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Sears Roebuck in the Twentieth Century:

Competition, Complementarities, and the Problem of Wasting Assets

1. Introduction

The American frontier closed around 1890. This assertion in its obvious meaning--
that there was no unsettled land--is not true: much land waited to be settled in 1890. But
after 1890 there was no place where settlers were beyond easy contact with the rest of
society. By 1890, the railroad reached throughout the country. Mail, newspapers, and
periodicals and publications of all sorts could travel by post and reach everyone quickly.

These conditions created an opportunity for the successors to the peddlers who in
earlier years had carried or carted their wares to the otherwise isolated. Previously, relatively
large retailers--however small their volumes may have been in absolute terms--sold only in
cities and towns. But in 1890 the country's population was still two-thirds rural. Now mass
retailers could use the mails to sell goods where people lived (Chandler 1977). They
advertised goods in newspapers and magazines that reached farmers. They even published
their own catalogues as the extent of their offerings and the value of direct control over the
presentation grew.

One of the most successful of these retailers was Richard W. Sears, the founder and
for several decades the guiding light of Sears, Roebuck and Co. This paper follows the
career of the company after Richard Sears' retirement and death.

The company's history is well-plowed ground in business history. Why another pass?

We regard previous treatments as being in important respects incomplete: large and interesting



questions deriving from the interaction of economics and history seem to us to have been
almost completely ignored. The two most salient settings for analyzing these interactions in
the history of Sears are clusters of decisions made by the company in the 1920s and 1980s.
It is on these that this essay focuses.

In both these periods, Sears Roebuck faced challenges. In the first period the
company acted brilliantly, in the second not nearly so well. On the strength of the early
period's strategic investment decisions, a company that had been merely large and profitable
grew into the nation's single largest retail firm and a pervasive factor in the economy as well
as in the purchase behavior of a remarkably large number of households. In the second,
however, challenges unanswered nearly destroyed the company. This paper analyzes the
elements behind the success in the twenties and the near disaster in the eighties and places
them in a broader and more systematic context.

We argue that a company succeeds as Sears did when it combines two types of
advantages to make itself ineffaceably different from the mass of actual and potential
competitors. The first of these types bears on demand. The company identifies and offers
goods or services for which many customers are willing to pay a price in excess of
production and distribution costs. Indeed, it makes its offering on terms such that customers
turn to it rather than other possible suppliers of the same or similar product. The second type
concerns supply. The company utilizes assets that have scarcity value the company can itself
appropriate. For the company's supply to have these features, the assets must be difficult to
do without. (Another way of putting this is to say that it must be difficult for potential

competitors to provide the offering without the assets in question.) The assets also must be



difficult for potential competitors simply to reproduce. And the company must not be at a
disadvantage bargaining with its suppliers. For the success to be long-lasting, and not just a
momentarily advantageous transaction, the assets (and indeed all these attributes of them)
must be durable.

Achieving each of these two types of advantages in isolation may be a relatively
straightforward matter. The harder task, the one that makes for a sustainable competitive
advantage that is truly valuable, is to develop them both together. Effecting the combination,
and so frustrating the familiar forces of competition and free entry, represents the developing
the competitively valuable asymmetries possession of which distinguishes successful firms
from mediocre ones, firms that earn supra-normal profits from those either losing money or
earning merely ordinary returns.

There is more. Because environments change, the task is never complete. Successful
firms adapt in ways that sustain and enhance the value of the two sets of characteristics we
have identified. New activities are undertaken aimed at entrenching the firm in emerging
markets, activities that exploit and extend the companies' defensible strengths. Less
successful firms may blunt the force of competition in one market. But they do not adapt,
and the value of their asymmetries wastes. Preventing such wastage (at a cost, of course, less
than the value to be gained) is the trick of enduring success.

Two episodes in the history of Sear Roebuck and Company illustrate this argument.
In each time frame, Sears moved into a new activity. In each case the new activities were
profitable at least at an ordinary level from the start. But only in the first case did the new

activities also build on the distinctive and durable strengths of the existing organization. As a



result, the innovations of the 1920s left Sears stronger at the end of the decade than at the
beginning. The innovations of the 1980s did exactly the opposite. Sears' retailing resources
were not maintained and supported relative to competitive standards. Naturally their value
depreciated.

How could the managers of Sears have made such a mistake? They understood the
point made above that Sears needed to use its existing capital to provide leverage for its next
ventures. But they appear to have been prisoners of the way this capital had been used in the
boom following the Second World War. They could not free themselves from modes of
doing business that were tried and true but rapidly becoming outmoded. The case is vivid but
the point is general.

The remainder of this paper is organized into four sections. The first sets the stage by
describing the company's initial mission and growth under Richard Sears and his colleagues,
most notably Julius Rosenwald. The two following sections describe the decision-making

process and the decisions in the two periods of interest. A final section concludes.

2. The Early Years

Department stores, predominantly creatures of the post-Civil War urban boom,
established the basis on which mail-order houses did business. The department stores
initiated uniform prices, departing from the individual bargained price of the bazaar. The
uniform price had several advantages over individual prices. It allowed stores to hire a large
staff that could be given simple instructions and evaluated far more easily on the quantity

sold than if the employees could influence both price and quantity. The uniform price also



allowed stores to offer a money-back guarantee as there was an easily ascertained price to
give back (Hower 1946).

Department stores carried a wide and growing range of products. They benefitted
from economies of scope in selling goods that specialized stores could not realize. They did
a volume business and often by-passed wholesalers to cut costs, a move made possible by
their large volume in each good. They even circulated small catalogues to sell by mail the
stock they had in stores.

Montgomery Ward began its mail-order business in the 1870s, soon after the advent of
the urban department stores. It followed the model of the department stores in terms of its
wide offerings and fixed prices, but it brought the goods to the consumer--not the other way
around. Business was good in the late-nineteenth century economic expansion, and
Montgomery Ward prospered.

Richard Sears aspired to get into this growing market. He began by selling watches, a
lot of which he had been able to acquire at an unusually good price, with a money-back
guarantee. He did well and expanded. But he was not able to build on his success and was
close to bankruptcy in the depression of the 1890s. His partner, Alvah Roebuck, sold his
third of the business for $25,000; but Sears convinced a potential supplier, Aaron Nussbaum,
to buy half the firm for $75,000. (Worthy 1984, p. 25) The difference between the implicit
value of the firm when Roebuck was the salesman and the implicit value when Sears was
suggests some of the skills that propelled the company forward in its early years under Sears's

direction.

Sears possessed both manic energy and real writing ability, and he made the Sears



Catalogue a potent selling tool. The Sears product line broadened in the 1890s. From
watches and jewelry, it expanded to virtually all goods used by rural farming families, from
clothing to buggies, kitchenware to farm equipment, hunting supplies to patent medicines.
The Sears catalogue, advertising all of them, became one of the wonders of the modern
world, a monument to Sears's ability to portray a remarkably wide range of merchandise in an
appealing manner.

The catalogue presented such a cornucopia of goods that it created what we might
now call a virtual reality in the minds of Sears' rural customers. It seized their imagination at
the same time that it offered countless items that would make their lives more convenient and
productive. No other retailer--fixed or mail--offered the range and verve of Sears.

Yet considered as a business, Sears's company was a helter-skelter operation. As the
catalogue expanded and farm incomes grew after the Depression of the 1890s, the difficulty
of assembling and sending orders threatened to swamp the company. Goods were shipped
only with long delays. Many reached farmers in damaged condition, and returns under Sears'
money-back guarantee were increasing. As tension within the firm rose, labor turnover
increased as well.

Sears Roebuck was saved from this morass by Julius Rosenwald, a businessman
brother-in-law of Nussbaum. Rosenwald previously had purchased half of Nussbaum's
interest and came increasingly to run the company. Rosenwald sought to increase the
efficiency of the operation and the quality of the goods at the same time. That is, he wanted
to reduce effective costs without selling poor or damaged goods. There were two ways to go

about this: first, buying, distributing, and generally administering more cheaply, and second,



pricing to take less profit on each item. Buying more cheaply required being an attractive
customer to vendors. As a large and growing national outlet in an age of localized retailing,
Sears could do this; and it did so ruthlessly. The second, which was also implemented, built
on the same foundations of large outreach--potential as well as actual--as the first. Because
the average cost curve sloped downwards, overall profits were in fact enhanced by the
increase in volume. Rosenwald actively pursued the first way. This is less straightforward
but more interesting for our story, so it merits more detailed discussion.

Sears Roebuck initially shipped goods directly from the factories in which they were
made. There often were delays in shipping. The factories which received the orders from
Sears were supposed to report back to Sears what they had shipped, but the advices were
often slow in coming. When a customer complained to Sears, the factory was sent a new
order to ship. In that age of handwritten ledger books, there was no easy way to check the
new order against the records of the outstanding old ones. The result was that orders
frequently were sent out over and over again. The cost to Sears of all this duplication was
large since Sears paid the freight for returns, and the effect on consumer perceptions of the
company was very bad. One customer in the 1890s is quoted as follows:

For heaven's sake, quit sending me sewing machines. Every time I go to
the station I find another one there. You have shipped me five already.
(Emmet and Jeuck 1950, p. 116)

Rosenwald undertook a massive investment for a new mail-order facility in Chicago,

which opened in 1906. It was a large structure--large even by today's standards--with all

sorts of mechanical equipment for moving goods. But the concept underlying the building

was more important than the machinery.
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Otto Doering, the operations superintendent, assigned each goods order as it arrived a
time and place. That is, he introduced a system where cach order was assigned a particular
shipping room for a particular fifteen-minute period. Each department supplying an item in
the order was notified of this time and place and directed to deliver the item then and there.
Items not arriving in time were shipped separately. The supplying department was billed for
the extra cost.

Why did this system work so well? At a formal level, it worked because it subdivided
the process of mailing goods into its component parts and provided the opportunity and the
incentives for each part to be done well. The component parts were finding the goods,
assembling the order, and packaging it. Working backward, packaging the goods was made
straightforward because all the goods to be sent were assembled by the end of the fifteen-
minute period. They could be packed well and sent off.'

Assembly was done well because Doering's system placed the incentives where the
work was to be done. The product departments had the responsibility to supply the ordered
goods to the shipping location. By fixing a time and providing a penalty for late delivery,
Doering enlisted the departments in the effort to get completed orders out quickly. The
penalty was tied to the cost of late delivery; it therefore was "just" rather than arbitrary or
punitive. The cost of late delivery appeared as a carrot for on-time delivery instead of a stick
used for late delivery.

Finding the goods in the component departments was left to the departments. As in

The prevalence of goods reaching the customers damaged under the old system reveals
the need for care in this step.



the earlier chaotic system, they were the best placed to organize their products to be easily
found and dispatched. But unlike in the previous system, the departments did not send goods
to consumers: the goods were dispatched to Sears’ mail-order facility instead. Given the
incentives for delivering goods to the shipping rooms in fifteen-minute segments, the
departments had derivative incentives to organize their goods in an efficient manner.

The discipline was not as strict as in the modern Japanese just-in-time delivery system.
Given the technology of the time, there was no way it could be. So the Sears plant in
Chicago had places for goods from the manufacturers to be stored, identified by their Sears
Catalogue identification number. Orders could be assembled from these holding bins. The
supplying departments were responsible for keeping them filled.

All this was done without computers or telephones. Pneumatic tubes were a popular
mode of communication in department stores, and they were mentioned in the 1905 catalogue
description of the new plant. Since Nussbaum had first approached Sears in an effort to
supply pneumatic tubes to the company, their use may have been one of his contributions to
more efficient operations. Doering undoubtedly used pneumatic tubes to let product
departments know of delivery times and places and to get information on the assembled
goods to departments dealing with finance.

The new procedures also solved the information problem that had resulted in multiple
shipments for the same order. The supplying firms no longer communicated directly with
consumers. All communications went through Sears. The need for feedback on which orders
had been fulfilled between Sears and its suppliers had vanished, and the problem of duplicate

shipping information at Sears and its suppliers evaporated.
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The difficulty of implementing this new vision is reflected in the length of the period
required to make it operational. Forms used within the company show that it was being used
widely two years after the new facility was opened. But Lessing Rosenwald, who joined the
shipping department in 1912, six years after the building was opened, reported that the new
system was only then becoming fully effective (Emmet and Jeuck 1950, p. 134).

While the new facility improved Sears' operations, it should not be thought that the
earlier chaos had put Sears behind other companies of the time. For the other resources of
Sears were valuable. In the four years preceding the new plant, Sears' operating expenses
averaged three percent lower as a percentage of sales than Macy's (Emmet and Jeuck 1950, p.
175). Sears' gross margin was larger than Macy's--a tribute to Sears’ ability to exploit the
scale of its business by buying low or even integrating backward to make its own
merchandise. Profits as a percent of sales were higher than Macy's even before the new plant
was opened.

Nonetheless, the new plant represented a tremendously valuable asset. The real
competition Sears faced at this stage of its history came from other mail order firms. The
new plant helped address customer needs. Considered as a complex asset in itself--facility,
systems, people, and know-how all together--the plant possessed all the subsidiary features
supporting scarcity value. It enabled the company to trade in volumes that freed Sears from
upstream appropriation threats and supported low prices to customers. And the company
complemented this by monitoring its downstream activities--the pricing and presentation of its

offerings relative to that of its competitors--to make sure it stayed up to the mark where not
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actually defining it.?

In the early years of the century, then, Sears had a large market, attractive goods, a
well-deserved national reputation for reasonable prices and general reliability, and distribution
assets unusually well suited to getting and keeping this all before the public. These are
complementary with one another, and success fed success. The company was in an

unambiguously advantageous position.

3. Operations and choices in the 1920s

Sears faced a double challenge after the First World War. The post-war recession had
nearly bankrupted the company. Farm income was down after the war as European farms
came back into production. The agricultural depression reduced the income that farmers had
to spend on mail-order products. The long-term population trend was off the farm and into
cities, and during the 1920s the trend accelerated. The result of these long-run and short-run
forces was that Sears' traditional market was anything but buoyant during the 1920s.

Sears also faced new and vigorous competition for this diminished market. Chain
stores had grown rapidly before the war and had become widespread by the 1920s. J. C.
Penney, F. W, Woolworth, W. T. Grant, United Cigar, A&P stores, and many such others
were spreading all over the country. Growing automobile ownership made these stores

increasingly accessible. The rural customer in particular was no longer dependent on the Post

The Sears household actually subscribed to the Wards catalogue--presumably under Mrs.
Sears’s maiden name! Offerings, prices, and even the quality of the stock on which the

catalogue was printed were all carefully monitored. See Rosenwald to Sears, February 26,
1902, Julius Rosenwald Papers.
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Office to bring merchandise to her. None of these stores by itself offered the range of
products that Sears did. But the position of Sears in each market was nevertheless
diminished.

Richard Sears, for all his gifts, was never the steadiest influence; and by this point he
was out of the picture. Rosenwald was a man of much more appropriate abilities for
managing a complex organization and, unambiguously in control, he successfully steered the
company through the shoals of the postwar depression. He then had to chart a course for the
open water ahead. The requirement for success was to find a more attractive market to
replace Sears' stagnating rural one. To preserve, much less enhance, profitability, the new
market needed to be one that could be exploited from Sears' great operating and
merchandising strengths. Exploiting the accumulated organizational capital of the existing
business would, if the match were good, provide protection from competitors already trying to
exploit the opportunity or contemplating entry.

Rosenwald hired a retired World War I general named Robert Wood after Wood was

fired from a senior position at Montgomery Ward in 1924 in a dispute over strategy.’ Wood

had been a devotee of the Census of Population and the Statistical Abstract of the United

States for many years.* He read and reread the statistics. He projected the population trends
he discerned and saw that the mail-order firms' market was moving away from it into the

territory of urban department stores. As he had at Montgomery Ward, General Wood

For a glimpse at this and at the competitive environment for mail order firms as well,
see Wood 1924,

This habit dated back to his time as a logistics officer in the Army helping build the
Panama Canal. Library facilities had been limited.
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championed the development of urban retail stores as a way to hang on to customers.” (Wood
Oral History, p. 42) To the opposing argument that the stores would simply divert the mail-
order business to the stores, Wood responded briskly that it was "[bletter to lose that business
to onfa's self than to someone else.” (Emmet and Jeuck 1950, p. 341) Wood was concerned
with maximizing the overall profits of Sears, his opponents the profits of one part of the
company (albeit then the largest important part).

Despite the force of this argument, Wood did not convince much of the Sears
management. Perhaps many of the skeptics were defending specific vested interests. Perhaps
they were simply fearful of change. Wood did convince the head of the company, however,
and that was all he needed. Indeed, Wood's ideas had persuaded Rosenwald even before
Rosenwald decided to hire Wood. "You need us and we need you" were the words with
which Rosenwald began their relationship. (Wood Oral History, p. 43)

The first store was opened in 1925 on the site of the Chicago mail-order plant. It was
followed in that same year by seven more stores. Sears had over 300 by 1929, and 40
percent of its sales that year were made in them.

The first stores were located in mail-order facilities, in part to minimize the cost of the
real estate and maximize the ease of supervision. But soon Wood had to decide where else to
place stores. He set out to differentiate his stores from the plethora of others already existing.

His stores would not compete for central-city locations with department stores: they would

Wood may have meant that if one part of the Sears operation was declining, it was nice
to have another expanding. Or he may have anticipated correctly that there were economies
of scope and that store business would help support Sears' fixed costs--its administration,
buyers, transport, etc.
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instead be located on the outskirts of cities, where rent and parking were cheap. They would
not emphasize "soft goods" (clothing, food, etc.) like chain stores, though they would make a
point of carrying some. They stocked most prominently "hard goods"--hardware, furnishings,
farm implements, plumbing--Sears' traditional lines. They were men's stores far more than
women's.

Each of these characteristics of the new stores was the result of a decision. Wood, in

his perusals of the Statistical Abstract, had noted that in addition to becoming more urban,

people were becoming more mobile. In a talk given in 1937, much after the fact, Wood
explained that the center-city location of department stores was determined by the means of
transportation (Worthy 1984, p. 83). Railways, first horse-drawn and then electric, converged
at the center of cities. Stores in outlying districts could only draw customers who could walk
there. But the advent of the automobile meant that the center city was losing its advantage.
People could drive to stores that were outside the city center. In fact, they would prefer to
drive there because the traffic was less and the parking easier.

It is no accident that this reasoning sounds like the argument for the shopping centers
that grew after World War Two and the shopping malls that have grown since. Wood was
the first to recognize this opportunity, and Sears was well-placed to exploit it.

An alternative strategy can be seen in stores opened by Sears, Roebuck's main
competitor, Montgomery Ward. Faithful to their rural customers, Montgomery Ward opened
stores in small rural towns. (The facilities were initially intended simply to showcase

merchandise. They were converted into stores in the face of customers' desires to take the

For an interesting retrospect, see Wood 1950.
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demonstration items home.) The distinctive feature of this strategy is shown in the
comparison of store locations in Table 1. Sears stores were located in cities almost an order
of magnitude larger than cities where Montgomery Ward opened stores.

--Table 1 about here--

Montgomery Ward had been faithful to its rural clientele in its retail locations. It
therefore shared in the agricultural depression of the 1920s. Sears had been faithful to its
merchandising tradition--bringing a wide range of goods to working families. But it also had
recognized that the occupations and locations of these families were changing. It operated at
a higher level of abstraction than its principal competitor. It found a way to exploit the
growth of the urban market with the experience it had accumulated serving the rural one. In
this it was unlike A&P, Woolworth, etc., which did only exploited a new market and
Montgomery Ward which did only relied on its experience. It succeeded because the features
of its assets that were valuable in the one setting were, properly mobilized, valuable in the
other as well.

Sears also targeted regions of the country. Wood, ever on the hunt for trends in the
statistics, observed that the population of the United States was shifting westward and
southward. He therefore located Sears' retail stores disproportionately in the South, Southwest
and West. (Worthy 1984, p. 90).

The decision to carry a wider range of goods than other retail stores was a
continuation of Sears' policy. The Sears Catalogue of course included everything from
underclothes to farm machinery. The new stores would do the same. There would be goods

for the home craftsman and remodeler just as there had been goods for the farmer. There
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also would be the opportunity to buy a wide variety of products in a single store. Sears even
would supply parts and service for the cars that customers used to get to the store.

The new stores initially were designed to look like the warehouses to which they often
were attached. Wood thought the young people setting up households would like to buy their
goods in a no-frills atmosphere, reminiscent of the farms they had left or the bare houses they
were beginning to furnish. General Wood thought of his stores as military commissaries, a
term he used frequently. But this decision was at best ahead of its time. Only now are
warehouse clubs thought to indicate good values. Customers in the 1920s were not so fond
of the warehouse atmosphere. The times were expansive; and Sears discovered that
merchandise both looked and sold better when it was displayed well. Unlike the decision
where to place the stores, the decision how to design the stores had to be reversed.
Fortunately for Sears, refixturing stores is relatively inexpensive. And the trade bounced
back: people did trust the Sears name.

There were many reversals of policy like this: the redirection of company efforts was
not accomplished without false starts and great effort. The postwar inside history of the
company argues that there was no clear conception of how retail operations fit into Sears’
overall strategy. Its summary sentence reads "It appears in retrospect that almost the only
thing that Sears, Roebuck knew about retailing in the first years after 1925 was that it had
entered the field." (Emmet and Jeuck 1950, pp. 341-47) But this is an overstatement. It is
true that retailing from a store was a new activity for Sears Roebuck. The staff at Sears was
used to the procedures of a mail-order business. The company's mail-order policies and

procedures were by the 1920s well developed and smoothly operating. Retail stores were
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different, however, and the company had to learn how to manage them. There naturally were
confusion and false starts along the way. But the learning process should not be confused
with lack of insight into the overall logic. It is clear that Wood had a clear vision for his
company. The problems were all in its implementation.

And the difficulties should not be overdrawn. Sears, Roebuck had been profitable
even before the 1906 Chicago mail-order plant was opened. The retail stores were profitable
from the start as well. Improvements were made which enhanced the prosperity of the stores,
but there was never a time when the problems of retailing threatened to overturn the decision
to sell from stores.

As before, the profitability came partly from the company's low costs. The stores
were located in outlying sections of cities not only to attract motorized customers. They also
took advantage of lower rents outside the city center. Despite later claims that the locations
were chosen solely for the customers, the low rents may have been at least part of the initial
motivation for outlying locations.

Store rents were only a small part of Sears, Roebuck's expenses. Sears kept costs low
and its competitive position strong relative to a whole class of potential competitors strong by
buying cheaply. (Raff 1991) The traditional way to accomplish this was to use the large size
of Sears as a bargaining tool and force the price of goods down. Sears buyers traditionally
had no loyaity to supplying companies. They would switch in an instant if a newcomer
offered a lower price.

Wood had a different philosophy. He wanted continuity in his suppliers. While he

wanted low prices as much as any of his predecessors, he wanted to use stable relations with
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the producers of his merchandise to ensure high quality. He replaced the adversary
relationship that had characterized Sears before the First World War with a cooperative one.
"The tremendous volume in which Sears bought was not to be used as a club to beat down
the source's prices but as a foundation on which the source as well as Sears could build a
prosperous business.” (Worthy 1984, p. 68} The need to beat down source prices was not
even great. The production runs for Sears were typically vastly in excess of those for
competitors, even those in the new urban setting. The scale economy advantages were often
large. Even sharing some of these advantages with the vendors, Sears product costs were
unusually low.

Sears even integrated backward to a limited extent, extending its operations further
into the manufacturing stage than it had before. The story is told that Wood, reading a
newspaper this time, saw that steam locomotives were no longer being made in the United
States. He called an acquaintance who was the head of a firm making locomotive parts and
asked him what we was going to do. The hapless friend responded that he was at his wits'
end. Wood suggested that the manufacturing firm could make refrigerators for Sears. Sears
would finance the new machinery needed to change products and guarantee the firm a secure
market. The deal was consummated, and the manufacturer grew to be a principal in what is
now Whirlpool, Inc. (Worthy 1984, p. 71).

The attractiveness of this locomotive parts firm did not lie in its machinery. The
machinery was all junked in favor of new tools for making new products. Instead the assets

of the manufacturing firm lay in its human capital, both the manual skill of its workers and

On Sears and refrigerators more broadly, see Tedlow 1990, pp. 305-328.
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the management skill that held the company together. These human assets were fungible, an
attractive feature to Wood, and they were employed by him in a process that resembles the
European recovery after World War Two and the Japanese response to changing relative
prices in the 1970s.?

Sears participated actively in the design of many of the products it sold. The buyers
worked with the manufacturer to create a product that the buyer could sell and that would fit
in with other products the buyer was handling. Sears created a testing laboratory to help this
process by evaluating new products and providing a mechanism to introduce new ideas and
further modifications.

Sears also designed its orders to keep manufacturing costs as low as possible. Goods
were ordered in large quantities to capture economies of scale. And Sears kept its orders
steady over time in order to smooth the impact of demand fluctuations on its suppliers. Sears
absorbed the inventory costs, of course, but it calculated that they would be less than the
start-up and waiting costs involved in irregular orders. The cooperative relationship between
Sears and its suppliers that itself verged on vertical integration allowed Sears to effect this
kind of optimization (Worthy 1984, p. 73).

Finally, Sears took on much of the distribution function of getting products from
manufacturers to the merchant. Sears by the 1920s had ten regional mail-order plants. The

Sears buyer took an active part in the transport of goods to these centers. The manufacturer

Changes were made in response to new conditions in those places and times within
existing business organizations. It was easier in those settings to use the existing hierarchies

to redirect labor than it was to create new organizations to pursue new objectives. (See
Toniolo 1995 and Dore 1986).
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was relieved of the need to plan, and Sears could reap the advantages of centralized
distribution.

Sears was not, however, fully vertically integrated. Sears took only minority positions
in its supplier companies. Wood wanted to influence the manufacturers, but he wanted them
to be working for themselves. Sears also tried not to buy the entire output of a manufacturer,
so that the manufacturer would have to keep up with the general market. Sears kept clear
that its primary role was selling, not manufacturing.

Retailing was challenging, particularly in a time of transition in which the time-
hallowed stereotypes of the lives and wants of the potential customer base became more
problematic. The inherited organizational structure actually magnified this problem. Mail-
order operations were national and high volume. Demand variations in any one region--
whether for reasons of style or local income--would be small relative to the whole. The Law
of Large Numbers stabilized demand at the company level. Retail stores by contrast were far
smaller and by their nature local. Fashion tastes and income could vary greatly across the
nation, with potentially massive impact on the profitability of individual stores. Buyers had
to be far more nimble to stock stores than mail orders.

Indeed, the buyers in Chicago did not stock the stores themselves. Store managers,
and a territorial organization that grew up over them, purchased from the buyers the goods
that were sold in the local stores. General Wood came to believe that selling from stores on
the Sears scale was "too vast and complicated" for centralized control. He made the
organization, in a much-repeated phrase, into a federation of independent merchants, each

local store manager to a considerable extent autonomous within the four walls of his own
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store. The buyers therefore had to do far more than simply procure goods on favorable terms.
They had to persuade the store managers to stock them.

The store managers were the appropriate people to make these decisions under the
circumstances. They oversaw the sales, often in the most literal fashion: they lived in the
communities; and their jobs involved understanding on the one hand the desires and needs of
the local customers and on the other the local competitive situation. They were, so to speak,
close to the consumer purchase decision; and the information they gleaned from this
perspective, otherwise difficult to capture with the technologies of the day, undoubtedly
helped in merchandising, pricing, and ultimately, revenues. (Raff 1991) Unlike the managers
and the individuals called buyers in the local department stores, these Sears employees did
not have a free hand as to which vendors they used. But equally unlike their counterparts,
they benefited on the cost side from the advantages Sears scale and reliability offered to
suppliers. These advantages were all complementary, of course; and all helped sustain the
advantageous position from which Sears started.

Within the Sears procurement operation, conflicts developed between the older buyers
used to the strictly mail-order ways and the younger ones who recognized the new
complexities of the job. Wood and the Sears management flirted with the idea of developing
two different sets of buyers, that is, of essentially splitting the company in two. Growing
antagonism between the two downstream parts of business certainly encouraged a split. But
the decision was made to keep a unitary buying organization and preserve the advantages of
large scale and clear lines of authority. It took many years to work out the problems of

unifying procedures for both branches of the business (Emmet and Jeuck 1950, pp. 355-57),
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and, as we shall see, the problems of coordinating buying and sales never entirely went away.

The automobile provides a dramatic example of how actually observing the customer
can help exploit and extend competitive strengths. Farm machinery was not of course a big
seller in the new stores, many of them being in suburban sites. But the customers owned,
and cared for, the cars they parked. Thus automotive equipment replaced farm equipment in
the merchandise selection as Sears became a major auto parts seller. The buyers figured out
that tires wore out quickly, and Sears brought automobile tires within the four walls of the
Sears stores. Tires, indeed, for many years provided the highest sales dollars per square foot
of any product category in Sears. Sears became a major channel.

It was only a small managerial step from there into automobile insurance. The idea of
Allstate was to take advantage of the one-stop buying experience of the stores. If customers
trusted and were buying parts, even those on which safety depended so directly as tires, why
not try to sell them insurance while they were in the store as well? As Wood recalled,

I called a meeting of my outside directors in 1931, Business
wasn't good at that time ... and I proposed we found this
insurance company. ... [T]hey asked me two very pertinent
questions. They said: "In the first place, why should we start
anything now, when times are bad? In the second place, what
the hell do you know about insurance?” Which was also true.

"Well," T said, "I don't know much about insurance, but I do
know this--that Sears has the largest tire and battery and auto
accessory business in the country, and every car owner goes to
Sears or knows Sears. In the second place, we've got this
system of stores and instead of the agent pounding the pavement
for a prospect, they'll come to our agent in the stores, and our
cost of acquisition will be far less than with ordinary insurance

companies." (Wood Oral History, pp. 74-75)

The shift into selling a service was made almost without strain. Healthy profits flowed freely



23

almost from the first.

The 1920s represented a critical time for Sears. Its traditional market was eroding,
and action was needed to revive the company. General Wood seized the new opportunities
created by urbanization and the automobile and gave his company a new lease on life. There
were of course problems and difficulties in shifting direction, but two qualities of the
innovations made them ultimately beneficial. First, they were responsive to the market. As
every history of Sears notes, the new stores and focus on the automobile were prescient
innovations. Second, the innovations were conservative in terms of Sears' operations and
mission. Sears' buying operations, internal procedures and customer base evolved relatively
smoothly into servicing the new operations. These assets were valuable in the new setting
too. Problems were noted prominently at the time and in company histories, but the change
was effected without reducing company profitability or threatening the integrity of the
organization. Sympathy with the market coupled to a keen sense of what Sears could do
unusually well was the hallmark of Wood's innovations.

There was nothing inevitable about the decision to open retail stores and the associated
decisions about where to site them and what products to carry. Wood is noted so
prominently in histories of Sears because he seems to have made the decision largely on his
own. He had no support among Sears’ senior management. As we have discussed, he had
active opposition from among the rank and file. His ex ante arguments convinced only one
person: Julius Rosenwald. But that was the only person who had to be convinced to initiate
Sears Roebuck's transformation. The ex post success of Wood's innovations made everyone

into a believer and Wood himself into a cult hero. Wood became Sears’' CEO in 1928 when
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the previous president died. He was chosen over Doering, the able organizer of the mail-
order facility in Chicago. He was elevated because he was thought by Rosenwald to have the
vision to carry Sears in the interwar years and because, being younger, he would have more
years in which to do this.

General Wood turned out to be very long-lived. He did not retire early, and he did
not depart when he retired. Nor did the sense of his presence fade. His apotheosis proved,
as they years passed and times decisively changed, quite unfortunate for the company. It was
the reasons for his success in the 20s, and not the details of how it came about, that ought to
have been honored. Wood's logic was his valuable legacy. The specific content of his vision

wore much less well with time.

4. Operations and Choices in_the Late 70s and 1980s

Sears, Roebuck faced a crisis in the late 1970s that was similar to its problems in the
early 1920s. It found its customers' business slipping away. It needed to do something new
to replace the old. But unhappily the leadership of Sears at this time was not as insightful as
General Wood. His inheritors suffered from a profound misperception of what their
fundamental assets were and what made these assets valuable.

Over the half century following the events described above, Sears had pursued both
catalogue operations and retail sales. It also pursued the Allstate initiative, which not only
sold insurance but branched out into a number of financial products and even came to operate
a large savings-and-loan in California. Overall, this was a very successful period in terms of

the company's financial results. And Sears became a dominant presence in general
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merchandise retailing: there were years in which the firm's annual revenue approached 1
percent of GNP. Sears, it seemed, developed a franchise with urban America in the middle
half of the 20th century just as it had had with rural America at the end of the 19th.

By the late 1970s, however, the franchise's customers were changing.
Deindustrialization and demography were at the root of the changes. Employment in
manufacturing grew only slowly in the 70s and reached a peak in 1980. Employment in
services meanwhile was booming. More important still, the population under five years of
age peaked in 1960 and fell for the next twenty years. The young blue-collar families Sears
was accustomed to fitting out were a fading force in the marketplace. There were fewer and
fewer new households eager simply to equip their houses with Sears furnishings and
appliances and to clothe their young children in utilitarian Sears pants and dresses. In
retrospect, it seems clear that by the late 1970s Sears's earnings growth had essentially
flattened out. There had been decades of boom since the move into retailing, but now they
seemed to be over. The company's earnings from retailing were even unambiguously lagging
behind those of its principal competitors.

As in the 1920s, other firms already existed to serve newer markets. Discount
department stores, focused specialty stores, and other chain stores were growing rapidly.
Even local department stores were doing relatively well. The company's own research
indicated that the customer base was still intact and that the Sears name was just as trusted as
before. The customers even came in just as often. But now they also shopped elsewhere;
and far more frequently than previously, they stayed to purchase elsewhere too. The issue was

only partly price. Sears was losing some sales to discounters, but it was also losing sales to
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these other competitors. (Brennan 1980, unnumbered p. 5) The notion that the nation had
excess capacity In retail space--that it had become "over-stored"--became as much discussed
within the company as in the trade press.

This over-storing was ironic. It seems very likely that many of the specialty store,
chain, and "even department store” outlets in question were located near or even in suburban
and regional shopping malls anchored by the Sears stores in question. The casual
accessibility of other stores within a mall or in adjacent ones made price comparisons more
convenient. Any contrast between Sears's offerings and those of the other retailers--or even a
contrast between the attractiveness of the two presentations--could be easily noticed and acted
upon. The proximity made things much harder for Sears. Wood’'s move to sites with cheap
land and plentiful parking was far less attractive when other retailers made the move right
along with Sears.

Less attractive as it might be, cash flow was still strong. Borrowing capacity
remained ample. So Sears could lay its hands on money to change how it did business. As
the sense of crisis in retailing operations grew, the question arose of what to do. As in the
1920s, Sears faced a stagnating market. It needed to find a way to use its existing tangible
and intangible capital to effect a movement into more attractive markets or positions. In the
1920s, Sears seems to have come to its new role in a relatively autocratic fashion. This time
the future of the company was subject to extensive debate.

One group of managers, within the retailing group and up from the Field, that is, up
from working in and supervising Sears’ many stores, believed radical means were required to

execute the Wood's traditional strategy. There were too many private deals between the
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buyers and the store managers. There were excessively broad selections of goods on display
and in inventory. Store managers faced excessive temptations to advertise and have sales to
keep revenues up and to get goods they had purchased out the door. This party wanted to
revitalize Sears retailing by shaking up the organization: they wanted to change who made
decisions. This was a retailing alternative, though a disturbing one to the traditional culture
of the Field.

Indeed, this party discovered, as it explored its intuitions, that it was hard to tell from
the Sears control system just how well or badly the Field and the Catalogue were doing. For
it emerged that Wood and his successors had not even adequately differentiated the stores and
the catalogue operations. Goods ordered and purchased by Sears' buyers went into a common
pool from which they were sold through both outlets. How could Sears corporate decision-
makers know which outlets were profitable? How could they tell about the Catalogue? And
how could demand in an outlet or in a location be communicated back to a buyer? And if it
were communicated, how could the buyer's actions be evaluated? The cost of information
processing may have necessitated this aggregative view in the 1920s. But a lot had changed
in the ensuing 50 years. New modes of knowing were now possible, and they revealed, this
group felt, a need for dramatic changes both in what was done and in how the decisions of
what to do should be made.

The overall thrust of this group's proposals was back-to-basics. “[The] overall
strategies ... we recommend for these next five years are embarrassingly fundamental ... no
revolutionary insights, no earthshaking revelations,” wrote the head of the buyers in a key

internal document (Sears Roebuck and Co. 1979). "They are as basic as blocking and
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tackling." The strategies included superficially novel departures from past practice such as
limited selling of nationally branded products, but the focus was on centralized control of the
breadth of product lines (variety within categories was to shrink radically to five or even
three) and of other aspects of operations--to a substantial extent even advertising and pricing--
that had since the 1920s been left to the Field organization and store managers. This seems
to have been a conscious rejection of Wood's emphasis on democracy in the organization.
This group hearkened instead back to an earlier phase in Sears' history where centralization
achieved economies of scale in selling to a national market and everything else adapted to the
centrally-made decisions. The executive appointed to head the retailing group shortly
thereafter told a reporter in 1981 that he felt "very strongly that we need to approach the
business as though we are a single store .... If there is a right way to do something, then that
right way should be used in New York, Los Angeles, and Miami."

Another group, this one in the corporate office, saw the solution to the problem of
Sears's earnings differently. This group’s adherents appear to have taken the over-storing
notion very seriously indeed. But they do not seem to have seriously envisioned any
fundamental change in the autonomy of the store managers within their four walls and in their
local market. They proposed to drop nothing. Instead, they wanted to fit new services into
Wood's stores.

This was an essentially conservative group, identified with the Field rather than with
Headquarters. It wanted to preserve the Field's independence through decentralized
responsibility. That was, the view ran, the heart of what it was to be a Sears store manager.

They also had no desire to abandon the four walls approach that gave that decentralized
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responsibility effective influence: the mosaic of stores all across the country, carefully sited to
be in optimum locations in individual neighborhoods and carefully spaced so as not to intrude
upon one another's market areas was not the problem either. Nor did this group feel that the
problem lay in the time-hallowed selection of product categories Sears presented to the
public. The problem was just that the presentation was tired. Sears needed to jazz things up.
New fixturing was in order. Popular culture figures like Cheryl Teigs should be recruited to
lend their names to private label product lines. The catalogue covers should evoke a slightly
hipper life.

The concept of Sears stores and their operations would be essentially unchanged.
Demand would be stimulated with advertising and brand names. And people would be
attracted to Sears by the addition of new businesses. These executives sought to find new
businesses that would appeal to the customer they understood, the customer who valued the
Sears that had been. They thought in terms of buying existing companies rather than, in the
spirit of General Wood, developing their own new lines of business. Since the executives
wanted to improve nationwide performance, they needed companies whose operations were
also large and so, almost by construction, national in scope. They looked at companies in
whose businesses trust was an important component, to complement the powerful positive
reputation all polls showed Sears itself had with the American consuming public.’

They conducted market research. They had been in the credit card business for two

decades, principally to support their own sales, and were surprised to discover that their

One can trace the contours of this search in the files of Philip Purcell in the Sears
Archive.
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customers were undersupplied with financial services. Nearly seventy percent of Sears card
holders with income greater than $36,000 a year (over $60,000 in 1996 terms) had no
brokerage account. Fifty-seven percent of American households held Sears cards, more than
any other. For households all across the income distribution, financial services were
purchased from a wide variety of vendors. Surveys turned up evidence of some desire to
consolidate these relationships.

Developments in the external environment around this time made financial services
operations attractive. Demand was visibly increasing. While the rate of family formation
was down, existing families were aging. Having furnished their houses, they were beginning
to save for their children's education and their own retirement. Sears could follow them
through this life cycle. The customers could stay with Sears.

Inflation in the late 1970s had been in double digits, and investors were becoming
both more sensitive to yields and more sophisticated. Entry was becoming easier. Because
of technical legal details, Sears could enter this business unburdened by many of the
regulations that would constrain competitors. If it could turn long-term (or even long-past
and trusting) Sears appliance and insurance customers into financial services customers, there
was hope of avoiding the intense direct competition then going on between the Wall Street
firms. Perhaps economies could also be reaped in distribution and selling costs through using
the Sears national network of stores. Finally, the huge and relativeiy stable Sears cash flow
provided a substantial resource in facing the investment risk. And parts of the business were
even familiar. The Sears organization itself had immense cash flows to manage; and it did so

successfully. By the early 1980s, when all this came to a head, Sears had run credit cards for
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thirty years. It had sold insurance for fifty. Allstate had dabbled in other financial products.
All these ventures had basically been successful.

What would expanding into the financial services sector in a serious way do for the
historic Sears operations {as opposed to the Sears income statement)? A significant amount
of the investment in store sites and in advertising and public relations designed to generate
store traffic was sunk. The Sears management hoped to build on this base. Sears customers
were in the stores and in a buying mood. They could be induced, the managers thought, to
buy financial services as well as durable goods. The consumer, in short, would benefit from
one-stop shopping across an even wider range of goods and services than anyone previously
had offered. The value of the fixed costs of running the store and of the real estate would
rise.

The corporate managers at Sears clearly thought there was synergy between such new
activities and the old activities of the firm. Philip Purcell, head of Sears' strategic planning
group, said at the time that, "[t]here is no reason why someone shouldn't go into a Sears
store and buy a shirt and coat, and then maybe some stock. I don't consider that any more
outrageous than the first idea like that that came up, that someone might buy a coat and tie,
then buy auto insurance.” (Weiner, 1980)

The reasoning behind such a view is curious. The idea that people in the 1930s came
in to Sears to by clothes and then happened to buy insurance is far from Wood's
conceptualization of his stores. Wood thought that people would come to buy tires and get
their car repaired--and then also buy auto insurance. The intimate connection between

specific products and services had become unclear in the following 50 years.
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The parallel between auto insurance and, for example, stock purchases also misses
important aspects of the services in question. Auto insurance is like a warranty on a product.
It protects the purchaser or a car and of car parts against problems that may come in the
future from the car. It is like a guarantee against defects in an appliance. But most financial
service products have none of these qualities. Instead of protecting purchasers, the products
expose them to risk. There is no sense in which the consumer was to be protected or insured
from a poor choice of stocks. The Law of Large Numbers was not on the customers' side in
financial services.

The imprecision of this parallel suggests strongly that the anticipated synergies
between Sears and a financial services firm would not come about. However profitable such
an acquisition might be as a portfolio investment, it would not have a revitalizing effect on
Sears retailing operations.

The conservative option, championed by the corporate leadership and the Field, carried
the day. Resources were invested in store renovation. Images of Cheryl Teigs went into the
stores and the Catalogue. Merchandising was also simplified and decision-making became
somewhat more centralized. To this extent, the first group got its way. But these were small
things. There was no large-scale reconfiguration of organization and infrastructure. In the
traditional lines of business, the locus of control shifted a little. But in terms of
infrastructure, it was more business as usual than not. On the other hand, the company an
extended process of considering financial services acquisition targets. Two leads were

pursued to fruition. First, Sears bought the real-estate brokerage Coldwell Banker. Shortly
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thereafter, it bought the securities brokerage house of Dean Witter as well.'°

This managerial decision was not inevitable. The first group described above could
have been given its head. There were other, even more radical alternatives for Sears. Before
discussing the actual subsequent history of Sears in the 1980s, we want to flesh out a
counterfactual Sears. It is hard to know how a large organization like Sears would have
looked in this alternate world; we know from the history of the 1920s that change did not
come easily to its far-flung operations. Nevertheless, two models of merchandising were
emerging at the time of this decision about the future of Sears. Each connects with the
reasons the move into retailing earlier in the century had been successful. Either or both of
them could have been the result of the first alternative, if that path had been chosen.

The avatar of the first model is Wal-Mart. This company generated tremendous
profits in the 1980s through a commercial strategy that focused on keeping in touch with its
workaday customers and keeping costs low. The most obvious foundation of its success was
locational, but the means through which location was exploited is the theme we want to
pursue. The parallels with Sears' strategy in the 1920s are striking.

Wal-Mart set up stores in towns its competitors reckoned to be too small to support a
general merchandise store. This was Montgomery Ward's policy of the 1920s in a new and
more appropriate context. Wal-Mart was able to make a success of operating in these
locations because its costs were significantly lower than those of its competitors. Some of the
reasons this was so were site-specific. Ground rents were lower. Staff compensation

expenses tended to be relatively low because the stores were in places in which the

The search and negotiation processes are described in detail by Katz 1987.
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opportunity cost of labor was relatively low. Advertising expenses were relatively low in part
because rates in county papers tend to be lower than in big city dailies and in part because
the largest retailer in a district, particularly if it follows an everyday low pricing strategy,
does not need to inform its potential customers about its existence and price levels as much as
it would if it had real competitors and price competition through sales.

These savings are all in the cost category of Selling, General, and Administrative
Expenses, an important category but one much smaller than the Cost of Goods Sold. Wal-
Mart acquired goods cheaply. It got them to the stores cheaply. It used the shelf space
extremely productively. These practices were the real foundation of its overall low costs.
The low costs supported stores in smaller markets, and the markets were to a substantial
extent expanded beyond what potential competitors might have thought possible by passing
on some of the lower costs in lower prices.

Wal-Mart acquired goods cheaply the way Sears had traditionally operated: it offered
economies of scale to suppliers while making sure whenever it could that the suppliers were
more dependent on Wal-Mart than Wal-Mart was on them. The scale economies derived
from the fact that Wal-Mart placed orders centrally, that is, on behalf of the entire company
rather than on a store-by-store basis. Since Wal-Mart ran a high turnover business, these
orders were large. Wal-Mart took care to use multiple sources whenever the good was not
branded. This limited the bargaining power of suppliers. Wherever possible, Wal-Mart
arranged that its orders were very important to each of its partial suppliers. Sometimes it
accomplished this end simply by being a very large (if not the dominant) customer.

Sometimes it did this by encouraging the supplier to make sunk investments in the
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relationship, thus creating barriers to exit from it. Wal-Mart's policy echoed Sears' policy in
its incomplete but still powerful vertical integration with its suppliers.

Wal-Mart also had several strategies that were novel to the industry for getting goods
to the stores cheaply. The first of these concerned its use of distribution centers. Rather than
have vendors ship goods directly to store doors, Wal-Mart had 80 percent of the goods
channelled through a small number of Wal-Mart distribution centers. In these, the truckloads
of shipments from individual vendors were broken down and combined into full truck
shipments for particular (clusters of) Wal-Mart stores. (Since Wal-Mart stores were
commonly relatively close to one another, it was often efficient to supply several at once.)
Since the quantities of an individual item destined for a particular store in such a truckload
were often small, resupply had to be frequent. But since the trucks were running full and the
stores were clustered, this did not represent a serious inefficiency.

The second supply strategy supported the first. Wal-Mart encouraged nationa! vendors
and vendors from other regions of the country to set up production facilities in the regions in
which the Wal-Mart stores were. That way, the trucks could fill up with goods bound for the
distribution centers once they had disgorged their cargo. This strategy was obviously limited
by the extent to which the vendors' production processes had economies of scale beyond Wal-
Mart's needs. But Wal-Mart trucks typically ran back 60 percent full, so the limitations
cannot have been extreme.

The third important aspect of how Wal-Mart was able to operate profitably in these
previously infeasibly small markets strikes our theme of keeping in touch with customers: it

kept revenues high and unit costs low by using its shelf space efficiently. Very early on,
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Wal-Mart began investing in data-capture and transmission technology that enabled it to track
the precise details of what was selling where. Its product line was focused, generally
speaking, on unflashy categories for which there was steady demand. Nonetheless, tastes did
vary across space and time. Getting the maximal value out of the available shelf space, both
in terms of the speed with which products put out would be sold and in terms of the prices
they would command, turned on monitoring what was in demand at each location and making
sure some was available when customers sought it out. Instead of relying on high-variable-
cost and low-reliability staff inventories (that is, physical counts, inevitably taken only at
intervals), Wal-Mart monitored the incoming shipments and the outgoing sales through
scanners at the registers and could for practical purposes do this continuously. The company
kept detailed statistics on which products and brands (even in which aisle locations) generated
maximum profits per square foot of shelf space. It exploited the frequency of shipments to
avoid stockouts without having to keep large in-store stocks. And it minimized in-store
storage facilities in order to maximize productive selling space. The warehouses, after all,
were 1n even lower-rent districts.

Wal-Mart pursued lines familiar to Sears. But it pursued them in a streamlined way
based on investment in new information technology. Sears was operating with an older
version of this technology in which only highly aggregated information reached management.
Sears' practices kept its costs high, its ordering cycle long, and its stores operating separately
rather than as a unit. For Sears to have competed directly with Wal-Mart, it would have had
to rethink from the ground up how goods passed from manufacturers to consumers. Sears

managers told themselves that Wal-Mart and other low-price firms succeeded because they
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sold cheap goods, representing a move down-market that Sears would not follow. The focus
on the goods sold obscured the innovations in the way Wal-Mart and other firms organized
like it handled the products. The goods were cheap partly because Wal-Mart's costs were
low.

Wal-Mart pursued this approach selling goods for which there was a reasonably steady
and predictable overall demand. A different approach to keeping costs low and keeping in
touch with the customers suggests itself for goods with a more substantial fashion content,
that is, goods for which demand is not reasonably steady and predictable but is, rather, quite
volatile over time.

This second approach may be identified with the practices of companies such as the
Gap and the Limited, both enterprises that for practical purposes started after scanner
technology was developed and computing power became cheap. The approach they used also
relies importantly on rapid and inexpensive capture of sales data.

In traditionally organized department stores retailing, merchandising decisions were
made by buyers who supervised both the selling and the procurement function. The
advantage of this bundling was that these individuals could oversee the customers making up
their minds and could therefore gather information not only on what actually was selling but
also about what would have sold if only it were in stock. The disadvantage of this
arrangement was the limited nature of the scale economies it afforded. No matter how good
the taste of individual buyers or how thorough their knowledge might have been of one store's
clientele, they could under this traditional system only buy for the department and the

clientele they could see. For many scores of years, there was one buyer for each department
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for each store, even after the growth of chains of department stores. Even until quite
recently, aggregation was confined to narrowly defined regions.

A further consequence of this system was that the orders booked with individual
vendors tended to be small even when the aggregate orders coming from the company that
owned the store were large. Individual buyers therefore did not have much bargaining power
with the vendors. It was difficult for the vendors to minimize set-up costs of machinery,
dyeing equipment, and even cloth procurement under such circumstances. Needless to say,
the vendors would have preferred to have these economies (if for no other reason than for the
reduction in complexity of their own operations.) To some extent they insisted on being paid
for the inefficiencies, in effect ignoring the fact that orders from Macy's New Haven and
Macy's 34th Street were both orders from R.H. Macy and Co. To some extent they
maneuvered around the inefficiencies by insisting on long delivery lags. Under this system,
Macy's had to commit to cuts and colors five to nine months before the goods reached the
shelves. This was obviously a disadvantage in selling fashionable goods. Mistakes were
inevitable and expensive--either heavy discounts or expensive staff time and resources were
required to get the unwanted goods out of the way and replaced by goods with better
prospects.

A system in which orders were placed on the basis of much more current information
and then delivered promptly would have been better. There would have been fewer fashion
mistakes and less expense in rectifying them. Such a system could be made attractive to the
vendors if set-up costs were lower because production runs were longer. Regional and even

national orders from chains, that is, from integrated buying, would call for these longer runs.
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Companies like the Gap and The Limited delivered precisely such orders. There were some
savings from requiring fewer buyers. (These were offset only a little by needing to pay these
individuals more. The old system had required very many buyers.) There were some savings
from tying up working capital for shorter periods and some--though less than one might have
expected--from economies of scale in production. But the buying companies using this
system did not want to claw back all the cost reductions their larger orders were yielding the
vendors. Time, in the twin guises of savings on reduced markdowns and increases in
sustainable initial markups, was far more valuable. These improvements were made possible
during the 1980s by the growth of information technology, in which computers were used to
record sales as they occurred, integrate and analyze the resulting data, and communicate the
results directly to producers (Abernathy et al. 1995).

Raff and Salmon (1991) contains provisional estimates of how much of an advantage
this system offered circa 1988 (around the time of a famous LBO that correctly identified the
consequences of the inefficiencies of traditional department store practice but wildly
overestimated how substantial the improvements might be). The estimates prove to be quite
substantial. The final yardstick concerns the difference between the two types of stores in
operating income as a percentage of sales in a key apparel category. The system's advantages
come to 55-60 percent of the difference. The individuals behind the two companies in
question became billionaires during the decade in which their companies introduced this
system and the traditional department stores did not adapt. These billions were, like those of
the founder of Wal-Mart, the fruit of keeping in touch with what consumers wanted to buy

and of keeping costs low in ways competitors found difficult to replicate.
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They also were the result of opening free-standing specialty stores. Customers knew
exactly what was contained in these stores, and they entered them to buy specific goods. The
Sears concept of four walls, by contrast, was a vision of one-stop shopping. People in this
view thought hard about a shopping trip and then bundled the whole family into the car for a
trip to Sears. It was far from the Gap's and the Limited's notion that a shopper would make a
trip just for a sweater or a bra. For Sears to follow the lead of these specialty stores, it would
have had to do more than update its computers. It also would have had to breach the four
walls of the Sears store and establish independent specialty outlets between the large stores.

What is the relationship between these two examples? The Gap and the Limited sold
goods where fresh information was absolutely critical to success because goods that did not
sell soon would never sell at first price. The cost of fashion mistakes was high. Wal-Mart
sold goods that would always sell eventually, but it too wanted to stay in stock with goods
that were selling now. In apparently very different categories, the efficient use of shelf space
was a prime cause of the competitive success of both. Sears, diverse as it was, might have
had something to learn.

These firms provide models of radical innovations available to Sears. We.do not
mean to argue that Sears should have blindly imitated all details of operations of Wal-Mart or
the Gap. Instead we maintain that innovations like those of the firms we have just discussed
were becoming the competitive standard in all categories in which any firm adopted them.
We therefore believe that such innovations represented a more appropriate program for Sears
than the acquisitions being contemplated unless Sears intended to abandon the categories in

question entirely. If Sears had been able to adopt some of the new technology that enabled
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more rapid capture and exploitation of information, it might have kept up with the rapidly
changing market. If Sears had rethought its internal operations and taken advantage of some
of the progress of technology since Rosenwald's distribution plant was built, it might have
been able to maintain its traditional economies of operation into new decades.

This is not a wildly speculative alternative. It was rumored in this period that Sears
was contemplating opening chains of free-standing auto equipment stores, chains of hardware
stores, chains of childrens’ clothing stores. These are all categories in which Sears products
had good reputations and substantial market share. They are all categories in which other
entrepreneurs set up in the course of the 1980s in the style we have described and operated
extremely profitably. The most famous such success took place in retail terrain as apparently
unattractive as the usually highly seasonal category of toys. But even there, entrepreneurs
with the new information technology in hand succeeded in making the narrow-and-deep
approach (Raff and Salmon 1992) with its tremendous selections within the narrow categories
profitable. If it could happen there, where might it not? Sears had a business it valued in
each of the categories listed above. But it proceeded in the new aggressive ways in none of
them. The very idea seems to have been thought too organizationally disruptive.

Why were the stores so sacrosanct? Perhaps these people feared cannibalization of the
vast network of stores already in place. Perhaps they feared that it would be impossible to
evaluate the success of any of the parts in a mixed system. Perhaps it was all cultural:
perhaps they felt that too much of the company's working management had come up through
the old decentralized system, could not imagine life at Sears without it, and would simply

quit, leaving Sears in the lurch, if too much changed.
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The resistance to free-standing single-category stores was an even more profound
constraint than it appeared. It was clearly feasible to implement the information technology
required to run such category-killer-like operations on a free-standing basis: this was the
foundation--"the stick that stirred the drink", to borrow a phrase from the sports pages--of the
blossoming of the category-killers themselves. But modifying the vast corporate software that
coordinated and controlled all the multifarious lines of Sears was a task of immensely greater
proportions and impediment, and was clearly not feasible at the time (Kalsow 1997). The
four walls were not just ramparts. They were tremendous barriers to progress.

Sears held onto the Coldwell Banker and Dean Witter for a decade. The financial
results were basically strong. (Indeed, in some years, they were the bulwark supporting a
generally anemic performance of the merchandising and sales operation.) The operations of
these two divisions even compared well to the results of comparable firms in their own
industries. But these operations' successes did not the show synergies that had been foreseen.

The financial companies found that locating offices in Sears stores offered no
advantages to them. In fact, outlets at Sears fared worse than independent locations, and
Dean Witter's agents resisted assignment to Sears with all their might (Hoge 1988, p. 250).
Sears' customers were not attracted to a single source for consumption and savings vehicles.
They seem to have trusted Sears to make washing machines--which could be returned if they
did not operate properly--but not to make investments--which couldn't.

The outcome was actually much worse than a simple lack of development of the
hoped-for synergies. Merchandizing sales at Sears did not grow nearly as rapidly in the

1980s as those of K-mart and Wal-Mart. As shown in Table 2, K-mart surpassed Sears in the
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early 1980s. So did Wal-Mart by the end of the decade, despite the fact that Wal-Mart had
started from a much smaller base. Despite some relatively good years in the mid-1980s, the
profile of Sears results by the end of the decade was such that the retail operations actually
appeared to be a drag on overall performance. The requirements of competitiveness were
evolving. Large volume was not sufficient in itself for a firm to keep up. Sears was not
making the complementary investments. The asset value of the Sears name was wasting.

Shareholder activists, and others, noticed this. They thought they could make their
portfolio investment decisions for themselves, and that the job of Sears management was to
nurture and exploit the Sears retailing franchise. They were therefore opposed to improving
the stock returns by divesting retail. The Sears retailing operations, they thought, were still a
potentially valuable asset. Instead, they demanded improvement in the retailing performance.
Market share had been eroding. Entry-driven increased competition was clearly a part of this,
but it was suspected that intractable bureaucracy and an out-of-line cost structure driven in
part by a failure to keep up with the infrastructure investments being made by firms
competing for the Sears customers' business played significant roles as well.

By the early 1990s, this process had gone far enough to put Sears onto the list of
potential takeover targets. Senior management took defensive actions. They also began more
structural changes. Among the changes offered was selling the financial acquisitions and,
equally, a stake in All-State. Now retailing would have to be fixed or there would be
nothing.

By 1996, in-store boutiques were the leading marketing concept. Sears could still get

good procurement prices: it was the largest single customer of Levi Strauss. The head of
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Sears logistics had come to the job straight from an the analogous Army staff position in
Operation Desert Storm.!' The changes he oversaw were dramatic. The number of channels
store managers had to order through shrank by up to two-thirds. Suppliers began to make
output more promptly after receiving orders and shipped more frequently. The goods were
therefore fresher. Sears could also cut its own inventory holdings and thus inventory carrying
costs. The capacity utilization of delivery trucks that ran from Sears' distribution centers to
the stores rose from 60 percent to 90. The more frequent deliveries freed up in-store storage
space for sales use. Altogether, selling, general, and administrative expenses (SG&A) had
fallen by mid-summer of 1996 to 21.6 percent of sales, more than two points better than the
close competitor J.C. Penney and only two points worse than the superbly organized May

Company. And it was not clear that forward progress had stopped.

5. Conclusion

We have argued in this paper that Sears Roebuck and Co. faced similar challenges in
the 1920s and 1980s. In both periods, the retail operation was working well and generating
respectable returns. But both times Sears also faced a stagnating market. In neither decade
did the prospect of carrying on in the traditional fashion offer much promise.

In each period, the company set off on something new. In the earlier period, Sears
added retail stores to its mail-order operations. In the later period, Sears added financial
services to its retail stores. Retail stores proved to be wildly successful; financial services

ultimately a distraction. Why?

For these details and more, see Berner 1996.
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We opened this discussion by asserting that successful responses to situations like
these focus on an attractive market that can be supplied exploiting a firm's existing
competitive strengths. Retail stores in the 1920s embodied this combination. The
attractiveness of the market was the result of demographic changes and a new technoiogy.
The automobile and its related activities created new jobs for Sears' customers and new
opportunities for them to spend their earnings. Retail stores enabled these customers to
continue o patronize Sears with the aid of the new technology.

Information technology was to the 1980s as the automobile was to the 1920s. It
provided a new way for consumers to interact with retailers. But while the change in the
1920s was due to the consumers' use of the auto, the change in the 1980s was due to the
stores' use of information technology. Cars brought consumers to the stores which had a
wide range of products; computers enabled stores to bring to consumers the selection of
products that consumers demanded. We have described in each case how the new technology
was used by some merchants to attract a profitable and defendable base to their stores.

But it was not used to this effect in Sears’ stores in the 1980s. Where Wood had
really shaken up the organization, the new changes shook up people in the organization
without really shaking up the organization at all. Sears in effect opted to ignore investment
possibilities in retailing that would have had a powerful positive effect on its future viability
and instead concentrated its entrepreneurial energies on expanding inio financial services
instead. Why did they think this was a good choice, and why was it not?

Financial services were presented as a way to utilize the presence of the customer in a

Sears store. Instead of tailoring the merchandise to the customers’ demands--as the new
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information technology allowed--Sears placed its bets on deciding what the consumers
wanted. Instead of altering the merchandising of goods, merchandising was carried on
roughly as it had been and financial services were simply added in on top. But the hoped-for
synergy between financial and retail services did not matertalize. The presumption that
people would make yet another major purchase on their trips to Sears was erroneous.

Sears was able to disentangle itself from its new operations as easily as it began them.
While there is no doubt that financial services were a profitable market, Sears had no special
advantage in that market.

While this seems obvious in hindsight, it must not have been so obvious at the time.
Sears debated its strategy in 1980 as it faced the dilemma of a stagnating market. I
individuals reasoned exactly along the lines of this paper, their thought seem to have gotten
no farther than the rumor stage. The group that reasoned most closely to the analysis of this
paper lost out to the group that led Sears into finance. Management very nearly lost control
of the company in consequence. Facing vigorous new entrants once the company refocused
on retailing, the task of regaining place and momentum was only harder. That it proved
possible to regain some place and momentum is a credit to management. But it is no

measure of the foregone profits.
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Table 1

Population of Sears and Ward's Store Cities, 1925-29

Number of Cities
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POPULATION SEARS ONLY SEARS & WARD'S ONLY
WARD'S
Under 25,000 18 20 320
25,000-99,999 52 84 47
100,000-499,999 47 10 6
500,000 and Over 11 1 0
TOTAL 128 115 382
MEDIAN 82,682 43,573 11,647
POPULATION
Source: Worthy, 1984, p. 87.
Table 2

Total Revenues of Sears Merchandizing Group

and Some Competitors

Millions of Dollars

CHAIN 1982 1985 1988 1991

Sears 18,779 22,092 24,252 24,757
K-mart 16,772 22,420 27,301 34,580
J.C.Penney 11,414 13,747 14,833 16,201
Wal-Mart 3,376 8,452 20,649 43,886

Source: Annual Reports,



