MGMT 480 – Ch #9

Learning Objectives:

1) To learn the strengths and limitations of using the BCG approach to evaluating diversified corporations. 

2) To learn what synergies are and how they affect the evaluation of a diversified corporation. 
The Portfolio Approach:   Portfolio approaches are for companies that are pursuing conglomerate differentiation strategies, where the businesses it owns are not related to one another.  Under this situation, resource sharing does not occur and all the various businesses operate independently of each other.  In effect, the company looks like a mutual fund.
1) The BCG Growth-Share Matrix.  This model has two dimensions, market growth rate, and market share.  Market growth is used as a proxy for potential long-term profits.  Market share is used as a proxy for the ability to increase profits by charging high prices due to customer domination.  This strategy functions by creating and using an internal financial network where cash-rich businesses transfer money to developing businesses that operate at scash deficits.  This enables the company to reduce its financial costs by decreasing/eliminating the use of new stock issues, bank loans, or bond issues.  The strength of this is that it may improve overall profits by developing financial efficiencies.  The weaknesses are: it becomes difficult to develop managerial talent that’s capable of overseeing the entire company because the individual businesses are too diverse, and when there are severe operating problems in a unit they can’t be aided by upper management because it lacks the knowledge about the operation/industry to correct problems.  There are four categories of companies in the matrix:
a) Dog – this is characterized by low growth and low market share.  This business operates at a cash deficit and is dependent on other units to prop it up with funding.  Here, the firm is hoping for new market growth.  If the unit’s market does not begin to grow, the usual prescription it to divest or liquidate the unit.

b) Question Mark – this is characterized by high growth and low market share.  This business operates at a cash deficit and is dependent on other units to prop it up with funding.  Here, the firm is hoping to increase its market share to improve its profits.  If the unit’s does not increase its market share, the usual prescription it to divest or liquidate the unit.

c) Star - this is characterized by high growth and high market share.  This business may operate at either a cash deficit or cash surplus.  If the market growth rate exceeds the units return on assets, the business unit will have a cash surplus.  If the market growth rate is less than the units return on assets, the business unit will have a cash deficit.  While the unit continues to operate in a growing industry, it will be constantly reinvesting its profits into funding asset growth.  If it fails to do so, it will probably decrease in profits because it can’t support its market shared.  

d) Cash Cow – this is the ultimate destination for a star.  Eventually the unit’s market slows down, decreasing the need to reinvest profits into the unit.  Instead, those profits can be invested into the corporation’s developing businesses: stars, question marks, and dogs.  Since cash cows are large, mature units, they can support numerous other developing businesses the corporation may have.
The Synergy Approach:  This is a tool for corporations pursuing a concentric diversification strategy.  Here, competitive advantages may be shared among business units, unlike where conglomerate strategies are pursued.  A synergy is the creation of new value/profit arising out of resource sharing by the various businesses in a multibusiness firm.
1) Capitalizing on core competencies.  This is where competitive advantages along the primary and support areas in the firm’s value chain can be shared by different businesses.
2) Sharing infrastructure and capabilities.  These are opportunities to improve efficiency and effectiveness on the basis of staff effectiveness/efficiency, or to share knowledge (capabilities).
3) Providing a relevant competitive advantage to the intended business.  New businesses are added when it has competitive advantages it can share with the its other business units.  Conversely, it will acquire businesses that can benefit from an infusion of competitive advantages from its other businesses.
4) Relatedness that makes the core competencies beneficial.  The better the fit of competitive advantages among the businesses, the greater the potential value creation (synergy).
5) Unique or difficult to recreate combination of core competencies.  This gets at durability of the synergy creation.  If it’s easy for competitors to achieve similar sharing/synergy creation, and more efficiently/effectively, then the firm may want to avoid pursuing such opportunities.
