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710-1 OVERVIEW

Diversification can create, and destroy, value. As shown in the Opening Case, diver-
sification enabled Google to leverage its strength in general online search to provide
exceptional online travel booking, and the Closing Case illustrates how Louis Vuit-
ton uses diversification to leverage its expertise, distribution reach, influence, and
capital resources to help new brands grow more profitably than they would grow on
their own. However, diversification can also lead a firm away from its key strengths,
reduce the firm’s transparency in reporting its results, and make it more difficult for
managers to provide adequate oversight within the organlzatlon. D‘1versxﬁcat.10n can
be very alluring to managers, and it is easy to overestimate potential synergies. It is
much harder to realize them.' s
In this chapter, we continue to discuss both the challenges anq opportunities
created by corporate-level strategies of related,and pprelated diversification. A di-
Versification strategy is based upon a company s decision to enter one or more new
industries to take advantage of its existing d1§t1ngt1ve competencies anfi business
model, We examine the different kinds of multibusiness models upon which related
and unrelated diversification are based. Then, we discuss three different ways com-
Panies can implement a diversification strategy: 1nterqiill ne:i)v vc’.tntu(;etst,l acc(11u1s1t1ons,
-and joint ventures. By the end of this chapter, you Wi i S atm i 9 E.lf van‘éages
and disadvantages associated with strategic managers CeClSiONs Lo thie Gl o i

er new markets and industries.

Chapter 10
Corporate-evel Strategy: Related and Unrelated Diversification
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diversification

The process of entering
new industries, distinct
rom a company's core of
original industry, to make
new kinds of products

for customers in new
markets.

diversified company

A company that makes
and sells products in
two or more different of
distinct industries.

-2 INCREASING PROFITABILITY
A TTiROUGH DIVERSIFICATION

Diversification is the process of entering new 1ndus(§r1e:, ?ﬁ?tlx:;z;f;?? elldcompany,s
core or original industry, to make new klnds., of produc Sd e (;)_ pr.Oﬁta.bl
to customers in these new industries. A mult'lbusmess mode daj? SR lVerSIﬁcanon
aims to find ways to use a company’s existing strategies anc 1}slt1nct1v<? Competep.
cies to make products that are highly valued by customers in the NEW Industrie
enters. A diversified company is one that makes apd sells products 10 two or More
different or distinct industries (industries not in adjacent stages of an 1n@ustry valye
chain, as in vertical integration). As in the case of the corporate strategle discr
in Chapter 9, a diversification strategy should engble DO BTSN iy
business units to perform one or more value-chain funct19ns: (1) at a lower cost,
(2) in a way that allows for greater differentiation and gives the company better
pricing options, or (3) in a way that helps the company manage indus
better—in order to increase profitability. :

Most companies consider diversification when they are generating free cash Slow:
that is, cash in excess of that required to fund new investments in the company’s
current business and meet existing debt commitments2 In other words, free cash
flow is cash beyond that needed to make profitable new investments in the existing
business. When a company’s successful business model is generating free cash flow
and profits, managers must decide whether to return that cash to shareholders in
the form of higher dividend payouts or to invest it in diversification.

s discusgeq

try rivalry

a higher risk, or an investment that pays a lower
diversification

return but at a lower risk). Thus,
test: The firm must be more valu-

strategy must pass the “better off”
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020 Transferring Competencies Across

ing competencies i :

Tmysferr'"gt Forapete dtb‘ lnvolve§ taking 4 distinctiy
pusiness unit in one 1113 ustry and Implanting it ip 5 1 ¢ competency developed by a
industry. The sec_ond OUSINESS unit is often ope 5 Comp;?;n}?ss unit pp(eirating in another
as acquired. Companies that
their e‘xistmg dlisil.nctzve competencies in a Vvalue-chain Zrclt?veist almfto use one or more of
rketi ater i &
facturing, ma ng, materials management, Or research amdydevglr examrt)lgl’lglgr;an?
opmen —10
quired business unit or company.

Businesses

the tobacco industry. Sensing a profitable opportunit
at the time was a relatively small player in the brewi
new products in the brewing industry,

Y, i.t acquired Miller Brewing, which
ng industry. Then, to create valuable

y 4 Philip Morris transferred some of its best mar-
keting experts to Miller, where they applied the skills acquired at Philip Morris to turn

arouqd Miller’s lackluster Er.ewigg business (see Figure 10.1). The result was the creation
of 'Mlller Light, the first “light” beer, and a marketing campaign that helped to push
Miller from r}umber 6 to number 2 in market share in the brewing industry.

Companies that base their diversification strategy on transferring competencies
tend to acquire new businesses related to their existing business activities because of
commonalities between one or more of their value-chain functions. A commonality
is a skill or attribute that, when shared or used by two or more business units, allows
both businesses to operate more effectively and efficiently and create more value for
customers.

For example, Miller Brewing was related to Philip Morris’s tobacco business be-
cause it was possible to create important marketing commonalities; both beer and to-
bacco are mass-market consumer goods in which brand positioning, advertising, and

Figure 10.1 Transfer of Competencies at Philip Morris ‘

=
% |
S ' Marketing e
| Customer

= =carch Production . and | service
9 and / sales },
S development N ‘
2 >
QR 5 8

o 2

G g

§E

£8

N

. Marke(;cing . Customer
e : an [ service
20 . Production . sales }
development

Brewing Industry

0 Coy |
Pordlelevel Strategy: Related and Unrelated Diversification 315

transferring competencies

The process of faking a
distinctive competency
developed by a business
unit in one industry and
implanting it in a éusiness
unif operating in another
industry.

commonq|ity

A skill or competency
that, when shared by two
or more business units,
allows them to operate
more effectively and
create more value for
customers.
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leveraging competencies

The process of taking a
distinctive competency
developed by a business
unit in one industry and
using it fo create a new
business unit in a different
industry.

economies of scope

The synergies that arise
when one or more of a
diversified company’s
business units are able fo
lower costs or increase
differentiation because
they can more effectively
pool, share, and utilize
expensive resources or
capabilities.

product development skills are crucial to create successful new products, Ip Zeney
such competency transfers increase profitability when they e1th§r (1) lower the cal’
structure of one or more of a diversified company’s business units or (2) engp;, =
or more of its business units to better differentiate their p.roducts, both of Which One
business-unit pricing options to lower a product’s price to Increase market share, Ogrlze
charge a premium price. : : 4
To increase profitability, transferred competencies rpust 1nvc?lj/e value-chaip actiy;

ties that become an important source of a specific business un1t§ competitive advar{
tage in the future. In other words, the distinctive competency being transferreq mus;
have real strategic value. However, all too often, companies assume that any commgy,_
ality between their value chains is sufficient for creating value. When they attemp ¢,
transfer competencies, they find the anticipated benefits are not forthcoming becayge
the different business units did not share some important attribute in commop I
example, Coca-Cola acquired Minute Maid, the fruit juice mgker, to .tqke advantage op
commonalities in global distribution and marketing, and this acquisition has Proved
to be highly successful. On the other hand, Coca-Cola once acquired the movie studig
Columbia Pictures because it believed it could use its marketing prowess to produce
blockbuster movies. This acquisition was a disaster that cost Coca-Cola billions i,
losses, and Columbia was eventually sold to Sony, which was then able to base many of
its successful PlayStation games on the hit movies the studio produced.

10-2b Leveraging Competencies to Create a New Business

By leveraging competencies, a company can develop a new business in a different in-
dustry. For example, Apple leveraged its competencies in personal computer (PC)
hardware and software to enter the smartphone industry. Once again, the multibusi-
ness model is based on the premise that the set of distinctive competencies that are
the source of a company’s competitive advantage in one industry might be applied to
create a differentiation or cost-based competitive advantage for a new business unit or
division in a different industry. For example, Canon used its distinctive competencies
in precision mechanics, fine optics, and electronic imaging to produce laserjet printers,
which, for Canon, was a new business in a new industry. Its competencies enabled it
to produce high-quality (differentiated) laser printers that could be manufactured at
a low cost, which created its competitive advantage, and made Canon a leader in the
printer industry.

Many companies base their diversification strategy on leveraging their compe-
tencies to create new business units in different industries. Microsoft leveraged its
long-time experience and relationships in the computer industry, skills in software
development, and its expertise in managing industries characterized by network exter-
nalities to create new business units in industries such as videogames (with its Xbox
videogame consoles and game), online portals and search engines (€.g., MSN and
Bing), and tablet computers (the Surface).

10-2c Sharing Resources and Capabilities

A third way in which two or more business units that operate in different industries
can increase a diversified company’s profitability is when the shared resources an
capabilities result in economies of scope, or synergies.’ Economies of scope arise W @

.
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Seheral, ‘ gneor more of a diversi.ﬁed Company’s g :
the cost ~ or differentiation synergies becaysge they canneSS UnIts are gple 14 realize cost-savi
‘.ble One expensive ICSOUICES Or Capabilities such ag Sk;;;ore effecﬁvely pool, share, and umf;i
ch give facilities, d.lsmputlon channels, adVertising ca1 ed. ol equipment, ma’nufacturing
'€, Or to ness units in different industrieg can share 5 analgns and R&D laboratories, If busi-
1 collectively lower their cost Structure; the i Ommqn Tesource or function, they can
1 activi- pot 4, in terms of value created 4 e ’Shown v behind Synergies is that 2 + 2 = 5%
‘advan- ; its distribution channels and ijts influence Witllrl1 fthe Closmg Case, LVMH can utilize
>d must ¥ each a global market more quickly ang que: eﬁ?Sh{On editors to help newer brands
mmon- : its consumer-products advertising, sales, and servti:ccélzelty-' Similarly, GE can leverage
°mpt to ] products such as light bulbs, appliances, air conditiozelvsltles Celicfross a wide range of
because j ducing the average cost of these activities for each prod “erangiumicesitherebyiics
on. For ‘ sources of cost reductions, product line. There are two major
itage of \

There are two major sources of cost reductions. First, when companies can share

proved s resources or capabilities across business units, it lowers their cost structure compared
> studio ‘ to a company that operates in only one industry and bears the full costs of develop-
)‘roduce ] ing resources and capabilities. For example, P&G makes disposable diapers, toilet
ions in i paper, and paper towels, which are all paper-based products that customers value for their
nany of i ability to absorb fluids without disintegrating. Because these products need the same

altribute—absorbency—P&G can share the R&D costs associated with developing and
making even more advanced absorbent, paper-based products across the three distinct
businesses (only two are shown in Figure 10.2). Similarly, because all of these products
SS 3 are sold to retailers, P&G can use the same sales force to sell its whole array of products
: (see Figure 10.2). In contrast, P&G competitors that make only one or two of these

i products cannot share these costs across industries, so their cost structures are higher.
28 (PC_) Asa result, P&G has lower costs; it can use its marketing function to better dllfferent]ate
; # 1 c T
e its products, and it achieves a higher ROIC than companies that operate only}n one l?r a
hatdare few industri,es which are unable to obtain economies of scope from the ability to share
lied to : v : 1 .
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Ker of running shoes, realized that i
and sports events, could be pro Rty
athletic apparel, and accessories Such
hose products Were more differentiated becayge pe
r exposure because Nike was f’ble to place them o
lationships with athletes and f:vents, and Nike i
building activities across a wider range of prod.

an strictly as a ma
hips with athletes
etic footwear,

Similarly, Nike, which beg
brand image, and its relations
leveraged into other types of athl
as sunglasses and headphones. i
the Nike brand name and had bfztte
suitable endorsement spots via its re
able to amortize the cost of its brand-

ucts, thus achieving economies of scope. : . i
To reiterate, diversification to obtain economics of scope is possible only when ther

are significant commonalities between one or more Value-'cham 'fulrllfftlons o Hotpanyk
different business units or divisions that result in Synergies .Whl? credse proﬁtab1.h[}.
In addition, managers must be aware that the costs of coordlnatl'on necessary to achieye
synergies or economies of scope within a company may sometimes be higher thén the
value that can be created by such a strategy.’ For example, frorq 1990 tci 2010, Qubank
transitioned from being wholly focused on retail consumer bankingto a ﬁnanmal super-
market” by diversifying into insurance, mortgage banking, stock brokerlng,_and more,
believing that it would achieve major cost savings from consolidating operations across
its acquisitions, and revenue-increasing opportunities from cross-selling. In reality, the
coordination costs that Citi bore (in the form of massive losses due to inadequate over-
sight over its investment activities) vastly exceeded the synergies it gained, and proved
devastating for the firm. Citibank subsequently dismantled its financial supermarket,
selling off Smith Barney, Phibro, Diner’s Club, Primerica, and more.The Citi example
illustrates that diversification based on obtaining economies of scope should be pur-
sued only when the sharing of competencies will result in significant synergies that will
achieve a competitive advantage for one or more of a company’s new or existing business
units, and when those advantages will exceed the costs and risks created.

The Citi case also illustrates that one of the sources of economies of scope that firms
seek through diversification is through product bundling. Product bundling allows a
company to satisfy customers’ needs for a complete package of related products, poten-
tially levergg1ng t}_le a}dvantage the firm has in one part of the bundle to other parts of the
bundle wlple achieving economies of scope in building and maintaining the customer
relationship. Customers often want the convenience and reduced price of a bundle of
B e e o
of contac;t for customer service and Ty thqt e o sincle pout

a discount for buying a bundled package. Indus-

trial customers similarly prefer to deal with fi
equipment industry,

ewer suppliers. For example, in the medical
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general organizational competencie

n 1 -
managers and functional experts, When these general competencies are present—and

m;ﬁg};l ;ﬁ:ietlhg’airﬁ 2;’:11‘;.};6_31 help each business unit within a company perform at
a 1L 1t operated as a Separate or inde i
; = : pendent company. This
increases the profitability Qf the en.tlre corporation.® Three general organizati}())na}ll com-
petencies help a company increase 1ts performance and profitability: (1) entrepreneurial
capabilities, (2) organizational design capabilities, and (3) strategic capabilities.

Enfrepreneurial Capabilities A company that generates significant excess cash flow
can take advantage of it only if its managers are able to identify new opportunities
and act on them to create a stream of new and improved products, in its current in-
dustry and in new industries. Companies such as Apple, 3M, Google, and Samsung
areable to promote entrepreneurship because they have an organizational culture that
stimulates managers to act entrepreneurially.’” As a result, they create new, profitable
business units more quickly than do other companies, and this allows them to take ad-
vantage of profitable opportunities for diversification. We discuss one of the strategies
required to generate new, profitable businesses later in this chapter: inte_rnal new ven-
turing. For now, it is important to note that, to promote entreprer_leurshlp, a company
must (1) encourage managers to take risks, (2) give managers the time and resources to
pursue novel ideas, (3) not punish managers whep a new }dea fails, and F_4) make sure
that the company’s free cash flow is not wasted in pursuing too many risky ventures
that have a low probability of generating a pro_ﬁtable return on 1nves]3tmel?t. Stglteg}ic
managers face a significant challenge in' achieving all four cﬁc th; se(;) ‘Jtegly:tsl'imﬁ :hz
one hand, a company must encourage risk takinggon thoiothenhanGiint

; i ich it engages. . " !
Sber of risky ventures in el - al capabilities achieve this balancing

e I s strong entrepreneuri. . :
% Fg?ggﬁfljlgh;;/ﬁsogzzsl of generating 40% of its revenues from products introduced

‘ 2 i d to develop new products
Within the past 4 years focuses managers at'tentlon on the nee '
and enter l’l:l)e\:/ buysinesses. 3M’s long-standing comm1fmelrllstut)<;n Zflll% étisgzstTohmee(r; rs;);\ﬁ
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general organizational
competencies
Competencies that

result from the skills of @
company's fop managers
and that help every
business unit within a
company perform at

a higher level than it
could if it operated as a
separate or independent
company.

organizational
design skills
The ability of @

company's managers fo

creafe a structure, culture
and control sysfems that

motivate and coordinate
employees to perform at
a high level.

'
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and even how to design its headquarters to encourage the fregtﬂfg'%’ oftldeas, 1S an jp_
portant determinant of a diversified company’s ability to profit Iomt} S Multibygjp e
model. Effective organizational structure and cgn?rols creat:tg Incen lvecs1 that encoy;.
age business-unit (divisional) managers to maximize the efficiency an §ffect1vene33
of their units. Moreover, good organizational design helps prevent strategic Managey
from missing out on profitable new opportunities, as h&}p.PenS Wh?n emplo}./ee?s b?COrne
S0 concerned with protecting their company’s competitive pOSItion in existing jnqy,
tries that they lose sight of new or improved ways to do business and gain profitap
| opportunities to enter new industries. et Sy
[ Chapters 11 and 12 of this book look at organizational design in depth. To prof
I | from pursuing the corporate-level strategy of diversification, a company must be ghj,
il | to continuously manage and change its structure and culture to motivate and Coordi-
I nate its employees to work at a high level and develop the resources and capabilitje
| upon which its competitive advantage depends. The need to align a company’s stryc.
ture with its strategy is a complex, never-ending task, and only top managers with
superior organizational design skills can do it.

€

H Superior Strategic Management Capabilities For diversification to increase prof-
i1 itability, a company’s top managers must have superior capabilities in strategic
ey management. They must possess the intangible, hard-to-define governance skills that
are required to manage different business units in a way that enables these units to
perform better than they would if they were independent companies.® These gov-
! ernance skills are a rare and valuable capability. However, certain CEOs and top
managers seem to have them; they have developed the aptitude of managing multiple
businesses simultaneously and encouraging the top managers of those business units
to devise strategies that achieve superior performance. Examples of CEOs famous for
their superior strategic management capabilities include Jeffrey Immelt at GE, Steve
i Jobs at Apple, and Larry Ellison at Oracle.
i An especially important governance skill in a diversified company is the ability to
| diagnose the underlying source of the problems of a poorly performing business unit,
i ; and then to understand how to proceed to solye those problems. This might involve
; recommending new strategies to the existing top managers of the unit, or knowing
i when to replace them with a new management team that is better able to fix the prob-
Hi lems. Top managers who have such governance skills tend to be very good at prob-
L ing business-unit managers for information and helping them think through strategic

] problems, as the example of United Technologies Corporation (UTC) discussed in
Strategy in Action 10.1 suggests.

Related to strategic mana
diversified company to identif

{1 turnaround strategy

When managers of a
\ diversified company :
} identify inefficient, poorly ~ pany. First, the top managers of the acquired co
1 managed companies in aggressive top-management team. Second

| ther indUSffieS Gnd theﬂ expensive assets Such as und

acquire and restructure corporate headquarters: i
them to improve their

—and th 4 : _
rFP)wszrrcr)?i?ggﬁify grf] the % operations of the acquired business a

fotal corporation. ness, and customer responsiveness,
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goal is to find Ways to improve quality and reliability,

:Z ;&ze\:/fhe costs of making a product, and, especially,
ays to make the next generation of a particular
Proi:iucf perform better—in other words, to encourage
ific nolo%lccl nnovation. David makes every employee
every function at every level personally responsible
for achieving the incremental, step-by-step gains that re-
sult in state-ofthe-art, innovative, efficient products that
allow a company to dominate its industry.

David calls these techniques “process disciplines,”
and he has used them to increase the performance of
all UTC companies. Through these techniques, he has
created the extra value for UTC that justifies it owning
and operating such a diverse set of businesses. David’s
success can be seen in the performance that his com-
pany has achieved in the decade since he took control:
he has quadrupled UTC's earnings per share, and its

David and his managers believe that the gqins that
can be achieved from UTC’s process dis’ciplines g
never-ending because its own R&D —in which it inyegs
more than $2.5 billion a year—is copstontl}/ producing
product innovations that can help all its bt{5|nesses. Rec.
ognizing that its skills in crfeohng process 'mprol"ements
are specific to mcnuFactunng companies, UTC's strqte.
gy is to only acquire companies that make products thag
can benefit from the use of its ACE program—hence s
Chubb acquisition. At the same fime, David invests only
in companies that have the potential fo remain leading
companies in their industries and' can therefore charge
above-average prices. His acquisifions strengthen the
competencies of UTC’s existing busmgsses. For ex-
ample, he acquired Sundstrand, a leadmg‘aerospQCe
and industrial systems company, and combined it with
UTC’s Hamilton Aerospace Division fo create Hamilton

Sundstrand, which is now a major supplier to Boeing
and makes products that command premium prices.
In October 2011, UTC acquired Goodrich, a major
supplier of airline components, for over $22 billion in
order to strengthen its aircraft division.

, sales and profits have soared. UTC has been in the top
‘, 1 three performers of the companies that make up the
J |

Dow Jones industrial average for most of the 2000s,
and the company has consistently outperformed GE,
another huge conglomerate, in its return to investors.

Source: hitp://utc.com.

Fourth, to motivate the new top-management team and the other employees of the
acquired company to work toward such goals, a companywide, pay-for-performance
| bonus system linked to profitability is introduced to reward employees at al,l’ levels
for their hard work. Fifth, the acquiring company often establishes “stretch” goals
for employees at all levels; these are challenging, hard-to-qbtain goals ch}t force
employees at all levels to work to increase the company’s efficiency and effectwene;s§i
The members of the new top-management team clearly understand that .1f t.hey al
| to increase their division’s performance and meet these stretch goals within sorgfft
| agreed-upon amount of time, they will be replaced. In sum, cor.porate m'anagfiff]ize
the acquiring company establish a system of rewards and §anct19ns that mc<'anulnit,S
new top managers of the acquired unit to develop strategies to improve their

operating performance.

P 10-3 TWO TYPES OF DIVERSIFICATION

L 0
use diversification p
industries anc:

LT
related divers!
! realiz

The last section discussed five principal ways in which companies
transfer and implant their business models and strategies into o.ther
increase their long-term profitability. The two corporate strategies O i
cation and unrelated diversification can be distinguished by how they attemp

the five proﬁt-enhancing benefits of diversification.'”
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iversification is a cor
Related diversi Porate-leve] strate
: (s oa : 8Y based o
i u;nts(gig;s;o;}? mfa W Industry that i related t?)natilgrﬁozl O’f est@lb}lshmgg
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of the existing W busIness units, As you might expect, the goal of :hisl;?:aizgj

isto obtain benefits from transferring competenci :
3 cies, lever i i
resources, and bundling products, as just discussed iy s

The multibusiness model of req i

of strong technological, manufacturing, marketing, and sales commonalities between

e can be successfully “tweaked” or i in-
crease the competitive advantage of % aked” or modified to in

the commonalities or linkages possib

ent busines§ units or divisions. The greater the number of linkages that can be formed
among business units, the greater the potential to realize the profit-enhancing benefits
of the five reasons to diversify discussed previously.

Another advantage of related diversification is that it can allow a company to
use any general organizational competency it possesses to increase the overall per-
formance of a/l its different industry divisions, For example, strategic managers may
strive to create a structure and culture that encourages entrepreneurship across divi-
sions, as Google, Apple, and 3M have done; beyond these general competences, these
companies all have a set of distinctive competences that can be shared among their
different business units and that they continuously strive to improve,

10-3b Unrelated Diversification

Unrelated diversification is a corporate-level strategy whf:reby ﬁrmsvown unrelated
businesses and attempt to increase their value through an internal capital market, the

Figure 10.3 Commondlities Between the Value Chains of Three Business Units

¢>  Marketing (——)} ‘Sales

ategy: Related and Unrelated Diversification 323

related diversification

A corporate-level strategy
based on the goal of
establishing a business
unit in a new industry that
is related fo a company's
existing business

units by some form of
commonality or linkage
between their voluevc%wcin
functions.

unrelated diversification

A corporatelevel strategy
based on a multibusiness
model that uses

general organizational
competencies fo increase
the performance of all the
company’s business units.
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internal capital market

A corporatelevel strategy
whereby the firm's
headquarters assesses the
performance of business
units and allocates
money across them.

Cash generated by units
that are profitable but
have poor investment
opportunities within

their business is used to
cross-subsidize businesses
that need cash and have
strong promise for long-
run profitability.

etencies, or both. Business organiz.ations that op-
ften called conglomerates. An internal capity]
te headquarters assesses the performange
ash generated by units that gy,

use of general organizational comp
erate in many diverse industries are o
market refers to a situation whereby corpora g
of business units and allégates money acrg:tsunitieé within their business is used o
profitable but have poor investment opp: iseifonlonera
—subsidi i hat need cash and have strong promise | &-run profit.
cross subsidize bgsnwsses t T o tuestcAsh seneratediftor its internal businesses
abilityiadare e c i | capital market, than an individug]
or readier access to cheap cash on the external capl o . .
business unit might have. For example, GE’s large capital reserves an eXQthinF credit
rating enable it to provide funding to advanced—tec_hnOIOgy bUSIHCSS?S within its cor-
porate umbrella (e.g., solar power stations, subsea QJI—perQCtIOH €quipment, avionics,
photonics) that would otherwise pay a high price (either in interest payments or equity
shares) for funding due to their inherent uncertainty. :

The benefits of an internal capital market are limited, however, by the efficiency of
the external capital market (banks, stockholders, venture capitalists, angel investors, and
so on). If the external capital market were perfectly efficient, managers could not create
additional value by cross-subsidizing businesses with internal cash. An internal capital
market is, in essence, an arbitrage strategy whereby managers make money by making
better investment decisions within the firm than the external capital market would, often
because they possess superior information. The amount of value that can be created
through an internal capital market is thus directly proportional to the inefficiency of the
external capital market. In the United States, where capital markets have become fairly
efficient due to (1) reporting requirements mandated by the Securities and Exchange
Commission (SEC), (2) large numbers of research analysts, (3) an extremely large and
active inv.es_tment community, (4) strong communication systems, and (5) strong con-
tract law, it is not common to see firms create significant value through an internal capi-
tal marl_(et. Asa result,. few large conglomerates have survived, and many of those that
do survive trade at a dl_scm.mt (that is, their stock is worth less than the stock of more
spec1a11fzﬁeq firms operating in the same industries). On the other hand, in a market with
?olreseizmglzmisczlr)lliixltgiqr ;etalggneglg}nerates may create significant value. Tata Group,
L 1’8003 A by s ge, diverse, busmess-holdmg group in India. Founqed

& hioo K on manyprojesthabitiotndorafaliinse oracial to Tndia's
development (for example, developing a rajl transportatio hotel d power
production). The lack of a well-developed i 1 Systgm, otels, and p t
law to protect investors and bank bec nvestment community and poor contrac

a ankers meant that funds were often unavailable to entre-

: , the reputation of the
it would fulfill its promises (Which was par

contract law), and its long, deep relationshyj
1n securing licenses and permits,
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resources other than cash ang general ornme'S -
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Chapter 10 Corporate-level Strategy: Related and Unrelated Diversification

{ ri0-4 THE LIMITS AND DISADVANTAGES
R o DIVERSIFICATION

Man: CO_mPaPleS"SUCh as 3M, Samsung, UTC, and Cisco, have achieved the benefits
géﬁpu;rsumg either or both of .the two diversification strategies just discussed, and they
: ;s_ustained_ their ‘PTOﬁtabllity over time. On the other hand, GM, Tyco: Textron,
d Philips failed mlser‘ablhy and became unprofitable when they pursued diversifica-
tion. There are three principal reasons why a business model based on diversification

Jead to a loss of competitive advantage: (1) changes in the industry or inside &
ompany that occur over time, (2) diversification pursued for the wrong reasons, and
xcessive diversification that results in increasing bureaucratic costs.

” '}.‘r‘-/-.
Vg
i

i 1o

0-4a Changes in the Industry or Company

é:rs’iﬁcation is a complex strategy. To pursue it, top managers must have the ability to
ize profitable opportunities to enter new industries and implement the strategies

ssary to make diversification profitable. Over time, a company’s top-management

team often changes; sometimes its most able executives join other companies and be-

come CEOs, and sometimes successful CEOs retire or step down. When the managers
possess the hard-to-define skills leave, they often take their vision with them. A

company’s new leaders may lack the competency or commitment necessary to pursue

diversification successfully over time; thus, the cost structure of the diversified company
y may have produced.

increases and eliminates any gains the strateg
pidly and unpredictably over time.

In addition, the environment often changes ra
W undaries, it can destroy the source of a com-
i :

y’s competitive advantage. For example, by 2011, it was clear that Apple’s iPhone
and iPad had become a direct competitor with Nintendo’s and Sony’s mobile gaming

consoles. When such a major technological change occurs in a company’s core busi-
n ved from transferring or leveraging distinctive

: %?:gthe benefits it has previously achie : : i
- Competencies disappear. The company is then saddled ‘w1th a coll;ctmn of businesses
that have all become poor performers in their respective industries because they are
10t based on the new technology—something that has happened to Sony. Thus, a

the future success of a business is hard to

major problem with diversification is that ; ;
fit from 1t over time, managers

tedict when this strategy is used. For a company to pro _
t be as willing to divest business units as they are to acquire them. Research sug-

88 managers do not behave in this way, however.

Wh‘in new technology blurs industry bo

- 104b Diversification for the Wrong Reasons

E 5 1% dischissed; when managers decide to pursue di.versiﬁcation, they must have
pacar vision of hov’v e industries will allow them to create new
Products tha provide more value for customers and increase their company’s profit-

Dility. Over time. however, & diversification strategy may result'in falling profitability
ff:)mcasons noteci earlier. f,ut managers often refuse to recognize that their strategy

ia”aﬂmg Although they know they sho
dke up” reasons to kee ’ ©

uld divest unprofitable businesses, managers
i ess the B s

n
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In the past, for example, one widely used (and false) justification for diversificajq,,
was that the strategy would allow a company to obtain the benefits of risk Pooling, Ty,

idea behind risk pooling is that a company can reduce the qsk of its rev.enu¢':s gnd Profits
rising and falling sharply (something that sharply lowers 1ts stock price) if it acquire,
and operates companies in several industries that have different busme§s cycles. The
business cycle is the tendency for the revenues and profits of ccompanies in an industry
to rise and fall over time because of “predictable” changes in customer demand. Fo;
example, even in a recession, people still need to eat—the profits ean}‘ed by supermarket
chains will be relatively stable; sales at Safeway, Kroger, and also at. dollar stores,” rise
as shoppers attempt to get more value for their dollars. At the same time, a recession cap
cause demand for cars and luxury goods to plunge. Many CEOs argue that diversifying
into industries that have different business cycles would allow the sales and revenues of
some of their divisions to rise, while sales and revenues in other divisions would fall, A
more stable stream of revenue and profits is the net result over time. An example of risk
pooling occurred when U.S. Steel diversified into the oil and gas industry in an attempt

to offset the adverse effects of cyclical downturns in the steel industry.
This argument ignores two important facts. First, stockholders can eliminate the

{ risk inherent in holding an individual stock by diversifying their own portfolios, and
! they can do so at a much lower cost than a company can. Thus, for a publicly-held
g f firm, attempts to pool risks through diversification represent an unproductive use of
L resources; instead, profits should be returned to shareholders in the form of increased
14 dividends. Second, research suggests that corporate diversification is not an effective
il way to pool risks because the business cycles of different industries are inherently dif-
ficult to predict, so it is likely that a diversified company will find that an economic
downturn affects a// its industries simultaneously. If this happens, the company’s prof-
i itability plunges.'!
L When a company’s core business is in trouble, another mistaken justification for
diversification is that entry into new industries will rescue the core business and lead to
long-term growth and profitability. Kodak made this mistake. In the 1980s, increased
competition from low-cost, Japanese competitors such as Fuji, combined with the
beginnings of the digital revolution, soon led Kodak’s revenues and profits to plateau
and then fall. Its managers should have done all they could to reduce its cost structure;
instead, they took its huge free cash flow and spent tens of billions of dollars to enter
new industries such as health care, biotechnology, and computer hardware in a desper-
ate and mistaken attempt to find ways to increase profitability.

This was a disaster because every industry Kodak entered was populated by strong
companies such as 3M, Canon, and Xerox. Also, Kodak’s corporate managers lacke
any general competencies to give their new business units a competitive advantage
Moreover, the more industries Kodak entered, the greater the range of threats th°
company encountered, and the more time managers had to spend dealing with these
threats. As a result, they could spend much less time improving the performance 2
their core film business, which continued to decline.

In reality, Kodak’s diversification was solely for growth, but growth does not "’
value for stockholders; growth is the by-product, not the objective, of a diversificatio?
strategy. HOW@VCF in desperation, companies diversify for reasons of growth a]op :
rather than to gain any \.)vell-‘thought-out, strategic advantage.'? In fact, many studlef
§ugg_§st glat too.much dl'ver51.ﬁcation may reduce rather than improve company pro :
1tab111¥y. That is, thg dn_/er51ﬁcation strategies many companies pursue may ’¢ e
value instead of creating it.!

create

-
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10-4c The Bureaucratic Costs of Diversification

ajor reason why d1ve1'§1ﬁcgtion often fails to boost profitability is that, very often

o bureaucraric costs of diversification exceed the benefits created }l,)y the s',[rat?g/y (thaé
is the increased profit that results when a company makes and sells a wider range of dif-
o rentiated product.s and/or lowers its cost structure). As we mentioned in the previous
chaptet pureaucratic costs are the costs associated with solving the transaction difficulties
{hat atise between a company’s business units and between business units and corporate
headquarters, as the company attempts to obtain the benefits from transferring, sharing,
and leveraging competencies. They also include the costs associated with usin’g general
g ugna¥ compejcenme.s to solve managerial and functional inefficiencies. The level

o bmeaugratlc cogts in a diversified organization is a function of two factors: the num-
per of business units in a company’s portfolio, and the degree to which coordination is
required between these different business units to realize the advantages of diversification.

Number of Businesses The greater the number of business units in a company’s
portfolio, the more difficult it is for corporate managers to remain informed about
the complexities of each business. Managers simply do not have the time to assess
the business model of each unit. This problem occurred at GE in the 1970s, when its
growth-hungry CEO, Reg Jones, acquired many new businesses. As he commented:

Ltried to review each plan [of each business unit] in great detail. This effort took
~ untold hours and placed a tremendous burden on the corporate executive office.
~ After a while I began to realize that no matter how hard we would work, we
" could not achieve the necessary in-depth understanding of the 40-odd business

~ unit plans.”

The inability of top managers in extensively diversified companies to maintain control
ften leads them to base important resource-

over their multibusiness models over time 0

allocation decisions on a superficial analysis of each business unit’s competitive position.

For example, a promising business unit may be starved of investment funds, while other

business units receive far more cash than they can profitably reinvest in their operations.
-to-day operations of the business

Furthermore, because they are distant from the day of t
units, corporate managers may find that business-unit managers try to hide information

on poor performance to save their own jobs. For examp}g, business-unit managers might
blame poor performance on difficult competitive conditions, even wl‘len.lt is the result
of their inability to craft a successful business model. As sqch organizational problems
increase, top managers must spend an enormous amount of time ar_ld effort to solve them.
This increases bureaucratic costs and cancels out the proﬁt—enhaHCIr}g advantages of pur-
suing diversification, such as those obtained from sharing or leveraging competencies.

he amount of coordination required to realize

Value from a diversification strat€gy based on transferring, sharing,‘ or leveraging
COmpetencies is a major sOurce of bureaucratic costs. The bureaucratic mechamsms
Beeded to oversee and manage the coordination and handoffs between units, such as
C08s-business-unit teams and management commltteeS, are a major source of these
C0sts. A second source of bureaucratic costs arises because of the enormous amount
of Managerial time and effort required to accurately measure the performance and

Unique profit contribution of a business unit that is tran'sferring.or sharing re-
SOurceg with another Consider @ as two business units, one making

Coordination Among Businesses ik

bureaucratic costs

The costs ossocicted with
solving the fransaction
difficulties between
business units an
corporate headquarters
as a company obfains
the benefits from
iransferring, sharing, and
leveraging competencies.
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ong Related Business

Figure 10.4 Coordination Am

Head office

: Packaged
HOUSGhOld’ Marketing ‘ and food
products and sales products

§

Customers

household products (such as liquid soap and laundry detergent) and another making
packaged food products. The products of both units are sold through supermarkets.
To lower the cost structure, the parent company pools the marketing and sales func-
tions of each business unit, using an organizational structure similar to that illus-
trated in Figure 10.4. The company is organized into three divisions: a household
products division, a food products division, and a marketing division.

Although such an arrangement may significantly lower operating costs, it can also
give rise to substantial control problems, and hence bureaucratic costs. For example,
%f the performance of the household products business begins to slip, identifying who
is to be held accountable—managers in the household products division or managers
in the me;rketmg division—may prove difficult. Indeed, each may blame the other for
L i e
ettt et the bureaucratic costs (managers U
diversification. The need i canc;el pany sl achlev?d Lo
o & nee to redgce bureaucratic costs is evident from the experience of

Zﬁ? ssmlszﬁzssg 1;1 i@rate'gg 1n'Action 10.2. :
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successfully in the past, changin when a company has pursued this strateg)

within a company can quickly l.edguzgi(siltlons both .in the industry environment an
changes may result in one or more buys; proﬁt-c'reatm.g advantages. For example, suce
Or, changes may cause the bureaucrati 1SS units losing their competitive advantée”
: C Costs associated with pursuing diversificatio®
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7 10-5 CHOOSING A SIRATEGY

10-5a Related Versus Unrelated Diversification

i competencies, o :
Because related diversification involves more sharing Olfated éllgvel‘siﬁcatiorrlle mlghl
think it can boost profitability in more ways than unre , and g

therefore the better diversification strategy- Hogéver’igzziieoilofgC‘l[?l;zss:?;ggar: as
miichior motcivalie from pyrsuing peloleg éVerS any dc;es not need to ach'uSI
also have some substantial benefits. An unrelated company e achieve
coordination between business units; it must cope on!y with the ’ ureaucratic cogts
that arise from the number of businesses in its portfolio. iicenirast;ia relate.d com-
pany must achieve coordination among busine'ss units if it is to relalille the gaing then
come from utilizing its distinctive competencies. Consequenﬂ.}’, 1t has tO’ cope with
the bureaucratic costs that arise both from the number of bu51pe§s units in its port-
folio and from coordination among business units. Although it is true that related
diversified companies can create value and profit in more ways than unre}ated com-
panies, they also have to bear higher bureaucratic costs to do so. These higher costs
may cancel out the greater benefits, making the strategy no more profitable than one
of unrelated diversification.

How, then, does a company choose between these strategies? The choice depends
upon a comparison of the benefits of each strategy against the bureaucratic costs of
pursuing it. It pays for a company to pursue related diversification when (1) the com-
pany’s competencies can be applied across a greater number of industries and (2) the
company has superior strategic capabilities that allow it to keep bureaucratic costs
under close control—perhaps by encouraging entrepreneurship, or by developing a
value creating organizational culture,

Using the same logic, it pays for a company to pursue unrelated diversification
when (1) each business unit’s functional competencies have few useful applications
across industries, but the. company’s top managers are skilled at raising the profit-
ability 'of poorly run businesses and (2) the company’s managers use their superior
strategic management competencies to improve the competitive advantage of their
business units and keep bureaucratic costs under control. Well-managed companies

such as UTC (as discuss§d in-Strategy in Action 10. 1) have managers who can success-
fully pursue unrelated diversification and reap its rewards

10-5b The Web of Corporate-Level St
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; Sony's Web of Corporqjeflevel Strategy J

Related
Diversification
(e.g., computers,
small smart-
phones)

Forward Vertical

Core Industry i
Integration
COnsum_er (e.g., movies
Electronics and music)

Unrelated
Diversification
(e.g., internal
venturing of the
PlayStation)

ore business is electronic products, and in the past it was well known for
ative products that made it a leading, global brand. To protect the quality of its
onic products, Sony decided to manufacture a high percentage of the compo-
ts for its televisions, DVD players, and other units, and it pursued a strategy
ard vertical integration. Sony also engaged in forward vertical integration
ening a chain of Sony stores in shopping malls (to compete with Apple), and
ersified into complements by acquiring Columbia Pictures and MGM. Sony
hared and leveraged its distinctive competencies by developing its own business
to operate in the computer and smartphone industries, a strategy of related
ification. Finally, it decided to enter the home videogame industry, and devel-
d PlayStation to compete with Nintendo.
Sony’s profitability fell dramatically because its multibusiness model led it to diver-
gzifs 0 100 many industries, in each of which the focus was upon innovating high-
Products. As a result, its cost structure increased so much it swallowed up all
rofits its businesses were generating. Sony’s strategy of individual-business-unit
omy also resulted in each unit pursuing its own goals at the expense of the com-
S multibusiness model—which escalated bureaucratic costs and drained its prof-
1. Divisions did not share their knowledge and expertise, and this incongruence
€d competitors such as Samsung to supersede Sony, especially with smartphones
atscreen, LCD TV products.

3 E




internal new venturing

The process of
Tronsferrmg resources
| fo, and creating a new
' business unit or division
in, a new industry to
innovate new kinds of
producs.
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DUSTRIES:
7 10-6 ENTERING NEW,IN
INTERNAL NEW VENTURES

k through corporate-leye] Strate.

e have discussed the sources of value managers Se€ e ite
;/eslolf\ lec(ljellfgg and unrelated diversification (anq the igzgzllﬁimagers emsptl}z)eysf Ostrd(@
gies also impose). Now we turn to the three main me d joint ventures. In this g i
new industries: internal new ventures, acquisitions, am tjlres fivthi fol.lowin : CCtiop,
we consider the pros and cons of using internal new ventures. i th g sectiong

we look at acquisitions and joint ventures.

10-6a The Attractions of Internal New Venturing

Internal new venturing is typically used to implement cgrpgra_te-level S],Dtra_tegms When
a company possesses one or more distinctive competencies in its core u§1§ess 1’1’.10(1@]
that can be leveraged or recombined to enter a new industry. lntc_ernal new \Qlltu'l'l.l](.g is
the process of transferring resources to, and creating a new bl_lsmess unit or d1v¥smn
in, a new industry. Internal venturing is used often by companies that have a b.usmess
model based upon using their technology or design skills to innovate new kinds of
products and enter related markets or industries. Thus, techpology-based companies
that pursue related diversification—for example, DuPont, which has created new mar-
kets with products such as cellophane, nylon, Freon, and Teflon—are most likely to
use internal new venturing. 3M has a near-legendary knack for creating new or im-
proved products from internally generated ideas, and then establishing new business
units to create the business model that enables it to dominate a new market. Similarly,
HP entered into the computer and printer industries by using internal new venturing,
A company may also use internal venturing to enter a newly emerging or em-
bryonic industry—one in which no company has yet developed the competencies or
business model to give it a dominant position in that industry. This was Monsanto’s
situation in 1979, when it contemplated entering the biotechnology field to produce

c!eveloplt.he r;qui@d competencies necessary to enter and establish a strong competi-
tive position in this newly emerging industry,

10-6b Pitfalls of New Ventures

generate an adequat
products were the result of internal new

to explain the relatively high failure rate

too small a scale, (2) POor commercigljzy
corporate management of th

ventures. Three reasons are often put forward
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scale economiesfl build brand loyalty,séng Zragifl-sefjcl:szntt;a:il'ti C'?)n poes liapidli/ r_calige
new industry, all of which increase t 0 Istribution channels in the
trast, sma]l-scale_ entrants may finq th?rilsperlz:: Eﬁﬁzigipﬁz‘gzeﬁuf Susctcessveltr:) T:an
of ‘scale g 1o and laCl.( of market presence, which Iimitsytheg enctcr)arft’suabilit to
bml(.i frand I.Oya.!ty and gain access to distribution channels These scale effectsyare
particularly SIgnlﬁde,nt when a COmpany is enter ing an establiished industry in which
incumbent companies possess scale €conomies, brand loyalty, and access to distribu-
tion channels. In that case, the new entrant must make g majo; investment to succeed.

Figure 10.6 plots the relationship between scale of entry and profitability over time
for successful small-scale and large-scalo ventures. The figure shows that successful
small-scale entry is associated with lower initial losses, but in the long term, large-scale
entry generates greater returns, However, because of the high costs and risks associ-

ated with large-scale entry, many companies make the mistake of choosing a small-

scale entry strategy, which often means they fail to build the market share necessary
for long-term success.

Commercialization Many internal new ventures are driven by the opportunity to use
anew or advanced technology to make better products and outperform competitors in
amarket. To succeed commercially, the products under development must be tailored
tomeet the needs of customers. New ventures often fail because the company ignores
these needs; its managers become so focused on the technological possibilities of the
new product that customer requirements are forgotten.'? Thus, a new venture may fail
because it is marketing a product based on a technology for which there is no demand,
or the company fails to correctly position or differentiate the product in the market to

attract customers.

Figure 10.6 Scale of Entry and Profitability A
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Small-scale entry

Profitability
o

level Stralegy: Related and Unrelated Diversificafion

333




334 Part 3 Strate gies

| T, a com . e
| ‘ asitopiRBmered B BET L8 O oy 5 e
| For example, consider lhle NeXT syster gailed to gain n:w;lers ; Tcau.se i undeillﬁm
| 1 [ St

J Apple founder Steve Jobs. The " ive tochfidhogics that co . mply d.ld : e
| PC incorporated an array of exped ni-fidelity sound. The optical disk drives, in poth “R

I want, such as optical disk drlsvzseg:lluse oo fcult tIO m?lw Woci(d froliln )E%s & o :;
| ticular, iturned<off OUStOAR ¢ ; . a1 drives. In other words, Ne faile @omnpan:

Il [ achines with optical d

floppy drives to NeXT m dge technology that he ignored cus- commerci

dazzled by leading-c

; because its founder was soO d hizelt and was named “CEO of the Decade> First,
| tomer needs. However, Jobs redeere essfully commercialized Apple’s iPod, whic, business-!
gl e e he:llcc the iPhone set the standard in the smay. select the
dominates the MP3 pla}yer mafket- 50, ted the tablet computer market followip, significan
phone market, and the iPad quickly domina 2 tency, to]
' its introduction in 2010. improve
l Poor Implementation Managing the new-vent}lre process, a}nd .Con‘irOlllgig the)glew. that 31(1112'

‘ venture division, creates many difficult managerial and orgar}lzatlona }Il)r'o ems.” Fm: succee d
| example, one common mistake companies make to tr}'/ to increase their chapge§ of Thir ;
[ introducing successful products is to establish too many mterngl new-vent}lre d1V1310n§ the pro‘b‘
I at the same time, Managers attempt to spread the risks of failure by having many di- . marketin
[ visions, but this places enormous demands upon a company’s .cash flow. Sometimes, uct and 1
,‘ companies are forced to reduce the funding each division receives to keep the entire projects 1
company profitable, and this can result in the most promising ventures being starved foster clc
of the cash they need in order to succeed.?! Another common mistake is when cor- ‘ make a |

porate managers fail to do the extensive advanced planning necessary to ensure that mntegrate

the new venture’s business model is sound and contains all the elements that will be teams to
needed later if it is to succeed. Sometimes corporate managers leave this process to the troductic

scientists and engineers championing the new technology. Focused on the new tech- . product
nology, managers may innovate new products that have little strategic or commercial setting u
value. Corporate managers and scientists must work together to clarify how and why much th

a new venture will lead to a product that has a co

. vill lead mpetitive advantage, and jointly Fina
establish strategic objectives and a timetable to

manage the venture until the product pany ca

reaches the market. pany sh

Tthte tfallurf(? tohantlc_lpate the time and costs involved in the new-venture process alarge t

lcr?gni hleuuiiedfr:;tleer I(Tillstake Many companigs have unrealistic expectations regard- 1 and bra
phy of killing new buxi - a ' T

profit by the end of the third year, which is unrgahstlcbusmesses L 7 e

given that it can take 5 years of ' long as

10-6¢c Guidelines for Successfyl |

nternal New Venturing y 1(

adopt a well-thought-out, structured .
8. New venturing is based on R&D- It ?‘ m

an
approach to manage interna] lp e

. i NEW ve 1
begins with the exploratory reg nturin

e i earch
n; logy (the “R”in R&D) an a’eVelop,r,l,Zcetssary L0 advance basic science and tech- v ;
the commercj e Nireseq C . t '
ith retal applications of g new tech rch to identify, develop, and perfec n _Chg
With strong track records of succe CChnology (the “D” in R&D). Companies . to imp
of R&D; they help to advance ba? o Internal peyy, venturing excel a.t both kinds Compg
applications for jt.22 T, advance bIC_SCIeI_‘Ce and discoyer important commercial , 1S nece
| a8ic science, i 1S important for companies {0 tions ¢,




mpany starte dp
hare because ¢,
js SImply djq not
sk drives, in Par-
. from PCy With
Is, NeXT faileq
he ignoreq Ccus.
Of the Decaden
le’s iPod, Which
d in the Smart.
arket followjng

lling the new-
roblems.2 Fo,
ir chances of
ture divisiong
Ing many dj.
; Sometimes,
ep the entire
€ing staryed
s when cor-
ensure that
that will be
ocess to the

> new tech-
ommercial
w and why
ind jointly
1€ product

‘e process
1S regard-
hat some
ot turn a
‘years or

ictured
&D. It
d tech-
yerfect
panies
kinds
ercial
ies to

Chqp]er ]O
@ : :
OIPorate | gye| Siroleg\/: Related and Unrelated Diversi

ave strong links with Universitjeg &
ey techinologieg discovereq [,
search funds e lzemg Sntolled p e |
poth “R”and “D” research pp ) iy
ate few successful Commercjg] ventur,

- ;
iSuac]lslooif the scienifie knowledge that
cientists Wwh R i e s
i R O understapng the importance of
| e g, a compan.y will Probably gener-
Companies can take severa] Steps to €nsure tp el b b h good
commercially viable products. € that gooq Science ends up with good,

First, many companies must plgce i
pusiness-unit ma?agers who havepthe sltclillel gl;nliiégiﬁ%rwrisearch )
select the optima set of research Projects— o) g h0 Barrow down and then
Sl'gnlﬁctant C(;Irlll:j ercial payoff, Second, to make effectivealrsetf)l; ik;zslt{glgnce o
ency, tOP Managers must wop With ientj : ey
o t?usil}ess iy StrateI;iiLSDt hsactlegrﬁ;(sites tt}i)eiioer;tflm:ally Ziievell(zp and
that all its scientists anq engineers understand whg¢ they h s ot
i €y have to do to make it

Finally, because large-scale entry often leads to greater long-term profits, a com.-
Pany can promote the success of internal new venturing by “thinking big.” A com-

Panyshould construct efficient-scale manufacturing facilities and allocate marketing
campaign that will build market presence

dlarge budget to develop a future product ui :
and brand loyalty quickly and well in advance of that product’s introduction. Also,
“Orporate managers should not panic wheq custgn'lc?rs are slow to adoPt the new
Product; they need to accept the fact there will be‘lmtlal losses and recognize that as
long 4 market share is expanding, the product will eventually succeed.

10-7 ENTERING NEW INDUSTRIES:
ACQUISITIONS
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10-7a The Attraction of Acquisitions
)

e 2 : 1
In general, acquisitions are used to pursue vertical integration or dn‘/ersiﬁcation 4
A company lacks the distinctive competencies necessary FO compete in a ney, induSten
and so uses its financial resources to purchase an estabhsheq company that hag ¢ o
competencies. A company is particularly likely to use acquisitions whep i needsose
move rapidly to establish a presence in an industry, comrr_lonl_y an ?mbryonic oL growtﬁ
industry, Entering a new industry through internal venturing is a .relgtlvely slow Proces.
acquisition is a much quicker way for a company to establish a significant maje res.
ence. A company can purchase a leading company with a strong competitive POsitio,
In months, rather than waiting years to build a market lea.dershlp Position by e g, in
In internal venturing. Thus, when speed is particularly unport.ant., acquisition i the
favored entry mode. Intel, for example, used acquisitions to build its Communicgtjoy
chip business because it sensed that the market was developing very quickly, anq that i
would take too long to develop the required competencies.

In addition, acquisitions are often perceived as being less risky than internal ngy,
ventures because they involve less commercial uncertainty. Because of the risks of
failure associated with internal new venturing, it is difficult to predict its futyre SUC-
cess and profitability. By contrast, when a company makes an acquisition, it gaing
company with an already established reputation, and it knows the magnitude of the
company’s market share and profitability.

Finally, acquisitions are an attractive way to enter an industry that is protected by
high barriers to entry. Recall from Chapter 2 that barriers to entry arise from factors
such as product differentiation, which leads to brand loyalty, and high market share,
which leads to economies of scale. When entry barriers are high, it may be very difficult
for a company to enter an industry through internal new venturing because it will have
to construct large-scale manufacturing facilities and invest in a massive advertising
campaign to establish brand loyalty—difficult goals that require huge capital expen-
ditures. In contrast, if a company acquires another company already established in
the industry, possibly the market leader, it can circumvent most entry barriers because
that company has already achieved economies of scale and obtained brand loyalty. In

general, the higher the barriers to entry, the more likely it is that acquisitions will be the
method used to enter the industry.

10-7b Acquisition Pitfalls

For these reasons, acquisitions have long been the most common method that compa-
nies use to pursue diversification. Numerous research studies have been conducted to
assess whether, on average, acquisitions create or destroy shareholder value. These stud-
ies have used a wide range of methodological approaches (e.g., event studies, large p?nel
analyses, case studies), samples (e.g., acquisitions in particular industries, acquisitions
where both the acquirer and target are publicly-held U.S. firms, acquisitions that vary
in the share that is taken by the acquirer), and performance measures (e.g., stock pric®
| reactions, long-run cumulative abnormal returns, accounting performance, producnv;
! ity, patenting outcomes). The research falls well short of a consensus on the effect ©
f acquisitions, however a very large number of studies conclude that many vamsmoni
fail to increase the profitability of the acquiring company and may result in losses. Fo
example, one study of 700 large acquisitions found that although 30% of these resulte
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to create valuable new products from an aC‘qUISltIOH (this 1sf Fnown as th§ “hubrig
hypothesis™). The very fact that they have I‘ISG}n to Fl}é top 0d {d colmpany gives sop,
managers an exaggerated sense of their Own capab,lhtles and a se f"mportance i
distorts their strategic decision making. Coca-Cola’s acquisition of several Midsjzeq
winemakers illustrates this. Reasoning that a bevqrage 1S a bfaverage, Coca.Cola,S
then-CEO decided he would be able to mobilize his company’s tglegted Marketip,
managers to develop the strategies needed to'domlnate the U.S. wine industry, Afte
purchasing three wine companies and enduring 7 years of marg%nal profits b ecause
of failed marketing campaigns, he subsequently deglded that' wine and soft dripj
are very different products; in particular, they have different kinds of appeal, Pricing
systems, and distribution networks. Coca-Cola eventually sold the wine Operations t,
Joseph E. Seagram and took a substantial loss.*®

The Expense of Acquisitions Perhaps the most important reason for the failure of
acquisitions is that acquiring a company with stock that is publicly traded tends to he
very expensive—and the expense of the acquisition can more than wipe out the vaye
of the stream of future profits that are expected from the acquisition. One reason i
that the top managers of a company that is “targeted” for acquisition are likely to
resist any takeover attempt unless the acquiring company agrees to pay a substantia|
premium above its current market value. These premiums are often 30 to 50% above
the usual value of a company’s stock. Similarly, the stockholders of the target com-
pany are unlikely to sell their stock unless they are paid major premiums over market
value prior to a takeover bid. Collectively, this means that it is far easier to overpay
for an acquisition target than to “get a bargain,” and research shows that managers do
regularly overpay for acquisitions.*

To pay such high premiums, the acquiring company must be certain it can use its
acquisition to generate the stream of future profits that justifies the high price of the
target company. This is frequently difficult to do given how fast the industry environ-
ment can change and other problems discussed earlier such as integrating the acquired
company. This is a major reason why acquisitions are frequently unprofitable for the
acquiring company.

The reason why the acquiring company must pay such a high premium is that
the stock price of the acquisition target increases enormously during the acquisition
process as investors speculate on the final price the acquiring company will pay to
capture it. In the case of a contested bidding contest, where two or more compa-
nies simultaneously bid to acquire the target company, its stock price may surge
Also, when many acqgisﬁtions are occurring in one industry, investors speculate tl.lat
the value of the remaining industry companies that have not been acquired has -
creaseq, and that a bid for these companies will be made at some future point. This
also drlves_up their stock price and increases the cost of making acquisitions. This
happened in the telecommunications sector when, to make sure they could meet
the need§ of customers V\fh‘o‘ were demanding leading-edge equipment, many lgrge
companics went on acquisition “binges.” Nortel and Alcatel-Lucent engaged in ?
race to purchase.smaller, Innovative companies that were developing new telecom”
munications equipment. The result was that the stock prices for these compani®
were bid up by investors, and they were purchased at a hugely inflated price. Wheri
the telecommunlcatloqs boom turned to bust, the acquiring companies found thaU
they had vastly overpaid for their acquisitiong and had to take enormous account’s
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. : ; ystems. After spending 1 week examining
its books, IBM reduced its offer price by 10% when its negotiators found its customer

base was not as solid as .they had expected. Sun Microsystems was eventually sold to
Oracle in 2010 for $7.<} billion. For the next 5 years, Sun Microsystems was a drain on
Oracle’s profit, but Ellison persevered in investing in Sun’s technologies, and by 2015 it
appeared his investment finally might be paying off.

Agency Problems It is important to note that managers may make acquisitions for
reasons that have nothing to do with shareholder value. This is called an “agency prob-
lem,” and will be discussed further in Chapter 11. It is well established, for example,
that the pay, perquisites, and other benefits managers receive are strongly related to
firm size.’” Furthermore, managers often have a very large portion of their personal
wealth tied to the firm they manage. This means they may be extremely underdiversi-
fied. Their solution might be to diversify the firm, even if that is not in the interests
of other shareholders (who may more easily and inexpensively diversify by holding

shares in other firms).

107 Guidelines for Successful Acquisition
uccessful acquisitions, companies need to follow

an approach to targeting and evaluating potential af:qgisitions that is baged on
four main steps: (1) target identification and pre-acquisition screening, (2) bidding

g 1 38
strategy, (3) integration, and (4) learning from experience.

To avoid these pitfalls and make s
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to integrate the corporate cultures of the acquiring a,n 1 ddq rovidep HECS. For
example, managers at Microsoft and SAP, the wqud s leading 'E] PR neTEy
prise resource planning (ERP) software, met 11 Gl gLy LU itionity
Microsoft. Both companies decided that despite the strong, strategic ratlongle fOr
a merger—together they could dominate the software computing market, satisfying
the need of large global companies—they would have challenges to OVerC(?me. The
difficulties of creating an organizational structure that could successfully integrate
their hundreds of thousands of employees throughout the world, and blend two very
different cultures, were insurmountable.

Once a company has reduced the list of potential acquisition candidates to the
most favored one or two, it needs to consult expert third parties such as mvestment
bankers like Goldman Sachs and Merrill Lynch. These companies provide valuable
insights about the attractiveness of a potential acquisition, assess current industry
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VO very diversified, leading both investors and : g bgcome boathres apd
i covld: 1n 200 an H’ianagement to suspect it was not generating
o & 1 off. In 2012. Tve cHL 1.77 TYFO s health-care and electronics divisions were
e spu . B ,F'y 0 W:ils Split again into three parts that would each have their
‘a 5 blll B YCOITIre and Security, ADT (which provided residential and small-
uable business security installation), and Flow Control (which sold water and fluid valves
1dustry and controls).*!
lisition
1pany’s
7'10-8 ENTERING NEW INDUSTRIES:
ce that
ny can JOINT VENTURES
panies
eds of Joint ventures, where two or more companies agree to poql their resources to create
specu- new business, are most commonly used to enter an embryonic or gr.owth industry. Sup-
iment, pose a company is contemplating the creation of a new-venture division in an embry-
ahoo!, oni¢ industry. Such a move involves substantial risks and costs because thp company
't that must make the huge investment necessary to develop the set of value-chain activities
higher tequired to make and sell products in the new 1ndustry. On the other hapd, an acqui-
sition can be a dangerous proposition because therels §ar§1y o eStall)hShed feading
ymple, Company in an emerging industry; even if there 1s, 1t will be extremely expensive to
:atiOI’l: purchase .
; the most appropriate
>f the f, - 3 nture frequently becomes :
i In this situation, a joint Ve it allows a company to share the risks and
erper- method ¢ w industry because 1 il . .
| 0 enter a ne e i unit in the new industry with another
d can COStS associated with establishing a business : e
i 7 1 faclated wi , when the companies share complementary skills
Y 1 OmPanY This is CSPeCIa,Hy o this increases the probability of a joint ven-
;)r distinctive competencies, becsaollie ity joint venture formed between UTC and
1 un- : lire’s success. ConsiQCr the f‘(z;/_baseqd composite parts fg1‘ the"clerospace.industry.
» e OW Chemical to build Pl?s lh aerospace industry (it builds Sikorsky hellc.opters),
2 1 TC was already involved In b he development and manufacture of plastic-based
velop d Doy Chemical had skills 1% t & to contribute its advanced acrospace skills,
e | COmpogiges, The alliance called for UT
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and for Dow to contribute its skills in developing and 1‘nanufacturing Plastic-py,

composites. Through the joint venture, both,companies became involved jp nS:d
product markets. They were able to realize thg bgneﬁts associated with relateq d‘-N
versification without having to merge their activities Into one company or beay thL
costs and risks of developing new products on thelgons G, il compani:
enjoyed the profit-enhancing advantages of entering new markets without having ts

bear the increased bureaucratic costs.
_ Although joint ventures usually benefit b
ditions they may result in problems. First, alt

to share the risks and costs of developing a new business, it also requires that they

share in the profits if it succeeds. So, if one partner’s skills are more important than
the other partner’s skills, the partner with more valuable skills will have to “give away”
profits to the other party because of the 50/50 agreement. This can create conflict ang
sour the working relationship as time passes. Second, the joint-venture partners may
have different business models or time horizons, and problems can arise if they start
to come into conflict about how to run the joint venture; these kinds of problems cap
disintegrate a business and result in failure.

Third, while one advantage of joint ventures is that they allow frequent and close
contact between companies, which facilitates learning and transfer of knowledge,
this also creates a risk that a joint venture can lead to the unintentional leak of pro-
prietary information across companies.* Even when collaboration agreements haye
extensive contractual clauses designed to protect the proprietary knowledge pos-
sessed by each partner or developed through the collaboration, it is still very difficult
to prevent that knowledge from being expropriated. Secrecy clauses are very difficult
to enforce when knowledge is dispersed over a large number of employees.* A com-
pany that enters into a joint venture thus runs the risk of giving away important,
company-specific knowledge to its partner, which might then use it to compete with
its other partner in the future. For example, having gained access to Dow’s expertise
in plastic-based composites, UTC might have dissolved the alliance and produced
these materials on its own. As the previous chapter discussed, this risk could be
minimized if Dow got a credible commitment from UTC, which is what it did. UTC
had to make an expensive, asset-specific investment to make the products the joint

venture was formed to create.

oth partner companies, under some con
hough a joint venture allows Companieé

10-8a Restructuring

Many companies expand into new industries to increase profitability. Som
however, companies needing to exit industries to increase their profitability spli
existing businesses into separate, independent companies. Restructuring is the process
of reorganizing and divesting business units and exiting industries to refocus upor &

etimes,
t their

restructuring

The process of
reprgc_:nizing .ond : company’s core business and rebuild its distinctive competencies.** Why are sO many
divesting business units companies restructuring, and how do they do it?

and exiting industries
fo refocus upon d

company’s core business 1), 8, Why Restructure?

and rebuild its distinctive
ies. / : :
competenci One main reason that diversified companies have restructured in recent year
the stock market has valued their stock at a diversification discount, meaning tha
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stock of highly diycrsi!_ﬁed Companiegs j valued |
the stock of less-diversifieq COmpanjeg 45 Invest j arnings, than
Jess attractive mvestments for four I'€asons, F,"rs(;r? scev hlghly i Cmﬁ?d Sompanitsd;
ten feel these companies ¢ longer h = ; 25 we discussed carlier, investors of-
pation in many different industries, Second, the co ol -d,ds !hen‘)uxm_\_ their partici-
of highly diversified enterprises disgyises. the c];fr‘) S (?r rhcﬁm.n?m[ Statements
units; thus, investors cannot determipe ifithers n?u]tiobr::infﬁ of (;ndmduul business
The resu.lt is tha-l investors perceive the Company ag bcinlg ::;l::?:(:h
operate in one industry, whoge Competitive
more easily understood. Given this sity
to boost returns to shareholders by spl
rate, independent parts,

The third reason for the diversification discount is that many investors have learned
from experience that managers often have a tendency to pursue too much diversifica-
tion or diversify for the wrong reasons: Their attempts to diversify reduce profitability,
For example, some CEQs pursue growth for its own sake: they are empire builders who
expand the scope of their companies to the point where fast-increasing bureaucratic
Costs become greater than the additional value that their diversification strategy cre-
ates, Restrucluring thus becomes a response to declining financial performance brought
about by overdiversification. : : :

A final factor leading to restructuring is that innovations in slrul_cg(c manage-
ment have diminished the advantages of vertical integration or diversification. For
example, a few decades ago, there was little understanding of how long-term co-
Operative relationships or strategic alliances bcl\\'ccx1 a company and its suppliers
could be a viable alternative to vertical inlcgruluon. M.osl companies 00115}<fer0d Q{HY
wo alternatives for managing the supplyA chain: \cxn‘llczll- mtvegmnoxj .01 fomp)c}”fvf
bidding. As we discussed in Chapter 9, in many situations '01131“%1_"1 cooperative

: : ! 3 st value, especially because they avoid the -nc_ed to
relanonshlps can create the most va s n il s (RIS SiEaFabin 5
) 3 s or dispense with market discipline. As this strategic inno
gt Dureaucratic costs or dispens business, the relative advantages of vertical
Vation has spread throughout global business,

OWer, relative to their e

els are succeeding.
an companies that
1Ve advantage ang financial statements are
ation, festructuring can be seen as an attempt
itting up a multibusiness company into sepa-

integration have declined.
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