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The Econonic Rationality of the Japanese D stribution System

The uni que features of the Japanese distribution systemare usually
described as backwards and economically inefficient. |n academc witing on
the subject on both sides of the Pacific, references to Japanese tradition,
culture, history, and laws and regul ations are frequent. As exanpl es see
Yoshino (1971), Ratcliffe (1975), Tsuruta (1980), Tarmura (1981), Tsurum
(1982), and Wada (1986). The features of Japan's distribution systemthat are
nost often clained to defy economc rationality include (1) the ubiquity of
small retail stores and the |ong and convol uted channel s through whi ch goods
nust be shipped in order to reach them (2) the tendency of manufacturers to
i npose vertical restraints on retailers and whol esal ers, including resale price
mai nt enance, assi gnment of exclusive territories, and insistence on excl usive
dealing, and (3) unlinited acceptance by manufacturers of returns of unsol d
mer chandi se.

Contrary to the conventional view each one of these three characteristics
of the Japanese distribution system can be best understood or explained through
econom c theory. The Japanese distribution systemis econonically rational:
The ubiquity of snall stores efficiently econom zes on househol d storage and
shoppi ng cost. The vertical restraints generally have enabl ed manufacturers to
i nduce efficent behavior by retailers and whol esalers in the pronotion and
marketing of their products. And liberal returns policies have enabl ed
manuf acturers who nust produce before learning the true denands for their
products to nmake the best possible use of their inperfect information. As |
describe these argunents in detail | shall be draw ng heavily on previously
conpl eted work. Flath (1988), Fath and Nariu (forthconing), and Hath

(forthcomng).



I. Wiquity of Small Stores
I-A  Background
In Japan, snall retailers are particularly common. In 1982 there were
145.3 retail stores per 10,000 persons in Japan, conpared to 82.9 for the

United States. The simlar statistics for the Uhited. Kingdom France, and

2
West Germany were 62.7, 74.8 and 67.0, respectively. The 1 ong and conpli cated

channel s by whi ch goods must be shipped in Japan are arguably corrollaries of
the fact that there are many snall stores in Japan. That is, the conplicated
channel s are necessary because the retail destinations are so fragnented.

That Japan's distribution systemis inefficient for having so many stores
has becore a cliche that appears in acadenic and journalistic witing on Japan
as well as in U S. governnent position papers. There are two econonic
argurents on which the inefficiency claimhas been based. ne is the argunent
that Japan has a dualistic econony in which the distribution sector, unlike
sone other sectors, is econonically backwards and riddled with anachronistic
custons that have a cultural basis rather than an econonic basis. Inthis
view, the large nunber of stores in Japan is a synptom of economcally wast ef ul
overenploynent in famly enterprises, in Lews' termnology: disguised
unenpl oynent. Patrick and Rhol en (1987) have recently chall enged the
traditional dualismview, at |east as regards current-day Japan, but only to
replace it with an argunent that is rather simlar. They claimthat those past
retirement age (generally 55 to 60 years) and wonen are denied equal enpl oynent

rtpport-.irrnti Pn in gmyrhing nfhp.r fhart famly Prifprpri SP.. Therefore they Set up

Kei zai ki kakucho (1986), Table 2-4, p. 7.
2 lbid.



smal | stores (or becone subcontractors) because economes of scale are | east
there and the inefficiencies of their being prevented by discrimnation from
fully exploiting their conparative advantages will be mnimzed. |If there were
I ess discrimnation agai nst wonen and the aged, there would be fewer famly
enterprises in Japan and fewer snall stores.

The other inefficiency argunent has to do with regulation. A succession
of Japanese |l aws over the last half century have inposed bureaucratic obstacl es
to the establishment of large st ores.3 The Departnent Store Act of 1937, which
was suspended in 1947 and then reinstated in 1956, required approval of the
nati onal government (Mnistry of Commerce and Industry, prewar/Mnistry of
International Trade and Industry, postwar) for the opening of new depart ment
stores anywhere in Japan. In 1973 the Large Scale Retail Store Act replaced
the Department Store Act and nmade the extent of floor space of proposed stores,

rather than the nature of the stores, the criterion for necessitating M Tl

2 2
approval . The cutoffs were 3000m in the largest cities and 1500m everywhere

else; in fact alnost all stores of larger floor space than these cutoffs had
been departnent stores. Finally in 1978 this | awwas conpletely revanped so as
to broaden its coverage to include all proposed new stores with floor space
above 500m2.

MCraw and O Brien (1986) place great enphasis on these laws as the
expl anation for the large nunber of retail stores in Japan. As evidence that
the laws have seriously restricted the growth of large stores they cite the
marked drop in nunber of applications to open new stores follow ng the
enact ment of the 1978 aiimeudneuls to the Large Scale Retail Store Act,—+to0 a

nmere trickle in 1984 of less than 500 applications for perm ssion to open

3Tamura (1981), pp.1-14, and Tsuruta (1980), pp.13-27



stores with floor space in excess of 500m2 inall of Japan, a country of 120
mllion persons. Tanmura (1986), p. 86, cites the sane evi dence in naking a
simlar argunent.

Though both the above argunents suggest that there are nore small stores
in Japan than is economcally efficient, they |eave aside the question of just
how nmany stores woul d be economically efficient. W ought to consider whether
in the absence of regulation and | abor market dualismthere woul d be an
i nherent tendency in Japan for there to be many snall stores. And here sone
economc theorizing is helpful.

The nunber of stores that minimzes the consuners' and retailers' conbi ned
storage and reorder costs given the demand, can be precisely related to cost
parameters and to the geographi c density of househol ds, using the |ogic of
econoni cs. Havi ng nore stores per person reduces househol d inventory costs by
shortening the distance fromhouse to store for the typical consumer and
enabl i ng nore frequent shopping trips for smaller |oads. However having nore
stores increases the stores' conbined inventory costs because it is relatively
nore costly to restock nany stores than it is only a few The Japanese pattern
of many stores per person is econonical where households are relatively
inefficient at storage and reorder while retailers are relatively efficient.
The high land prices and cranped |iving space make storage costly for the
typi cal Japanese househol d, while the geographic smallness of Japan nmakes the
cost of continually restocking a larger nunber of stores rather less than it
would be in a vast country like the U S.. O these grounds the many snall
fir.nrBs and r.nrrp.fipnnriingly p.nnpl nx di striVnfi rm rharnpTs are efficient
adaptations to the circunstances of the country. The next four sections |-B,

I-C I-D and I-E are a formal devel opnent of the above argunent.



[-B.  Assunptions

There are two crucial assunptions to ny economc nodel of the density of
retail outlets. One is the assunption that retailers, as well as househol ds,
have Baunol -type storage and reorder technol ogies. The purpose of this
assunption is to introduce consuners' and retailers' inventory costs in away
that is infornative but tractable. The other crucial assunption is that,
except for regulatory effects, the geographic density of retail outlets
m ni m zes the househol ds' and retailers' conbined storage and reorder costs.
e reason for assuning social optinality is that it enables one to ignore the
pricing behavior of the sellers. This is an advantage because (pure) Nash

equilibriummll pricing strategies need not exist in the environnent |
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pr opose. The social optinality assunption amounts to the claimthat retailing

attains technol ogi cal efficiency.

Househol ds. Let househol ds be uniformy arrayed with density D across an
unbounded pl ane. Suppose that each househol d consunes sone nondurabl e good at
rate g which is the same for all households and is independent of both the
good' s price and the househol d' s storage and reorder costs. Let each househol d
have storage costs equal to k per unit of average inventory of the nondurabl e
good. Further, suppose that each time a household reorders it incurs costs

equal to r times the distance fromthe household to the nearest retail outle

O this point see Gabszewi cz and Thisse (1986). In their term nol ogy>"
nodel gives rise to "transportation costs" of consumers that are proportion
to the square root of the distance to the store, and "production costs" ©
stores that are proportionate to the square root of quantity suppli ed.



W presune that each househol d chooses a frequency of reorder that mnimzes
its own storage and reorder costs.

Retailers. Retailers are uniformy arrayed across the plane, with density
D to be determ ned endogenously. W suppose that the househol ds' reorders are
utterly unsynchroni zed so that each retailer's inventories are depleted at the
continuous rate (DD )qg. Let retailers have storage costs K per unit of
average inventory. Also, suppose that each tinme a retailer reorders he incurs
costs equal to R a constant. The uniform spatial density of retailers is

endogenous and minimzes the global storage and reorder costs.

I-C Househol ds' storage and reorder costs

The storage and reorder cost of an individual household distance t from

the nearest retailer is

where 2. > reorder quantity, which inplies J/2 - average inventory and ¢/i -
frequency of reorder. The household will choose X to mnimze this cost. e

easily finds that -

fromwhi ch we deduce that
(3) s(t) - (2krqt)Y2
By assunption retailers are uniformy arrayed with nean density D . Let

us al so assune, that the market served by each retailer is a hexagon with area

Any regul ar polygon that fills the plane will yield qualitatively

simlar results to those that follow See Cappoza and Van O der (1978),
f.n. 4, p. 900.



D ~* and radius D;" % 212" %  Then the storage and reorder costs of all the
DD househol ds served by the sane retailer are
12" 14p 12 %/ 73

2 2 2 1/ 4
(4) S(D.) - 12D/ X3 (2krq)YEHxNy ) ' dy dx
! 0 0

To evaluate (4), nake the substitution y - x tantf, noting that
(x*+y?) Y/2=_ x secO, dy - x sec®®@ d$, and x tan0 - 0 -+ 0-0,

and x tan0 - x/73 -* 0»3Q Now we have

The storage and reorder costs per household served by the retailer are

1-D Retailers' storage and reorder costs

Each retailer serves DD. househol ds and incurs storage and reorder costs
(7 s-S=+"

where (ODY)q = rate of depletion of inventory, and L - reorder quantity.

Each retailer chooses L so as to minimze its storage and reorder costs.

~nhe rinds that



so that
(9 Si(Dy) - "KRD"Dq) *’?

Thus the retailer's storage and reorder costs per household are

(100 <) - \j- - DY2 Dj’'? (2KRg) Y2

|-E  Solution

The gl obal storage and reorder costs per household are

(11) C(D1) - G(D) + C(Dy) .

The density of retailers that mnimzes this cost is that which equates the
margi nal reduction in the househol ds' storage and reorder costs with the

margi nal increase in the retailers' storage and reorder costs:

The logic of the nodel is -represented in figure 1. Exogenous changes that
i ncrease househol ds' costs of storage and reorder induce an increase in the
riprg try nf rpt-an mtl RPts, which econom zes by shifting nore of the storage and
reorder costs onto the retailers. Exogenous changes that increase the

retailers' costs of storage and reorder induce a fall in the density of retai



outlets, which economzes by shifting nore of the storage and reorder costs
back to the househol ds. QGeater geographic density of households inplies
greater reorder efficiency of the representative household and induces a

di sproportionately snall increase in the density of retail outlets.

I-F. D scussion,

Even the conventional explanations for the ubiquity of small stores in
Japan can be interpeted through the above franmework. Overenploynent in famly
enterprises mght be thought of as lowering retailers' cost parameters R and K,
inducing nore outlets. In a global sense this phenonenon is wasteful (It is
mai ntai ned that the famlies would be nore productive in alternative pursuits),
but fromthe view of consumers, the cost of physically transporting goods
through the distribution systemis nmade less by it.

Regul ation such as under Japan's Large Scale Retail Store Law can be
treated as establishing |ower bounds on the geographic density of retai
stores. The precise placenent of this |ower bound will reflect local politica
condi ti ons.

The generally higher popul ation density of Japan would seemto favor fewer
retailers per household than in the U S., which is quite the opposite of what
is observed for nost kinds of business.

Any tendency towards greater division of |abor within Japanese househol ds
than in Amrerican ones, with greater specialization in shopping in Japan, woul d

tend to lower the reorder costs of households there (lower r), inducing fewer

For any given nunber of stores per household the distance fromthe
representative household to the nearest store is less as the density of
househol ds is greater.
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stores, not nore. To the extent Japanese derive pleasure from shopping, this
too | owers the househol ds' reorder costs and has simlar effects.

Preference for "fresh" provisions has no clear inplication for the nunber
of stores. The purchase of fresh produce certainly favors frequent househol d
shopping trips, but also requires nore frequent restocking of stores. The
fundanment al tradeoff between household inventory costs and distributors'
inventory costs is encountered for fresh produce just as it is for other goods.

The generally cranped living conditions and consequently high storage
costs of nondurabl e goods for Japanese househol ds (high k), would tend to favor
nore nondurabl es retailers in Japan, if the ultinate cause of the cranped
living conditions, the high land prices, did not also cause retailers to have
proportionately higher storage costs (high K). H gh househol d storage costs
probably are a factor in explaining why there are so nany nore (nondurabl es)
retail stores per person in Japan conpared to the U. S..

Retailers in Japan have |lower reorder costs (R than those in the US.;
because of the geographi ¢ conpactness of the country the distance fromstore to
reorder point tends to be short in Japan.

Qearly the net effect of these various and conflicting influences on the
costs and benefits of a proliferation of retail outlets can be sorted out only
by enpirical estimation. | have nmade a first step in this direction by
estimating regression equations that explain much of the cross prefecture
variation in nunber of stores of different kinds per household. Fath (1988).
In that work econonic variables such as fraction of each prefecture's
popul ation residing in densely inhabited districts, tatam mats per person, and
not or vehi cl es per person, explain nore variation in food stores per househol d,

say, than does department stores per person. If a prefecture does have
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relatively few departnment stores per person, presunptively because of

strict application of the Large Scale Store Law, then indeed it al so has
relatively nore food stores per household. But this inverse relation between
nunber of departnent stores and nunber of food stores (and other stores),
although statistically significant is not nearly strong enough to fully account
for the Japan-U. S. difference in nunber stores. Regulati on is not the reason
there are so many small stores in Japan. Rather the ubiquity of snall stores
inJapan is an economcally efficent adaptation to geographic conditions. In
Japan househol d storage costs are high and the costs of restocking a
multiplicity of retail stores are | ow conpared to other countries. Both
conditions favor the economc rationality of a systemin which retail outlets

are ubi qui t ous.

Il. Vertical Restraints
I1-A Background.

Antinonopoly laws pertaining to resal e price nmaintenance, exclusive
dealing stipulations, and custonmer restrictions are generally nore permssive
inJapan than in the U S.. |n sone instances Japan's Antinonopoly Law
explicitly permts these practices, as in resale price naintenance of
copyrighted works. More usually, although the Antinonopoly Lawwould in a
vague way seemto disallow the practices (Qurrent Japanese proscriptions
disallow "unjust" custoner restrictions and exclusive dealing), the sanctions
are so weak that the law is widely flouted. Wen antitrust proceedings are
brought agai nst a conpany for having established violative narketing
arrangerents the result is alnost always that the conpany agrees to discontinue

the of fending arrangements without being penalized. There are a nunber of
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these cases. And it is fromthe published decisions in the cases that one
learns of specific exanples of vertical restraints in distribution in Japan.
The exanpl es are wi despread across industries (including some w th enornous
sal es such as hone el ectronics, cosmetics, canmeras, and furniture), and have
contributed greatly to the view that the Japanese marketing systemis conpl ex,
difficult for foreigners to understand, hard to rationalize in economc terns,
governed by tradition and customrather than by econonic rationality, and so
on.

Because the Japanese exanpl es of vertical restraints arise as antitrust
cases, questions of whether vertical restraints mght be abusive or
nmonopol i sitc, whether they should be allowed and so on have diverted attention
away fromthe nore basic question of why the conpanies that have inposed
vertical restraints stood to profit. The |legal issues have been a source of
confusion in the U S. al so but academc economsts have striven hard to
overcome it, so that there now exist widely accepted econom c explanations for
many of the U.S. antitrust cases involving vertical restraints.  course none
of these explanations refer to unique aspects of Arerican tradition and
culture. Before appealing to Japanese tradition or culture to explain vertical
restraints in Japan we ought to first try econom c explanations for these as
well. In fact many of the expl anations devel oped for U S. exanpl es can be
usefully applied. | will next briefly describe some of these explanations with
reference to a selection of Japanese antinonopoly cases that | believe to be

representative.

I1-B. Resale Price M ntenance
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By r.p.m | nean retailers' agreenent not to resell the products of
manufacturers at prices bel ow some stipulated |evel--a manufacturer inposed
price floor. In ajustly famous 1960 article, Tel ser proposed an expl anation
for r.p.m that seens to fit many of the Japanese exanpl es. Telser argued that
makers will often desire that presal e denmonstrati ons be given because sone
custorrers who woul d ot herwi se not buy the product at all will do so if they are
given a presal e denonstration of the product. But retailers can not recover
the costs of the denonstrations because they nust conpete in price with free-
riding rivals who avoid giving denonstrations thensel ves but attract custoners
who have obtained the denonstrations el sewhere. The result is that retailers
do not provide the denonstrations. |If however the nmaker maintains a m ni num
retail price sufficiently above the whol esale price that it conpensates
retailers for the costs of providing denonstrations, then retailers find that
they can only have custoners and be profitable if they provide the
deronstrations (CQustoners will buy fromthe retailer who provided themw th the
presal e denonstration if his price is no greater than that of his rivals).

Resal e price mai ntenance can therefore be to induce retailers to provide

presal e denonstrations. This argunent is nmost conpelling for products that are
somewhat conplicated or unfamliar, or for which there exist many optional
features or gradations of quality and so on. As Japanese exanpl es for whi ch

the argunment seens to fit well | would cite the cases involving Mtsushita ,

Mat sushita Denki Sangyo K K 17 shinketsushu 187 (F. T.C [consent] No. 4,
1967) March 12, 1971.
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N kon , and France Bed , involving cameras, electric appliances, and furniture

respectively.

An additional rationale for maker-inposed price floors is to prevent
arbitrage fromupsetting a profitable system of price discrimnation. For
instance rgan Needle held a near nonopoly of sew ng rmachi ne needl es,
enjoying a narket share greater than 80% and sought to exploit this by, anong
ot her things, seeing that higher prices were set in sales of needles to
individuals than in sales to the nore elastic demanders, industrial custoners.
But because Organ distributed the needl es through whol esal ers it was necessary
to control the whol esal ers' prices, preventing discount sales to elastic

denmander s.

I1-C.  Manufacturer-lrrrposed Maxi mum Resal e Price

Qccasional |y manufacturers will stipul ate maxi mum prices, rather than
mnimumprices, aprice ceiling rather than price floor. Here the rationale is
to prevent the retail or whol esal e dealers fromexploiting the manufacturer's
nmonopoly. The dealers will only be in a position to do this anyway if there

are but few of themw thin a particular geographic area. This was the case

N hon Kogaku Kogyo K K, 19 shinketsushu 25 (F. T.C [recomendation] no.
7, 1972) June 30, 1972.

°France Bed K K., 22 shinketsushu 127 (F.T.C. [recommendation] No. 2,
1976), Feb. 20, 1976.
A so sec Tazalci (1976).

%0rugan Bari K K 25 shinketsushu 24 (F.T.C. [recommendation] No. 8,

1978), Decenber 12, 1978.
Al so see Wt anabe (1979).



15

with Takeya . Takeya's mso "nonopoly" (Its national market share was never
hi gher than about 4% was based on its distinctive flavor and reputation for
quality supported by television advertising. As is comon in Japan, the
distribution channel for Takeya niso encountered a bottleneck at the whol esal e
level, with but five primary wholesalers in the Kanto area. To prevent these
whol esal ers from expl oiti ng Takeya' s nmonopol y, Takeya inposed maxi mum resal e
prices on the whol esal ers and devoted extensive effort to enforcing the
stipulation, including resort to an el aborate system of record keeping,
circuitous methods of paynent, and detail ed assignnents of retailers to
speci fi c whol esal ers, and of secondary whol esal ers to specific prinary

whol esal ers.

[1-D.  Exclusive Territories

Monopoly at the wholesale or retail level is sonetimes the result of the
manuf acturer's own customer assignments. Makers sonetinmes deliberately limt
the nunber of dealers pernmtted to carry their product or even assign each
deal er an excl usi ve geographi ¢ nonopoly. They do this so that each deal er will
hi msel f capture nore of the benefits of his efforts at pronoting the product or
mai ntaining its quality and have an optimal incentive, rather than having the
benefits spillover to rivals and so a disoptinmal incentive.

12

For instance Yakult assi gned excl usi ve geographic territories to the

bottlers of its yoghurt drink so that each would be nore inclined to naintain

K K Takeya, 25 shinketsushu 32 (F.T.C [recommendation] No. 10, 1978)
Feb. 13, 1979.
Al so see |zum sawa (1979).
lo
K K Yakuruto Honsha, 13 shinketsushu 72 (F.T.C [recomendation] No
19, 1965), Sept. 13, 1965.
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quality and refrain fromdiluting the drink. Yakult found it necessary also to
stipul ate maxi numprice and mninumquantity in order to further stimulate
bottlers to pronote denand and naintain quality and refrain frommonopolistic
restrictions of output. The problemof optimal arrangenments between Yakult and
each bottler to whom it had assigned an excl usive geographic territory were as
inthe Rey and Tirole (1986) exanple of a bilateral nonopoly with effort,

pp. 10- 11.



I1-E Exclusive Dealing

Manuf acturers occasionally stipulate that retailers of their products rio®
handl e rivals' products. |In particular they do this when they intend to assis
retailers in their selling efforts and wish to assure that the benefits redo”
on thenselves rather than on rivals. For exanple G‘ﬂkken13 i nsi sted that
i ndependent sal esmen of its educational books and magazi nes deal with it
exclusively, in order that the sales leads it provided not be used by the
sal esmen to benefit rivals. Refer to Marvel (1984) for a parallel exanple £,

the U S. involving the sale of hearing aides through independent exclusive

sal es representatives.

Il-F. Discussion

Though | have only introduced a small nunber of exanples | believe them
be typical and representative. Mst of the exanples resenble specific U S
antitrust cases in fundanental respects. The externality probl ens and
successi ve nmonopoly problens that give rise to vertical restraints are very
much the sane in both Japan and the U S.. |If there is a difference between
vertical restraints in Japan and inthe U S. it is that in Japan, the ubiquity
of small retailers and resultingly conplex distribution channels frequently
conplicate the enforcenent of vertical restraint stipulations by makers.
Countering this, in Japan antitrust laws are |l ess of an encunbrance to nakers
who seek to inpose vertical restraints.

| next address a nmarketing practice common in Japan, that nany have

thought to be clear evidence of economc perversity.

Gakushu Kenkyusha, 26 shinketsushu 74 (F.T.C. [consent] No. 3, |°%"
Dec. 20, 1979.

Al so see Hokari (1980).

1>
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I11. Returns Policy
II'l-A Background.

In Japan makers of a wi de range of products liberally accept returns of
unsol d nerchandise. In fact unlimted returns are often all owed for books,
nmagazi nes, apparel, cosnetics, and. electric appliances. Also returns are at a
high rate, but are apparently not allowed to an unlimted extent, for records,

4 Che shoul d understand that it is not the

phar maceuti cal s, and stationery. 1
return of danmaged or defective nerchandise that is at issue here but rather
ner chandi se that is nerely unsold and returned to the maker at the convenience
of the retailer. This is a practice used in the U S. and Wstern Europe only
for newspapers, magazi nes, and books, and a few other itens. It seens to be
much nmore wi despread in Japan though the evidence for this is largely
anect dot al .

To understand the econonic basis for the returns systemin Japan we nust
first recognize that in industries in which the practice is conmon, returned
nmerchandise is often or even usual ly destroyed rather than being held in

inventory for sale at a later tinme. This suggests a nonopoly pricing nodel of

the returns practice and | shall next describe such a nodel.

II1l-B. Fixed-price Policy for a Vertically Integrated Mnopoli st
I magi ne that the maker of a product is a nonopolist (or Chanberlinian
nmonopol i stic conpetitor) and that he nust deci de how nmuch to produce in advance

of learning the true final denand for his product. Such a nonopolist wll be

The returns policy in Japanese narketing is discussed in a general way in
kei zai ki kakucho (1986), and in Eiri (1979).
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left with unsold nerchandise if he has set a price in advance of know ng the
true demand and sticks to the price even though the scale of denand turns out
to be less than he had hoped. The alternative in which the nonopolist is never
left with unsold nerchandise, is for the nonopolist to sell all that is
produced at whatever price just clears the market, a high price if denmand turns
out to be great and a low price otherwise. It is quite easy to construct
exanpl es in which the fixed-price regine in which unsold nerchandise is a
possibility is more profitable than its variable-price alternative, and just as
easy to construct counterexanpl es.

For instance, as an exanple in which the fixed-price regine is nore
profitabl e, imagine that a nonopolist nmust produce before know ng the denand
for his product exactly, and that he does know that the demand curve will be
linear and he knows the vertical intercept but does not know the slope of the
demand curve. Suppose al so that demand exists for one period only. |If
production costs are negligible the nonopolist can approach a first best
outcone by setting a price equal to half the denand intercept and produci ng an
anount that will be demanded at that price in only the nost optinstic case.
The nonopol i st woul d produce less than this if he intended instead to sell all
at a narket clearing price but his profit would be less in that case.

Therefore the nonopolist sets a price and sticks to it even though it is apt to
result in unsold nerchandise. He will resist the tenptation to sell the unsold
nmerchandi se at a lower price rather than destroying it because if he gets a
reputation for marking down unsol d nerchandi se he will be unable to sell at the
price he first announces when dermand is sl ack.

To switch the exanple to one in which the policy of selling all produced

at a nmarket clearing price domnates, we need only introduce production costs
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that are large, or alter the uncertainty so that the horizontal intercept of
the demand curve is known in advance of production rather than the vertica
intercept. See the matheratical appendi x of Flath and Nariu (forthconmng) for
an al gebraic statenent of the argunent in the above two paragraphs. And see
the final paragraph of that appendix for an exanple that extends the argunent
to a nonopolistically conpetitive oligopoly.

The argunent thus far, although it abstracts fromnany features of actua
industries, already enables us to uncover sone likely features of the
i ndustries in which destruction of unsold nmerchandise is apt to be comon.
There shoul d be sone el ement of nonopol y, unique characteristics of the
products of individual firnms. The demand for the product or the product itself
shoul d be "perishable" |ike the denand for a specific day's newspaper or a
specific season's fashionable attire, or a | oad of books nore costly to store
for resale at a later date than is worthwhile. The elasticity of the demand
facing any one firmshould be fairly easy to predict but the scal e of demand
must not be. For instance this could be so if a firmcould accurately predict
the elasticity of demand of the representative buyer of its product, say a
weekl y magazi ne, but coul d not accurately predict how many individuals wll
each buy one unit of the product. Finally, production costs should be small
relative to the demand. Al these factors make it nore likely that destruction
of unsold nmerchandise will be one part of a profitable pricing strategy for the

firms in an industry.
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[11-C.  Fixed-price Policy Wien the Product is DO stributed Through | ndependent
Retailers

In the argunent thus far the maker sells directly to final demanders so
the inplenentation of a fixed-price policy poses no special problens. |If
instead the naker sells to independent retailers then he has two different ways
of inplenenting a fixed-price policy, each with its own advantages and
di sadvantages. The first way is to stipulate ninimumretail prices (resale
price mai ntenance, or RPM) , and the second way is to accept unlimted returns
of unsol d nerchandi se (returns policy).

Under RPM first the nmaker produces sone quantity of the good and
stipulates a wholesale price and a nininumretail price. Then the retailers
set order quantities. Last, the true final demand deternines the quantity of
unsol d goods, which are absorbed by the retail ers.

Under the returns policy, the maker produces sone quantity of the good and
stipul ates a whol esal e price, and hinself determnes the quantity to shipto
each retail outlet, but extends unlimted returns priveleges to retailers.
Last, the true final demand determnes a retail price and determ nes what
quantity is sold to consuners at each outlet and what quantity is returned to
the maker. The possibility of returning unsol d nerchandi se places a floor on
the market-determned retail price.

Both RPM and the returns policy enable the naker to fix a retail price at
which his product will be sold, in contrast with a fixed-quantity, variable
price policy. Wth independent retailers, the fixed-quantity policy woul d
entail that the maker produces sone quantity of the good and sets a whol esal e
price, and then retailers set order quantities; the true final denand

deternines a market clearing retail price. The advantages of either RPM or
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returns policy over this policy are precisely the advantages to a vertically
integrated naker in setting price rather than quantity, both in advance of
knowi ng the true demand. These advantages and the necessary conditions for
their existence have been detailed above. VW& now turn attention to the choice
between RPM and returns policy, accepting as a premse that at |east one

domnates the fixed-quantity alternative but realizing that this is a special

case.

[11-D. RPM Versus Returns Policy

e inportant difference between RPM and returns policy is that RPM pl aces
the risk of unsold nerchandise on the retailers while returns policy places
that risk on the naker. |f these risk considerations were the only inportant
di fference between RPM and returns policy then efficient choice between these
two alternatives woul d be governed solely by the degree of risk averseness of
nmaker and retailers. For instance, if the maker is risk neutral but retailers
are risk averse then the returns policy woul d be favored over RPM

Besi des the allocation of risk, an additional consideration is the way in
which RPM or returns policy enable the maker to exploit the retailers' private
i nformation about demand. Unhder RPM the quantity shipped to each retailer is
chosen by the retailer hinself, but under the returns policy the maker
det erni nes shipnent quantities. ly under RPMwi Il the allocation of the
product across retailers reflect each retailers' private infornati on about the
demand he expects to face. Under the returns policy the allocation across
retailers reflects the naker's infornmation. The advantage of exploiting the
better infornmation is that by nore closely matching initial shipnents with

actual demand at each outlet, the costs of either overproducing or of
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trartsshi p-ping nerchandi se fromoutlets with overstocks to those with stockouts
cai be mnimzed

If theretailers' information about the |ocal demand, is better than the
maker's Information, then on this ground RPMwoul d be favored over the returns
pol i cy. This need not be true in every case but would seemto be the usual
case, j"ust as the retailers being nore averse to risk than the naker woul d seem
to be the usual case. It thus appears that tension between RPM and the returns
policy is inevitable, RPM favored for its use of information but returns policy
favored for its allocation of risk. Qearly, the quality of the retailers'
and naker's private infornation about the demand, and the costs of shi pping
ner chandi se and the production costs, as well as the degrees of risk averseness
of -the maker and retailers, all play arole in determning the relative

advrLtages and di sadvantages of RPM and the returns policy.

[Il-E. D scussion

Too much has been made of the "uni queness" of Japanese nmanufacturers'
unlinmted acceptance of returns of unsol d nmerchandise. Wile the practice may
ind-eed be nore prevalent in Japan than el sewhere, the difference is one of
degree onLy. For exanple returns policy is common in the publishing industries
of the U S. and European countries as well as in Japan. The denands for

nmagazi nes and newspapers and the demands for many types of books are both

There may arise cases where the nmaker has better information about the
Local demand than do the retailers. In these cases, which would seemto us to
~"be eXCti*Lluiial,—a rctiimn policy wnn~M maVp hpffpr HSP of information than
would RPM  For exanpl e, snall makers who accept returns from chai n depart nent
stores may do so because their own infornation about the |ocal demand is better
than that of the department stores and returns policy nmakes better use of the
information than would RPM This is in sharp contrast with the conventi onal
expl anation which is that the departnent stores are exploiting the small makers
by insisting upon liberal acceptance of returns.
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tenporary and difficult: to predict. These are among the requisites for the
fixed-price policy described above to be profitable.

Wiere retailers are nore averse to risk than are nakers and have | ess or
no greater ablity than nmakers to predict the demand they will face, the nakers
i npl ement the fixed-price policy by accepting unlimted returns. 1Inthe
reverse cases RPMis the preferred way of inplenenting the fixed-price policy.
Newspaper carriers and small independent stores are typically quite risk averse
and enjoy liberal returns privel eges. Large chain stores, which tend not to be
so risk averse, are nore often subject to RPM and enjoy limted returns
privel eges. Because of the ubiquity of small stores in Japan it is natural,
even economcal ly rational, that the returns policy is nore pervasive in Japan

than in the U S. and Europe.

I' V. Concl usi on

Even the nmost admring authorities on Japan's highly prosperous econony
have generally withheld frompraising the distribution sector and treated it
instead as a puzzling abberation: How coul d the manufacturing system of Japan
be so innovative and effficent and the marketing system so backwards? The
ubiquity of small stores in Japan and the conplicated contractual arrangenents
bet ween nakers, whol esal ers, and.retailers, often including |iberal extension
of returns privel eges, have struck many observers as clear evidence of waste
and inefficiency.

I  nyself amnot so convinced that the Japanese distribution systemis
economcally wasteful. Predictions that traditional ways of organizing the
distribution of products -wuld soon be eclipsed by nore nodern systens are |ess

bel i evabl e wi th each passing year. Perhaps we shoul d reasses whet her the



persistence of the distinctive features of the Japanese distribution system
really is due to cultural intertia or government regulation as so often
clained. | believe that, rather, there is an underlying econonic rationality
to each of the unique features of Japan's marketing system and it is this

economc rationality that accounts for the persistence of those features.
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Figure 1. Increases in household storage and reorder costs and decreases in
retailers' storage and reorder costs induce nore stores per househol d.



