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CHAPTER 10

Portfolio Analysis

he previous chapters dealt with strategy development for individual SBUS,
TDiffcl'an 5BU strategics must ultimately be judged from the viewpoint of
Lhe total organization before being implemented. In today's environment most
companies aperate with a variety of businesses, Even if a company is primarily
involved in a single broad business area, it may actually be operating in multi-
ple product/market segments. From a strategy angle, different products/
markets may constitute different businesses of a company because they have
different roles to play. This chapter is devoted to the analysis of the different
businesses of an organization so that each may be assigned the unique role for
which it is suited, thus maximizing long-term growth and earnings of the com-
pany.

Years ago Peler Drucker sugpested classifying products into six categories
that reveal the potential for future sales growth: tomorrow’s breadwinners, lo-
day’s breadwinners, products capable of becoming nel contributors if some-
thing drastic is done, yeslerday’s breadwinners, the “also rans,” and the fail-
ures. Drucker's classification provides an interesting scheme for determining
whether a company is developing enough new producls to ensure future
growth and profits,

I the past few years, the emphasis has shifted from product to business.
Usually a company discovers that some of its business unils are competitively
well placed, whereas others arc nol. Because resources, particularly cash resour-
ces, are limited, not all SBLIs can be treated alike, In this chapter three different
framewaorks are presented to enable management to sclect Lhe optimum combi-
nation of individual SBU strategies from a spectrum of possible alternatives and
opportunities open to the company, still satisfring the resource limitalions
within which the company must operate, The [rameworks may also be used at
the SBU level to review the strategic perspective of its different product/market
segmenls.

The first framework to be discussed, the product life cycle, is a Lool many
marketers have traditionally used lo formulate marketing strategies for differ-
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ent products, The second framework was developed by Lhe Boston Consulting
Croup and is commonly called the product portfolio approach. The third, the
multifactor portfolio approach, owes its development ta the General Electric
Company and McKinsey & Co.

PRODUCT LIFE CYCLE

Products tend to o through different stages, cach stage being alfected by dif-
ferent compelitive conditions.! These stages require different markeling strate-
gies at different limes if sales and profits are to be ciliciently realized. The
length of a product’s life cycle is in no way a fixed period of time. It can last from
weeks to years, depending on the type of producl. The discussion of the prod-
uct life cycle in most texts portrays the sales history of a typical product as
following an S-shaped curve. The curve is divided into four slages: introduc-
tion, growih, maturity, and decline. (Some authors include a fifth stage, satura-
tion.)

Not all products follow an S-shaped curve, Marketing scholars have identi-
fied varying product life cycle patterns. For example, Tellis and Crawtord? iden-
tify 17 product life cycle patterns, while Swan and Rink name 10.* Exhibil 10-]
conceptualizes a typical product life cycle curve, which shows the relationship
between profits and corresponding sales throughout a product’s life,

Introduction is the period during which initial market acceptance Is in
doubt; thus, it is a period of slow growth. Profits are almost nonexistent because
of high marketing and other expenses. Setbacks in the product’s development,
manufacture, and market introduction exact a heavy toll. Marketing strategy
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during this stage is based on different combinations of product, price, proma-
tion, and distribution. For example, price and promolion variables may be com-
bined to generate the following strategy allernatives; (a) high price/high promo-
tion, (b} high price/low promotion, (¢} low pricefheavy promotion, and (d) low
priceflow promaotion,

Survivors of the introduction stage enjoy a period of rapid growth. During
this growth period, there is substantial profit improvement. Strategy in this
stage takes Lhe following shape: (a) product improvemenl, addition of new fea-
Lures and madels; (b) development of new market segments; (0] addition of new
channels; (d) selective demand stimulation; and (&) price reductions to vie for
rew customers.

During the next stage, maturity, there is inlense rivalry for a mature market,
Efforts may be limited to allracling a new population, leading to a proliferalion
of sizes, colors, altachments, and other product variants, Ballling to retain the
company”s share, each marketer steps up persuasive advertising, opens new
channels of distribution, and grants price concessions. Unless new competilors
are obstructed by palents or other barriers, entry is easy. Thus, maturity is a
period when sales prowth slows down and profits peak and then start to de-
cline,

Strategy in Lhe maturity stage comprises the following steps: (a) search for
new markets and new and varied uses for the product, (b) improvement of
praduct quality through changes in features and style, and (c) new marketing
mix perspectives. For the leader firm, (c) may mean introducing an innovative
product, fortifying the market through multibrand strategy, or engaging in a
price-promotion war against the weaker members of the industry; the non-
leader may seek a differential advantage, finding a niche in the market through
either product or promaotional variables,

Finally, there is the decline period. Though sales and profits continue their
downward trend, the declining product is not necessarily unprofitable. Some of
the competition may have left the market by this stage. Customers who remain
committed to the product may be willing lo use standard maodels, pay higher
prices, and buy at selected oullets, Promotional expenses can also be reduced.

An important consideration in strategy determination in the decline stage
is exit barrier. Fven when it appears appropriate to leave the industry, there
may be one or more barriers Lo prevent easy exit. For example, there may be
durable and specialized assets peculiar to the business that have little value
oulsige the business; the cost of exit may be prohibitive because of labor settle-
ment costs or contingent liabililies for land use; there may be managerial resist-
ance; the business may be important in zaining access to financial markets;
quitting the business may have a negative impact on other businesses in the
company; or there may be governmenl pressure to continue in the business, a
situation that a mullinational corporation may face, particularly in developing
counlriess

Overall, in the decline stage, the choice of a specific alternative strategy is
based on the business’s strengths and weaknesses and the attractiveness of the
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industry to the company. The following alternative stralegies appear appro-
priate:

L. Increasing the fivm's investment (ko daminate ar pet a good competitive
position)
2, Holding the firm's investment level until the uncertainties ahout the ndustry
are vesolved
. Decreasing the firm's investment posture seleclively by sloughing oft
unpromising customer groups, while simultaneously strengthening the firm’s
investment posture within the lucrative niches of enduring customer demand
4, Harvesting (or milking) the finn’s investment to recover cash quickly, regardless
of the resulling investment posture.
5 Divesting the business quickly by dispusing of its assels as advantageously as
possible.®

e

In summary, in the introduction stage, the choices are primarily with what
force to enter the market and whether to target a relatively narrow segment of
customers or a broader customer group. In the growth stage, the choices appear
lo be to fortify and consolidate previously established markel posilions or to
develop new primary demand, Developing new primary demand may be ac-
complished by a variety of means, including developing new applications, ex-
tending geographic coverage, trading down to previously untapped consumer
groups, or adding relaled products. In the late growth and early maturity
stages, the choices lie among various alternalives lor achieving a larger share of
the existing market. This may involve product improvement, producl line ex-
tension, finer positioning of the product line, a shift from breadth of offering to
in-depth focus, invading the markel of a competitor that has invaded one’s own
market, or cutting out some of the “frills” associated with the product to appeal
better to cerlain classes of customers, In the maturity stage, market positions
have become established and the primary emphasis is on nose-to-nose competi-
lion in various segments of the market, This type of close compelilion may take
the form of price competition, minor feature competition, or promutional com-
petition. In the decline stage the choices are to continue current product!
market perspectives as is, to continue selectively, or Lo divesl.

Exhibit 10-2 identifies the characteristics, marketing objectives, and markel-
ing strategies of each stage of the 5-shaped product life cycle. The characteris-
tics help locate products on the curve. The objectives and strategies indicate
what markeling perspective is relevant in each stage. Actual choice of strategies
restsson the objective set for the product, the nature of the product, and envi-
ronmental influences operating at the time, For example, in the introductory
slage, if a new product is launched without any competition and the lirm has
spent huge amounts of moncy on research and development, the firm may
pursue a high price/low promation strategy (i, skim the cream off the top of
Lhe market). As the product gets established and enters the growlh slage, the
price may be cut Lo bring new segments into the fold —the strategic perspective
Texas Instruments used for its digital watches.
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sugree: Philip Kotler, Markehing Management: Anelyzis, Plannine and Conbrol, 7th Ed,, # 1941, p. 365, leprinted by permission of

Frentice-Hall, Inc, Englewood Clitts, M.],
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Product Life Cycle
Conltroversy

On the other hand, i a product is introeduced into a market where there is
already a well-established brand, the firm may follow a high price/high promo-
tion stratepy. Seiko, for example, introduced its digital watch among well-lo-da
buyers with a high price and heavy promotion without any intention of com-
peling against Texas Instruments head on.

Of the four stages, the maturity stage of the life cycle offers the greatest
opportunity to shape the duration of a product’s life cycle. These critical ques-
tions musl be answered: Why have sales tapered off? Has the product ap-
proached obsolescence because of a superior substitute or because of a funda-
mental change in consumer needs? Can obsolescence be attributed to
management’s failure to identily and reach the right consumer needs or has a
competitor done a better marketing job? Answers to these questions are crucial
if an appropriate strategy is to be employed to strenglhen the product’s posi-
tion. For example, the product may be redirected on a growth path through
repackaging, physical modification, repricing, appeals to new users, the addi-
tion of new distribution channels, or the use of some combination of marketing
stralegy changes. The choice of a right strategy at the maturity stage can be
extremely benefivial, since a successfully revitalized product offers a higher re-
turn on management time and funds invested than does a new product.

This point may be illustrated with reference to a Du Pont product, Lycra,
a superstretching polymer invented in its labs in 1959, A little mere than 30
years after its humble starl as an ingredient for girdles, demand for Lycra is
cxploding so fast that the company has to allocate sales of the fiber. The prod-
uct's success may be directly attributed to a shrewd marketing stralegy, ini-
tiated during the maturity stage, that allowed Lycra’s ase to expand steadily,
trom bathing suits in the 1970s to cycling pants and aerobic ountfits in the 1980s.
Teenagers were lured to it and use it in their everyday fashion wardrobes,
Avant-garde designers picked up on the trend, using Lycra in new, body-hug-
ging designs. Now, Lhis distinctly unnatural fiber is part of the fashion main-
stream. Du Pont’y marketing stratepy has paid off well, A recent study showed
that consumers would pay 20 percent more for a wool-Lycra skirt than for an
all-wool version.t

The product life cycle is a useful concept that may be an important aid in mar-
keting planning and strategy. A concept familiar to most marketers, it is given a
prominent place in every marketing textbook. Its use in practice remains lim-
iled, however, partly because of the lack of normative models available for its
application and partly because of the vast amount of data needed for and the
level of subjectivity involved in its use. As a matter of fact, the product life cycle
concepl has many times been criticized for its lack of relevance to businesspeo-
ple. Years apo Buzzell remarked: “There is very little empirical evidence to show
how the life cycles operate and how Lhey are related to competition and mar-
keling strategy.”” A few years ago, Dhalla and Yuspeh challenged the whole
concept of the product life cycle. They contend that the product life cycle has
led many companies to make costly mistalkes and pass up promising opportumi-
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ties? Such criticism of the product life cycle may be attributed to the lack of a
research base on the subject, As Levitt has observed:

Most alert and thoughtful senior markeling cxcculives are by now familiar wilh the
concept of the product lite cycle. ven a handtul of uniquely cosmaopaolitan and up-
tu-date corporate presidents have familinrized themselves with this tantalizing con-
cepl, Yel a recent survey [ look of such executives found none who used the concept
in any strategic way whatever and pitifully few who used it in any kind of tactical
way. [t has remained—as have so many fascinating theories in coonomics, physics,
and sex a remarkably durable but almaost totally unemployed and seemingly un-
employable piece of professional baggage whose presence in the rhetoric of profes-
sional discussions adds a much-coveled but apparently unattainable legitimacy Lo
the idea that marketing management is somehow a profession. The concept of the
product life cyele is today at about the stage that the Copernican view of the uni-
verse was 300 years ago: A lot of people know about it, but hardly anybody seems to
use it in any effective ar productive way?

While Levitt's criticism is very penetrating, many academicians and practi-
tioners feel that, even in its present stage of development, the product life cycle
has proved to be remarkably durable becausce il has been valuable to these who
know how to use it. Smallwood claims that

the product life cycle is a useful concept. 1t is the equivalent of the periadic table ot
the elements in the physical sciences. The maturation of production technology and
product configuration along with markeling programs proceeds in an orderly,
somewhat predictable course aver time with the merchandising nature and market-
ing environment noticeably similar between products that are in the same stage of
theeir life eycle Tts use as a concept in [orecasling, pricing, advertising, product plan
ning, and other aspects of marketing management can make it a valuable concept,
although considerable amounts of judgment must be used in its application.™

One caulion that is in order when using Lhe product lile cyele is lo keep in
mind that not all products follow the typical life cycle pattern. According to
Kotler, the same product may be viewed in different ways: as a brand (Pepsi
Light}, as a product form (diel cola), and as a product category (cola drink), Tor
example, Among these, the product life cyele concept is most relevant for prod-
uct forms. 't Further, in recent vears, research on the subject has provided new
and interesting insights that should help in ils continued refinement.™ For ex-
ample, Tellis and Crawford suggest that praodocts, influenced by market dy-
namics, managetial creativity, and povernment intervention, are in a state of
constant evolution in the direction of greater efficiency, greater complexity,
and preater diversity. The five stages in this evolulionary process, which the
authors call the product evolutionary cycle (PEC), are as follows:

L. Divergence b the stact of @ new product Lype (eg, TV] This term is
suggested because most often a praduct is not an entirely new concept but a
muodification or combination of existing products and technologies, 1t s a
divergenee {rom a line of product evolution, Thus TV may be considerad an
evolutionary divergence from the radin and the maotion picture,
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Locating Products in
Their Life Cycles

i

5.

Development . . . is the pattern where a new product's sales increase rapidly
and the product is increasingly adapted to suil consumer needs best. Thus in
the ‘508, TV sales increascd rapidly accompanied by frequent product improve-
ments,

. Ditterentiation . . . is the pattern thal occurs when a highly successful product

is differentiated to suit varying consumer interests, More recently TV's are avail-
able as black and white, color, portable, and console sets, and variation has ex-
tended to CRTs, rear-projection screens, home computers, and videodiscs.

. Stabilieation . . . is a pattern characterized by few and minor changes in the

product category, but numerous changes in packaging, service deals, produrt
accessories, and stable or fluctuating sales. Black and white television was in
stabilization for years prior to differentiation into porlable sets and the other
uses mentioned above,

Demise ., . occurs when a product tails to meet consumer expectations or can
no longer satisty changes in consumer demand. Sales decline and the product is
ultimately discontinued.”

Following this framewaork, the growth of a product is to some extent a func-
tion of the stratepy being pursued. Thus, a product is not necessarily predes-
tined Lo mature, as propounded by the traditional concept of product life eycle,
but can be kept profitable by proper adaptation to the evolving market environ-

ment,

The easiest way Lo locale a product in its life cycle is to study its past perfor
mance, competitive history, and current position and to match this information
with the characteristics of a particular stage of Lhe life cycle, Analysis of past
performance of the product includes examination of the following:

1.
2
3.

4.
<3

Sales growth progression sinee inlroduction

Any design problems and technical bugs that need to be sorted out

Sales and profit history of allied products (those similar in general character or
function as well as direcily competitive products)

Number of years the product has been on the market

Casualty history of similar products in the pasl

The review of competition focuses on

e

1 o

. Profit history
. Ease with which other firms can get into the business

Extent of initial investment needed to enter the business
Number of competitors and their strength
Mumber of competitors that have left the industry

. Life cycle of the industry
_ Critical factors for success in the business

In addition, current perspectives may be reviewed to gauge whether sales
are on the upswing, have leveled out for the last couple of years, or are head-
ing down; whether any competitive producls are moving up to replace the prod-
uct under consideration; whether customers are becoming more demanding
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vis-a-vis price, service, or special features; whether additional sales efforts are
necessary to keep the sales poing up; and whether it is becoming harder to sign
up dealers and distributors,

This information on the product may be related to the characteristics of
different stages of the product life cycle as discussed above; the product per-
spectives that match the product life cycle indicate the position of the product in
its life cycle. Needless to say, the whole process is highly qualitative in nature,
and managerial intuition and judgment bear heavily on the final placement of
the product in its life cycle. As a matter of fact, making the appropriate assump-
tions about the types of information described here can be used to construct a
maodel to predict the industry volume of a newly introduced product through
each stage of the product life cycle

A slightly different approach [or locating a product in its life is to use past
accounting information for the purpose. Listed below are the sleps thal may be
[ollowed to position a product in its life cycle:

1.

Develop historical trend information for a period of three to five years (longer
tor sarme products). Data included should be unit and dollar sales, profil
marging, total profit contribulion, return on invested capital, market share, and
prices.

. Check recent trends in the number and nature of compelitors, number and

market share rankings of competing products and their quality and
performance advantages, shifts in distribution channels, and relative
advantages enjoyed by products in each channel,

. Analyze developments in short-term competitive tactics, such as competitors’

recent announcements of new products or plans for expanding production
Capcity,

. (Obtain (or update) histarical information om the life cycle of similar or reluted

products.

. Project sales [or the product over the next three to five years, based on all

intormation gathered, and estimate an incremental profit ratio for the product
during each of these yvears {Lhe ratio of total direct costs—manutacturing,
advertising, product development, sales, distribution, ete.—to pretax profits),
Expressed as a ratio (eg, 48 to L or 6,3 to 1), this measure indicates the number
of dollurs reguired to generale each additional dollar of profit. The ratio
typically impraves (hecomes lower) as the product enters its growth period,
begms to deteriorate (rise} as the producl approaches maturity, and climbs more
sharply as it reaches obsolescence,

. Estimate the number of profitable years remaining in the product’s life cycle

and, based vn all information at hand, fix Lthe product’s position on its life cvele
curve: (a) introduction, (b) early or late growth, (c) early or late maturity, or ()
eatly ar late decline,

The current positions of different products in the product life cycle may be
delermined by following the procedure described above, and the net resulls
(i.ee, the cash flow and profitabilily) of these positions may be computed, Simi-
lar analyses may be performed for a future period. The difference between
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current and future positions indicates what results management may expect if
no strategic changes are made, These results may be compared with corporate
expectations lo delermine the gap. The gap can be filled either by making stra-
tegic changes to extend the life cycle of a product or by bringing in new prod-
ucts through research and development or acquisition, This procedure may be
put into operation by following Lhese steps:

1. Determine what percentage of the company’s sales and profits fall within each
phase of the produoct life cycle, These percentages indicate the present life
cycle (sales) profile and the present profit profile of the company’s current
ling.

. Caleulate changes in life eyele and profit profiles over the past five years and
project these profiles over the next five years,

3. Develop a target life cycle profile for the company and measure the company’s
present life cycle profile against it, The target profile, vstablished by marketing
management, specities the desirable share of company sales that should fall
within cach phase of the product life cycle. It can be determined by industry
absolescence trends, the pace of new product introductions in {he field, the
average length of product lite cycles in the company’s line, and top
management’s objectives for growth and profitability. As a rule, the target
profile for growth-minded companies whose life cvcles tend to be short call for
a high propartion of sales in introductory and prowth phases.

-

With these steps completed, management can assign priorilics to such func
tiens as new product development, acquisition, and product line pruning,
based on the discrepancies between the company's target profile and its pres-
ent life cycle profile. Once corporate effort has been broadly allocated in this
way among products at various stages of their life cycles, marketing plans can
be detailed for individual product Enes.

PORTFOLIO MATRIX

A good planning system must guide the development of strategic alternatives
[or cach of the company’s current businesses and new business possibilities, It
must also provide for management’s review of these strategic alternatives and
tor corresponding resource allocation decisions. The resull is a set of approved
business plans that, taken as a whole, represent the direction of the firm, This
process starts with, and its success is larpely determined by, the creation of
sound strategic alternatives,

The lop management of a multibusiness firm cannot generate these stra-
tegic alternatives. It must rely on the manapers of its business ventures and on
its corporate development personnel. However, top management can and
should establish a conceptual framework within which these alternatives can be
developed. One such framework is the portfolio matrix associated with the Bos-
ton Consulting Group (BCG). Briefly, the portfolio matrix is uscd Lo establish
the best mix of businesses in order to maximize the long-term earnings growth
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of the firm. The portfolio matrix represents a real advance in strategic planning
in several ways:

= Il encourages top management Lo evaluate the prospects of gach of the company s
businesses individually and to set tailored abjectives for each business based on
the contribution it can realistically make to corpurate goals.

= 1t stimulates the use of externally focused empirical data Lo supplement manage-
rial judgment in evaluating the potential of a particular business,

= T explicitly raiscs the issue of cash flow balancing as management plans for expans
sion and prowth,

= It gives managers a potent new tool for analyzing competitors and for predicting
compelitive responses Lo slralegic moves,

+ It provides not just a financial but a strategic context for evaluating acquisitions
ard divestitures, 1

As a consequence of these benefits, the widespread application of the port-
felio matrix approach to corporate planning has sounded the death knell for
planning by exhortation, the kind of strategic planning that sets uniform finan-
cial performance goals across an entire company 15 percent growth in earn-
ings or 13 percent relurn on equily—and then expects each business to mest
thase poals year in and year out, The portfolio matrix approach has given top
management the tools to evaluate each business in the context of both its envi-
ronment and its unigque conlribulion to the goals of the company as a whole and
tor weigh the entire array of business opportunities available to the company
against the financial resources required to support them.

The portfolio matrix concept addresses the issue of the potential value of a
particular business for the firm. This value has two variables: first, the potential
for grenerating attractive earnings levels now; second, the potential for prowth
or, in other words, for significantly increased earnings levels in the luture, The
portfolio matrix concept holds that these two variables can be quantified. Cur-
rent earnings potential is measured by comparing the market position of the
business to that of its competitors. Empirical studies have shown that profitabil-
ity is directly determined by relative market share. There are some types of
businesses, however, in which the economies do not respond significantly to
scale and other factors are important determinants of return, In such cases, the
lerminology for the earnings pelential yardstick may be changed from markel
share to market leadership.

Growth potential is measured by the growth rate of the market segment in
which the business competes. Clearly, if the segment is in the decline stage ol ils
life cycle, the only way the business can increase its market share is by taking
volume away from competitors. Although this is sometimes possible and eco-
nomically desirable, it is usually expensive, leads to destructive pricing and ero-
sion of profitability for all competitors, and ultimately resuolts in a market that is
ill served, On the other hand, if a market is in its rapid growth stage, the busi-
ness can gain share by preempting the incremental growth in the market. 5o if
these twa dimensions of value are arrayed in matrix form, we have the basis {or
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a business classification scheme, This is essentially what the Boston Consulting
Group portfolio matrix is. Each of the four business categories tends to have
specific characteristics associatled with il. The two guadrants corresponding to
high market leadership have current earnings potential, and the two corre-
sponding to high market growth have growth potential.

Exhibit 10-3 shows a matrix with its two sides labeled product sales growth
rate and relative market share. The area of each circle represents dollar sales.
The market share position of each circle is determined by its horizontal posi-
tion. Lach circle’s product sales growth rate (corrected for inflation) in the
markel in which il compeles is shown by its vertical position,

With regard to the twir axes of the matrix, relative market share is plotted on
a logarithmic scale in order to be consistent with the experience curve effect,
which implies that profit margin or rale of cash generation differences between
two competitors tends to be proportiomate to the ratio of their competitive
positions, & linear axis is used for growth, for which the most generally useful
measure is volume growth of the business concerned; in general, rates of cash
use should be directly proportional to growth.

EXHIBIT 10-3
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The lines dividing the matrix into four quadrants are arbitrary, Usually high
growth is taken to include all businesses growing in excess of 10 percent annu-
ally in velume. The line separating areas of high and low relative competitive
position is set at 1.0.

The importance of growth variables for strategy development is based on
twor factors, First, growth is a major influence in reducing cost because it is
easier to gain experience or build market share in a prowth market than in a
low-growth situation. Second, growth provides opportunity for investment.
The relative market share affects the rate at which a business will generate cash,
The stronger the relative market share position of a product, the higher the
marging it will have because of the scale effect,

Using the two dimensions discussed here one can classify businesses and prod-
ucts into four categories (see Exhibit 10-4), Businesses in each category exhibit
different financial characteristics and offer dilferenl stralegic choices.

Stars, lligh-growth market leaders are called stars. They generate large
amounts of casly, bul the cash they generate [rom earnings and depreciation is
mure than uffset by the cash that muost be put back in the form of capital expen-
ditures and Increased working capital. Such heavy reinvestment is necessary to
fund the capacity increases and inventory and receivable investment that go
along with market share gains, Thus, star products represent praobably Lhe best
profit opportunity available to a company, and their competitive position must
be maintained. If a star’s share is allowed to slip because the star has been used
to provide large amounts of cash in the shorl run or because of cutbacks in

EXHIBIT 10-4
Matriv (uadvants

Relative Market Share
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investment and rising prices {(creating an umbrella for competitors), the star will
ultimately become a dog.

The ultimate value of any product or service is reflected in the stream of
cash it generates net of its own reinvestment. For a star, this stream of cash lies
in the future, sometimes in the distant future, To oblain real value, the siream of
cash must be discounted back to the present at a rate equal to the return on
alternative opportunities. It is the future payoff of the star that counts, not the
present reported profit. For GE, the plastics business is a star in which it keeps
investing. As a matter of fact, the company even acquired Thomson's plastics
operations (a French company) to further strengthen its position in the busi-
ness,

Cash Cows. Cash cows arc characterized by low growth and high market
share, They are net providers of cash. Their high earnings, coupled with their
deptreciation, represent high cash inflows, and they need very little in the way
of reinvestment. Thus, these businesses generate large cash surpluses that help
ta pay dividends and interest, provide debt capacity, supply funds for research
and development, meet overheads, and also make cash available for investment
in other products. Thus, cash cows are Lhe [oundation on which everything else
depends. These products must be protected, Technically speaking, a cash cow
has a return on assets that exceeds its growth rate, Only if this is true will the
cash cow generate more cash than it uses. For NCR Company, the mechanical
cash register business is a cash cow, The company still maintains a dominant
share of this business even though growth since the introduction of electronic
cash registers has slowed down. The company uses the surplus cash from its
mechanical cash registers to develop electronic machines with a view to creat-
ing a new star. Likewise, the tire business can be categorized as a cash cow for
Goodyear Tire and Rubber Company. The tire industry is characterized by slow
market growth, and Goodycar has a major share of the market.

Question Marks. Products in a growth market with a low share are catego-
rized as question marks. Because of growtl, these products require more cash
lhan Lhey are able to generate on their own. If nothing is done to increase
market share, a question mark will simply absorb large amounts of cash in the
short run and later, as the growth slows down, become a dog. Thus, unless
something is dene to change its perspective, a question mark remains a cash
loser throughout its existence and ultimately becomes a cash trap.

What can be done to make a question mark more viable? One alternative is
to gain share increases for it. Because the business is growing, it can be funded
to dominance. It may then become a star and later, when growth slows down, a
cash cow. This strategy is a costly one in the short run. An abundance of cash
must be poured into a question mark in order for it to win a major share of the
market, but in the long run, this strategy is the only way to develop a sound
business from the question mark stage. Another strategy is lo divesl the busi-
ness, Cutright sale is the most desirable alternative. But if this does not work
oul, a firm decision must be made not to invest further in the business, The
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business must simply be allowed to generate whatever cash it can while none is
reinvested,

When Joseph E. Seagram and Sons bought Tropicana from Beatrice Co. in
1988, it was a question mark. The product had been trailing behind Coke’s Min-
ute Maid and was losing ground to Procter and Gamble’s new entry in the field,
Citrus Hill. Since then, Seagram has invested heavily in Tropicana to develop it
into a star product. Afler jusl two years, Tropicana has emerged as a leader in
the not-from-concentrate orange juice market, far ahead of Minute Maid, and
has been trying to make inroads in other segments 14

Dogs, Products with low market share positioned in low-growth situ-
ations are called dogs. Their poor competitive position condemns them te poor
profits. Because growth is low, dogs have little potential for gaining sufficient
share ta achieve viable cost positions. Usually they are net users of cash. Their
earnings are low, and the reinvestment required just to keep the business lo-
gether eats cash inflow. The business, therefore, becomes a cash trap that is
likely to regularly absorb cash unless further investment is rigorously avoided.
An alternative is to convert dogs into cash, if there is an opportunity to do so.
GE’s consumer electronics business had been in the dog category, maintaining
only a small percentage of the available market in a period of slow growth,
when the company decided ta unload the business {(including the RCA brand
acquired in lale 1985) to Thomson, France's state-owned leading electronics
manufachurer,

Exhibit 10-5 summarizes the investment, earning, and cash [low characteris
lics of stars, cash cows, question marks, and dogs. Also shown are viable stral-
ey alternatives for products in each category.

In a typical company, products could be scattered in all four quadrants of the
portiolio matrix. The appropriate strategy for products in each cell is given
briefly in Exhibit 10-5. The first goal of a company should be to secure a position
with cash cows but to guard against the frequent temptation to reinvest in them
excessively. The cash generated from cash cows should first be used Lo support
those stars that are not self-sustaining. Surplus cash may then be used Lo [i-
nance selected question marks lo dominance, Any question mark that cannot
be funded should be divested. A dug may be restored Lo a position of viability
by shrewdly segmenting the market; that is, by ratiomalizing and specializing
the business into a small niche thal the product may dominate, If this is not
practical, a firm should manage the dog for cash; it should cul off all investment
in the business and liquidate it when an opportunity develops.

Exhibit 10-6 shows the consequences of an incorrect strategic move, 1f a
question mark is given adequate support, it may become a slar and ultimately a
cash cow (success sequence). On the other hand, if a star is not appropriately
funded, it may become a guestion mark and finally a dog (disaster sequence).
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EXHIEBIT 10-5

Characleristics and Strategy Implicalions of Products in the Sirategy Quadrants

lrmoesbment Ferning Cash Flone Stratemy
Qumdrant Charcleristics o Characteristics Characlerislics Triplicabion
Slars —Continual expendilures Low te high  MNegative cash flow Caontinue to increase market
tor capacity expansion (net cash user) share, il necessary at the ex-
—Pipeline filing with cash pense of short-term earnings
Cash cows  —Caparity maintenance High Pogitive cash Flow Maintain share and leadership
expenditures {net cash contributur)  until further investment be-
comes marginal
(uestion  —Heavy initial capacity Negative to MNegative cash flow Assess chances of dominating
marks expenditures Lo {net cash user) segment: if good, go after
—Hieh research and share; if had, redefine husi-
development costs ness or withdraw
Dogs Cradually deplete capacity High to low  Positive cash flow Plan an arderly withdrawal so
{net cash contributort  as to maximize cash flow
Top management needs to answer two strategic questions: (a) How promis-
ing is the current set of businesses with respect to long-term return and
growth? (b) Which businesses should be developed? maintained as is? liqui-
dated? Following Lhe portiolic maltrix approach, a company needs a cash-hal-
anced portfolio of businesses; that is, it needs cash cows and dogs to throw off
sufficient cash to fund stars and question marks. It needs an ample supply of
question marks lo ensure long-lerm growlh and businesses with return levels
appropriate to their matrix position. In response to the second question, capital
budgeting theory requires the lining up of capital project proposals, assessmenl
of incremental cash {lows attributable to each project, computation of dis-
counted rate of return on each, and approval of the project with the highest rate
of return until available funds are exhausted, But the capital budgeting ap-
proach misses the strategic content; that is, it ignores questions of how to vali-
date assumptions about volume, price, cost, and investment and how to elimi-
nate natural biases. This problem is solved by the portfolio matrix approach,
Portfolio Matrix and | The product portfolio matrix approach propounded by the Boston Consulting

Product Life Cyele

Group may be related to the product life cycle by letting the introduction stage
begin in the gueslion mark quadrant; growth starts toward the end of this
guadrant and continues well into the star quadrant. Going down from the star
to the cash cow quadrant, the maturity stage begins. Decline is positioned be-
tween the cash cow and the dog quadrants (see Exhibit 10-7). Ideally a company
should enter the product/market segment in its introduction stage, sain market
share in the growth stage, attain a position of dominance when the product/
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EXHIBIT 10-6
Product Porifolio Matriv: Strategic Consequences

Market Share
High (1

.1 ? :
High | <4 :

Growth

(a) Buccess Sequence

Markel Share
High Lo
* ? :
High -
Growth — |
$ % =
Lovw - £

(b} Disastar Saquance

Sopree: Bruce 1 Henderson, “The Froduct Fortlfolio™ (Boston: The Toston Consulting Group, Inc,
1970). Perspectives Mo, 66, Reprinted by permission,

markel segment enters its maturity stage, maintain this dominant position until
the product/market segment enters its decline stage, and then determine the
optimum point for liquidation.!?

Balanced and | Exhibit 10-8 is an example of a balanced portfolio. With three cash cows, this
Unbalanced | company is well positioned with stars to provide growth and to yield high cash
Portfolins | returns in the future when they mature. The company has four question marks,
two of which present rood opportunities to emerge as slars al an investment
level that the cash cows should be able to support (based on the area of the
cireles). The company does have dogs, but they can be manapged to avoid drain

on cash resources.



PART FOUIR. Strategy Formulalion |

EXHIBIT 10-7
Relationship belween Product Portfolin Matrix and Product Life Cycle I

Relative Market Share

High Low
Girowth
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Malurily
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.-‘*ﬁ.. 1
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[nbalanced portfolios may be classified into four types:

1. Tou many losers (due to inadequate cash flow, inadeguate profits, and
inadequate arowth)

2. Too many question marks (due Lo inadequate cash flow and inadequate profits)

3. Too many profit producers (due toinadequate growth and excessive cash flow)

4 Too many developing winnors (due to excessive cash demands, excessive
demands on management, and unstable growth and profits)

Fxhibit 10-9 illustrates an unbalanced portfolio, The company has just one cash
cow, three queslion marks, and no stars. Thus, the cash base of the company is
inadequate and cannot suppart the question marks. The company may allocate
available cash among all question marks in equal proportion. Dogs may also be
given occasional cash nourishment, If the company continues its current strat-
egy, it may find itself in a dangerous position in five years, particularly when
the cash cow moves closer lo becoming a dog. To take corrective aclion, the
company must face the fact that it cannot support all its guestion marks. [t must
choese one or maybe two of its three question marks and fund them adequately
to make them stars. In addition, disbursement of cash in dogs should be totally

A
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EXHIBIT 10-8
Mustration of « Balanced Fortfolio
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Relative Market Share

prohibited. In brief, the strategic choice for the company, considered in portio-
lio terms, is obvious, It cannot fund all question marks and dogs equally,

The portfolio matrix focuses on the real fundamentals of businesses and
their relationships to each other within the portfolio. It is not possible to de-
velop effective strategy in a multiproduct, multimarket company without con-
sidering the mutual relationships of different businesses.

The portfclio malrix approach provides for the simultaneous comparison of
different products, It also nnderlines the importance of cash flow as a strategic
variable. Thus, when continuous long-term growth in earnings is the objective,
il is necessary Lo idenlily high-growlh preduct/markel segments early, develop
businesses, and preempt the growth in these segments, [f necessary, short-term
profitability in these segments may be forgone to ensure achievement of the
dominant share. Costs must be managed to meel scale-eliccl standards. The
apprapriate point at which to shift from an earnings focus to a cash flow focus
must be determined and a liquidation plan for cash flow maximization estab-
lished. A cash-balanced mix of businesses should be maintained.

Many companies worldwide have used the portfolio matrix approach in
their strategic planning. The first company to use this approach was the Norton
Company, which began employing the concept in the late 1960s. Since then,
many large corporations have reported following it, among them Mead, Borg-
Warner, Eatom, and Monsantao.
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EXHIELT 10-9

IMhestration of an Unbalunced Portfoliv
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The portlolio matrix approach, however, is not a panacea for strategy devel-
opment. In reality, many difficulties limit the workability of this approach, Some
potential mistakes associated with the porllolio matrix concept are

. Owverinvesting in low-grawth segments (lack of objectivily and “hard” analysis)

» Underinvesting in high-growth segments (lack of guts)

. Misjudging the segment growth rate [poor market research)

. Mot achieving market share (because of improper market stralegy, sales
capabilities, or promotion)

. Losing cost effectiveness (lack of operating talent and control system)

. Mot uncovering emerging high-growth segments (lack of corporate

development effort)
7. Unbalanced business mix (lack of planning and financial resources)

E

on

Thus, the portiolio matrix approach shoild be used with great care,

MULTIFACTOR PORTFOLIO MATRIX

The two-factor portfolio matrix discussed above provides a useful approach for
reviewing the roles of different products in a campany. Generally, however, the
growth rate-relative market share matrix approach leads to many difficulties. At
times, factors other than market sharc and growth rate bear heavily on cash flow,
Lhe mainstay of this approach. Some managers may consider return on invest-
ment a more suitable criterion than cash flow for making investment decisions.
Further, the two-factor portfolio matrix approach does not address major in-
vestment decisions between dissimilar businesses. These difficulties can lead a
company into too many traps and errors. For this reason many companies (such
as GL and the Shell Group) have developed the mullifactor portfolio approach.
Exhibit 10-10 illustrates the GE matrix. Tts two dimensions, industry attrac-
tiveness and business strengths, are based on a variety of factors, It is this mul-
tifactor characteristic that differentiates this approach from the one discussed
in the previous section. In its early attempts with the portfolio matrix, GE used
the criteria and measures shown in Exhibit 10-11 to determirnie industry attrac-
tiveness and business strengths 18 These criteria and measures are only sugges-
tions; another company may adoplt a different list. For example, GE later added
cyclicality as a criterion under industry attractiveness. The measure of relative
profitability, as shown in the exhibit, was used for the first time in 1985.
Rothschild recommends considering the following factors in measuring
both "industry environment” {industry attractiveness) and “our position”
{business strengths): market, competition, financial and economic factors, tech-
nological factors, sociopolitical factors, and overall factors. Each factor may be
Lreated equally or assigned a different weight 1? Exhibits 10-12 and 10-13 illus-
trate how factors may be weighed and how a final industry attractiveness and
business strengths score may be computed. Management may establish cutoff
points for high, medium, and low industry attractivensss and competitive posi-
FLOH BOUTEs,
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EXHIBIT 10-10
Mulfifactor Portfolio Matrix

Indusiry Altracliveness
PAciLim Lo

High |+

Business

Medium | ;-
Strength OO |

InwestiGnow I:I:III:I Selectivity/Earnings . HanestDivast

may not be as easy as it appears. The aclual analysis required may take consid-
erable amount of foresight and experience and many, many days of work. The
major difficultics lie in identifying relevant factors, relating factors to industry
attractveness and business strengths, and weighing factors.

|
It is worthwhile to mention that the development of a multifactor matrix |

Strategy | The overall strategy for a business in a particular position is illustrated in Ex-
Development | hibit 10-10. The area of the circle refers to the business’s sales. Investment prior-
ity is given to praducts in the high area (upper left), where a stronger position is |
supported by the attractiveness of an industry. Along the diagonal, selectivily
is desired lo achicve a balanced earnings performance. The businesses in the |

low area (lower right) are the candidates for harvesting and divestment.

A company may position its products or businesses on the matrix to study
its present standing. Forecasts may be made to examine the directions different
businesses may go in the future, assuming no changes are made in strategy.
Future perspectives may be compared to the corporate mission to identily gaps
between whal is desired and what may be expected if no measures are taken
now, Filling the gap requires making strategic moves for ditferent businesses.
Oince strategic alternatives for an individual business have been identificd, the
final choice of a strategy should be based on the scope of the overall corporation
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Porifoliv Considerations and Measures Used by GE fr 1980

CHAFTER 10

Industry Attractiveness

riforon

273

Forthalio Analpsis

Buyiness Strengths
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Source; General Blectric Co. Reprinted by permission, The measarements do not reflect current GE practice.

vis-ii-vis the matrix, For example, the prospects for a business along the diago-
nal may appear good, but this business cannot be funded in preference to a
business in the high-high cell. In devising future strategy, a company generally
likes to have a few businesses on the left to provide srowth and to furnish
potential for investment and a few on the right to generate cash for investment
in the former. The businesses along the diagonal may be selectively supported
(based on resources) for relocation on the left, If this is not feasible, they may be
slowly harvested or divested. Txhibit 10-14 summarizes desired strategic per-
spective in different cell positions.

For an individual business, there can be four stratepy options: investing
to maintain, investing to grow, investing to regain, and investing to exil, The
choice of a strategy depends on the current position of the business in the
matrix {Le., loward the high side, along the diagonal, or toward the low side) and
its future direction, assuming the current strategic perspective continues to be
followed. If the tuture appears unpromising, a new strategy for the business is
called for.

Analysis of present position on the matrix may not pose any problem. At
GE, for example, there was little disagreement on the position of the business.20
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EXHIBIT 10-12

Assessing ndustry Attractiveness

Criteria Weigitis™ > Ratings™ = Vilues
Market size A5 e 60
Growth rate 12 3 36
Profit margin A5 3 A5
Warket diversity A5 2 A0
Demand cvclicality A5 2 A0
Expert opportunities A5 ol 25
Competitive structure 05 3 A5
Industry profitability 20 3 Rl
Inflation valnerability 5 2 a0
Value added 10 5 50
Capital intensity (a0 4 =
Raw material availability GO 4 —
Technological role 05 4 Bl
Energy impact A8 4 a2
Sorial GO 4 —
Environmental impact GO 1 —
Legal GO 4 —
Human GO i

L.0o lto 5 343

“Gome crileria may be of a GOVNG GO ype. For example,
many Forfume 500 firms would probably not invest in
industries viewed negatively by society even if it were legal

and profitable to do so.

senn drmar

dennies very unattractive; "3 denotes very attractive,

The mapping of future direction, however, may not be easy, A rigorots analysis
has ta be performed, taking into account environmenlal shifts, competitors’
perspectives, and internal strengths and weaknesses,

The four strategy options are shown in Exhibit 10-15. Strategy to maintain
the current pasition (strategy 1in the exhibit) may be adopted if, in the absence
of a new strategy, erosion is expected in the future. Investment will be sought to
hold the position; hence, the name invest-to-maintain strategy, The second op-
tion is the invest-to-grow strategy. Here, the product’s current position is per-
ceived as less than optimum vis-a-vis industry attractiveness and business
strengths. In other words, considering the opportunities furnished by the in-
dustry and the strengths exhibited by the business, the currenl position is con-
sidered inadequate, & growth stratepy is adopted with the aim of shifting the
product position upward or toward the lett. Movement in both directions is an
expensive aption with high risk.

The invest-to-regain strategy (stratepy 3 in Exhibit 10-15) is an attempt to
rebuild the product or business to its previous position. Usually, when the en-
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EXHIBIT 10-13
Assessing Business Strengths
Criteria Weights* = Ratings** = Values
harket share A0 5 50
SBU growth rate X 3
Breadth of product line 05 4 1
Sales/distribution ettec-

tiveness 20 4 B0
Proprietary and key ag-

count effectivensss x 3 —
Price competitiveness X 4 —
Advertising and promo-

tion effectiveness A5 4 .20
Facilitics location and

NEWness 05 3 25
Capacity and productivity X 3 -
Experience curve effects 15 4 )
Value added X 4 —
Investment utilization A5 a 25
Raw materials cosl A5 4 20
Relative product quality 15 g 60
Ré&Dr advantuge/position .05 4 20
Cash throwoff A0 5 S0
Organizational synergies X 1
General image X 5 —

1.00 1toh 4.30

*For any particolar industry, there will be some Factors that,
while important in general, will have little or no effect on the
relative computitive position of firms within that industry.

1Y denotea very weak competitive position; “5" denotes
& very strong competitive position,

vironment {i.e, industry} continues to be relatively attractive but the business
position has slipped because of some strategic past mistake {c.g, premature
harvesting), the company may decide to revitalize the business through new
investments. The [ourth and final option, the invest-to-exit strategy, is directed
toward leaving the market through harvesting or divesting. Harvesling
amounts to making very low investments in the business so that in the short
run the business will secure positive cash flow and in a few years die out. (With
no new investments, the position will continue to deteriorate.) Alternat ively,
the whole business may be divested, that is, sold to another party in a one-time
deal Sometimes small investments may be made to maintain the viability of
business if divestment is desired but there is no immediate suitor. In this way
the business can eventually be sold al a higher price than wonld have been
possible right away.
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Lnit of Analysis

EXHIBIT 10-14
Prescripfive Strategies for Husinesses in Different Cells

Competitive Position

Strong M eediiarn Weak
Protect Invest to Build
Position Build Selectively
® |mvest to grow at = Challenge for 8 Spevialize
maximum digest- lzadership aroungd limited i
High ittle rate ® Build sclectivily slrengths 2
* Concentrate effort an strengths B Sook ways o over-
on malntaining ® Reinforoe wulner- come weaknesses
strannth ahle araas = Withdraw if indica-

tinns of sustainable
qrowth are lacking

Bulld Selectivity/Manage | Limited Expansion
Selectivaly for Earnlngs or Harvest
# Invest heavily in ® Protect axisting * | ook for ways to
most allractive program axpand without |
Market Medium | Segments * Concentrata in- high risk; othar-
Allracliveness = Build up akility to vesiments in seg- wige, minimiza
counter cormpelilicon ments wherg pro- investmant and
2 Emphasize prolil- litability is good rationaliza
ability by raising and risk is rels- investment
procuctivity Liveehy Towe
Protecl and Manage for Divast
Refocus Earnings
® Manage forcurrent | ® Protect pasition o = Sell gl lime het
EBArings most profitakle will macenmice
Law | ® Concentrate an segments cash value :
attractiva strengths | ® Upgrade product = Cut fiked costs 5
* Dafand strangths fine and avoid invest
@ Minimize ment meanwhile
investmeant

Snuree: Reprinded by permission from Andalypss for Strtoge Markef Deessions by George S Day,
copyriglit 1986 by Woest Publishing Company, All rights reserved. Page 204,

The framework discussed here may be applied to either a product/market or an
SBU. As a matter of act, it may be equally applicable to a much higher level of
aggregalion in the organization, such as a division or a group, Of course, at the
group or division level, it may be very difficult to measure industry attractive-
ness and business strengths unless the group or division happens to be in one
business.

In the scheme followed in this book, the analysis may be performed [irst al
the 5BU level to determine the strategic perspective of different products!



EXHIBIT 10-15

CHAPTER 10 Portfolio Analysis

77

Straleyy Options
Industry Attractiveness Industry Attracliveness
Currant Strateny Current
Position Pessilion
Slralegy (o
maintain this
position
Currernl
Position
Businass Businass
Strangth Strength
{a) Invest to Maintain (b) Invest to Grow
Industry Attractivaness Industry Attractiveness
Stratagy Currant Strateqy
: Pasition
Business Business
Strength Strength
Current
Position
(e} Invest ta Regain (d) Invest to Exil
markels. Finally, all SBUs may be simultaneously positioned on the matrix to
determine a corporatewide portiolio.
Directional Policy | Aslightly different technique, the directional policy matrix, is popularly used in
Matrix | Europe. [t was initially worked oul at Lthe Shell Group but later caught the fancy

of many businesses across the Atlantic. Exhibit 10-16 illustrates a directional
policy matrix. The two sides of the matrix are labeled business sector prospects
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EXHIEBIT 10-16
threctional Policy Matrix
Business Sectar Prospects
Lnattraclive Average Altrective
Disimvast Phasad Doubla
withdrawal or quit
Wepl
Froceed
wilh care
Phased Procead Try harder
Company's withdrawal with care
Competitive Average
Capabilities
Cash gencrator [ Gmowth Leader
Strang
Leader

(ridustry attracliveness) and company’s competitive capabilities (business
strengths). Business sector prospects are cateporized as unattractive, average,
and attractive; and the company’s competitive capabilities are categorized as
weak, average, and strong. Within cach cell is the overall strategy direction fura
business depicted by the cell. The consideration of factors used to measure
business sector prospects and a company’s competitive capabilities follows the
same logic and analyses discussed above.

PORTFOLIO MATRIX—CRITICAL ANALYSIS

In recent years, a variety of criticisms have been leveled at the portfolio frame-
work. Mesl of the criticism has centered on the Boston Consulting Group ma-
trix.

1. A question has been raised about the use of market share as the most
important influence on marketing strategy ® The BCC maleix is derived from
an application of the learning experience curve to manufacturing and ather
costs. It was observed that, as a firm’s product output {and thus market share)
increases, total cost declines by a fixed percentage. This may be true for
cormmuedities; however, in most product/market situations, products are
differentiated, new products and brands are continually introduced, and the
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pace of technological changes keeps increasing, As a result, one may move
trom learning curve to learning curve or encounter a discontinuity, More
concrete evidence is needed before the validity of market share as a dimension
in strategy formulation s established or rejected.

2. Anather criticism, closely related to the first, is how product/market boundaries

are defined. Market share varies depending on the definition of the
corresponding product/market. Henee, 8 product may be classified in different
cells, depending on the market boundaries used 2

. The stability of product life cycles is implicitly assumed in some portfalio
maodels. Heowever, as in the case of the learning curve, it is pussible fur the
product life cycle to change during the life of the product. For example,
recycling canextend the life cyele of a product, sparking a second growth
stape atter maturity 2 A related subissue concerns the assumplion that
investment is mure desirable in high-growth markets than in low-prowth
ones, There is insullicient evidence to support this proposition2d This

overall issue becomes more problematic for international firms because

a given product may be in different stages of its life cycle in different
countries,

. The BCG portfolio framework was developed for balancing cash flows. It
ignores the cxistence of capital markets, Cash balancing is not always an
impartant consideration,

« The portfelio framework assumes that investments in all products/markets are
equally risky, but this is not the case. In fact, financial purtfolio management
theory does take risk into account. The more risky an investment, the higher
the return expected of it. The portfolio matrix does not consider the risk
factor.

v The BCG portfolin model assumes that there is no interdependency between
producta/markels. This assumption can be questioned on various grounds.
l'or instance, different products/markets might share lechnology or

vusts.™ These interdependencies should be accounted for in a portfolio
framework.

. There is no consensus on the level at which portfolio models are appropriately
used. Five levels can be identified: product, product line, market segment,
UL, and business sector, The most frequent applicalion has becn at the

SBU level; however, it has been suggested that the framework is equally
applicable at other levels. Bocause it is unlikely that any one model could have
such wide application, the sugpestion that it does casts doubt on the maodel
itself,

. Most portfolio approaches are retrospective and overly dependent on
conventional wisdom in the way in which they treat both market
allracliveness and competitive position.® For example, despite evidence to the
contrary, conventiomal wisdomn suggests the following:

a. Dominant market share endows companies with sufficient power to
maintain price above a competitive level or to obtain massive cost
advantages through economies of scale and the experience curye. However,
the returns for such companies as Goodyear and Mayvtag show that this is
not always the case.
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b, High market growth means that rivals can expand oulpul and show profits
withuut having to take demand out of each other’s plants and provoking
price warlfare, Bul the experience of industries as different as the European
tungsten carhide industry and the L4, airline industry suggest thal it is nol
always true,

Return on Total

Mlarkoet Conventional Capital Employed
Siluation  Wisdom Examprles 197579

High High macket growth  European tungsten 15,0
rarkel allows companies 1o carbicde indestry:

groawth expand mulpud with- 1% annual growth

ot provoking price
competition and
leads to higher
profits

LLS, airline industey: 7%
13.6% annual growth

¢, High barriers to entry allosw existing competilors Lo keep prices high and
carn high profits, But the experience of the U5 brewing industry seems to
refute conventional wisdom.

Return on Total

harket Conventional Capital Employed
Situation  Wisdom Examples 1975-79

High High barriers pre- LIS, brewing industry is 6%
biarricrs vent new entrants highly concentrated with

Lo enley [roen competing wiry high barriers to entry

awiy previously
excess profils

There are also issues of measurement and weighting, Different measures have
been pruposed and used for the dimensions of portfolio madels; however, a
product’s position on a matrix may vary depending on the measures used = In
addition, the weights used for models having composite dimensions may
impact the results, and the position of a business on the matrix may change
with the weighting scheme used.

Portfoliv models ignore the impact of bath the external and intermal
environments of a company. Because a firm's strategic decisions are made
within its environments, their potential impact must be taken into account,
Dray highlights a few situational factors that might affect a firm's strategic plan,
&5 examples of internal faclors, he ciles rale of capacity utilization, union
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pressures, harriers to entry, and extent of captive business. GNT, interest rates,
and social, legal, and regulatory environment are cited as examples of external
factors.® No systematic trealment has been accorded Lo such environmentul
influences in the partfolin models, These intluences are always unique to a
company, 50 the importance of customizing a portfulio approach becomes
clear,

The relevance of a particular strategy for a business depends on its correct
categorization on the matvix, Il a mistake js made in locating a business in a
particular cell of the matrix, the failure of the prescribed strategy cannot he
blamed on the framework.?® In other words, superficial and uncritical applica-
tion of the portfolio framework can misdirect a business's strategy. As Gluck
has nhserved:

FPartfalio approaches have their limitations, of coursc. First, it just not all that casy
to define the businesses o product/mavkel unils appropriaiely before yon boegin
to analyze them. Second, some attractive stralegic opporiinilies can be overlooked
if management treats its businesses as independent entities when there may be
real advantagers in their sharing resources at the research or manufacturing or dis
tribution level. And third, like more sophisticated models, when it's used uncriti-
cally the portlolio can give its users the illusion that thev're being riporous and
scientific when in fact they've fallen prey to the old garbage-in, garbage-cut syn-
dromse, 1
Most portfulio approaches suggest standard or generic strategies based on the
portfolio position of individual 5BUSs. But these kinds of responses can often
result in lost oppartunities, turn out to be impractical or unrealistic, and stifle
creativily, For cxample, the standard strategy for managing dogs (SBUs that
have a low share of a mature market) is to treat them as candidales fo
divestment or liquidation, New evidence demonstrates, however, that, with
proper management, dogs can be assels Lo a diversificd corporation. One
recent study of the performance of more than a thonsand industrial-produoct
businesses slotted into the four cells of the BCG matrix found that the average
dog had a positive cash flow even greater than the cash necds of the average
question mark. Moreover, in a slnw-gmwlh ecomamy, maore than halt of a
company’s businesses might qualify as dogs, Disposing of them all would be
neither teasible nor desirable. Yet the portfolio approach provides no help in
suggesting how to improve the performance of such businesses !
Partfolio models [ail Lo answer such questions as (o) how a company may
determine whether its strategic goals are consistent with its tinancial
ebjectives, (b) how a company may relate strategic goals to its affordable
growth, and (c) how relevant the designated strategics are vis-a-vis
mmpetitinn froum averseas companies, In addibion, many marketers have
raiscd other gquestions about the viability of portfolio approaches as a strategy
development tool For example, it has been claimed that the BCC matrix
approach is relevant only for positioning existing busineszses and fails ta
prescribe how a question mark may be reared o emerge as a star, how new
stars can be located, and a0 on,
In response to these criticisms, it should be pointed out that the BCG
portfolio framework was developed as an aid in formulating business
strategies in mmplpx etrviranments. Its aim was not to prescribe stratepy,
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though many exccutives and academicians have misused it in this way, As one
writer has noted:

to simple, monolithic set of rules or strategy operabives will point automatically 1o
the right course, Mo planning system guarantees the development of successiul
strategies. Nor does any techoigue. The Business Portiolico (the growth/share ma-
trix] mady a major contribution Lo steatepgic thought. Teday it is misused and over-
cxposed, I can be a helplul toal, but it can alse be misleading o, worse, a straight-
jacket 32

NEW PRODUCT PORTFOLIO APPROACHES

Boston Consulting
Group's New
Approach

In spite of its shortcomings, the portfolio approach appears to be an attractive
strategy furmulation tool. An empirical study cslimales thal as many as 75 per-
cerit of diversified companies widely use portfulio frameworks.® This statistic
may be explained by the fact that a two-variable approach condenses a consid-
erable amount of information into a simple framework for decision making. The
framework alsa facilitates communication, Examined in this section are three
new portfolio approaches: (a) the Boston Consulting Group’s new framework,
(b} Porter’s generic strategies [ramework, and (c) the commuodity/specialty ma-
trix.

According to the Boston Consulting Group, the requirements for stratepic suc-
cess vary depending on the economic environment and competitive dynamics.
In the 1970s most successful companies achieved their success by anticipating
market evolution and by creating a unique and defensible advantage over their
competitors in the new environment. In the 1980s the focus of strategy develop-
ment shifted to the competitive envirenment and the potential for change in
that environment, To articulate this focus, Boston Consulting Group developed
a new portfolio matrix around twe faclors: (a) the size of the advantage that can
be created over other competitors and (b) the number of unique ways in which
that advantape can be created. The combination of these two factors provides
long-lerm value for the business and dictates strategy requirements.™

There iz a fundamental difference between businesses in which the size of
the potential advantage that a single competitor can create over all other com-
petitors is large and those in which it is small. The reward potential for a suc-
cessful strategy is only large when the size of the advantage that can be created
is also large. There is also a fundamental difference between businesses that
have only one way or only a few ways lo achieve advantage and those that have
several ways, When product differentiation is costly and not valued by custom-
ers, only low price and relative cost position determine success. When a variety
of approaches arc possible, however, a variety of strategies are also possible.
Competitors can succeed by tuning their offering and costs exactly to meel a
specific segment’s demand. If advantage can be created by doing this, a small
compelitor can thrive as an industry specialist.
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These two factors—the size of the advantage and the number of ways it can
be achieved—can be combined inte a simple matrix to help guide ereative strat-
cgy development {see Exhibit 10-17), The specific requirements for success are
different in each quadrant. Corporate success depends on retaining advantaged
positions in volume and specializalion businesses. Even high market share or
relatively low-cost positions in stalemated and fragmented industries may not
be exceptionally valuable. In fact, the value of success in businesses thal best it on
the right side of the matrix is always higher than in those that fit best on the left.

Following this framework, too many companies pursue strategies that are
inappropriate to their specific competitive environments. Markel share, for ex-
ample, often lacks value in stalemated and fragmented businesses. In specializa-
tion businesses, focus and superior brand image may be more rewarding than
mere size. '

Over Lime, the nature of the competitive environment can change, Busi-
nesses that start out as frapmented industries can evolve toward specialization
and even toward the volume category. McDonald’s did this in away-from-home
eating. Businesses that start oul as volume businesses can migrate toward stale-
mate. This has happened to much of the world’s paper industry. Other busi-
nesses that were clearly volume businesses have moved toward specialization,
as both the Japanese auto producers and a few European companies have
proved to the large TS auto companies. Some businesses have remained vol-
ume businesses by moving toward world-scale economies, as Caterpillar has
shown in construction equipment. The challenge for companies is to anticipate,
or even cause, these major evolutions toward a new basis of competition,

EXHIBIT 10-17
Hoston Consulting Group’s New Portfolio Matrix

Size of Advantage

Srmull Larna
Marny Fragrmenled Specialization [
Mumber of E
Approaches lo =
Achieve
Advantage
Faw Stalemate Volurme

Souree: “Strategy in the 19805 in Perspectives (Boston: The Bosten Consulting Group, 19810,
Feprinled by permission.
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Porter's Generic
Strateyies
Framework

Commodify!
Specialty Matrix

In a diversified company, the challenge is immense. A portfolio of busi-
nesses that is disadvantaged in specialization and volume and weighed down
by assels Llied up in stalemated and fragmented industries spells failure, Suc-
cessful companies are those with advantaged positions in volume and special-
ization. Dxtraordinary success will accrue to those few stralegislts willing and
able to create sustainable advantage but will acerue especially to those able to
change the basis of competition.

Porter has identified three generic strategies: (a) overall cost leadership (ie,
making units of a fairly standardized product and underpricing cverybody
elsef; (b} ditfferentiation (lLe, turning oul something customers perceive as
unigque—an item whose guality, design, brand name, or reputation for service
commands higher-than-average prices); and (¢} focus (ie, concentrating on a
particular group of customers, geographic markel, channel of distribution, or
distinet segment of the prodoct line)®

Porter's choice of strategy is based on two factors: the strategic target at
which the business aimg and the strategic advanlage Lhat the business has in
aiming al thal larget. According to Porter, furging successful stratepy bepins
with understandingz what is happening in one’s industry and deciding which of
the available competitive niches one should attempt to dominate. For example,
a tirm may discover that the largest competitor in an industry is aperessively
pursuing cost leadership, that others are trying the differentiation route, and
that no one is attempting to focus on some small speciality market. On the basis
of this information, the firm might sharpen its efforts to distinguish its product
from others or switch o a focus game plan. As Porter says, the idea is to posi-
tion the firm “so it won't be slugging it out with everybody else in the industry;
if it does it right, it wor't be directly toc-to-toe with anyone.” The objective s to
mark oul a defensible competitive position—defensible not just against rival
companies but also against the forces driving industry competition (discussed
in chapter 4), What it means is that the give-and-lake between firms already in
the business represents only one such force, Others are the barpaining power of
suppliers, the bargaining power of buyers, the threat of substitute products
ar services, and the threat of new éntrants. In conclusion, Porter’s framework
emphasizes nol only thal cerlain characteristics of the industry must be con-
sidered in choosing a generic strategy, but that they in fact dictate the proper
chaice.

The commeodity/specialty matrix uses two concepls—product dilicrentiation
and price sensitivily—to calegorize an industry and the customer sepments
served by that industry. The positioning of a product on the matrix requires a
qualitative assessment of the level of product differentiation in the induslry
and the degree of price sensilivily exercised by consumers.®

A
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The degree of product differentiation can be determined by analysis of the
product qualily, Lhe number of features, the functional use, and the impact of
advertising. For example, Rolls-Royces, Calvin Klein jeans, and specialty plas-
tics are all differentiated; sugar, gasoline, and lumber are not. The level of price
sensitivily execrcised by buyers depends on several factors, [If the cost of the
product is high relative to that of other purchases, buyers tend to be more price
sensitive. If the product does not have a great impact on the buyers’ budget,
buyers tend to be less price sensitive. Finally, unprofitable businesses tend to be
mure price sensitive than successful businesses.

To illustrate the point, personal computers, [rom the perspective of home
buyers, are a relatively undifferentiated product; they all perform similar func-
tions and are of similar quality, Because business buyers place greater demands
on the machines, they are likely to perceive greater differcnces between com-
petitors” offerings. The degree of price sensitivity also differs between these two
buyer segments. Home buyery are more price sensitive because the purchase
accounts for a large part of their total discretionary expenditures; Lhey are more
concerned with cost Lhan guality. For business buyers, on the other hand, the
product’s cost is small relative to total purchases. As a result, this segment is
less price sensitive and more feature sensitive because the purchase can have a
major impact on their operations.

The commaodity/specialty matrix explains the impact of industry evolution
un a product (see Exhibit 10-18). When a product is introduced, it tends lo be a
specialty, unless it is a relatively minor substitule for an existing product, New
products arc usually expensive. Sales depend upon the goodwill of a limited
number of customers who are less price sensitive and care more about the nov-
elty of the product than others, For example, supersirong engineered plastics, a
potential replacement for other more expensive raw materials, currently earn
high margins for the few firms that manufacture them.

As more firms enter the industry, however, the markel becomes more com-
petitive. Buyers begin to undersland how the product works and which
{calures are important, As competitors start to make similar products, custom.
ers pget more choice and are able to exercise their natural price sensitiv-
ity, Products that still have differentiated characteristics but sell to price sensi-
Live buyers are lermed "transitional.” The stock brokerage industry is currently
in transition as costomers are switching from full-service to discount brokers.
Most industries do not remain in the transitional mode. As the industry
matures and Lhe growth slows, competitors fight harder to increase sales.
Firms that want large market shares are in a race to appeal to the largest seg-
ment of customers. Since all firms are receiving the same signals from custom-
ers, products starl to look alike. This lack of differentiation, in combination with
the price sensitivity of buvers, implies a commaodity product; it would be
difficult to differentiate Exxon's gasoline from the gasoline pumped by Shell
Qil,
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EXIIBIT 10-18
The Conmmodity ! Specially Matrix

Product Differantiation
Low High

High Cornmodity Transitional

Prico \ :

Sensitivity

Lowr Hyhirid Spacialty

Souree: Linderatanding the Competition: A Practicel Guide to Competitive Anelysis {Aslington, VA Michacl
W, Kaiser Assnciates, Inc, no date), Reprinted by permission,

Although most products tend to become commuodities, as in the aoto indus-
try, there are usually segments that retain the characteristics of specialties.
Only a few preducts fall in the “hybrid” category, that is, undifferentiated prod-
ucts that sell to non-price-sensibive buyers. An example is the fine abrasives
sold to eyeglass manufacturers. These abrasives usually represent a very small
percentage of the manufacturer's purchases. The manufacturer has little reason
to exercise price sensitivity and remains loyal to its supplicr, regardless of the
price.

The commodity!/specialty framework implies that there are two basic strate-
gies businesses can employ. A business unit can either attempt to make a prod-
uct at a lower cast than the competition and sell it at a comparable price, or it
can attempt to make a product that meets the needs of a particular customer
segment and therefore that earns a higher price than competitors’ offerings.
These basic strategies can be used to serve either an entire markel or a par-
ticular segment of the market, but the basic functional requirements do not
change.
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A firm that chooses to serve commodity markets must be the low-cost pro-
ducer, The cost-effective firm will price low enough to gain sales and still earn a
required return. Higher-cost competitors will have to meet the market price.
Specialty manufacturers are less concerned with cost; they must isolate the cus-
tomer segments they wish to serve and develop a superior product at an ap-
propriate price. Businesses that do not pursue either strategy may “fall in the
middle”; by not focusing their efforts on either product development or cost
reduction, they may succeed at neither.

The ability to pursue one of these two strategies successfully depends on
the environment and the strengths of the business, An examination of the en-
vironment in which the business operates determines whether or not there are
external constraints placed on the firm’s actions or chances of success. The abil
ity of the firm to develop and market a specialty praduct or to be a low-cost
producer depends on its ability to overcome environmental constraints,

To sum up, following the commaodity/specialty malrix approach, a business,
in the majority of cases, has two strategic options depending on its position on
the matrix, In the case of commuodity producls, the emphasis should be on low
cost and large customer segments. Specialty products call for differentiated
product focus and small customer segments, The other two malrix posilions,
hybrid and transitional, are either temporary in nature or only infrequently
faced.

Purtfolio approaches provide a useful tool for strategists. Granted, these ap-

- proaches have limitations, bul all these limitations can he overcome with a little

imagination and foresight. The real concern about the portfolio approach is that
its elegant simplicity often tempts managers to believe thal it can solve all prob-
lems of corporate choices and resource allocation. The truth is that it addresses
only half the problem: the back half. The portfolio approach is a powerful too]
for helping the strategist select from a menu of available opportunities, but it
does not put the menu into his or her hands, That is the front half of the prob-
lem. The other critical dimension in making strategic choices is the need to
generale a rich array of business options from which to choose. No simple tool
is available thal can provide this option-generating capabhility. Here only crea-
tive thinking about one's environmenl, one’s business, one’s customers, and
one’s competitors can help.

For a successful introduction of the portfolio framework, the slralegist
should heed the following advice:

. Onee introduced, move quickly to establish the legitimacy of purtfoliv analysis,

. Educate line managers in its relevance and use,

. Redefine SBUs explicitly because their definition is the “penesis—and
nemesis”—of adequately using the porttolia tramework,

4. Use the porttalio framework to seek the strategic direction for different

businesses without haggling over the faney lakels by which to call them.

L
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5 Make top management acknowledge SBUs as porliclios to be managed.
&, Seck top managemenl Lime for reviewing ditferent businesses using the port-
folio framework,
7. Rely on a flexible, informal management process Lo differentiate influence patt-
crns al the SBU level.
#, Tie resource allocation to the business plan,
9. Consider strategic expenses and human resoueces as explicitly as capital in-
vestment,
16 Plan explicitly for new business development,
L1, Make a clear strategic commilment lo a few selected technalogies or markets
early.#

SUMMARY | A diversified organization needs Lo examine its widely different businesses at
the corporate level to see how each business fits within the overall corporate
purpose and to come to grips with the resource allocation problem. The porl-
iolio approaches described in this chapter help management determine the
rile that each business plays in the corporation and allocate resources accord-
ingly.

Three portfolio approaches were introduced: product life cycle, growth
rate-relative market share matrix, and multifactor portfolio matrix. The product
life cycle approach determines the life status of different products and whether
the company has enough viable products to provide desired growth in the fu-
ture. If the company lacks new products with which to generate growth in
coming years, investments may be made in new products. I[ growth is hurt by
the early maturity of promising, products, the strategic effort may be directed
toward extension of Lheir life cycles.

The secomd approach, the growth rate-relalive markel share matrix, sug-
gests locating products or businesses on a matrix with relative market share
and growlh rate as its dimensions. The four cells in the matrix, whose posibions
are based on whether growth is high or low and whether relative market share
is high or low, are labeled stars, cash cows, question marks, and dogs. The strat-
cgy for a product or business in each cell, which is primarily based on the busi-
ness's cash flow implications, was outlined.

The third approach, the multifactor portfolio matrix, again uses two vari-
ables (industry attractiveness and business strengths), but these two variables
are based on a variety of [actors. Here, again, a desired strategy for a product!
business in each cell was recommended, The focus of the multifacter matrix
approach is on the return-on-investment implications of strategy alternatives
rather than on cash flow, as in the growth rate-relative market share matrix
approach,
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Various portfolio approaches were critically examined. The criticisms relate
mainly to opetational definitions of dimensions used, weighting of variables,
and product/market boundary determination. The chapter concluded with a
discussion of three new portlolio approaches: the Boston Consulting Group's
new framework, Porter's genenc strategies, and the commeodity/specialty ma-
brix.

. What purposc may a product portfolio serve in the context of markeling

strategy?

. How can the position of a product in its life cvele be located?

. What is the strategic significance of products in the maturily stage of the

product life cycle?

. What is the meaning of relative market share?

. Whal sequence should products follow for success? Whal may management

do to ensure this sequence?

6. What factors may a company consider when measuring industry attractive-
ness and business strengths? Should these factors vary from one business to
anuther in a company?

7. What is the basic difference between Lhe growth rate relative market share
matrix approach and the multifactor portfolio matrix approach?

8. What major problems with portfolio approaches have critics identilied?

9. What generic strategies does Porler recommend? Discuss.
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