concern with production efficiency, 
progressivity, its impact on the remainder of the economy, and its ex-
ploitative policy regarding unrenewable resources. Further, society has 
expectations with respect to volume of suitable products which are prop-



erly described regarding quality, size, contents, etc.; that the resources 
used in influencing consumers to accept certain products be held within 
reasonable bounds, and that participant rationality be a major objec-
tive; that unethical practices will not be condoned; and that economic 
power will not be used in a predatory manner. These objectives in part 
are all implemented through the establishment of appropriate public 
policies and programs. 



C H A P T E R 

Policies for the Regulation 
of Competitive Behavior 

A SOCIETY can take one of three general approaches to preserving 
competition within a private free enterprise system. One approach would 
involve taking the steps necessary to preserve a competitive market struc-
ture through such measures as reducing market concentration, barriers 
to entry, and product differentiation, without consideration as to how 
the market structure developed. A second approach would involve reg-
ulating the methods by which firms compete, through such measures as 
delineating the types of actions or specific acts that are anti-competi-
tive, and thus defined as illegal. Prohibited action includes such things as 
price fixing, market sharing, tying arrangements, and certain mergers. 
A third approach would involve regulating firms and industries on the 
basis of their performance. This would be more in accordance with the 
workable competition approach. In general, no steps would be taken 
against firms if they were reasonably progressive, provided a good 
product at a reasonable price, and in other ways performed satisfactorily. 

Of the three general approaches that might be taken to insure compe-
tition, the second, that aimed at regulation of firm behavior, has been 
relied upon most heavily in the United States. Upon examination the 
reason for this is fairly clear: it has fewest disadvantages. 

The market structure approach to antitrust has several drawbacks. 
Some of these include: the sometimes nebulous relationship between 
market structure, behavior and performance, particularly when there 
are several market structure variables interacting, the inapplicability of 
the same economic standards to different industries or to the same in-
dustry over time, the difficulty of writing laws in terms of such things as 
market concentration, barriers to entry, and product differentiation, 
the mass amount of information on industry conditions that would be 
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needed to enforce the law, the difficulty of resolving the conflict between 
market concentration and economies of scale, and the difficulty firms 
would have in knowing when they were violating the law. For example, 
such an approach would be blind to a situation in which a firm may end 
up as a monopoly due to the demise of a rival. 

The market performance approach to regulation of competition has its 
drawbacks as well. Its standards would have to be written in terms of 
such things as progressiveness, efficiency, innovations, profits, product 
variety, output, employment, growth, stability, and prices, some of 
which are rather vague. Consideration of the effects of such outside factors 
as changes in technology and long-run demand would also be very dif-
ficult. Enforcement, at best, would still result in making changes in either 
market structure or behavior or, at worst, if the free enterprise system 
were thought important per se, might lead to direct public regulation or 
ownership. 

The market behavior approach to antitrust may not be perfect but it 
offers several advantages. In the first place, it looks at the core or essence 
of competition, rivalry among firms. Second, this approach can be written 
into a reasonably definite law that can be interpreted without too much 
vagueness, particularly after judicial precedents have been set. Third, 
in most cases it takes a positive act to violate the law and these acts can 
often be proved in court. The need for an overt act to violate the law 
explains why the largest firms in an industry are sometimes left alone 
while their smaller competitors are prosecuted for their mergers.1 

THE DEVELOPMENT OF ANTITRUST LEGISLATION 
Antitrust policy in the United States developed over a long period of 

time. Prior to the passage of our first federal antitrust statute, the Sher-
man Act of 1890, antitrust action was largely a state matter and was 
enforced in state courts using English common law precedents. Some 
American courts invalidated corporate combinations and consolidations 
if the participating corporations acted beyond powers granted in their 
charter.2 

The Sherman Act provided for a coordinated prosecution which was 
lacking at the state level and was without precedent in other countries. 
In fact, few countries outside of Canada and the United States had any 
antitrust legislation prior to World War II, and such legislation as existed 
is now in part breaking down.3 In 1914 the two additional antitrust 
laws were passed, the Clayton and Federal Trade Commission Acts. 

The Sherman Act has two substantive sections directed toward firm 
behavior. Section 1 is aimed primarily at conspiracies among firms 



that restrain competition, while Section 2 applies mainly to the attempts 
of individual firms to monopolize markets on their own. 

Though the Sherman Act was a substantial step forward in the regu-
lation of competition, it was soon found to have certain weaknesses. 
These included its inability to strike at monopoly in its incipient stages, 
thus preventing Sherman Act violations from occurring in the first 
place, and its use to curb collective bargaining by labor and agricul-
ture. It was also felt that an administrative agency of antitrust experts 
should be established to help in the enforcement of any broadened anti-
trust laws. It was primarily for these reasons that the Clayton Act and 
the Federal Trade Commission Act were passed in 1914. 

The Clayton Act prohibits four major types of activities or practices 
that might lessen competition or tend toward monopoly. These are 
price discrimination, tying clauses and exclusive dealing arrangements, 
certain types of mergers and interlocking directorates. 

The Federal Trade Commission Act was designed primarily to pro-
vide an expert administrative body to speed up the enforcement of the 
Clayton and Sherman Acts. It also provides for the regulation of false 
and misleading advertising, wool products labeling, misrepresentation, 
disparaging competitors or their products, using lottery devices, and a 
number of other things. 
ENFORCEMENT OF THE ANTITRUST LAWS 4 

Enforcement of the antitrust laws has run hot and cold since the 
passage of the Sherman Act in 1890. It took fourteen years, despite a 
gigantic wave of mergers, before the first dissolution, ordered in 1904, 
resulted in separation of the Great Northern and Northern Pacific rail-
roads.5 

The government antitrust program was considerably more active in 
the next ten years, however. Antitrust highlights of the period include the 
dissolution of the American Tobacco and the Standard Oil companies6 

in 1911 and the passage of the Clayton and Federal Trade Commission 
Acts in 1914. 

Antitrust in the United States reached its lowest ebb between 1915 
and 1935. In this period U. S. Steel was left intact because it was a "good" 
trust and did not abuse its power.7 The decision was seconded in the In-
ternational Harvester case of 1927.8 The lowest point in antitrust en-
forcement was reached in 1933, when the antitrust laws were suspended 
for industries which had a government-approved NRA code of fair com-
petition. Businessmen and others felt that too severe competition was re-
ducing prices and wages. 



Antitrust enforcement picked up considerably after 1935. The Rob-
inson-Patman Act was passed in 1936, and in 1938 Thurman Arnold 
started a bold antitrust campaign as chief of the antitrust division. The 
Temporary National Economic Committee was set up in the same year. 
In 1945 the U.S. Steel precedent was reversed when it was held in the 
Alcoa case that monopoly was illegal even when it was not abusive.9 

In 1946 the courts "brought wholly tacit, nonaggressive oligopoly 
within the reach of the conspiracy provisions of the Sherman Act" in 
their decision in the second American Tobacco case. 1 0 This was a vic-
tory for the "new breed" of imperfect competition theorist. In 1950 
the Celler-Kefauver amendment to the Clayton Act made the acquisition 
of the assets of a competitor subject to antitrust action. Only the acqui-
sition of a competitor's stock had previously been subject to the Clayton 
Act. 
APPLICATION OF ANTITRUST LAWS TO AGRICULTURE 

The antitrust laws have been applied to agricultural marketing firms 
from the early antitrust period to the present, and with relatively high 
frequency. The first agricultural case involved the American Sugar Re-
fining Company in 1892. Several new ones come up each year. 

The following is a discussion of the type of antitrust cases being 
brought against agricultural marketing firms. Emphasis is on recent 
cases, but reference is made to some of the more important ones his-
torically. The cases are divided into single and group firm (conspiracy) 
cases and then subdivided into those brought because of actions that 
tended to reduce rivalry among firms directly, and those brought be-
cause of overly competitive actions that tended over time to eliminate 
rivals and lessen competition. 
APPLICATION TO ACTIONS DIRECTLY LESSENING COMPETITION 
(SINGLE FIRM) 

Over the years the courts and antitrust officials have settled upon 
several types of firm behavior which they believe restrict business 
rivalry and thus under certain circumstances violate the antitrust laws. 
These include: acts that reduce the number of rivals and increase mar-
ket concentration (such as mergers and interlocking directorates), acts 
that restrict a rival's access to one's customers (such as tying arrange-
ments, exclusive dealing contracts, full line forcing and long term sup-
ply contracts), acts that restrict rivalry among the resellers of a supplier's 
product (such as resale price maintenance), and acts limiting the amount 
and timing of product sales in an industry (such as surplus purchasing). 



Most of these types of practices have been used by firms in the agricul-
tural industries, some much more than others. Some examples follow. 
Mergers. One of the more interesting antitrust periods was from 
1904 to 1920, when the early trusts, formed largely between 1890 and 
1910, were brought under attack. Several of these trusts were within the 
agricultural industries. The industries involved included sugar, corn 
products, tobacco, meat, tin cans, and farm machinery. 

The government lost the sugar trust case, brought in 1892 to dissolve 
the American Sugar Refining Company, which had acquired 90 per-
cent of the industry's capacity, because the court ruled that sugar man-
ufacturing was not commerce, an interpretation that has since been re-
versed.1 1 

In 1916 the government obtained a decree dissolving part of Corn Prod-
ucts Refining Co., which had acquired control of all the glucose plants 
and 64 percent of the starch production in the United States in 1906. 1 2 

In 1911 the government obtained a divesture of the American To-
bacco Company, which had acquired 90 percent of the industry's sales 
in 1890 through merger. The company's direct tobacco manufacturing 
assets were divided among four firms, the American Tobacco Co., the 
R. J. Reynolds Tobacco Co., Liggett and Myers, and P. Lorillard Co. 1 3 

No actual meat trust was ever formed but one was nearly consum-
mated in 1903. It failed because of the financial panic of that year. The 
assets that had been acquired in preparation of the trust were distrib-
uted to the firms involved in the formation of the trust, Armour, Swift, 
and Morris, after threat of an antitrust suit.1 4 

The government lost in its efforts to break up the "tin can" trust in 
the form of the American Can Company, because its share of the mar-
ket had dropped from almost 100 percent to less than 50 percent in 
15 years.1 5 

The harvester trust, in the form of the International Harvester Com-
pany, entered a consent decree in 1918 requiring them to dispose of 
their three lesser harvesting lines, Osborne, Milwaukee, and Champion 
and to eliminate all but one of their representatives or agents in any 
town or city.1 6 

The early trust cases are interesting in two respects. In most cases 
the trusts had lost considerable market share before antitrust action, in 
spite of their initial dominant position. This fact was used in their de-
fense. The government achieved some success in breaking them up in 
all cases except sugar and metal containers. The government's success 
against mergers declined after the U.S. Steel decision in 1920 and the 



decision that the law applied only to stock acquisition and not to the ac-
quisition of assets. This latter ruling was changed with the passage of the 
Celler-Kefauver Act of 1950 amending Section 7 of the Clayton Act. 

Since 1950 the government has initiated about a dozen suits for merg-
ers by agricultural firms, several of which have been decided at least at 
the lower court or Federal Trade Commission level. These include 
the order for Pillsbury Mills, Inc., to divest itself of assets acquired 
from Ballard Company and Duff Baking Mix Division of the American 
Home Foods, Inc.; 1 7 a consent order requiring Continental Baking Co., 
the nation's largest commercial bakers of white bread, to sell Omar, 
Inc., of Omaha, Nebraska, which at the time of its acquisition in 1958 
was the nation's eighth largest bread baker; 1 8 a consent judgment against 
United Fruit requiring it to create a new competitor out of its own assets 
with 35 percent of United Fruit's 1957 volume;1 9 a consent judgment 
requiring Minute Maid to dispose of or discontinue two frozen juice 
concentrating facilities;20 a consent order in 1962 requiring National 
Sugar Refining Company, the second largest refiner, to divest itself of 
Godchaux Sugars, Inc., the nation's seventh largest cane refiner;2 1 a con-
sent order requiring National Dairy Products Corporation to divest two 
large fluid milk and ice cream firms and limit acquisitions for ten years; 2 2 

and an order requiring Foremost Dairies to divest ten acquisitions.23 Merg-
er cases are pending against National Tea Co., 2 4 Kroger Co., 2 5 Von's 
Grocery Co., 2 6 the Borden Co. 2 7 and Beatrice Foods Co. 2 8 

Interlocking directorate. Interlocking directorates, where one man 
serves as a director for two or more competing firms, logically may tend 
to lessen competition. Prosecution of interlocking directorates is rela-
tively rare. One example was a consent judgment enjoining existing 
interlocking directorates and officers among certain dairies in Minneap-
olis. This civil action was in conjunction with a criminal action charg-
ing price fixing to which the defendants had pleaded nolo contendere.2**30 

Tying arrangements, exclusive dealing, full-line forcing and long-term 
contracts. There are at least four trade practices that have been deter-
mined to be unfair under certain circumstances because they tend to ex-
clude rivals from normal access to customers. These practices are tying 
arrangements, exclusive dealing, full-line forcing and long-term con-
tracts. None of these practices has received a great deal of attention from 
antitrust officials with respect to firms in the agricultural industries, 
though a few cases have occurred. 

In 1946 American Can Company3 1 and Continental Can Company3 2 

were charged by the Department of Justice with leasing their can-closing 



machinery at a low rate to canning companies on the condition that the 
lessees purchase their total requirements of containers from the leasor 
and for refusing to sell the machines at all. This prevented can manu-
facturers without comparable machines from competing for these ac-
counts. A decree was entered in 1950 enjoining the defendants from en-
tering into long-term requirements contracts with canners for cans, from 
refusing to lease or even sell closing machines to accounts not using their 
cans, and from allowing quantity discounts in the sale of cans. 

A second case of alleged exclusive dealing involved three large man-
ufacturers of farm machinery, J. I. Case, 3 3 International Harvester,3 4 and 
Deere and Company.8 5 The government alleged their dealership con-
tracts prohibited their dealers from handling other lines of equipment 
and thus restrained competition. The complaints were dismissed in 1951, 
when the government failed to show appreciable coercion, unreasonable 
restraint on commerce or a tendency to substantially lessen competition 
and to create a monopoly.36 

Resale price maintenance. Processors with a unique product may try 
to insure the profitability of the item for their customers and thus the 
stability of their wholesale prices by trying to fix the price at which their 
customers may resell the item. This tends to eliminate competition among 
retailers on the item at the expense of consumers. For this reason re-
tail price maintenance is contrary to antitrust philosophy, though it is 
permitted by law in some states. Only a few cases of this type have been 
brought against agricultural processing firms. One involved a breakfast 
cereal manufacturer who tried to enforce resale price maintenance by 
printing the following notice on its packages. 

This package and its contents are sold conditionally by us with the dis-
tinct understanding, which understanding is a condition of the sale, that 
the package and contents shall not be retailed, nor advertised, nor of-
fered for sale at less than 10 cents per package. Retailing the package at 
less than 10 cents per package is a violation of the conditions of sale, and 
is an infringement on our patent rights, and renders the vendor liable to 
prosecution as an infringer. 

This resale price maintenance plan was held illegal and perpetually 
enjoined.3 7 

APPLICATION TO OVERLY COMPETITIVE PRACTICES 
Individual firms may engage in practices that are overly competitive 

and thereby eliminate competition and lessen competition. Control of 
these types of practices was the main emphasis for the passage of the 
Clayton and Federal Trade Commission Acts and their amendments. 



Many types of activities are in the overly competitive category. Some 
of the more important include discrimination, sales below cost, false and 
misleading advertising and disparagement of competitor products. 
Discrimination. This is the offense most frequently cited in antitrust 
cases. It is thought to injure competitors in two ways. It injures the 
competitor who loses the account or who would otherwise gain it from 
his rival and it injures firms trying to sell in competition with firms who 
have been favored by the discrimination. 

Discrimination takes many forms. The simplest is to give one cus-
tomer a lower price than another for a product of like grade and quality. 
Discounts can also be provided in the form of promotional allowances, 
brokerage fees and providing customers with services, facilities, and ex-
tended credit. Discrimination is a difficult charge to prove because of the 
many defenses a defendant may offer. These include assertions that a 
competitor's price had to be met, that the goods sold at different prices 
were of unlike kind and grade, that competition was not injured, and 
that price differences reflected differences in cost of production or dis-
tribution. 

Charges of discrimination have been levied at firms in nearly all the 
agricultural industries. The examples that follow involve fluid milk, feed 
and grain, grocery retailing, fruits and vegetables, and flour and baking. 

In 1957, Chestnut Chevy Chase Dairy was ordered by the Federal 
Trade Commission to cease giving promotional allowances to whole-
sale customers on a discriminatory basis in the Washington, D.C. area. 
Over an 18-month period their allowances per retailer ranged from 
$3.08 to over $16,000 and the allowances were not given on a propor-
tional basis.3 8 

Three large-scale feed mixers3 9 recently consented to cease and de-
sist from offering such sizeable discounts to their largest dealers that their 
smaller dealers could not compete with them. The quantity discounts 
for one of the mixers, for example, ranged from $0.25 to $2.50 per ton. 

In 1938 the Federal Trade Commission ordered the Great Atlantic 
and Pacific Tea Company to cease accepting brokerage allowances from 
suppliers for groceries it purchased on its own account. This was one 
of the first cases testing Section 2-c of the newly passed Robinson-Pat-
man amendment to the Clayton Act. The Commission rejected the re-
spondent's defense that the allowances were justified since the respond-
ent gave advice to their suppliers, aided them in disposing of their sur-
pluses, and saved them the cost of employing brokers.4 0 

Most of the discrimination cases involving firms in the fruit and vege-
table industry have been filed against shippers of citrus fruit for allegedly 



making illegal brokerage payments to favored customers. Forty-five41 of 
these were filed after the Commission's first use in 1960 of the broad 
powers of Section 6 of the Federal Trade Commission Act to conduct an 
investigation by mail on an industry-wide basis. All the complaints re-
sulted in consent orders to cease and desist from the alleged practice. 
The industry-wide questionnaire was viewed by the Commission as the 
most equitable way of halting an unlawful practice common throughout 
the industry. 

Illegal brokerage fees usually arise in one of the following two ways. 
A broker will take shipment of produce from a packer, deduct a broker-
age commission from the invoice price, pay the packer for it at the de-
ducted rate and then sell the produce on his own account at a higher 
price. Or the packer will bill the favored buyer (usually a large one) at 
the price normally billed brokers, but bill nonfavored buyers a price 
that includes the broker's normal commission.42 

Price discrimination takes several forms in the flour and baking in-
dustry. The most common form is a larger discount to favored purchas-
ers. Other methods include giving larger promotional allowances to some 
retailers than others, even though they may have the same amount of 
sales, and discriminating in demonstrator services. 

Prior to 1962, the Federal Trade Commission had filed fifteen cases 
alleging price discrimination in the flour and baking industry, which 
were concluded in orders or consents to cease and desist. Ten cases of 
the same type were pending in 1962, indicating that activity is being 
stepped up considerably in this area. 
Sales below cost. Setting prices below cost can be an effective device 
for accomplishing two objectives, particularly by a large diversified firm. 
It can be used to squeeze out weaker rivals in a market; it can be used to 
discipline competitors using selling practices that a dominant firm finds 
objectionable, such as failure to follow its price leadership, discrimination 
hurting the dominant firm, and introduction of new products and non-
price inducements. 

Sales below cost can violate both the Sherman Act and the Robin-
son-Patman Act, the former where it tends to create a monopoly, the 
latter where it is discriminatory but not covered by the former. A few 
examples follow. In 1959 Fairmont Foods Co. of Wisconsin pleaded 
guilty to Sherman Act charges of selling milk to a distributor in Hough-
ton County, Michigan, at prices lower than they sold for in Wisconsin 
and at prices below Fairmont's cost of doing business.43 In 1955 the gov-
ernment charged Safeway Stores, Inc. with attempting to monopolize 
grocery retailing in Texas and New Mexico by selling below cost. The: 



defendants pleaded nolo contendere and were fined $187,500. This was 
the first time the maximum penalty under the amended Sherman Act had 
been imposed.44 In 1956 the Maryland Baking Co. was ordered to cease 
and desist from engaging in predatory price cutting in the sale of rolled 
sugar cones.4 5 

False and misleading advertising. Occasionally a firm will attempt to 
mislead buyers with false claims about its product or its type of busi-
ness. This violates Section 5 of the Federal Trade Commission Act. 
Examples of these cases include a firm representing its citrus as com-
ing from Indian River when in fact it came from elsewhere,46 a firm 
representing itself as a growers' exchange when in fact it was not, 4 7 a 
firm falsely advertising that its feed is highly effective in elimination of 
Bang's disease,48 and a firm misrepresenting the calorie content and ther-
apeutic properties of bread. 4 9 

Disparaging competitors' products. Disparaging competitors' products 
is an unfair trade practice, though the charge is rarely brought, presum-
ably because the offense seldom takes place. No examples involving 
firms in the agricultural industries were found in a review of antitrust 
actions against firms in these industries. 
APPLICATION TO GROUP ACTION (CONSPIRACY CASES) 

The basic objective of antitrust law is to preserve and maintain free 
competition in open markets. It logically follows that any agreement 
among firms not to compete violates the spirit if not the letter of the anti-
trust laws. Most types of agreements restricting competition among firms 
are in violation of the antitrust laws. These include price fixing, some 
trade association activities and cartel arrangements, basing point pricing, 
market division, nonsolicitation of competitors' customers, group boy-
cotts, and surplus purchasing. A discussion of these violations and some 
examples in the agricultural industries follow. 
Price fixing. Price fixing takes two basic forms: explicit agreement 
not to charge below a certain price, and tacit price agreement or con-
scious parallelism. The former is more frequently found in antitrust suits; 
however, the latter doubtlessly is the more commonly practiced. 

Price-fixing agreements seem particularly prevalent in industries with 
few sellers or buyers and a homogeneous product such as the whole-
sale market for fluid milk and bakery products. Numerous cases of both 
types have arisen. One of the more recent in the dairy industry was a 
case of alleged rigging of bids for milk for government installations by 



three Nebraska dairies to which two defendants pleaded nolo conten-
dere; a third was found guilty.50 

There have been seven antitrust cases involving price fixing in the 
baking industry in which the defendant bakers were fined, or ordered 
to cease and desist. In six of the cases, the defendants pleaded nolo con-
tendere. In each case, two or more bakers allegedly agreed on one or 
more matters such as prices to be charged for certain types of bakery 
products, discounts to be allowed buyers, prices to be bid on govern-
ment contracts, whether or not to give prizes and premiums, and dis-
position of day-old bread. 

Examples of price fixing in other agricultural industries include: four 
cases of alleged price fixing among cheese assemblers for the cheese 
they bought and sold 5 1 and two cases of alleged price fixing by butter 
exchanges.52 

In the feed and grain industry the government obtained some relief 
in two cases. They were for alleged attempts of the Washington Cereal 
Association, and the Oregon Cereal and Feed Association, to coordi-
nate the exchange of prices and terms of sale by its members to which the 
members were required to adhere, 5 3 and the Michigan Bean Shippers 
Association's alleged attempt to fix rates for functions performed by mid-
dlemen and to publish "close" prices.5 4 

The leading antitrust case of conscious parallelism involved the larg-
est tobacco companies. The government alleged they had combined to 
control the marketing of leaf tobacco as well as the cigarette distributing 
system. Leaf tobacco marketing was allegedly controlled by buyers re-
fusing to bid unless all the other buyers were present and by setting ceil-
ing prices on tobacco in advance of the sale. The strongest support for 
the government's charge of controlling the cigarette distribution system 
was a uniform price rise for cigarettes by the largest manufacturers in 
the depths of the Depression in 1931. They later dropped their prices to 
regain a large share of the market which they had lost to the so-called 
"10 cent" brands after the price increase. 

The case resulted in fines of $312,000. It was not followed up with 
a civil suit that would enjoin any particular practices. As a consequence 
the defendants were left in some doubt about which of their practices 
were legal and which were not. 
Trade association activities. Trade associations are natural vehicles for 
conspiracies among firms in an industry. The associations can be a party 
to many activities that will affect price but do not necessarily involve 
direct price fixing. These include the collection and dissemination of 



data on prices, costs, discounts, brokerage fees, output and shipments, 
the standardization of products and terms of sale, providing credit in-
formation, joint purchasing of supplies, interchange of patent rights, and 
the promulgation of codes of business ethics. These practices may be 
encouraged by boycotts, fines, loss of deposits with the association, and 
campaigns of education and exhortation. In more than two hundred 
cases, trade associations (agricultural and nonagricultural) have been 
found to have eliminated competition in some way. 5 5 

The line between legal and illegal trade association activities some-
times becomes quite fine. To say the least, the less coercion involved 
the better. In some cases involving trade associations in the agricul-
tural industries the government got some relief. These include: a lin-
seed-oil crushers' association that allegedly coordinated the exchange of 
detailed prices of its members and assessed penalties for violation of 
an agreement among them to exchange information and attend meet-
ings,5 6 the Sugar Institute's alleged coordination of sugar refiners' 
price reporting system, abolition of long-term contracts, and prohibition 
of quantity discounts;57 the Corn Derivatives Institute's alleged prac-
tice of exchanging information among members, corn product refiners, 
on price and other terms of sale to which members were to adhere until 
later notice;5 8 and the alleged continuance of the NRA Fertilizer Re-
covery Code by the National Fertilizer Association, which resulted in the 
defendants fixing uniform prices and terms of sale, circulating informa-
tion facilitating the computation of uniform prices, adopting uniform dis-
counts to dealers and agents, and dividing sales territories.59 Other trade 
association cases include the alleged refusal of a milk dealers' associa-
tion to permit nonconforming dealers to use their local milk bottle leas-
ing service,60 and the alleged refusal of the Chamber of Commerce of 
Minneapolis, the local grain exchange, to permit its members to do busi-
ness and exchange information with the Equity Cooperative Exchange 
and the St. Paul Grain Exchange.6 1 

Cartel arrangements. Cartels are trade associations on an international 
scale. In general they do not have to worry about antitrust laws except 
in the United States. Cartels involving agricultural firms have been most 
common in the fertilizer industry. At one time they controlled U.S. 
imports of nitrogen, phosphate, and potash. 

In the 1930's the Department of Justice initiated an investigation that 
developed information indicating that Allied Chemical and Dye and Du-
pont interests had cooperated closely with the two principal foreign 
nitrogen cartels, Chilean Nitrate-Sales Corporation and Synthetic Nitro-
gen Products Corporation, to control the prices, production, sales, im-



ports, and exports of fertilizer nitrogen from 1929 through 1938. Five in-
dictments were obtained, all of which were finally disposed of by con-
sent decrees which broadly enjoined the American companies from 
agreeing with each other or with foreign interests to fix and maintain 
prices for fertilizer nitrogen in the United States, to prevent or restrict 
imports into or exports from the United States, or to restrict the licensing 
and use of specified patents to particular industrial fields.62 

In the 1930's the country's two phosphate rock exporting associations 
were asked by the Federal Trade Commission to change their methods 
of operation. The associations, Phosphate Export Association and 
Hard Rock Export Association, had allegedly entered into cartel agree-
ments with foreign rock producers under which phosphate rock sold in 
international markets at fixed prices subject to a system of fines and pen-
alties. The commission recommended that the associations rescind all 
their cartel agreements and the restriction of patent licensing for equip-
ment used in mining or processing Florida pebble rock. As a result of 
the Federal Trade Commission order and recommendations, one of the 
trade associations was dissolved and the second filed a letter of compli-
ance. 6 3 

As in the phosphate and nitrogen industries, international trade in 
potash with the United States has been dominated by cartels. In 1938 
American potash companies formed an association to negotiate with the 
cartels and to sell through them to European buyers.6 4 In 1940 a civil 
antitrust complaint was filed alleging three domestic sellers and the car-
tel's American sales agency with conspiring to maintain uniform prices 
and other terms of trade in the United States, and refusing to sell to some 
buyers. A consent decree was entered enjoining the American firms 
from fixing prices, refusing to sell at f.o.b. prices, and refusing to sell to 
individual farmers, farm cooperatives, or fertilizer mixers not recognized 
or approved by all the defendants.65 

Basing-point pricing. This involves using one or more locations as 
the points from which freight charges will be determined for a product 
shipped from other than one of these points. This pricing method tends 
to discriminate in favor of buyers located closer to the basing point than 
to the actual shipping point and against others. At present, basing-point 
pricing is permitted by one firm but becomes questionable when more 
than one firm at different locations use the same basing point, because 
this sets the stage for noncompetitive pricing. It becomes too easy for 
firms using the same freight rate books to have identical prices. 

The most widely known cases of basing-point pricing involving an 
agricultural industry were initiated by a series of Federal Trade Com-



mission complaints in 1939. It was alleged that the principal wet corn 
refiners had restrained trade by using Chicago as a basing point and 
that this had discriminated against buyers located closer to the plants 
than to Chicago. The Supreme Court supported the Federal Trade Com-
mission on the two cases that reached them. 6 6 

Nonsolicitation of customers. An agreement not to solicit a competi-
tor's customers has an obvious effect on the degree of rivalry between 
them. This type of case has not been too common. One instance of it in-
volved a dairy union in Iowa that allegedly prohibited its members from 
soliciting other drivers' accounts. 
Division of markets. Division of markets, granting certain firms an 
exclusive franchise in certain areas, has rarely been a cause for an anti-
trust suit involving an agricultural firm. It is, however, commonly prac-
ticed by international cartels. 
Surplus purchasing. Price manipulation can be accomplished by the 
purchase of excess supplies on the market. The practice is not too 
common because in most cases these supplies must be placed on the mar-
ket at a later date. In 1941 the government charged a trade association 
of butter dealers and others with conspiring to fix wholesale prices by 
purchasing surplus butter in the market. 6 7 

EXEMPTIONS FROM ANTITRUST LAWS 
Some industries or groups have partial or complete immunity from 

the antitrust laws. These include the regulated industries (transporta-
tion and the public utilities), petroleum, labor unions, and agricultural 
and fishing cooperatives. The partial exemption of the latter three ap-
parently stems from Congressional belief that they have little bargaining 
power when unorganized and need it if they are to obtain their share 
of the national income. 

The first statutory exemption of agricultural cooperatives from the 
antitrust laws was provided in Section 6 of the Clayton Act. It was de-
signed to protect agricultural cooperatives from the conspiracy provi-
sion of the Sherman Act, which had been applied against them. The ex-
emption was clarified in the Capper-Volstead Act of 1922, which spec-
ified that agricultural producers may act together in associations for the 
purpose of collectively processing, handling, and marketing their prod-
ucts. The act also empowers the Secretary of Agriculture to order 
any such group to cease and desist if he finds that it "monopolizes or re-



strains trade to such an extent that the price of any agricultural product 
is unduly enhanced by reason thereof." The Capper-Volstead Act ex-
emption was further strengthened by the Cooperative Marketing Act of 
1926, which permitted agricultural associations to legally acquire and 
exchange "past, present and prospective" pricing, production, and mar-
keting data, something that several non-cooperative trade associations 
had been fined for or enjoined from doing. An even greater latitude was 
given by the Agricultural Marketing Agreement Act of 1937, which not 
only permits group action but provides for government enforcement if 
an order is approved by two-thirds of the producers. 

The exact extent of the cooperatives' exemption from the antitrust 
laws is unclear. The most recent leading case in the area was U.S. v. 
Maryland and Virginia Milk Producers, decided by the Supreme Court 
in 1960. The case involved the legality of the Maryland and Virginia 
Milk Producers Association's buying out Embassy Dairy in Washington 
with the alleged purpose of foreclosing the market to non-M.V.M.P. 
members. The Court ruled that the Capper-Volstead Act permitted co-
operatives to organize but did not permit them to participate in trade 
practices not allowed to non-cooperatives. This decision still left many 
issues in doubt, including the extent of the immunity of qualified coop-
eratives from Section 7 of the Clayton Act, the right of competing co-
operatives to enter merger agreements with each other and the right 
of competing cooperatives to federate.6 8 

QUASI-ANTITRUST REGULATIONS 
In addition to the standard antitrust laws, agricultural firms are 

subject to one or more other laws designed to regulate firms in specific 
industries. This emphasis is on the regulation of trade practices rather 
than on preventing conspiracies and monopoly. These laws include the 
Packers and Stockyards Act, the Commodity Exchange Act, and the 
Perishable Agricultural Commodities Act. Some marketing orders also 
regulate trade practices. 
The Packers and Stockyards Act. This was passed in 1921 to regu-
late trading of livestock in stockyards and of live poultry. It was in part 
an outgrowth of the F.T.C.'s 1918 investigation of the meat packing in-
dustry and is enforced by the U.S. Department of Agriculture, though 
the F.T.C. has jurisdiction in some areas. 

The Packers and Stockyards Act specifically regulates meat pack-
ers, poultry processors, packer buyers, dealers, market agencies, and 
stockyards of 20,000 square feet or more. Under the Act meat packers 



are prohibited from manipulating prices, creating a monopoly, restrain-
ing commerce, discriminating, or using deceptive practices. Livestock 
markets and market agencies are required to charge reasonable and non-
discriminatory rates. Market agencies and dealers must furnish bond 
and all weights must be correct, visible, and on properly tested scales.69 

The Commodity Exchange Act. This is the present name of an act 
passed in 1922 to regulate futures trading on the thirty-odd commodity 
exchanges in the United States. Commodities regulated include wheat, 
cotton, rice, corn, oats, barley, rye, flaxseed, grain sorghums, mill-
feeds, butter, eggs, Irish potatoes, wool tops, all fats and oils, cottonseed 
meal, cottonseed, peanuts, soybeans, and soybean meal. Persons or 
firms subject to regulation include futures commission merchants, floor 
brokers, and boards of trade. The Act was passed to maintain equity in 
the pricing and marketing of farm products not only for the specific fu-
tures transactions involved but also for the many transactions based 
on the futures prices. 

The Commodity Exchange Act has many requirements. Some of these 
include licensing of markets, registration of brokers, maintenance of 
trading records, prevention of price manipulation and corners, preven-
tion of dissemination of false and misleading crop or market informa-
tion, restraints on heavy speculation, recognition of rights of coopera-
tives to membership on exchanges, safeguarding hedging services, pro-
tection against fraud, keeping of clients' funds in separate accounts, and 
prevention of "bucketing" and "wash sales" (fictitious sales).70 

The Perishable Agricultural Commodities Act. This was passed in 
1930 to promote more orderly marketing and suppress unfair and frau-
dulent practices in interstate commerce of perishable agricultural com-
modities. The Act applies to commission merchants, dealers, and brokers 
who handle fresh or frozen fruit or vegetables in interstate commerce; 
it is enforced by fines and the revocation of licenses. 

The Act prohibits many types of trade practices. Over one-half of 
the 2,300 complaints per year are for failure of a buyer to account and 
pay for produce received. About one-fourth of the complaints are for 
rejection and failure to deliver without cause. Other kinds of com-
plaints include making false and misleading statements, misrepresent-
ing grade, quality, condition or place of origin, and altering federal in-
spection certificates. About 90 percent of the complaints are settled in-
formally with annual recoveries sometimes running over $1 million. 



STATE ANTITRUST LAWS 
In addition to the federal antitrust laws, forty states7 1 have some type 

of state antitrust legislation. These, however, are poorly enforced on 
the whole because of low appropriations, the difficulty of controlling 
out-of-state firms, and the fact that the federal government already has 
a large amount of resources in this area. 

State antitrust laws differ somewhat from the federal statutes. State 
laws put less emphasis on controlling monopoly and more emphasis on 
sales below cost and preventing unfair and discriminatory practices 
within specific industries. Those industries most commonly regulated 
in this respect are dairy, petroleum, insurance, and alcoholic beverages. 
A recent count showed that forty-two states had general trade prac-
tice laws or specific trade practice laws regulating trade practices in the 
dairy industry,72 twenty7 3 of which permitted the setting of prices by 
the government either at the farm, processor or retail level, or all three. 
EVALUATION OF ANTITRUST ACTION 

The effectiveness of the government's antitrust program, like the ef-
fectiveness of most government programs, is difficult to assess. In the case 
of antitrust this stems largely from inadequate knowledge about market 
structure, behavior, and performance, and the relationship among them. 

Honest and intelligent men take several differing points of view to-
ward the value of government antitrust programs. One view is that the 
antitrust laws have been detrimental because they are vague and am-
biguous; they restrict firm size and thus economies of scale, and research 
and development. 

A second point of view is that they don't do any good so why bother 
with them in their present form. This group has two subsets: (a) the sub-
set that believes they are not nearly strict enough, pointing as evidence 
to the high concentration ratios and firm size in some industries, (b) the 
subset that thinks we would have the same market structure had we had 
no antitrust laws in the first place. This group could look at the agricul-
tural industries and point out that the sugar, harvester, tin can, and corn 
product trusts lost market share even before they came under antitrust 
attack. They could also note that despite antitrust suits A & P is still 
selling about 10 percent of the groceries; meat packers not under 
the consent decree have not found grocery retailing profitable anyway; 
the largest dairies are still growing relatively faster than the dairy in-
dustry; and that rather than antitrust laws the major factor affecting the 



structure of the nitrogen industry was the government's disposal of sur-
plus plants after World War II. 

The third point of view on antitrust, the one probably held by most 
economists,74 is that though the present American antitrust program 
may not and cannot be perfect it has done considerably more good than 
harm and is probably better than any alternative at present available in 
the United States. This group can point to the fact that American antitrust 
laws have prevented the cartelization of industry in the United States on 
the European plan, have prevented the development of large trusts 
through merger, have set standards of fair practice, and have preserved 
freedom of entry and equality of opportunity.75 Many businessmen and 
others would seem to prefer an antitrust program that provides these 
conditions in the framework of a free enterprise system rather than move 
closer to laissez faire or toward more closely regulated private enterprise 
or public ownership. 



C H A P T E R 

Policies to Influence 
Overall Market Adjustment 

THE previous chapter has analyzed a group of public policies and evolv-
ing programs concerned primarily with the regulation of firms. The rea-
sons for agricultural market policies, however, have stemmed at least 
as much from the possible effects of certain inter-firm relationships upon 
the producers and consumers of the commodity, as from a desire to pro-
tect the small or weak production and marketing firm. This chapter 
briefly considers a number of other public policies and programs. Each 
of these policies stems from public action, and usually attempts to change 
the level and distribution of income among producers, marketers, or 
consumers of a particular commodity, but it may also reduce costs, 
remove instabilities, increase food output, and attain other objectives. 

Public action to modify the functioning of the market has been used 
throughout the world. The principles discussed here have been applied 
in international as well as in national markets, and within many na-
tional markets, not just the United States. These policies have been es-
tablished because some of the results of the market exchange system 
as it actually operated were in conflict with values held by certain 
members of society. In some cases groups of market firms, in other cases 
groups of consumers or producers, and in still other cases groups of 
citizens urged the adoption of certain policies and the implementation 
of particular programs in the belief that a situation they viewed as un-
desirable could be corrected. The corrective action in turn affected the 
market exchange system, but also tended to give more emphasis to the 
administrative exchange system, particularly so in the third and fourth 
of the general policies discussed below. Four general groups of programs 
will be discussed: programs to equalize information, programs to re-
duce marketing costs, programs to promote orderly marketing, and po-
licies and programs of direct redistribution. 
By LAWRENCE W . WITT. 



The first group of programs includes those designed to improve the 
basis for rational decision-making within and among firms through pro-
viding information on grades, standards, prices, and similar product 
characteristics. Such programs involve the expenditure of public funds 
to make the market exchange system work more effectively. 

The second group of programs is geared to directly influence the cost 
structures of the firm involved. Research expenditures and educational 
programs are supported through public funds, often because the in-
dividual firms are too small to support research leading to recommended 
new output-increasing, cost-reducing, or quality-improving practices. 
The programs operate so that such information is made available to mar-
ket firms. Public benefits may greatly exceed the cost of the program as 
the practices are adopted and market margins are reduced or rise more 
slowly than they otherwise would. Even more important, benefits may 
occur as larger quantities and higher qualities of products are provided. 

The third group includes programs to promote the more orderly mar-
keting of products. Such policies are adopted because society has ac-
cepted the views of some of its member groups that the prices and re-
turns for certain commodities (and to the resources that produce them) 
are not fair. Those favoring such policies believe that measures promot-
ing less violent fluctuations in prices and market supplies will lead to a 
desirable redistribution of income, in favor of those groups considered 
important by the decision-makers. 

The fourth group of policies stems from similar conflicts between 
the payments received through the market and people's concept of Tight-
ness and fairness, with respect to income (or levels of consumption), 
but in this case more than a temporal or spatial reallocation of supply 
or demand is required. Demand may be expanded through subsidies or 
curtailed through rationing; similarly, supply may be controlled or de-
ficiency payments may be made to bring incomes to a "satisfactory" 
level. 

As suggested above, the four sets of policies shift from a primary em-
phasis on improving the market exchange system to supplementing that 
system through transactions by administrative rather than bargaining 
processes. The discussion below suggests that each of these four sets of 
policies finds acceptance in many other countries, but that priorities will 
vary with the economic characteristics and circumstances. Policies that 
affect direct redistribution are part of the political system for allocating 
returns rather than part of the economic system for allocating income, 
but as indicated in Chapters 2 and 11 they are capable of being fully as 
rational a distribution process as the market exchange system. 



PROGRAMS TO PROVIDE INFORMATION 
One of the prerequisites for effective operation of a market system 

and for rational decision-making by participants is adequate and re-
liable information. Evolving out of this need and out of market griev-
ances are programs which provide prices, production, grades, shipments, 
and other market information. 

It is a great convenience to domestic merchants, to exporters, and to 
importers to have a code which more or less precisely describes the char-
acteristics of the commodity. Transactions can be consummated both 
more easily and at less cost. In the earlier markets and also today, quality 
was associated with and guaranteed by a particular merchant, or per-
haps by a group of exporters. There are many other products, especially 
farm products, that are not closely associated with a particular 
grower, or even if they are, may change so much while being marketed 
(e.g., perishables shipped across the country) that recognized grades 
help greatly to facilitate the exchange process. An impartial grader can 
interpret the standard and protect each side of the transaction from pos-
sible exploitation: the state frequently takes on this role. For example, 
the U.S. and state Departments of Agriculture provide market news and 
grading services on a cooperative basis. 

Market standards also may be established at the behest of consumer 
interests to protect the unwary consumer from dangerous products. Thus, 
the Pure Food and Drug Act established as a national policy a federal 
concern with the contents and characteristics of products available to 
consumers. A minimum requirement may be full and accurate labeling. 
There may also be laws against false advertising, or misrepresentation 
of the product. 

Price, production, and shipment information substantially affect the 
relationships between large and small firms, and between the market 
decisions of producing firms and those of distributing firms. By spreading 
the cost over a larger volume, a large firm can support a private crop 
and marketing reporting system which gives it superior information on 
expected production compared with a small local firm. However, federal 
state crop reports substantially reduce and perhaps eliminate this com-
petitive advantage. In economically advanced nations, many firms de-
mand a wide dissemination of prices reigning in today's markets; this 
provides producing or retailing firms with information enabling them to 
bargain within a much narrower range of prices. 

Where such systems of market information do not exist, for example 
in minor products in a less-developed country, itinerant merchants can 



purchase or sell at prices deviating substantially from wholesale. One of 
the purposes of the Colombian Coifee Grower's Federation—an or-
ganization something between a producers' cooperative and a govern-
ment marketing organization—is to provide minimum buying prices at 
cities and towns throughout the coffee-producing region. It thereby lim-
its the spread between producer and export prices, assuring to the 
producer a higher price. Consumers in buying countries may also bene-
fit from such programs in the long run. Low prices to producers due 
to wide marketing margins will attract less production than a smaller 
margin and higher producer prices. With lower margins the consumer 
probably will have both larger quantities and lower prices than with wide 
margins. 

The public policy objectives attained by these information programs 
are four: less marketing advantage for the large firm compared with the 
small firm, a reduction in operating costs for all distributive firms, con-
sumer protection, and benefits in higher producer prices or lower con-
sumer prices than might otherwise prevail. 
PROGRAMS TO REDUCE COST AND INCREASE FIRM EFFICIENCY 

In contrast to the previous section, this one concentrates on the crea-
tion (and dissemination) of new information, much of it of a physical and 
technical character. The broad purpose is to reduce inputs relative to 
output or to increase output relative to given inputs, with an ultimate 
objective either of providing desired food and marketing services at 
less cost to society, or of helping an underprivileged sector make a bet-
ter living. Implicit in such programs is the assumption that such increases 
in efficiency will be passed on to consumers or appropriately allocated 
to producing units through relative price changes. In advanced societies 
these programs often are supported by the general public because of a 
vague belief-value relationship that "marketing costs too much." In poor 
societies more direct concern is given to increasing the output of food. 
Greater output and lower marketing margins through improvements in 
technology—storage, protection against spoilage, improved containers, 
better time and space distribution—can provide the basis for expanded 
food output and improved market processes. 

Programs to reduce costs may be sponsored publicly or privately. 
Publicly sponsored research has its rationale in the small size of the 
individual firm, too small to support the expenditures necessary to ob-
tain significant research results. Through tax funds, with a small assess-
ment on thousands or millions of small units, research can be supported 
which creates new varieties, discovers new nutritional relationships, im-



proves shipping or storage procedures, or sponsors improved merchan-
dising techniques. Privately sponsored research may flow from the ac-
tivities of certain firms which supply inputs to the market firms and, 
over time, develop better products; the adoption of this research in-
creases the efficiency of the users of the inputs. Or, as argued in a pre-
vious chapter, private research may be sponsored by some of the larger 
firms primarily in an effort to gain a competitive advantage, but often 
leading to industry-wide changes in operations. 

In the United States, there is a combination of public and private ef-
forts which complement, supplement and sometimes overlay each other. 
The Land Grant colleges—particularly their agricultural experiment sta-
tions and extension services—and much of the United States Depart-
ment of Agriculture constitute large institutions devoted to research and 
the dissemination of information. A number of private colleges and 
universities and some non-Land-Grant public institutions also contribute. 
Many of the activities of these educational institutions have primary 
relevance to the firms producing the physical commodity and preparing 
it for the first receivers, but increasing effort in recent years is directed 
towards firms processing and distributing the product. Similar public 
efforts are found in most other nations, but with wide differences in the 
organizational structures, type of programs, and amount and effective-
ness of effort. In some cases they are oriented to certain commodities, 
often export products; in others they are more closely tied to the farmers' 
organizations and the concerns of the rural people, and may be rooted 
in political or cultural conflict. The value judgment that marketing or 
distribution costs too much often leads to public outcries against the 
speculator who is assumed reponsible or against the foreigner or other 
cultural group accused of making monopoly profits, be he a Chinese 
merchant, a Wall Street banker, a capitalist exploiter, a Jewish middle-
man, or a Lebanese trader. Rational analysis and reasonable evaluation 
sometimes are not possible. 

Finally, it needs to be reemphasized that advances in research and 
the communication of the results to operating decision-makers go hand 
in hand. The latter is essential if the research is to be meaningful. Knowl-
edge is communicated and adopted with greater difficulty when illiteracy 
is common, when credit is limited and costly, when rural institutions 
make change difficult, or when the cultural and psychological environ-
ment tend to emphasize the status quo. 

Briefly a feeling that distribution costs too much and the recognition 
that small firms are unable to support major research programs lie be-
hind public programs to discover cost-reducing techniques. The market 



structure (or degree of competition) influences the rate of adoption of 
research. New ideas may be sought as a competitive device, or domi-
nant firms may very slowly adopt innovations. Both in the United 
States and in other nations, there may be times when drastic changes 
are desired but difficult to discover and implement. 
PROGRAMS TO PROMOTE ORDERLY MARKETING 

Many raw materials often show wide variations in prices and incomes. 
Sometimes production and market supplies are stable; sometimes they 
move in the opposite direction from prices, and sometimes they move in 
the same direction. Nonetheless, when such swings occur the producers 
and occasionally the consumer urge actions which will reduce the am-
plitude of such fluctuations. When the product affected is important to 
the nation, and those who produce it have political power, then some 
sort of program is likely to be adopted leading toward orderly marketing. 
Chapter 10 discussed group actions in several areas, including public 
action. Here we discuss public policy for orderly marketing, including 
the international flow of commodities. 
Federal and state marketing orders. Marketing orders and agree-
ments permit farmers and processors to organize and establish control 
over the marketing of commodities. They are most common with re-
spect to urban milk markets and for fruits and vegetables. Since the 
primary objective is to stabilize and improve producers' incomes, pri-
mary political support comes from producers' organizations. The accom-
plishments of these programs generally are less than the producers' as-
pirations. Marketing agreements are an economic-institutional device 
authorized by the federal and state governments, and apply only to pro-
ducers who sign the agreement. Marketing orders, however, bind the 
entire industry or group producing and handling the commodity.1 The 
Secretary of Agriculture at the federal level and the Director of the state 
Department of Agriculture on the state level usually are the respon-
sible administrators in legally establishing an order. Consumer interests 
and their possible reactions become part of the background of opinion 
in determining the content of both marketing orders and marketing agree-
ments. (For an analysis of supply controls, see Chapter 10.) 

The most used of the two forms is market orders. There are a number 
of reasons why there has been greater use of marketing orders in Amer-
ican agriculture during the past several decades. Better roads and more 
rapid communication have reduced the price-making role of central 
wholesale markets. Local auctions, decentralized packing sheds, itinerant 



truckers, and particularly direct buying by chain stores or grocery groups 
have helped to decentralize the process of price making. Producers be-
lieve their bargaining position has deteriorated; periodic market gluts 
sometimes reduce prices to unprofitable levels; and in any case, pro-
ducers easily become dissatisfied with the returns likely to be paid by 
a market over which they believe they have little control. Thus they 
have sought control through orders as a way to stabilize and improve 
their income position, particularly for milk, fruits, and vegetables. 

To a substantial degree, market orders are an institutional device pe-
culiar to the United States. There are numerous examples in other coun-
tries, however, of institutional devices that utilize some of the same prin-
ciples. For example, in Canada the federal government has established 
delivery quotas on grains. At harvest time only a designated fraction of 
the production can be delivered to the local elevator; the remainder must 
be stored at or near the farm. As exports and domestic consumption 
empty some of the elevator space, additional fractions of the crop may 
be delivered and sold. This program is combined with advanced pay-
ment by the government of a large fraction of the expected selling price, 
providing farmers with a part of expected income, but keeping the grains 
from clogging trade channels and depressing current market prices.2 

Logically, orderly marketing may involve pulling products into mar-
keting channels as well as discouraging or postponing their admittance. 
In socialized states delivery quotas have this latter connotation. Here 
they refer to required amounts of production which farms must turn 
over to the state at specified prices as part of their contribution to the 
overall economic plan. During war or periods of stress other nations 
have made similar assessments on producing units in order to have food 
for the urban economy. In recent years, Pakistan has tried to meet its 
food problems in part by government purchase of about 10 percent of 
the food grains and their subsequent distribution to areas of more severe 
shortages. Pakistan has imported U.S. surpluses also, to strengthen this 
role.3 

Commodity loans and storage. Some aspects of the Canadian pro-
gram bear more resemblance to the non-recourse loans implemented by 
the Commodity Credit Corporation (CCC). The basic idea of the ever-
normal granary is an orderly marketing program with the supplies more 
evenly distributed over a series of years. The present program embodies 
a second objective—an increase in farm income via higher commodity 
prices—and this has overshadowed the original valid stabilizing objec-
tive of the program. A number of farm commodities are subject to sig-



nificant variations in the level of production due to uncontrolled varia-
tions in rainfall and other natural conditions. Private marketing institu-
tions generally are unable to finance the volume of storage required to 
stabilize the flow of supplies over a period of years, in view of the un-
certainties as to the length of storage and its costs relative to gains in 
higher prices. Through national programs the uncertainties are reduced 
and some of the costs absorbed through countervailing gains and losses 
by consumers and producers. 

The existing U.S. loan and storage program has been extensively re-
viewed, analyzed and criticized.4 The positive contribution of the pro-
gram for orderly marketing is overshadowed by the price-raising ob-
jectives and by the secular increase in the production of affected farm 
products. There are lessons in this experience appropriate for other 
wealthy nations, as in Western Europe, which are seeking to use higher 
prices to raise incomes in agriculture. The experience also has many im-
plications for international commodity agreements: implications both as 
to techniques of operation and as to the interplay of political forces. We 
turn to these. 
International controls. Marketing controls across international bor-
ders stem from problems similar to those often faced by raw material pro-
ducers within the domestic economy, unstable prices and consequent 
wide variations in income. The problem is amplified, however, be-
cause of national frontiers. A drop in world prices brings lower foreign 
exchange earnings, a foreign exchange gap between earnings and de-
sired expenditures, pressure for currency depreciation and a loss of pur-
chasing power for the entire economy. A number of economists, con-
centrating on the downward pressures and arguing that this is the sec-
ular trend, have proposed forced industrialization, import substitution 
industries, national planning, common markets, and export control pro-
grams to maintain higher prices.5 Attention is directed to three of these, 
primarily because they have been implemented for some period of time 
and because they do involve modification of the operations of the market 
exchange system for agricultural commodities. These are International 
Commodity Agreements, Marketing Boards and export controls. By and 
large, policies have evolved around single commodities, although there 
may be similar programs for two or three export products, and many 
resemblances to other products produced in other countries. 

There are certain political and economic characteristics which give 
rise to these policies. Among the political items are the following: 

1. There are numerous producers of the commodity within the country. 



2. The producers of the product are likely to have substantial political 
power within their country. 

3. A few countries produce a major part of the world supply, and at 
least the major producing country is desirous of intervening to 
advance the income of itself and its producers. It is possible to es-
tablish close working relationships among these producing countries. 

4. There is sufficient competence in public administration to carry out 
the specific rules adopted. 

5. Important consuming countries are sympathetic to the problems of 
producing countries, and will not protest vigorously against modest 
corrective measures. 
The economic characteristics which tend to prevail include the follow-

ing: 
1. The commodity is a major export for the important producing 

countries, or for an important area of the nation. Thus it is a prime 
source of foreign exchange. 

2. World prices are quite unstable due to substantial short-run inelas-
ticities of supply and demand. This implies that there are few sub-
stitutes in consumption, and no close production in other countries. 

3. A closely related point is that production often tends to be unstable 
because of weather or characteristics peculiar to the crop, yet fixed 
assets tend to maintain the existing production potential for a sub-
stantial number of years. Many of these programs apply to tree crops. 

4. A substantial and relatively stable marketing margin exists between 
producers and consumers, including transportation, processing, and 
tariffs. 

Internationally traded commodities which incorporate these charac-
teristics and for which efforts at international supply controls have been 
proposed or adopted include: wheat, coffee, cotton, cocoa, tea, quinine, 
wool, sugar, tin, and rubber.6 A number of other commodities present 
the same economic characteristics, but are marketed by a relatively few 
organizations. Cartel arrangements or implicit understandings keep alu-
minum, lumber, bananas, and a number of industrial products from 
joining the list. Complex and conflicting national policies make it im-
possible to operate international market programs for tobacco. Reasons 
of health and morality have led to international agreements or under-
standings on narcotics. The preservation of an adequate annual resource 
flow requires that the annual catch of whales, seals, and certain fish be 
limited. 

Early efforts at international market control involved a type of ex-
port control. The physical volume of exports was reduced or distributed 
more evenly over time, as a buffer stock operation. This procedure, of-



ten overly rigid, sometimes led to even wider price fluctuations, charges 
of consumer exploitation, efforts to develop substitutes, and the expan-
sion of production in other countries. Later efforts have sought more 
flexible quantity controls, or have defined minimum price objectives 
and held supplies back so long as prices were below this level. The so-
cial objectives were defined as price stabilization for producers, and less 
instability in export earnings for the nation. A closely related policy for 
the same general objective is an export subsidy program whereby the 
national government, or a major production entity, follows a two-price 
program, exporting the amount necessary to maintain internal prices. 
These policies were designed to be counter-cyclical and have become 
increasingly so in their effect as economic judgments improved with ex-
perience; they still fall far short of their objectives in many cases, how-
ever. 

A second objective has been more and more emphasized in recent 
years. Many countries depend on tariffs as an important source of rev-
enue. Some also collect taxes on exports to support general govern-
ment activities and some special programs related to the export prod-
uct. The drive for development has led to an increased pressure to use 
a portion of export revenues to support development activities in other 
sectors. This may be seen in several ways. Cocoa and palm oil marketing 
boards in West Africa followed conservative policies: they paid producers 
less than world prices in the majority of the post war years, consequently 
accumulating a substantial fund. The leaders of the newly independent 
countries, not unnaturally, soon created projects to use parts of these 
funds for development, rationalizing by arguing that they were for the 
producers' long-run benefit. In Venezuela and other oil-producing 
countries, harder bargaining is providing a larger share of petroleum 
earnings for investment in development or improvement in human wel-
fare by government or semi-autonomous agencies. In Argentina under 
Peron, part of the sales receipts from meat and grains went to the sup-
port of industrialization, with unhappy results for a once highly pro-
ductive, efficient agriculture. In Colombia a combination of an export 
tax and an exchange rate below market levels on coffee and several other 
exports provides the government with revenues. For many years part 
of these revenues has gone to support the activities of the Colombian 
Coffee Grower's Federation in behalf of coffee production and coffee 
producers. However, a substantial amount of the revenue now is diverted 
to other national purposes. 

A variety of other devices is used to control exports and imports, but 
few of them are in the framework of orderly marketing. Export and 



import taxes may be used for this purpose, if kept flexible. The proce-
dure is easy to describe, fairly easy to administer, but not very easy to 
apply effectively in a counter-cyclical manner. A variable export tax is 
established, with higher rates when prices are high, thus leading towards 
income stability for producers. The best examples are for rubber in Ma-
laya and wool in Australia during the Korean action. To a degree, these 
procedures resemble marketing board operations, to be described 
shortly. Variable import levies also can have market effects. Those re-
cently imposed by the European Economic Community control inter-
nal prices and quantities of imports so as to provide price stability within 
the Community, but at the cost of greater instability for outside pro-
ducers. 

Marketing Boards become agents of government with exclusive ex-
port rights. Their operations usually include the provision of internal 
marketing facilities, buying stations, and sometimes educational activ-
ities on improved production and processing techniques. Internal pur-
chase policies, which become rather firm for the marketing season, are 
established. Export prices may be higher or lower than internal prices 
depending upon the world production and the strength of demand. Rather 
than sell at low world prices, supplies may be accumulated for sale when 
prices are higher. Gains when prices are high are expected to offset losses 
when world prices are low. 

International Commodity Agreements define policies for international 
trade but may need to be backstopped by internal production and mar-
keting policies. In world markets the policies of the participating coun-
tries are for more orderly marketing but usually also involve holding 
back supplies, e.g., stockpiling to promote more favorable world prices. 
Each nation usually is given an export quota which it is expected to ob-
serve, at least for world commercial markets. Quotas are reviewed periodi-
cally, with adjustments in the aggregate amount as demand curves shift, 
and occasionally with revisions for shares provided by individual coun-
tries. Supplemental sales, such as barter transactions or local currency 
sales to countries with weak currencies, may be condoned as exports 
which presumably do not affect commercial markets. Such concessional 
sales or gifts outside the framework of the commodity agreement may 
or may not be specified. 

For the individual firm marketing its own product, or engaged in buy-
ing and selling operations, these policies create a wide range of possible 
problems. Where marketing boards are established there is only one seller 
so far as exports are concerned. In the case of export taxes, these are 
passed back to producers in lower prices; in addition, there is one more 



step in the export process. For International Commodity Agreements, 
much depends upon the process by which the agreement is implemented. 
Because favoritism may be shown in issuing export rights, political 
pressures may be required to gain a pro rata share of the total quota. 
The operating agency also must make decisions on how much and where 
surplus stocks will be held, and the extent to which financing will be 
provided. 

In the last several years other suggestions have been formulated to 
meet some of the problems of unstable prices in international agricultural 
markets. One of the more interesting involves a sort of balance-of-pay-
ments guarantee scheme. In general terms, it would involve a payment of 
foreign exchange to exporting countries when export prices are low, and 
a similar payment by the exporting country when export prices are high.7 

Clearly each type of export supply control changes the social and eco-
nomic environment of marketing. Some of the changes in rules within 
which decisions are made help make the marketing firms, in effect, an 
agent of public policy. As a result, the interaction between the market 
firm and society functions in a different framework. 
POLICIES AND PROGRAMS TO INFLUENCE MARKET SUPPLY 

Some of the programs just discussed have within them certain aspects 
of direct reallocation of income, and some of the programs discussed 
below lead to more orderly marketing. Both groups of programs generally 
stem from a dissatisfaction with the returns to individuals and resources. 
While there are many ways in which returns may be modified without 
materially affecting the specific policies under which the market ex-
change system operates (e.g., income taxes, free public services, govern-
ment investments), the political decision often has been made that it is 
easier, less costly, or morally better to seek certain income improvements 
through changes in market policies. Thus public policy has evolved a 
number of market programs for macro-adjustments in production and 
consumption. These programs have evolved out of particular problems 
and have changed as experience provided evidence that certain programs 
did not fully attain the ends desired. While such programs affect the op-
eration of firms that process and distribute food, there is greater concern 
with the results on farmers and on consuming units. In fact, supply ad-
justment is more likely to bring new problems to processors and distribu-
tors through such things as reduced volume, increased administrative 
chores, and a necessity to seek information for management decisions 
from another group of people and institutions. Despite the controversy 
that surrounds them, the persistence of policies to govern the flow of 



products indicates that a substantial fraction of the interested public 
finds the results of this modification of the market acceptable, and that 
the results are in accordance with their concepts of fair returns to indi-
viduals and resources. 

There are many occasions when modest adjustments of supply or de-
mand do not bring the results which political decision-makers, under 
pressure from interested groups, deem adequate. Under such circum-
stances, more drastic measures are proposed and often taken. They may 
involve supply restriction or expansion, and demand expansion or re-
striction, implemented through direct action upon producers via subsi-
dies, taxes, or legal regulation, and similar actions upon consumers. 
While such programs affect activity in the market, they may function 
without changing the traditional pattern of market operation. Some, 
in fact, may distribute products directly to low-income consumers and 
not affect the market at all. 
Acreage allotments and acreage retirement. Supply control through 
acreage adjustment has been an important part of policy for income re-
allocation in the United States. Acreage allotments are attempts to re-
duce total production by limiting the use of a single factor of produc-
tion—land. To the extent that the program is effective the volume of 
product to be marketed is reduced. However, the increased use of other 
inputs often offsets much of the effect of reduced acreage planted— 
hence, to this extent, there is little effect on the marketing process. 
Schultz has estimated that land today in the United States represents 
little more than 10 percent of the total agricultural inputs.8 

Acreage retirement may take out a fraction of the land widely scattered 
over the country, in which case it has effects similar to those under acre-
age allotments. However, acreage retirement may take out entire farms 
and may be far more important in some areas than others. In such 
cases the local marketing firms may undergo highly differential impacts, 
in some areas going out of business, in others not. 

There are few programs in other countries in which public policy 
directs the non-use of agricultural resources. Most countries are plagued 
with food deficits and a need for imports, rather than a surplus. Perhaps 
the closest to acreage allotments is the Brazilian requirement, during 
the Thirties and Forties, that no new coffee trees be planted. Even this 
modest effort to reduce supply in line with world demand was more hon-
ored in the breach than in the observance. Low coffee prices, rather 
than the prohibition of planting, was the primary reason for a gradual 
decline in Brazil's productive capacity. 



Overall supply management. A comprehensive system of supply man-
agement has been proposed in recent years for U.S. agriculture.9 In a 
sense, the proposal is for sufficiently rigid production restrictions to 
attain the supply and price objectives stated in earlier legislation but 
not attained (except for tobacco and sugar) because of factor substitution 
for the restricted input. The agricultural programs of 1933-1962 at-
tained part of their farm income objectives by the allocation of some 
government revenues to the storage price support and market diversion 
program. It can be debated whether market prices (as compared with 
no program), were raised by government intervention or lowered be-
cause uncertainty was reduced substantially. In any case, with the pro-
duction capacity now available, it is clear that a decision to eliminate 
the program would lead to much lower prices.1 0 

Farmers and consumers have become accustomed to a program in 
which only part of the price and income objectives have been attained, 
and this by government purchase of a fraction of the crop. Protests about 
the size of the public expenditures required has emphasized a half-for-
gotten element: sufficient restrictions on production so that surpluses 
do not accumulate and present supplies can be gradually reduced. Such a 
procedure requires (1) effective supply controls, (2) a reduced vol-
ume of marketing per farm, (3) a higher farm price so that the reduced 
volume will bring the same or higher net farm income, and (4) higher 
prices to consumers. Several kinds of value conflicts appear, partly for 
the individual within a group, partly among groups in the society. 

Effective supply management implies a new pattern of decisions for 
the production unit—a reallocation of resources and less use of total 
resources so as to produce only a specified total quantity. Up to now, 
there have been few restrictions on day-to-day production decisions once 
the land is set aside. Most farmers probably would prefer more freedom 
even though it means more federal taxes spent in agricultural programs. 
Moreover, farmers' alternatives appear to them to imply no change in 
income but more restrictions; hence, they are inclined to prefer the 
present over the proposed program—this at a time when technology al-
lows them to handle more acres, grow more bushels, and increase out-
put per man. 

Supply management, effectively implemented, means a smaller volume 
of product to be processed and marketed. It also implies a much smaller 
storage operation. Firms engaged in processing, transporting, and distrib-
uting commodities can expect a smaller volume of business and conse-
quent adverse effects on profits, even if they try to increase margins. 
The specific means by which supply management is implemented are 



likely to increase rather than reduce unit marketing costs—though this 
is not certain. 

An effective control of supply will raise farm prices and probably in-
crease the market margins. Prices to consumers are likely to increase. Con-
sumers will be far more conscious of the higher food prices than of the 
probable lower tax costs; moreover, the incidence of higher food costs 
will be far more regressive than the incidence of the lower tax cost (or 
changes in the use of tax revenues). 

Effective supply management leading to higher consumer prices is 
likely to have substantial effect on wage levels. The first reason for 
this is that many wage contracts are tied to the index of the cost of liv-
ing; thus, higher food prices will lead to an automatic increase in wages 
and pressures for inflation.11 The second reason is that higher food prices 
could lead to pressures for renegotiation of wage and salary contracts— 
a less immediate but nonetheless direct relationship between food prices 
and pressures for higher wages. 

In less developed countries, the pressures tend to be the other way. 
There the need is for greater production, preferably at lower prices to 
consumers, so that the urban workers are less likely to be mobilized for 
political protests. Compulsory quotas, higher prices to producers but not 
to consumers, subsidies to farm inputs (such as cheap fertilizer), and 
prestige incentives may be drawn upon to stimulate farm production, 
along with the more usual production incentives: technical information, 
production credit, land reform, and more effective marketing facilities. 

In summary, in the United States the direction of value resolution 
outside the market as such seems to lead towards a decision to have mild 
and partially effective production controls and large expenditures of 
public funds, with no substantial increase in food prices even if it means 
higher taxes or an unbalanced budget. This position is based in part on a 
concern with holding food prices down to prevent a wage price spiral which 
would press towards dollar devaluation or further balance-of-payments 
difficulties. Firms operating within the food market would appear to 
benefit from programs which do not involve a reduction in the volume of 
commodities handled. There are other values which affirm that the role 
of the government should be reduced and that government expenditures 
should decline, but these do not seem to be strategically as relevant as 
those discussed above. The legislative difficulty of proposed supply-
management programs suggests that political decision-makers prefer 
budget deficits and federal expenditures for farm programs to rigid con-
trols and higher food prices. In less-developed nations overall supply 
management implies the equitable movement of food products to con-



sumers. It also implies attaining an increase in the amounts of food prod-
ucts moving in market channels and, therefore, measures which en-
courage the farmer to expand producton. 
POLICIES AND PROGRAMS AFFECTING DEMAND AND CONSUMPTION 

Most of the programs which affect demand and consumption form 
part of an administrative system of allocating returns to individuals. In 
many cases the additional income does augment the possible flow of com-
modities through the bargaining exchange system in whole or in part. 
Little effect on the market occurs, however, when schools and orphanages 
receive commodities directly rather than by purchase in retail stores, or 
when medical help is provided in free clinics located in slum areas. 

There are many types of programs which fall into this general category. 
1. Domestic welfare programs provide income to unemployed people, 

to dependent children and to people unable to work. A food stamp 
plan is also a way in which purchasing power for food can be aug-
mented. 

2. The direct distribution of food to schools or to other institutions 
increases the amount consumed and usually uses only a part of the 
regular market exchange system. 

3. Another broad category of public policy which influences demand 
includes the programs to stimulate growth and to change the struc-
ture of the economy. Public investment programs, government-
influenced private investment programs, the tax system, the fiscal-
monetary policies, the nature of the labor-management settlements 
on wage levels and policies all have significant effects upon the 
nature and level of demand for commodities and services. 

4. Public programs sometimes affect the industrial demand for certain 
products. Public research may increase the uses for some products, or 
prevent a decrease as private research develops substitute products. 
Subsidies, for example to highways, may vastly expand the demand 
for a commodity (autos and trucks) or may induce greater use of 
one raw material than another (synthetic rubber for natural rubber). 

5. Similar measures may operate in the international arena, including 
school lunches, local currency sales, subsidized exports, and dollar 
loans and grants (for broad development purposes). 

6. There may also be programs to reduce demand, such as the British 
campaign against tobacco, the high taxes on tobacco and alcohol in 
many countries, and the Italian ban on tobacco ads on television. 

This brief discussion of direct distribution indicates that there clearly 
is an interaction with, and sometimes a substantial modification of, the 
market processes because of real or fancied grievances about the past 
operations of the system. Many modifications have changed the rules by 



which the market exchange system functions, or, when this is not pos-
sible, supplemented the results of the system by distributing goods and 
services outside the market system. A modern society includes significant 
elements of both modifications. The specific programs and the policy 
objectives are subject to periodic review and change as new problems 
come into view, or as existing programs fail to attain their objectives. 
SUMMARY 

We have tried to point out ways in which public attitudes and the 
views of decision-makers can establish policies. These policies lead 
to programs which affect the market in a variety of ways. Policy is a var-
iable in the market. Whether they approve or disapprove of the policies, 
those engaged in marketing activities either are forced into certain ac-
tions or find it to their advantage so to act. Through such responses the 
validity and effectiveness of the policies and programs are tested, giv-
ing the political decision-makers an opportunity for periodic review. In 
such reviews the market firm participates along with other interested 
parties. Thus the market also may become a variable in policy. 
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