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Introduction

Retailing is an economic activity that consists“sélling commodities or goods in
small quantities to ultimate consumé&tsThere is a large diversity of economic actistitat
satisfy this definition. For instance, furnituremgs, supermarkets, pharmacies and clothing
stores all belong to the retail category. Tradaityy these stores buy large quantities of

merchandise and sell them later to final consunmeegchange for a margin.

A general merchandise store is a special type t@ilee categorized by the U.S.
Census Bureau. This kind of store sells a largeetyaof goods rather than focusing on one or
several items. A traditional general merchandiseesis a department store. During the late
nineteen fifties and early nineteen sixties a netegory of general merchandise store
emerged with the objective of satisfying the insieg needs of the American working class.
The name of the concept was discount retailingis&alint store is characterized for selling a

large diversity of goods at very low prices by e¢ohing costs.

This dissertation, which was supervised by Prafiegsnili Grifell-Tatjé, is an effort
to gain a better understanding of the evolutiothef American discount retailing business. In
particular, we are interested in the business nsoftdlowed by the two major firms in the
discount retailing industry as well as the motigatbehind their investment decisions. We
expect that the findings of our research will paa/more insight not only to academics but to

practitioners as well.

A business model is defined as “the logic of threnfi by Casadesus-Masanell and
Ricart (2010). Firms in the same sector could tdifferent business models. Some “logics”
could have better results than others. A discobatrcmust choose elements of its business
model such as where to locate the stores, priciolicies, human resources practices,
governance of fixed assets, merchandise varietye dayout among other elements. It is
possible to imagine a multitude of configuratiohatta discount chain could adopt regarding

these choices.

The first and second chapters of the thesis focuswo extreme cases: Walmart's

success and Kmart's failure. The reason is thdbbysing on both extremes it is possible to

! Merriam-Webster Online Dictionatyttp://www.merriam-webster.com/dictionary/retAitcessed on May 17th
2011.




better identify the factors that determine goodqremance. The third and final chapter of the
thesis explores the issue of how a behavioral sadh as optimism affects the investment

behavior of a firm and includes an empirical aptiien in the discount retailing context.

Walmart and Kmart opened their first stores in 198#hart was the result of a
diversification process undertaken by S. S. Kresgenversely, Walmart was a business
developed from scratch by Sam Walton, who previo@iginchised a Ben Franklin variety
store (Walton, 1992). Kmart was the most succesdifstount retailer for a limited time
period. Kmart's Annual Report of 1971 informed théie discount retailing business
generated 2.5 billion dollars in sales that year1971, Walmart was approximately forty
times smaller than Kmart in terms of total sales ffarticular year.

Walmart was a rural competitor with difficulties cassing capital. The firm also
struggled to convince vendors to replenish itsest@WWalton, 1992, p.52). On the other hand,
Kmart expanded the size and scope of its businemsesnously. Kmart's achievements
provided prestige to the discount retailing indysand the company quickly became a
household name. Walmart was, for many years, avielf that limited its role to the service
of fringe markets such as rural and suburban aredalse southwestern part of the United
States. Despite its shortcomings, Walmart progreasél achieving the game-changer status
that still holds today. In contrast, Kmart wastedieader advantages and declared bankruptcy
in 2002.

As previously mentioned, Walmart's success storgnalyzed in the first chapter of
the thesis. Our analysis starts with the descrptbWalmart’'s business model based on the
company’s reports and studies on the subject. latisthis point that most strategic
management case studies stop. We go a step floyhguantifying the impact of the main
elements of Walmart’'s business model on profitateon. Specifically, we measure how
Walmart’'s business model configuration is refleciedhe economic drivers that constitute
profit change. These economic drivers are pricecgfftechnical change, operating and
efficiency change and activity effect. The pricéeef reveals how the changes in output and
input prices affect profits. Technical change shadles alteration in the evolution of profits
due to technological shocks. The operating ancieffty effect measures the impact of
improvement or deterioration of the production@éincy. The activity effect is a component
that embodies all policies aimed at the firm’'s gitowOur results show that Walmart’s
performance is explained mainly by this last congsanWalmart did not achieve its current

status by charging higher margins or by being mpreductive, but by continuously
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expanding its business by opening new stores,asarg product variety and lowering prices
to increase sales volume. The empirical analystwiges information about the current
situation of the company. It reveals some stagnatidhe firm’s development, increments in

costs and the difficulties that the warehouse @ivisSam’s Club, is facing.

Kmart's failure is examined in the second chaptethés thesis. Contrary to what
occurred with Walmart, Kmart had different businesedels during the studied period.
Kmart was a pioneer in many aspects of the discmtatling business. Harry Cunningham,
Kmart's CEO from 1959 to 1972, was the managerébtablished many of the practices that
today are commonly applied in the discount retgiBector. Sam Walton acknowledged in his
autobiography that Kmart was a source of inspira{\iWalton, 1992, p.48). Despite being the
leader in the discount retailing business, the @mgpmodified its original business models
several times in order to jolt their profit stredinat was fading at the beginning of the 80s.
Their adjustments failed to revitalize the compamya meaningful manner. The last CEO,
Charles Connaway, embarked on a price war agairsm@ft that finished in Kmart’'s
bankruptcy. We use a different methodology from fin& chapter to quantify how these
adjustments affect the evolution of profits. Ourdings portray a company that changed its
strategy every time there was a change in the CR@sgion. Kmart’s route to collapse is far
from a downhill track. Kmart applied many incohdrgolicies that fractured the “virtuous

cycle€” that it had and weakened its competitive position

If the first and second chapters deal with the raa@s of the business models in the
discount retailing industry, the last chapter gadstle further and focuses on the motivation
behind the decisions made by the managers. Indmpter we focus on one particular
element of the business model: the investment idecig\fter reading extensively about the
different discount retailing chains in the Unite@t8s, we found some of the choices made by
the CEOs regarding investment to be intriguing. &@ample there was an “acquisition spree”
during the first years of the 80s. The last CEXpfart waged a price war against Walmart
and launched a program to boost the supply chainagement, which required many
resources. Annual reports were written optimisljcalith the idea that companies were
heading towards a bright future. The reality wdtedent, the newly acquired business failed

to deliver the expected results and Kmart declagatkruptcy. Unrealistic optimism could be

2 A virtuous cycle corresponds to a feedback loopvitich consequences reinforce the business chdliees
generate them. See Casadesus- Masanell and RiGa&f)(
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the cause of this distorted view of reality. We miypdhe traditional Adaptive Expectation

Model (Maddala, 2001) to include the possibility lmds due to optimism. The result is a
stochastic frontier model of expectations in whitte inefficiency term represents the
optimistic bias. An empirical application was ingkd using data from the main discount
retailing chains: Walmart, Target and Kmart. Ousufes show that Walmart was the least
optimistic and Target the most optimistic firm. Krnavas between Walmart and Target and it

was especially optimistic in the years prior to tiaakruptcy.

Importance of the American Discount Retailing Secto

The retailing sector is not as newsworthy as oth@ustries such as online services,
technology and finance. Nevertheless, this econ@@itor has commanded 6% of the Gross
Domestic Product on average in the United Statasthe year 2009, the value added of the
retailing industry was 819 billion dolldtsThis industry employs 14 million people in the
United Statey approximately 10% of the total labor force. Thesaistics do not capture the
complete magnitude of the retailing sector. Retgilihas an intermediary function. It
establishes a link between manufacturers and dgnial producers and final consumers.

Therefore, retailing is vital for the survival aher industries within the economy.

The worldwide importance of the American discoletailing sector comes from two
different sources. First, they have a direct infice by investing outside the United States.
Both Walmart and Kmart had established branchedifferent countries. Walmart is
currently present in fourteen countries other titfam United Stat€s Furthermore, these
companies have international sourcing operatioas skarch for suppliers of manufactured
goods. For instance, the relationship between Wilarad its Chinese vendors (Basker and
Pham Hoang, 2008) has recently been the subjeahallysis. On the other hand, discount
retailing chains had an indirect influence by dreastandards, developing best practices and
modifying the characteristics of the products tkeil. An example of this influence is what
Fishman (2006) describes as the “Walmart effedhé Walmart effect is the impact that this
company has on retailing business around the wdHdrefore, the analysis of the American
discount retailing sector could shed light on fatuetail practices that could be implemented

by other companies in this business sector.

% See Bureau of Economic Analysisttp://www.bea.gov/industry/gdpbyind_data.htm
4 .
Ibid
® http://data.bls.gov/pdg/SurveyOutputServlet
® See Walmart’s Annual Report 2011, pg. 11.




Source of Information

The main source of information for this doctorakddrtation is the accounting
statements from seven firms that form our datalfdsgmart, Kmart, Target, Sears, Costco,
May, Bradlees). We complement the data in the dnreports with information from the
commercial database Osiris, the reports of Thomsoeancial and data included in case
studies of Harvard Business School. Some of thieses fiwent bankrupt and others merged,;
therefore we have an unbalance panel data. Oubatsahas 215 data-points. The oldest

information is from 1970 and the most recent isnfr2008.

Our calculations are relevant if the subset of canms selected truly reflects the
discount retailing business. One way to prove lysneasuring the market share that these
firms have. It is difficult to quantify the markehare of a discount retail chain since these
firms compete in very different markets (clothirgyoceries and pharmaceutical products
among others). Nevertheless, we can measure theentage that represents discount
department stores’ sales of the larger categonestlae market share that the three largest
firms (Walmart, Target and Kmart) have in the distioretailing business. Discount retailing
corresponds approximately to 82% of the Generalchbandise Stores and 12% of the retall
business in 2008% On average, the three largest firms representet392 of the discount
department store from 1998 to 200%.These numbers reflect a very concentrated industry
with only a few firms within the discount retailirmmtegory. Walmart commands almost 10%
of all the retail sales in United States in 2008nEk, we are confident that within the limits

of discount retailing we have a representative suoipe.

In addition to the firms’ characteristics and aauting measures, we also used other
variables that reflect the economic environmenthef United States. These variables were
mainly employed in the last chapter of the thesiswihich we explore the behavioral
motivations behind the investment decisions. Thesuatied sources are Bureau of Labor

Statistics, the Federal Reserve of United State§. Bureau of Economic Analysis,

" See “Estimated Annual Sales of U.S. Retail anddF®ervices Firms by Kind of Business: 1998 throRgf9”
from the U. S. Census Bureau webphtp://www.census.gov/retail/index.html#agscessed on Jun& 2011.
8 In our calculations we add discount departmentest@nd warehouse club and superstores categamias s
ghese last formats are variations of the tradifigiiecount department store.

Ibid 7.
19 \We only calculate the market share of the thregekt firms until 2004 because Kmart merged withrSén
2004. From 2005 to 2008, Walmart, Target and Seardrolled 82% of the General Merchandise Stores
category.




Thompson-Reuter/University of Michigan and Fredilac Conventional Mortgage Home

Price Index.

Methodology

In this doctoral thesis we have used nonparamatritparametric techniques for the
empirical analysis. The first two chapters of thesis rely on nonparametric methods while

the last chapter includes parametric methodology.

The empirical framework of the first chapter of ttheesis is a combination of the
Index Number Theory and Production Theory. We usengt (1920) indicators to assess how
the changes in prices and quantities impact pwaditation. The quantity variation is further
decomposed using Grifell-Tatjé and Lovell's (192908) proposed methodology. Quantity
effect is broken down into operating efficiencyeeff technical efficiency effect and activity
effect. This methodology requires the calculatioh distance functions using Data
Envelopment Analysis (DEA) (Charnes et al, 1978eFet al, 1985). Furthermore, Grifell-
Tatjé and Lovell (2012) proved that their produityivmeasure is related to the Malmquist
productivity measure created by Caves et al. (L9BR}his part of the thesis, we include
Walmart’'s productivity measurement as proposed hbielGTatjé and Lovell (1999) that can

also be calculated as the sum of operating effigiemd technical efficiency effects.

The second chapter of the thesis focuses on Kriiéet.apply a new methodology
adapted from Grifell-Tatjé and Lovell's (2012) deguosition of the cost function based on
the Konus Index. Instead of relying on output aieeindistance functions, we use cost and
revenue functions. The use of cost or revenue ilmetdepends on the nature of the business
model studied. If managers implement a businesshwrented towards cost leadership, we
decompose costs. On the contrary, if managers otnate on obtaining higher margins per
unit sold we scrutinize revenues. Both approachegadrly transparent and researchers could
analyze results effectively by keeping in mind tbheéentation” of the decomposition. We
provide more robust results by applying order-mhiegue on cost and revenue functions
based on Cazals et al. (2002, 2008).

Parametric methods were used in the last chaptahefthesis. We modify the
Adaptive Expectation Model in order to model unistad optimism. In particular, we alter the
Koyck (1954) model. Our estimations resemble aiticathl stochastic frontier model with
two caveats. The first caveat is that the dependamable lagged one term on the right hand

side of the equation. We solved this issue by usimggid search over a “lambda” parameter
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after some mathematical manipulation. The secondatas that the term that captures the
excess optimism is positively biased and it is as=l that it follows a half-normal

distribution.

Main Results

The results of the first chapter corroborate thaegal vision of Walmart; it is a
company that sets low prices to sell large quastiof goods. This strategy pays off; the
reduced mark-up is more than compensated by tles salume. Nevertheless, recent years
have presented a change in this trend. Walmarbws ebtaining a higher mark-up and the
influence of the “gquantity effect” is decreasinghig situation may signal a shift in the
business model and/or the deterioration of theecirone. Additionally, the dissection of the
quantity effect shows that the influence of impnoests in productivity are mild compared to
the importance of the activity effect that measalépolicies that are aimed at the company’s
growth. Our outcome also reveals that capital inmites tend to reduce with time while
labor prices tend to increase. The increment obraimst might be the direct result of the
pressure to raise the work benefits and salaried/alinart’'s employees by the media and
interest groups. We find that labor prices areifcantly eroding Walmart's profits.

The second chapter provides evidence on how thesimagnts of the business model
of a company fail to deliver the expected resimart’s original business model resembles
Walmart's current model. It was a company that reffiecheap goods in order to generate a
large sales volume and kept costs under contrahdrearly 70s the company’s size increased
significantly, but our results show a later declinegrofits mainly explained by the inability
to control input prices. Kmart changed the CEO #vY9, probably as a response to the
stagnation of profits. The new CEO modified thegimral business model, trying to appeal to
urban middle and upper classes. The outcome adéhemposition reveals that Kmart had a
meager increment of profit as a result of this @oliThe benefits for higher output prices
were overcome by the downsizing of the firm’s bass Furthermore, Kmart’s productivity
was reduced. The successor of this CEO tried a lenigtbund approach, output prices
decreased, input prices were under control; pradticimproved significantly but the net
growth effect remained negative. In 1995, the camgjgaboard of directors and executives
decided to reorganize the firm’s structure. It salt the special retail units and focused
exclusively on discount retailing. This strategydhaodest economic consequences in the
beginning. However, the new CEQO'’s policies failedbmpensate the losses produced by low

output prices. The last year of the second to Kasart CEO was a debacle. The company
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reported a reduction of profits due to lower outprites, increments in input prices, and a
negative net volume effect. The last CEO decideaddmpete directly with Walmart by
waging a price war to regain market share. Thigstt would bankrupt the company and
our measurements illustrate the high toll of theevar: the significant reduction of profits

due mainly to low output prices and lack of resgoofsales.

In this chapter of the thesis, we partially corn@te our initial assumptions. Our
empirical results do not reject the idea of thesexice of unrealistic optimism measured as
the positive biased error term in a stochastictfeorequation. Kmart had a spike in its levels
of optimism prior to its bankruptcy. However, Wahtand Target present abnormal levels of
optimism after Kmart's bankruptcy. We believe tttas excess optimism could be the direct

result of Kmart’s bankruptcy.

Divulgation of the Thesis Results

Some parts of this thesis have been presentedvaradeseminars and workshops in
Spain and elsewhere. The main objective was toirobiesedback that would help us to
improve the thesis as well as gain experienceansthentific presentation procedure. We are
very grateful for the good suggestions and commestarovided in these events.

The content of the first chapter of the thesis wasented for the first time at the Il
DEMO June Workshop, Economics of Organizations, pGate Governance and
Competitiveness in Barcelona, Spain in June 2008.&l8o had the opportunity to present
this work at the XI European Workshop of Efficienayd Productivity Analysis a couple of
days later. A more refined version of this chapters accepted at theSimposio de la

Asociacion de Economia Espaf¢®AEE)” that took place in Madrid in December 2010

Some preliminary results of the second chaptehefthesis were presented at the 1V
DEMO June Workshop, Economics of Organizations, pGate Governance and
Competitiveness in June 2010 in Barcelona, Spaihaarthe VI North America Productivity

Workshop organized in Houston, Texas in June 2010.

The outline of the idea for the third chapter of thesis was presented for the first
time at a seminar at théniversidad de Oviedm December 2010. In March 2011, we had the
opportunity of presenting an early version at th@PGM Group of Efficiency and
Productivity Analysis Workshop. This workshop toplace in the Centre for Operational
Research and Econometrics (CORE) atUiméversité Catholique de Louvaiffa Neuve) in
Belgium. In June 2011 the last chapter of the thesas shown at the V Demo June
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Workshop, Economics of Organizations, Corporate é€aoance and Competitiveness in
Barcelona, Spain and at the European Workshop badffcy and Productivity Analysis in

Verona, Italy.

Final Remarks

Finally, we would like to comment about the genenajanization of the thesis. Each
chapter has its own reference section. All therbgwand tables are presented at the end of the
chapter. An appendix section has been includedHapters 1 and 2. References are marked

in blue fonts in order to facilitate their constilba.
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CHAPTER 1

Business Model Evaluation

Quantifying Walmart’s Sources of Advantage

In recent years, the concept of the business ntadeteceived substantial attention in
strategy literature where a number of qualitatiypraaches to describe, represent, and
evaluate business models have been proposed. Wendatimat while helpful to understand a
firm’s overall logic of value creation and captugeialitative methods must be complemented
with quantitative analyses. The development of ¢jtetive methods for the study of business
models, however, has trailed that of their qualieafpeers. In this paper, we develop an
analytical framework based on the theory of indamhbers and production theory to provide
guantitative insight on the link between a firmissimness model choices and its ultimate profit
consequences. We apply the method to Walmart. Usiidence from annual reports,
research papers, case studies, and books for tied {972-2008, we build a qualitative
representation of Walmart's business model. We thap that representation to an analytical
model that quantifies Walmart's sources of competiadvantage over a 36-year period. We
find that Walmart's success was due, primarilyhasiness model choices aimed at increasing
sales volume (e.g., building new stores, increagirggluct variety, setting low prices, and
implementing high-powered incentives for store nggmg) with operational efficiency, rather

than to choices driving productivity gains.
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1.1 Introduction

In recent years, the strategy field has becomesasingly interested in the study of
business modelg. Although the expression was introduced long agoPeyer Drucket?
academic work on business models began just a demgal in the context of the Internet
boom, when entrepreneurs were asked to explainthew ventures would create value (a
wedge between willingness to pay and cost) and halre would be captured as profit.
Indeed, most management scholars and practitior@&sto a firm’s business model as “the

firm’s logic, the way it creates and captures vdbrdts stakeholders™®

Casadesus-Masanell and Ricart (2010) and Casatemsenell and Zhu (2010)
operationalize the idea of a business model as‘ltgc of the firm” by decomposing
business models into two fundamental elements:celspisuch as policies, assets, and
governance of policies and assets, and the conseggi®f these choices. The causal links
between choices and consequences help explainoghe of the firm, how it creates and
captures value for its stakeholders. While thisodggosition helps to achieve a better
understanding of the firm's logic, the methodolggpposed by these authors offers little
guidance on how the causal links between choicescansequences could be quantified.
Without quantification, a detailed study of a fisrbusiness model is incomplete, because
there are often far too many degrees of freedomardagg how to interpret the links and

relationships between choices and consequences.

In this chapter we provide a novel methodology uargify the link between a firm’s
choices and their consequences and, ultimatelygctoeve a better understanding of the
virtues and weaknesses of a firm’s business mdded. method builds on business model
research by Casadesus-Masanell and Ricart (20kD)oanrecent advances in production
theory by Grifell-Tatje and Lovell (1999, 2008, 2)1

One of the advantages of the method is that it usésly available accounting data
and can therefore be applied broadly. When finengdh proprietary data is available, the
method delivers more nuanced, less aggregatedificatmns, but the method can be applied

* The recentLong Range Planningpecial issue on business models (April 2010)ivedemore than 80
submissions and attracted contributions from sehdach as David Teece and Nobel prizewinning pri@oer
Muhammad Yunus.

2 Drucker, PeterThe Practice of ManagemenHarper and Row Publishers, 1954. A Google sedoch
“Business Model” in May 2009 yielded 19.7 millioitsh

'3 SeeLong Range Planningall for papers for the Special Issue on “Busiridsslels” by Charles Baden-Fuller,
lan MacMillan, Benoit Demil, and Xavier Lecocq.

12



to aggregate data to produce significant insightshow well the firm’s business model

operates.

We are applying the methodology to Walmart, on¢ghef most successful companies
of all time. The company began operations in 19@2n Sam Walton and his brother Bud
failed to convince Ben Franklin, Sam Walton’s enygloat the time, to open discount stores
in rural America. The unlikely success of this Imesis venture has had profound
consequences worldwide. Fishman (2006) points bdat Walmart's influence is felt
everywhere, even in countries where there are ntméfa stores. Indeed, Walmart alters
other retailers’ business practices, provokes obsung product features, affects urban space,
sets industry standards, changes the market stey@nod influences the consumer habits of
millions of people worldwide. Walmart's sales in0B0of more than $350 billion placed the
company as the 37largest economy in the world, if its sales weketied to a country’s
GDP. Walmatrt is an appropriate setting for applyog method and showing its added value
because there is little controversy about the eabfiits business model over the years, and a

wealth of existing information about the compamy®rations.

We use case evidence to identify the main featof@&¥almart's business model and
relate them to company performance, measured d$sp@©ur method allows us to develop
an explanation as to why Walmart has been so pldétfor so long and what accounts for its
successful growth. Our model builds on the analgsiGrifell-Tatjé and Lovell (1999, 2008,
2012) and relates business model choices to vamgin profit. We find that the main source
of its positive profit change is its large salefumoe, together with operational efficiency. The
evolution of the productivity change at Walmart theen positive but low. The behavior of
the components of the profit change has occasipowallied as the company has grown in

size.

The rest of the chapter is organized as follows$dntion 2 we review the literature on
business models, with an emphasis on the approagoged by Casadesus-Masanell and
Ricart (2010). In Section 3, we describe and disc&lmart's most important business
model choices and consequences and provide a eepaésn of its business model. This
allows us to see the usefulness and limits of thequantitative method proposed by these
authors. In Section 4 we present our method fontifiyang the relationships between choices
and consequences to ground the business modelsegpaéon to data. In Section 5 we
describe the dataset on Walmart for analysis. kti@® 6 we present the results. Section 7

contains the conclusion with a discussion of theaathges and drawbacks of our method.
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1.2 The Business Model Concept

The business model concept is recent in scholddgature. In the 90s, practitioners
employed the notion of describing the rise of tHausinesses (Chesbrough and Rosenbloom,
2002; Magretta, 2002). During this period, new wafsdoing business emerged that
subverted the established logics of value creadimh value capture. The term was thus used

to describe the wide diversity of new, heterodaoaimerce firms.

While it is helpful to refer to “the logic of thérf,” the notion of the business model
is not free from controversy. For example, PorB&0(l) has described the term as imprecise.
This ambiguity has encouraged many attempts tobkstaits boundaries and define its
components. Makinen and Seppéanen (2007) observenttst of these attempts were carried
out in isolation from the literature, which partyaéxplains the current state of fragmentation
in definitions. Magretta (2002) considers that thiens "strategy” and "business model" are

not clearly separated and that a serious effotilshme made to define them.

Despite these objections, we believe that the qunakthe business model is useful
for integrating different, related elements. Fore€iirough and Rosenbloom (2002), for
instance, a business model is a device that estiasli a link between technological
development and economic innovation. Hedman andngal2003), however, regard it as an
integrative concept that connects the resourcedbasav with the industrial organization
perspective. And Amit and Zott (2001) propose dyimg definition “that captures the value

creation from multiple sources,” (p. 494).

Although there are myriad definitions of businesedel, most of them are quite
similar. Magreta (2002), for example, defines ibagescription of how the parts of a business
fit together. Hedman and Kalling (2003) charactetize concept as a description of the key
components of a business. Casadesus-Masanell aadt R2010) provide a practitioner’'s
pragmatic definition: it is a description of thenfis logic, how it operates in order to create

and capture value for its stakeholders.

The idea of business models composed of a setctiolleof elements seems to be
implicit in these definitions. Several studies hattempted to provide a definitive list of what
a business model should include. Morris et al. £20@nd Hedman and Kalling (2003)
examine diverse suggestions for the components btissness model. The range spans
between three and eight elements. Morris et al§280ggest a business model concept that

answers six questions and has three different dewehile Hedman and Kalling (2003)
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suggest seven components. The vocabulary emplayeédcribe these components differs
considerably from definition to definition, refléeg the lack of consensus among researchers.

In this study, we employ the conceptual framewarkadoped by Casadesus-Masanell
and Ricart (2010). A business model is composdwvoftypes of elements: choices made by
the management and the consequences of these £hdloere are three types of choices:
policies, assets and governance of assets andgsol& policy is a decision about a firm's
operational realm. Assets are tangible resourced g the firm in its operations. Finally, the
governance of assets and policies refers to treblediment of decision rights over these
assets and policies. Consequences can be flexibigid. The flexibility of a consequence is
determined by how fast it changes as the choi@tioduced the consequence vary.

Casadesus-Masanell and Ricart’s framework is sinfl@rible and bridges industrial
organization and the resource-based view as twenaltive perspectives for the study of
competitive advantage. According to the resourcedaview, what determines a firm’s
success is the control of valuable, rare, and ifeptdy imitable resources (Barney, 1991).
The industrial organization perspective, develog®sd Porter (1980, 1985), essentially
portrays the firm as a collection of activities which competitive advantage resides. The
author describes two generic strategies (low cogtdafferentiation) which translate into two
alternative sources of competitive advantage. GzsedMasanell and Ricart (2010) and Zott
and Amit (2010) recognize the importance of adigifpolicies) and assets as descriptors of a
firm’s business model. And, by incorporating thevgmance of assets and policies,
Casadesus-Masanell and Ricart (2010) also consideights from transaction cost
economics, as revealed in the works of the Nobaléate Oliver Williamson (1981).

In addition, there are two important elements wittihe Casadesus-Masanell and
Ricart (2010) framework. The idea that consequereaesbe rigid means that some choices
made by the company have a cumulative effect. ptosides the “longitudinal dimension”
explicitly sought by Hedman and Kalling (2003). Teecond element is the inclusion of
causal relationships in the components of busingsdels. Choices produce consequences.

Furthermore, consequences sometimes create othgequences, or enable choices.

A loop diagram is the device used to represent sineas model. Choices are
represented using bold and underlined fonts; ragidsequences are in boxes and flexible
consequences are shown in plain text. The arrowsemting choices and consequences are

those provided by theories explaining causal mtstiips. The authors acknowledge that
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sometimes these theories of causality are conts@letf the arrows connecting the elements
are based on a false logic the business modelfallllapart. Nevertheless, many of the
theories behind these arrows are based on “comnmamdgpted relationships open to little

discussion,” (Casadesus-Masanell and Ricart 201%), p

A feedback loop occurs when the consequences o shiwices also make these same
choices possible. These authors distinguish betweentypes of feedback loops: virtuous
and vicious cycles. Virtuous cycles are “feedbambpk that, in every iteration, strengthen

some components of the model,” (Casadesus-MasamERicart 2008, p. 9).

The level of detail in each business model dependke objectives of the practitioner
or researcher. It is important to bear in mind titaele-off between tractability and realism
mentioned by Casadesus-Masanell and Larson (20d%nwchoosing the degree of
specificity. Casadesus-Masanell and Ricart (20G3cdbe two methods of simplifying a
business model. One of these methods is aggregatfooh consists of grouping choices and
consequences into larger constructs. The otheradethdecomposability, which refers to the
analysis of parts of a business model that areatated to other choices and consequences. In

this study we use the aggregation approach.

In the next section we provide a business modelesgmtation of Walmart. This
representation is created by analyzing what has begten about Walmart, the information
disclosed by the company in its annual reportgraial statements for the Security Exchange
Commission (SEC) and other sources. After we havetisized the information available
about Walmart, a business model representationev@ldped. This representation is the

starting point for our empirical work.

1.3 The Walmart Business Model and its Evolution

Walmart becoming the largest retailer in the wavks a process that began seventeen
years before the first store opened its doors. Aeywho analyzes the history of its founder
will observe the amount of experimentation undestaky Sam Walton in his businesses.
This willingness to innovate created many oppotiesifor improvement. However, there
were also many failed experiments. From these sseseand failures, Walton built an

expanding empire that set trends and adapted e@agliiy changing environment.

The history of Walmart starts when Sam and Heleftddought a franchise of Ben
Franklin variety stores in Newport, Missouri. Withis venture, Walton traveled to many
places, always analyzing competitors and “borroWwitige tactics he considered to be
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potentially successful. Although the founder diad1B92, his guidelines still influence the

company's daily operations.

Currently, several papers claim to have establithedkey to Walmart success. We
think that more than one business decision is aglefor explaining the firm's performance.
After reviewing the literature available on theitowe have identified six choices, or a set of
choices, that define the Walmart business modees&hchoices are setting low prices,
investing in technology, having specific human teses policies, establishing strategies for

expansion, increasing product variety and devefppifValmart culture.

Nevertheless, as time passes and new CEOs takeolcoftthe company, some
elements of the successful model evolve. This e @lart of Walmart's business model —
maybe even the most important part — constant @ha@gen the size of the company, the
executives can test many ideas with very littl& by implementing them in a small number

of stores.

The results of the Walmart business model are .ckégure 1 presents the evolution of
Walmart real profits over time. In 2008 the readffis obtained by the company were almost
1.8 billion 1970 dollars, 436 times greater thanatvthe company earned in 1972. The
average annual growth rate was 17.82% for the 38-yeriod. Furthermore, the value added
increased from 29.52 million constant dollars ir1%o 17.14 billion in 2008. Nevertheless,
the average productivity growth is only 2%. Thessuits seem incongruent. To resolve this
apparent paradox we first need to understand tbesidas made by the company and their

implications.
[INSERT FIGURE 1 ABOUT HERE]

In this section we describe the six decisions botdecisions that define the Walmart
business model. We try to go beyond mere descnigiiolinking these decisions to a set of

consequences. In section 5 we measure these gedmbhsequences.

Walmart Culture:

Sam Walton states in his autobiography that sonf@soéttitudes towards money are
the result of growing up during the Great DeprassiDuring this time, most people,
including his parents, had to make great efforteke ends meet. It is no coincidence that
the first chapter of his autobiography is entitlégarning the value of a dollar.” Walton

made frugality one of the pillars of Walmart's cuk.
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Frugality means a systematic emphasis on cuttirggscoy eliminating superfluous
expenses. There are many accounts of how tighthemditure is controlled at Walmart.
Bradley and Ghemawat (2002) remark that manageistdiashare hotel rooms and walk
instead of taking taxis. They also highlight thetfthat the lack of regional headquarters
seems to have saved the company at least 2%s#lés.

The idea behind this obsession with cost-cuttingeimg operationally efficient. The
company seeks to achieve the best possible resulle minimum cost. The progress made

by being efficient translates into higher produityiv

The other pillar of the Walmart culture is the ¢i@a of a friendly environment focus
when serving the customer. Walton (1992) advised thjhese days, the real challenge for

managers in a business like ours is to become whatll servant leaders,” (p. 135).

The origin of the Walmart culture can be tracedkbax its beginnings. The first
Walmart store opened its doors in Roger, Arkanas state belongs to what is called the
“Bible belt.” This region of America is charactezz by the predominance of evangelical
churches, representing a singular Christian cultwalton, who was a Methodist and later
joined the Presbyterian Church, emphasized the ritapee of the church in his life in his
memoirs. Dunnett and Arnold (2006) claim that ttudtural baggage is found in ideas like
“Servant Leadership” which have molded Walmartstidct nature.

Walmart's efforts to create a friendly, fun envinment where customers and
associates feel good must translate into increafiagvolume of customer visits. Walton
(1992) stated that “Satisfied, loyal, repeat custmrare at the heart of Walmart's spectacular
profit margins, and those customers are loyal bszaur associates treat them better than
salespeople in other stores do,” (p. 128). Saldanwe is related to a component called

activity effect, which will be described in the riesection.

Expansion Policy:

Walton (1992) said that when people want to sunueathe Walmart story they
usually say: “Oh, they went into small towns whesbody else would,” (p. 109). Walton
used the expression “saturation strategy” to deedWalmart’s method of expansion. We will
proceed to analyze the most important elementsi®fgrowth policy, which was essential for

the company’s success.
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Walmart started in rural areas in the southernoregif the United States. Bradley and
Ghemawat (2002) explain that, at the beginning, riéal faced distribution problems
because of its geographical position. It was ditfito make vendors stock the stores on time.
The solution was a shift in paradigm: instead otheastablishment making specific

merchandise orders, all orders were centralizeddasphtched from one distribution center.

Walton acknowledged that his expansion policy waes result of necessity. It was
important that the new stores were close enougtheyp could easily replenish their stock
from the distribution centers. The founder setdtaandard that stores should be within a day’s
drive of a warehouse (Walton, 1992, p. 110). Thengany saturated the market area by
placing stores very close to one another.

The main advantage of this expansion policy is tlevelopment of a dense
distribution network that allowed the firm to spdeeosts. Walton was aware of this benefit.
He also commented on its capacity to shield hisestrom competition. Some of the new
stores were located in small towns with less th&0Dd0 inhabitants. Walmart passed
unnoticed for many years before it began to fac®se competition from companies like

Kmart.

Walton (1992) said that he did not plan to go icitees. Instead, Walmart stores were
built in the ring around the city, and he waited demographics to do the rest. Nevertheless,
this strategy created many problems for the busesand authorities in these cities. One of
the main problems was “urban sprawl!”, consisting upicontrolled urban development

creating low-density expansion and the abandonwfethie downtown area.

The Walmart expansion policy had several conseaserit had a definite influence
on the efficiency of operations. Better logistiecglalistribution result in higher productivity,
as stores are supplied with the items they neddrfasd cheaper. This expansion also means
that more customers are served, affecting actiengls in terms of sales volume. Walmart
had 38 stores functioning in 1970 and, by the D68 that number had increased to 7,873.
The average annual growth rate was 15%. The nurobevorkers increased from one
thousand to two million in the same period. Theégerés give an idea of the magnitude of the
expansion. Finally, expenses such as advertisiagjaread between stores that are close to

each other, thereby reducing costs.
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Human Resources Policy:

Walton’s view of the importance of having good &tisf shown in the following
expression: “If you want the people in the stoesake care of the customers, you have to

make sure you're taking care of the people in thees,” (Walton, 1992, p. 80).

Walmart has put in place a diverse array of inestito attract good employees at the
managerial level. Initially, Walton lured talentpdople by offering them a percentage of the
profits made by the store. Before Walmart went julall these partnerships were replaced

with stocks. Giving stocks to employees is a rematien practice that is still used today.

Furthermore, several programs have been implemetateattract people. Volume
Produce Item is a contest in which department hpatksan item that they consider has the
potential to sell large volumes and develop a ptoonoplan to sell it. Another program is
“store within the store,” in which each departmeranager is given the freedom to act as an
independent merchant. “Yes We Can, Sam” is an draui&ity in which employees (of all
types) are recognized for their innovative ideaheDinitiatives, such as Business Leadership

Series and People Asset Review, aim at improvingagers' leadership skills.

Nowadays, Walmart is the largest private emplogethe United States, and in other
countries such as Mexico and Canada, with overllomiworkers worldwide. Surprisingly,
despite the emphasis placed by Walton on the irapoet of treating employees well, one of
the most recurrent criticisms made against Walnsathat the company mistreats its non-
managerial workers (associates) by paying themwages with poor benefits. This issue has
been analyzed in several studies (Drogin, 2003;eD&kJacobs, 2004; Hausman & Leibtag,
2007), with contradictory results. What is cleathat Walmart tries hard to keep overhead
costs down. Walton (1992) explained in his biogsaphat “payroll is one of the most
important parts of overhead, and overhead is ortheofnost crucial things you have to fight

to maintain your profit margin,” (p. 128).

Another element of the human resources policy ie zZwlerance towards the
formation of unions. In the relevant literatureerth are two main events relating to union
formation within Walmart. The first major threatnea from the meat cutters of Jacksonville,
Texas. The second attempt at unionization occume@005 in Quebec, Canada. Both

episodes provoked swift reaction from Walmart.

Human resources policies have very different ingtians. Firstly, they encourage

operating efficiency and a high activity level byetuse of high power incentives for
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managerial positions. Furthermore, the company kédmr expenses as low as possible with
respect to non-managerial workers. Walmart not alys low salaries, but also hinders the
formation of unions which could jeopardize its humrasources policy. We consider that,

initially, the company was relatively unknown anoive of its most controversial actions

were not subject to scrutiny. However, given tize sind the importance of Walmart today, it
would be very difficult to avoid making some corgiess.

Low Prices:

Sam Walton’s trading skills improved as he becanoeenexperienced in the field.
Walton found that by keeping prices low (in iteragts as women’s underwear), a retail store
could increase its sales by much more than memfypensating for the reduction in markup.
When he entered the discounting business, Samedptilis principle obsessively, always
trying to beat the competition. Several studiedficonthat Walmart sets lower prices than its
competitors (Basker, 2005; Basker & Noel, 2009;aloinsight 2005). However, it is not

clear if these low prices imply low quality merchigge or low quality service.

Whether low prices imply low quality or not, thecfas that the company has been
successful in attracting customers whose main carsgrice. Certainly low prices have two
important effects. Firstly, they lower the markugrreed on each item sold. Profit per item
sold is therefore reduced. On the other hand, #tegct more customers, which means that
the sales volume rises, increasing the activitgaffNot every firm could follow this strategy;
it requires a strong commitment. Walton (1992) ipstmply “[we] keep our prices as low as

possible by keeping our costs as low as possile 119}*.

Investment in Technology:

Walton was very aware of the importance of investintechnology. He tried hard to
surround himself with very talented people who hagood understanding of the impact of
computers on retailing. One of the main leadersMalmart’'s leap towards sophisticated
technology was Ron Mayer. Walton claimed that,rdffayer joined the company, the firm

was ahead in investment in equipment and technology

¥ To find out more about Walmart's pricing strateggad Global Insight (2005), Basker (2005), Hausaah
Leibtag (2007) and Basker and Noel (2009). The oulogies vary between all these studies as wethas
ranges of the price difference. All these studesfl that Walmart sets lower prices than its coitgret
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The results of all these efforts can be observedhdarge scale. In 2004, 75,000
employees were working in the company's Informaggatems (1S) department, which had a
data warehouse capacity of 570 terabyteShat year, the IS was put to the test by the
upcoming threat of Hurricane Ivan. The techniciamse prepared; they even knew that the
course of lvan would mean a rise in demand for ecifip product: Kellogg’'s Strawberry
Pop-Tarts. The annual report reveals that this hagrdise reached the stores in the zone just
in time. The following year the IS was put to tlesttagain, this time by the tragedy of
Hurricane Katrina. As in the previous year, Walnflexed its technological muscle and set

an example of efficiency, not only to other privatenpanies but also to the governniént

Walmart was one of the pioneers in the retailirdustry in installing a computerized
stock tracking system in 1971 (Ghemawat, 1989)al$ also one of the first to switch to the
Union Product Code (UPC) at the point of sale. Mdikng out of the UPC started in 1983
and ended in 1988, two years ahead of Kmart (Byaaitel Ghemawat, 2002). The objective
was to know the location of every item in storesaklttimes. A Satellite Network was
inaugurated in 1986. It cost 20 million dollarsthe time, and was designed to facilitate

communication between the different stores and dugaders (Ghemawat, 1989).

What makes Walmart's technology special is thatidens the relationship with its
suppliers. For instance, Ghemawat et al. (2004)lagxpthat Walmart developed an
application called “Retail Link” that provides poiof-sale data to its suppliers. The authors
comment that more recently the company launchedriStl’ Pay.” In this application,
suppliers continue to own items at the store uhgly are sold. It is only after sale that the
accounts payable is incremented. These “choice# fivell with what has been called “The

Logistics Revolution.”

Bonacich and Wilson (2006) consider Walmart to fopart of this logistics
revolution. It constitutes a shift in the paradigmam push to pull production distribution.
According to the authors, under the push paradigpplgers dominate. Production units run
at higher levels in order to gain economies ofescahd the surplus is “pushed” out to the
retailers, which store it in warehouses. The pualfagigm consists of retailers collecting
information about consumer preferences which is ttiansmitted to suppliers. They then

have to meet strict time requirements to produeentierchandise (just-in-time) and cannot

!5 See Annual Report 2004.
'® For a good account of Walmart's response to Katremd: Barbaro, Michael and Justin Gills. “Wal-Mair
the Forefront of Hurricane Relief.” The Washingfost. September 6, 2005.
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benefit from the economies of scale of mass praolic/endors need to store some of their
products in warehouses to deal with retailers’ img@ncies. Bonacich and Wilson (2006)
explain that Walmart uses its technological adwgmtéo coerce suppliers to lower their
prices. This pressure is so intense, that someoverade forced to outsource their production

to other countries if they cannot further redudarthosts and markdp

Investment in technology affects the performancéhefcompany in several ways. It
provides executives with information to measure peeformance of managers, stores and
product sales. This information is used as an ieerfor managers, as well as forcing
suppliers to adapt their offers, and identifyinggmial ways of cutting costs by saving on
inputs. This last element is very important: Waltisatechnological leadership has pushed
out the frontiers of production possibilities. Taology is also a tool to pressurize vendors to
reduce their prices or give Walmart preferentigatment. The company can reduce its

inventories by demanding just-in-time goods.

Product Variety:

Popcorn and ice cream machines were among therfaks used by Walton to attract
customers to his stores. As an innovator, Walta tmany strategies to increase the volume
of customers who came to his businesses. Afteridt tis successors expanded his vision
even further by incorporating a diverse array afvises and goods as part of Walmart
merchandise. Walmart's strategy is basically to gai increasing share of customers’ wallets
by meeting a higher proportion of their needs: mieés, groceries, photos, appliances,

furniture, clothing, and even some basic healthaackfinancial services.

In addition to expanding the product lines offer® company has experimented with
different retail formats. Walmart was the pioneértlee “supercenter”, when the company
tried to adapt the hypermarket format from Carrefgbishman, 2006). Nowadays the
company has four retail formats in United Stataéscalint stores, supercenters, warehouse
clubs and neighborhood markets. Outside the Un8&ates, the firm has maintained a

diversity of formats in some of the countries whieteas acquired businesses.

In this chapter, we treat Walmart and the Sam’€Qitanch separately. The reason
for this separate treatment is that, since it begha warehouse club store has been

considered as separate from the other storeselnvtinds of its founder: “I had a chance to

7 See Walton, Sam (1992) “Sam Walton: Made in Anaérjzl 28
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build a company all over again, and | tried to behands on as | could [...]" (Walton, 1992,
p. 201). Walton copied the warehouse club concemih fSol Price’s Price Club store.
Walmart wants to attract small businesses and mes® who want to buy wholesale
quantities of goods. In order to buy in a Sam’shCkustomers have to pay a membership fee.
The store layout is very simple, to keep the cdstwn. Walmart has historically presented

substantial financial data for each branch.

The “one-stop-shopping-effect” and the diversity stbre formats are intended to
attract more customers by offering them a greatearsity of products. The consequence of
these activities is a higher sales volume (implyandpigher activity level), because more

customers visit the stores and buy more items.

The Walmart business model representation:

Figure 3 is a diagram that represents the Walmainkess modé&f based on the above
descriptions of the choices made by the company.ithportant to note that the decisions or
sets of decisions generate consequences. Somethmses consequences produce other
consequences or enable other choices. There aszabdeedback loops in this diagram
produced by these relationships. These feedbagbslame virtuous cycles that strengthen

some components of the model in every iteration.
[INSERT FIGURE 3 ABOUT HERE]

The arrows connecting causes and consequencespperted by theories. In general,
these theories are “commonly accepted relationsbyyes to little discussion” (Casadesus-
Masanell and Ricart, 2008). These theories arepaot of the business model; they are
“suppositions on how choices and consequenceskted” (Casadesus-Masanell and Ricart,
2008). In order to make our explanation robustpvwevide a description behind each arrow in

the business model.

Low prices imply a high volume of sales in accomamwith the demand theory.
Furthermore, a reputation for having low prices banexpected if a company continuously

sets prices low. We claim that this reputationaf Iprices allows Walmart to spend less on

'8 Our representation is a modification of a busimasslel created by Casadesus-Masanell for a seminar.
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advertising'? Low expenditure on advertising contributes to legpotal costs low. A firm

with low costs can set prices low as well.

Going abroad, location selection, specific storarabteristics and the ownership of
distribution centers are all activities that forartpof the “expansion policy® symbolized in
figure (3) as a consequence. Walmart's expansidicypdas been studied by several
researchers. It has been described as “a revessardhical strategy with some elements of
contagious diffusion” by Graff and Ashton (1994)arder to build an efficient distribution
network. Holmes (2008) analyzes the benefits af¢heconomies of density for Walmart and
finds them “substantial” despite the cannibalizatad its own stores. Jia (2008) emphasizes
the scale economies achieved by Walmart duringxsansion. Therefore, we support the
arrow from expansion policies toward low costs daea the previous literature. We also
think that it is a valid assumption to establistbanection between expansion policy and high
sales volume (more stores, more opportunitiesitp Berthermore, the fact that the stores are
so close to each other means advertising costbecapread efficiently.

Investment in technology has been used primaritytfioee purposes: to make good
sales forecasts; to increase negotiation powert@mideasure store performance. Good sales
forecast is useful for avoiding stockouts or exsesfventories of certain items. We state
that sales forecast is an important factor forgheing policy of Walmart. The firm is able to
anticipate future demand and offer items at lowres. As we have already mentioned, an
investment in technology is key to understanding tpull paradigm.” Now retailers use
technology to make precise purchases and presstgimors to provide merchandise “just-
in-time” and to reduce their prices. Finally, intraent in technology provides metrics for
measuring store performance. These metrics arefaséte implementation of high powered
incentives. The importance of incentives in boagsperformance has been studied in depth in
the economic field. In our opinion the works by higtrom (1979) and Lazear (1986)
established the theoretical foundations of theenurtrends in the economics of organization
today. We support the connection between humaruress policies and high sales volume
based on this theoretical framework. In additionjrevestment in technology has been useful

in reducing “shrinkage” (losses due to damage dric.) which also reduces costs.

19 See Discount Retailer News (1989) “Reputation,autst, woos customers.” December 19 and MckeeeSte
(2009). “What should you spend on advertising?”iBess Week, February 10.

“|n this case we used “aggregation” defined asiitthing together’ detailed choices and consequentes
larger constructs.” (Casadesus-Masanell and Ri2@itQ, p. 200).
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The one-stop-shopping effect has been studiechiocase of retail chains by Basker
et al. (2008). They found that for each additigmaduct line added 400 new stores are built.
The one-stop-shopping effect can be consideredrébelt of economies of scale on the
demand side according to these authors. Consuraeesnsoney by buying everything in one
place instead of visiting different stores. Thisuis was studied from a theoretical viewpoint
by Bliss (1988).

Frugality implies lower costs by definition. Walmaaved money by controlling
expenditures and avoiding superfluous perks. Tlatioaship between economics and culture
has been a subject of scrutiny recently. Guisol.e2806) offer a good review of current
literature seeking to answer the question “Doesicellaffect economic outcomes?” We claim
that Walmart’s culture of service boosts sales toyiging a friendly environment. Customers

will more frequently visit stores where they fedlixtreated.

In the next section, we will transform this busmesodel in order to gain a better
understanding of the effects of these choices erpthfit-generation process. Each one of the
six choices that we have described in the previswis-sections has an effect on some
components of the change in profits. We map eaamagexial choice with the corresponding

component(s).

1.4 Measuring the Consequences of the Business Mbde

Profits change for two reasons: either prices antjties change. A firm's profits
could increase for any of the following reasonsacrombination of them: a) It sells more
goods maintaining a proper margin; b) It sells goatlhigher prices; c) It pays for its inputs

at lower prices; or d) It uses fewer inputs pet ohigoods produced/sold.

In general, a business model aims to increasetpioyfi generating one or more of the
causes listed. For instance, a company that hastedla generic strategy of differentiation
wants to sell its goods at higher prices. This du@smean that it would not try to trigger the

other causes, but selling at higher prices woulthbanain goal.

In the case of Walmart, we have identified thatitallchoices aim to increase sales,
pay less for inputs and use fewer inputs for theesguantity of sales. The Everyday Low
Prices strategy reduces the possibility of seljogds at higher prices. Sometimes a choice is
linked with more than one reason. In this sectio; amalyze how each choice made by

Walmart affects the bottom line.
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We start by analyzing the effect of human resouoreprofit levels. As we previously
mentioned, the company pays low salaries to itsmanagerial workers. A serious effort is
made to keep labor costs down, which means coimigathe prices paid for the labor input.
Additionally, “associates” are required to be flael, and stores are kept understaffed, which
could boost operating efficiency. Another causeefiiciency is the high power incentives
received by managerial workers. These incentives ahtice managers to increase sales
volumes by making their salaries contingent on ssglerformance. Figure 4 shows the
Walmart choices and their impact on profits. Figdreepresents the situation described in
which the increase in profits due to increasesalassvolumes shapes the compaagsvity
effect Meanwhile, wages and salaries are included ineti@ution of labor and capital

prices and alterations to efficiency are included in dperating efficiency effect

Investment in technology has two direct effects pwafits. The company uses its
technology to understand consumer preferences auhlice warehouse stock. This
information is used to pressurize vendors into cetythe prices of intermediate inputs. As a
result, the value added obtained by the firm in@esa The second effect comes from the
technical change. Technology has been used to sgeede checkout process, reduce the
time spent unpacking merchandise and putting sada, gain insight into which are the “hot
items” and place them where the customers canhss®r, tamong other tasks that improve
sales without greatly increasing the quantity gbuts employed. Walmart has been the
technological leader in the retail industry for mayears. This leadership has helped the
company to achieve higher profits by implementingalithrough technologies, especially in
the area of logistics. The situation describedefgre@sented in Figure 4 by the links to the

technical change effeaind theevolution of the value added

The expansion policy refers to where stores aratémtcand what the characteristics of
these stores are. The way in which Walmart hastipnsd its stores helps the company to
reduce transport costs and spread some costsasuativertising, widely, making operations
generally more efficient. Furthermore, the increaséhe number of local and international
stores means that more potential customers haessto the stores, thereby increasing sales
volumes. In Figure 4 thactivity effectandoperating efficiency effecepresent the situations

described.

The pricing policy affects the volume of sales (itveer the price, the higher the sales,
keeping everything else constant) and the valueddbtained per item sold. The net effect is

not clear — the company sells more units but ieiraxs less per unit sold. It could be that the
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reduction in output prices counterbalances theegse in the amount sold. In figure 4 these
two effects are represented by the arrows conrgegtiting policy to theevolution of the

value addedndactivity effect

The Walmart culture makes operations more efficiepteliminating superfluous
expenses that do not add much to the value offeWwmart is a company in which perks,
impressive headquarters, and extravagant benefés cansidered unnecessary for the
business. Culture is also important in attractingsumers. Customers will prefer to buy at a
store where they feel appreciated than in a pldwrevthey feel mistreated. This aspect of the

Walmart culture influences tleetivity effectandoperating efficiency effeah Figure 4.

The last managerial choice is product variety. thesequence of this choice is also
known as the “one-stop-shopping effect”. In generaktomers will prefer to make all their
purchases in one place instead of going from oo@ $t another. So, as Walmart increases
the product lines it offers, more customers willdigracted to its stores, increasing the sales

volume and impacting on tlaetivity effectin Figure 4.

Figure 4 presents a mapping from managerial cha@ése components of change in
profit. The connections between the different eletmevere based on the business model

from the previous section.

[INSERT FIGURE 4 ABOUT HERE]

Modeling the Consequences of Walmart:

Traditionally, a financial analysis is used to assa company's performance. Key
financial ratios provide information about the sgabf a company (see Nassim & Penman,
2001). Analysts usually express a measurementnainfiial performance (e.g. return on
assets) as a product of ratios that commonly takgramidal form. The DuPont method
applied by Donaldson Brown in the General MotorspOaation in the 20s (Johnson, 1975,
1978) is an example of this analytical frameworkisTmethod is still used today (Soliman,
2008).

One of the shortcomings of financial analysis iattit does not take account of
economic performance. Gold (1971) reconciles botincepts when he introduces
productivity as an explanatory factor for finangi@rformance. However, it is not certain that
he manages to accomplish this reconciliation bexhesdefines productivity as the capacity—

fixed investment ratio. Gold (1971) breaks dowrs tfatio of capacity over fixed investment,
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using partial measures of productivity e.g. labod aaw materials. Eiloet al. (1975, 1976)
offer applications of this methodology to indudtsattings.

Recently, some business literature has studied apoynperformance from a more
heterodox and holistic viewpoint. Siggelkow (200djoposes the use of performance
landscapes to analyze company behavior. Thereiararties between his framework and
that proposed in this study. He maps choices dyréatperformance, while we map choices
to theoretical constructs of production theory dhese constructs to performance. In our
opinion, the concept of the production frontieinglicit in the Siggelkow (2001) approach.
Other studies, such as Siegel and Larson (2008¢ritbe an econometric equation in which a
key financial indicator of performance is linked ¢boices made by the firm, as well as
exogenous variables such as macroeconomic indscatée acknowledge the inherent value
of the analytical frameworks described above, aigfowe decided to take an alternative
approach. Our approach has the advantage thajuires less data and is theoretically more
integrated.

The proposed methodology follows the scheme showfigure 4. This methodology
provides a better assessment of the impact of Wbnzhoices on its profits and is better
integrated. We rely on the theory of index numbamg production theory to develop our
analytical framework. The use of production thedogs not mean that this study can be fitted
to the neoclassical viewpoint of the firm. Cyerdafedrick (1972) characterize this issue
correctly when they stateThe unmodified neoclassical approach is characsefiby an
ideal market with firms for which profit maximizati is the single determinant of behavior
(p. 400) and alsoMany papers are based on...modifications of the mssatal method. They
extend the model to deal with real-world issuesfaoed by the simple text-book models, but
retain thea priori character, in that all of the detail added is d@stive of the environment,”
(p. 401).

The hypothesis of profit maximization or its detigas are not used in our analytical
framework. Production theory provides the fundaraksntequired for defining concepts such
as productivity, technical change, operating efficiy in the context of economic
performance assessment. Once they are define@, thesepts can be incorporated naturally

as explanatory variables of profit change, our measef financial performance.

The methodology employed in measuring the sourééd/amart’'s advantage had

some features that made it attractive from a coitiget strategy and management
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perspective. There are two levels of analysis asdye mentioned, the framework combines
the theory of index numbers and production thedhe main purpose of the theory of index
numbers is the aggregation of the information. Timsory is used nowadays by every
governmental statistical department. Its roots leartraced back to the I&entury. Fisher

(1911) was fundamental in its development and B2008) gives an updated revision of the

theory.

The first analytical level only uses the informati@bout Walmart prices and
quantities that is publicly available. The changeprofits is explained through price and
guantity effects. Davis (1955) was a pioneer irppsing this scheme, which was followed by
Kendrick and Creamer (1961) and Kendrick (1984hebtesearchers such as Genesca and
Grifell-Tatjé (1992), Kurosawa (1975, 1991), Mill¢t984); and Miller and Rao (1989)

follow the same framework, although they do not Daris's (1955) seminal work as a base.

The proposed framework includes Bennet (1920) tggeators making it possible to
obtain a value for each variable. Thus, the priteceis useful to quantify, for example, the
impact of the pricing policy on profits. On the ethhand, the quantity effect measures the
impact of the decisions made on output or inpuntjtias on the bottom line. Choices such as

hiring more staff or increasing fixed assets afleceed in this last effect.

At the second level, the quantity effect is decosgab In order to do this, we need to
introduce concepts such as the set of productiesipiities and the production frontier. The
production theory allows us to explain the quanttyect using well-known economic
performance measurement concepts. This level odildéelps us to understand how
Walmart's growth policy is contributing to higheopts being obtained. In addition, we can
explore the effects of technological progress difarts to achieve higher efficiency levels.
The empirical application of this second layer oflgsis requires the construction of a
dataset that records information about other firmshe retailing industry. The following

paragraphs will provide more details about the pseg methodology.

Bennet indicators:

We define profittt as the difference between revenue and operatist) wbere
revenue isR = pTy = 2pmym and operating cosC = WX = ZWio. Output vectors are
represented by = (y;,...,ym) and input vectors by = (xi,...,Xy). In addition, output price
vectors are denotqa= (py,...,pm) and input price vectons = (ws,...,wy). Profit is expressed
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asm=R - C=p'y - w'x, and profit change, from periddto periodt+1, is defined in

difference form as

7Tt+1 _ 7Tt — [ﬁT(yHl _ yt) _ V—VT(xt+1 _ xt)] + [}—]T(pt+1 _ pt) _ fT(WHl _ Wt)] [1]

The vectorsp, ¥, w andx are averages of the current and the next periatbrse
where p= %(p' + p™), ¥ = (Y + y*!) and so on. The first term on the right side of
expression [1] is theguantity effectwhich shows the impact of quantity changes orfitpro
change, and the second term is phiee effect which shows the impact of price changes on
profit change. Each expression has two componénthie case of the price effect, the first

component,y' (p***

— p) quantifies the variations in the prices of thetpots; in our
application the change in the value added perafrautput. The second componexrttw'** —

w), measures the impact on profit of the variatiorthe input prices.

Expression (1) explains profit change using qugraibhd price indicators. Bennet
(1920) advocates using tlaeithmetic mearof price and quantities to evaluate change. We
follow this approach because Diewert (2005) hasvshihat the Bennet indicators have a set

of properties that make them superior to the tiaalil Laspeyres and Paasche indicators.

Grifell-Tatjé and Lovell (1999, 2008) decompose thgantity effect following an
output orientation (maximizing output productiom gogiven vector of inputs). We adapt this
using Bennet prices and input orientation (minimgziinput usage for a given vector of
outputs) as this is the previously described bahrari Walmart. De Witte and Saal (2010)
also take this orientation in their study of Dutlrinking water utilities. The quantity effect in
equation (1) can therefore be further decomposed) psoduction theory.

pryt —yH) —wi(xtt —x") =
[T =y =W (x¢ = xP)] Activity Effect
+[wT(xt — xB) —wT(xt*1 — x9)] Productivity Effect
[2]

Equation [2] can be clarified with the help of Figlb withM =N = 1. Production sets
in periodt andt+1 are labeled Tand T. The set of feasible combinations of output vetor

and input vectors over a period of time is the patichn set or technology T of this period.
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Production in period usesx to producey’, and this combination is insidé. Production in
periodt+1 uses¢*™ to produce/**, and this combination is insidé*T.

[INSERT FIGURE 5 ABOUT HERE]

The first term on the right side of expressioni€)heactivity effect and the second
term is theproductivity effectThe activity effect can be associated with grgvait growth
based on the new technology of perted and net of operating inefficiency. It is net of
operating inefficiency because it is not possibl@rtoduce the same with less input. This idea
is shown in Figure 5. The activity effect in Figuseis indicated by the arrow connecting
operating-efficient vectorsx{, y) and &,y"*!). As both are on the boundary of*T the
activity effect contributes to or detracts from tgantity effect as the change in the value of
output exceeds or falls short of the change in dfieient quantities of inputs, with the
changes being evaluated at Bennet output and pnués. In the case ®fi=N=1 the activity
effect is equal to zero wheh=y**. But, Grifell-Tatjé and Lovell (1999) have showat, in
a general situation with multiple outputs and irgpuit also collects the changes in the output
and input mixes. As we have seen, one of the ntaamacteristics of Walmart is expansion,

and the activity effect should largely quantifystim value terms.

The productivity effect is also expressed in valeens, as the difference between
weighted input changes. It measures the monetalyevaf productivity change. The
productivity effect contributes positively to theantity effect, and hence to profit change, if
the weighted differencex(— %) exceeds weighted variation"¢t — X°). Grifell-Tatjé and
Lovell (2012) have shown that this measure of tf#telor productivity change can be related

to a Malmquist productivity index.

Malmquist productivity index:

Malmquist (1953) published a quantity index for useconsumption analysis. The
index uses gauge functions to compare two or moresumption bundles, and uses an
indifferent curve from one of the consumers asfaremce set. Cavest al (1982) (CCD)
rediscovered Malmquist's lost work and adapted itiesa to production analysis. These
authors presented a Malmquist index as a measyseodiictivity change and defined it in a
context given by a technology characterized byalde returns to scale. Grifell-Tatjé and
Lovell (1995) showed that in contrast to the consumontext, in a producer context the
notion of economies of scale is relevant. When dniaist productivity index is defined
relative to a technology characterized by variabtarns to scale, it does not collect the effect
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of scale economies. Faegal.,(1995) demonstrated that a Malmquist index caddimed as
a ratio of distance functions (Shepard, 1970). dput distance function is defined BYy',X)

= max{o: (v, X/8 O T'} where D'(y',X) >1 because' 0 T; D'(Y',X) = 1 whenx is producing

maximum feasible output with technology prevailingoeriodt. D" (y"**,X**) has the same
characteristics oP'(y,X) with T**. The adjacent-period input distance funct@h'(y',X) is

also obtained by replacind with T*%. However, as guantity data from one period maybeot

feasible with technology prevailing in another pédriit follows thatD“l(yt,xt) %1.

An input-oriented CCD Malmquist productivity indean be written as

t+1(,t ot
t41lt ot i1 ee1y PP (rEat)

MCCD(x Y X 'Y ) - DEFI(yt+1 xt+1)

_ Dt+1(yt’xt) Dt(yt’xt) 3

T Dt(ytxt) Dt+i(yt+l xt+l) []

The first line of equation [3] defines a CCD Malnsjyproductivity index as the ratio
of two input distance functions. It compares periodata to period+1 data, using input
distance functions characterizing the structurgechnology prevailing in periotkl as a
reference, and attains a value greater than, équat less than unity depending on whether
the producer has experienced productivity gromtdigrsation, or productivity decline, net of
the contribution of scale economies, between psricahdt+1. Figure 2 plotted the CCD
Malmquist productivity index of Walmart from 197G 2007. The second line of equation [3]
shows that the CCD Malmquist productivity index al®poses into the product of two
indexes. The first index provides a measure ofdbmtribution to productivity change of
whatever technical change occurs between peti@git+1, a long a ray through peridd
data. It measures the shift of the production fesnFigure 5 gives the intuition of the index,
because it can be expressed as the xati6. It attains a value greater than, equal to, & les
than unity depending on whether technical progressgnation or technical regress has
occurred. The second index provides a measuresafdahtribution to productivity change of a
variation in operating efficiency between periadmdt+1. This index is greater than, equal
to, or less than unity depending on whether thatiked operating efficiency of Walmart has

increased, remained the same, or decreased betineemo periods.

[INSERT FIGURE 2 ABOUT HERE]
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Profit change and Malmquist productivity index:

Recently, Grifell-Tatj¢ and Lovell (2012) have showvthat their measure of
productivity change in equation (2) can be relateth the CCD Malmquist productivity

index. They propose to decompose the productivigcein equation (2) in terms of (3) as
V_VT(xt _ xB) _ V—VT(le _ xC) —

—1.B (DTN )
w (Dt(yt.m 1

+ wTxt (1 - ) — wlxttl (1 - ;)

Dt(yt,xt) Dt+1(yt+1,xt+1)

[4]

The first term on the right side is tkechnical change effeend will be greater than,
equal to or less than zero depending on the Malshqiechnical change index
D" (y',X)/D'(y',X) Z 1, and the rate of technical chan@&'f(y',X)/D'(y',X) - 1] is converted
into monetary units through scaling fyx®. We can also express the technical change effect
asw' (X* —>8). The second term of [4] quantifies theerating efficiency effeat value terms.
It constitutes the translation into value of theliMguist operating efficiency index in [3]. The
rate of operating efficiency [1 - @(y,X)] is multiplied by the Bennet cost of the periddhe
product constitutes a cost valuation per periothefoperating inefficiency of the firm. The
operating efficiency effect contributes to or detsafrom the profit change a&'x[1 -
1/DYY X > < W1 - 1D (v x*Y]. When the producer is operating efficiency irttbo
periods:D'(y',X) = D" (y"** X*1) = 1, the operating efficiency effect takes a eatfi zero. The
operating efficiency effect can be rewritterimd$x' - X%) - W' (xX** —>°).

Grifell-Tatjé and Lovell (2012) prove that when fm@ducer is operating efficiency in
period t+1, the equation [4] can be rewritten @8x[1 — (M53)~']. Walmart operated
efficiently and uninterruptedly from 1984 to 20@8e last year of our data set. These authors
justify the productivity effect as iti$ consistent with the notion that efficiency aachinology

are under the control of management, whereas sitess likely to be endogendus

Estimating the technology:

The calculation of the activity effect and the te@onomic drivers of the productivity
effect (i.e. operating efficiency change and tecahichange) require an estimate of the

unobserved input quantity vectos$, x2, x°. As Figure 5 shows, these unobserved quantity
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vectors are located on the production frontierperiodt andt+1. All are radial expansions
of observed quantity vectors,¢) and &**,y"""). Thus, the technically efficient periddnput
vector isx* = X/D'(y',X), and the technically efficient periogt1 input vector isx® =
XDy X™); «8 is also a radial scaling of, but to the boundary of *f', and so® =
N /Dt+1 (yt,xt) '

In this chapter we use the technique known as Bat@loped Analysis (DEA), which
was introduced by Charnes al (1978) to evaluate producer performance and degbrio
production theory by Faret al. (1985). DEA constructs best practice frontiersciprovide
empirical approximations to the boundaries b&amdT™*, and it measures the performance of
a producer relative to best practice observed m shmple. In this study, we adopt a
sequentialtechnology. This means the feasible $étincludes all the observations from
period 1 to periodt. Hence, the technology in yearis constructed from data from all
producers in all years prior to and including yeaso best practices in previous years are
“remembered,” and remain available for use in tlheremt year. This definition of the
technology does not allow technical regressions Tiiplies that* = x® always as in Figure

5.

The unobserved input distance functdity',X) of retailer ®, in our case Walmart, is

calculated by
[Dt(yOt,th)]_l — mind,A,As ¢A
St XSA5 < pAx%, yot < YVSAS, 15>0,3:4, =1 [5]

. . . . . . S
We have t time periods, and in time period s weehBgvetailers,s = 1,...1; Y =
1 Is, . . . .
[y e ¥S.y] is an Mzl matrix of M outputs produced by alk retailers in each of
periodss = 1,...1, andX’ = [xls,...,xos,...xls] is anNxZ¢;1s matrix of N inputs used by all,

retailers in each of periods= 1,...,t. Thus the data matric&§ andX® are “sequential,” as they

include output and input quantity data for all proers from the beginning of the sample
through period; A°is aZ¢-11sx1 activity vector and, finally, the convexity coratit 2,4 = 1

allows the approximating technology td satisfy variable returns to scale, and to esyéhe
data tightly. This program is solvéd.;lstimes, once for each retailer in each year, althoug

we report only Walmart's results. The results dmtifrom these calculations are reported

from 1977 because the performance of these calontatequired sufficient data.
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The outcome of the linear program [5] ¢8, which enables the calculation of the
unobserved input quantity vectet* asx®® = #"*x*. The value of the input distance function
D'y = 1/@#” The estimation o™ (y"**,x*") is similar toD'(y',X). We need to replace
o y™) with 6% y*"Y) and s =1,...,twith s =1,...,t+1in [5]. Thus the solution of this new
linear program isf© which, as before, permits the valuationx®f asx°® = @<, In the
case 01Dt+l(yt,xt) we replace s 4,...,twith s =1,...,t+1in [5] and the outcome of this linear
program is¢f® andx°® = ¢#5x’. As before, the value of the input distance flore®™ " (y*,x*")
= 1/¢#® We can calculate the activity effect, the prodlitst effect and the economic drivers
of the productivity effect by replacing’”, X2, x° in [2] and [4], or the input distance functions

of their respective values.

1.5 Dataset Description

This section contains the definition of the varesyla description of the sample and
some descriptive statistics from our empirical stigation of the sources of profit change in
Walmart during the period 1971-2008. Walmart becanpeiblic company in October, 1970.
We are therefore analyzing the period of time irichvithe company has been on the stock

market.

The calculation of the activity effect, productyieffect and its economic drivers,
expressions [2] and [4], is only possible if we @mtimate the best-practice frontiers of the
retailing industry. In order to build the feasilgeoduction sets we incorporate data from six
companies other than Walmart. These companies mya&t Target, Sears, May, Costco and
Bradlees. The information from these companies wgel only to construct the production
sets. The main sources of this dataset are theahmeports and financial statements
published by each company. Other sources employéds study are the Osiris database and
the reports of consulting firms provided by Thomp$onancial. These alternative resources
were mainly employed in building a long series oiftbers of employees for some companies
and completing information about Sam’s Club. Irstloing period of time, 28 years, some of
these firms underwent bankruptcy, take-overs orgerst We treat the firm after the merger

or acquisition as a new compahyTable 1 provides a description of the dataset.

%L In the case of Costco, the company merged witheAn 1993. We therefore treat Costco as two sépara
firms, one prior to the merger and the other aftermerger. Kmart filed for bankruptcy in 2002. Thecessor
company survived for two years before merging v8grars. Each circumstance was treated as a sepasgte
(three firms). May Department Stores was treatedwas separate companies, one before the acquisition
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[INSERT TABLE 1 ABOUT HERE]

Annual profits consist of operating profits, or fu® that contain the revenues
generated from the firm's retail activity. This meathe accounting record called “other
income” is not included in our definition, whichpresents an average amount of 1% of total
sales. The cost of sales, operating, general aminglirative expenses and capital cost are
subtracted from the sales figure. In this studyerapng profits, revenues and costs are

deflated to 1970 values, using the consumer pnidex.

We follow a value added (VA) approach, which isiged as sales minus cost of
intermediate goods. The value added approach Hasgatradition in business literature,
especially in the retail sector. Some authors sicilchrist (1971) define it as a firm's main
performance indicator. As we have seen, the vatidec created by Walmart went from
18.61 million in 1971 to 17.14 billion constant @os in 2008. The advantage of this VA
approach is that it simplifies and homogenizesahgputs in a sector characterized by great

heterogeneity in disclosing policies among retailer

In the case of Walmart, we define two outputs amal inputs, labor and capital. The
real value added associated with each of the twputsl is decomposed into quantity and
price componentd. The output quantity is defined as the amountadésmeasured in 1970
dollars. Given the fact that we wanted to make sdirtition between Walmart Stores and
Sam’s Clubs, two types of outputs were outlingd;s average of beginning-of-year and end-
of-year real sales of all the discount stores fhasstores built outside the United States;
average of beginning-of-year and end-of-year red¢ssunder the warehouse club format.
Sam’s Club started in 1983, so before then Walmalg had one type of output. The price

componentsy) are defined as the ratio of real value addeti¢caverage output quantity.

Caldor and the other after the acquisition. Weudel information about May only until 2003. Kmargrget
and May had multiple retail formats during the pdrof study. The financial information on theseibasses is
not separated from the discount retailing actigitid/e do not consider this a problem, as all tleetwities are
in the same line of business. The same is notfou&ears which had a very broad spectrum of bese®
besides retailing (e.g. Dean Witter, Allstate Imswe Company, Coldwell Banker among others). Fi th
reason, it was essential to analyze the merchaipdigeonly. Fortunately, Sears discloses infornmatio each
division separately. We therefore include only il part of Sears.

?2\We do not have information about the value addedummfor each type of retail format, discount
and warehouse club at Walmart. However, we knowtth&l sales and the operating profit obtained aghe
branch for every year in the sample. We assumettigatvalue added is distributed in the same wathas
income variable is distributed each year.
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As a labor quantity inputx{) we used the average of beginning-of-year anda#nd-
year number of employe®sThe cost of labor would be the ideal price fas thput variable.
Unfortunately, this is one of the best kept sedrethe industry. Although Drogin (2003) has
data about Walmart’'s labor costs, and some autiere used this data to project total labor
costs, this is not enough for our study which stamt1971. We therefore chose to use real
operating, general and administrative expenses asgbatitute for labor costs. The price
component \{;) is the ratio of real operating, general and adstiative expenses to the

average number of employees.

The second, and final input, is capital. We follaviraditional approach whereby the
capital from one period is equal to the capitathef previous period minus the amortization
expenses plus the investment from the period. fifoernation about capital is taken from the
annual reports in which data about net property espdpment from the two periods can be
found. The amortization expense is calculated asdifference between the accumulated
amortization and depreciation expenses of parddandt. The quantity component of input
capital &) is evaluated at the average of the beginningeai-ryand end-of-year value of
constant 1970 prices, by applying the deflator ¢simulative from 1971 to yeas’; to the
flow of investments until period 2008. The capitast consists of the sum of current
depreciation and amortization expenses plus thentetest paid expressed in 1970 prices.
We follow an accounting approach and the operatindit is that reported by the firm. The

price component is the ratio of the cost to theaye quantity of input capital for the period.
[INSERT TABLE 2 ABOUT HERE]

Table 2 provides some descriptive statistics abdalmart extracted from the dataset
used in our calculations. It presents the averagedch of the variables studied as well as
their growth rates. In general terms, we can se®deration in growth rates as the company
became bigger. The results are presented distimggighe three CEO terms analyzed. In
February 2009 Mike Duke was appointed as the cogipamew Chief Executive Officer. He
Is therefore not included in this study. We havienmation on Walmart since it became a

public company. Walton’s tenure therefore covexesteen years (1971-1987).

% |n the case of Walmart, the number of employegsdsided in the Annual Reports. This informatisnniot
always provided by other retail companies. Sometjmes have to rely on information collected bydhparties
or make our own estimate based on the average mwhbeployees per store.
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Walton’s years are the most dynamic ones for thepamy. The expansion policy is
appreciable in the double-digit growth in outpudpital and labor. Capital prices increase
moderately, while output and labor prices fall. €5la term shares the same pattern of the
previous period, but less intensely. In this periodpital costs decreased and labor costs
increased by less than 1%. Finally, under Lee’s date) Walmart's discount stores’ sales
grew an average of 8.6%, less than the double-digitvth rates of the previous periods.
Output prices (value added) grew, on average, ammin0.4%. Capital and labor prices
showed similar behavior to the previous CEO's tentlihe increase in Sam’s Club sales was
less than that experienced by Walmart's discouotest Average capital input growth is
higher than labor input growth for all three pesodhere is a tendency to substitute using

labor with capital.

1.6 Results

The results of the empirical part of the study sttrewn in tables 3, 4 and 5. Table 3
contains the decomposition of the change in profitsis decomposition is carried out in
steps. First the change in profits is expressethassum of price and quantity effects as
expressed in equation [1]. The quantity effect esanposed into activity and productivity
effects (equation 2). Finally, the productivityeft can be calculated as the sum of technical
change and operating efficiency change as in emufdi]. Table 3 is the main conclusion of
the study. Tables 4 and 5 provide additional insahhow the price and the quantity effect
are calculated respectively. Table 4 reports theemffect expressed as the sum of output and
input price effects. Meanwhile, table 5 presents dhantity effect separated into output and

input quantity effects.

Given the scheme in figure 4, we need to make allsuedour and define our
expectations before introducing the results. “Edagylow prices”, frugal culture, high power
incentives, investment in technology, geographégdansion and variety of products are the
elements for formulating our expectation. Behind tlow price” promise there is the “low
mark-up” consequence. Technology applied to hagdhrentories is useful for pressurizing
suppliers to reduce the cost of their products. denot therefore know which of these two
forces is greater and we cannot make a predictiorthie behavior of output prices. Low
prices, geographical expansion and product diwetsibst the volume of sales, and this is
observed in a positive and increasing activity @fférugality, good human resources policies
and the presence of network economies produce topeabefficiency as well as low input

price effects. Investment in technology impliesht@cal change.
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In general terms we observe an increase in theegabd the components of profit
change, although the series is steady. The prfeetaé in general negative, and the quantity
effect is positive, as we expected (see the agtgdgbormation at the end of table 3). The
quantity effect more than compensates for the mftect, so the change in profit is positive.
A closer look at the quantity effect in table 5 eals that the output quantity effect grows
faster than the input quantity effect. On the othand, table 4 shows that the output price
effect was generally negative during Walton's anas&s tenure, but, when Lee's period is
added it becomes positive. Capital input pricesehavendency to reduce, while labor prices
tend to increase (with the exception of Walton’argg. In summary (last row of table 4), the
change in capital prices reduced costs by $341.iflbmconstant dollars while labor prices
increased costs by $1,134.84 million constant dolfar the 1972-2008 period. Both the
productivity and activity effects are mainly pogéi These findings fit our perception about
the company. Walmart is a successful retailer beeauboosts its sales by having low prices
and its business decisions allow efficient expamsidthough the administration asserts that
it is doing everything possible to keep overheawg, Imarket pressure can be seen in the

behavior of the labor input prices.

Sam Walton 1972-1988:

Walmart registered increasing real profits durirgmSWalton’s tenuré. The price
effect was insignificantly negative, while the gtipneffect was notably positive. Table 4
reveals that the output price effect was in geneegjative, which means a reduction in the
value added per item sold. The input price effe@s$ @lso negative. Therefore, for some years
Walmart enjoyed positive price effects becauseadtnibt pass on all the savings obtained by
controlling costs. Negative output price effects eelated to applying “everyday low prices”
policies as well as investing in technology. It vigscisely during this period when Walmart
computerized the management of inventories, depdidie UPC system and created the

satellite network.

The year 1981 was a special year for Walmart, #ected in tables 3, 4 and 5 (1980-
1981). This was the year when Walmart made it$ ivgjor acquisition: Kuhn’s Big K stores.

Sam Walton made the following statement referrmthe Big K acquisition: “But we’'d never

4 The only exception was the period 1973-1974 (abket4). The explanation for this fall in profitsasvthe
adoption of the LIFO method of costing inventorjeTaccounting change resulted in a reduction iniegs of
1.8 million 1970 dollars in real terms, althougk tompany profits grew if measured in current dslla
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bitten off anything close to this size before, ave didn’t know what it would be like trying

to digest it,” (Walton, 1992, p. 197). The purchasainly affected the output price and the
price of capital. 1986 was also an exceptional gesrto a 41% increase in sales (in nominal
terms) compared to the previous year. This salesrdes the second largest of the complete

series (the largest increase in sales occurred42-1973 period).

The activity effect was in general positive, witietexception of the years 1983 to
1985. A negative activity effect in this contexgrsifies that the cost of the variation in inputs
is greater than the positive value added changs.ridgative activity effect was compensated
by a positive productivity change in those yealkse Pproductivity effect was initially negative
due to operational inefficiencies that were laterrected. The company enjoyed positive
technical change during Walton's last four years.afjgregate terms, improvements in
productivity were more important than incrementsadtivity levels in explaining the quantity

effect.

David Glass 1988-2000:

Glass's period is characterized by the importaricéhe activity effect. Walmart
experienced few technological shocks and no chaimgefficiency levels. The productivity
effect was very small (note the David Glass subtota, table 3). Glass did not alter the core
of the firm much and his approach was to expandrtbdel in the United States and abroad.
When Glass left, Walmart's sales were 12 times tgrednan when Walton resigned. The
numbers reveal that Glass’s secret of success voaging at high speed and was always
operationally efficient. Table 5 reveals that odtpumd input quantities were all positive
during Glass’s years. Output quantities grew fagtan input quantities. In table 4 it can be
observed that the output price effect was mainbatige, while the input prices of capital and
labor followed different trends. The labor inputcereffect was positive in aggregate terms,
contrary to what happened in the previous pericgbdr prices therefore increased under
Glass’s administration. On the other hand, thetabpiput price effect was negative for the

whole Glass period.

In 1991, the price effect decreased substantialhjle the activity effect more than
compensated for it. First, Walmart completed thguésition of McLane in December 1990.
McLane was a company that provided and distribujedds to different retail stores,
including Walmart. Furthermore, the corporation wadly deploying its Sam’s Club
nationwide. When Walton left the CEO position irB&9there were 105 Sam’s Club stores;
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by 1991 that number was 205. (See the developnfehemutput quantity effect for Sam’s
Club in table 5). According to company records,hb8am’s Club and McLane were firms
with lower markdowns than Walmart. This explainsywthe value added of the company
decreased substantially in 1991. The strong pes#istivity effect is explained by the fact
that Sam’s Club and McLane had higher sales volum#srespect to the amount of inputs
used. Sam’s Club is a no-frills store where itemes sold in bulk. 1991 was also the year
when Walmart started deploying its Retail Link teclogy, connecting the company’s

headquarters directly with its suppliers.

1995 was a bad year for Walmart. The company’'sssatre growing at rates greater
than 20% but in that particular year the growtte naas 13%. The company was trying to
diversify by investing outside the United Stated anme of the results were not satisfactory.
Sam’s Club was not performing as expected. In 1B83varehouse franchise registered 14.7
billion in sales (current dollars); one year latieat figure was 19 billion. Finally, in 1995,
Sam’s Club reported 19.068 billion in sales. Thewgh was below the inflation rate. The
company’s authorities acknowledge that they wefectesing their strategy for Sam’s Club.
However, table 5 reveals that the output quanfifiyce for Sam’s Club never recovered the

levels of growth of prior to 1995.

The price effect after 1997 becomes positive. Tableveals that the output price
effect which used to be negative is now positivealMart states that several systems that
improved inventory management and a change in teeehmandise mix were implemented
during those 25 years and that these improvemedtsed the cost of sales. Despite Walmart
obtaining higher value added per dollar sold, ttteviy effect remains strong although lower

than previous years.

David Glass did not modify the Business Model depetl under Sam Walton; on the
contrary, he intensified its application. Glasscdiginued the “Buy American” campaign,
opening the doors to overseas suppliers. Glasstedeheavily in technology, spurred the
expansion of the company by deploying new retaiinfts and building new stores in the
United States and abroad, and continued the friygaliture. The comparison between Glass
and Walton reveals that, taken together, the differeffects were very similar. The main
difference between Walton and Glass is in the dgosmion of the quantity effect. Walton’s
years are characterized by the importance of tbdymtivity effect, while in Glass’s years the

main component was the activity effect. Anotherfedldnce comes from the fact that, in
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Glass's last years, the value added per item sclgéased instead of following its previous
behavior (the only exception being the very lastryad Glass’s tenure 1999-2000).

Scott Lee 2000-2008:

Walmart's sales were only twice those of Glasg®twhen Lee left the CEO position.
The main characteristic of Lee’s term is moderatiothe growth rate. Under Lee, Walmart's
profit increased, not only because of the changexctivity levels, but also with the help of
productivity improvements (see subtotal table 3)e Tompany enjoyed substantial technical
progress and the price effect had a similar negatiwact to that of the previous period.
Nevertheless, the output price effect (table 4nglea its trend, becoming positive on average.
The labor input price effect was the component shatved the most striking shift. The labor
prices (measured as operating, general and adrativst expenses divided by the number of
workers) increased significantly in this period. ngmany records relate these increases to
insurance and payroll-related costs. Walmart agpienew pay structure for workers in the
United States in 2004. The price effect was, orraye negative because of the influence of
labor prices, contrary to what happened during Bvédt years, when the output price effect
was the main cause. Table 5 reveals that the i@pogtof Sam’s Club is diminishing. Under
Glass's administration, Sam’s Club contributedhte increase in profits with 820 million

dollars. With Lee, that amount reached only 392ilian.

2003 is the first record in the series that requaealysis. In that year McLane was
sold for $1.5 billion dollars and the company relsmt an extraordinary income of $151
million after taxes. McLane sales in 2002 were $Hdllion, so its influence on the company
was substantial. Walmart decided to sell McLanebse it did not fit with its core business.
This decision affected the firm's accounting resoriowever, the components of the
productivity change were affected in different wayath output quantities and prices

undergoing most distortion.

In 2004, the number of workers was 1.6 million,084lincrease on the previous year.
This is the result of several acquisitions madeHg company (e.g. Bompreco in Brazil) as

well as the continuous construction of new stores.

The last year of the series reported a negativagshan profits. In current dollars,
Walmart registered an increase in profits; howeter picture is different when values are

expressed in real terms. Profit grew below theatidgh rate. The explanation for this poor

43



performance was a disappointing year for Sam’s Clnld the negative impact of the

exchange rate for international units.

Lee followed the lead of Walton and Glass. He ditl change the core principles of
the business model at all. Walmart was the industger; it continued competing on costs,
used technology as leverage against suppliersiegpbigh power incentives, diversified its
offering and remained committed to Walmart’s southeulture. However, Walmart is no
longer invisible. It is a giant company that hasrbeéblamed for underpaying workers.
Walmart has gone abroad and found competitorsvikes copying its strategies in their own
markets. Scott Lee managed a company in a much fmmoséle environment than his
predecessors. When Walton was leading, Kmart wagittal to beat. Nowadays, Walmart

has become the target.

1.7 Conclusions

The Walmart business model has been the subjecharfy case studies. Books,
journal articles and TV documentary programs haaeoted time to attempting to understand
how Sam Walton built his empire from its humble ibeghgs. We have constructed a
business model representation based on these spasce/ell as information provided by the
company in its annual reports and filings to theCSEVe have tried to capture the way the
choices made by the company affect the bottom dim& we have found several interesting

results.

Walmart is a company in which the price effect igimy negative and the quantity
effect is positive. This means the company grewchdg by selling more goods at very low
prices. Increases in levels of activity were themtamponent of Walmart's growth. The firm
created a vast network of discount stores, suptrer@and neighborhood markets in the
United States and abroad to reach the largestlpessimber of consumers. It expanded its
selection of goods by including groceries in itsrae$ and, with this, increased its share of its
customers' wallets. Technical change and imprové&nianefficiency had a limited role in
explaining Walmart development. However, in ourattase there was no firm more efficient

than Walmart so there was very little room for@éncy improvement.

The empirical analysis reveals three importantsfattout Walmart today. The first is
that labor costs are increasing. As we mentiortelfitm blames health cost expenses as the
main reason for this phenomenon. We do not knaWwefexposure of Walmart's austere labor
policies had any influence on this increase inoBhe second fact is the stagnation of Sam’s
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Club. The firm has tried many measures to reviatize warehouse club, but so far these
efforts have not delivered the expected resulte. third fact is the symptom of stagnation at
Walmart as well. The business model is successfptpvides a good share of revenues, but
the firm's growth rate is waning. The firm has gaiwoad in search of fresh sources of

revenue, but the outcomes of these endeavors lemrerbixed.

There are many lessons practitioners can extraat the Walmart business model.
This business model is an example of internalfiiere choices and consequences feed one
another creating feedback loops. The firm remaomnitted to its strategy of selling at low
prices. Walmart did not try to expand its marketrstby differentiation or by including other
target audiences. The results show that this comemit paid off. However, the company tried
to repeat its success by applying the same logibdowvarehouse club format and failed to
achieve the same results. Similar attempts didvosk when Walmart invested in countries
like Germany or South Korea. The success of busine®dels depends greatly on

environmental conditions.

Walmart’s future is uncertain, but there are soigassof upcoming trends. Recently,
one of Walmart's competitors in the electronic seclosed down. Circuit City, the second
electronic retailer in the United States, filed fmankruptcy on November 18, 2008. The
company announced on January 16, 2009 that it woldse all its stores. According to
several newspapers, Walmart is very interestedllingf the space left by the electronic
retailer. The firm is also moving in other veryfdient front lines. It has moved into the
healthcare business, installing walk-in clinicsdesits stores. Another sector that has always
attracted Walmart’s attention is the financial ss#s sector. However, the company has faced
strong opposition that has hindered its attempenter the banking industry.

The main challenge faced by Walmart's administrati® to decide whether to be
faithful to Walton’s view of the retail businesstorchange, given the firm’s current situation.
In this scenario, with small growth rates, Walnmaotild thrive by improving its productivity,
just as it did when Walton was in charge, instehdoousing exclusively on choices that
boost the firm's activity levels. Careful considema should be given before it decides
whether to undertake certain business projects. faihgres in Germany and South Korea

show that the company is not immune to defeat.

Our future research will focus on the relationshgiween Walmart and its former

major rival Kmart. Walton acknowledges in his meradhat he always perceived Kmart as
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the retailer to imitate. Kmart and Walmart may hés#owed similar business models. The
failure of Kmart is a conundrum. Kmart was, froms lteginning, bigger than Walmart. It is
necessary to analyze the causes of Kmart's collapdewvhich Walmart choices enabled the
company to overcome its main rival. We are alsergdted in analyzing firms such as Target
and Costco that have been able to compete sucthgsefainst the giant of Bentonville. We
consider that important lessons could be obtaingdstdying the relationship between

Walmart and its main competitors.

1.8 References

Amit, R., & Zott, C. (2001). “Value creation in esbiness.’Strategic Management Journal,
22,493-520.

Balk, B. M. (2008). “Searching for the holy graflindex number theory.Journal of
Economic and Social Measurement 33(B;25.

Barbaro, M., & Gills, J. (2005). “Wal-Mart at Thefefront of The Hurricane Relieve”.
Washington PosGeptember 6.

Barney, J. (1991). “Firm resources and sustainaspetitive advantage Journal of
Management, 17(199-120.

Basker, E. & Pham Hoang, V. (2008). “Wal-Mart asagalyst to US-China trade.” Working
Paper: Available at SSRN: http://ssrn.com/absti@87583

Basker, E. (2005). “Selling a cheaper mousetrapg:-Mé&at’s effect on retail prices.Journal
of Urban Economics 58(2203-229.

(2005b). “Job creation or destruction?ocdarket Effects of Wal-Mart
Expansion.” Review of Economics and Statisticg(137174-183.

Basker, E., & Noel, M. (2007). “The Evolving Footh&n: Competitive Effects of Wal-
Mart’s Entry into The Supermarket Industrydurnal of Economics and Management
Strategy, 18(4)977-1009.

Basker, E., Klimek, S., & Pham Hoang, V. (2008)up8rsize it: The growth of retail chains
and the rise of the 'big box' retail formiaDepartment of Economics, University of
Missouri, Working Papers: 0809.

Bennet, T. L. (1920). “The theory of measuremerttanges in cost of livingJournal of
the Royal Statistical Society, 8385-462.

Bliss, C.(1988). “A Theory of Retail PricingT’"he Journal of Industrial Economic36(4).
375-391.

Bonacich, E., & Wilson, J. (2006). “Global Prodactiand Distribution: Wal-Mart's Global
Logistics Empire (with Special Reference to Therahi Southern California
Connection).” In S. D. Brunn (EdYyal-Mart World(2006). New York: Routledge
Taylor & Francis Group.

Bradley, S. & Ghemawat P. (2002) “Wal*Mart stores,.” Harvard Business SchodCase
794-024.

Burt, S., & Sparks, L. (2006). “ASDA: Wal-Mart ihe United Kingdom.” Wal-Mart World
(2006). New York: Routledge Taylor & Francis Group.

46



Casadesus-Masanell, R., & Feng Zhu (2010). “Stresetg fight ad-sponsored rivals.”
Management Science, 56(2%184-14909.

Casadesus-Masanell, R., & Larson, T. (2009). “Cdmpehrough business models (D).”
Harvard Business SchqdCase 710-410.

Casadesus-Masanell, R., & Ricart, J. E. (2008) mi@eting through business models (A).”
Harvard Business Schodlase 708-452.

. (2010). “From strategy tormss model and onto tactic§pecial
Issue on Business Models, Long Range Planning 4B92)215.

Caves, D. W., Christensen, L. R., & Diewert, W(E82). “The economic theory of index
numbers and the measurement of input, output, eoatlptivity.” Econometrica,
50(6), 1393-1414.

Charnes, A., Cooper, W. W., & Rhodes, E. (1978)edguring the efficiency of decision
making units."European Journal of Operational Research, 2¢329-444.

Chesbrough, H., & Rosenbloom, R. (2002). “The afléhe business model in capturing
value from innovation: evidence from Xerox corpaals technology spin-off
companies.’Industrial and Corporate Change, 11(%29-555.

Cyert, R.M. and Hedrick, L.H. (1972), “The theorfytibe firm: past, present and future; an
interpretation,”Journal of Economic Literature 10(2398-412.

Davis, H. S. (1955roductivity AccountingPhiladelphia: University of Pennsylvania Press.

De Witte, K., and D. S. Saal (2010), “Is a LittlerShine All We Need? On the Impact of
Sunshine Regulation on Profits, Productivity aniddé% in the Dutch Drinking Water
Sector,” forthcominglournal of Regulatory Economics.

Diewert, W. E. (2005). “Index number theory usinfjetences rather than ratioAimerican
Journal of Economics and Sociolo@#(1), 347-395.

Discount Retailer News (1989) “Reputation, not adsps customers.” December 19 .
Drogin, R. (2003). “Statistical analysis of gen&atterns in Wal-Mart workforce.

Dube, A., & Jacobs, K. (2004). “Hidden cost of W&t jobs use of safety net programs by
Wal-Mart workers in California.University of California-Berkeley, Labor Center.
Unpublished paper.

Dube, A., & Wertheim, S. (2005). “Wal-Mart and jgbality-what do we know, and should
we care?’Prepared for Presentation at Center for Americagtess,

Dunnett, J., & Arnold, S. J. (2006). Falling prickappy faces: organizational culture at Wal-
Mart. Wal-mart world(). New York: Routledge Taylor & Francis Group.

Eilon, S,. B. Gold and J. Soesan (1976), “An Ina¢en Steel Plant,” in (Ed. Eilon, S,. B.

Eilon, S., B. Gold and J. Soesan (1975), “A ProhtgtStudy in a Chemical PlantOmega
3:3, 329-43.

Fare, R., S. Grosskopf, B. Lindgren and P. Roo841%roductivity developments in
Swedish hospitals: a Malmquist output index appnoBata Envelopment Analysis:
Theory, Methodology and Applicatiorioston: Kluwer Academic Publishers.

Fare, R., S. GrossKopf and C.A.K. Lovell (1985)h& Measurement of Efficiency of
Production” Kluwer-Nijhoff Publishing: Boston-Dordrecht-Laaster.

a7



Fisher, 1. (1911). “The purchasing power of mondygprinted 1971 by Augustus M. Kelley
Publishers: New York.

Fishman, C. (2006)he Wal-Mart effectNew York: The Penguin Press.

Genesca-Garrigosa, E. & Grifell-Tatjé, E. (1992Ptofits and Total Factor Productivity: A
Comparative AnalysisOmega. The International Journal of Managementr®ae
20(5/6), 553-568.

Ghemawat, P. (1989). “Wal-Mart Stores' Discount @pens.”Harvard Business School.
Case 387-018

Ghemawat, P., Mark, K., & Bradley, S. P. (2004).aMart Stores in 2003 Harvard
Business SchooCase 704-430.

Gilchrist, R.R., (1971).Managing for Profit. The Added Value Concéhbndon: George
Allen and Unwin LTD.

Global Insight Inc., (2005). The Economic Impac¥éél-Mart.

Gold, B. (1971). Explorations in Managerial EconosniProductivity, Costs, Technology and
Growth. Basic Books Inc: New York.

Graff, T. O. (1998). “The locations of Wal-Mart aKdhart supercenters: contrasting
corporate strategiesProfessional Geographer, 8D, 46-57.

Graff, T. O. and Ashton D. (1994) “Spatial diffusiof Wal-Mart: contagious and reverse
hierarchical elementsProfessional Geographed6(1), 19-29.

Grifell-Tatje, E., & Lovell, C. A. K. (1995). “A n@ on the Malmquist Productivity Index.”
Economic Letters}7(2),169-175.

. (1999). “Profits and proditgtiy Management Science, (8%, 1177-

1193.

. (2008). “Productivity at thetpits drivers and its distribution.”
Journal of Regulatory Economics, (23 133-158.

. (2012). “The Economics of Bess Performance,” forthcoming
Cambrldge University Press.

Guiso, L., Sapienzza, P. & Zingales, L. (2006). E8@ulture affect economic outcomes?”
Journal of Economics Perspectives. 20, 23-48.

Hausman, J., & Leibtag, E. (2007). “Consumer beésiéfdm increased competition in
shopping outlets: measuring the effect of Wal-Maraurnal of Applied
Econometrics, 27), 1157-1177.

Hedman, J., & Kalling, T. (2003). “The Business Mb@oncept: Theoretical Underpinnings
and Empirical lllustrations.European Journal of Information Systerhi2(1), 49.

Holmes, T. (2008). “The diffusion of Wal-Mart andomomies of density NBERWorking
Paper: 13783.

Holmstrom, B. (1979). “Moral Hazard and Observapili The Bell Journal of Economics
10(1), 74-91.

Jia, P. (2008). “What Happens When Wal-Mart Comeg§ dwn: An Empirical Analysis Of
The Discount Retailing IndustryBconometrica, 7@®), 1263-1316.

48



Johnson, H. T. (1975), “Management Accounting irEany Integrated Industrial: E. I.
DuPont de Nemours Powder Company, 1903-19&asiness History Reviet9:2
(Summer), 184-204.

(1978), “Management Accounting ireanly Multidivisional Organization:
General Motors in the 19209Uusiness History Revieb2:4 (Winter), 490-517.

Kendrick, J., & Creamer, D. (196 Measuring Company Productivity: A Handbook with
Case StudiedNew York: Conference Board.

Kurosawa, K. (1975), “An Aggregate Index for thealysis of Productivity and
Profitability,” Omega. The International Journal of Managementi®m8:2, 157-68.

(1991), Productivity Measurement anddgdament at the Company Level:
The Japanese Experience. Amsterdam: Elsevier.

Lazear, E. (1986). “Salaries and Piece RafEs€' Journal of BusinesS9 (3). 405-431.
Magretta, J. (2002). “Why business models mattdaifvard Business Review
Mckee, Steve (2009). “What should you spend on didusg?” Business Weelkebruary 10.

Méakinen, S., & Seppanen, M. (2007). “Assessingtess models with taxonomical research
criteria.” Management Research News, 30(10), 73%-74

Malmquist, S. (1953). “Index numbers and indifferersurfaces. Trabajos De Estadistica,
4(2), 209-242.

Miller, D. M. (1984), “Profitability = Productivity+ Price Recovery,Harvard Business
Review62:3 (May/June), 145-53.

Miller, D.M., & Rao, P.M., (1989). “Analysis of pfit-linked total factor productivity
measurement models at firm levelfanagement Science, 35(@p7-767.

Morris, M., Schindehutte, M., & Allen, J. (2005)He entrepreneur's business model: toward
a unified perspective.” Journal of Business Re$ed8(6), 726-735.

Nissim, D., and S. H. Penman (2001), “Ratio Anaysid Equity Valuation: From Research
to Practice,’Review of Accounting Studiésl (March), 109-54.

Oberholzer-Gee, F. (2006). “Wal-Mart's Businessiimment.”Harvard Business School.
Case 706-453.

Porter, M. (1980). The competitive strategy, teghes for analyzing industries and
competitors. New York: The Free Press.

(1985). Competitive advantage, creatinsaistaining a superior performance.
New York: The Free Press.

(2001). “Strategy and the interneldivard Business Review3-78.

Shephard, R. W. (19700he Theory of the Cost of Production Functiddsnceton
University Press, Princeton, N. J.

Siegel, J. and Larson, B. (2009). “Labor marketitusons and global strategic adaptation:
Evidence from Lincoln Electric.Management Science 55(1527-1546.

Siggelkow, N. (2001). “Change in the presencetottiie rise, the fall and the renaissance of
Liz Clirbone.” Academy of Management Journal 44@38-857.

Soliman, M. T. (2008), “The use of DuPont analysisnarket participants,The Accounting
Review83:3 (May), 823-53.

49



Walton, S. (1992)Sam Walton: Made in America, My StoNew York: Doubleday.

Williamson, O. (1981). “The economics of organiaatithe transaction cost approachlie
American Journal of Sociology, 87(3¢48-577.

Zott, C. & Amit, R. (2010). “Business model desigm: activity system perspectivéSpecial
Issue on Business Models, Long Range Planning 43(8)226.

50



1.9 Figures & Tables

Figure 1
Walmart Real Profits from 1972 to 2008
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Figure 2
Productivity Index for Walmart (1978- 2007)
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Figure 3
Walmart Business Model Representation
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Figure 4

Scheme that links Walmart Choices with the Changeni Profits
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Figure 5
Productivity Effect Decomposition
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Table 1
Description of the Companies Analyzed

Company Number Period Description

Walmart 1 1971-2008 Walmart Stores Division, Walnhaternational and
Others

Sam’s Club 1 1983-2008

Target 2 1971-2008

Kmart 3 1971-2002 Filed for bankruptcy in 2002

Kmart post- 4 2003-2004 Merged with Sears in 2005

bankruptcy

Sears 5 1994-2004 Merged with Kmart in 2005

Sears / Kmart 6 2005-2008

Costco 7 1984-1992 Ancestor company

Costco 8 1993-2008 Successor company

Bradlees 9 1971-1986 The company went bankrup®@bnd again in
2000

May 10 1971-1985 Acquired Caldor in 1985

May post-acquisition 11 1986-2003 Only until 2003
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Table 2

Averages and Average Growth for Selected Variableis Each of the CEO Tenures

yl pl y2 p2 xk wk x| wi
Walmart Average | 17,389.44 0.2649| 4,410.70  0.1820| 5,169.54  0.1235 589.22 5.91
1971-2008 A. Growth 19.76%  -0.42%| 24.03%| -3.00%| 24.01%| -1.58%| 20.47%| -0.76%
Target Average 4,944.42  0.2989 2,148.15  0.0861 174.99 5.18
1971-2008 A. Growth 6.59%  0.07% 9.00%| -2.17% 5.62% 0.90%
Kmart Average 7,482.90  0.2641 1,694.55  0.1254 272.33 5.99
1971-2002 A. Growth 2.72%  -1.55% 7.28%|  -0.94% 1.46% 0.56%
Kmart post Brkcy Average 3,823.27 0.2740 48.83 0.7445 145.50 5.87
2003-2004 A. Growth
Sears Average 8,353.19 0.2865 1,789.63  0.2913 302.92 7.56
1994-2004 A. Growth -0.54%  -1.42% 3.04%|  -1.18%| -1.20%| -1.39%
Sears/Kmart Average 9,588.11 0.2718 1,792.66  0.1261 333.58 34.09
2005-2008 A. Growth -5.16%  -6.90% -4.98% 1.08% 0.73%|  -2.95%
Costco pre-merge Average 887.40 0.1116 103.38 0.0818 9.04 9.54
1984-1992 A. Growth 42.74%|  -2.25%| 52.98%| 10.43%| 28.54% 2.84%
Costco post-merge Average 7,447.44 0.1155[ 1,278.19 0.0579 81.91 8.68
1993-2008 A. Growth 8.15% 1.39% 9.96%|  -5.19% 7.66% 1.42%
Bradlees Average 1,022.20 0.2355 164.85 0.0975 28.47 7.17
1971-1986 A. Growth 271%  2.11% 5.15% 1.04% 5.42%|  -0.90%
May pre-acquisition|  Average 1,064.62 0.2850 622.14 0.2894 65.16 441
1971-1985 A. Growth 2.08%  0.76% 5.68% 1.23% 3.39%|  -0.49%
May post-acquisition Average 2,171.80  0.2816 1,215.71] 0.2887 124.29 4.97
1986-2003 A. Growth -2.10%  0.70% 3.16% 0.29%|  -2.15% 0.60%
Total general Average 7,581.01 0.2754| 4,798.77]  0.1510, 2,113.90,  0.1565 248.44 6.63
A. Growth 6.16%4  -0.24%| 23.60%| -1.97%| 11.22% 0.00% 7.10% 0.18%
Variable | Measurement
yl Discount store sales expressed in millions af0L9
dollars.
y2 Warehouse club sales expressed in milliong of
1970 dollars.
pl Value added per dollar sold in 1970 dollars.
p2 Value added per dollar sold in 1970 dollars.
x capital | Capital valued at prices of 1970 (milkdn
w Cost of capital per dollar invested in capital |in
capital | 1970 dollars.
x labor | Number of workers (thousands).
w labor | Operating, General and Administrative e)gm
per thousand employees. (Millions of 190
dollars).
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Table 3

Decomposition of the Change in Profits (Millions ofL970 Dollars)

Period n*-ne Price Quantity Activity Productivity | Technical | Operational
Effect Effect Effect Effect Change Efficiency

1972 - 1973 1.68 -0.41 2.05 N/A N/A N/A N/A
1973 - 1974 -1.34 0.30 -1.64 N/A N/A N/A N/A
1974 — 1975 6.04 6.26 -0.23 N/A N/A N/A N/A
1975 - 1976 4.21 -2.04 6.25 N/A N/A N/A N/A
1976 — 1977 3.81 1.53 2.28 N/A N/A N/A N/A

c | 1977 - 1978 6.88 4.49 2.39 15.96 -13.56 - -13.56
£ 11978 -1979 6.2p -1.04 7.26 14.62 -7.36 - -7.36
g 1979 — 1980 6.80 8.29 -1.49 13.44 -14.93 - -14.93
£ [ 1980 — 1981 14.9p 23.47 -8.55 16.22 -24.77 - -24.77
& 11981 -1982 25.2p -2.22 27.44 37.47 -10.04 - -10.04
1982 — 1983 40.8B -4.75 45.58 40.11 5.47 - 5.47
1983 - 1984 45.78 1.63 44.15 -26.82 70.97 - 70.97
1984 — 1985 30.18 -17.20 47.33 -12.47 59.80 59.80 -
1985 — 1986 71.88 -0.66 72.49 5.75 66.74 66.74 -
1986 — 1987 59.3p -30.20 89.56 25.76 63.80 63.80 -
1987 — 1988 60.5P -29.09 89.67 37.99 51.68 51.68 -
Total 1977-1988 368.56 -47.28 415.84 168.03 247.80 242.03 5.78
Total 1972-1988 382.91 -41.65 424.55 N.A. N.A. N.A. N.A.
1988 — 1989 90.1p 12.13 78.02 43.11 34.90 34.90 -
1989 — 1990 48.8D -8.94 57.74 48.27 9.47 9.47 -
1990 - 1991 83.9Y -134.72 218.68 159.06 59.62 59.62 -

@ 1991 - 1992 125.0p -164.76 289.81 289.81 - - -
© | 1992 - 1993 81.36 -30.86 112.21 112.21 - - -
O | 1993 - 1994 56.76 -48.17 104.94 104.94 - - -
211994 - 1995 -57.01 -224.17 167.16 135.74 3142 3142 -
S 1995 - 1996 61.38 -92.07 15341 153.41 - - -
1996 - 1997 178.0p 114.28 63.78 63.78 - - -
1997 - 1998 310.81L 99.11 211.70 132.10 79.60 79.60 -
1998 - 1999 328.85 183.66 145.19 145.19 - - -
1999 - 2000 179.6P 36.04 143.65 143.65 - - -
Total 1988-2000 1,487.8p -258.47 1,746.29 1,531.27 215.02 215.02 -
2000 — 2001 293.09 -27.79 320.88 203.12 117.76 117.76 -
2001 — 2002 369.7[L -210.09 579.80 444.73 135.07 135.07 -

$ | 2002 - 2003 -44.74 -317.76 273.01 273.01 - - -
; 2003 — 2004 275.44 703.23 -427.78 -427.78 - - -
g | 2004 - 2005 87.8P 209.36) -121.47 -187.66 66.19 66.19 -
| 2005 - 2006 95.8b6 -233.39 329.24 272.79 56.45 56.45 -
2006 — 2007 39.2p -303.61 342.88 192.78 150.10 150.10 -
2007 — 2008 -14.28 -83.59 69.36 66.66 2.70 2.70 -
Total 2000-2008 1,102.2)7 -263.64 1,365.91 837.65 528.27 528.27 -
Total 1977-2008 2,958.64 -569.39 3,528.04 2,536.95 991.09 985.31] 5.78
Total 1972-2008 2,972.99 -563.76 3,536.75 N.A. N.A. N.A. N.A.
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Table 4

Decomposition of the Price Effect (Millions of 197Mollars)

Period Output Output Output Input Input Input Price
Price 1 Price 2 Price Effect Price K Price L Price Effect Effect

1972 — 1973 -1.70 - -1.70 1.10 -2.39 -1.28 -0.41
1973 - 1974 -1.81 - -1.81 0.72 -2.83 -2.11 0.30
1974 - 1975 2.81 - 2.81 -0.62 -2.83 -3.46 6.26
1975 - 1976 0.93 - 0.93 0.08 2.88 2.97 -2.04
1976 - 1977 -2.30 - -2.30 -3.10 -0.73 -3.83 1.53

= | 1977 - 1978 -0.17 - -0.17 -0.86 -3.81 -4.66 4.49
2 |1978-1979 -0.71 - -0.71 -0.88 1.22 0.34 -1.04
g 1979 - 1980 -5.02 - -5.02 -1.29 -12.03 -13.31 8.29
c (1980 - 1981 19.79 - 19.79 4.10 -7.77 -3.67 23.47
(‘g 1981 — 1982 -1.58 - -1.58 -0.62 1.25 0.63 -2.22
1982 — 1983 -2.09 - -2.09 -5.43 8.09 2.66 -4.75
1983 — 1984 -14.74 - -14.74 -0.14 -16.23 -16.37 1.63
1984 — 1985 -47.54 -5.65 -53.19 -4.57 -31.42 -35.99 -17.20
1985 — 1986 18.68 -14.04 459 4.76 0.49 5.25 -0.66
1986 — 1987 -50.88 -20.95 -71.83 3.07 -44.70 -41.62 -30.20
1987 — 1988 -48.20 -18.42 -66.62 -1.80 -35.73 -37.53 -29.09
Total 1972-1988 -134.58 -59.06 -193.64 -5.46 -146.53 -151.99 -41.65
1988 — 1989 -10.51 -15.72 -26.23 -11.29 -27.07 -38.36 12.13
1989 — 1990 -35.59 4.21 -31.38 -8.50 -13.94 -22.44 -8.94
1990 — 1991 -20.6P -6.89 -27.58 10.56 96.57 107.14 -134.72

@ 1991 — 1992 -85.45 -20.13 -105.59 -19.86 79.04 59.17 -164.76
@ [ 1992 — 1993 2.39 -21.22 -18.83 1.65 10.38 12.03 -30.86
O | 1993 - 1994 -25.5p 27.72 2.16 11.95 38.39 50.34 -48.17
-E 1994 — 1995 -101.19 -99.45 -200.63 12.65 10.89 23.54 -224.17
g 1995 — 1996 -90.7b 1.47 -89.28 -46.42 49.21 2.79 -92.07
1996 — 1997 109.95 6.38 116.33 -42.21 44.27 2.05 114.28
1997 — 1998 169.3p 3.05 172.37 -12.80 86.06 73.26 99.11
1998 — 1999 144.06 41.71 185.75 19.50 -17.41 2.09 183.66
1999 — 2000 -188.06 -14.97 -203.03 -36.77 -202.30 -239.07 36.04
Total 1988-2000 -132.09 -93.85 -225.94 -121.55 154.08 32.54 -258.47
2000 — 2001 -185.09 -10.93 -196.03 -45.71 -122.52 -168.23 -27.79
2001 — 2002 140.70 -7.73 132.97 -132.89 475.94 343.05 -210.08

$ 12002 - 2003 17.98 40.41 58.40 -42.97 419.12 376.15 -317.76
; 2003 — 2004 559.41 -6.53 552.88 -48.93 -101.41 -150.35 703.23
g | 2004 - 2005 -5.02 6.09 1.07 -34.25 -174.03 -208.28 209.36
¥ | 2005 - 2006 317.84 3.93 321.77 53.86 501.30 555.16 -233.39
2006 — 2007 -162.34 -2.42 -164.76 4557 93.29 138.86 -303.61
2007 — 2008 -12.2p -44.61 -56.90 -8.91 35.60 26.69 -83.59
Total 2000 — 2008 671.2D -21.79 649.41 -214.24 1,127.29 913.05 -263.64
Total 1972 — 2008 404.54 -174.70 229.84 -341.24 1,134.84 793.60 -563.76
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Table 5

Decomposition of the Quantity Effect (Millions of B70 Dollars)

Period Output Output Output Qty. Input Input Input Qty Quantity
Quantity 1 | Quantity 2 Effect Capital Labor Effect Effect

1972 - 1973 10.88 - 10.83 0.62 8.16 8.78 2.05
1973 - 1974 10.0p - 10.09 0.58 11.15 11.73 -1.64
1974 — 1975 14.3p - 14.35 0.85 13.73 14.57 -0.23
1975 - 1976 21.0p - 21.02 1.15 13.61 14.76 6.25
1976 — 1977 28.0p - 28.09 4.95 20.86 25.81 2.28

c | 1977 - 1978 30.78 - 30.73 461 23.73 28.34 2.39
% 1978 — 1979 34.07 - 34.07 3.44 23.37 26.81 7.26
= | 1979 -1980 34.3p - 34.32 3.65 32.16 35.81 -1.49
c | 1980 - 1981 55.8[7 - 55.87 4.25 60.18 64.42 -8.55
& 11981 - 1982 89.94 - 89.94 6.46 56.05 62.50 27.44
1982 — 1983 116.50 - 116.50 7.94 62.99 70.93 45.58
1983 - 1984 158.10 - 158.10 9.78 104.17 113.95 44.15
1984 — 1985 138.08 42.19 180.27 14.68 118.26 132.94 47.33
1985 — 1986 183.5¢4 69.22 252.76 17.00 163.27 180.27 72.49
1986 — 1987 242.1p 74.43 316.57 18.15 208.86) 227.01 89.56
1987 — 1988 249.46 67.13 316.60 20.59 206.33 226.92 89.67
Total 1972-1988 1,417.14 252.98 1,670.12 118.71 1,126.85 1,245.56 424.55
1988 — 1989 261.7[7 54.94 316.70 2421 214.48 238.69 78.02
1989 — 1990 279.811 63.34 343.14 33.99 251.41] 285.40 57.74
1990 - 1991 405.811 106.22 512.03 47.74 245.61] 293.35 218.68

@ 1991 - 1992 512.66 128.32 640.98 77.37 273.80 351.17 289.81
© | 1992 — 1993 515.7p 107.60 623.32 96.40 414.70 511.11 112.21
O 1993 - 1994 559.96 132.14 692.09 86.04 501.11] 587.15 104.94
2 11994 - 1995 570.4p 72.44 642.86 80.55 395.15 475.70 167.16
S 11995 - 1996 506.16 -6.19 499.97 59.22 287.34 346.56 153.41
1996 — 1997 520.683 10.80 531.44 56.06 411.60 467.66 63.78
1997 — 1998 739.68 42.45 782.09 63.49 506.89 570.38 211.70
1998 — 1999 1,104.43 61.37 1,165.81 136.51 884.11 1,020.62 145.19
1999 — 2000 1,178.11 47.33 1,225.44 161.12 920.66) 1,081.78 143.65
Total 1988-2000 7,155.1p 820.75 7,975.85 922.70 5,306.86 6,229.56 1,746.29
2000 — 2001 1,017.84 52.39 1,070.23 96.557 652.7952 749.35 320.88
2001 — 2002 1,038.64 62.46 1,101.10 92.3124 428.9883 521.30 579.80

$ | 2002 - 2003 651.48 66.85 718.28 104.6042 340.663 445.27 273.01
; 2003 — 2004 522.2b 63.40 585.66 122.8067 890.6325 1,013.44 -427.78
g | 2004 - 2005 834.89 50.25 885.14 128.7538 877.8525 1,006.61] -121.47
| 2005 - 2006 1,027.89 30.62 1,058.51 135.311§ 593.965 729.28 329.24
2006 — 2007 1,048.97 31.88 1,080.84 127.6236 610.345 737.97 342.88
2007 — 2008 695.23 35.04 730.26 47.2176 613.69 660.91 69.36
Total 2000-2008 6,837.18 392.90 7,230.03 855.19 5,008.93 5,864.12 1,365.91
Total 1972-2008 15,409.37  1,466.63  16,876.00 1,896.60 11,442.64 13,339.24 3,536.75
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1.10 Appendix: Review of the Literature about Walmat

Books, research articles and even documentaries lwen made about Walmart. The
aspects analyzed in these sources vary consideesbtjo the standpoints of the authors. This
section does not intend to be an exhaustive lilezateview on the subject of Walmart; we

merely concentrate on the most relevant works fmrresearch.

One of the most important sources about Walman'siness model consists of the
books written by insiders like Sam Walton (the fder) and Don Soderquist (former COO).
In his memoirs, Walton offers his viewpoint on hbe built his empire. Walton dwelt on the
history of the company and gave an insight intodaisision-making process. Obviously, both
Soderquist and Walton portrayed the company in @ddmht, and gave advice for future

entrepreneurs.

Some of the works available are compilations oéaesh articles written by authors
from distinct fields of study. "Wal-Mart World" b$tanley Brunn (2006) and "Wal-Mart, The
face of twenty-first century capitalism" by Nelsaithtenstein (2006) are examples of this
literature. Several issues are covered in thesks@mging from human resources policies to

zoning. In this chapter we used some of the rebeatiles published in these sources.

Other authors try to explain Walmart's success bgognizing some strategies
employed by the giant of Bentonville. “The Walmgftect” by Charles Fisher and “Walmart
Triumph” by Robert Slater correspond to this typeuablication. Academically, the Harvard
Business School has published several businessstadies of Walmart (Ghemawat, 1989
and 2007; Bradley & Ghemawat, 2002; Ghemawat, MaBradley, 2004 and Oberholzer-
Gee, 2006). In this literature, the authors provatts about the company; describe strategies
pursued by the firm, and list challenges and oppaties for future years. These documents

constitute a great starting point for getting adorpicture of the company.

One of the best known facts about Walmart is itsesbion with prices. “Always low
prices, always” was the company's slogan for maegrs, The idea of this slogan was to
convey the message of Walmart's “Every Day Low €5icpolicy. EDLP is defined “as
fixing low prices so the customers could be suet these prices won't change erratically by

frequent promotional activiti€s:?® Several studies have been carried out in an iteém

% Wal-Mart. “Annual Report 2006.” 2006., p21.
%6 Nevertheless, sometimes the company carries omqtional activities, such as Rollback prices. Tutivity
consists of cutting prices even further for proledgeriods of time, sometimes indefinitely.
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demonstrate that Walmart in fact does charge Iaeepr Basker (2005) finds that Walmart's
presence lowers prices by between 1.5-3% in thet shha and 7-13% in the long run.

Walmart itself appointed the company Global Insightconduct a study of the economic
impact of Walmart’s operations. The results, présgnn 2005, showed that Walmart
contributed to lowering the prices of food-at-hof@€l%) and commodities (4.2%) and to the
decline of overall consumer prices (3.1%) betwe@8bland 2004. Moreover, Basker & Noel
(2009) analyze how prices change in a community nwikiddalmart opens a supercenter
(discount store plus groceries). Walmart's pricesrev10% lower than its competitors,
according to the results of the study. In additioampeting stores reduce their prices by
between 1% and 1.2%.

Nevertheless, a reputation for low prices could meareputation for low quality
products as well. According to Hausman and Leil{297), the Bureau of Labor Statistics
(BLS) in the United States considers that custordersiot receive the same quality service
when shopping at Walmart as in other retail stofé®e BLS justifies the price gap by this
alleged difference in service quality. Followingstlieasoning, Basker (2005b) conducted a
study to determine whether Walmart sells inferioods in the strictly economic sense. She
finds that,ceteris paribusa 1% reduction in personal disposable incomesas®s Walmart's
revenue by 0.5%. The researcher offers two explanations for theselts. On the one hand,
it could be that the majority of households vievoghing at Walmart as an inferior activity.
On the other hand, it may be that the subset obdimnids that hold this view has greater

elasticity of demand.

Another topic discussed is the relationship betwd&imart and its employees. We
have to make a distinction between supervisory madagerial ranks and non-managerial
workers, who are called associates. Bradley & Glveah§2002) explain that store managers’
remuneration is based on store sales and profitshd case of non-managerial workers,
besides their salaries, they benefit from a psidéring plan to which managers also have

access.

One of the issues usually analyzed is whether Walonaates jobs or destroys them.
Two studies, Basker (2005b) and Global Insight 80Gind that Walmart's presence
increased the number of jobs available in the comti@s where the company places its
stores. However, several authors have raised camediout the quality of these new jobs.

" This is an upper boundary. The author claimsahabre realistic figure is 0.7%.
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Greenhous® (2003) reported that the average pay of a saéek et Walmart in 2003
was $8.50 per hour, or about $14,000 a year. Thizuat is $1,000 below the poverty line for
a family of three. Furthermore, in a 2005 presémtagiven by Arindrajit Dube and Steve
Wertheim (University of California at Berkeley, Lab Center), it was reported that
Walmart’'s workers’ wages were 12.4% lower than ¢hearned by other workers in the retail

industry and 14.5% less than the wages paid to@rapbk working in large retail in general.

The secrecy of Walmart’'s labor costs was partiddlpken as a by-product of
proceedings in a court case. In June 2001, six everkled a lawsuit against Walmart, in
what has become the largest class-action lawstietunited States. As part of the collection
of evidence for the case, Professor Richard Dregis appointed to answer questions raised
by the plaintiffs. Walmart submitted valuable infation about workers’ remuneration. In

February 2003, Drogin presented his conclusions.

Drogin (2003) found that although women made upentban two-thirds of the total
workforce from 1996 to 2001, they were disproporditely employed in low-earning
positions. Furthermore, women working in similaispions to men earned 5% to 15% less
than men, with controlling factors like senioritytatus and store. Drogin stated that the
disparity increases if the measurement of perfooeas included in the study. The company
defended itself against this accusation by claimireg women were less likely to apply for
managerial positions because these positions emjwonstant moving between cities (as
reported in Oberholzer-Gee, 2006). Neverthelessglay feminized workforce was coherent
with what was explained by Fishman (2006). The autsuggests that the management
conceived the Walmart workforce as mainly housewiwging to earn a supplementary
income for their families. From this perspectiveriers clearly needed their spouses’' income
and the healthcare benefits to survive. Dube awdh#a(2004) made the claim that when
workers cannot cover their basic needs with theauses’ income and healthcare benefits,
they have to rely on public assistance. These asitiied to measure the Walmart effect on
the public accounts of the state of Califofflia However, Hausman and Leibtag (2007)

8 Quoted from Oberholzer-Gee (2006).

29 Dube and Jacobs (2004) used Drogin’s data pluer sthurces to calculate the effect of Walmart'senee on
the public accounts of California. The researclenscluded that Walmart finances its operations \pitiblic
money. Walmart's annual cost to California tax-payeas $86 million dollars, distributed into 32 lioih for
health-related benefits and 54 million in otheristasce during the year the study was conductedy Etimate
that Walmart's employees use 40% more public heafth money than the average families of all retail
employees. The author claims that Walmart's effactpublic finances may have been underestimated. Fo
instance, not all the people who are eligible foblir assistance apply for it. Dube and Jacobs4p606mment,
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suggest that, when measuring the welfare effec®alfart, its influence on prices should be
included in order to gain full understanding. Thetgte that the company’s low prices more

than compensate for its low wages, making the fiettepositive.

Besides prices and wages, some papers analyzexpla@ston patterns followed by
Walmart. The idea behind these studies is that \&disexpansion patterns helped the
company to reduce costs and compete effectivelynsigas rivals. However, Walmart's

presence in some communities implied problems asalrban sprawl.

Basker (2005) estimates that each new Walmart stoceunts for the failure of 4
small stores and 0.7 medium size stores after Eyaaentry. Although this appears to be a
general trend in the retail sector between 197202, the number of “mom-and-pop” stores
fell by nearly 40% and the number of small chaigs76% (Basker et al., 2008). A study
carried out by Jia (2008) reported that Walmarkpamsion accounts for approximately 40-
50% of the variation in the net number of smallrasoand 30-40% for all other discount
stores.

According to Graff and Ashton (1994), Walmart felled neighborhood expansion
diffusion and reverse hierarchical diffusion. Thigeans that the company expanded to
locations that were a short distance from its aurfacilities, in almost the same way as an
outbreak. Reverse hierarchical diffusion means thatcompany went first to small towns

and the periphery and then moved to larger cithesraetropolitan areas.

The main advantage of this expansion policy is tevelopment of a dense
distribution network. Graff (1998) claims that thdensity enabled Walmart to spread the
advertisement costs and to reduce distributionscdstis idea is explored by Holmes (2008).
Both authors, Holmes and Graff, affirm that theadtuction of the “supercenter format” in
the late 80s followed the same path of expansidhemitial discount stores. Holmes (2008)
said that “Walmart never jumped to some far offakban to later fill in the area in the inside
out” (p. 1). The downside of the “economies of difisin the retail industry is the
cannibalization of the sales by the older storealrdrt estimates that this effect represents
1% of the sales of the stores in 2006 and 1.5%90Y 2nd 20083

that in a program broadcasted by PBS, it was reddtiat Walmart gave their employees a 1-800 nurnber
determine their eligibility. So, if Walmart instriscits employees on how to obtain public assistatiee total
effect would be greater than that reported in thdys

%0 Wal-Mart. “Annual Report 2006.” 2006, p22.

31 Wal-Mart. “Annual Report 2008.” 2008, p13.

63



The internationalization of Walmart is a new tofhat has been explored recently.
According to Burt and Spark (2006), three phaseslma distinguished in the international
expansion of the firm. Firstly, the company opesrtes in adjacent markets such as Mexico
and Canada. Then it started the “flag-planting phaduring which the firm started new
businesses in a wide range of countries. Someeohéw ventures were successful, as in the
case of China, and others did not go well (e.gofesia, Hong Kong and South Korea).
There was also stagnation in Germany, Argentina Bwadil due to regulatory pressure or
other barriers. Finally, in the third phase, thenpany decided to invest carefully, purchasing

already successful chains like ASDA in the Uniteaddgdlom and Seiyu in Japan.

Another benefit of internationalization is its ingbaon the supply chain. China has
played a major role in Walmart's expansion as gbeipof cheap goods for sale. Basker and
Hoang Vang (2008) explore this issue and emphaiae Walmart's imports from China
accounted for 15% of total US imports of goods fribrat country. These authors conclude
that the combination of low trade barriers and higéestment in technology are the main
causes of Walmart’'s growth. According to their cédtions, 60% of Walmart's growth is
explained by technological innovation and the oth@®o is explained by the reduction of

input costs due primarily to tariff reductions asfthnges in sourcing.

The one-stop-shopping effect is an additional el@ntieat has been analyzed in the
literature about Walmart. Basker, Klimek and Hoafag (2008) try to demonstrate that there
is a complementary relationship between the ecoe®moi scale and scope that benefit
Walmart and other big box retailers. The hypothésithat, as the companies increase the
number of stores, they gain economies of scaledtition, these companies offer a broader
assortment of products generating economies ofescdpe larger diversity of products
attracts customers who want to avoid the transpmsts inherent in buying at several stores.
This last situation is known as the “one-stop-shogeffect” or economies of scale on the
demand side due to savings in transport costs @askal., 2008). The authors find that, for
every store opened, a retail company adds an additiproduct line to an existing store.
Furthermore, when the company incorporates a neevihto its current stores, this action

entails the opening of 400 new stores competingare than 8,000 new markets.

The interest in Walmart has not ceased. Newspaparlea and media reports
frequently provide the latest news about this camgp&Valmart’s relevance is a consequence
of its leadership role in the industry. Managerseasbe Walmart’'s actions to anticipate

upcoming trends in the retailing sector. Reseascheill continue to pay attention to
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Walmart’'s behavior looking for best-practices aneaknesses in the business model. This
literature review showed the diversity of perspezgiin the analysis of Walmart’'s evolution

and its adaptation to market environment.
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CHAPTER 2

Kmart: Exploring the Reasons for its Giant Downfall

The purpose of this study is to understand howgaréiailer such as Kmart lost its
dominance in the American retail industry. At thegimning of the 70s, Kmart's sales were
almost 40 times larger than Walmart's; thirty yebater, Kmart's sales were one-fifth of
Walmart's. By observing the changes in Kmart’'s bass model, we provide an explanation
as to why this firm lost its market share and waamkrupt. Our empirical model reveals two
important elements in the explanation of Kmart'dlagmse. Firstly, output prices have a
negative influence on profits. This situation seetosbe a direct consequence of the
competition with Walmart and other retailers. Tirenflowered its prices to be competitive
but could not generate sales or lower costs entmghmpensate losses for low margins. The
other reason is the lack of consistency in the sidjants in the business models. Kmart
altered some parts of its business model, but thes#fications failed in achieving Kmart's

objectives.
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2.1 Introduction:

In our opinion, there are two different alternafivéhat management science
researchers could use to extract knowledge fromtewa reality. Researchers could focus on
positive cases, in which the object of study (@dirm) succeeded in achieving its goals.
Identifying the causes of the outstanding resudtpsin the elaboration of a best practices list
that will provide recommendations for practitionevho face similar situations. The other
approach is to concentrate on failure cases. I ¢bntext, researchers make an effort to
determine what caused the failure and suggestigslio avoid similar outcomes. Kmart is a
failure case. It was a pioneer in the discountilieta business and became the largest
discount retail chain in the United States for astderable period of time. Although Kmart
apparently had an insurmountable advantage, itkehashare shrank until it declared
bankruptcy in 2002. The goal of this study is tmtcbute towards understanding Kmart's
collapse. Surprisingly, despite the size and ingrar¢ of Kmart in its heyday, there are very

few studies on Kmart’s downfall

Our analysis is divided into two parts. In thetfipart we describe Kmart’'s business
model and its adjustments from 1972 to 2002. Tloers part is an empirical analysis using
nonparametric methods that reveal how the changekd business model configuration
affected the components of profit variation. In iidd, we use Walmart as a counterpoint in
our assessment of Kmart’'s performance. Our reshltsv that as managers modified some of
the business choices, the components that affedit whange fluctuated consistently and
revealed whether or not these alterations wereesgbal in achieving the expected results.
We extract useful lessons through understanding specifically Kmart changed and how

these changes influenced profits.

The business model concept is a central elememiriexplanation of Kmart’s failure.
Casadesus-Masanell and Ricart (2010) define thandms model as “the logic of a firm.”
Conceptually, a business model is a set of busicbssces and consequences that are
interrelated. Sometimes, these consequences regnfoe business choices that caused them,

1 A recent search of the word Kmart (July"12011) brought zero results in the research dagab&conlit”
contrary to what occurs with the word “Wal-Mart'atiretrieves 93 results. In the database “Web afledge”
from Thompson Reuters, the keyword Kmart only getees 15 hits two of which are in Academic Journals.
These two articles were written by Thomas Graffnfraghe University of Arkansas in the Professional
Geographer (1998 and 2006). Graff (1998) compdreddcation of the Walmart and Kmart supercentars (
discount retailing format). Graff(2006) studied etkupercenter format location of the three majaaireh
(Walmart, Target and Kmart).
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forming virtuous cycles. The interdependence of biusiness model components can be
associated with the concept of fit in strategic agament literature. Fit, as Porter (1996)

suggests, can be defined as how well-connected tfesces are.

Kmart was a pioneer in developing the discountilretabusiness model. The firm
applied policies towards controlling overheads a#i as offering products at very low prices.
It expanded its presence in the main urban marketsss the United States, becoming a
household name and a strong competitor for trathtiaddepartment stores like Sears. In
addition, Kmart was the inspiration for other firnmsthe discount retailing industry such as
Walmart. However, as the company grew, returndestdo decline. Therefore, the firm hired
new CEOs who introduced some changes to the bgsmesdel, expecting to reestablish the

path of growing profits.

It is precisely in the nature of these changes ttna key to understanding Kmart's
failure lies. We believe that Kmart's executivesueged some elements of the business model
instead of revamping the firm’s configuration. Taeactions may have destroyed virtuous
cycles and weakened the firm’s positioning in theuistry. Our results reveal that, in fact, the
components of profit variation moved in the direntiof the introduced changes; however

they failed to deliver the expected stream of psofi

Our findings are coherent with results and theoinesurrent management literature.
For instance, Siggelkow (2001) makes the distimctieetween internal and external fit.
Internal fit is defined as coherence among ac#sijtiwhile external fit consists of the
congruence of these configurations with the envirent. Sometimes external fit is destroyed
while internal fit remains intact. In this casee thuthor explains that firms can react in three
different manners: by doing nothing, by playingat@ game (adjusting some parts of the
firm’s internal logic) or by playing a new game &citging the firm completely). According to
Siggelkow (2001) the first two options can be gasdtionalized by the managers but their
effects have a negative effect on the firm’s penfance. Within this context, we believe that
Kmart played a partial game, in the sense thatlit altered some of its business choices.

The manager's rationalization may have come fromatwiChesbrough and
Rosenbloom (2002) call “dominant logic”. A businessdel constitutes a “dominant logic”
that filters possible changes of the configurati®@metimes firms require new business
models, but the dominant logic of the firm preclsidbe executives from recognizing the

necessary steps to transform the company. Furthherroastomers may have contributed to
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this distorted view of reality. For instance, Cteissen and Bower (1996) explain how
incumbents usually introduce technological changfest appeal more to mainstream
consumers. Therefore, the internal “dominant logi€’a firm may have been reinforced by

the feedback received from its customers.

Kmart’'s proximity to metropolitan consumers made tompany particularly sensitive
to the changeable urban setting. The firm altetethusiness choices to better serve its target
consumers. This adaptive behavior exposed thd dtain to apparent trends that failed to
materialize. Furthermore, Kmart did not pay atmtio how other retailers such as Walmart

better fulfilled their patrons’ demands.

Kmart's partial adjustment tried to keep the loyat all its customers and at the same
time appeal to a newer, more affluent class. P¢1@96) stated that “companies that try to be
all things to all customers in contrast, risk caiu in the trenches as employees attempt to
make day-to-day operation decisions without a dieamework” (p. 69). Nevertheless in the
mid-80s Kmart attempted to recover its earlier ®ou cost leadership and offer low prices.
However, the company remained committed to somi@fpast CEO’s policies, and these
partial adjustments deteriorated its positioningrewore. In 1994, the firm divested other
retail business in order to save the discount Ineggichain. After this decision, Kmart
experienced a period of stability. Unfortunatelyneav CEO assumed control of the company
in 2002 and waged a price war against Walmartghahed Kmart to bankruptcy.

The empirical analysis takes into account the mssinmodel adjustments made by the
managers. Profits can be decomposed in a revermueamh or a cost approach. The selection
of an approach implies a detailed dissection ofctvaponents of profit variation assuming
that the firm focuses mainly on the chosen variaBlest-oriented decomposition was used in
4 out of 5 of the CEO tenures studied. This mehas ihanagers concentrated on reducing
costs and selling cheap goods. Certainly, a caslelship strategy can be the result of
different business models; that is why althoughud of 5 CEOs focused on costs, they
achieved very different results. One of the CE@Butres was analyzed using a revenue
approach. This means that the manager tried t@aser Kmart's profits by charging higher

prices instead of emphasizing increasing saleswelu

As we mentioned earlier, this study contains twmesyof analysis. The description of
Kmart's earlier business model and how it was medifis found in Section 2.2 and it is

extended in the appendix section. Sections 2.3.@oc@rrespond to the empirical analysis.
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The third section contains a description of thehodblogy. The fourth section details the
dataset used in our analysis. The results are ssduin the fifth section of the chapter. Our

conclusions are presented in the sixth section.
2.2 Kmart’'s Business Model

Brief History of Kmart

Sebastian Spering Kresge was a traveling salesnien started two five-and-dime
stores together with John McCrory in 1897. Afterotwears, Kresge bought McCrory’s
interests and became the company’s sole ownera(Biita, 2010). The company was
established in 1912 as S. S. Kresge with 85 stanes$10 million sales (Layton Turner,
2003). He was the president of his company untR519After that year he became the
Chairman of the Board and kept that position uatiew months before his death in 1966.
Kresge was one of the greatest philanthropisthefUnited States. He founded the Kresge
Foundation in 1924 and contributed extensivelyharitable works through this institution.
Today this foundation is the thirteenth largesthie US with assets valued at $3.1 billion
dollarg.

As time passed, the Kresges’ stockholdings becatuted. Herman (1981) pointed
out that by the year 1964 the family owned 37%hef tompany’s stocks. Eleven years later,
the family’s total holding was 0.7% of the sharduwoe although the Kresges’ control
reached 9.7% if the stakes of the Foundation weckuded. Besides contribution to the
philanthropic foundation, Herman (1981) mentiondé firm's capital expansion as the
reason for the reduction of the Kresges’ holdifidee family lost grip on the company and in
1977 they lost a very symbolic battle to keep thena of the founder as part of the firm’s

name. After that vote, the company became knowknaart Corporation.

Managers became the effective controllers of Kmactrporation and they tailored
the company according to their perceptions. Thetenand of Kmart's discount retailing
model was Harry Cunningham. In his obituary in Hew York Times, it was explained that
he was a successful sales director in 1951 wheapp&ed the brilliant idea of having the
same checkout lanes as in supermarkets inside &sefge-and-dime stores. The company
ordered him to dedicate his time and effort to tgveg new business strategies.

2 Ranking made by the Foundation Cenltetp:/foundationcenter.org/findfunders/topfundemsi00assets.html
accessed on November"18010.
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Cunningham considered the discount retail formabé¢othe future of the business after
spending two years observing several formats imctudhe discount store E. J. Korvette.
(NYT, November 19, 1992).

Cunningham became president of Kmart in 1959. Tired Kmart discount store
opened in a Detroit suburb in 1962. In just tenryeB86 new stores were built. Cunningham
retired as Chairman of the Board and CEO of the pgomy in March 1972. Walton,
Walmart’'s founder, wrote about the departure of iGngham in his memoirs: “This was a
big break for us. Harry was really the guy whoustjten years, had legitimized the discount
industry and made Kmart into the model for all of [u..].” (Walton, 1992, p.191). The
retirement started earlier, in 1970, when Cunningh@nounced the presidency of Kmart and

the position was occupied by its later successtreRdE. Dewar.

Kmart inspired Walton. He copied many of the tact@nd policies implemented by
Cunningham and Dewar. Walton used to visit Kmaotest to observe what new tactic the
company was implementing (Walton, 1992, p.48). HmveWalmart was a rural retailer and
remained unnoticed for many years. Cunningham exgdain Walton’s memaoirs that “From
the time anybody first noticed Sam, it was obvibeshad adopted almost all of the original
Kmart ideas. | always had great admiration fromwtlag he implemented — and later enlarged
on — those ideas. Much later on, when | was retwgdstill a Kmart board member, | tried to
advise the company’s management of just what awsrihreat | thought he was. But it

wasn't until fairly recently that they took him smusly.” (Walton, 1992, p. 191).

The starting point of the analysis is 1971. Dewaswn charge of the company since
this year, given the fact that Cunningham had gelished the president position the previous
year and in 1972, retired completely from the comypaDewar further developed the
discount retailing concept. Kmart changed the nystd the American retail industry and for
many years it was the giant to defeat. The comgmetame the second largest department
store after Sears and the first discount storénbyehd of Dewar’s period. The next subsection
describes Kmart's business model under Dewar'stiae. This business model inherited the

early configuration established by Cunningham.

® Harry Cunningham was given an honorary chairmanshiKmart, although the effective Chairman of the
Board was Dewar.
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Robert E. Dewar (1972-1979) Kmart’s original buseenodel

When Dewar assumed control, the company was opgrati a very difficult
economic environment. The firm was threatened leywileak economic conditions faced by
the United States. During the decade of the 7@sUthited States suffered an oil embargo and
continuous price raises from the OPEC countrieg dihembargo caused a reduction in the
aggregate demand as well as inflation. This sima known as stagflation. To improve the
economic conditions, the United States governnmapbsed several price controls in order to
stop the continual spiral of high prices. Thesecercontrols consequently affected the

business operations of the retail chains.

Kmart had to impose price controls on its merchsedirhese price controls limited
the customary markup obtained by the company a$ aselthe pre-tax margin. At the
beginning, these price controls were placed onviddal items. The controls were partially
relaxed in 1973 when the Cost of Living Councitdd individual item price controls and
instead replaced them with category or departmkssification price controls. Despite all
these difficulties, the company thrived vigorousiythe 70s. When Robert E. Dewar left the
CEO position in 1980, the company was more thaeethirmes bigger than when he had

started.

This is an account of the six main business categarf choices made by Kmart
during Dewar’s eight years. Kmart’'s business madwler Dewar is represented in figure 1.
In this figure, choices are represented in bold anderlined fonts, and consequences in
boxes or plain text depending on whether theseamprences are rigid or flexible. Casadesus-
Masanell and Ricart’s (2010) framework classifieasequences as flexible if they disappear
as soon as the choice(s) that generate(s) themmaadied. Conversely, rigid consequences

remain even after the consequences that causedvn@si.

Low Prices

In the early 70s, Kmart characterized its costunasrévalue-conscious consumers of
all income group$’ It was a priority for the company to become tiaia that had the lowest
prices. According to Kmart’s records, low pricesr&vachieved by speeding up the inventory
turnover, eliminating certain items, controllingeskieads and occupancy costs and by using

self-service, central checkout operations. Addalbn the firm undertook promotional

* Kmart (1971), Annual Report 1970, p. 3.
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activities to offset the impact of the economicsisrion the sales volume. These promotional
activities reduced markups, having a negative etiadhe bottom line.

Kmart was not the only firm to follow a low pricgp@oach. During this time, there
were other discount retailers that competed redjypraand nationally. Among these other
rivals, Walmart later became the main company tallehge Kmart's supremacy. Walmart
applied the “Everyday low prices” policy which casted of uniform low prices that were not
periodically adjusted. Walmart’'s strategy soughotier a “stable” pricing structure, so that

customers would be confident they were gettinddhest price possible.

Licensing and Product Variety

Kmart had licensed several departments insidetai®s. The company changed this
policy and started acquiring these licensees. kam@le, most of the automotive departments
were licensed before the shift in this policy. e 70s, the company created Kmart Enterprise
Inc. (KEI) and these automotive departments weaeqd under its control. Other departments

such as home improvement had the same fate.

The only licensed department business that was kefgide the control of the
company was the footwear department in the US stdfenart signed an agreement with
Melville Shoe Corporation for 25 years. Kmart h&d®of the equity at Melville, but in 1975

raised its stakes to 49%.

Besides acquiring licensees, Kmart developed ita eet of new departments. The
company was aware of the one-stop-shopping effettcansistently increased the variety of
the assortment available in the stores to attracrempeople. Kmart incorporated

pharmaceutical, optical and do-it-yourself departtae

Regarding product variety, Walmart had similar gel. Almost all the shoe,
pharmaceutical and jewelry departments were harafdtensees in 1975, but the company
mostly eliminated them ten years later (Ghemaw@89). For Kmart and Walmart, the one-
stop-shopping effect was very important; therefibrey tried to increase product variety in

order to attract more customers and capture a hjggreentage of the customers’ wallet.

Expansion Policy

The company invested heavily in building new disdostores. The number of stores
went from 411 reported in the Annual Report of 189@,688 in 1979. Other variety stores

such as Kresge and Jupiter were phased out. Moshi®fexpansion was financed with
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internal funds. Kmart's objective was to be presentnost of the Standard Metropolitan
Statistical Area3(SMSA) in the United States. In the Annual Regdr1972, it was reported
that 40% of the population had access to a KmaresiThe goal was to double that number
the next decade. Kmart precluded itself from degvielgp a strong distribution network by
placing its stores in the main urban areas instdgolacing them close to each other in a
specific region as Walmart did. Nevertheless, iaslte metropolitan areas, Kmart placed its
stores close to each other, slashing its formgugiee of building new stores at distances of

less than 8 miles.

According to company records, Kmart built its ssran sites with sufficient
population concentrations within 3 and 5 miles. Ta&il chain considered income levels,
accessibility, presence of other competitors, awhtion of other Kmarts in the decision-
making process regarding the construction of aréusiore. Kmart assembled a real estate
team that was responsible for evaluating potesiials for future stores and securing those
that had been identified. The firm had a policy rebpecting the physical appearance

requirements suggested by local communities.

Kmart leased property whenever it was possible. mhgrity of Kmart's leases were
taken out under the clause that the lessor wowdppaperty taxes, insurance and specified
building and parking lot maintenance and repairto$he retail chain informed that on
average it took eight weeks from when a crew adrigé a new store and transformed its
interior, to the opening. Kmart preferred freestagdstores than having an establishment

inside a shopping center.

Kmart developed four store formats. The standavtedhad an area of 84,000 square
feet, the medium sized store 68,000 sq. ft., stivesuburban and non-metropolitan areas
55,000 sq. ft. and stores for small towns and raraas 40,000 sq. ft. The last format was a
prototype developed during the 70s. Kmart had thetegyy of experimenting with different
store sizes and layouts in order to find a betthusgiment. In addition, Kmart also built

several distribution centers to supply its stores.

Kmart and Walmart adopted different ways of stotpamsion. Walmart had several
difficulties in keeping their stores stocked. Walfd992) stated in his memoirs: “We had no

established distributors. No credit” (p.51). Thenpany adopted the strategy of building

® SMSA is a concept employed by the Office of Mamaget and Budget of United States to describe a
metropolitan area with a large population thattisrmically and socially integrated.
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distribution centers to solve its logistic problerivoreover, stores were built close to each
other in order to replenish them quickly. If teclogy is defined as “the process by which an
organization transforms labor, capital, materiatsl anformation into product or services”

(Christensen and Bower, 1996, p. 198); we couldattarize Walmart as a technological

innovator in the discount retail business in tresaanf logistics.

As we previously illustrated, Kmart arranged iteres differently. Graff (1998)
described Kmart's store location as a hierarchditilision strategy. Under this approach,
stores are placed following a hierarchy, from thestrpopulated to the least populated areas.
This policy has the advantage of reaching the lghember of consumers, but the stores
could be very far away from each other, which iases the transportation costs and

negatively affects logistics.

Acquisitions and Discontinued Businesses:

Kmart have commonly experimented with differentilelormats. Kmart itself was an
experiment. The original variety store, Kresge, #mel small discount store, Jupiter, were
phased down during Dewar’s tenure. The policy wasldse those Kresge and Jupiter stores
that did not satisfy the return on investment regjaients.

Kmart acquired several companies during the 70Bill&cMillinery Stores Inc. was
acquired in 1971. This company operated most of iKmaillineries. Planned Marketing
Associates (PMA) Inc., an insurance company, washased in January 1974. Kmart also
bought the Canadian footwear company SCOA in thetfioquarter of 1979. Of the 186
SCOA units operating in 1979, 109 were leased dieygauts in Kmart Canada stores and the
remaining units were operating in leased spacesomventional department stores and
separate retail locations. Kmart owned the Canadidsidiary and 51% of the Australian
subsidiary. In 1979, Kmart restructured its Ausaralparticipation by transferring 51% of its
shares in exchange for 20% of the equity of Cdles,largest retailer in Australia and co-

owner of Kmart Australia.

With the exception of the acquisition of PMA InKmart’'s acquisition policy focuses
primarily on strengthening its core business: distaetailing. In the years to come, this
policy would change dramatically and the firm wouldy very hard to diversify its
investments. A signal of this shift was the apptafahe acquisition of Furr's Cafeterias by

the board of directors in the first quarter of 1980
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Walmart was very small compared to Kmart. The camgpaas focusing only on its
discount retailing business. Walmart acquired smt®lohrs Value stores and transformed
them into Walmart stores in 1978, and it de-empeasiBen Franklin’'s variety stores and

Sav-Co Home Improvement Center. There were no otlagor acquisitions.

Private brands and technology

Kmart offered its own private brand for some itesadd in the stores. The company
reported that in some cases Kmart’'s items outpexdrsome national brands. The company
created a team of expert buyers and quality comditd to inspect the quality of potential

merchandise.

Kmart considered that the construction of a comation network using computers
and hardware was a necessary step for the sudcés®xpansion program. Nevertheless, the

company did not invest intensively in this kindte¢hnology until the mid-80s.

Walmart invested very seriously in technology. Hsnone of the first retailers in the
United States to have an in-store computer terfimall977. The goal of the firm was to
speed up communication between stores and to sgsgenpayroll in order to have better
control over costs. Walmart had an “orient prograshpurchasing merchandise in Asia. The
corporate documents of 1978 reveal that 8% of adlliart merchandise came from this

region of the world.

Labor Policy

The company put a lot of emphasis on training nspleyees. The retail chain
provided a large management training and recruitrpepgram. The firm mainly wanted to
attract college students. Another source for manmag@ositions at Kmart came from
successful managers at Kresge and Jupiter. Anottezesting aspect of Kmart's labor policy
was its condition of equal opportunities employdEre company published the percentage of
female and minority workers occupying manageriaifians for several years.

Walmart had a very special relationship with itspésgees during its early years.
Firstly, Walmart called them associates insteadnoployees. Early on, the firm implemented
a profit sharing benefit plan for its workers. lorgorate documents the company emphasized
its goal of attracting personnel with entreprersudqualities. The personnel department

® Walmart,Annual Report1978 page 9.
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visited colleges and universitferecruiting people for their Management Trainingdtam.
The managerial team deemed it very important totifie promotable workers in order to

sustain Walmart’s expansion.

In summary, the main goal of Kmart was to attragtgaconscious consumers with
great deals. The company wanted to gain betteraoat the departments by eliminating
licensees, and made a great effort to reach thieebigamount of consumers as possible.
Walmart assumed the follower role, by implementsagne policies undertaken by Kmart.
However, Walmart was not an important rival for Kin&Valton (1992) states that Walmart
built stores in small communities and this stratsigyelded competition from Kmart for some
time. Kmart was basically “alone” with no major cpetitors in the discount retailing

business. Figure 1 shows Kmart’'s business modedrubdwar’s tenure.
[INSERT FIGURE 1]

This figure contains several arrows connecting ad®iand consequences. Different
theories lie behind these arrows. As Casadesusfdisand Ricart (2010) pointed out: “In
many cases theories are commonly accepted relhtpmspen to little discussion” (pg. 3).
For instance, the demand theory describes how hseg cause high volume. Additionally,
we can justify using the same theory for the retethip between private brands and high
volume. Private brands are the results of retaibarging merchandise at a low cost and
selling these items with their own brand at loweicgs. We can also easily justify the
connection between “location in high density popales” and large volume since high
density implies lower transportation costs for oos¢rs and possibly large numbers of
potential clients. Labs for testing products dirsimthe probability of selling a defective item
which increases the perceived quality of that it€@onsumers tend to buy higher quality

goods more than lower quality goods with all otfagtors remaining constant.

Promotional activities are undertaken preciselybtmst sales volume. It is our
assumption that during Dewar's and Cunningham’speetve periods this was the
consequence. Increasing product variety produdes 6ine-stop-shopping-effect” which is
economies of scale on the demand side (accordir@psker et al. 2008). This means that
consumers reduce the total purchase cost by bulinthe items they need in one place.

Therefore, adding additional lines of products éases the sales volume. Finally, new store

"Walmart,Annual Report1978 page 7.
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formats can be considered as a sort of market sagten. Kmart had segmented according
to the size of the metropolitan area. The idea twagach the maximum amount of people.

Therefore, we consider that different store fornaaiesrelated with high sales volume.

Training managers, reducing the amount of licendeasing property and eliminating
limited appeal or fringe items were activities theduced costs. Low costs are a requisite for
having low prices without incurring losses. Haviaghigh sales volume involves a rapid
turnover which decreases inventory costs. By irgingp the number of stores, the
probabilities of having more customers also inasadhe connection between high sales
volume and high profits depends on low costs i€gsiare low too. The intricate relationship
can be explained with the existence of virtuoudes/c

Figure (1) contains two virtuous cycles that anenrelated. The first virtuous cycle
starts with the investment in building new stodew stores, in principle, entail an increment
in sales volume. Higher profits are a direct consege of the sales volume increase. The
company invests a portion of the additional profibuilding new stores and the cycle starts
again. This feedback loop represents the idea @ivitir as a source of increasing profits.
Nevertheless, growth itself does not guarantee dnigbrofits as we have previously
mentioned. The arrows connecting each element deperthe ability of the firm to make
these new stores successful without increasingdlses too much. This is where the second
virtuous cycle becomes relevant. Lower prices imglyigher sales volume, which increases
inventory turnover and lowers costs. Low costs &nbtw prices to be charged, which brings
us back to the beginning of the loop. This is tkg &f a discount retailing business; pricing
low to increase sales volume and expanding the ruwitstores to augment the total amount
of profits. An analysis of Walmart’'s business modeuld reveal that this was essentially the
main strategy. Walmart copied those business chat&mart that aimed to strengthen or to

mimic these two interrelated business cycles remtesl in figure 2.

[INSERT FIGURE 2]

Bernard Fauber (1980-1986)

Dewar adapted Kmart's business model to the stmingeonomic situation of the
United States of the 70s. This was the period ef @i shock, high inflation and high
unemployment rates that lasted until the early-8B& company tailored its strategy to reach

low income urban consumers, by selling at low ice
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Nevertheless, in the last years of Dewar's admatisin, the company shifted its
strategy. If, at the beginning of the 70s, the canys target audience was “value-conscious
consumers,” during the last years the firm’s foowess on middle-class Americans. Kmart
introduced some upgraded items at higher pricetpainsome merchandise lines. The biggest
transformation came after Bernard M. Fauber assuhmedhanagement of Kmart on January
31, 1980.

In the Annual Report of 1980 it was stated that¢bmpany replaced the aroma of
popcorn with the shine of real gold at the jeweblgpartment. This was not an
understatement. Fauber changed Kmart's pricingcpdio reach its target audience. The
company introduced high price assortment and engddhgational brands instead of its own
private brand. Moreover, the retail chain discamdith the sale of products that did not have

exceptional value or that did not meet a certarellef sales.

Kmart was very proud of the change and emphasizedpride in the company’s
communications. For example, in the Annual Repbt384, it was stated that: “According
to a national ongoing survey by Simmons, a leadingsumer research firm, 23.3% of
Kmart’'s customers in 1980 lived in households viittomes between $25,000 and $39,999.
By the end of 1984, 28.1% of our customers havairetl this income level. In fact, the
proportion of our customers in this income grougs \Wagher than that represented in the total
U.S. population. Even more important, in 1980 ddi§% of Kmart’s customers came from
households with annual incomes of $40,000 or mboday 18.9% of our customers are from

households with incomes at this level.” (Kmart, AahReport, 1984, p. 3.)

During Cunningham and Dewar’s years, the main faalughe corporation was the
expansion of Kmart’'s discount stores. Fauber ghiftee corporation’s policy and focused on
creating new businesses opportunities that cowdhil yquick profits and whose expected rate
of return exceeded that prevailing in the discotethiling business. Kmart became a
conglomerate that had food-away-from-home busirsgsssurance companies, bookstores,
home improvement, drugstores and high-quality agpdmternationally, Kmart invested in
Canada, Australia and Mexico. The company also &agint-venture with a Japanese

retailing company.

The results of Kmart's investments were disappogmtMany ventures failed and the
rate of return of some businesses did not meegxpectations. The company closed or sold

many of the businesses that it created during Faulyears. In the last year of Fauber’'s

79



tenure, the specialty retail group (the divisioattbongregated all the acquisitions and new
ventures), only included four of twelve business&¥alden Books Company, Inc.
(bookstores), Pay Less Drugstores Northwest, khtigstores), Builders Square Inc. (home
improvement) and Bargain Harold’s (discount star&part continued its participation in

Australia and the control of its units in Canada.

Contrary to what happened under Dewar’s administiaFauber decided to diminish
the rate of construction and concentrated on refhitg stores and giving them a modern
look. The idea was to change the layout and appearaf the stores in a way that
emphasized the high quality merchandise inside. griogram of modernization was called
“Fashion 80s”.

All the changes introduced by Fauber negativelyeaéd the components of the
virtuous cycles depicted in figure 2. In summarguber increased prices, reduced the
construction of new stores and could not contrgtsorl he structure of the virtuous cycle was
damaged by these modifications and, in additioa,fitm’'s executives were busy trying to
make the new business included in the company'sfgbior profitable. Strategically, this
change meant abandoning the traditional cost Ishgemperspective of the company. The
company adopted a revenue oriented approached ta increase profit by selling at higher

prices instead of increasing the sales volume.

Meanwhile, Walmart was growing dramatically durihgse years. Walmart had 330
stores in 1980 (Kmart, 2,146) and in six yearsdbmpany more than tripled that number:
1,029 (Kmart 3,644). Walmart was present in 1lestat 1980 and had increased that number
to 23. The firm had also heavily invested in tedbgy. The retail chain had made a serious
effort to automate processes and go paperlessuiifierm product code (UPC) was being
deployed and several laser scanners were testéeknhis of sales, Walmart's sales were 10%
of Kmart’s in 1979, and in 1986 that number hadeased to 50%. Walmart was quickly
catching up at that time. Kmart started to feel doenpetitive pressure. In the last letter
addressed to Kmart's shareholders, Bernard Fathiedsthe following: “We believe that the
competitive retail environment of the late 1980sl &reyond provides little opportunity to
improve gross margin on the products we sell sinfgylyraising prices. Just the opposite is
true. With better buying and better distributionthoels, Kmart will continue to keep a tight
lid on inflation.” This statement clearly signalsnirt’s shift towards lower prices.
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Joseph Antonini (1987-1994)

Antonini’'s period can be characterized as a tintignapt to increase the level of
competitiveness of the company. Kmart reorganized structure and completed the
elimination of many underperforming businesses. fiitme’s managerial team was aware of
the competitive pressure exerted by rivals suckivatmart or Target. Richard S. Miller, an
executive vice president, predicted in 1991 thatynatail chains would disappear at the end
of the 90s because of the intense competition. Minidried to fix the shortcomings of

Fauber’s strategy and reincorporate some eleméimeswar’'s business model.

Antonini refocused the company on low- and middieesme customers. Kmart
wanted to become a price leader by selling everyday prices merchandise. Basically,
Antonini shifted Kmart's strategy back to cost leeghip instead of being a leader in
differentiation. The first element of this new $&gy was the change to one-week ad circulars
with a seven-day-duration instead of twice-a-wekekutars lasting for three to four days. In
1987, Kmart lowered the prices of 2,500 items tcopee price leaders of those items in every
market. In 1988, 500 prices were lowered and imyeE®89 the prices of 3,000 items were
lowered. The company’s management acknowledgedtthetforts to transform Kmart into a
price leader had hit the bottom line. This shifhsiituted a partial reinstatement of Dewar’s

pricing policies.

Antonini continued to neglect the discount retaisiness and to focus on the Special
Retail units. Nevertheless, the company changeskjgansion methods. Rather than initiating
new business from scratch, the company shifteditohasing already viable businesses. The
firm invested in the groceries business, officepdigs, sportswear and bookstores. Kmart also
started its own version of a supercenter formatiamdsted internationally. The corporation
not only acquired new businesses, but also invebealily in building new stores (for
instance, it opened 192 new special unit store499%), improved their operations, and
trained and hired new personnel. Some stores hée tbansformed in order to be merged
with other acquisitions. According to the compamgcuments, the plan was to “... acquire
and create retailing businesses with growth rabewe the general retailing over the next
seven to 10 years.” (AR 1989, p. 2.)

8 See Kmart Annual Report 1992, page 22.
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Despite the fact that discount retailing was nogkmthe centerpiece of the
corporation, Kmart undertook a new store moderionaprogram. The cost of the program
was set to 2.3 billion dollars in 1989. The modeation program would make stores more
inviting to customers by providing more space tdkwhetter lighting and a good selection of

merchandise. In 1992, 50% of the stores had apfiiedew look.

Selling private brands was an additional source refenue under Dewar’'s
administration. Antonini tried to reestablish thésurce with an emphasis on lifestyle
merchandising. Although the concept began with Egult was further developed under
Antonini’s tenure. Kmart introduced private labehibds backed by celebrities such as Martha
Stewart. The idea was that customers would coménart stores seeking exclusive brands
that had been endorsed by celebrities, and oncthanstore they would satisfy other
purchasing needs. Launching private lines and usihgprities as spokespeople usually took

two years’ preparation.

Cost reduction was a priority in Kmart just as @aswunder Dewar. Antonini applied a
cost reduction program to make the company morepetitive. Some of the actions that
included this cost reduction program are: modifarabf labor scheduling, change in vacation
policies, among others. It also helped to redustsowith respect to sales from the acquisition
of some businesses such as PACE, since employaesvaitked for this division had lower

salaries.

Antonini tried to recover Dewar’s cost approach et failed to reconstruct the
previous business model. In fact Antonini did nelinrquish keeping the “special retailing
units” as part of Kmart’'s corporation. This polidiwerted capital resources that would have
been useful in expanding Kmart's discount storeirchAlthough the decision to include
celebrity sponsored items was successful in cagjupublic interest about Kmart, in our
opinion this business choice was incongruent with abjective to reestablish the low price
reputation. This lack of commitment toward a remdtdeadership strategy was an opportunity
for Walmart to fill this niche in the retailing indtry. Nevertheless, we categorize Antonini’s

tenure under the cost leadership approach.

Walmart surpassed Kmart in sales volume in 1990.1895, Walmart sold almost
three times more than Kmart, despite having fewares. Nevertheless, Walmart had more
square feet available for sale than Kmart (appratéty 300 million vs. 197 million). The

reason behind this apparent paradox is that duting time Walmart developed the
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supercenter concept. A supercenter is a discowné shat also sells groceries. It was a
smaller version of Carrefour's Hypermart. Waltorf42) acknowledges having observed
these hypermarts in Brazil and in Europe (p. 1891988, Walmart opened two experimental
supercenters in Dallas-Fort Worth (they were hy@ets); seven years later there were 255 of

them.

We can safely conclude that Walmart was more fatuse the discount retailing
business than Kmart. Walmart applied a cost-lehierstrategy and tried to attract price-
conscious consumers. The average markup per dolavalmart was 21 cents while for
Kmart it was 27 cents in the 1986-1995 period; (®aekup evolution in figure 3). Antonini’s
efforts to compete against Walmart fell short. Véerd that the biggest mistake was keeping

the special retail units which wasted economic matagerial resources.

[INSERT FIGURE 3]

Floyd Hall (1995-1999)

Floyd Hall's period started when Antonini resigrfeain his CEO position in March,
1995. The company presented poor results in theévasyears of Antonini’s tenure and lost
much of its market value according to some medinte’. The Board of Directors led by
Donald S. Perkins conducted a nationwide searcla foew CEO to replace Antonini. In the
meantime, the company executives undertook sevaabr changes to boost Kmart's

competitiveness.

The change began before Antonini’s resignation wirea summer review of Kmart’'s
performance, many important transformations wereidgel upon. Firstly, Kmart would
recruit people from other companies to bring frieldas to the firm. Kmart decided to divest
from its specialty retail stores. Many PACE assetse sold to Walmart in 1994. PayLess
was sold to an entity called Thrifty PayLess Hogdimc. although Kmart acquired a
significant participation in this holding. Kmart Idoits participation in Coles Myer Ltd,
reduced its stakes in The Sports Authority and g@ffMax and planned an IPO over the
Borders Group. The company’s aircraft was soldaddition, many changes were introduced
in the workers’ compensation scheme. A profit sigaplan was designed to link the pension
plan with the company’s performance. Bonuses wéegad for the accomplishment of three

specific objectives on pre-tax profit, measuremeiig-stock position and customer traffic.

° “Kmart’s Antonini Steps Down”, Chicago Sunday Tisn&larch 21, 1995.
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Hall continued with this divestiture policy. Undeall's mandate, Kmart completed
the elimination of the Specialty Retail Store bess group. The firm finished its ties with
OfficeMax, The Sports Authority, Borders GrdfipPayLess Drugstores, PACE Warehouse
Club and Builder Square by selling them or closihg stores. Kmart international joint
ventures in Mexico and Singapore were discontinidte Czech and Slovak stores and
87.5% of the shares of Kmart Canada were sold ds we

As a result of all these actions, Kmart was a leayanization with only one business
line, discount retail. Certainly, the divestitureopedure consumed a lot of effort and
resources and sometimes the company reported léssesthese operations. However, we
consider that the main losses came from the lggoipnities that Kmart failed to grab as a

result of this “experimental conglomerate.”

Kmart's executives gave a precise definition ofcbenpany’s customer target: “She is
a middle income homemaker who often must balandd fob and family. She shops at
Kmart not only for the convenient price but also tlee opportunity to “stock-up” on needed
items. Kmart can be the store where this custoroes ¢o buy basic consumables.” (Kmart's
Annual Report 1994, p.2) As a result, the merchamndiix was reoriented toward frequently
purchased items. In addition, a new prototype waslbped with the purpose of providing
more space to frequently purchased goods. The metwtppe was called Big Kmart and by
1999, there were 1,869 of them. The goal was twstoaim all the stores into Big Kmart. The
transformation of Kmart Stores into Big Kmart adlves the expansion of the Super Kmart

Center cost $1.1 billion dollars in the three yehet it lasted.

After the deployment of the POS technology in tBs,&mart continued investing in
technology. For example, in 1999, Kmart installemmputers inside the stores offering
customers a broader range of products than thoagable in store. The online service
kmart.com was launched in May 1998. One year lalaglight.com was created from a joint
venture with Softbank Venture Capital. Bluelightrtavas an internet service provider and an
e-commerce website. The company documents assdritthvas a total success; within 90
days one million people had subscribed to the servifechnological investment also

improved workers’ skills by offering computer-basedining, long-distance learning and

% The divesture of Builder Square created finanpiablems for Kmart. The buyers declared bankrugitcy
1999, forcing the retail chain to record a non-celsarge of $230 million after taxes to cover thesks of 117
former Builders Square locations.
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satellite broadcast. Investment was also madedoceerunning out of stock. The company
tested several ways to distribute merchandise @abétter predict customer demands.

Hall continued Antonini’'s policy of promoting prite brands. Martha Stewart’s
Everyday Bed and Bath were introduced in 1996. K@rarticulture) and American Fare
(consumables) brands were also available at thad. tOther brands such as Sesame Street,
White-Westinghouse and Penske Automotive were latevduced. The Martha Stewart line
was the most successful of all the brands introdlukgnart reported one billion worth of

sales of Martha Stewart items in 1999.

On the other hand, Kmart's executives claimed thatcompany did not neglect the
national brands. For instance, in 1996 the compeglgbrated a conference with 280
producers in order to layout the foundations of eavn‘partnership” with its vendors.

Recognized national brands were placed alongsitteexclusive private brands.

Kmart changed its relationship with its workers idgrHall's administration. The
company made a great effort to keep the labor edipegrs as low as possible. This was part
of the effort to reduce the selling, general anchiatstrative expenses. The other main change
was the variation in the compensation plans to $ialary payment with achievement of some
company goals. As we mentioned, Kmart also chantgetliring policy for managers by
attracting employees from other organizations wioald bring fresh ideas to the business.

Although Kmart improved its performance during Fealkdministration, Walmart did
not stop growing. When Hall relinquished the CEQGifon, Walmart’'s sales were five times
higher than Kmart's and was present throughoutX84 and in nine other countries. Kmart’s
answer to Walmart’s rise was to dismantle its comgdrate and to focus merchandising on

frequently-sold items. Kmart started to grow adaiih not as fast as Walmart.

Floyd Hall's period symbolizes the return of Kmtutits core. The elimination of the
specialty retail units, the changes in the merclsgnchix, and the serious efforts to reduce
costs gave Kmart a small opportunity to offset deevnward trend in which it found itself.
However, Hall's successor failed to continue wikiede good practices and the company

followed an accelerated path to bankruptcy.
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Charles (Chuck) Conaway: The end of Kmart

Floyd Hall retired from the CEO position in 2000h&les (Chuck) Conaway, a
former CEO of the pharmacy chain CVS, replaced Aihe new CEO promised a complete
turnaround of the company by August 2002. Two yéater, on January 9% 2002 Kmart
filed a voluntary petition for reorganization undgrapter 11. Kmart was financially stable
when Hall left his position in 2000. A chain of bacisions led to the failure of the
company. All the details on how Kmart went down @aoé clear. As recently as February"10
2010, a federal judge ordered the ex-CEO of Knapay a fine of $10 million dollars for
misleading investors about the financial situatidrthe company? In particular, Conaway
was accused of not disclosing the liquidity shaetpgoblems and the fact that the company
was delaying payments to its vendors in a confereradl with investors two months before

the bankruptcy filing.

Conaway decided to engage in a price war againgh@rawhen he assumed the CEO
position. Bluelight special, an old trick used byn#rt to attract customers to the stores, was
the center piece of his strategy for gaining a mbskare. According to Layton-Turner (2003)
a bluelight special consisted of announcing proomsiinside the stores at specific intervals
of time. The idea was that customers would visitet more frequently attracted by the great
discount prices offered during the promotion. Bhierd? reported that Kmart spent $850
million dollars in the summer of 2001 on stockitgjinventories. Kmart lowered the prices of
30,000 items and at the same time reduced its niagkexpenses. This was a recipe for
disaster. The Christmas season of 2001 was regasi&tisappointing” in the Annual Report
of 2001. This event worsened the liquidity probldrat the firm was facing and eroded the
vendors’ and creditors’ confidence even more. lmuday of 2002 the company had to declare

bankruptcy.

When Conaway assumed the CEO position, Kmart hatk sthronic problems with
its supply chain. The former executive explainethe company documents that the firm did
not have minimal metrics for measuring performaace the company’'s culture was not
adapted for competition. In order to change thatmavay planned a major overhaul of the

supply chain by investing $1.7 billion in equipmesftware design and implementation of

11 Fisk, Margaret C. & Raphael Steve. (2010) “Kmarsrmer CEO Must Pay More Than $10 Million

(Update2).” Bloomberg http://www.bloomberg.com/apps/news?pid=newsarchsid&abQpeMmCe47s
Published on February $52010; accessed May "1,02010.
12 s
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several projects under the “play-for-win” initiaéivSome of the projects under the play-for-
win initiative were already finished by 2001, suahthe Electronic Merchandise Operations
ELMO to reduce soft-inventory lead times and theeBDot Program in order to improve the
in-stock position of the company. In addition, thet-of-stock definition was changed to

“missing from shelf” in order to represent whattoumsers really experienced.

Despite all of these efforts, the decision to eegag price war with Walmart was ill-
fated. Kmart tried to recover its former niche wiiewas too late. One of the reasons that we
consider to be an explanation for such a poor juEgnof reality is the fact that the
managerial team had very little experience of distoetail. In 2000, 31 of the 40 corporate
officers were new to the company. 16 of them haly spent six months at Kmart. The
original idea of bringing new ideas to the compavas carried to the extreme. In a letter
addressed to Kmart shareholders, the interim CEKnadrt during the restructuration period,
James B. Adamson, stated that “We have installe@éva management team consisting of
seasoned executives with considerable turnarouddedail experience'®

On the other hand, there were many accusationstam@management of the
resources of the company. Creditors of Kmart fiethwsuit against six former employees
including the CEO and the COO accusing them ofguthe resources of the company to their
own personal benefif. In addition, creditors also accused Conaway ofirfgavpoor
managerial skills and replacing senior manageksnadrt with people without experience in
the field.

As we have previously mentioned, James B. Adamssaraed the position of CEO
of the company after Conaway left in March 2002s ldontract stipulated that he would
receive a “success payment” of 4 million dollarsKimart was able to emerge from
bankruptcy before July 812003. Mr. Adamson had the difficult task of reamiging the
company, closing stores, terminating many empldyeestracts, and facing the anger and
frustration of creditors and shareholders. Althougthis study we concentrate on the history
of the company from 1971 to 2002, we briefly comimam the fate of the company after the
bankruptcy. The new company that emerged was c#lledrt Holding Corporation. The
bluelight website was scrapped and Kmart contintsedfforts to improve the supply chain.

Two years later, the company executives decidedame Kmart with Sears (Kmart was the

13 Adamson, B. James (2001) Kmart's Annual Reportl2@age 2.
14 Cosgrove-Mather, Bootie (2003) “Too Many Perks aKmart.” Website: CBS,
http://www.cbshews.com/stories/2003/05/06/nationalh552617.shtmhccessed: May 1% 2010.
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acquirer) and form the Sears Holding Corporatidme purpose of the merger was to compete
against the other retail chains like Walmart anch&a

Table 1 summarizes all the differences found amibreg CEOs who managed the
company from 1972 to 2002. In the appendix sectioa,have included a more detailed

description of the modifications that Kmart’'s biese model suffered in this time period.

2.3 Methodology

The methodology that we are going to use in thaptér is based on that presented by
Grifell-Tatjé & Lovell (2012). The authors decompadse cost function using a Konus Index.
We adapt their method to express profits in tweraktive ways. Profit change can be
represented as the sum of the change in revenuessndost change decomposition.
Alternatively, the change in profit can be brokewd as a decomposition of revenue change
minus the variation in costs. The selection of ohéhese two choices depends on the nature
of the business model of the firm and the analytaigectives of the researcher. A cost
decomposition approach is better suited for busimesdels oriented toward cost leadership;
on the other hand, if the firm aims to be a leadatifferentiation, revenue decomposition is
more appropriate. The objective of these methodedos to measure the performance of a
business model in a period of time. The componenéasure the influence of prices,

efficiency levels, and technological and size clesng

The description of the methodology starts by oirtinthe working variables. A
decision-making unit (DMU) is the starting point tfe analysis. In this study, a DMU is
defined as a retail chain such as Walmart or Kmate. assume that DMU producés
outputs and usedl inputs. The vectoxi= (X1,....%n) represents the amount of inputs
consumed in the production gf = (yi1,...,¥m) units of output by DMUi. The input price
vectorwi= (Wi 1,...,Wy) stands for the amount paid for each one of tiesguts. Finally, the
output price vectop; = (pi1,...,Qm) corresponds to the prices of thlegoods produced by the

0,T,,0

firm i. These vectors could have exponents that symbaliime period. Therefore; x;

means the total costs incurred by the produegperiod 0.

An input setL(y)={x" (x° can produce 3} is a set that defines the technology
available at period by including all the input vectors that can becuseproduces®. L(y) is
assumed to be convex and to satisfy the strongstplity propertyc®(y;’,w") is the solution
of the cost minimization problem mftw*'x) : xO L%y)}. Therefore,c(y',w% is the

minimum cost incurred to produgg paying the following input prices; using technology
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available at period. Both the input price vector and the output hax@oeents, meaning that
this procedure can be used for assessing hypathsttoations. For instance, we can assess
what the minimum cost would be using technologyilaisée at period 1, with input prices at

period zero to produce output obtained in perity DMU i: c*(yi*,wP) .

Alternately, an output set is defined B¥x*)={y> (Y is produced by’ and also
represents the technology available at pesibg including all the output vectors that can be
produced by using input vectat. The set is also assumed to be convex and tdysttis
strong disposability property3(x',p“) is the solution of the revenue maximization pebl
max{(p®"y) : yO P%(X)} which represents the maximum revenue obtainedisiggx’ and
technologys and charging output pricgg. As occurs with the minimum costs, the maximum
revenue can be evaluated in hypothetical situati®@ys way of example, the maximum
revenue obtained using technology and inputs abgeéd and input prices of period one for
DMU i is equal ta’(x°,pi)

Now that we have established the framework, we miticeed to break down the

change in profits using the technolagy 1 as a reference.

n.t+1 _ TL't — (pt+1,Tyt+1 _ Wt+1,Txt+1) _ (pt,Tyt _ Wt,Txt)

t+1,T,,t+1

— (p y _ pt,Tyt) _ (Wt+1,Txt+1 _ Wt,Txt) [1]

Equation [1] states that profit change can be esga@ as the difference in revenues
minus the difference in costs. The next step ipresent the cost approach. Therefore, we
start by decomposing the second term in equatipn [1

(Wt+1,Txt+1 _ Wt,Txt) — [Ct+1(yt+1,wt+1) _ Ct+1(yt+1,wt)] Input Price Effect

+[Wt+1,Txt+1 _ Ct+1(yt+1’wt+1)] _ [Wt,Txt _ Ct+1(yt+1,Wt)]
Input Quantity Effect
[2]
Expression [2] shows that the cost change can higemwras the sum of price and
quantity effects. The first term in equation ona ba decomposed as follows:
(pt+1,Tyt+1 _ pt,Tyt) — (pt+1 _ pt)Tyt + (yt+1 _ yt)Tpt+1 [3]

The first term (Output Price Effect) measures tiftuence of the variation in output

prices on revenues while the second term (Outpun@y Effect) captures the effect of
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output quantity variation. Equation [2] and [3] axo different ways of decomposition.
Equation [2] uses information of the industry i tbalculation of the cost functions and can
be further decomposed. Meanwhile equation [3] Wisdex Number Theory to separate price
and quantity effect; it cannot successively be demmsed without introducing additional

methodologies.

Quantity effect in equation [2] can be separatéd iwo main components:
[Wt+1,Txt+1 _ Ct+1(yt+1 Wt+1)] _ [Wt,Txt _ Ct+1(yt+1 Wt)] —
[WtHLTxt+l — ct+l(yt4l i1y — [t xt — ct*1(yt wt)] Cost Productivity Effect
+[ct Iyt wh) — iyt wh)] Size Effect

[4]
The size effect measures how much cost variesresudt of increasing the output net
of the effects related with improvements in prodaist In equation [3] the output quantity
effect represents the variation in profits due riorements in output. Therefore these two

elements can be combined into one expression:
(yt+1 _ yt)Tpt+1 _ [Ct+1(yt+1’wt) _ Ct+1(yt’Wt)] [5]

Expression [5] is called net growth effect and nieas how much profit changes as
output quantity (in our application sales volumegreases. This term is related with the
virtuous cycles depicted in figure (2). We expdxttas the virtuous cycles are undermined

this term will diminish or even become negative.

The cost productivity effect is the combination tfo different components,

technological change effect and cost efficiencg@ff
[Wt+1,Txt+1 _ Ct+1(yt+1,Wt+1)] _ [Wt,Txt _ Ct+1(yt,Wt)] —
[wtHLTx 1 — ct+1(yt+l yt+1y] — [whTxt — ct(yt, wt)] Cost Efficiency Effect
+[c* (Yt wh) — ct (vt wh)] Technological Change
[6]
Combining expressions [1] to [6], we obtain thédaling:

t+1,1 _ ot —

T w
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(P —pHTyt Output Price Effect
—[ct Iy wttl) — ¢t (Yt wh)] Input Price Effect
—[wtFbTxt+l — i1yt t+1y] — [wbTxt — ct(yt, wt)] Cost Efficiency Effect
—[c** 1y, wh) — ct (vt wh)] Technological Change
+(yttt — YTttt — [cI(y™ wh) — ct*1(yt, wh)] Net Growth Effect

[7]
The price and quantity effect measure how muchitprafies as a result of changes in
input prices and quantities respectively. The potigiity effect represents the variation in
profits due to changes in productivity levels. Trealogical change effect quantifies the effect
of technology in the change in profits. Cost effiwy effect assesses how much profit is
modified due to variations in efficiency of thenfir The net growth effect exposes the

influence of growth policies in generating profits.

The cost approach is explained graphically in ®g(#). Here we represent the same
firm in two time periods. The curves define the minm cost attainable given the input
prices and technology. The cost efficiency effectepresented as the subtraction of the two
red vectors with the number (1) attached to thehe fechnological change corresponds to
the blue vector with the number (2); it is the aste of two minimum cost functions given
output quantities and input prices. The size effeghown as the distance portrayed by the
green arrow (3). Finally the input price effecsi®mwn as the orange vector (4).

[INSERT FIGURE 4]

The same decomposition process can be applie@ t@tenue approach:
(ptHiTytrl — ptTyt) = [Pt (xt+1 pttl) — ptHi(xt+l pt)] Output Price Effect
+[pttETyt+l — pt+1(xt+1 ptH1)] — [ptTyt — p+1(x*1 pH]  Output Quantity Effect
[8]
(WEHTx L Txty = (Wil — wH)Txt 4 (x1 — xH)Twt [9]

Equations [8] and [9] are the corresponding revaapmroach versions of equation [3]

and [4]. Equation [9] decomposes cost variation input price effect (first term) and input
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guantity effect (second term). Revenue is furtregomposed while costs are only expressed

in terms of price and output effects. Output qugnéffect is a breakdown in revenue
productivity effect and size effect:

t+1,T,, t+1 _ T't+1(xt+1,pt+1)] _ [pt,Tyt _ Tt+1(xt+1,pt)] —

[p™ "y
[ptHLTyttl — i+l (xt+1 pt1)] — [ptTyt — rt*+1(xt, p*)] Revenue Productivity E.
+rH T, pt) = (xE, ph)] Size Effect

[10]
The net growth effect can be constructed similagyn equation [5]
[11]

[r”l(x”l pt) _ r“l(xt pt)] _ (xt+1 _ xt)TWt+1
The revenue productivity effect can be broken damta technical change effect and

revenue efficiency effect:

[pt+1,Tyt+1 _ Tt+1(xt+1,pt+1)] _ [pt,Tyt _ Tt+1(xt,pt)] —

[pt+1,Tyt+1 _ I‘t+1(xt+1,pt+1)] _ [pt,Tyt _ Tt(xt,pt)]
Revenue Efficiency E.

+[rt*1(xt, pt) — rt(xt, p*)] Technological Change E.

[12]

Hence, the profit change can be decomposed altezhass follows:

[rttt(xt+E, ptth) — rf (™, pt)] Output Price Effect

— (Wt — )Tyt Input Price Effect

Tt Revenue Efficiency E.

+[pt+1,Tyt+1 _ rt+1(xt+1’pt+1)] — [ptTyt — rt(xt,pt)]

+rtt i (xt, pt) — rt(xt, pb)] Technological Change E.

[THl(le,pt) _ Tt+1(xt,pt)] _ (xt+1 _ xt)TWt+1 Net GI’OWth Effect

[13]
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The definition of these components is equivalenttitat presented for the cost
approach. Figure (5) portrays the components ofrélrenue decomposition. The difference
between the red vectors (1) is the revenue effigiazifect. The blue vector is the technology

effect (2). The green arrow is the size effecta{3) the orange vector is the output price effect
(4).
[INSERT FIGURE 5]

We have use the technology available in periodLt(future period) as our reference
point. The same dissection can be done using tiendéogy available at period t (present
period) as a reference and the results are sinmldhis study we report the average of the two
ways of carrying out the decomposition.

The technological set is defined sequentially; thieans that the input, output
combinations available in the previous periods fianfaasible in the current period. We

consider that this is an appropriate assumptiothi@retailing sector.

Cost minimization problem

The cost minimization problem can be formulated the following linear
programming problem outlined for DMJ

S q Yy — : r,T
c (y]- ,W]-) = mlnx,lls W] x]-

Subject to x;, = Xi Do A xfy n=1,.,N; S i Ay 2y, m=1..,M
AA>ovik; Y AF=1vki=1,..,1 [14]

Wheres, q, r,krepresent time periods; and [1,...,1] is for firms

The solution of the linear programming problem [1d]the answer of the cost
minimization problem. The exponergsg andr can assume different period values according
to what cost minimization we want to calculate. Example, the calculation af(y;',w)

using procedure [14]:
. t,T
ct(yj,wi) = min, ;¢ W; - Xj
Subjectto x;, = Yo Xl Al xS, n=1,...,N; T YAy 2y am=1..M

A>ovik; Yl AF=1vki=1,..,1 [15]
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Ct+1(yit+1,Wit+1), Ct+1(yit+1’wl?)' Ct+1(yl't: Wlt)l Ct(yl't: Wl?+1)' Ct(yl't+1, Wit+1)l can be

similarly calculated.

Revenue Maximization Problem

The revenue maximization problem can be formulaseailarly to the cost

minimization problem:
r(xf,p}) = max,, ;s p] "y
Subject to yj, < Xiey Dica Al ¥ m=1,,M; i Yl Akl <xfn=1,.,N
AM>ovik; Y Ak=1vk i=1,..,I [16]

In the same way as in the previous minimizatiorbfgm, the exponents g andr can

assume different period values to solve the foll@yvirevenue maximization problems

7ﬂt+1(xjt+1,p]§+1)' r”l(x]-t"'l,p]t-), Tt"'l(xf,p;), rt(xjt,p]t-ﬂ) andrt(xf"'l,p]t-ﬂ) .

Order-m

In our assessment of the retailing industry we ébtihrat some firms are “outliers” that
perform differently from the rest of the compani@sder-m approach takes into consideration
the influence of extreme observations in orderetoder more robust results within the non-
parametric setting. Cazals et al. (2002) proposesl technique for providing statistical
inference in a setting that was not sensitive &ptesence of outliers. This methodology was
applied first to FDH and DEA estimates but can dsoapplied to other types of frontiers
such as cost frontier estimation or revenue frositig®/e applied order-m techniques in our
calculations of cost and revenue functions as détateCazals et al. (2008). Order-m comes
from the fact that a full frontier is not estimat@ustead a random set of m observations is the

foundation of the partial frontier.

Equations [17] and [18] represent the mathemategiressions for the order-m
calculations of the cost and revenue frontier base€azals et al. (2008). We did not use a
montecarlo approximation to calculate the integrals calculated them directly. We chose

m=200 for all our estimations although the numbesuperefficient units stabilized in m= 55.

The estimator for the cost function
~ . oora m
@m,i = E[min(Cy, Cp, ... C)[Y 2 y] = [7[Scicly)] de [17]
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In this situation m stands for the number of raniyoomosen total cost€;. For the

revenue function we have the following expression:
8mi = E[max(Ry, Ry, .. Rp)[X < x] = fooo[ﬁc,i(dx)]mdr [18]

WhereR,, represents a randomly chosen total revenue.

2.4 Description of the Dataset

The dataset used in this chapter has been builtdmgulting a large amount of
financial documentation from the period 1971 to 00 addition to consulting the SEC
filings and annual reports of several companidsgrosources of information were included to
complement the information available in the finaheeports of the company. These sources
are the Osiris Dataset and reports provided by som-Financial. The companies included
in our dataset are Walmart, Target, Kmart, SeaalBes, May and Costco. We consider that
these companies cover a large percentage of tké tetail marke. Kmart filed for
bankruptcy in 2002; therefore the dataset compiigesmation until that year. This dataset
was particularly useful for defining the input amatput sets required for calculatioty;,w®)

andr(x",pi%.

Output is defined as sales in real terms. The peaae for the study was 1970. Retail
chains sell a large diversity of products. Somehefse stores have thousands of different
items on display. Therefore, this approach not amdgs available information, but also
simplifies the calculations. Output quantities wexpressed as the average of beginning-of-
the-year and end-of-the-year values. Output praresdefined as the ratio or value added

(sales minus intermediate goods) over output gtiesti

We identify two inputs: labor and capital. The ibmuantities were expressed as
averages of the beginning-of-the-year and end-efymar corresponding values, just like the

output quantities. Labor was defined as the nunobbevorkers (in thousands) per year. The

!> The U.S. Census Bureau has published an onlinendent called “Estimated Annual Sales of U.S. Retad
Food Services Firms by Kind of Business: 1992 Tgho@009" fttp://www.census.gov/retail/index.html#arts
accessed on Juné' 2011). This information was used to calculate ttital market share of the three largest
discount retail chains in this specific sector. e3é calculations included the total sales of s@mtecs and
warehouse clubs that were presented separatelyeirdtS. Census Bureau accounts. The results ré¢vatl
Walmart, Target and Kmart had an average markeestfa76.32% from the period 1992 to 2002 and titsat
market share was increasing with time.
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cost of labor was approximated by using the Selldeneral and Administrative Expenses
expressed in real terms. The price of labor igdtie of SGAE divided by the total number of

employees.

Capital is defined as the capital of the previowsiqu plus investment minus
amortization expenses. The source of this varialae the accounting record “Net Property
and Equipment.” Amortization expenses were defireed the difference between the
accumulated amortization and depreciation of twaopls. Every component was expressed
in 1970 prices. Capital prices are calculated agdtio of the sum of current depreciation and

amortization plus interests over the total capital.

The dataset was modified for the order-m computati&€ach firm in the dataset was
“merged” with Kmart. This was done to avoid theulesf “non-convergence” in the integral
calculations. Table 2 contains descriptive stasgspirior to the transformation of the variables

used in the empirical analysis.

2.5 Results:

Before discussing the results, we need to providetailed explanation of how these
results are presented. Tables 3 and 4 show the masurits of this study. In these tables we
make a distinction between the different CEOs thatcompany had from 1972 to 2002. The
revenue approach has been chosen for the BernalaiFperiod while the cost approach was
selected for Robert Dewar, Joseph Antonini, Floyall ldnd Charles Conaway. We choose
these approaches because we consider that thegtréfe nature of Kmart’'s business models
under these administrations better. Our conclustmasased on the information presented in
section 2, in which we explain how Fauber brokéhitnart’s business model and reoriented

the company toward upper- and middle-class conssimer

In addition, we make a comparison between Walmadt kemart in figure (6). This
figure represents the contribution of each of thaelyged components to profit variation. The
information is divided into the corresponding Km&EQOs’ tenures. We contrast Kmart with
the performance of Walmart in each period. Cost@ggh was assumed for Walmart. The
estimates for Walmart were calculated using themnd approach as well. These tables and
figures will help us to validate some of the pregsithat can be extracted from the analysis of
Kmart’'s business model in section 2.2. These presnan be summarized as follows: (1)
Early Kmart business model was an inspiration b&r tormer Walmart business model; (2)

Original Kmart business model had a “growth virtsiotycle” that strengthened the net
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growth effect; (3) Fauber transformed Kmart's bass model and oriented the firm toward
differentiation leadership. Although this transfation generated additional revenue by
increasing the output price effect, the performameasured in terms of profit variation was
unsatisfactory; (4) Antonini tried unsuccessfully tecover the old business model by
competing in prices; (5) Hall managed to rebuilansoof the features of the old Kmart
business model; (6) Conaway bankrupted the firnmvaging a price war against Walmart.

[INSERT FIGURE 6]

Table 3 and 4 validate our hypothesis expressdtieérsecond section regarding the
“growth virtuous cycle” illustrated in figure 2. Kant's engine of good performance was the
net growth effect during Dewar’s years. It had & centribution of 272.43 million 1970
dollars®. The net growth effect was mainly positive, althouthe last three years had a
decreasing influence. Dewar’s administration sudeden achieving an overall positive profit
change although it continuously declined from 19341979 (see table 2). The company
benefited from technological progress (cost reductncreased profits in $241.12) and the
cost inefficiency was relatively modest (only -$195). Output prices contributed minimally
to profit increase ($32.50). The main source oftx®gs the input prices (-$326.30). These
findings are coherent with our depiction of Kmarttsisiness model under Dewar.
Nevertheless, the business bet failed to delivar@mard stream of benefits. Graphically this
failure is represented in figure (7) which shows tbvenue-cost ratio for the whole analyzed
period. It is important to note the negative trehaing the last years of Dewar’s tenure. It
seems plausible that a discussion about Kmart'snbss model followed after these
disappointing results (especially in the last y&adDewar’s tenure).

[INSERT FIGURE 7]

In figure (6) we make a comparison between Walraad Kmart. It is important to
note that both have a positive influence of thehmetogical progress effect. The main
difference between them is that Walmart had a megajrowth effect while Kmart had a
positive growth effect. A negative net growth effes puzzling for Walmart, especially
during a time when the retail chain was growingntitically. In the case of Walmart, the
negative net growth comes from the input side. dtws of expansion were greater than its

benefits. We consider this an early stage of theeldpment of Walmart’'s business model.

'8 In this section all the dollar amounts are exgeesn millions of 1970 dollars.

97



Dewar’s composition of profit variation is very slar to Walmart’'s distribution in the
following periods (compare Kmart under Dewar’s adistration with Walmart in later
periods). One major difference between Kmart'sinafbusiness model and Walmart's is the
control over input prices. It might have been befie@r Kmart managers to focus on
controlling capital and labor costs instead of iaing the company towards leadership in
differentiation.

Fauber’'s business choices described in sectiomZeasummarized as breaking the
virtuous cycle depicted in figure 2. In summaryggé choices increase output prices, decrease
sales volume and decrease or stop the construofiorew stores. Fauber reoriented the
company toward high-end merchandise in order tactmiddle- and upper-class Americans
as we remarked in section 2. Furthermore, Faubh@peed new sources of revenue by buying
businesses unrelated with discount retailing. Tdldbows that this strategy failed to shift the
course of the company. Higher output prices irsgdaprofits ($192.63) but the net growth
effect became very negative (-$430.31). Technoldgjgrogress did not contribute to
improving the company’s performance (-$13/35Revenue efficiency improved moderately
($88.23). The main shortcoming was that costs dester than revenues. Observe figure 3,
how the revenue/cost ratio was growing until itdvee downward in Fauber’s last years. The
overall results show that Fauber did not delives #xpected U-turn, since the period of
recuperation was very brief. In terms of sales,béas last period was 19% higher than
Dewar’s last period; if the comparison is made wehpect to profits, the difference is just
2.42%. Fauber invested heavily in new businessasdid not achieve the expected rate of

returns and were later sold.

The contrast between Walmart and Kmart in the 12836 period is clearly shown in
figure (6). As we have already mentioned, WalmaptHit variation decomposition is similar
to Kmart's in the previous period with the exceptitvat it had input prices controlled and a
negative output price effect. Fauber's decompasieems to be the inversion of Dewar’s.
Fauber controlled input prices, but the firm repdra significantly negative net growth effect.

In this period of time, the company was testingeotfetail formats besides discount retailing.

" In theory, technological effect cannot yield a amige result. The reason is that we used a seglenti
technology in our analysis. This means that previbechnology is available in the current periodjsth
technological regression is impossible. However,used order-m approach to render our findings maipest.

A collateral consequence of the use of order-m @ggr to calculate the cost and revenue functiothas
negative results using sequential technology assipte. We no longer have a deterministic frontierwould
have been the case if we did not use order-m approa
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The cost of expanding into these other types oinesses was clearly higher than the benefits

obtained from these ventures.

Antonini was a hybrid of Fauber and Dewar. Celgbsponsored brands such as
Martha Stewart were highlighted but the firm beg¢arfieel the pressure of competitors such
as Walmart and it started to compete in prices et Wable 3 reveals the excessive toll that
had output prices on profits (-$662.99). Costs weneder control in Antonini's
administration. The input price change contribui@dncreasing profits ($102.49) as well as
the improvements in cost efficiency ($329.83). T growth effect remained negative (-
$181.17) and technology progress was small ($6)atmperformance plunged in the last
three years of Antonini’'s tenure. The board of ctives removed Antonini while Donald
Perkins assumed temporary control of the firm. Thgyorate documents disclose that the
authorities deemed the specialty retail units to abelistraction, and decided to divest.

Furthermore, they identified the supply chain agwgportant problem for Kmart.

Figure (6) depicts this “hybrid nature” of Antorimibusiness model clearly. It was
operative efficient but had a negative output pgatfect. The net growth effect was negative
but significantly smaller than the previous peridthis figure implicitly presents an intense
competition that is portrayed as the blue barsespwnding to the output price effect. Both
companies lowered prices to attract more custon@ersre than in any other period).
However, the impact of this measure was worse iraKtman in Walmart. Walmart managed
to offset low prices through improvements in tedbgg and its expansion policies. On the
other hand, Kmart's improvements in efficiency amaut price effect did not compensate for
the loss in revenues due to low prices. Figurgp(8%ents the Kmart-Walmart sales ratio as a
decreasing curve. During Antonini’s period Walmsutpassed Kmart in sales volume. It is

important to note that not in any of the thirtyalryears did the trend reverse.
[INSERT FIGURE 8]

Floyd Hall assumed the CEO position after the biAefkins’ period. Hall completed
the process of divestiture started by Perkins afjhathe net growth effect of his tenure was
positive ($155.57). Under Hall's management Kmagficiency levels worsened (-$28.48)
and it did not experience technological progre$d.65). However, profits increased due to
input and output prices ($155.57 and $6.8 respelglivkmart had good results because of its
efforts to control costs, and not because of iferesf to generate revenues. Nevertheless,
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figure (7) shows that the policies implemented @}l ldchieved the objective of changing the
curse of Kmart toward good performance.

We observe similarities between Walmart and Kmattwvieen 1995 and 2000. Both
companies had positive net growth, input and oufpide effects and problems with the
operative efficiency. It is important to remembbattwe are comparing two companies of
different sizes. As we mentioned, by the time Flddall retired from Kmart, Walmart's sales
had increased five-fold. Therefore, Kmart was tbkower and Walmart the leader in the
industry. Hall's strategy was to recover Kmart'sn@r niche when Walmart was the biggest

retailer in the industry.

The last period was the ill-fated administrationGifarles Conaway (Chuck). Kmart
was making progress towards recuperation until Hdihquished his position and Conaway
assumed control of the firm. The operative effickerand technological change increased
profits by ($79.37) and ($127.68) as we expecteer &mart’s investment in boosting its
supply chain. The input price effect decreaseditsrdfy (-$201.50) and net growth was
practically inexistent (-$0.5). The main problemsvthe output price effect. The decision to
engage in a price war against Walmart came aboatrasult of the bankruptcy of the firm (-
$715.85). Conaway'’s lack of understanding regarthegdiscount retail sector is probably an
important factor in explaining the chain of decigdhat led to Kmart’'s bankruptcy.

Figure (6) shows the severe consequences for Kah#ne price war against Walmart.
The apparent lack of reaction from Walmart agaksiart's move is notable. This is also
corroborated in figure (3). Walmart did not lowés markup; on the contrary the discount
retailer chain increased it. However, Walmart digspond aggressively to Kmart's
provocatiort®. Walmart's prices fell as a result of boostingdest efficiency by pressurizing
vendors to reduce their prices, minimally affectittge markup. Furthermore, Conaway
reduced advertising expenditure at the same tinoepmere lowered. This decision might

have limited the damage caused by the price wansig&/almart.

In general, Kmart's lack of consistency and theatieg influence of the output price
effect can be categorized as two important faciarsexplaining the collapse. As we
mentioned in the introduction, two different pheresra can cause problems in the adjustment

of the business model. Firstly, the idiosyncratigamizational culture could preclude the firm

'8 See The Economist (2002) “Blue Light Blues.” Jaguer™; Los Angeles Times(2001) “Kmart Posts a Loss
as Price War Takes Its Toll.” August®24
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from undertaking the precise adjustments to thenless model. Secondly, the modification
of Kmart’s business model disrupted the virtuousley and this negatively affected the

firm’s performance.

In summary, our results show a firm the main shwmning of which was the output
price effect. This result can be a direct conseqge@i the intense competition with Walmart,
especially after 1986. Moreover, the CEOs’ paridjustments failed to deliver the expected
results. Before 1999, it was not predictable thatak was heading towards bankruptcy. The
firm was losing market share but its performance nat bad enough to foresee its downfall.
It is impossible to know what would have happerfethe events of 2000 to 2002 had not
occurred. Nevertheless, Kmart was already weak Ww@raway was appointed CEO.

2.6 Conclusion

Kmart’'s executives noticed that the company wasngadifficulties in generating
profits since 1979 and tried many different pokcte overcome its shortcomings. The CEOs
did not stand idle while the performance of thenfivas eroding. Many policies were
implemented to avoid the downfall. The firm tried &ttract middle and upper classes,
launched celebrity sponsored items, diversifiedntgstments, modified its expansion policy,
located its stores in metropolitan areas, reducepud prices, controlled costs, divested from
the special retail units and in the end engage@ iprice war against Walmart. Kmart
implemented high power incentives and hired higipaalified personnel from outside the
company. According to our results, Kmart was ntegchnological leader in the retail industry
and this seems to be a relevant factor when comp#wveWalmart. Walmart was a
technological innovator in the way in which it pdakcits stores geographically and introduced
many new procedures and gadgets that improvediph@yschain. Kmart trailed behind in the

technological field as our results corroborate.

Kmart was not consistent in its efforts to achiexeellent performance. Every CEO
switched abruptly from the policies implemented g predecessor. Kmart changed its
business model with Fauber, breaking its virtuoysles. The company was struggling to
keep a continuously increasing revenue stream hedUnited States was undergoing an
important socio-demographical change that entid¢ed firm to adjust its offering. Kmart
failed to achieve the expected results and timidgd to rebuild its original business model

under Antonini's administration. Hall reorientecetfirm once more toward low costs and
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divested from all the special retail units. In eadlnation, Kmart’'s executives chose to alter
the existing business model in order to adaptitihe tb current market characteristics instead

of strengthening its virtuous cycles and focusingamg-term goals.

Kmart’'s analysis demonstrates what occurs when naech of a good practice
becomes bad policy. During the reorganization & bHusiness offering in 1994, Kmart
decided to hire personnel from outside the discoatdiling sector in order to bring fresh
ideas to the business. After the collapse, the implicitly acknowledged that it hired many
executives without proper retail experience. Theepwar against Walmart was a naive
decision that can only be rationalized by the etiees’ lack of understanding of the discount
retailing business. Old and new employees mighe lthstorted expectations of the future as
a consequence of working for a former incumberthefindustry. As a future topic, it would
be interesting to determine in terms of organizetidbehavior how employees view the fact

that the firm where they work is no longer the neaikader.

In terms of methodology, this study presents anlyéinal framework to assess
business model performance in terms of pricesgieffty levels, technological changes and
net growth effects. Managers could use this framkwm evaluate the company’s
performance and analyze rival firms. Accountingadatere collected to build our dataset;
therefore it would be realistic for managers todome a similar study for their industry.
Practitioners could learn how their companies amgl in terms of efficiency, search for
solutions earlier and measure how the changesenbtlisiness model are influencing the

composition of profit variation.

The analytical framework would be more powerfulthe company first created a
business model representation of the firm. Knowangriori what the components of the
business model are provides the managers with merght into the consequences of the
decisions they have made. For example, if a firts Hge goal of being cost leader and the
profit decomposition shows that the implementedcped are having a very negative effect on
the revenue stream, then the executives of thedivould reconsider their initial objectives.

There are some important lessons to be learned Knmvart's case. Fauber’s decision
to change Kmart's business model is a misstep.r Afteserving our empirical results, we
would have recommended continuing with the origimaldel and only focusing on lowering
labor and capital costs. Walmart copied Kmart'sitess model but Walton emphasized the

control of the overhead costs, unlike Kmart. Somes, when large firms face stagnation, the
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corporate managers try to transform the firm’s bess model seeking newer sources of
revenue. This requires strong commitment and somestipainful changes. Fauber’s decision
could have had better results if the firm had catgly reoriented its strategy and made the
necessary adjustments, although Walmart proved Bewar's strategy was far from

exhausted. We think that managers should firstidensntensifying the current business

instead of choosing a new one. Antonini’'s period ba described as a clear example of
“stuck-in-the-middle” status (Porter, 1980). Kmhrbke a basic law in retailing: you cannot
satisfy all types of customers. Kmart's last pergtbws the importance of picking battles
wisely. We believe that Kmart was not in a posittorwage a price war against Walmatrt in
2001. The composition of the managerial team isgmamnce more to be very relevant in the

survival of an organization.

Our answer to the question “what made Kmart go hagiR” is a chain of decisions
that started many years before the bankruptcyedah with the change in the business model
during Fauber’s tenure; then the incomplete adjastnof Antonini made things worse and
these problems were partially solved during Hadldninistration. However, Hall's successor
derailed the recovery process by waging a price against Walmart. Kmart’s case is an
example of the failure of a conglomerate idea; ntphasizes the relevance of strategic
positioning and the importance of not underestintatiewcomers regardless of their size.
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Figure 3
Markup per dollar sold Kmart vs. Walmart
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Cost Approach Decomposition
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Figure 5
Revenue Approach Decomposition
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Figure 6
Profit Decomposition Walmart vs. Kmart
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Dewar Fauber Antonini Hall Conaway
Millions of 1970 Dollars
Variation Output Price Input Price Net Growth Cost Technological
Effect Effect Effect Efficiency Change
1972-1979 Walmart 27.45 -2.96 12.04 -388.29 0.08 406.58
Kmart 111.79 32.50 -326.30 272.43 -107.96 241.12
1980-1986 Walmart 235.3 -49.74 58.74 141.80 -0.07 84.57
Kmart 5.95 192.63 166.05 -430.31 88.23 -10.65
1987-1994 Walmart 548.38 -581.62 -109.04 532.31 -139.23 845.96
Kmart -294.03 -580.13 88.98 -119.90 310.97 6.05
1995-1999 Walmart 1058.86 350.64 146.78 973.10 -413.23 1.57
Kmart 279.8 6.80 150.46 155.57 -28.48 -4.55
2000-2002 Walmart 665.8 -15.03 -174.04 238.57 552.45 63.85
Kmart -710.85 -715.90 -201.50 -0.50 79.37 127.68
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TABLE 2: KMART BUSINESS CHOICES, COMPARISON ACROS S CEOs.

Dewar (1972-1979)

Fauber (1980-1986)

Antonini (198R094)

Hall (1995-1999)

Pricing and | The company set low prices an&mart introduced high priceé The firm sought actively to becomelLow price approach sustained. The
Niche tried to attract “value-conscioug’assortment. The target group waa leader in low prices. The objectiydarget audience is low and middle
consumers from all income groups| middle-class, homeowner, youngewas to attract low- and middlg-income homeowner women with
to middle-aged consumers. income consumers. family.
Expansion Accelerated rate of construction pfSignificant reduction of construction$2.3 billion was set aside in 1989 [t&Kmart stores would be transformed
Policy new stores. The stores were plagedte. Stores were refurbishednodernize Kmart's stores. Storeénto “Big Kmarts”. This new retai
in  metropolitan areas denselyapplying the “Fashion of the 80s"would have wider aisles, betteformat would contain  more
inhabited. style. lighting and a good selection offrequently purchased items. Hall
merchandise. closed underperforming stores.
Super Kmart format was expanded.
Acquisition The company mainly acquired firmsFauber created a conglomeratéAntonini expanded the conglomergt&limination of the Special Retall
Policy that were related with the retaileKmart started new businesses gnoy acquiring firms. A large amountUnit. The company was to focus
business, the only exception beingcquired others. The majority ofof resources was invested |ironly on discount retailing. All the
PMA and Furr's Cafeteria. Licensgedhese businesses were not relatedtquiring new businesses anéhternational interests were sold.
departments were incorporated. with discount retail. Jupiter andrestructuring them and building new
Kresge stores were discontinuedstores. Second failed attempt |of
Investment in Mexico and jointexpansion in Mexico. Kmart bought
venture with a Japanese retailer. | stores in Eastern Europe.
Investment The company authoritiesThe firm invested heavily in Kmart completed the installation ¢fkKmart created its webpage and
in acknowledged the importance pfmproving its inventoryl POS technology. The companmytarted the internet provider
Technology | technology for future development,| management. centralized its operations andluelight.com. Computer-based
finished the satellite network. training was provided.
Private Private brands were offered andHigh-quality assortment wasCelebrity endorsed items becamg Emart continued with the celebrity
Brands and | sometimes favored over nationaintroduced. National brands wefemajor source of revenue for Kmartendorsed lines strategy and created

Merchandise

brands.

preferred to private brands. Son
items were discontinued becau

they did not have exceptional value.

n&reat
s8tewart line.

success with the Martharivate brands such as KGro a

American Fare.

nd

Celebrity endorsed items were
introduced.
Labor Policy | The firm was interested in trainingLabor expenditures roseA cost reduction program wasKmart made a great effort to redu

its workers well and attractin
college graduates. The company W
an equal opportunities employer.

gconsiderably during Fauber’s tenu
dsmart changed its structure
accommodate its new acquisition

osuch as modifying the work schedu
sand varying vacation policies.

D.

eimplemented which included actiondabor

expenditures. Salary w
ldinked to achieving the company
goals. The firm attracted talent fro

The firm wanted polyvalent worker

ce
S

m

outside the organization.
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Table 2
Descriptive Statistics

k

k

Variable y p X w X w
Name Output Qty Output Price Capital Qty Capital Price  daQty Labor Price
Units Millions US$ | US$ Millions US$| Millions Us§ Worke(§00)| 000 US$
Kmart Average 7,482.90 0.2641 1,694.55 0.1254 272.33 5.99
Min 3,265.77 0.1553 320.39 0.0796 148.61 4.90
Max 10,142.68 0.3034 2,629.31 0.2021 394.96 7.04
Std Dev/Avg 23.98% 12.82% 47.50% 20.60% 24.65% 9.66%
Walmart Average 12,306.77 0.2610 2,699.02 0.1338 359.71 5.89
Min 95.33 0.2122 9.74 0.0762 2.50 4.76
Max 50,227.07 0.3096 12,150.90 0.2782 1,391.50 8.56
Std Dev/Avg 122.78% 13.52% 134.55% 36.89% 118.93% 15.05%
Dataset Average 5,945.75 0.2579 1,489.14 0.1590 195.89 6.15
Min 95.33 0.1029 9.74 0.0439 2.50 3.25
Max 50,227.07 0.3587 12,150.90 0.3548 1,391.50 10.67
Std Dev/Avg 126.65% 22.42% 120.84% 56.40% 111.82% 24.90%

Number of years

30

Number of Observations

235
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Table 3
Kmart’'s Profit Decomposition Using Cost Approach

Variation Output Input Price Net Growth Productivity Cost Technical
Prices Effect Effect Efficiency Change
72-73 29.33 -27.22 -38.59 59.36 35.78 0.00 35.78
73-74 -71.39 -75.68 0.33 -10.96 14.97 0.00 14.97
T | 74-75 139.72 138.24 3.50 83.75 -85.76 -85.78 0.01
% 75-76 38.95 23.36 -163.82 17.51 161.91] 85.78 76.13
Q |76-77 21.24 -35.75 -130.53 107.19 80.37 -0.00 80.37
77-78 2.76 90.83 -142.35 20.40 33.88 -0.00 33.88
78-79 -48.91 -81.27 145.16 -4.81 -107.99 -107.96 -0.02
111.79 32.50 -326.30 272.43 133.16) -107.96 241.12
86-87 36.473 -27.69 -51.94 -114.01 230.05 230.17 -0.12
87-89 3.75 -76.76 103.40 -102.36 79.47 79.41 0.06
_ |88-89 -44.64 -50.26 43.46 66.81 -104.65, -104.48 -0.17
% 89-90 -19.74 -74.84 5.88 6.92 42.28 42.31 -0.03
S [90-91 32.44 -31.46 46.18 -100.12 117.86) 126.42 -8.56
E 91-92 24.45 -68.40 129.23 123.41 -159.79 -174.96 15.17
92-93 -159.8¢4 -74.04 -201.00 0.26 114.88 115.04 -0.16
93-94 -166.8( -176.68 13.77 -0.81 -3.08 -2.94 -0.14
-294.01 -580.13 88.98 -119.9 317.02 310.97 6.05
94-95 -111.84 -82.86 13.49 -61.28 18.81 18.86 -0.05
95-96 233.17 -21.37 143.18 227.73 -116.37 -115.27 -1.10
=z [96-97 49.85 69.78 -42.86 -4.56 27.49 29.60 -2.11
T |97-98 65.71 21.94 44.14 29.45 -29.81 -27.98 -1.83
98-99 42.9( 19.31 -7.49 -35.77 66.86 66.31 0.54
279.79 6.8 150.46 155.57 -33.02 -28.48 -4.55
> |99-00 -311.94 -203.52 -225.37 -72.52 189.47 114.15 75.31
£ |00-01 -301.7¢ -248.12 -134.46 38.60 42.22 -4.10 46.32
§ 01-02 -97.15 -264.26 158.33 33.42 -24.63 -30.68 6.05
-710.85 -715.9 -201.5 -0.5 207.06 79.37 127.68
Table 4
Kmart's Profit Decomposition Using Revenue ApproachFauber’s Years
Variation Output Price Input Price  Net Growth Productivity| Revenue  Technical
Effect Efficiency Change
1979 -123.07 -19.22 84.66 -152.68 -35.83 -34.93 -0.89
1980 -68.37 -44.74 -48.57 150.91 -125.92 -124.32 -1.60
1981 27.86 23.20 -46.05 48.39 2.31 4.74 -2.43
1982 155.6( 217.84 -35.91 -18.20 -8.13 -5.94 -2.18
1983 -30.74 7.60 -9.77 -100.11 71.53 73.70 -2.17
%’ 1984 -41.23 -62.94 187.09 -261.22 95.86 96.90 -1.05
$ 11985 85.84 70.90 34.59 -97.41 77.75 78.08 -0.33
5.95 192.63 166.05 -430.31 77.58 88.23 -10.65
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2.9 Appendix: Kmart’'s Business Model Description: $80-2002.

Fauber’s Years: The creation of a Conglomerate

Bernard M. Fauber assumed the management of Knmatdaauary 31, 1980. He
changed Kmart's strategy by diversifying the pditfoof the company’s investments. In
addition, Fauber modified Kmart's original concégpt trying to appeal more to an affluent
middle class. This detour from Kmart’'s traditioqeth had a heavy toll on the company’s
business opportunities. Too much cash was “burnedhese failed businesses while its

rivals, Walmart and Target, progressed.

Instead of describing all the characteristics @& tlew Kmart, we will focus only on

the main changes from the previous models.

Acquisitions and Discontinued Businesses

According to Kmart's documents, each potential stireent project must comply with
three criteria to be undertaken. First, the poéércquired company must demonstrate good
performance and have a good team of managers. edomd criterion was that the expected
growth rate of the industry to which the potentampany belongs must be higher than the
expected growth rate of the whole retailing indudgtr the next seven to ten years. Finally,
the third criterion was that the managers must @ceerapid expansion program. These
criteria were the foundations for the Kmart spegdipree that characterized Fauber’s years.
During Fauber’s administration Kmart bought sevérainesses that had no relation with the

discount retail business.

Although the acquisition of PMA could be categodzzs straying off the path, the
creation of the conglomerate really began with ghechase of Furr's Cafeterias in the first
quarter of the 80s. This was a failed attempt tooduced Kmart to the food-away-from-
home business. The price paid for Furr's was $70amiand it was not the only purchase in
this sector. Bishop Buffets Inc. was acquired orcédeber 281, 1983 in an exchange for
760.840 shares. Furthermore, Kmart opened two ewpatal restaurants called “Abra K
Dabra” in 1982. Abra K Dabra was never mentionegira the company records after 1982.
Kmart heavily invested in expanding the numberafeteria units from 76 in 1980 to 161 in
1986. Nevertheless, the cafeteria business dideauh the return of investment expected.

Kmart sold both entities to Calvacade Foods Inc$&88 million in cash.
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Designer Depot was the most serious attempt by Khoeatake over the high-end
apparel market. The retail chain was launched icebder 1982. The idea was to sell brand-
name merchandise at competitive prices. In Noverh®88, Kmart launched a spin-off called
Garment Rack, which only had very special merchandiut it was promptly discontinued.
Kmart built several units of Designer Depot in fhkowing years. The concept did not work
well and three years later the company announcadtthad to switch to middle range price
points. In 1986, Kmart decided to discontinue foisnat because it was not profitable. The
retail chain built 73 stores of this type. Althoutjie discontinuation of Designer Depot and
the sale of the cafeteria business provided $2Bomibf net earnings to Kmart in 1986, we
consider that the missing opportunities hinderedthim®se operations exceed that minimal

benefit.

Designer Depot, Furr's and Bishop were not the dailed businesses undertaken by
Kmart. For instance, Kmart Canada sold the freelstgnshoe stores because they did not
reach the return of investment requirements. Acoéprrice was another short-lived business
bet inaugurated in 1983. This home-fashion stole tep-of-the line china, crystal and home
accessories at competitive discount prices. It wi&sed in upscale neighborhoods and
surrounded by similar appealing stores. After 1988isappeared from the company records,

despite being considered earlier as a success.

Kmart also attempted to expand its businessesnatienally. Kmart already had
Canadian and Australian subsidiaries, when it iteces1 the Mexican retailer Astra S.A. The
American company bought 44% of Astra’s equity f603nillion dollars in 1981. In 1985, it
reported $31 million in losses as a result of #wjuisition. Kmart blamed the poor economic
conditions of Mexico as the reason for that failedestment. The retail chain decided to
divest from Astra in 1985. Kmart agreed with thealsese retailer Daiei to form a joint
venture but this agreement failed to open the dtmrshe big Asian market and it was later
discontinued. Kmart also invested $107 milliontsyAustralian partner, Coles Myer in 1985.
This investment increased the participation inAkistralian subsidiary from 20.0% to 21.2%

Another business line that was cancelled in 1985 tha insurance business. Kmart
opened several insurance centers inside the dtmated in Texas in an effort to diversify the
range of services offered by the company. NoneslelKMI was modestly profitable but
never fulfilled Kmart's expectations. KMI reportachet operating loss of $11 million in 1985
due to an adverse claim experience and start-ugs.cbe firm had to make a provision of

$250 million for future losses related with AstredaKMI divestitures.
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Kmart Canada Limited opened 8 Big Tops stores, whitered limited merchandise
at discounted prices, in 1983. In 1985, the nundbdéBig Tops units increased to 41. It was
the same year when Kmart Canada bought Bargainldisr®iscount Limited for $16
million. We assume that all Big Tops were conveti@dargain Harold’s since in 1986 the

recorded number of establishments for that busiweassexactly the sum of the two stores.

Other businesses acquired during Fauber's tenude bedter luck and were not
discontinued or sold until later years. That was tase of Walden Book Company Inc.
Walden Book was the largest bookstore chain inlthi#ed States when it was acquired by
Kmart for $300 million dollars in cash in 1984. Krndought the drugstore chain Pay Less
Drug Store for $509 million and Builders Squareh@me improvement store, for $88.2
million in cash. These acquisitions consolidatesl gpecialty retailing business group which,

together with the general merchandise group, domsti Kmart's conglomerate.

Pricing Strategy and Product Variety

In the Annual Report of 1980 it was stated that¢bmpany replaced the aroma of
popcorn with the shine of real gold at the jeweblgpartment. This was not an
understatement. Kmart changed its pricing policg am a consequence its target consumer
group. The company introduced high price assortnam emphasized national brands
instead of its own private brand. Moreover, thaitethain discontinued selling products that

did not have exceptional value or that did not naee¢rtain level of sales.

Kmart was very proud of the change and emphasimsl ih the company’s
communications. For example, in the Annual Repbit984 it was stated that: “According to
a national ongoing survey by Simmons, a leadingoorer research firm, 23.3% of Kmart's
customers in 1980 lived in households with incorbesveen $25,000 and $39,999. By the
end of 1984, 28.1% of our customers have attaihedincome level. In fact, the proportion
of our customers in this income group was highantkhat represented in the total U.S.
population. Even more importantly, in 1980 only 9.2f Kmart's customers came from
households with annual incomes of $40,000 or mboday 18.9% of our customers are from
households with incomes at this level.” AR 19848P.

Kmart undertook several sales programs designedertiphasize name-brand
merchandise and to appeal more to the affluent lmicddss. The name-for-less program was
one of them. It was designed to attract people witbreference for designer label clothing
while keeping the frequent customer of Kmart seiistoo. Another program was the Kitchen
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Korner which introduced brand-name houseware ih® home departments. Kmart also
created several types of departments and introdilneed into selected stores. These included
bed and bath, nutrition and health food, wickerpshand unfinished furniture. The company

expanded the book departments and upgraded statiand greeting card departments.

Kmart executives claimed that the strategy shifs waore evident in the women'’s
apparel department. This department incorporated-kmewn designers’ clothing at
affordable prices. At the beginning the responsenfthe public to the emphasis on fashion
was good. The women’s and girls’ clothing departhpsted a 17.6% increment in sales in
1981. In later years the firm manager team woulthain about the excessive competitive
environment in the retail sector. The company hadniplement aggressive promotional

activities to overcome the price competition. Tiaistic affected the gross margin.

Expansion Policy

The company diminished the rate of constructiomeiv discount stores. Instead,
Kmart switched to refurbishing the stores, givitgrh a modern look. The idea was to
change the layout and appearance of the storeswiayathat emphasized the high quality
merchandise inside. The modernization program waked “Fashion 80s”. The layout

rearrangements were usually done in one day.

Kmart created the Development Division in 1982.sTinew division was in charge of
handling all matters involving the constructionngw stores. Previously, the company hired
private contractors to construct the new storeg dévelopment division would also put the
properties on sale and then lease them back. Thedndsion had four areas: property
acquisition, construction support, property markgind property management. In 1983, 126
regional teams were involved in the accelerateorefd implement the new Kmart around the
country. The company incorporated more executiadf 9b ensure completion of the
program. In 1983 alone, two-thirds of the 400 raillibudgeted for capital expenditures had

been spent.

Technology

Kmart began serious efforts to automate its distidm network as part of its
modernization program. The first step was to dgvele Kmart Information Network KIN.
This network linked the stores with a central cotepumaking it easier to accumulate
information about the performance of the store38@,stores had a network connection in

1981. By 1982, the installation of the network wasplete and all US Kmarts, distribution
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centers, regional offices and 400 vendors were ected to the company’s headquarters.
However, full retail automation systems would netdxhieved until 1990. During the first

years of Fauber’s tenure several information systesre tested.

Kmart created the Total Retail Inventory Managentfergram (TRIM) designed to
keep Kmart's inventories at optimal levels. In 19Binart tested an electronic wand used to
scan hard line goods on the sales floor and irsthiekroom in order to determine availability
levels. The device was linked to the central headgqus and when necessary, it ordered
automatic replenishment of certain items. Howetee, installation of point-of-sale devices

was to take longer than first expected.

In 1982, Kmart decided to implement Universal PaidGode (UPC) to mark all
merchandise and to create an administrative unisppeeding up the installation of point-of-
sale devices (POS). The aim was that all storeddimave POS technology by the end of the
decade. When Fauber left the CEO position, 40@stbad POS technology.

Merchandise Ordering Processing System (MOPS) washar system that linked
Kmart to its suppliers. MOPS provided valuable infation to the company’s buyers in order
to negotiate better deals with the vendors. Vendtas benefitted from this technology since

the information provided enabled them to make adjasts to their offering.

Retail Automation was the name given to all themr$f made to introduce the latest
technology to improve the operation of the compakg/a part of this effort, in 1986 Kmart
installed GTE Skystar, a private data and video roamications satellite network. Besides
speeding up the checkout process, POS and Skyadathb function of freeing up personnel
to serve customers. This function would reduce loeads. The $50 million state-of-the art
GTE Skystar satellite network would start workinglio87.

Labor Policy

Three features characterized the labor policy ereglcduring Fauber’s years. The first
element is the increasing labor expenditures. Eya@ocompensation and benefits
expenditure rose by 84.3% from 1980 to 1986. Thepamy experienced a double digit
growth rate in 3 of the 7 years that Fauber washiarge. Kmart blamed the increments in
minimum wages as one of the reasons for the risibgr costs. The “ripple effect” was the
term used by the company’s executives to desciawethe increments in the minimum wage
called for increments in salaries for the resthef workers. The acquisition of new companies
as well as the creation of additional managerigéiga contributed with these increments as
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well. Finally, the rising costs of medical and digiies insurance also raised employees’

compensation costs.

Another important element was the restructuringlimiart’s human resources in 1984.
The restructuring process obeyed two criteria.tFile diversification of the company made
it necessary to change the reporting relations8grond, Kmart's attempt to increase its
market share required an increasing number of neea@espite the diversification, Kmart
centralized some of its operations into one unhatTwas the case of Kmart's apparel
operations which were all placed under the comtfddmart Apparel Corp. The centralization
of the apparel division served as an example t@rotentralization efforts made by the
company during the following years.

The last element of Kmart's labor policy was thaitng process. The company
trained its managing personnel to be polyvalene fraining process began in the stockroom
and from there the employee moved to differentspaftthe company. The worker ascended
to positions with more responsibility until reachithe company headquarters. Kmart wanted

its managers to become generalists; experts iwhiode business of retailing.

Acknowledgement of competition

Kmart's executives changed their mentality durihg 80s and started to pay more
attention to competition. Previously, competitorergv not even mentioned, while during
Fauber’'s years, competition was characterized asghbeery intense. In 1982, the company
experienced 10 consecutive periods of sales bdiewevels of the corresponding period of
the previous year. Although the event was blamedhenbad economic conditions in the
United States, it was one of the first years thatak used the word competition. Kmart
resorted to promotional activities to offset thempetitive pressure that was eroding its
bottom line. The firm was not able to fund its exgian and modernization plans only with
cash obtained from operations; Kmart had to cometenits internal funds with short-term

borrowing.

In our opinion, Fauber’'s business decisions deabhrnad the original Kmart concept.
Being a low cost retailer and at the same time alppg to the affluent middle class is a
difficult, almost impossible task. The diversificat effort made by Fauber would prove to be

the wrong strategy in the future. It is unfeasiblsatisfy the needs of all the consumers.
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Antonini’s Years: A timid response to Walmart'sris

Antonini’'s period can be characterized as a tintignapt to increase the level of
competitiveness of the company. Kmart reorganizesd drganizational structure and
completed the elimination of many underperformingsibesses. Antonini refocused the
company toward low- and middle-income customersfarttier developed the concept of the
lifestyle department that began with Fauber antbéhiced private label brands backed by

celebrities such as Martha Stewart.

Kmart was aware that it was under very competipiressure. For instance Richard S.
Miller, an executive vice president, predicted theny retail chains would disappear at the
end of the 90s because of the intense competitid991.

Reorganization of the company structure

Kmart’'s executives realized that transforming thenfinto a conglomerate of retail
chains demanded a reorganization of the compangtate. The company underwent many
changes during the first years of Antonini’'s admiration. Kmart reorganized its hard goods
buying department into 6 buying divisions. The CanRegional Office was closed on
February ¥, 1988 and the five remaining regions were reatigiiéne firms created a separate
marketing department in 1987. In 1989, a seventtsidn was created to exclusively handle
the Martha Stewart brand.

Price Policy

Kmart wanted to become a price leader by sellingryay low prices merchandise.
The first element of this new strategy was the geaio one-week ad circulars with a seven-
day-duration instead of twice-a-week circularsitagstthree to four days. In 1987, Kmart
lowered the prices of 2,500 items to become peeglérs of those items in every market. In
1988, 500 prices were lowered, and in early 19830@items. The company acknowledged
that its efforts to become a price leader hadhetiottom line.

Technology

Kmart made great efforts to install the POS tecbgglin all its stores. 759 stores had
POS technology in 1987, 1,183 in 1988, 1,739 in9188d in 1990 all the stores had POS
devices. This technology facilitated managementhef inventories, provided information
about consumer purchase patterns which it trarmslat® better forecasts, helped reduce
superfluous job positions and facilitated centetian efforts.
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Centralization was perceived as an important stepdducing costs. The objective
was to reduce the number of layers between cusgamet vendors. When Antonini assumed
the CEO position, very few departments were cemtedl like the clothing department.
Hosiery, infants, camera, home electronics, smalbliances and jewelry departments
progressively became centralized. In 1990, the gg®oof centralization for the hardline
merchandise finished. Kmart's executives wantedeast 75% of the merchandise to be

handled centrally.

One of the major headaches for Kmart's adminisiratvas the speed of the checkout
process. In 1987 the firm experimented with leggskdne lines and a check authorization
system to expedite checkouts. The completion ok#tellite network also contributed to this
task by reducing the cost of transmission, espggcidle handling of customers’ credit
operations. Furthermore, the satellite network anbd the communication between the

headquarters and the stores.

Kmart created several programs and working pragttoeimprove its performance.
On-trend was the name given by Kmart executivethéoprocess that assured having the
latest merchandise delivered on time to satisfytarners’ needs. CMAR (Central
Merchandise Automatic Replenishment) was the prograed for automatic replenishment at
Kmart enabled by POS technology. The retail chaipléemented inventory programs such as
Quick Response and Just-in-time. Partner-in-MerdisanFlow program was the name given
to the use of the latest technology to exchangarnmdtion with vendors and assure Just-in-

Time merchandise.

Acquisitions and Discontinued Businesses

During Antonini’'s term, Kmart expanded its conglaate empire. Nevertheless, the
company changed its expansion methods. Ratheritlitzating new business from scratch,
the company shifted to purchasing already viabkErasses. The shift was progressive since
in the first years of his tenure, there were sotagigps such as American Fare, Office Square

and Sports Giants that later merged with otheibésteed firms.

American Fare was Kmart's first attempt at jointhg grocery business. It started in
1987 as a joint venture with Bruno Inc., a foochilet, to create hypermarkets. Kmart only
built two of these hypermarkets. In 1992, Kmartided to fully incorporate the two

American Fares and transform them into Super Kr@anters. This last retail format was
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smaller than the hypermarket concept and it wassétected choice of the three big retail
chains of United States, Walmart, Kmart and Target.

In March 1988, Kmart bough Makro, a warehouse daimpany with four stores. In
November 1989 Kmart acquired PACE Membership Warskolnc for 326 million and
consolidated the Makro operations in the first lwdlfL990 under the name of PACE. Kmart
also bought Price Savers Wholesale Inc., an opeodtevarehouse clubs in the western part
of the United States in 1990.

Kmart's entry into the office supply business sdrtvith the opening of two Office
Square in Chicago in 1988. In the last quartef @0, Kmart acquired a 21.6% stake in
OfficeMax Inc. a large discount office supply suptore chain. Office Square stores were
sold to OfficeMax in 1990. Afterwards, Kmart raisgsl interest in OfficeMax to 93% and
paid $115 million in cash for it. In 1992, OfficeMacquired OW Office Warehouse with 41
stores and completed the acquisition of BizMart, Bn operator of 105 stores. The BizMart
acquisition represented an investment of $264 aonilli

Kmart purchased 24 OSCO Drugstores and convertad thto Pay Less Drugstores
in 1987. In 1991 the retail finished the acquisitaf the drugstore chain OSCO with the 52
remaining stores. In July 1992, Kmart bought 124he Pay n’ Save drugstore chain and
merged them with the Pay Less Drugstore chain.H@mther hand, Kmart built two Sports
Giant stores in Detroit in 1989. In 1990, Kmartghased the Sports Authority, a sportswear
retailer with 8 stores, and transformed the SpGiient stores into Sports Authority. In the
bookstore business, Waldenbooks purchased 50 Cobedstores in 1987, and in October
1992, Kmart acquired the bookstore chain Bordelnss Tast acquisition was made by issuing
784,938 shares of Series B convertible preferredksin an exchange for all outstanding

Borders’ shares.

Internationally, Kmart purchased six stores in @mech Republic and seven stores in
Slovakia. In 1991 the company announced its inbentdo build Super Centers in Mexico
through a joint venture with El Puerto de Liverp&l A. CV. This was the second time
Kmart tried to enter the Mexican market. The fitgte occurred in 1981 when Fauber was
the CEO. The company had to divest from its Mexicaerest in 1985.

Kmart not only acquired new businesses, but alsested heavily in building new
stores, improving their operations, training andnigi new personnel. The amount of money

invested in these businesses went beyond the payrfoeracquisition. Some stores had to be
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transformed in order to be merged with other ac¢goms. According to the company
documents the plan was to “... acquire and creatdirgf businesses with growth rates above
the general retailing over the next seven to 10syeAR 1989, p. 2.)

Kmart also closed some underperforming businessderuvAntonini’s administration.
In 1987, eight experimental Bargain Harold’'s stomesupstate New York closed. The
Canadian Bargain Harold was sold to Quebec Equity @apital in October 1990. The
reasoning behind this decision was the desirevesinresources in other retail activities. The
disposal of Furr's Cafeterias, Bishop Cafeteriad Bresigner Depot was completed in 1988
and produced an after-tax gain of $28 million. HinaKmart completed the sale of its
insurance operations in 1989 and terminated theeagent of some of its former division to

provide insurance services inside Kmart stores.

Private Brands

Although the first successful private brand to belarsed by celebrities occurred
under Fauber's administration, Antonini went onepstfurther by incorporating other
celebrities into Kmart's portfolio. The idea wastltustomers would come to Kmart stores
seeking exclusive brands endorsed by celebritieks cnte in the store they would satisfy
other purchasing needs. Martha Stewart, a homeefagitivate brand, was launched in this
period. Many good categories were included undertiMaStewart Everyday brand. The
company’s records account that launching privatesliand using celebrities as spokespeople
usually took two years’ preparation. Other celadsitincluded were Mario Andretti, the

racing driver and Fuzzy Zoeller a professional gjolf

Store Modernization Program

Kmart's executives planned an aggressive store madgion program. The company
predicted that it would have 2,500 establishmegt$995. The cost of the program was set to
2.3 billion dollars in 1989. This investment, ating to the company records, showed the
management’s commitment to discount retailing. fifeglernization would make stores more
inviting to customers by providing more space tdkwhetter lighting and a good selection of
merchandise. In 1992, 50% of the stores had theloaky

The Super Kmart Center was a store combining aegyostore with a general
merchandise store but it was smaller than a hypdehaKmart announced in 1992 that it

would include the creation of more Super Kmart €entin its improvement efforts. Four
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super Kmart centers were in operation as of Janiaty1993. During 1992 the two existing
American Fare stores were converted into Super K@enmters.

Labor Policy

The accumulated rate of growth of Kmart's laborenges was approximately 32.11%
between 1987 and 1994, while sales increased by7%32.in the same period. Kmart
implemented a cost reduction program to make timepemy more competitive. Some of the
actions included in this cost reduction program amedification of labor scheduling and a
change in vacation policies among others. The siofuof PACE in the company’s accounts
also helped to reduce sales-related costs sincéogegs who worked for this division had

lower salaries.

Antonini’s period had many well-conceived stratsgidhe company concentrated
more on price-conscious consumers, invested heaviliechnology, implemented a cost
reduction program and introduced private brand$ wélebrity endorsement. The problem
was its insistence on building a conglomerate aciity stores. This insistence drew on
resources that would have been necessary to stopaits progress in the discount retailing
sector.

Floyd Hall: The last attempt to steer the coursKmfrt

Floyd Hall's period started when Antonini resignfeaim his CEO position in March
1995. The company reported poor results in thetlagtyears of Antonini’s tenure and lost
much of its market value according to some medinte’. The Board of Directors led by
Donald S. Perkins conducted a nationwide searcla foew CEO to replace Antonini. In the
meantime, the company executives undertook sevaabr changes to boost Kmart's

competitive edge.

The change began before Antonini’s resignation wirea summer review of Kmart’'s
performance, many important transformations weseidkd upon. Firstly, Kmart would
recruit people from other companies to bring frieldas to the firm. Kmart decided to divest
from its specialty retail stores. Many PACE assetse sold to Walmart in 1994. PayLess
was sold to an entity called Thrifty PayLess Hogdimc. although Kmart acquired a
significant participation in this holding. Kmart Idoits participation in Coles Myer Ltd,

0 “Kmart’s Antonini Steps Down”, Chicago Sunday Tisnélarch 21, 1995.
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reduced its stakes in The Sports Authority and c@fiMax and planned an IPO over the
Borders Group. The company’s aircraft was soldaddition many changes were introduced
to the workers’ compensation scheme. A profit sttaplan was designed to link the pension
plan with the company’s performance. Bonuses wéegad for the accomplishment of three

specific objectives on pre-tax profit, measuremehis-stock position and customer traffic.

Kmart’'s executives gave a precise definition ofcbepany’s target customer: “She is
a middle income homemaker who often must balandd fob and family. She shops at
Kmart not only for the convenient price but also thee opportunity to “stock-up” on needed
items. Kmart can be the store where this custoroes ¢p buy basic consumables.” (Kmart's
Annual Report 1994, p.2)

Floyd Hall followed the company’s new strategy.tlis section we summarized the

most important business decisions that occurredisnperiod.

Divestiture Policy

One of the measurements taken in the company sipeaihce review of 1994 was the
elimination of the Specialty Retail Store businggsup. Kmart reduced its stakes at
OfficeMax and The Sports authority to 25% and 3@X%pectively in 1994. The net-tax gain
from this operation was $101 million. In 1995 tlenaining interests in these entities were
sold and the company had an after-tax gain of $hblon. Borders Group, which included
Waldenbooks, was sold in 1995. The sale was matkeadrparts: 87% first and the remaining

13% one month afterwards. The net loss for thigatmn was $185 million.

Kmart sold PayLess to Thrift PayLess Holding Irec.gcompany formed with capital
from Thrifty Drug Store, in the first quarter of 94 for $595 million in cash; $100 million in
senior notes of TPH and 46% of the common equityf®H. During the following years
Kmart reduced its position in TPH until 1997. Tlyatr, Rite Aid bought TPH and Kmart
sold the Rite Aid shares it received in exchangeit®remaining stake at TPH. 93 PACE
stores, almost the entire inventory and the custsnaecounts were sold to Walmart in 1994
for $774 million in cash. The 34 remaining storesrevclosed. In November 1995, Kmart
sold 860 automotive service centers at book valeegiving $50 million in cash and $34
million in interest-bearing notes. The decisions&l Builder Square was made in 1996.
Builder Square was sold to Leonard Green & Parth&lswho also bought Hechinger, a firm
in the same business sector. Hechinger declaredgatny in 1999, forcing Kmart to record

a non-cash charge of $230 million after taxes teecdhe leases of 117 former Builders
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Square locations. The leases of these locations warranted by Kmart as part of the sale
agreement with Leonard Green & Partners Ltd.

In 1994, Kmart made two joint ventures with retalhains from Mexico and
Singapore. It was the second time Kmart tried tierethe Mexican and Asian markets. The
Singapore joint venture was discontinued in 199%nttdladora Comercial Mexicana bought
the four Mexican Kmart stores for $74 million in9@ The Czech and Slovak stores were
sold in the first quarter of 1996; the net earnifagysthe sale were $115 million. The 21.5%
stake at Coles Myer Inc., an Australian retailesswold for $928 million in 1994, realizing a
net gain of $48 million. Finally, the Canadian sdizy was sold for $56 million in cash and
$76 in notes payable in 1997. Kmart retained 12d5%he non-voting equity interest of its

former subsidiary.

As a result of all these actions, Kmart was a leayanization with only one business
line, discount retailing. Certainly, the divestguprocedure consumed a lot of effort and
resources and sometimes the company reported léssesthese operations. However, we
consider that the main losses came from the Igsbrdpnities that Kmart missed as a result of

this “experimental conglomerate.”

Change in Merchandise Mix

The company’s executives reoriented the merchandise of the stores toward
frequently purchased items. Big Mart was a protetgfre developed with the intention of
providing more space to habitually purchased godde company had 670 Big Marts
operating in 1997, 1245 in 1998 and 1860 storek9®0. The goal was to transform all the
stores into Big Kmart. The transformation of Km&tbres into Big Marts as well as the
expansion of the Super Kmart Center cost $1.lohildollars in the three years that it lasted.
In 1999, it was reported that shoppers were expgntld% more in Big Marts.

Reducing stock-outs

Kmart made reducing stock-outs one of its pricsiti#he company tested several
ways to distribute merchandise and to better ptedistomer demands. The company cleared
out $700 million worth of aged and discontinued chandise in 1995, in order to make room
for items in greater demand. In 1994, Kmart stavese stocked less than 90% of the time;
that number increased to 96% in 1995. In 1998 & veported that Kmart increased the flow
of goods within 24 hours, from 4% to 45% of the a@ndise.
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Controlling costs

Hall set the goal of reducing the Selling and Gah&dministrative Expenses as a
percentage of sales. Besides the labor policiesthedechnology expenditures aimed at
accomplishing this goal, Kmart implemented otheasuges such as closing underperforming

stores, outsourcing certain functions, sellingdbmpany’s aircraft among others.

Private Brands

Hall continued Antonini’'s policy of promoting priten brands. Martha Stewart
Everyday Bed and Bath was introduced in 1996. K@marticulture) and American Fare
(consumables) brands were also available at thed. tOther brands such as Sesame Street,
White-Westinghouse and Penske Automotive were latevduced. The Martha Stewart line
was the most successful of all the brands introdu&mart reported one billion dollars’

worth of sales of Martha Stewart items in 1999.

On the other hand, Kmart's executives claimed thatcompany did not neglect the
national brands. For instance, in 1996, the compehy a conference with 280 producers in
order to establish the foundations of a new “pasim@” with its vendors. Recognized

national brands were placed alongside exclusivafgibrands.

Labor Policy

Kmart changed its relationship with its workers idgrHall's administration. The
company made a great effort to keep the labor edifigres as low as possible. This was part
of the effort to reduce the selling, general anchiagstrative expenses. The other main change
was the variation in the compensation plans to falary payment with the achievement of

some company goals.

Kmart stressed the quality of service of its stofes that reason, interaction skills
were emphasized and working hours increased. lero assess the outcomes of these
efforts, Kmart designed the program “Mystery Shaogpehese mystery shoppers would visit
the stores several times a year and would evallifferent aspects of service. The bonus
earned by the store managers would depend on thsték Shopper” assessment. Other
activities in the same line were the “Pledge focéllence” made by all Kmart employees and
the reorganization of the internal structure of dmenpany, including the reduction of the

number of stores supervised by a district managerart also changed its hiring policy for
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managers by attracting employees from other orgéinizs who would bring fresh ideas to
the business.

Technology

After the deployment of the POS technology in tBe,8mart continued to invest in
technology. For example, in 1999 Kmart installednpaters inside the stores offering
customers a broader range of products than thoa#dable in store. The online service
kmart.com was launched in May 1998. One year latlaglight.com was created from a joint
venture with Softbank Venture Capital. Bluelightrtavas an internet service provider and an
e-commerce website. The company documents assbeed was a total success; within 90
days one million people had subscribed to the eservifechnological investment also
improved workers’ skills by offering computer-basedining, long-distance learning and

satellite broadcast.

Floyd Hall's period symbolizes the return of Kmautits core. The elimination of the
specialty retail units, the changes in the merclsgnchix, and the serious efforts to reduce
costs gave Kmart a small opportunity to offset deevnward trend in which it found itself.
However, Hall's successor failed to continue wikiede good practices and the company

followed an accelerated path to bankruptcy.

Charles (Chuck) Conaway: The end of Kmart

Floyd Hall retired from the CEO position in 2000ha&les (Chuck) Conaway, a
former CEO of the pharmacy chain CVS, replaced fihe new CEO promised a complete
turnaround of the company by August 2002. Two yéater, on January 2% 2002 Kmart
filed a voluntary petition for reorganization unddgrapter 11. Kmart was financially stable
when Hall left his position in 2000. A chain of bddcisions had led to the failure of the
company. All the details on how Kmart went down acé clear. As recent as February"10
2010, a federal judge ordered the ex-CEO of Knapay a fine of $10 million dollars for
misleading investors about the financial situatidrthe company? In particular, Conaway
was accused of not disclosing the liquidity shaetagoblems and the fact that the company
was delaying payments to its vendors in a conferexad! with investors two months before
the bankruptcy filing.

°l Fisk, Margaret C. & Raphael Steve. (2010) “Kmar®srmer CEO Must Pay More Than $10 Million
(Update?2).” Bloomberdpttp://www.bloomberg.com/apps/news?pid=newsarchsid&bQpeMmCe47s
Published on February $52010; accessed on May™.010.
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Conaway decided to engage in a price war with Welnvaen he assumed the CEO
position. Bluelight special, an old trick used bgnKrt stores to attract customers to the stores,
was the centerpiece of his strategy to gain a nbhaskare. According to Layton-Turner
(2002), a bluelight special consisted of announg@r@motions inside the stores at specific
intervals of time. The idea was that customers deisgit stores more frequently, attracted by
the great discount prices offered during the prémmotBloomberd® reported that Kmart
spent $850 million dollars in the summer of 2001stocking its inventories. Kmart lowered
the prices of 30,000 items and at the same timecestlits marketing expenses. This was a
recipe for disaster. The Christmas season of 2084 megarded as “disappointing” in the
Annual Report of 2001. This event worsened theidigy problem that the firm was facing
and eroded the vendors’ and creditors’ confiden@menore. In January 2002 the company

had to declare bankruptcy.

When Conaway assumed the CEO position, Kmart hatk sthronic problems with

its supply chain. The former executive explainethie company documents that the firm did
not have minimal metrics for measuring performaace the company’s culture was not
adapted for competition. In order to change thatmavay planned a major overhaul of the
supply chain by investing $1.7 billion in equipmesftware design and implementation of
several projects under the “play-for-win” initiaéivSome of the projects under the play-for-
win initiative were already finished by 2001, suahthe Electronic Merchandise Operations
ELMO to reduce soft-inventory lead times, and tihaeBDot Program in order to improve the
in-stock position of the company. In addition, thet-of-stock definition was changed to
“missing from shelf” in order to represent whattoumsers really experienced.

Despite all of these efforts, the decision to ewegiga price war with Wal-Mart was
ill-fated. Kmart tried to recover its former nicladen it was too late. One of the reasons that
we consider to be an explanation for such a podgment of reality is the fact that the
managerial team had very little experience of distoetailing. In the year 2000, 31 of the 40
corporate officers were new to the company. 1éeft had only spent six months at Kmart.
The original idea of bringing new ideas to the campwas carried to the extreme. In a letter

addressed to Kmart shareholders, the interim CERKnadrt during the restructuration period,

%2 ibid
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James B. Adamson, stated that “We have installe@éva management team consisting of
seasoned executives with considerable turnarouddedail experiencé®

On the other hand, there were many accusationstammanagement of the
resources of the company. Creditors of Kmart fiethwsuit against six former employees
including the CEO and the COO accusing them ofguthe resources of the company to their
own benefit? For instance, it was reported that Conaway billéthart for home
improvement expenses, had two jaguars, a Lincolmigdtor and a driver. In addition,
creditors also accused Conaway of having poor neragskills and replacing senior

managers at Kmart with people without experienadenfield.

As we have previously mentioned, James B. Adamssaraed the position of CEO
of the company after Conaway left in March of 20Bi& contract stipulated that he would
receive a “success payment” of 4 million dollarsKimart was able to emerge from
bankruptcy before July 812003. Mr. Adamson had the difficult task of remmizing the
company, closing stores, terminating many empldyeestracts, and facing the anger and

frustration of creditors and shareholders.

3 Adamson, B. James (2001) Kmart's Annual Reporti2@age 2.
®  Cosgrove-Mather, Bootie (2003) “Too Many Perks aKmart.” Website: CBS,
http://www.cbshews.com/stories/2003/05/06/nationalh552617.shtmhccessed: May 1% 2010.

129




CHAPTER 3

Expectations with Unrealistic Optimism:

An Empirical Application

Several studies claim that people have a tanydém be overoptimistic (Coelho;
2010; Lovallo & Kahnenman, 2003). Furthermore, saemearchers suggest that optimism
could be prevalent in managers as a result of #lectson process (Heaton, 2002).
Nevertheless, there is very little literature abthg subject of optimism and managerial
decisions (Coelho, 2010). In this study we presefrontier model of expectations with an
optimistic bias based on the adaptive expectatiaueh In our framework, optimism is
considered as a positive random term which skewsaations from a normal forecast based
on rational assumptions. We model investment datitiased on expectations about key
variables such as sales or cash flow. We posit tietagers have a skewed viewpoint of

reality.

An application of the empirical model in the corttekthe American retail industry is
provided. This paper contributes to increasingliteeature about unrealistic optimism as well
as applying productivity and efficiency techniqueshe management field.
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3.1 Introduction

Expectations are the cornerstone of the decisiokirrgaprocess. It is safe to claim
that people usually make decisions based on tligiasi about the future. Expectation
formation has been the subject of analysis of arder array of disciplines. There are several
theories that try to explain how individuals makeettasts about future events. For example,
expectations can be the result of an adaptive adarg, where predictions are based on the
most recent values of a variable. Expectations mrformed just as the economic theory
predicts, using all the available information. Ténées a wide range of different concepts about

how human beings make predictions.

This study is based on the adaptive expectationdem&xpectations are generated
based on the most recent mistakes. We modify tlggnat adaptive expectation model to
include the possibility of a positive systematiasoand we offer a new interpretation of the
stochastic frontier model inefficiency term. Inghgontext, the inefficiency term measures
optimism. Our hypothesis is based on the growingrdiure about the prevalence of
overoptimism among decision-makers. We modeled simvent decisions based on

predictions about future sales in the Americanilretdustry.

We posit that managers make systematic errors \ilinn create their expectations
about the future. Specifically, managers overesgnmature performance. In statistical terms,
we claim that the prediction error term has a pasinean. Overoptimistic behavior could be
potentially detrimental to the company’s performan&everal authors (Coelho, 2010;
Hackbarth, 2008 and Heaton, 2002) have statedhbatsue of optimistic bias has not been
studied in depth. Coelho (2010) claims that “pwsiillusions create distortions which may be
the most important source of efficiency loss in ¢élsenomics systems, and as yet their policy
implications may be ignored.” On the other handn@eoveroptimistic can be considered
rational (Van den Steen, 2004). The explanatioaretf by Van den Steen (2004) is similar to
the winner’s curse. People tend to choose therectimat they consider more likely to happen.
Although excessive optimism can be associated wittierperformance, there is no direct
connection. Choice-driven overoptimism does nat ut the possibility that best performers

are excessively optimistic as they correct theineses through timé.

! In addition, overconfident managers could increhsé level of confidence as they obtain more daee\Van
den Steen (2011).
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Our hypothesis differs from the rational expectagidramework. We do not consider
that on average the difference between the obsemvaind the anticipated value is zero
(Lovell, 1986). Historically, the rational expectat theory has been tested using survey
information (e. g. Lovell, 1986; Levine 1993 andnBez-Silva & Dwyer 2003). These
surveys seek to “observe” people’s expectationg dimalysis of the survey contrasts these
expectations with the actual realizations of thicgrated variables in order to verify rational
expectations hypothesis. We do not have informatibout these expectations. Instead, our
methodology is based on the assumption that masagake positive systematic biases in

their predictions and tests whether or not thisiisggtion is correct.

We use a dataset with the main discount retailnsh@ivalmart, Target, Kmart, Sears
and May). We have two objectives: first, we wantvarify that optimistic bias exists, by
calculating an LR rest on whether the biased a@eon is equal to zero or not; the second
objective is to observe what kind of companies leithhe largest systematic biases: the
successful firms (Walmart and Target) or the comgmathat failed or had poor performance
(Kmart, Sears and May). Our methodology requiregrid search using the Maximum
Likelihood Estimation (MLE). To our knowledge, thias been done using OLS (e.g. Hansen,
1999; Yélou et al. 2010) but not with MLE. This iligs an additional level of difficulty.

The rest of the chapter is organized as followsti@e 3.2 provides a brief literature
review about the topic of excess optimism; our magl@resented in section 3.3; the dataset
is described in section 3.4; results are analymesection 3.6, and section 3.7 contains the

conclusions.

3.2 Literature Review

Excess optimism or unrealistic optimism was fitstdged in the psychology field. In
the Journal of Applied Psychology, Larwood and \tékier (1977) published the results of
several experiments aimed at demonstrating thaimegtic bias exists and that it leads to
overestimating organizational performance, in patér sales volume. They state that this
bias is reduced if the agents have failed in thaitier forecasting experiences but it remains
high despite being advised to be “realistic.” Weairs (1980) carried out a very important
study on the subject of unrealistic optimism in Hueial science field. The author defines
unrealistic optimism as the tendency to assign jpwebability to negative events and high
probability to positive events. Weinstein (1980tdi two possible sources of unrealistic
optimism. The motivational explanation describesess optimism as the byproduct of
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defensiveness or wishful thinking. On the otherdydhis irrational bias could be the result of
a cognitive flaw. For example, people can overlduk similarities with respect to others and
assume that the likelihood of an extreme eventififerdnt from the general population
(extreme probability bias). Furthermore, agentdabe unfamiliar with the assessed event or
have the illusion of control. Coelho (2010) clairttgeat motivational circumstances or
cognitive bias seem to be more prevalent in theagamal population.

Roll (1986) was one of the first to study unreadisbptimism with respect to
investment behavior. The author analyzed why merged tender offers fail to deliver the
expected results. Roll (1986) claims that a managemaluation of future acquisitions could
be the result of manager’s hubris, which is a prgsion that his/her assessment is more
accurate than the market valuation. An interesispect of Roll’'s framework is that he
considered managers’ valuation as a random vari#tie left tail of which is never
observable. Managers’ assessment would only benaide if the assessment is higher than
the average, which is the market valuation. Higgints are similar to the approach taken in

this study. We model excess optimism as a podiiaetail random error.

There is increasing evidence that capital structig@sions are very sensitive to the
presence of overoptimistic bias. The idea is tivaational managers” perceive external funds
as excessively expensive and prefer to use intéamals instead. Irrationality is defined as
having unrealistic optimism or being overconfidfe@verconfidence is excessive confidence
in the precision of a forecast and it is relatethvaptimism. It has been stated that irrational
managers prefer free cash flow than debt or eqiidgaton, 2002; Malmendier and Tate,
2005) and prefer debt than eqditfHackbarth, 2008) if they hold an optimistic bias.
Managers’ distorted perception makes them overestinthe returns of their projects.
Therefore, if they have access to internal funeéy throbably could undertake projects with a
negative net present value. On the other handaifagers lack internal funds, they may reject

projects with positive net present values becalse tonsider external funds costly.

The relationship between optimism and firm valus baen characterized as non-

monotonic (Hackbarth, 2008). A similar finding wabtained when overconfidence levels

2 Coelho (2010) states that researchers adopt eliffetefinitions for the terms overoptimism and ceafidence

in literature. In this study we express overoptimias the positive bias in the prediction of a fatuariable. We
consider our definition to be equivalent to thatvéistein (1980).

% Hackbarth (2008) distinguishes between optimism everconfidence. He found that optimistic managers
prefer debt than equity but overconfident manageeser the opposite. Overconfident managers untisrate

the risk levels of a project and consider that ggsiovervalued.
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were analyzed (Goel and Thakor, 2008). In geneatahreholders would prefer optimistic
rather than rational managers. Nevertheless, fioere values of optimism the relationship is
found to be negative. The reasoning behind theskniys comes from the risk averse nature
of managers. Risk averse managers underinvest nndanwanagers with overconfidence or
optimism select higher levels of investment whick eloser to the optimal values for the
shareholders. After a certain threshold the ovestment is detrimental to the company’s
value. Furthermore, moderately optimistic managensid reduce principal-agent conflicts

because the high debt levels constrain them taligsectionary funds (Hackbarth, 2008).

Goel and Thakor (2008) argue that the internacdigin process of a company favors
irrational, and in particular overconfident, managdnternal tournaments might encourage
managers to take more risks (Heaton, 2002). Singerconfidence makes the agent
underestimate risks, people with this trait are emlidtely to be chosen than those who are
rational. Therefore, “overconfidence is likely te la more prevalent attribute than in the
general population.” (Goel and Thakor, 2008; p.973

Besides investment decisions, unrealistic optimiand overconfidence has been
studied regarding entry decisions, (Camerer andalloy 2003) and search behavior
(Papenhaussen , 2010). It has been found thattédtperceptions of self-skills encourage an
excess of entry in competition. The effect is elaager when agents know a priori that their
chances of success depend on their skill levelsréece group neglect). These findings could
explain why people choose performance-based inantmore than expected. Regarding
search behavior, moderately optimistic managersrmue effort into searching for a solution
than rational agents. However, if there is a carsibdle excess optimism, managers might
choose to do nothing and wait for the solution iava. Once more, the effect of optimism

seems to be non-monotonic.

Rational expectations:

According to Muth (1961), the average expectationan industry are as accurate as
elaborated equation systems. This author is theupger of the rational expectation theory.
He asserts that firms’ expectations of the futusedastributed similarly to what the economic
theory would predict. Although firms make mistakesheir forecasts, the mean error is equal
to zero. Moreover, it is also assumed that it isanwaste of information. These assumptions
exclude the possibility of a systematic bias bydeeision-maker since this would imply that
he/she has not used all the available informatacotrect his/her expectations.
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Some tests have been developed to validate tlenahtexpectation theory predictions
(Maddala, 2001). These tests are based on infawmaiollected through surveys. Lovell
(1986) analyzes some of the empirical evidence tatadional optimism. He illustrates that in
some studies on forecasting inventory needs baseshles, some companies are chronically
overoptimistic while others are pessimistic. Howetee overestimation of the overoptimistic
firms cancels out the underestimation of the pessienfirm; thus the general picture
represents a scenario with no bias. Neverthelesshea individual level, the rational
expectation theory was not corroborated. The authptains that there are two versions of
rationality. Weak rationality requires the error aserement to not be correlated with past
values of the forecasted variable. On the otherdhdhe strong rationality assumption
imposes no correlation of the error term with B information available for the decision -
maker. Lovell (1986) reports, that in Hirsh and eth{1969), weak rationality is not satisfied.
Furthermore, the author reviews other works ororatiity tests in subjects such as inflation,
wages, national accounts, budget, and EPA mildageost of these studies, the rationality

hypothesis is rejected or the evidence is incomaus

More recently, Benitez-Silva and Dwyer (2003) st&ddithe rational expectation
hypothesis using micro-data such as retirement laggdth, employment and income, among
others. The results of their research do not rdjeetrational expectations hypothesis after
controlling for measurement errors and sample sefediases. In the management field,
Levine (1993) analyzes whether corporate executiods rational expectations using survey
data. The difference from previous studies is thahagers paid money for participating in
the study and were interested in the results. leetP93) argues that this characteristic
answers the criticisms about testing rationalityhds been stated that participants in these
surveys are not truthful and accurate in their oasps. The results reject the rational
expectation hypothesis. We found it interesting thanagers seemed particularly optimistic.
For instance, it was reported that if managersiptred 8% market growth, the market would
actually grow by 2%. Another example was the pficecast; if the managers predicted a 5%
increment in their output prices, in reality pricesuld have increased by 0.5%. Furthermore,
Levine (1993) shows that managers put too much itapoe on the most recent observation
instead of taking into account the entire histd¥pnetheless, the author tests other model
specifications including the adaptive expectationdsis. All of these specifications are

rejected as well.
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Finally, Van den Steen (2004) proposes that ovarofin could be considered a
rational choice. Instead of relying on an unobsgnmwechanism to explain this behavior (such
as a cognitive flaw or motivational theories), Vden Steen provides a theoretical model
where agents’ optimal choices make them overopticnifhese agents choose those actions
that have a higher probability of success. Nevétise they have different prior assumptions,
thus the agent will choose those actions with arestimated subjective probability. It is not

explicit whether overoptimism will imply poorer germance or not.

Expectation Formation

The starting point of our empirical background e tadaptive expectation model.
According to Begg (1982) the adaptive expectatimdeh was introduced by Cagan (1956)
and Nerlove (1958); although, Evans and Honkap(#(81) and Maddala (2001) claim that
the origin can be traced back to Fisher (1930)siinple terms, the adaptive expectation
theory states that people revise their expectatimased on previous forecasting mistakes
(Attfield, Demery and Duck, 1991).

Attfield et al. (1991) explain that there are thaslvyantages to the adaptive expectation
model. First, the theory implies that people ccwdgle wrong expectations in the short run but
not in the long run. The second “attractive fedtisehat this theory can be used in different
contexts such as GDP growth, unemployment rateimtedest rate, among others. In this
study we focus on sales forecasts. The third featuthat it relates the current expectations of
a variable to the past values of this variable.

One important issue that we need to clarify is whe predictor is. The adaptive
expectation model implies that expectations arenéat based on the past values of the
analyzed variable. Hence, if we claim that the [@mted forms their sales expectations based
on past values of this variable we are implicitigting that these predictors “remember” sales
values from a long time ago when they make thegdasts about the future. Nevertheless, as
we will explain in the next section, the adaptiwepectations model imposes geometric
declining weights as the variable goes back in tifiteerefore, the most recent observations
are relevant in determining current expectationsl aery old information contributes

insignificantly in the formation of these expeatats as Attfield et al. (1991) pointed out.

The adaptive expectation models in macroecononsssgrae that the coefficients of
past information represent averages of all the agewolved in the economic process.
Similarly, in our application, these coefficient®riespond to the market assessment.
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Therefore if two firms have exactly the same pad¢ss history, they would have the same
forecast for future sales if there is no unreaisiptimism bias. Consequently, in our study,
managers with overoptimistic bias deviate from tharket prediction and this deviation is

modeled by adding a positive bias error term tontlagket expectation.

In this chapter, we define excessive optimism a&sdiior made by managers in the
process of expectation formation. This error hagylat half-tail distribution and an average
close to zero. The reason justifying these conditics the presumed characteristics of the
managers identified in the previous literature.i@Em bias seems to be a prevalent attribute
of managers; pessimism or rationality are notdrdiat shareholders promote in a managerial
team. It is difficult to imagine a scenario wheramagers expect to perform below the
industry average and remain in their positions dolong time. Even in the situation that
exogenous variables such as economic or social itcmm&l alter future expectations
negatively; managers’ self-confidence in theirlskivould make them believe that they could
handle the critical condition much better than amadlity would imply. Furthermore, our
definition of optimism is in keeping with the “uraléstic optimism” proposed by Weinstein
(1980). Positive events such as a higher salesnmhvould be presumed to be more likely

than a low sales volume.

In the next section we will further describe thepamoal model applied in this study.

3.3 Empirical background’

Consider the following equation:
Yig =a+bX;jpq + &y [1]
Wherey;, stands for firmi investment in periodf, X' +1 is the firm’s expected sales
during period+1 andg; is a zero-mean symmetric error term.

We assume that these expectations are formed ymanigglly or entirely, past history.
Hence, we adopt a traditional Adaptive Expectatuodel to model expectations and assume
that:

* This section is mostly inspired by Maddala’s (2p@&tbook.
® In this study we use capital as a proxy for inwesit. With the information we have on investmentgeea
correlation coefficient of 0.84. We did not useeéstment directly because of problems of convergence
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xi*,t+1 = PoXit + BiXit—1 + P2Xit—2 + -+ BrXit—k [2]

This model is calledlistributed lag model of expectatiossice it uses a weighted
average of past values of the forecasted variablsummarize the formation process of
expectation implied in the data. Several naive nsodé expectations are nested in [2]. For
instance, if we assume th&t =1 and the remaining coefficients are zero, weagetodel in
which the expected sales will be equal to the cursales. On the other hand, if we assume
that o =2, 1 =-1 and the remaining coefficients are zero, wkioba model in which it is

expected that future sales will increase by theesquantity as the latest increase.

The model in [2] is called &nite distributed lag model since the number of lagged
past values is finite. Koyck (1954) suggested usamg infinitive lag distribution with
geometrically declining weights. In this case, theterministic relationship between

expectation and past values can be written as:
Xitr1 = D=0 PrXit—k [3]

Where S, =B,A% and 0<<1. If the sum of the infinitive series & /(1 — 1) and this

sum is equal to one we get:
Xie41 = Dk=o(1 — A)/lkxi,t—k [4]
It is straightforward to get the following relatimp:
xi*,t+1 - Axi*,t =(1- A)xi,t [5]
This equation can be written equivalently as:
Xippr — Xie = (1 — A)(xi,t_x;'k,t) [6]

This equation says that expectations are reviseddeaxclusively on the most recent
error. For this reason the model above is calleddaptiveexpectations model. Imagine that
A = 0.5, in this case future expectation, will be the safithe previous expectation plus 50%
of the previous forecast mistake. If we lag equafild by one period and multiply throughout

by A, we get

Ayir = Ada + Abxi*‘ t41 T Agit [7]
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Subtracting equation [7] from [1], and after sonightforward manipulations, the
equation to be estimated can be written as:

Vie =a+PBxi +Ayie—q1 + (Si,t - /15i,t—1) [8]

Wherea = (1 —A)a andp = (1 — A)b are parameters to be estimated. This model

cannot be estimated directly by ordinary least sggpi8OLS) becausg:.; is correlated with

an error term that is autocorrelated as well. Tgnsblem could be avoided by using the
instrumental variables method as long as validumsents fory; .1 are found. An alternative
strategy is using an OLS estimator combined wigrid search over the parameter. In this
case, the model is estimated in two stages. lfitstestage, given a particular value of the
parameter, the remaining parameters are estimaje@US. The next step requires the
residual sum of squarédSSunder the estimated parameters. The value oR®®8is also a
function ofA because the estimated parameters are functionsSafice) is unknown, it must

be estimated from the data set. We might choosevdhee of A for which RSS(A) is the

minimum, that is’

~

A = argming.;«; RSS(A) [9]

A model of expectations with excess optimism

In the previous section we have modeled managersaations as a deterministic
function of past values of firm sales. Two commaeares in order regarding this relationship.
First, as all parameters of the expectation fumcfij are common to all firms in the market,
two firms would receive the same prediction if thelyared the same past information.
Therefore, we can interpret this function as therfimal” expectation that a particular firm
would receive in the market given its own pastdrigt Second, as the adaptive expectation
model is unbiased, we have implicitly assumed enghevious section that firm managers are
efficient in the sense that they do not make syatemmistakes when forming their
expectations. However, a scenario characterizetexgess optimism” might be possible, in
the sense that managers’ expectations are petyrshegher than normal. This situation can

be incorporated into our model by modifying the &tpn [4] as follows:

® For instance, we can use in this framewaqskas instrument foy,...
" A similar two-stage model that involves a searabcpdure has been used, for instancéjansen (2003and
Yélouet al (2010).
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xi*,t+1 =Zips1 (D) + u;,_t [10]

Where z;,11(2) = Xp_o(1 — DA*x;,_, denotes the deterministic relationship
between expectation and past values, @fyd> 0 is a non-negative random term capturing
the excess optimism. We u&ebecausez., depends on this parameter. Simjg IS not
observed it is assumed to be random following drté@one-sided distributions traditionally
used in the stochastic frontier literature, e.df-harmal distribution? A reason foruf, to
follow a one-sided distribution is that managess rquired to make the company perform at
least as well as the average performance of thesind This requirement is even more
pertinent for publicly traded companies. If a masrag perceived as unsure about their ability
to perform better than the market, then the shagdehr®would replace the manager.

We also expect that;, is asymmetrically distributed where high levels exfcess
optimism are less likely because most managerspiarigcular market do not make decisions
based on unsustainable expectations, and theysarkta sticking to the normal expectations
in the markef. This asymmetry assumption plays a critical roleoim model because we
precisely take advantage of the asymmetry (skewnasthe excess-of-optimism term to

identify firms with unsound expectations that migbtbankrupt in the futur®.

In this context, testing that this non-negatived@n term exists is equivalent to
testing the existence of excess optimism or upvaded expectations. Hence, this test
resembles the so-called "tests for rationality"eJén tests assume that both current data and

81t is worth noting that in this literature an etjoa like (10) is equivalent to deterministicfrontier
function because the function to be estimated gmather determinants of expectations that arereéddy
firm managers, but not by researchers. This issuaddressed in the stochastic frontier literatuddiray a
symmetric random term to equation (10), that is:

Xits1 = [Zi,t+1(/1) + Vi,t] +ufy

wherev,; is a random term capturing other determinantxpéetations that is conventionally assumed
to be distributed as a normal random variable w#io mean. The term in brackets is equivalentgtoehastic
frontier function because the function to be estgdds stochastic as it takes into account unobdtevfactors
that determine managers’ expectations. It can bassiihat the final equation to be estimated do¢shange if
we use a stochastic expectation frontier functexeept that the error term in this equation is albjithe sum of
two random termsg; andv;;, that cannot be distinguished because both arensymcally distributed. For this
reason, we will assume hereafter that there aretiner determinants of expectations, except the-§ipecific
past values of profits or sales.
° Obviously, this is correct except in "bubble" siions where overall market expectations are also
unsustainable.
% The empirical strategy to distinguish the one-gicendom term from other random terms in the medwn
the one-sided term is also symmetrically distridutean issue that, nowadays, is at the centethebed debate
among researchers in the stochastic productiontiémorarea of research (see, for instance, the malpo
presented in the last EWEPA conference held in)Pisa
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predictions are available, and test whether priegistare unbiasedx post This cannot be
done in our application, as managers’ expectat@wasot observed by researchers. We use a
different approach. Our test endeavors to examinetiver expectations are (upward) biased

by modelingex antethe existence of these potential biases in the gliasherating process.

The model in [10] can be considered as a frontiedehwhere the dependent variable
(i.e. firm manager’s expectations) is not observgdesearcher§¥Vhat we do observe are the

consequences of these expectations throughoutvbstment equation [1].

Regarding the alternative estimation strategieshatuld be noted that equation [5] can

be written in a scenario characterized by excemggm such as:
Xieer — Axie = (1= Dy + (uf—ui_y) [11]
And hence the equation (8) to be estimated talefotlowing form:
Vie =a+PBxi +Ayie—1 +Tip + b(u;—t—/lu;-t—l) [12]

Wherert;, = €, — Ag; 1 IS @ symmetric (but auto-correlated) random terith wero
mean, the last term in [12] is the difference betmvdewo one-sided random terms, the
distribution of which is not known. Wang and Ho {2 face the same problem, though in a
different context, and propose using a one-sidediom term that satisfies the so-called
scaling property! This property allows us to get a tractable liketitl function. Indeed, let us

assume that the non-negative random term captthrengxcess optimism can be written as:
uf, =g(t,0) uf [13]

Whereg(t, 6) is a deterministic function of time amgl is atime-invariantone-sided
random termt? In this case, we can rewrite the last term in [&&]follows ignoring the

parameteb:
uf—Auf =g, 0) —Ag(t—1,0)] -uf =H(,0,1) - uf [14]

And placing [14] in [12] we get the final equatitmbe estimated:

1 A discussion of the advantages of this propertylma found in Wang and Schmidt (2002) and Alvaeal.
(20086).

12 particular functional forms fay(-) have been proposed by Kumbhakar (1900), BastedeCoelli (1992), and
Orea and Kumbhakar (2004).

141



Vit =a+Bxit + Ay + 7T + bH(L,0,2) - u [15]

The distribution ofu” is not affected by the transformation, thus theltmodel can
be estimated by maximum likelihood. This modelimikar to that introduced by Wang and
Ho (2010) except for the first-differencing transf@mtion of the variables. While these
authors usegbure first-differences of the variables, in our applioa we use gartial first-
difference since for each variable we do not sabtifze total value of the lagged variable. In
this sense, while Wang and Ho (2010) need to asshatethe scaling function g(-) is not
constant in order to make the likelihood tractalole; model can be estimated even when

optimism is time-invariant®

It is noteworthy that model [15] looks similar toet traditional panel data stochastic
frontiers model, except for one characteristic. @uodel is dynamic as it involves a
regression ofyi; on yi+1. This model cannot be estimated, as is customayyusing a
maximum likelihood estimator (ML) becaugg.iis correlated with both;; andu;*. Thus
estimation of equation (15) by MLE gives us incetemt estimates of the parameters. To
avoid this endogeneity problem we might use therunsental variable method if valid

instruments foy; .; are found.

Since it is unlikely that the time path of the ese®f-optimism term is the same for all
firms in the market and finding good instrumentsdifficult in non-linear models like
equation [15], we propose an estimation two-stagéhod that does not require making the
above transformation and involves using MLE comdiveth a grid search over the
parameter. In this case, equation [1] is estimatetthe distributed lag form once we place

expression [10] into [1]:
Yit =a+ b[Zi,t+1(A) + u;,_t] + &t [16]

Sincez +1 involves an infinitive series and we do not obsdhe infinitive past values

of X, we splitz (1 into two parts, one observed and the other not.

Zi,t+1(7\) = Zi_:lo(l - A)}\kxi,t—k + a1 — 7\)7\kxi,t—k = Zi,1t(7\) + At [17]

13 Indeed, if we assume thét, 8) = g(t —1,0) =1, thenH(t,0,1) = H(A) = 1 — A, and the model
collapses to:

Vie =@+ Bxie + Ay + T +b(1—2) - uf
This model can be estimated to identify firms wititsound expectationsikl.
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Where
¢ = B (1 — DA*x;ei] = T20(1 = DAy, j=k—t [18]

c is an unknown parameter to be estimated thatbeamterpreted as the expected

profit for the first period. The equation to beiestted can be then written as:
Yie =a+b[zi1, (D) + A +uf ] + &, [19]
or
Yie = a+bz1:(A) + ¢'z;5:(1) + buj, + & [20]

Wherec =bc andz x(1)=A". We again usé inside z; and z as both depend on this
parameter. It should be noted tiiat a given\ the equation [20] is a traditional stochastic
frontier model with two random terms and, hence, ather parameters of the model can be

estimated, as is customary, by MLE techniques.

While assuming thats;, follows a normal distribution with zero mean and
conventional variance,’,we need to choose a distribution for the asymmesmdom term
capturing the excess optimism;’,, to estimate [20] by maximum likelihood. Although
several simple distributions for the one-sided manderm can be estimated, we choose the
half-normaldistribution for tractability reasons. The halfrm@l distribution, which is one of
the most one-sided distributions employed in praidacfrontier literature, is obtained from
the truncation below zero of a random variable whadlows a normal distribution with zero
mean and varianoe,’>. Skewness and truncation allow us to isolate gyenanetric random
term capturing the excess optimism from other ramdshocks. The most important
characteristic of the half-normal distribution &t the modal value off; (i.e. the most
frequent value) is close to zero, and higher valoksi, are increasingly less likely
(frequent). Therefore, the random term that captute excess optimism is positively
skewed, indicating that firms with unsustainabl@estations are unusual and most of the

firms have reasonable expectations about the future
The marginal density function ab; , = bu{ft + Si,t:t Is given by

2

o =i 0 () e -4 =2p () 0 (2)
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Where &’=(b a,)*+ g, p=bai/a,, ®(-) and ¢(-) are the standard normal cumulative
distribution and density functions respectivélyAs p>0 either 5,>0 or o> and the
symmetric error term dominates the one-sided ezomnponent in the determination of the
composed error termy;;. In this case the stochastic frontier model calépto the single
model introduced in the previous section with jasgymmetric error term that can either be
estimated by OLS or MLE.

From equation [21], we can obtain the log likeliddanction for a sample of N firms
observed over T periods:

NT i 1
InLF == -In(2/m) = NT-In(0) + T, STy In | @ (224)| - =20 5T, w?, [22]

wherew; = y;¢ —a — bz;1,(1) — bc - z; ,,(1). Assume that is known.For a given

., the ML estimator of the remaining parameterfiesgarameter vector that solves:
(a), b(d),é(2),6(R), p() = argmaxqp cq,p INLF(a,b,c,0,p|A) [23]

Next we can obtain the value of the likelihood fume under the estimated
parameterdNote that the ML estimator ot(b, c, g, p) is a function ofl. Since the estimated
parameters are functions kfthe value of the likelihood function is also adtion of, that
is, InLF=InLF (1). Since\ is unknown, it must be estimated from the datast.choose the

value of for whichLF(X) is maximum, that is:

~

A = argmaxg< <, INLF (1) (24)

This estimation strategy is the same as that mmeedion the previous section, except
that we use MLE instead of OLS in the first-stafi¢he procedure. Both OLS and MLE are
equivalent when the error term is made up of alsingndom variable; therefore, MLE or
OLS yield the same parameter estimates. Since war &rm in (15) is made up of two
random variables and one of these variables is m&frically distributed, a MLE should be

used®®

4 See Stevenson (1980) and Kumbhakar and Lovellq2p0140). Here, we have taken into account thet t
asymmetric random term capturing the excess optingsmultiplied by the parametbrin equation (20).

15 u;,=0 and managers’ expectations are normal, théKkelihood function to be estimated is:

T

NT 1O,
InLF = - In(2) — NT - In(o,) — 207 1 Z €
i= =
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3.4 Dataset Description

The dataset used in this chapter came from a divensge of sources. Information
about capital and sales was collected directly ftbenannual reports. Both capital and sales
were expressed in billions of dollars of 1970. @aps a constructed variable that is equal to
capital of previous period minus amortizations plusestments. The variable capital assigned

to each year is the average of the beginning ofdlae and end of the year values.

We studied five different firms (Walmart, Targetmidrt, Sears and May). Kmart
declared bankruptcy in the year 2002 and mergeld ®éars in 2004. Therefore, we only
include information about Kmart until 2002 and e tcase of Sears until 2004. May acquired
the company Associated Dry Goods in 1985. We dddddreat May as a different company
after this event. Hence, we have six companies W&l Target, Kmart, Sears, May pre-

acquisition and May post-acquisition). We only havermation about May until 2003.

We have collected control variables for improvihg &analysis such as the University
of Michigan Consumer Sentiment Index and labor soktbor costs were calculated as
general administrative expenses (SGAE) expressddliars of 1970 over the total number of
employees. On the other hand, The Michigan indexased on 50 core questions about the
general sentiment of American consumers about geggonal finances, business conditions
and buying conditiorf§. It was generated for the first time in 1946 ahd base period is
1966"8 We consider that these two variables influenggitahinvestment decisions made
by the discount chains. Tables 1 and 2 summargeégiscriptive statistics for the dataset used

in this chapter. It is important to note that ageraapital growth is similar to the average

This is the log likelihood function of a variableat follows a normal distribution. The resulting Ndlarameter
estimates can be equally obtained in this casesimguhe method of least squarAs.in Yélou et al. (201Q)the

equation (20) can be written in a more compact fasp = dZ(1) + ¢, whereZ = (1, z;1,(1), z; 5. (1)), and @

=(a, b, c). The ordinary least squares estimatof@s a function of) is given by

o) =CZDZM)TZD)'Y)
and the residual sum of squares is

RRS(D) = (y — o' ZW)) (v - oa)'z()

A estimate can be defined as the valueioiith the minimum residuals sum of squares, thatlis
arg ming.;., RSS(4) .
16" See “Survey of Consumers” published by The Suregyonsumer, Thomspson-Reuters; University of
ll\élichigan. Webpagehttp://www.sca.isr.umich.edu/main.p#gcessed on July 15th 2011.

Ibid.
'8 Other variables were tested, but not includedhin final version of the theses due to the impolitsibof
reaching convergence. These variables were Hou&ileg Index (as a proxy for Retailing Space Priwdek),
and consumer credit.
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growth of sales. More importantly, capital growstéa on average than the sales for every

company.

3.5 Results

In this section we detail the steps that we folldwe: (1) verify that OLS and MLE
estimation provides the same results for the sist@eenario; (2) confirm the existence of a
positive bias; (3) calculate the model with unr&adi optimism and (4) modify the original
model by including additional variables that make estimations more robust.

The first step requires the estimation of thpregsion [9]. The grid search over the
parameter lambda is done over 396 possibilitiesn{ftfambda equals to 0.0125 to 0.9975 in
increments of 0.0025). The calculations were dasiegusales as an independent variable and
capital as a dependent variable. We performed tidesgarch using the OLS technique and
the MLE technique like in equation [23] under thierpise thap—>0. The results are shown in
figure 1. It is important to note that the residsaim of squares reaches its minimum exactly
when the log likelihood function is the maximum.nhlada is equal to 0.81. Table 3 presents
the results for the OLS estimation when the RS8hr¢he minimum and Table 4 shows the

coefficients using MLE technique.

The OLS residuals allow us to perform a test on éRestence of a positive u.
Kumbhakar and Lovell (2000) list two types of testisere the null hypothesis is that u=0.
The first test was developed by Schmidt and Lin8&)9based on the second and third
moments of the OLS residuals. Nevertheless, theilgliton of this test is not widely
published (Kumbhakar and Lovell, 2000, p. 73). Tiber test was developed by Coelli

(1995) and it is asymptotically normally distribdteith mean zero and variance equal to one:

J:T/I [25]
Wherems; andm, are the third and second moments of the OLS ralsdand | is the
number of observations. For our estimation, thé yeslded 16.04. This means that the
residuals are positively skewed (as expected) laatdut is different from zero with a 0.01% of
significance. However, these tests are based omstic theory (Kumbhakar and Lovell,

2000, p.73). Therefore, the test result is gootljths not conclusive.

The next step is the calculation of equation [20iHe simplest form possible. After

performing the grid search we found that the lambd# minimizes the log likelihood
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function is 0.795, smaller than in the standardecdsable 3 shows the coefficients for
equation [20]. In this scenarep =-0.9653; b= 0.3657 and c’=0.6293. All the coefficients
were significant. This outcome implies that if tpeedicted sales volume increases by 1
billion, total capital would increase by 365 miliapproximately. The log-likelihood ratio
test rejects the null hypothesis that u is equalet@ at 0.01 significance level. We call these

results “model 1”.

Now we can make an estimation of the level of oimfor each of the five firms.
Figure 2 reflects the calculations for the simplesse. The results show higher levels for
Target. Walmart, the company with the best perforreain terms of sales volume, has a
moderate level of optimism and Kmart has the lowesgel of optimism. The value af,
which measures optimism, is very large in mosthef tases and it seems to increase with

time. We try to correct this by adding a trend.

The coefficients with the trend are in table 5. dflthem are significant and very close
to those reported in the previous regression. Taedthas a positive influence on capital
acquisition. Figure 3 shows that the reported ogtim levels are much more moderate
although they are still high.

The final step is to include some control varigbbesides the trend. Equation [20] is

modified as follows:
Vit =a+bzi1:(A) +¢'z5:(A) + 0 Trend + 0 X33+ + 0 Xz + buf, + ¢, [21]

Where x,; is a control variable and 1=.., Rrepresent the number of variables
analyzed. We test whether control variables ma#l#farence with respect to our findings in
the simplest model. We have two additional modehe third model includes the University
of Michigan Consumer Sentiment Index and the fountidel includes labor costs. Table (5)
reveals that the coefficients for z1, z2 and tranel stable and significant. An increment of
one billion in expected sales, increases futuratalapy more than 300 million. Every year

capital investment increases by approximately @ianil

The influence of consumer sentiment captured byiehigan index is negative. This
might seem paradoxical. If consumers are more denfiabout the future, managers choose
lower capital levels. An explanation could comeniréhe nature of the discount retailing
business. Some of these businesses thrive duridgtitmes (e.g. Basker, 2008 finds that

Walmart sells “inferior goods” in the economic segnsncreasing its revenues during
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economic downturn). Therefore, if consumers havegative sentiment about the future, it
might be an opportunity to increase their clientéibor costs also have a negative effect on
capital investment. It seems coherent that if |admsts per worker are increasing the company

has less money to invest in capital.

The values for sigma andu are positive. The null hypothesis of the LR tesd was
rejected with 1% significance in the first two mtzdand 5% and 10% in the last two models.
Lambda did not fluctuate much. It was between @8 0.795. If lambda is equal to zero,
then the expected volume of sales is equal to itqus one plus the bias term. Conversely,
if lambda is equal to one then the expected sadesne is equal to the previous prediction
plus a difference among the biases of two conseeyeriods. Therefore, if lambda is close
to one it means that the prediction error is nkémainto consideration when expectations are
formed. The outcome reveals that managers usuaihgat their estimations only taking into

consideration 20% to 25% of the previous mistake.

Figures 3 to 5 represent graphically the optimikvels derived from models 2 to 4.
We found that the results are very similar. Taligethe company with the highest level of
optimism and Kmart has the lowest. Walmart and Seave moderate levels of optimism.
May’s decision to acquire a new company had a negatffect on the levels of optimism
reported. Before the acquisition May had the highesels of optimism. After the acquisition,

May’s levels of optimism dropped substantially.

From these results, we cannot conclude that higéldeof optimism are related with
business failure. Kmart has the lowest levels dinmgm of the five companies. With the
exception of 1984, Kmart's reported levels of opsinn were almost flat. Sears reported
diminishing levels of optimism as its market shsineank. May’s post-acquisition drop might
signal an adjustment period after a merge. On therdand, Walmart's optimism decreased
with time and their reported performance levels ramgerate. Target and Walmart’s results
support the idea that optimism is related with hpginformance. Nevertheless, our results are

far from conclusive.

3.6 Conclusions

In this chapter we presented a new applicatiomefstochastic frontier literature. We
apply this methodology to assess the level of aptiminterpreting the previous technical

inefficiency as excess optimism. The stochastiotfes estimation had an additional level of
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difficulty since it was dynamic which could requitee use of instrumental variables. We
selected an alternative approach by using a gattkeover the parameter lambda.

Our results corroborate partially with our expdotas. First, it has been proved that
under the assumption of no bias, OLS estimationMbE estimation yield the same results.
We performed a test with the OLS residuals to yewhether or not unrealistic optimism
exists and the result confirmed this assumption.céfesider this a partial confirmation since
the test relies on asymptotic theory. The next stap to estimate the model with the positive
bias. The log likelihood test rejected the null byyesis that the bias term was different from
zero. However, when thig term was calculated, the outcome reveals very hegbls of
excess optimism. The final step was to incorpoaatditional control variables like a trend,
the index of consumer sentiment and labor coststhé model. The outcome did not modify
our previous assessment much. The new results shatwin general the companies that
perform poorer such as Kmart, exhibit low levelsoptimism while other firms such as
Walmart or Target present high levels of optimisdar results challenge the idea of rational

expectations; managers make systematic mistakbgimassessments of future performance.
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3.8 Figures & Tables

Figure 1
MLE & OLS Estimation First Model (Equation 9)
Using sales as an independent variable
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Figure 2
Optimism Level for the Five Selected Firms.
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Optimism Levels

Figure 3
Model 2; Adding a Trend Variable
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Optimism Levels
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Model 4; Adding Labor Costs
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Table 1

Description of the Variables Used in this Chapter

Variable Source Description
Capital Annual reports of the studied companjeAmounts expressed in billions of dollars
Calculated from the Balance Sheet. of 1970.
Sales Annual reports of the studied companiesmounts expressed in billions of dollars

Calculated from the Income statement.

of 1970.

Michigan Index of

Consumer Sentimen

Thompson Reuters/University of Michiga

http://www.sca.isr.umich.edu/main.php

nit is based on a survey conducted by
University of Michigan since 1946. Th
survey has 50 core questions and it

conducted telephonically. 500 people
interviewed. The base period is 1966.

the

are

Labor costs

Annual reports of the studied companigsCalculated as the ratio of selling, geners

and administrative expenses (SGAE) to

|

the total number of employees.

Table 2

Descriptive Statistics

Average Std. Dev/Avg Geo. Avg. Growth # obs

| Walmart 20,369.64 114% 20.17% 37

g Target 4,944.42 65% 6.70% 37

8 o |Kmart 6,269.46 52% 2.71% 31

N o |Sears 7,851.81 37% -0.86% 33

3 | May Pre-merge 402.93 130% 2.08% 14

May Post-merge 997.85 111% -1.59% 17

Total general 6,806.0( 172% 5.99% 169

Average Std. Dev/Avg Geo. Avg. Growth # obs

| Walmart 5,169.54 129% 23.86% 37

_ g Target 2,148.15 81% 9.11% 37

£% |Kmart 1,419.76 68% 6.97% 31

S § Sears 2,447.56 40% 2.32% 33

3 | May Pre-merge 235.40 134% 5.68% 14

May Post-merge 558.97 113% 3.51% 17

Total general 1,996.5( 165% 9.55% 169

Average Std. Dev/Avg Geo. Avg. Growth # obs

§ Walmart 5.40 11.94% -0.48% 37

22 | Target 5.04 20.66% 1.60% 37

G2 |Kmart 5.97 10.77% 0.97% 31

S8 |sears 7.57 13.37% -0.29% 33

3 § May Pre-merge 4.45 7.35% -0.82% 14

~— | May Post-merge 4.96 7.61% 0.62% 17

Total general 5.73 22.17% 0.39% 169
Michigan Index of

Consumer Sentiment 86.77 13.25% -0.06% 169
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Table 3

OLS Estimation of the Model with No Excess Optimism

Source SS df MS # of obs 169
F( 2, 166) 2240.56
Model 2040600000 2 1020300000 Prob > F 0
Residual 75591080.9 166 455367.957 R-squared B8/964
Adj R-sqr 0.9638
Total 2116100000 168 12596101.5 Root MSE 674.81
Y Coef. Std. Err. t P>t [95% Conf.  Interval]
Z 0.37 0.01 62.47 - 0.36 0.39
L 80.81 211.86 0.38 0.70 - 337.49 499.10
_cons 59.16 83.92 0.70 0.48 - 106.53 224.86
Table 4
MLE Estimation of the Model with No Excess Optimism

Lambda: 0.81 Number of obs= 169

Wald chi2(2) = 770993.71
Log Likelihood -153071.66 Prob > chi2 = 0
Y Coef. Std. Err. z P>z [95% Conf. Interval]
z 0.37 0.00 819.48 - 0.37 0.38
L 80.81 16.15 5.00 - 49.15 112.46
_cons 59.16 6.40 9.25 - 46.62 71.70
sigma2
_cons 2,646.66 22.15 119.50 - 2,603.25 2,690.06
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Table 5

Results of Modified Version

Constant Z1 z2 Trend MichiganLabor |Lambda| Sigma y Sigma u| LR Test

Index Costs HO: u=0

-0.9653 0.3657 0.6293 0.7950 0.0534 1.1554 0.0000
Model 1| 0.0795 0.0065 0.1848 0.0254 0.0673

-1.2938 0.3155 1.1615 0.0533 0.7550 0.3342 0.7045 0.0070
Model 2| 0.1198 0.0053 0.1971 0.0067 0.0614 0.1065

*k%k *k%k *k%k *k%k *k%k

-0.6690 0.3149 1.2505 0.0619 -0.0087 0.7550 0.3434 0.6720 0.0250
Model 3| 0.3181 0.0053 0.2014 0.0078 0.0041 0.0666 0.1182

*% *k%k *k%k *k%k *% *%

-0.2720 0.3305 1.2435 0.0611 -0.0086 -0.0709 0.7800 0.3735 0.6046 0.0600
Model 4| 0.3734 0.0055 0.2109 0.0080 0.0041 0.0329 0.0651 0.1287

*%k%

*kk

*% *%
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