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ABSTRACT

This study employs three ordinary least squares regression
equations to analyze retail grocery store prices. The grocery stores
studied were from the Tucson metropolitan area. The price data
collected consisted of a typical market basket purchased in this market.
Different price categories were analyzed in order to determine the
relevance of interstore comparisons between two different brand
categories, national brand and cheapest brand categories. Grocery prices
for the two brands were tested to determine if the organization of
retail grocery stores (chain and independents), location of the store,
store neighborhood average income, and size (in square feet) of the

grocery store affected price.
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CHAPTER ONE
INTRODUCTION

Retail grocery stores have continually evolved with the lifestyles
of consumers over the years. Grocery stores have located closer to
consumers and shopping malls, with the supermarket chains concentrating
in the middle to high income areas. Supermarket chains have increased
in importance and size whereas the number of independently owned grocery
stores has decreased over the years. Also, supermarkets have created
their own private brand labels to compete with the national brands and
to generate more sales. This interstore competition of supermarkets’
own private brands with national brands has alsé extended to competition
of private brands between grocery stores, supermarkets and independent
stores alike. To compete in the retail food market, along with selling
national brands, independent stores also sell private labels which the
stores buy from manufacturers who produce private labels and sell to a
variety of grocery stores.

Retail food price advertisements of private brands and national
brands are reported regularly through the media. These prices are
advertised in many forms, as individual items or as a typical grocery
market basket. How food prices are advertised could influence the
consumer on where to shop.

Retail grocery prices can be affected by statistical changes in the
retail food market. Studies have shown that prices differ from one

location to another, in different socioeconomic areas, among different

A




11
sizes and types of grocery stores, and between brand labels (national
brands and private brands) within the stores.

Location has been shown to have an effect on retail grocery prices,
subject to the closeness of the competition and the distance of the
consumer. The further the consumer is from a grocery store, the
greater the chance of another grocery store attracting the consumers
away with lower prices. Also, the closer the competition is to another
grocery store, the lower the prices.

There have been a lot of inconsistent reportings on the socio-
economic influences on retail prices. Some studies have indicated that
the price of food is higher in low-income areas, whereas other studies
argued that the price of food is lower in low-income areas, depending on
the items in the market basket.

Studies have shown that supermarket chains have lower prices than
independent stores, a result that holds across wvarious locations of the
city under study. But when the size of the stores is considered along
with the type of store, then the location of the chain and independent
store has a different affect on price in some studies. Anywhere from
the smallest to the largest grocery store was reported to be the private
store, depending on the location of the grocery store.

Research shows that private 1label prices have been consistently
lower than national brand labels. In some supermarkets, private label
items are not of the same weight or volume as national brands, either
the private brand would be one or two ounces higher or lower than the
national brand. The fqrm of competition between national brands and

private brands depends partly on how the supermarket packages their
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private ©brands. If the package volume is identical and/or the
packaging strategy is similiar to that used for national brands, then it
is more likely that the private brand is in close competition with the
national brands. But if the weight of the item was not identical but
the packaging was similiar or if both weight and packaging of the
product were not similiar at all then the two brands are likely less
comparable in the eyes of many consumers.

The objective of this thesis is to determine the effects of
selected economic and social characteristics of the Tucson metropolitan
market on local food price levels., In order to do this a cross-section
of food stores in Tucson were surveyed on a weekly basis for four
months. Price comparisons were based on several market baskets of
commonly purchased items. By using alternative market baskets it will
be possible to evaluate the usefulness of interstore comparisons.
Conceivably, defining the comparison instrument according to different
criteria can alter the implication of interstore comparisons.

1.1 RETAIL GROCERY STORES

The Consumer of the 80’'s

The increase of women in the labor force, and changing lifestyles
and purchasing patterns during the late 1970's and early 1980’'s has
resulted in less time to shop for food. This time is costly for
shoppers. More working women means less time to shop, thus supermarkets
must showcase their products to fit into the busy lives of modern
consumers. Changes in consumers habits have also caused major changes
in the supermarket industry. The trend is toward larger stores that

offer a greater variety of products, services, and departments (Price
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and Newton, 1986). The expanded products and services offered by larger
stores are deli and baked goods counters, gourmet coffee sections, and
gourmet meat counter. Consequently, larger supermarkets are replacing
specialized and conventional stores, since the specialized stores are
unable to compete with the service departments offered by the larger
supermarkets (Handy and Kaufman, 1988). The services provided in the
supermarket system of the 1980’'s offer customers flexibility and
convenience in order to attract more shoppers and increase store sales
(Price and Newton, 1986).

In 1981, nearly half of the consumers said they were buying more
generic items, and more than half of them said that generics were
important in shopping economically. But the numbers since 1986 are
different since generics do not even receive strong support from
shoppers who list low prices as a priority during shopping. Shoppers
are emphasizing attributes such as food quality and a better shopping
experience. It appears that they might be tiring of the low price
emphasis. One message consumers seem to be drawing from stores
emphasizing "slashed" or "minimum" prices is that regular pi'ices are
still high enough to be cut (Walzer, Weinstein and Sansolo, 1987).
Shoppers may remain price conscious, but if quality becomes a greater
concern more importance would be placed on quality characteristics of
fresh items like produce and meat,

Emphasis is being placed on private brands to satisfy the
consumers’ desire of good quality at low prices. Private labels can be
offered at lower prices because costly advertising and promotions are

avoided. Also many private 1label products copy their national brand
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competitors in formula and package design, therefore saving on
development and market testing costs. To establish a good quality
reputation, private 1labels are offered with money-back guarantees if
not completely satisfied.

In early 1984 private label's share of supermarket sales grew to
about 27 percent. With the increasing stress on private labels, they
are expected to continue to grow and maintain a good part of the market
share (Handy, 1985).

Merchandising Strategy

Most retail stores have taken on a new merchandising strategy, one
based on the joy of food and shopping, rather than pursuing the lowest
shopping bill possible. Retailers are putting more promotional stress
on perishables and customer services as well as in-store promotions
(Walzer, Weinstein and Sansolo, 1987). The advertising strategies of
many supermarkets call attention to abundant services and self-service
features, thus creating the image of being a high-quality store (Marks,
1987). |

Many retailers are adding institutional and image messages to their
traditional announcement of the week’s price specials in advertisements.
Some image promotions include television advertisements supporting many
charitable causes and sponsorship of special local events. In many
cases advertisements do not mention items, prices or even food at all.
Another advertising approach that is gaining popularity is to devote a
larger portion of a commercial to an institutional theme, and then tag
on information about a current special feature or coupon offer. A

number of retailers have added a new element to their television
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advertisements - humor - to emphasize the stores' strengths and also
create a strong customer identity (De Santa, 1987).

Expenditures on advertising are aimed at attracting nonshoppers
into stores. Once in the store, however, the shopper apparently looks
at more than merchandise assortment, services, and prices. Awareness of
these other things provides fhe supermarket management with an
additional basis upon which to make its stores something different and
better to these potential new shoppers as well as to strengthen its
position with regular shoppers (Andersen and Scott, 1970).

Consumer loyalty is an important feature in the retail food
industry, with advertising aimed at luring shoppers away from their
traditional store. Seventy-two percent of consumers’ food dollars are
spent in their primary store. The most loyal shoppers are those who
rank one-stop shopping, helpful personnel and good service departments
as their main reason for choosing a store. Since these shoppers are
also those who usually run up the largest bills, food retailers find
that there is a great opportunity for sales growth from potential new
customers (Walzer, Weinstein and Sansolo, 1987).

1.2 DIFFERENCES AMONG RETAIL GROCERY STORES

Location

Retail grocery stores often disperse themselves in various
locations within one market in order to compete for customers in all
areas of the market area, and to make it more convenient for consumers
to have access to them. Consumers have a greater tendency to buy from
the store to whom they are closest (Blacg, Oslund, and Westbrook, 1985).

The location of the store has a major impact on consumer choices, since
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location affects consumers’ decision on the grocery store they will
patronize,

Literature.on "spatial microeconomics" aﬁpears to be relevant for
retail grocery stores because of their dispersion behavior (Benson and
Faminow, 1985). Faminow and Benson (1985) utilized spatial
microeconomic theory to analyze the effects of retail food price
reporting systems (RFPRS) on price levels. Studies had found that
consumers did not act on the price information made available to them by
a RFPRS. Faminow and Benson reasoned that by making use of the spatial
model, small patronage shifts would occur. Only consumers located near
market boundaries would be expected to change grocery store patronage as
a result of reductions in prices. Consumers located several blocks from
a grocer are not likely to travel to a competitor located several miles
away due to a small change in price differences. However, consumers
located an equal distance from the two stores might be expected to
patronize a store on such a difference (Faminow and Benson, 1985).

Consumer Income Level

Low income and elderly consumers have a disadvantage with
transportation and economic éccessibility which creates fewer choices
available to them. Grocery stores also have greater marketing power in
these neighborhoods and may exercise this power to the disadvantage of
consumers by raising food prices, and limiting the variety of food by
type, brand, and size. Prices of national brands tend to be higher and
quality factors such as fresh products and store cleanliness tend to be
worse. However low price items tend to be competitively priced in low

income neighborhoods (Hall, 1983).
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Studies have found that the low income consumers generally pay
higher prices for food. Devine and Marion (1980) explained this
phenomenon was due to lack of information in low income areas. A lower
level of consumer search makes it difficult to police competition.
Marion (1982) also found that since retail operating expenses were
generally higher in poverty areas, the price of food was probably higher
as well. Retail operating expenses are generally higher in
neighborhoods which consist of mostly low income people (Marion, 1982).
One reason for higher retail costs is the cost of security to prevent
losses, theft, burglary and bad check expense due to the higher crime
rate in low income neighborhoods (Hall, 1983). Another reason for
higher retail costs is that the limited buying power of lower income
shoppers results in smaller dollar expenditures for food. Therefore,
fewer large supermarket chain stores remain in low income neighborhoods
than in higher income neighborhoods (Marion, 1982).
Organization
There are two significant groups in the retail food industry, the
corporate chains and the affiliated independents (Skinmer, 1969). Most
independent retailers are affiliated with other retailers or with
wholesale distributors to obtain management assistance, private 1label
merchandise, group advertising, and economies in buying and distributica
that enable them to compete effectively with chains that operate their
own warehouses (Grinnell, 1978). Chains can charge lower and more
uniform prices throughout their system. Economies of size enable them
to sell at lower prices ;han independents, and chains have the option of

using revenues from more profitable operations to subsidize the higher
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cost and often less profitable stores.
Brand Labels

Work done by the National Commission on Food Marketing indicated
that on the average private 1label products sold for 20% less than
national brand competitors (Padberg, 1975). Private label products
permit a retailer to offer a substitute at a lower price than national
brands. This practice contributes to a low price image. A retailer can
promote private label products with the assurance that consumers who
like the products cannot buy them from another retailer. Since
consumers may not view competing retailers’ private 1label products as
being perfect substitutes, a firm would not be concerned that a
competitor will have lower prices on a specific item (Grinnell, 1978).

Many large chains and smaller independent retailers offer top-line
private labels that provide national brand quality at a lower price, as
well as second-line products that contain less expensive ingr;dients and
are lower quality. For consumers, private 1labels mean a choice in the
mix of product quality and price. Retailers like the flexibility and
full control in pricing and the higher profit margins for many private
label items.

National brands are aggressively competing in order to halt the
growth in the private 1label’s market share. Manufacturers are fighting
the increasing trend of private 1labels by offering incentives and
allowances to make their products more attractive to retailers,
protecting their designs and product specification from being copied and
introducing unadvertised brands to compete more effectively on the basis

of price. But with the strong private 1label programs in the large
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retail chains and the increasingly sophisticated product lines most
wholesalers are offering even to the small single-store retailer,
private label sales are expected to grow at about the same rate as
total store sales thus maintaining their overall market share (Handy,
1985).

1.3 OUTLOOK FOR THE THESIS

The thesis is organized into five chapters. The second chapter
discusses literature and studies on retail price behavior, consumer
search for retail prices and spatial competition and spatial variation
in retail grocery prices. The third chapter explains the procedures
involved in collection of the price data, presents and defines the
empirical model and the theoretical description of the hypotheses.
Chapter four reports the results of the empirical models that are
estimated. Chapter five gives a brief summary of the results found, and

compares these results with former studies.
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CHAPTER TWO

REVIEW OF RELATED RESEARCH
This chapter presenﬁs a review of the literature and related
research. Chapter 2 consists of three sections. The first section
reports studies addressing why retail prices vary and what variables
affect prices. The second section discusses the theory of consumer
search for price information and the results of empirical research.
The third section describes spatial competition theory and how it
explains consumer and grocer behavior. This section also includes

reviews of studies which consider store location.

2.1 STUDIES ON PRICE BEHAVIOR

Analysis of price information and behavior has taken three

Principle directions. First, monopolistic competition models have been

extended to encompass a multiproduct firm in the retail food

merchandising industry. Second, recognition that each firm’'s demand
function is directly influenced by its relationship to other firms has
instigated the analysis of the relationship between retail food firms
and market price formation. Third, a greater thrust toward research
within food firms has led to analyzing price with actual price setting
by managers becoming the primary subject of observation. Although
pricing practices within the retail food market can be explained, this
approach does not provide a basis sufficient to obtain empirical models
that closely approximate market conditions (Alderson and Shapiro).

In 1966, Paul Nelson designed a study to produce additional
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insights in the general patterns of price merchandising for food
retailing firms. His study identified and analyzed pricing of retail
food markets and firms differing with respect to the size of the market,
numbers and size of the firms and kinds of firms - chains and
independents. One question Nelson (pp. 173) asked concerning price
behavior in his design was "How do price merchandising activities differ
among retailers of different organizational character and size?". His
results showed that ownership category was significantly related to
price-merchandising practices, defined as the number of times each kind
of establishment changed its prices. The data showed variation of
price-changing patterns within as well as between ownership types
indicating that price increases and decreases do not show uniformity
among stores of any one ownership type.

Also reported were the results of comparisons between different -
store sizes. Size did not show any significant explanation for pricing
patterns. This result was expected because of the concentration of
independent stores in the smallest size and chains in the largest size
category.

In 1967, another price behavior study on retail food markets was
conducted in Edmonton, Alberta, Canada. This research, by Hawkins,
Warrack and Pattison, involved 72 food items and 23 supermarkets.
Prices were collected and analyzed for 11 weeks. Noticeable price
differences was observed among different regions of the city, which was
hypothesized to be due to a more (less) competitive price level in
regions with lower (higher) income levels.

In the middle of the price collection a government study on




22
consumer problems and inflation prices was released. The effects of the
report on prices was impressive. Price levels and price volatility
declined, and regional differences diminished. Food prices in the more
competitive regions changed marginally, but dropped noticeably in the
other areas of the city. As an interpretation of this market reaction,
it was hypothesized by Hawkins, Warrack and Pattison that food retailers
used consumer ignorance and immobility in formulating price strategy and
were highly aware of income, educational, and mobility characteristics
among clientele in separate market situations. Since there is a cost
for searching for lower prices, consumers are unable to obtain their
prefered product, service and price combination in the market. Because
of imperfect information, price discrepancies can exist in the market
place (Benson and Faminow, 1985).

These results led to a later study in the same city by Devine and
Hawkins (1969). In this case a seventy-seven product market basket was
priced for approximately six months in both chain and independent
operations. Their analysis indicated that the more affluent areas had
lower prices than the underprivileged sector of the city. In other
words, income was negatively réiated to food price levels.

Discount retail food stores had the lowest aggregate price level,
followed closely by the largest food chain in the market. However, in
the largest food chain the average weighted price index was higher at
the end of the each month corresponding to the increased number of
advertised specials. Either the advertised specials were offset by
increased prices in other items or specials were not price specials but

advertisements representing normal or above normal prices. City-wide
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advertisements were not rigidly adhered to by supermarkets. The
frequency of advertising prices was staggered by retailers. Food
bargains available during the interim between end-of-the-month pay
checks were generally never advertised, but a relatively large amount of
advertised information was distributed at the end of the month when the
aggregate price level was highest. In other words, when the number of
advertised price changes increased, the aggregate price level increased
as well. Due to the negative findings of the Edmonton supermarkets and
for fear of the findings being publicized, many of the supermarkets
changed their public image to one of being more aware of socioeconomic
characteristics and publicly lowered their prices (Devin and Hawkins,
1972).

Several studies were completed in the late 1960’s and early 1970's
which examined prices paid for food by different socioeconomic groups
and provided mixed and somewhat different evidence than the concluding
study. Sexton (1971, p. 420; 1973, p.145), in two separate articles
based on studies in the Chicago and Washington, D.C. area, asked the
questions "Do Blacks Pay More?" and "Do Inner City Stores Charge More?".
Similiar studies were done by Marcus (1969) in the Los Angeles area and
Goodman (1968, p.18) in the Philadelphia area asking the question "Do
the Poor Pay More?". Results of these price comparison studies and
others were mixed. But generally they found that prices charged by
chain supermarkets were similiar in the inner city and suburbs as well
as between the high and low income areas; that chain supermarkets tended
to be located in higher income suburban areas; and that prices were high

in smaller independent stores which were most common in low-income
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neighborhoods. The absence of any strong fluctuations in prices between
the high and low income areas suggests that chains did not set different
prices for different areas, but in fact centrally set book prices
(Sexton, 1973). Chain supermarkets typically utilize uniform pricing
within a market area to facilitate advertising of price specials (Carman
and Figueroa, 1986).

On the basis of the data collected for general food items in the
Marcus article, the poor do not pay more. In fact the cost of food in
the low-income area was actually slightly lower than in the high income
area, which contradicts Devine and Hawkins research. But if two
categories - meat and produce - were excluded from the data, the
conclusion is reversed. That is, with meat and produce excluded, the
cost of food in the low income area is consistently higher than in the
high income area. This suggests that the actual composition of the
market basket need for comparison is an important factor in explaining
intramarket price variation. The greatest difference in the cost to the
consumer can be traced to high prices charged by the "Ma and Pa"
independent stores in the poverty area (Marcus, 1969). Independent
operators have more flexibility in their pricing and enjoy lower labor
costs.

Goodman’s findings coincided with Marcus in that the poor do not
pay more. The reason for this is that all but a small fraction of
residents go outside their immediate vicinity for their principal food
shopping. They may go to supermarkets or to competitively priced
moderate-sized stores. In addition, price and quality may far outweigh

location as a stated patronage factor and most families patronize more
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than a single store. The second store chosen is more likely to be
another supermarket or competitively priceQ independent outside the
residents’ area (Goodman, 1968).

Marion et al, 1979, conducted a study to test if retail grocery
prices consisting of national brand and private label items are
significantly influenced by the competitive structure of the market.
They found that there was a considerable amount of variation in prices
across markets - 12% or more for each chain. Prices wére lowest in
markets where firm rivalry was most intense, indicating that market size
has a negative relationship to grocery prices. Their results also
showed that store size had a negative relationship to prices, and that
private label products in the grocery basket had little effect on
statistical findings (Marion et al, 1979).

2.2 CONSUMER SEARCH

As the economic environment becomes more complicated, consumers
have the opportunity of more choice and the accompanying burden oi more
difficult decision making. Information is a basic and essential
ingredient of a market economy. The variety of available prices and the
quality of products dramatically increases the time and effort necessary
to gather information. Thus, the search for information becomes a more
important part of the decision process for many consumers (Yeo, 1987).

Information is a valuable economic resource in the functioning of
markets (Devine and Marion, 1980). Information equally available to the
retailer and to the consumer is necessary for a competitive equilibrium.
Disproportional information may give one party an advantage over the

other thereby distorting the competitive process. Since the 1960's the
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role of imperfect information has received increased attention. The
catalyst for this activity was Stigler’'s work on the economics of
information. He argued that faced with a purchase decision a buyer will
search for price information among competing sellers until the marginal
cost of an additional unit of information equals the marginal returns
from the search activity involved (Stigler, 1961; Lesser and Hall,
1983).

One form of search is when consumers share information about the
price and quality of goods offered by individual sellers. But as the
number of sellers increase so does the dispersion of prices and quality
in the market. Consumer search therefore becomes more costly, and the
likelihood that a seller will attract new clients by reducing price has
diminished. As a result the elasticity of demand faced by sellers
falls, which may lead to an increase in price (Hollander, 1986). On the
other hand, as the price variance increases there may be greater
potential gains for consumers to search for prices so that the final
outcome depends on the marginal impacts on search cost and gains from
search,

The costs of search consist of actual out-of-pocket expenses and
the opportunit; cost of shopping time involved, which is generally
approximated at the margin by the wage rate or some other fraction of
income. The marginal returns - the savings to the consumer which result
from the gathering of knowledge through additional units of search - can
be approximated by the reduction in price times the quantity purchased
of the particular commodity. - .Thus, the optimum search for the ith

commodity by the jtl'l individual requires MRij"Mcij'




27

Jung Sung Yeo (1987) showed that the higher the level of an
individual’s or family’'s income the greater the number of stores
visited. A surprising finding is that exchange of information among
consumers does not always create savings. Discussions with other
consumers decreases the level of final savings so that the consumer
could not evaluate or use the information from interpersonal search well
enough to benefit. Therefore, the less the purchase is discussed with
others, the higher the final savings (Yeo, 1987).

Since consumers may not benefit by exchanging information,
alternative forms of disseminating accurate and credible information
might be used. Devine and Marion (1980) carried out an experiment in
which they published retail food price information through a public
agency and examined the effects. The research examined the influence of
increased comparative price information on the dispersion of retail food
prices and on consumer satisfaction. Benefits of the information
program were also assessed. This study indicated that the performance
of markets can be affected significantly by the distribution of accurate
and credible retail food price information. In response to the
publication of the price information, the dispersion of prices across
the stores and chains narrowed. In fact, the higher priced stores and
chains dropped prices more than relatively low priced stores.

The increase of price information was expected to be especially
helpful in low income areas since there is a lower level of consumer
search to affect prices and competition. Price data supported this
expectation. The lower income areas had significantly higher prices

during the pre-information period than the higher income area. During
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the information program, prices in the lower income areas dropped.
During the post Information period there were no significant differences
in prices by income area.

The comparative price information program appeared to increase
consumer satisfaction with food stores. Although consumers were
satisfied with their ability to choose between stores, they were less
satisfied with the information available to compare stores. Consumers
benefited from the price information program whether they used the
information or not. The fact that they could have used the information
was enough to create a price decline where all consumers can benefit
(Devine and Marion, 1980).

Other researchers have questioned whether publicly reported retail
food prices allow consumers to judge relative price levels of competing
foodstores. One such experiment was conducted by McCracken, Boynton and
Blake (1982). The objective of this research was to investigate the
potential of retail food price reporting for improving consumer price
information. Improved consumer information was measured by the change
in prices in the marketplace. They found that price reporting can lower
the level of food prices, both‘for items individually identified in the
price report and items not identified in the report. The survey results
showed that consumers used price information for general information,
not as an influence to their store choice decision. The price reports
changed some consumers’ perceptions of high- and low-priced foodstores,
but when store patronage patterns were examined, pre and post, these
patterns did not change to reinforce the competitive effects of the

price reports (McCracken et al, 1982).
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Boynton, Blake and Uhl (1983) also analyzed the affects of retail
price reporting on the food market. They examined the effects of
publicizing food store price differences (identifying the retail food
store) on the behavior of the retail food firms and food shoppers. They
hypothesized that by increasing consumer price information, price level
and price dispersions will fall in the market. The results indicated
that by publicizing the price reports, the price of the market basket
fell during the publication period. No decline in price dispersion on
the reported market basket was found. This result contradicts the
previous study by Devine and Marion (1979) which showed a significant
decline in price dispersion.

Shoppers used the reports for general information, i.e. to better
understand how prices varied from store to store and to observe how food
prices changed over time. They did not use the reports to make store,
product or brand decisions. The published information did not change
consumers’ awareness of highest and lowest priced food stores. Very few
consumers changed their food store choices because of the published
information. As a result of these findings, consumer behavior and store
patronage patterns demonstrated that the price reports had no effect on
the retail food market (Boynton, Blake and Uhl, 1983).

Lesser and Hall (1983) approached retail food price reporting
differently. Instead of reporting names of the retail grocery stores
along with the prices the stores offered on items, they only reported
the prices of the items, excluding store identification. They felt that
by reporting only the prices individual shoppers’ perceptions of price

dispersions would improve, and in cases where the prices were under-







