o ROBI N S University of Richmond
School o Business UR Scholarship Repository

1R8§6r]§08101hool of Business White Paper Series, Robins School of Business

1985

The Hidden Challenges of Retail Expansion

Larry N. Bitner
University of Richmond

Judith D. Powell
University of Richmond

Follow this and additional works at: https://scholarship.richmond.edu/robins-white-papers

O‘ Part of the Business Commons

Recommended Citation

Bitner, Larry N. and Judith D. Powell. "The Hidden Challenges of Retail Expansion." E.C.R.S.B. 85-5. Robins
School of Business White Paper Series. University of Richmond, Richmond, Virginia.

This White Paper is brought to you for free and open access by the Robins School of Business at UR Scholarship
Repository. It has been accepted for inclusion in Robins School of Business White Paper Series, 1980-2011 by an
authorized administrator of UR Scholarship Repository. For more information, please contact
scholarshiprepository@richmond.edu.


http://robins.richmond.edu/
http://robins.richmond.edu/
https://scholarship.richmond.edu/
https://scholarship.richmond.edu/robins-white-papers
https://scholarship.richmond.edu/robins-white-papers
https://scholarship.richmond.edu/business
https://scholarship.richmond.edu/robins-white-papers?utm_source=scholarship.richmond.edu%2Frobins-white-papers%2F54&utm_medium=PDF&utm_campaign=PDFCoverPages
http://network.bepress.com/hgg/discipline/622?utm_source=scholarship.richmond.edu%2Frobins-white-papers%2F54&utm_medium=PDF&utm_campaign=PDFCoverPages
mailto:scholarshiprepository@richmond.edu

THE HIDDEN CHALLENGES OF RETAIL EXPANSICON

Lerry M. Ditner

Judith D. Powell

1985-2



THE HIDDEN CHALLENGES OF RETAIL EXPANSION

Larry N. Bitner
E. Claiborne Robins School of Busincss
University of Richmond

Judith D. Powell
E. Claiborne Robins School of Business
University of Richmond



THE HIDDEN CHALLENGES OF RETAIL EXPANSION

Abstract

Successful small retailers invariably are tempted to test the adage
"more is better." While the expansion allure is more than many can resist,
it must bé tempered by the realization that many hidden challenges await the
unsuspecting entreprencur.

Success of the new organization will require not only more but a different
kind of effort than used in managing the single store. First, successful
operation will now dcpend on delcgating operating decisions to professional
managers. The autonomy given these managers is a complex decision and may
be placed anywhere within a three dimensional continuum decpending on- the
desired image, supervision, and buying patterns for each store. Second,
the accounting infbrmation required for proper control and performance evalua-
tion of the organization will increase dramatically.

Adequate pre-expansion planning can expose many of the hidden challenges

and make the transition one more likely to prove that more is, in fact, better.



THE HIDDEN CHALLENGES OF RETAIL EXPANSION

At some point in the life of a successful retailer the question of expan-
sion arises. While rctailing is onec of the last territories of the small
owner-run business, current cconomic and market trends make it more and more
difficult to remain small and successful. Inl their attempts to expand, too
many retailers ignore or fail to identify strategic decisions crucial to
orderly and profitable expansion.

Strategic factors influencing success have been well documented for
large firms and in the manufacturing sector, but as Hise! states, "few such
studies have been donec in the rctailing scctor. The dearth of information
is particularly noted concerning small retailers. Despite a changing economy,
small and p;'imaril)' independent businesses continue to be prominent in
retailing. ‘Half of all retail firms in 1982 were sole proprietorships,
only a slight decrease from the 54 percent in 1977. In 1982, 95.8 percent
of retail firms operated from a single unit. These one-location stores
accounted for 44.9 percent of retail sales.? An identity of ownership and
management, therefore, still exists in the retail sector.

Small successful retailers tend to be successful because they build their
business around "advantagcous locations, or thc qualities of the owner or

manager."®> Autonomy in decision making gives the independent retailer the

IRichard T. Hisc ct al, "Factors Affecting the Performance of Individual
Chain Store Units: An Empirical Analysis," Journal of Retailing (1983, 59),
pp. 22-39.

Census_of Business, Retail Trade Reports (1977), U. S. Department of

Commerce, 62, 127. Census of Business, Retail Trade Reports (1982),
U. S. Department of Commerce, 55, 146.

3Gerald Albaum, Robert A. Peterson, and George Kozmetsky, "Perceptions
of Major Problems Facing Small Businesses," Tcxas Business Review (1983),
pp. 117-179.



flexibility to adapt to "local patterns of competition and demand."* The
small store which knows its market well enough to "buy with individuals’
lifestyles in mind, that have a onc-to-onc relationship with their customers”
compete well in most markets.’

In order to compete in an cconomy dominated by large chains and franchise
organizations, small independent retailers at some point examine the oppor-
tunities available through expansion. With expansion, advantages are gained
in multiple store economies. Bucklin® states that "overhead" type costs
are shared, spreading costs for advertising, personnel, and accounting over
several outlets. The cost per unit is, thus, reduced.

Size also gencrates bargaining power and wholesale function efficiencies.
The ability to "accumulate" orders among units results in larger orders and,
therefore, the power to negotiate improved terms and conditions of sale from
manufacturers and wholesalers.

Expansion also permits growth through geographic extension into varied
locations. "If the concept of the business and its cxecution is reasonably

successful, the firm may choose to extend the franchise into regional or,

ultimately, a national area of operations."” Or, as Hirschman® suggests,

1John F. Cady, "Management Strategy and Retail Structure," in Foundations
of Marketing Channels, Arch G. Woodside ¢t al., eds. (Austin, Texas: Lone
Star Publishers, Inc., 1978). '

5Samuel Feinberg, "From Where I Sit,” Women's Wear Daily (August 21,
1975), p. 12. :

SLouis P. Bucklin, Compectition_and Evolution in the Distributive Trades
(Englewood Cliffs, N.J.: Prentice-Hall, Inc., 1972)

"Richard Miller, "Strategic Pathways to Growth in Retailing," Journal
of Business Strategy (1981), pp. 16-29.

8Elizabeth C. Hirschman. "A Dcscriptive Theory of Retail Market Structure,”
Journal of Rectailing (1978), pp. 29-48.




cxpansion allows onc to move beyond arcas of "natural dominance" to add outlets
under different names to cover diverse market segments. As markets increasingly
vary in wants, nceds, and buying power, a single way of doing business may
not appeal to all market scgments.®

While the positives of expansion may overwhelmingly justify the move,
there are negatives which must be given equal consideration. Probably one
of the most frustrating changes will be the lessening of clientele contact.
Success of owner operated units is often attributed to the owner’s informal
information gathering from customers and the owner’s ability to respond quickly
to such information. Likewise the customer contact may have been a major
motivating force in beginning the business.

In addition, management positions will nced to be created within the
organization. Up until the expansion, thc owner has probably served as the
major managerial force with only limited auxiliary managers needed. With
expansion the selection of qualified managerial talent may be a major challenge.
The difficulty includes not only the cost of managerial talent, but the search
and hiring task.

The owner/manager of a multiple unit operation may, therefore, become
much more a manager of paper than the front-line entreprencur he once was.
Span of control becomes a major concern. With growth, the owner/manager’s
ability to directly supervise personnel and their tasks has been surpassed.
New evaluation criteria must be developed. Specialization of responsibilities
becomes necessary. Dclegation of tasks and responsibilities must be made in

a way that the operation retains its success. Too often, the decision criteria

9Jagdish Sheth, "Emerging Trends for the Retailing Industry,” Journal
of Retailing (1983, 59), pp. 6-18.



for rclinquishing tasks arc thc owner’s personal preferences for certain
tasks, rathcr than the melding of his abilitics and the abilities of the
newly hircd management.

Once the decision to ¢xpand has been made, the next decision involves the
level of autonomy given to each unit. Too often this decision is seen as
mercly locating a placement on a singlc dimension continuum somewhere between
total centralization and total autonomy. More realistically the decision
includes many variables, and thus, the continuum is more like the one shown
in Table 1. Control of units, therefore, includes - many different components,
three of which seem to explain the major levels of autonomy. These three
decisions include the transferability of the store image, the level of day-to-
day supervision, and buying independence.

The initial decision on the autonomy of the unit is how much the additional
unit will be a clone of the original operation. Is the concept of the operation
universal enough that a carbon copy of the original will work, or will adap-
tations be necessary? Is the basic image of the operation transferable, or
will each unit establish a scparate image for a distinct market? With the
diverging of markects with respect to wants, needs, and buying power that
Sheth!® mentions, a single way of doing business becomes more and more unlikely
to appcal to many market scgments.

The owner must then decide on the extent to which he is willing to
relinquish day-to-day supervision of the establishments. Traditional variations

on the basic Mazur organizational chart have been limited to the main store,

10jagdish Sheth, "Emerging Trends for the Retailing Industry," Journal
of Retailing (1983, 59), pp. 6-18.



for rclinquishing tasks are the owner’s personal prelerences for certain
tasks, rather than the melding of his abilitics and the abilities of the
newly hired management.

Once the decision to expand has been made, the next decision involves the
level of autonomy given to cach unit. Too often this decision is seen as
merely locating a placement on a single dimension continuum somewhere between
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decisions include the transferability of the store image, the level of day-to-
day supervision, and buying independence,

The initial decision on the autonomy of the unit is how much the additional
unit will be a clone of the original operation. Is the concept of the operation
universal enough that a carbon copy of the original will work, or will adap-
tations be necessary? Is the basic image of the opcration. transferable, or
will each unit establish a scparate image for a distinct market? With the
diverging of markets with respect to wants, needs, and buying power that
Sheth!? mentions, a single way of doing business becomes more and more unlikely
to appeal to many market segments.

The owner must then decide on the extent to which he is willing to
relinquish day-to-day supervision of the establishments. Traditional variations

on the basic Mazur organizational chart have been limited to the main store,

105agdish Sheth, "Emecrging Trends for the Retailing Industry," Journal
of Retailing (1983, 59), pp. 6-18.



Table 1

CONTINUUM OF CONTROL

entrepreneurial
manager

universal
image v unit unique image

consolidate
buying

owner managed



the separate store, and the equal store.!! In the main store organization,
total control of branch stores is maintained by the "main" store. "Scparate"
stores function independently, tailoring operations to mect local nceds.
The equal store approach centralizes authority, with finance, buying, promotion,
and operations controlled from headquarters. Selling becomes a decentralized
function managed by separate salcs units (stores).

Supervision is not limited to these three alternatives. The autonomy
continuum shown in Table 1, encompasses the supervision decision as one com-
ponent. At onc end of the continuum, supervision of units niay exist with
the units serving merecly as scparate departments, just geographically dispersed,
under one strong manager. At the other end, establishments may be considered
to be totally separate, entreprcneurially managed units with only the bottom
line of interest to the owner. As shown in Table 2, supervisory levels between
these two extremes are likely.

The most limited level of autonomy is where expanded units serve as
satellite units of the "mother" or "flagship" store. Little, if any, autonomy
is given to the units; they serve primarily as auxiliary distribution sites.
Slightly more autonomy may be shown when the owner/manager directs the opera-
tion of two or more geographically separated units. Some minor decisions
may bc made by the unit purcly because the owner/manager cannot physically
be at all units at the same time. When the owner establishes a separate "head-
quarters" to manage several units, autonomy of the units grows. He is relin-
quishing much of the day-to-day decision making and typically concentrates

on organizational management. Nearly total autonomy is achieved, as shown

Hpale M. Lewison and M. Wayne DecLozier, Retailing (Columbus, Ohio:
Charles E. Merrill, 1982).



Table 2

LEVEL OF SUPERVISION

Direct Supervision

2a]

a. [1-0 20| expansion as satellite units
2|

b. | 1 K—— 0 ————ﬂ pa | owner manages 2 geographically

separated "departments"

c. |l—0F—————————ﬂ 2 | separate unit closely supervised
by owner from original unit

d. | 0| owner supervision of units from
~J‘f’/;7<;\\\5>L_ "headquarters"
|_L | |_2_|
e. { 0 | separate entrepreneurially managed
P RN units with "bottom line'" returned
.~ Bl to owner

|1 | 2 |

we Nearly Total Autonomy

0 = owner
1 = {initial unit
2 = gadditional unit



in the final figure of Table 2, when the manager removes himsclf from the
operation of the units, with financial evaluation his major criterion of
performance,

The extent of supervision will be based, in part, on ownecr preferences
and talent, established management style, actual physical dispersion of the
units, the availability of maﬁagerial talent, the ability to transfer the
concept of the opecration to new management, and the ability to establish
workable information channels. Information gathering will of necessity have
to be formalized. No longer will the owner/manager bec able to informally
assess the market situdtion. Stock management information, consumer reactions,
and activities of the compctition will nced formal monitoring and planned
responses.

The third major component of the autonomy continuum is buying patterns.
If in organizational structure, buying and sclling functions have been sepa-
rated, then the autonomy of unit buying becomes a scparate decision. As shown
in Table 3, buying structures can take scveral forms. If the scale advantages
of expansion are to be gained, then some consolidation of buying is necessary.
On the other hand, with the maturity of many consumecr markets and the sub-
sequent need to adapt to each market, many firms are breaking up monolithic
corporate buying groups. Consolidated separate orders may thus provide the
optimum efficiencies.

Regardless of the position on thc autonomy continuum that the owner
expects to operate the ncwly expanded business, control of the total operation
will suddenly become much more complex. Previously nonexistent problems
will begin to appcar immediately. For cxample, since the owner obviously

cannot be present at more than one site at a time, measures must be developed



Table 3

BUYING PATTERNS

Total Consolidation of Buying

~

a. owner/ vendor
buyer

e

consolidated order —— vendor

b

o T
vendor

Individual Unit Buying

0 = owner
1 = 1initial unit
2 = additional unit

owner buys merchandise and
distributes to units

units consolidate separate
orders

each unit deals separately
with vendors



to asscss the performance of those who manage in his abscnce. Further, there
is thc ncw problem of interstore transactions. For instance, mecrchandise
may be shifted [rom storc-to-storc for purposes of mccting special orders or
to relicve overstocking.

In order to control a business, an index of performance must be decided
upon following which a standard must be developed against which the index
may be comparcd. With a one unit operation, a single measure, net income,
may well have been the only index needed. Net income or any of its trans-
formations (e.g., profit margin, return on assets, or return on equity) may
give the owner all the information desired for performance assessment. However,
even with only two units in operation the number of performance measures
required increases to four. For cach unit the performance of the manager as
well as the owner’s investment must be mcasured. It is important to recognize
that the same index will not serve to measure the performance of both manager
and owner’s investment. As Horngren!? states, "Many proponents of responsi-
bility accounting distinguish sharply betwcen the scgment (department, division,
store, motel) as an economic investment and the manager as a professional
decision maker. Managers frequently have little influence over many factors
that affect economic performance." The degree to which any one index does
not serve both purposes depends largely on the degree of decentralization
installed.

As the degree of decentralization increases, that is as movement progresses
away from the origin on the autonomy continuum, more and more costs become

controllable by the scgment manager. Costs are controllable when a given

12C. T. Horngren, Introduction to Management Accounting, 6th edition,
(Englewood Cliffs, N.J.: Prenticc Hall, Inc., 1984).
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manager has infllucnce in dccisions‘involving thosc costs. For cxample, if
the storc manager makes all of the advertising and promotion decisions for
his store, that manager may be held responsible for those costs. However,
thc manager may not be held responsible if, for cxample, all advertising and
promotional decisions arc- made by thec owner. As a manager is given more and
morc of a frce hand in decision making, monitoring his pcrforfnance becomes
proportionatcly more critical.

Given the increased evaluation requirements, a nced for a significantly
expanded set of accounting records is crcated. Specifically, dectailed records
for cach unit must be maintained in addition to thosc for the entire operation.
The implementation of a sound system for kecping subsidiary records requires
carcful planning, more planning than the owner would likely anticipate.

Four areas requiring spccial attention as the accounting system is being
prepared to handle financial data for the newly expanded business are subsidiary
reccord keeping, interstore transactions, adequacy of automated accounting
system, and the treatment of indirect costs.

If the performance of each unit as well as its manager arc to be evaluated,
subsidiary records must be maintained for each unit. Spccifically, the assets,
revenue and expenses directly traceable to each unit must be identifiable.
The assessment of each store ménager’s performance may best be made by com-
paring actual direct revenues and expenses with predetermined or budgeted
figures. Thus, the budget becomes the standard for controlling store manager
performance. Variances from budget figures become better indices of managerial
performance than, for cxample, a comparison of profit between stores. Such
interstore comparisons are invalidated by such unit differences as location

and length of operation. Further, budgets provide more realistic goals for

11



thec manager and thus arc morc likely to clicit desired behavior.

As suggested earlier, the owner will not only want to monitor manager
performance but the elficicncy with which his capital is being utilized as
well. For this type of measurement, each unit may be treated as an investment
center and as such subsidiary records of the investment in (or assets employed
by) each segment must be kept. For investment decisions, the owner will
continuously want to determine whether the investment in each unit is currently
yielding (or potentially will yield) a return greater than that of any alterna-
tive uses of his capital. Each unit’s contribution to overall profits (or
scgment margin) becomes an essential ingredient to this part of the performance
evaluation process. Segment contribution is measured as the difference between
a unit’s dircct revenue and direct expenses. Segment yield then relates
segment contribution to segment investment as a measure of profitability.
Segment margins arc also useful for making interperiod comparisons within
each store. For example, the owner may be intcrested in comparing first
quarter results of the current year with those of previous years as a means
of establishing trends.

Once in operation, a certain amount of interstore transactions will
surely take place. Il this activity is substantial, accurate records must
be maintained to insure no distortion of segment data. The most significant
of these transactions will normally relate to merchandise or inventory
transfers. The cost of inventory transferred from store-to-store to relieve
overstocking or to meect special orders must be accounted for and incorporated
into performance reports. Items of lc‘sscr significance relating to merchandise
transfers would be those customer transactions initiatcd at one location and

completed at another. These would include gift certificates purchased at

12



onc storc and redcemed at another or mcrchandise purchased at one store and
returned for credit at another. Additionally, other types of interstore
transactions are possible. For c¢xample, cmployces may routinecly split their
work schedule between two stores. It may be possible for the owners to assume
that all (or some) interstore activity will cancel out or at least have no
material affect on performance measures. Further. the cost of obtaining
this information may outweigh its benefits (e.g., better decisions). The
important point to be made here, though, is that this issue should at least
be addressed while planning the expansion.

Even if the current accounting system is not already automated, the
amount of postexpansion papcrwork will probably increcase to the degree that
an automated system will soon be installed. Assuming, however, an in-house
automated system is alrecady in placc,vthc owner must determine whether both
the ecxisting hardware and software is adcquate to handle the increased pro-
cessing requirements,

First, the owner will want to establish whether existing software is
capable of handling the departmental or segment data which will be generated
as input to the system. Likewise, the softwarc must be capable of genecrating
scgmented reports as system output. If the current system cannot handle
such data, software is available which can perform these tasks.!®

Second, at this point in the growth of the business, a perpetual inventory
system may now be warrantcd as a mcans of maintaining a competitive edge.
According to Stuart Gollin, Dircctor of Retail Consulting for Laventhol and

Horwath, a national accounting firm, "As soon as you have more than one store,

13"Buyers Guide," PC_Wecek (May 28, 1985), pp. 62-67.
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you should think of putting in point-of-sale terminals."  Such systems
are invaluable for ordering on a timely basis, producing periodic inventory
rcports and handling interstorc transactions as well. However, installing a
perpetual inventory system: will not only require additional software but
substantially incrcase the memory required for storing information. The
cost of upgrading the computer system hardware may be substantial. However,
as Herbert J. Kleinberger, Director of Retail Systems Consulting for Price
Waterhouse, states, "The development of less expensive computers and more
versatile software has now made automation, particularly inventory management,
available for businésses doing as little as $200,000 a year in sales."!®
Given these points, the assessment of the adequacy of the existing system
should not be a minor part of the pre-expansion planning.

With a one unit opcration, the owner would be accustomed to charging
all costs of operation against revenue in computing profit. This makes sensc
since all operating costs arc directly traceable to a single unit. With a
multi-unit operation, however, common costs beccome¢ a complicating issuc.
Common costs arc those costs incurred in bchalf of all segments of the firm.
These costs are only indirectly related to each unit and thus cannot be assigned
to them except on some arbitrary basis. Any such allocation may well distort
performance measures. Instead, the performance of each unit is more logically
based on its segment margin. As previously noted, a unit’s segment margin

is measured as the difference between the direct revenue and direct expenses

of that scgment. Common costs are appropriately charged only against the

M4y Bacas, "High Tech Power for Small Firms," Nation's Business (November
1985), pp. 72-75.

B51pid.
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firm’s total rcvenue in an overall performance analysis. It is the combined

segment margins for all units which contribute to covering the common costs

of the business. Any scgment with a positive margin is then helping to cover

costs which otherwisc would have to be absorbed by other units thereby reducing
overall profits. Thus, allocating common costs to -individual stores as sug-

gested by Sheth® can lead to dysfunctional decisions.

A brief example may clarify this point. Assume a new store has been
opened this year in a newly expanded business. Direct revenue and expenses
for the new as well as the old store arc exhibited in Table 4. Further it
may be noted that common costs of 60 are arbitrarily allocated one-half to
each store. These common costs may be assumed to be travel and promotion
expenses. Under this allocation scheme, it would appear that the new store
is losing money for the firm. However, a closer investigation reveals that,
if the new store is eliminated and the old store must absorb all of the common
costs of 60, a profit of 10 converts to a loss of 10. Thus, onc can sce the
importance of classifying costs as direct or indirect (common) and appropriately
using each in controlling the firm. Proper classification of expenses as
direct or indirect for performance evaluation purposes becomes an important
consideration in setting up the new accounting system.

The retailer who is considering expansion must, therefore, look beyond
the much quoted advantages of economies of scalc. A necessary component of
the expansion decision [ocuses on the question of how autonomously each unit
shall function. Autonomy of necessity includes decisions as to the imagc of

the separate units, the level of day-to-day supervision, and the extent of

16yagdish Sheth, "Emerging Trends for the Retailing Industry," Journal
of Retailing (1983, 59), pp. 6-18.
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Tablc 4

SUMMARY OF STORE PERFORMANCE
WITH FULL ALLOCATION OF COMMON COSTS

Total Old Store New Store
Sales Revenue 700 500 200
Direct Expenses 630 - 450 180
Segment Margin 70 50 20
Common Costs 60 _30 230
Profit _10 20 (10

integrated buying. These variables and such possible supporting variables
as: diversity of target market, vendor contact, location characteristics,
shared recciving and personnel policics; complicate the expansion process.

The expansion deccision will further place much hcavier demands on the
accounting system. In order to properly cvaluate performance and to control
the organization, accounting information nceds will incrcasc dramatically.
A major part of the pre-cxpansion planning process, then, should involve an
evaluation of the current system’s ability to handle the increased processing
requirements. A well conceived c¢xpansion plan will expose the potentially
disruptive hidden challenges and significantly improve the chances for a

smooth and successful transition to a multiple unit operation.

16
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