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EDIT ORIAL DEPARTME NT NOTE
With the Robinson - Patman Act resulting in a great increase in
interest in distribution costs from the viewpoint of the manufacturer,
accountants are again giving considerable thought to principles and
methods for analyzing, classifying and controlling distribution costs.
While principle emphasis has been placed on the problems of the
manufacturer, there is every reason to believe that other fields such as
wholesaling and retailing will benefit from this increased study.
Much has already been done in the field of retailing, and it seems
desirable that the factory cost accountant should be familiar with
the progress achieved. The two articles in this issue of the Bulletin
are offered with this thought in mind.
Probably the greatest contribution to the development of retail
accounting has been by the National Retail Dry Goods Association,
or to be more specific, by the Controllers' Congress of the Association. The present article by H. I. Kleinhaus, General Manager of
the Controllers' Congress, is a clear statement of what has been
accomplished. Mr. Kleinhaus has been engaged in retailing all his
life, and prior to joining the Controllers' Congress was connected
with a department store owned and operated by his family. Mr.
Kleinhaus has occupied his present position for the last six years.
The authors of our second article are both connected with the
Marketing Research Division of the U. S. Department of Commerce, Nelson A. Miller as Assistant Chief and W. H. Meserole as
Business Specialist. Mr. Miller, following experience in department
store retailing, paint manufacturing and the sale of real estate, joined
the Department of Commerce in 1928 and participated in many of
the early distribution cost studies undertaken by the Department. He
was in charge of the field work for the Louisville Grocery Survey
and Assistant and Acting Director of the St. Louis Drug Store
Survey. Mr. Meserole, with considerable experience in the retail
field, had further distribution experience during the war as historian
and statistician for several food administration corporations and as
statistician for the American Relief Administration. He served as
a member of the staff conducting the Louisville Grocery Survey and
the St. Louis Drug Survey and contributed largely to the concepts
and methods of accounting for distribution that were used.
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UNIFORM ACCOUNTING PROCEDURE AS AN AID
IN REDUCING RETAIL O PERATING CO STS
By H. I. Kleinhaus,
General Manager, Controllers' Congress,
National Retail Dry Goods Association, New York, N. Y.
HE PAST few years have served to emphasize the relationT ship
between consumer purchasing power and industrial activity. The doctrine of higher prices and scarcity has, I believe,
largely given way to a belief in an economy of plenty plus low
prices to increase consumption. Thus, we find current concern
with that phase of our economic system known as distribution
cost. This concern is displayed in various quarters such as the
theoretical classroom, the legislative halls of our states and nation,
the council chambers of big business and even in the households
of small store operators.
It is currently recognized that lower distribution costs, through
enabling the consumer to purchase more goods and services for his
dollar income, can be a powerful economic factor in restoring business to its pre- depression level. Improvement in the distribution
process can also become a force that minimizes such unemployment as may be caused by overproduction resulting from technological advancement.
Effect of Cost Reductions on Consumer
Demand and Employment
To illustrate, suppose that a given article is now manufactured
at a price enabling the consumer to purchase it at $5. Assume
next that through improved machinery it may later be produced
with 20 per cent less labor. Granting that there had not previously been a scarcity of the article, the technological improvement
may result in 20 per cent of those employed in the industry being
disemployed. However, since there is a saving of labor in the
production of the article, it is safe to say that the item may be
sold for less than $5. Assume that the article may be sold at
retail for $4.50 and a more effective distribution system is devel519
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oped ; retail operating costs in connection with this article are
lowered so that the consumer need pay only $4 for what had cost
$5. It is reasonable to believe that demand for the article will
increase, that a number of only prospective consumers when the
price was $5, will become actual consumers at $4. With more
articles consumed as a result of greater actual demand, there arises
the need for increased production and the probability of re- employment of those who may have lost their employment through the
introduction of improved machinery.
It may be true that some of the new $4 consumers diverted their
purchases from other products to this one. But it is also true that
some may have diverted $4 from the savings bank. The experiences of the depression have taught us that money remaining idle
in savings banks does not further the cause of recovery in the least.
Also, we must not overlook the fact that those purchasers ordinarily paying $5 have an extra dollar to spend when prices are
reduced by $1. They will spend that dollar and keep other industrial wheels turning if they have confidence in their own economic
status and in general conditions.
It is only natural that those chiefly concerned with the problem
of reducing distribution costs should be the ones whose chief activities are in the distribution field. And the principal group engaged
in distribution are the retailers. Those retailers who, as a body,
have given perhaps greatest study to the problem are those operating department stores and specialty apparel stores. Our discussion
will deal mostly with the problem as it confronts the department
store and larger specialty apparel store operators in the United
States doing a volume of approximately four billions or 12 per
cent of the total retail trade.
Mounting Retail Costs Prior to the Depression
During the decade prior to the depression, department store and
specialty store costs, which, for convenience, will be referred to
hereinafter as retail costs, mounted for two reasons: first, because
of competition between stores and second, because retailing was
gradually taking over some of the intermediate functions in the
economic process which provides the consumer with his needs or
wants. The competition between stores was not only in the nature
520
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of price competition but also of a rivalry based on the services or
satisfactions, other than merchandise proper, offered to customers.
During that ten -year period the trade as a whole broadened the
free delivery service, became more liberal in accepting returned
goods, did more to educate customers and entertain them, and provided more comforts and conveniences during shopping hours
than ever before.
One might expect that all of this would have encouraged trade
and reduced retail operating costs. And in theory this is true.
However, the point was reached where the law of diminishing returns operated and the efforts exerted or services offered to increase distribution were not effective in relation to their cost. In
other words, some of the services offered to customers were not
paying for themselves.
In regard to the second reason for increased costs, retailers
undertook to do business more and more with producers directly,
making little use of the facilities of jobbers and wholesalers. This
meant that some of the operating costs of the wholesale function
had been taken over by retailers through the extension of the
scope of their activity. To illustrate, take the item of shoes. At
one time, most of the shoe production passed through jobbers who
had road salesmen calling upon the retail trade. As larger stores
transferred their purchasing from jobbers to manufacturers, they
sent their buyers to market and incurred an expense for buyers'
travelling. When retailers bought from the jobber, such items as
warehousing and salesmen's travelling expenses were included in
the prime cost of the shoes and were thus part of a capital item, inventory. When these stores went to market, Le, sent their buyers,
bought the goods from the producer in advance, warehoused them
for a period prior to sale and took greater style risks in consequence of earlier commitments, the costs of these operations no
longer were in the form of capital but became items of expense —
part of distribution costs.
Operating costs in full service stores which absorb from 30 to 35
per cent of the retail price are often criticised as being too high.
But the critics fail to recognize, for one thing, that retailing has
been gradually absorbing some of the wholesale and jobbing functions as noted above. Of greater importance, however, is the fact
521
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that retail distribution fails to receive credit for the part it has
played in stimulating production and in the creation of the demand
for technological improvement.
It is very common to read and hear of the savings made possible
through increased production. We know that with certain items of
overhead fixed, the operation of a plant on a 24 -hour basis will
bring about lower unit costs. But can you recall ever having read
that some of the credit for lower production costs is due to more
effective retail distribution? If you have, it probably has been on
very few occasions.
Has Lower Production Costs or More Effective
Distribution Created Larger Demand?
Take the case of the innumerable articles sold in limited price
variety stores, or on the main floors of department stores. Through
window display, newspaper advertising and floor space located in
in the highest rent zones of cities and towns, the increased sales
of these innumerable items stimulate production often to the point
where new methods, new processes and new equipment must be
designed to meet the demand for an increased supply.
In any case it may be debatable whether lower production costs
stimulated broader distribution, or whether more effective distribution methods created the demand for the larger supply which made
possible lower prices. It is like the familiar question: Which
came first, the chicken or the egg? But it must be admitted that
many of the low priced items sold in retail stores were first placed
in production only after contracts had been made for their wide
distribution and /or in contemplation of a large volume of sales by
reason of the time -tried distribution methods of retail institutions.
The point may be more clearly illustrated by referring to a
statement frequently made that $600 buys a better automobile
today than $2,000 bought twenty years ago. If the automobile
industry did not have available to it that great business force and
distribution aid called advertising, would the progress made have
been so great? Would production have increased to a degree
permitting such great savings? In my opinion, the answer is
"No." And so it is with many items distributed through retail
stores on which 5 per cent of their sale prices or more is spent for
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advertising, and 6 per cent or more for space or tenancy charges
to exhibit these items to the public.
Possible Effect of Material Reduction
in Distribution Costs
Before I leave this general discussion of distribution costs, I
think it will be proper to take a moment to discuss the question
that must have arisen in the minds of some readers. What would
happen to those engaged in distribution if operating costs were
materially reduced, recognizing that approximately 50 per cent of
retail costs are labor costs? The question is not easy to answer
but in the light of what we know, I think it is safe to assume that
a reduction of operating costs would bring about a decline in retail
prices which would expand markets and react to the benefit of
industry in general. Possibly, as a result of the curtailment of
certain services now linked with retail distribution, some few might
become unemployed, but the resulting stimulus to production growing out of reduced retail prices would increase the demand for
labor in production fields and in distribution too.
Every forward looking retailer has a definite interest in the
reduction of distribution costs. The retailer has an investment in
assets other than quickly salable merchandise, which must be protected. He is not content with today's profits and tomorrow's
profits alone. He must be interested in the future and the maintenance, if not increase, of consumer purchasing power. Thus the
progressive retailer is interested in the problem of giving the consumer more and more for his dollar.
Development of a Uniform Method of Accounting
by the Controllers' Congress
This principle is fundamentally recognized in the activities of
the National Retail Dry Goods Association. This Association is
composed of almost 6,000 retail stores, the majority of which are
department, dry goods, or specialty apparel stores. With the aim
of contributing something to help reduce distribution costs, the
Association, through its Controllers' Congress, (which is the
organization within the parent body, of those executives in retail
stores interested in accounting, control, and allied subjects) de-
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veloped a uniform method of accounting some eighteen years ago.
Accounting, whether it be in retailing, in a service activity, or in
manufacturing, is the basis of cost finding. Cost finding or accounting with all its weaknesses is, perhaps, the most scientific
phase of commerce. Just as scientific and research knowledge is
a stimulant in other fields, so it acts as an incentive for the improvement of methods in distribution.
One of the greatest social and moral forces known to civilization
is what might be called the factor of competition. It is the competitive factor that has made some individuals go ahead of others
who may have had the same educational and other advantages.
It is the presence of competition as a social and economic force,
with comparatively little regulation, that has aided this country to
progress more rapidly than the older countries of the world.
Knowledge of general costs in industry or in an activity such as
retailing, provides the basis for the development of a spirit of competition in management that can do much to advance our trade and
industry. That knowledge of general costs in an industry may best
be obtained through the adoption of a uniform accounting or cost
finding system.
Extremes in Store Sizes Presented a Problem
The development of a uniform accounting procedure was not
an easy task for the Controllers' Congress. Probably such an
undertaking cannot be easily accomplished by any trade association
or industrial group. In retailing, however, there exists a problem
which hardly has its counterpart in other lines of business activity;
that is, the large number of units in the trade and the vast extremes
in sizes of stores as measured by annual sales volume. In 1918,
when standardization was first proposed, there were a number of
stores within the N.R.D.G.A. doing less than $50,000 and at least
one doing over $40,000,000 annually. Thus the problem was not
alone to develop a system to express the best accounting thought
in the trade but also to construct a procedure that would permit
comparisons between stores irrespective of size and regardless of
the degree of detail or refinement in the classification of accounts
that one store might employ compared to another. This problem
was solved only by approaching it with the ideas uppermost that
524
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flexibility, i.e., provision for expansion and contraction of accounts,
should be a basic requirement in each step or division of the work.
After much preliminary work and several years of experience, a
standard expense classification was developed which has made it
possible to collect comparable data for the past seventeen years
from a sufficiently large number of stores to warrant the publication of reports showing typical margin and expense experiences of
establishments in various sales volume classifications.

Classificationof Expenses
The principles involved in this system of accounts are not many.
First there had to be a separation of those items which make up
cost of sales from those constituting operating expense. In the
former category there are such accounts as gross sales, sales returns, discounts and allowances, alteration accounts, merchandise
inventory, purchase returns and allowances, cash discounts, and
inward freight and express. For some few departments there are
labor, materials and supplies and space costs entering into cost
of sales.
Operating expenses are classified on a dual plan, first, in a
manner similar to a business man's understanding of the type of
expenditure or charge; second, based on the purpose, that is, with
reference to the division or function of the business for which the
expense has been incurred. When there is an overlapping of functions, as in small stores, only the first plan of classification, i.e., the
natural divisions of expense, is employed.
In the first plan of classification there are fourteen major accounts which are in each case subject to finer and yet finer subclassification to permit greater control in larger establishments.
These fourteen accounts or natural divisions are: Payroll, Rentals,
Advertising, Taxes, Interest, Supplies, Services Purchased, Unclassified, Traveling, Communication, Repairs, Insurance, Depreciation, and Professional Services.
The second plan recognizes the five major functions of retailing.
These five functions are: Administrative, Occupancy, Publicity,
Buying and Selling.
In the case of larger establishments these functions are subdivided into sub - functions. For instance, Administrative is broken
down into Executive Office, Accounting Office, Accounts Receiv525
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able and Credit, Superintendency, and General Store. Each expenditure or expense charge is given two account numbers, one referring to the sub - function or functions and the other to the natural
division. To illustrate, payroll of the accounts payable department
in a small store employing the simplest of the dual classification
plan would be 20 -01, Administrative Payroll. A third number may
refer to a subdivision of a natural expense. A large store using
a more detailed plan which, however, may be condensed to compare
with small stores, would classify the same item as 22- 01 -06, the 22
representing the sub - function Accounting Office, the 01, Payroll,
and the 06, the Accounts Payable Division of Payroll.
Distribution

of Expenses to Selling Departments

The distribution of expense to selling departments has a similarity to industrial cost accounting. For years considerable thought
has been given to this phase of record keeping and the system as
modified in 1932 by the Controllers' Congress is, perhaps, as scientific as we can ever hope to have it. It has for its objective the
determination of net profit or loss by departments.
The introduction to our Manual of Expense Distribution says in
part, "Since so many stores are continuing to find it advisable to
determine a net profit figure by departments, a definitely prescribed
method of distr ibution of expenses was needed .... That this
method should be a basis of `Distribution' and not merely a `Proration' was the next point decided, the reason being that most
arguments against expense `proration' as such were justified.
Prorating to sales is an arbitrary way of taking the total indirect
expenses and dividing them according to the sales in the various
departments. It does not help to determine a more exact cost of
doing business in any particular department. How then could indirect expenses be treated to reflect in every department a more
accurate cost of doing business? The answer to this question is
the chief objective of this Manual of Expense Distribution."
Direct Application to Departments Followed
as Far as Possible
In accordance with the main principles underlying the system of
expense distribution, all items are charged directly to their ori-
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ginating departments, selling or non - selling, as far as possible. The
major problem, then, is concerned with the distribution of items
of an indirect nature, those incurred for a number of departments
or for the store as a whole.
To illustrate, in the Administrative function of the large store
there is a sub - function called Accounting Office. This comprises
the Sales Auditing, Accounts Payable, Statistical, Cashiers, Payroll and General Office divisions.
For the purposes of expense control within the division or department and for measuring efficiency of the clericals, the sales
auditing department will keep a record of the number of transactions, including saleschecks, credits, cash register sales, etc.
Thus the basis determined upon for distributing the expense of the
sales auditing office is number of transactions, with an adjustment
for cash register sales.
The Accounts Payable office expenses are distributed on the
basis of the number of invoices and returns. The Statistical office
expenses are allocated equally to each department, and the Cashiers, Payroll, and General Accounting Office on the basis of sales.
With such a plan in operation it has been demonstrated that it
will not be necessary to distribute more than 15 to 20 per cent
of total expenses on the basis of sales. We believe that we have
made considerable progress in our method of cost determination
and I leave it to you cost accountants to say how far we have advanced relative to other industries or activities, keeping in mind
that not over 20 per cent of total expenses need be allocated to a
department on the arbitrary basis of sales.
Two Complementary Accounting Procedures
There are thus two complementary accounting procedures which
have been recommended in the retail field. One pictures the operation of the store as a whole, the other portrays the results of
departmental operations. For internal operation we have a standardized operating statement, and for other purposes there has been
devised an income statement which, under a newer philosophy of
accounting, treats certain expenditures as merchandise costs rather
than operating costs. This is the form of income statement which
has been approved by the Securities and Exchange Commission
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and which stores, whose securities are broadly distributed, use in
reporting to their stockholders.
There has also been developed within the past three years
another supplementary procedure for determining the value to the
store of each selling department. This procedure does not arrive
at a profit or loss but at what has been termed the contribution, i.e.
the remainder after charging against gross margin those expenses
which would not have been incurred by the store had the department not been operated. In other words, through it one may determine each selling department's contribution toward the payment of the management expenses or those which the selling department cannot control. What this procedure does is to spotlight
general management expenses on the one hand and departmentally
controllable expenses on the other.
Two Major Reports Published Annually
As a result of the use of the two principal accounting procedures
by our member stores, there are published annually two major
reports. The one entitled "Operating Results of Department and
Specialty Stores," is prepared by the Bureau of Business Research
of Harvard and sponsored and financed by the National Retail
Dry Goods Association. This report is based upon our standard
method of expense accounting and gives a rather complete statistical picture of the operations of the store as a whole. The other
report is known as the "Departmental Merchandising and Operating Results" and is compiled by the Controllers' Congress. It
gives the results of various phases of departmental operations of
stores grouped by volume classifications. Both of these reports
include typical or average figures and data on the best 25 per cent
of all performances. These latter data are called goal figures and
are offered as planning guides particularly to stores whose performances surpass average.
These reports are published annually and are used by many
stores to check, plan and control their operating functions, naturally with some recognition of the particular conditions prevailing
in the store.
It would not be difficult to discuss from a theoretical viewpoint
and demonstrate how a store comparing, for example, its delivery
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cost with average delivery expense as shown in these reports,
might find its own operation too costly, and stimulated by the
comparison, would analyze every step of its delivery function.
As a result the store might find it was employing helpers on routes
where none were necessary. I might continue the illustration and
say that another store making similar comparisons, might find
it was offering its customers two deliveries a day in all zones,
-whereas one delivery a day in most zones was the usual practice.
Benefits Derived from Uniform
Accounting Plan
I could continue in this vein for hours. However, desiring to
demonstrate the benefits that have been derived by stores in reducing their operating costs through making use of the uniform
method of accounting and wishing to encourage you, who represent various industries, to strive for the development of a uniform
accounting procedure in your respective fields, it is preferable that
I cite actual experiences and not theoretical ones. Accordingly, I
shall quote from voluntary remarks of controllers of various stores.
Said one controller, speaking of the effects of our standardization
program: "What have been the results? It has furnished a vitally
important body of comparative facts. It has produced definite lines
of expense - thinking among non - accounting executives in the industry and among public officials. It has served as a telling argument to induce other crafts to standardize."
Said another, speaking of the benefits of comparison made possible through standardization: "The standards thus arrived at provide the measuring stick by which any organization can focus the
spotlight of investigation and improve its own operation, which
comparison shows to be below normal."
Speaking of the benefits of standardization in the field of budgeting, one comment reads: "The standard N.R.D.G.A. classification
should be used as a basis for setting up the budget plan. This
system lends itself to functional control since more detailed expense
items are recommended as the size of the organization increases.
We have found this system very effective in preventing increases
in those expenses which seem to have a tendency to creep uv with
no corresponding increase in sales or profits."
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The remarks of one of the best known professional accountants
in the retail field, made when the craft was facing a period of declining prices, are as follows: "... prices will, in all probability,
come down faster than expenses and unless they have some gauge
whereby they can measure their ratio of expense with other similar
stores, they will not know just where to cut expenses and lacking
this measure may make drastic reductions which will disorganize
or possibly permanently injure their business. To measure the
results produced by even two stores in a practical manner, there
must be a clear -cut, well - defined plan for arriving at statistics in
identically the same manner so that each of the merchants will be
talking in the same language about the same thing."
Early in the campaign to secure adoption of the uniform accounting procedure, the controller of a store doing about
$20,000,000, made the following remarks: "Nor do I doubt for a
moment that the wide publicity that will be given to such an accounting program as this Congress may ultimately adopt will
surely be the means of placing upon a profitable basis many establishments that are losing money because they cannot or do not
know how to analyze their own operations."
Recognizing the place of expense analysis in the field of management and the contribution of the uniform accounting procedure,
one controller said: "I may attribute the success of our business
to the fa ct that we have a t the hea d of the firm one man who
watches expenses continually and I will perhaps do better by explaining our system briefly. We feel that we have a very good
expense analysis. We have the method the Controllers' Congress
of the National Retail Dry Goods Association issued and I am glad
to say that we know of nothing that is better than the system they
have advocated."
Here is another interesting remark: "We have eliminated an
account which a good many stores have, namely, general expense.
We don't permit it on our books. We have every item of expense
subdivided into one of these divisions, and then subdivided where
it will show exactly what the purchase was for, and we manage
to get our report on the fifth of every month. In fact, on the old
method we were lucky if we got it out on the fifteenth."
The use of the uniform accounting method as an aid in budget 530
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ing received the following comment from the controller of one of
New England's largest stores: "We use the N.R.D.G.A. expense
classification in preparing our budget. We t a ke th e five main
divisions. The selling budget is submitted by the store superintendent, buying budget submitted by the merchandise manager, the
publicity submitted by the publicity manager, occupancy budget by
the store superintendent, and administrative budget submitted by
the executives whose salaries are charged to administrative
classification."
Experience ofone Large Store Cited
In addition to these comments and experiences, I must relate
the experience of a large store in the west which was told to me
by the controller upon a recent visit to his store.
The store regards the data on departmental operations which
the Controllers' Congress issues annually as a veritable Bible. In
comparing their own operations they found that in three selling
departments their inventory shortages for a period of years regularly and greatly exceeded the typical figures shown in the published reports, whereas, in other departments there were not such
great discrepancies. They were very much concerned and periodically performed what are called retake and interim inventories,
checked and rechecked their records, had their employees shopped
for honesty, called their store detectives into consultation, and did
everything known to them to discover the reasons for the excessive
shortage. The controller, in his investigation of the problem, also
noticed that their sales returns for these departments were considerably in excess of the typical experiences shown in the Controllers' Congress Departmental Report. Knowing that the effect of a
sales return is to increase inventory, he became suspicious that
perhaps something was wrong with the sales return records. He
examined the return slips or credits for one of the departments
and found that the assistant buyer of this department who was
authorized to issue credits and refunds as well as were the buyer
and the aisle manager, had issued a much larger proportion of
these refunds than seemed warranted. Each slip was filled out
with a customer's name and address but investigation revealed that
a very large proportion of these slips were apparently issued to
531
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mythical customers. The assistant buyer was questioned and confessed to having fraudulently obtained cash refunds in that manner
for about three years. A similar investigation was made in the
second department with similar results.
In the third department an investigation was being conducted
along similar lines, but before it had been completed the guilty one,
a man in this case, committed suicide. The store had had all of
these employees covered by a position bond and the surety company made good to the extent of all spurious credit or refund slips.
Recent Increase in Efficiency in Retail Field
The illustrations and comments cited deal with specific cases of
cost reduction and control through the aid of the uniform accounting procedure. The craft as a whole has shown definite indications
of increased efficiency during the past few years, as may be noted
from the following remarks of Professor Carl N. Schmalz of
Harvard University, who, as a disinterested party, directed the
last annual study of department and specialty store operating expenses: "If one looks back as far as 1930 he sees that percentages
of total expense during the five -year period, 1930 through 1935,
showed a net increase of from 0.3 to 2.5 per cent of net sales,
varying for the different groups of stores according to sales volume.
These increases in the percentages resulted from a combination of
decreases in dollar sales and in dollar expense, the former decreases
being the larger. Since these movements were accompanied by a
decline in prices which was smaller than the decline in sales, the
physical volume of goods handled did not decline over the period
so much as sales; and since the physical volume of sales, also, did
not decline so much as expense, there was a net decrease in the
dollar expense per physical unit of goods handled. This decrease
amounted to from 13 to 18 per cent in the cases of those volume
groups of stores covered."
Variations in Costs in Stores of Different Types
We must not omit some comment on the varying operating costs
in stores of different types. It is common knowledge that there
is likely to be less difference in the percentage of operating costs
to sales, between two stores offering the same type of services
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generally, one dealing in low priced goods and the other in high
priced merchandise, than there is between two stores, one of which
offers less service and convenience to customers than does the
other. But the fact that a cash and carry store may have an operating cost 20 per cent less than a store offering deliveries, charge
accounts, and other convenience is no indication of the greater efficiency of the cash and carry store. Retailers sell merchandise
plus satisfactions, to use an abstract term. The cash and carry
store deals in fewer satisfactions. A major problem of the retailer
is to find his proper niche, i.e. to offer to his potential patrons the
merchandise and satisfactions which they want.
There is one other point I would like to make which is true, not
only of retailing but of manufacturing as well. Poor merchandising, using the term in its narrower sense, can very easily cause
expense dislocations, and, conversely, a number of expense reductions are possible through the improvement of manufacturing
or merchandising operations.
There is much more that can be said relative to the value of the
uniform accounting system in the field of retailing. I believe,
however, I have given you sufficient indication that these benefits
have been real and practical, and not mythical or theoretical. I
hope I have stimulated you who are in industries that do not have
a uniform accounting system, to consider the practical value that a
program of standardization may be to you. As retailing has gained
by a uniform accounting plan, so can any line of industrial
endeavor.
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D E P A R T M E N T A L AC CO UN T I NG IN DRUG S T O RE S
Based Upon the St. Louis Drug Store Survey
By Nelson A. Miller, Assistant Chief, Marketing Research
Division, U. S. Department of Commerce
and W. H. Meserole, Business Specialist, Marketing
Research Division, U. S. Department of Commerce
HE INTENSIVE studies dealing with the behavior and the
T cost
and profit characteristics of commodities in the St. Louis
Drug Store Survey established a relation between different commodity departments in respect to costs, margins, and profits. Because of this relation it is believed that a bridge can be constructed
between the Survey and the current operations of typical drug
stores, which would make it possible, at no particular expense, to
roughly determine the costs, margins, and profits of merchandise
departments for which detailed records are usually not available,
because they are costly to maintain.
The seven stores included in the Survey averaged a gross margin
of 40.7 per cent of sales, expenses of 34.0 per cent, and net profit,
6.7 per cent. The detail of these figures, by departments, is shown
in Ta ble No. P
Determining Net Profit by Departments
In order to arrive at net profit for the total store, or for any one
commodity group or department, the following facts must be
known: sales, gross margin and expense. It is clear that some
departments are responsible for a higher expense per dollar of sales
than other departments. These differences in expense for different
commodity groups are caused by varying rates of turnover;
' T he avera ge operating expense, gross margin, and net profit arrived at
a re not intended to represent national averages, since the da ta a re obta ined
from a very few stores. However, the expense a nd gross ma rgin ra tios in the
different commodity classifications showed consistent trends fr om o ne store
to another. These relationships appeared logical in view of the chara cteristics of the respective commodity groups. Moreover, there is reason to
believe that these sa me genera l compa rative rela tionships might continu e to
exist in the sa me ma nner, regardless of the nu mber of stor es a dd ed to the
sample. It is quite logical, for example, to find that ciga rettes cost much
less in expense per dolla r of sa les tha n fou nta in produ cts a nd prescriptions.
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investment in inventory, fixtures and equipment; sales volume;
selling time; and average size of the sales transaction. The influence of these factors was measured in the drug store survey and
as a result it is possible to allocate expenses to departments on
something better than a percentage of sales basis, which is admittedly a faulty process.
The margins and expense ratios shown for the various departments in the drug store survey are not necessarily true for any
one particular store, but it is believed that the relationships among
the various departmental figures are constant enough to permit of
the use of these relationships in determining the margins, expense,
and profits for departments in most commercial pharmacies that
carry essentially the merchandise listed in the departmental setup
used in the Drug Store Survey (Table No. 1) .
In order to calculate sales, gross margin, expense, and net profit
for each department, the following procedure is suggested, which
might suffice in the absence of complete cost accounting records.
1. Sales Volume. (Table No. 2). It is obvious that there must
be a control of sales in each department. This, of course, is obtained through cash register controls by separate keys or separate
registers, and by an analysis of charge sales, by departments, with
proper allowance being made for returned goods in each
department.
It is recognized that the average drug store keeps departmental
sales by only several broad departments, such as, for example,
fountain, cigars, and drugs. It is obvious, in this case, that under
the category of "drugs" would come a number of commodities,
such as toiletries, candy, prescriptions, sundries, and so on. Often
these departmental groupings are made purely as a matter of convenience in arrangement of merchandise and registers in the store.
Since each of the small commodity groups within a department
may have different margin and expense ratios, it is obvious that
in arriving at a total margin or a total expense for a department,
due consideration must be given to the sales weights of each commodity sub -group in the particular department considered. Tile
purpose of this analysis is to establish a procedure for calculating
these margins and expenses to arrive at a calculated net profit for
each department.
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In the absence of actual sales records showing more detail than
a departmental total, the sales of the component parts of any department (as listed in Table No. 1) must be estimated by the
store proprietor. This is the first step toward applying the survey
findings on margins and expense to individual stores. The more
accurate this estimated sales breakdown is in each department, the
more accurate the rest of the calculations will be.
In estimating sales of sub- groups within a department, it would
be wise to record all sales in the various departments on a sampling
basis over an appropriate period. This might be accomplished
by the use of sales slips or a tally sheet on which the sales could
be entered under the several sub - groups at the time the sales
transaction is made. An analysis of purchases by commodity
groups would also be of some assistance in arriving at an estimated
sales breakdown.
2. Gross Margin. (Table No. 3). After sales have been recorded for each of the broad departments actually set up in the
store, it is necessary to arrive at a calculated gross margin for each
department. The margins on various commodity groups within
the department will vary, as will the average gross margin for
each of the broad departments used. The only gross margin figure
readily available is that for the total store and is arrived at by
adding the merchandise bought during the accounting period to
the opening inventory, and subtracting from this total the closing
inventory value. This calculation is at cost prices and gives the
cost of goods sold which, in turn, is subtracted from retail sales
to give gross margin.
The total store gross margin thus obtained is then distributed
to the several broad departments used in the store records. In
order to do this a gross margin index for each department must
be calculated. This index for distributing total store gross margin
to the various departments is arrived at by using the Survey gross
margin ratios for the different commodity groups within a department, and the sales weighting of these small commodity groups
within the department according to the experience of the proprietor. This process saves the great amount of work which
would be required to establish actual gross margin ratios for each
department in a given store. The gross margin index is calculated
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for each department, and may be used as the basis for distributing
the known total gross margin to the different departments ( See
Table No. 2) . It is not likely that the gross margin ratios in any
one store will be the same as those shown in the table, but it is
likely that the ratios in an individual store for the various commodity groupings will bear a relation to one another similar to
those shown in the table. The accuracy of the calculations is based
on the relations among the survey ratios rather than on the actual
ratios themselves.
In a store where emphasis is placed on a heavy volume of nationally advertised goods in a number of departments, and especially when such items are sold at cut prices, the margins will be
considerably lower than the survey ratios in those departments
featuring such goods. While this situation would appear to reduce
the value of the system outlined, it is again pointed out that the
plan is based on the relationship of one department's ratio to that
of another, and a store featuring much lower margins on a large
volume of certain goods is quite likely to have a store average
gross margin considerably under the 40.7 per cent margin in the
survey stores. This fact would tend to make the plan still usable
in spite of the wide discrepancies in the departmental margins in
low margin stores and in the Survey stores. However, its -use is
not suggested in price- cutting, low margin stores, because even in
such stores the fountain margins are not reduced along with those
of other departments.
3. Expense. (Table 4). The second and last calculation arrived
at on an index and weighting basis is the dollar expense figure for
each broad department, which must be weighted according to the
various commodity groups within the broader departments. The
same method is used as for gross margin and is shown in the
detail of Table 4, which is given as a demonstration of how the
calculations might be worked out in any drug store carrying the
usual line of goods found in the typical pharmacy.
4. Net Profit. (Tabl e 5). This figure is merely the difference
between the dollar gross margin and dollar expense, which have
been calculated as outlined above. Obviously, a net loss appearing
for any one department should direct attention to the detailed
operations of that department. It is not enough merely to trans 537
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fer a profitable line of merchandise to an unprofitable department
so that the unprofitable department will show a profit. This procedure would not affect the total store net profit.
Table No. 5 shows the hypothetical drug store setup for demonstration purposes to have suffered a slight loss in the sub - groups
of sundries and toiletries, but the store's designated department,
Sundries, including other goods, made a profit of 3.2 per cent. If
this hypothetical drug store had made a net profit of about 7 per
cent, caused by either a higher total margin or lower total expense
than used in the example, then both the sub - groups of sundries and
toiletries would have shown net profits.
To increase the net profit for any department, and hence for
the store as a whole, there are several possible methods available:
First, increase volume at no increase to the expense percentage. This can be accomplished by store promotions, advertising,
display, securing additional customers, introducing appropriate
new and seasonal items, featuring and selling higher priced lines
and multiple and related items, and the expansion of credit business.
Second, increasing gross margin percentage at same sales volume. This can seldom be accomplished by raising prices, since
competition usually limits the retail selling price of any item.
Gross margin may be increased by careful buying to secure maximum quantity and cash discounts, avoiding spoilage, breakage
and wastage; proper inventory control and care; proper safeguards against cash leaks and merchandise pilferage; restriction of discounts allowed to customers; and, in general, the
avoidance of excessive mark -downs due to a number of causes.
Third, expense reduction. Practically every careful merchant
is constantly watching for opportunities to save expense. Some
expense might be saved in the following ways: careful control of
credit granted in order to avoid bad debt losses; use of part -time
help; payment of wages consistent with a clerk's ability to sell
and to develop and hold good customers; careful control over
supplies, electric light, telephone, gas, and heating costs.
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TABLE 1.
SURVEY DATAa ON SALES, MARGINS, AND EXPENSES BY DEPARTMENTS
(Based on the operations of 7 independent neighborhood commercial drug
stores)
Sales Gross Margin Expense
Per cent
Per cent
Per cent
of
of
oftotal
Department
Value
Sales
Sales
Prescription . . . . . . . . . . . . . . . . . . . . . . . . . . 16.1
58.1
49.3
Package Medicines . . . . . . . . . . . . . . . . . . . . 12.2
38.2
27.1
Hospital . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
3.2
55.6
26.3
Sundries
5.4
38.2
38.2a
Newspapers and Magazines . . . . . . . . . . . .
3.2
26.1
21.5
Commissions, etc . . . . . . . . . . . . . . . . . . . . . .
1.0
Toiletries . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
8.5
34.3
34.3a
Confectionery . . . . . . . . . . . . . . . . . . . . . . . . .
5.5
39.1
36.0
Tobacco . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 18.8
20.7
14.2
Fountain . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 26.1
46.1
37.9
a Sundries and toiletries showed a loss in the Survey. This loss resulted
from merchandising faults, and was not necessarily inherent in the commodities. Since it is possible to break even or to make a profit on such goods,
the expense figures above have been adjusted to equal the gross margin of
these commodities. To reduce or eliminate losses in these goods, the druggist must take steps to lessen the effect of overlapping lines, excessive selling time, heavy inventory investment, and in th case of sundries, very low
average sale on a large number of miscellaneous items.
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TABLE 2
KNOWN DATA FROM THE DRUGGIST'S OWN RECORDS
(A hypothetical 4- department drug store)
Department
Dollars
Drugs:
Includes, say, Prescriptions and
Package Medicines .. ...... ...... $5,000
Commissions would also be included in the sales of this departSundries: Includes, say, Hospital Supplies,
Sundries, Newspapers and Magazines, Toilet articles and toilet
goods . . . . . . . . . . . . . . . . . . . . . . . . . .
4,000
Fountain: Includes fountain only ........... 10,000
Cigars:
Includes, say, Tobacco and Confectionery . . . . . . . . . . . . . . . . . . . . . .
6,000
Total store

. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $25,000

Sales
Percent of Total
20.0

16.0
40.0
24.0
100.00

OTHER KNOWN DATA (IN THE HYPOTHETICAL STORE)
Total Store Expenses . . . . . . . . . . . . . . . . . . . . . . .
Gross Margin . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Net Profit . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

Dollars
$7,500
8,750

Per cent of Sales
30.0
35.0

1,250

5.0

These are the only sales, expense and margin data the merchant usually
has. All other data that he uses to find departmental profits are either estimated on the basis of experience, or must be calculated with the aid of
certain other data secured from other sources.
a

An extreme case is presented, with fountain sales of nearly twice the
Survey average, in order to demonstrate the wide range of applicability of
the system that is suggested. These hypothetical figures are used in Tables
3, 4, and 5 as an example of the use of the plan.
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TABLE 3
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$

T his calculation is ba se d o n th e g r o ss profit ratios o f t h e d r u g store su rvey, weighted in accorda nce with the dru ggist's
own estima ted brea kdown of his sales within each broa d depa rtment.
1
2
3
4
5
6
7
8
S u rv e y Fin ding s App lied
Calc ulated Gross
Per cent
Ma rg in
Dep artmen ts
Co mmod ity Groups
Dru gg ist's o wn
Gro ss
Gross
of Tota l
Per cent
a s se t u p b y
included in each
Ac t u a l a n d E sMa rg in
Ma rg in In de x Gross
Dollars
of
the Dru ggist
Department
tima te d Sa le s
Ra tios
(a )
Margin
(b )
Sales
3,000
x
58.1%
1743
17.217o
$1,505
50.2%
Dr u g
Prescriptions
(E st. )
Pa ck a ge Medicines
(E st . )
2,000
x
38.2
764
7.5
656
32.8
Actu a l
5,000
x
2507
24.7
2,161
43.2
Su ndries
Hospita l Su pplies
(E st . )
665
x
55.6
370
3.6
315
47.4
Ma ga zines (E st . )
455
x
26.1
119
1.2
105
23.0
Ne
ws
u
Su ndries
(E st . )
1,120
x
38.2
428
4.2
368
32.8
Toilet
(E st. )
1,760
x
34.3
604
6.0
525
29.8
r
Actua l
4,000
1521
15.0
1,313
32.8
Fou nta in
Fou nta in only
Actu a l
10,000
x
46.1
4610
45.5
3,980
39.8
Ciga rs
Tobacco
(E st . )
4,600
x
20.7
952
9.4
823
17.9
Confectionery
(E st . )
1,400
x
39.1
547
5.4
473
33.8
Actu a l
6,000
1499
14.8
1,296
21.6

w

CALCULATION OF GROSS MARGIN FOR EACH DEPARTMENT (HYPOTHETICAL CASE)

(a)
(b )

Actua l

$25,000

10137

100.0%

$8,750

Z

35.00/c

T h is figure is only used a s a basis for distribu ting th e a ctu a l tota l sto re gro ss ma rgi n to the v a ri ou s c omm odi ty
depa rtments a s shown by column 6.
T h e total of column 7 is the actual store gross ma rgin ($8,750 in this ca se ). T h e distribu tion of this total
a mong the va riou s depa rtments is m a d e according to the percenta ges in colu mn 6 . T o prepa re compa rable figures for a nother store the mercha nt wou ld su b st it u te h is o wn fi gu re s for c ol u mn 3 a nd fo r th e to ta l of colu mn
7. T h e figu res in colu mn 4 will not be cha nged since th e y a r e consta nts ba sed on su rve y resu lts. Colu mn 5 is
the produ ct of column 3 multiplied by colu mn 4 a nd will va ry in a ccorda nce wit h the ma k e -u p of depa rtmenta l
sales in the store.

'

Tota l Sto re

41

TABLE 4
C A L C UL A T I O N o f

E X P E N S E FOR E A C H

D E P A R TM E N T

( H YP O TH E TI C A L C A S E )

T his calculation is based on the expense ra tios of the dr u g st or e su rv ey , we ig ht ed i n a c co rd a n ce wit h th e dr u g gi st s' o wn
estima ted brea kdown of his sales within ea ch broa d depa rtment.
1
Department
as se t u p b y
the Drug gist
Drug

Su ndries
N
F o untain
Ciga rs

Tota l Sto re

2
Co mmo d ity Groups
in clu de d in e ac h
Dep artme nt
Prescriptions
Pa ck a ge Med ici nes

(E st. )
( Est .)
Actua l
Hospita l Su pplies
(E st. )
N e ws & Ma ga zines (E st. )
Su ndries
( Est. )
Toilet
( Est.)
Actu al
Fou nta in only
Actua l
Toba cco
(E st. )
Confectionery
( Est .)
Actua l

3
Dru g g i st' s o wn
Ac tu a l a n d Es timate d Sales
$ 3,000
2,000
5,000
665
455
1,120
1,760
4,000
10,000
4,600
1,400
6.000
$25,000

4

x
x
x
x
x
x
x
x
x

5

6

7

8

S u rv e y Fin d i n g s Ap p lie d
Ca lc ula te d Ex pe n se
Ex p e n se
Ex p en se
In d e x
Per cent of Dollars
Per cent
Ra tios
( a ) To ta l Ex p e n se
(b )
of S ale s
49.3%
=
1479
17.9%
$1,342
44.7%
27.1
=
542
6.6
495
24.8 _
2021
24.5
1,837
36.7
26.3
=
174
2.1
158
23.8
21.5
=
98
1.2
90
19.8
38.2 (c ) =
428
5.2
390
34.8
34.3 ( c) =
604
7.3
547
31.1
1304
15.8
1,185
29.6
3,427
34.3
37.9
=
3790
45.7
14.2
=
653
7.9
593
12.9
32.7_
36.0
=
504
6.1
458
1157
14.0
1,051
17.5
8272
100.00/0
$7,500
300%

T his figu re is only used a s the basis fo r distri bu tin g the actual st o re ex p en se t o t h e v a ri o u s co m mo d i ty de p a r t men ts a s sho wn by col u mn 6 .
(b) T h e total of column 7 is the actual total store expense ( $7,500 in this ca se ) . T h e distribu tion of this total
a mong the va riou s depa rtments is m a d e according to the percenta ges in co lu mn 6. T o p re p a re c om p a ra b l e figures for a nother store the merchant wou ld su b sti t u te h is o wn fig u r e s fo r c o lu m n 3 a nd fo r t h e t o ta l of c ol u m n
7. T h e figures in colu mn 4 will not be cha nged since they a re consta nts based on su rvey resu lts. Column 5
is the produ ct of colu mn 3 multiplied by colu mn 4 a nd will va ry in accorda nce with the ma k e -up of dep a r tmenta l sa les in th e store.
(c ) See footnote ( a ) on T a b le No . 1.

n
�
r

(a )

00

5

6

Fou nta in . . . . . . . . . . . . . . . .
Ci g a r s:
Tobacco . . . . . . . . . . . . . . .
Confectionery . . . . . . . . .

12.0010
8.0
20.0

$1,505
656
2,161

50.2%
32.8
43.2

$1,342
495
1,837

44.7%
24.8
36.7

Net profit, actual
total and calculated detail
Per cent
Dol l s
of sales
(a )
( b)
163
161
324

2.7
1.8
4.5
7.0
16.0

315
105
368
525
1,313

47.4
23.0
32.8
29.8
32.8

158
90
390
547
1,185

23.8
19.8
34.8
31.1
29.6

157
15
-2 2
-2 2
128

23.6
3.2
-2 .0
-1.3
3.2

10,000

40.0

3,980

39.8

3,427

34.3

553

5.5

4,600
1,400
6,000

18.4
5.6
24.0

823
473
1,296

17.9
33.8
21.6

593
458
1,051

12.9
32.7
17.5

230
15
245

5.0
1.1
4.1

( a ) Col u mn 4 mi nu s c olu mn 6 .
( b ) Column 5 m inu s c olu mn 7 .

100.00/ 0

00

5.5%
8.0
6.5

665
455
1,120
1,760
4,000

T O T A L S T O R E . . . . . . . . $25,000

%A

z

&

Su n dr ie s:
Hospita l Su pplies . . . . . .
Ma ga zines
Newsp a pers
Su ndries . . . . . . . . . . . . . .
Toilet . . . . . . . . . . . . . . . . .

$3,000
2,0_00
5,000

9

8

7

$8,750

35.0%

$7,500

30.0 0/0

$1,250

5.00/ 0

y

Drug:
Prescriptions . . . . . . . . . .
Pa ck a ge Medicines . . . .
w

4

Operating Expense,
Gross Margin,
Sales, Actual and
actual total and
Estimated
actual total and
calculated detail
estimated detail
Dollars Per cent of total
Per cent
Per cent Dollars
Dollars
of
Of
sales
sales

Department

u

3

p

2

$

1

w

TABLE 5
SUMMARY OF SALES, GROSS MARGIN, EXPENSE, AND NET PROFIT BY DEPARTMENTS (Hyp oth eti ca l Ca se)

