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Introduction. When a firm has diversified into more than one line of business, it faces a new set of strategic challenges. The primary objective of a multi-business firm is achieving higher financial performance than the firm’s units would achieve if they were independent. To do this, the corporation acts as the primary if not sole source of capital for its units and manages them to ensure that they have superior economic returns over time. No public firm that fails notably in this objective can survive for long in an economy with an efficient capital market. Failures are bought by entrepreneurs and broken up or reorganized.

The concept of the multi-business organization became widely accepted when diversified firms in the United States during the early 1900’s realized that they could not manage multiple businesses using a functional structure. Alfred Chandler in his classic book, Strategy and Structure,
 describes the rationale and process behind the transformation of these companies from functional or geographical organizations to decentralized structures centered on product divisions. The rationale was based on 1) lowering coordination costs for each business by subordinating functional activities to product division managers, and 2) streamlining resource allocation across the business units through a general office composed of corporate management. As managers world-wide recognized these benefits, the multi-divisional structure diffused across developed countries throughout the twentieth century. 

As an innovation, the multi-divisional form is necessary to allow business units in a corporation sufficient control over their decisions to compete effectively in their particular product markets. However, diversified corporations also face a range of additional problems to improve the performance of their units. How these problems should be addressed is the topic of this chapter.

The tasks of corporate management are the following:
· Allocate resources across business units through internal capital market 
· Stimulate the creation of new businesses 

· Organize and manage relationships among the business units to increase value or reduce cost

· Increase the economic contribution of the businesses through top-down initiatives

· Develop corporate infrastructure that supports business unit value and cost drivers

· Centralize activities across businesses to increase value or lower cost

· Manage external relations with the press and capital markets

· Reduce cost of capital
To succeed as a multi-business organization, the firm must analyze the advantages and disadvantages its units receive from being jointly owned. Business units may gain an advantage from efficient allocation of cheap capital to take advantage of growth opportunities. Economic benefits may also come from managing the inter-unit flow of goods and services to meet market needs and combining activities across units to increase productivity. In both ways, the firm substitutes for external markets in which its business units might otherwise buy capital or goods and services. 

The multi-business firm as an internal capital market. The economic rationale behind corporate cash contributions to the business units in the portfolio, where the firm acts solely as a substitute for the capital markets, has received serious criticism. Examples of diversified firms that failed to manage their business units effectively are legion. In the late 1960’s in the U.S. a number of firms - for example, Transamerica, L-T-V, and ITT - followed a strategy of high growth through diversification into businesses that were unrelated to each other. Three problems emerged. First, there was no enduring economic rationale at the level of operations for a business unit to belong to the corporation - e.g., lower cost inputs or access to valuable proprietary assets. Second, the businesses were managed to support short-term corporate financial goals, frequently leading to an erosion of market position. Third, the complexity of the corporate structure exceeded the management capability of corporate executives. These three problems compounded over time led to a decline in corporate performance and either the eventual failure of the corporation or its reorganization through spinning off businesses.


Multi-business firms whose businesses are linked only through financial cross-subsidization are therefore generally viewed as having a poor system of governance. In more efficient financial markets, such firms usually trade at a discount to the value of their business units. This kind of under-valuation, called the diversification discount, occurs because investors cannot perceive what a conglomerate adds to its business units to justify the costs incurred by corporate management, which are allocated to the units as overhead. Moreover, there is a general belief that corporate management cannot effectively invest in the best opportunities because of political biases within the resource allocation system. Thus, it is not clear why the units would not be better off as publicly traded entities, sourcing whatever corporate services are provided by the parent from external suppliers. In this way, shareholders would be able to perceive directly the economic potential of each business and to make their investment decisions accordingly as opposed to viewing the businesses indirectly through the corporate filter. 


This logical alternative to conglomeration has hardly prevented managers from rebuilding conglomerates in waves throughout the modern capitalist era. Why is this so? How can corporate management add value to the firm’s business units in the absence of operating synergies? There are a variety of answers to this question. 

First, the firm’s general management may have developed seemingly novel policies both for the type of business in the corporation’s portfolio and for the type and degree of corporate involvement in each business that would increase unit economic performance at low cost relative to market alternatives. For example, Hanson Trust under Lord Hanson and Gordon White bought dominant businesses in mature low technology industries (cement, liquor, trucking) that were under-managed financially. Hanson then improved the financial performance of these businesses using small teams of specialists. In general, aside from these specialists, the corporate management of the parent was very lean. The remaining management of the revived unit was given incentives to keep costs low without losing the unit’s dominant position. In a sense, Hanson was building a portfolio of cash cows. If the structure of competition became more complex, requiring significant investment to maintain the unit’s market position, the business was sold. Hanson was simply not in the business of investing in complicated strategic situations. During the 1970’s and 1980’s, the number of businesses that fit Hanson’s target profile was sufficient to allow a string of acquisitions, leading to substantial growth in corporate revenues and earnings and therefore to share price appreciation. However, as the availability of targets waned, there was little to justify Hanson’s ownership of the now-healthy units. Consequently, Hanson divested the bulk of its portfolio of businesses and is now focused exclusively on building materials. 


A second reason for a moderation or reversal of the diversification discount is the way the internal capital market is used to allocate resources across businesses. There are two necessary conditions to improve the conglomerate’s value. First, internally generated financial resources should flow to those businesses that have significant growth opportunities, as indicated by a high industry market to book ratio, for example. Second, the growth businesses that receive funds from the corporation should be unable to find a source with a lower cost of capital in the external capital markets. That is, a firm with an internal capital market that favors investments in growth and has a low cost of capital relative to external sources for its units will suffer a lower diversification penalty in its market value, and perhaps may even be worth more than the aggregate values of its business units. 

An example of a firm that has achieved a diversification premium, rather than a discount, is GE. At the end of 2000, GE had the second highest market value in the world. Although it is difficult to assess the worth of GE’s business units separately, since many of them compete in highly concentrated industries, GE’s remarkable valuation as a corporation suggests strongly that it is worth more than its businesses as independent entities. GE grows by adding new businesses to its vast array of successful enterprises, but it also focuses intensely on the value that it adds as a corporation to its current units. If the benefits from being part of the corporation begin to drop below those offered by market sources, the performance of GE’s units decreases as competitors become better positioned and build stronger resources and capabilities. GE therefore is careful to divest those businesses to which it can add little value and to keep and support those businesses that it can help succeed. Furthermore, the corporation develops new policies for managing its existing businesses so that the benefit from belonging to GE increases. (see sidebar below on GE’s policies involving the sharing of process innovations across business units.)

Managing the Portfolio of Businesses. A major and necessary task of corporate management in a multi-business firm is managing its set of business units to increase sustainable overall economic performance relative to other investment opportunities.  Perhaps the best-known framework for characterizing relationships among the business units in a corporation is the growth-share matrix. The growth-share matrix highlights many of the problems in managing a business-unit portfolio. Developed in the 1960’s by the Boston Consulting Group, this framework compares business units along two dimensions: the business unit’s industry growth rate and business unit market share within the industry. Units are related to each other solely through cash transfers for investment in new business development.  

A simplified version of the growth-share framework is shown in Figure 1. In the lower left quadrant is a large unit with a dominant market share in a low growth market; this type of unit is a cash cow. In the lower right there are several units that have low market share in low growth markets; these businesses are frequently called dogs. In the upper right are a number of businesses with low market shares in high growth markets; call these units question marks. And finally in the upper left are units that have achieved high market shared in fast growing markets; these businesses are stars. Top management uses cash from cash cows to invest in question marks, which have greater growth potential. Through these investments, question marks develop into stars, which dominate their markets. As the industry matures, the star maintains its dominant position through adapting to the new competitive conditions and becomes a cash cow to support the growth of new question marks.

Figure 1

Boston Consulting Group (BCG) Growth-Share Matrix










This framework is based on several key assumptions: 

· First, the model assumes that a cash cow has the lowest costs compared to competitors, based on its greater experience associated with higher cumulative volume. High market share therefore indicates a sustainable advantage over competitors, and the goal of each unit is consequently to become the largest competitor in its product market. 

· Second, cash cows generate higher cash flows but face fewer investment opportunities than new businesses. The implication is that the innovations required to maintain a cash cow’s market position require less capital than the innovations and capacity expansion necessary for new business growth. (see the sidebar below on IBM’s expansion into services.) 

· Third, the excess cash that cash cows produce should be invested in question marks so that they can grow to achieve a dominant market share in their high growth markets. There is no reference to external sources of funds or alternative targets for funds distribution.

These three assumptions - which imply that acquiring market share is an effective business strategy and that internal funds should be used to subsidize new business development - are key elements of the growth-share model. 

Implicit in the model, moreover, are three more assumptions that are necessary if the framework is to be useful as a guide for sustaining firm-wide growth and profitability. These assumptions highlight key tasks of managing the portfolio of business units over time:

· First, the firm has sufficient, enduring entrepreneurial skill to grow new businesses to dominance in their markets, while the markets continue to grow. This skill implies superior positioning and execution at every stage of business unit growth. As we have seen, it is unlikely that this assumption is valid without significant contributions of resources or capabilities from other units in the firm, even if every developing business within the firm has a first-mover advantage.

· Second, the firm should have the necessary general management capabilities to retain value of each business over its industries’ life cycle, through the mature phase. No business unit approaching cash cow status can afford to lose its dominance through failure to execute ongoing activities or to innovate for cost reduction.  

· Third, maturing business units must be sufficiently large in ultimate size to spin off enough cash to support the generation of new businesses. Even as demand and margins in traditional markets decline, cash cows need to carry the internal funding requirements of the firm. (see again the sidebar on IBM.)

Inadequate attention to any of these assumptions can lead to missing growth targets and insufficient capital to fund future expansion through new business development. For example, the low cost-market share model applies poorly to multi-business firms whose businesses are primarily differentiated with strong sustainable market positions, as Johnson & Johnson had before the 1980’s. Further, market share may not represent the presence of lower costs but rather be the outcome of other sources of competitive advantage such as superior technological innovation, as in the case of Intel; excellent customer service and retention, as in the case of Cisco; or a broad, well-positioned product line, as in the case of Accenture. 

In all cases, the problems of developing an economically viable portfolio of businesses, as indicated by the growth-share matrix, remain. New businesses must be nurtured by the old and grown to maturity, while failures, including cash cows that have lost their usefulness, must be sold or shut down. Without such an ongoing dynamic, the multi-business firm cannot add value to its businesses as a whole. 

****************

(start sidebar)

Global Services - The Emerging Cash Cow (or Star?) at IBM

In the early 1990’s with the rise of the PC, IBM confronted a difficult situation regarding future growth of internally generated funds. The company’s hardware segment, consisting of mainframes, minicomputers and PCs, was projected to grow slowly, over its traditional growth rate, in both revenues and profitability. The software segment, composed primarily of middleware such as Lotus Notes, was also forecasted to expand slowly. Although these two segments together would produce annual revenue in the range of $45B to $50B over the decade, neither was growing sufficiently to increase earnings at IBM’s historical rate (see the figures below). The company’s share price would therefore suffer without an additional and much more aggressive contributor to growth. Global Services filled this role. From 1994 to 1999, Global Services revenue grew at an average annual rate of about 28% compared with a little over 2% for both hardware and software. Further, Global Services’ gross profit grew by an average 38%, with a major boost in 1998 as it absorbed part of Global Finance. Software profits increased by 8%, and hardware actually declined by 8%. Interestingly, software remained by far the most profitable segment in the corporation both in terms of gross margin and percentage contribution to the corporate bottom line. 

So we observe that IBM’s revenue explosion in Global Services has substituted for the declining Hardware segment in the portfolio. However, the margins of Global Services are close to Hardware’s margins, so IBM does not receive an explosion in net income. Why is this so? One possibility is that Global Services needs to reinvest its profits to continue its growth; that is, the line of business is a “star” in BCG’s terminology. Another, less favorable, interpretation is that large services businesses are inherently expensive and will become even more so when their growth slows. If this turns out to be the case, contrary to the reinvestment explanation above, then IBM will be forced to find a new source of earnings growth in the next decade. 
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(end sidebar)

***************

Although the problems the growth-share matrix presents for corporate management are generic, the framework’s stringent assumptions regarding business unit success render it inapplicable to a broad range of multi-business firms. In addition to size, a firm’s business units commonly vary on other important dimensions, increasing the complexity of the corporate manager’s task. Businesses within the firm will differ in the following characteristics:

· industry characteristics, such as

· growth rate in revenues and units

· rate of change in the growth rate

· average profitability

· trend in average profitability

· key value and cost drivers across firms

· structure and dynamics of competition

· regulatory pressure

· entry barriers

· buyer and supplier power

· trend in viability of substitutes

· unit characteristics such as: 

· key value drivers 

· key cost drivers

· market position defendability

· economic return 

· trend in economic return

· interdependence of the unit with other units

This diversity complicates substantially the problem of portfolio assessment. 

Yet all portfolio analysis tools typically locate units along two dimensions, one characterizing the attractiveness of the industry in which a business competes, and the other dimension denoting the strength of the business’s position within the industry. These dimensions capture the two powerful predictors of business economic performance – industry factors and market positioning. In any firm, the metrics used for these dimensions in the portfolio analysis tool should map onto the way their units compete. To the extent that the units compete on achieving a defendable cost advantage based on scale economies or the learning curve, the growth-share matrix may be appropriate. But portfolios of businesses with more complex strategies require customized arrays to allow a more useful comparison. Frameworks, such as the GE-McKinsey Business Screen, have been developed to allow the comparison of vastly different businesses within a single rubric that is focused on identifying units with the greatest probability of high economic return. 
 

Relationships Among the Business Units – Centralization and Transfers.  Portfolio management and careful allocation of capital are probably necessary but not sufficient in the early twenty-first century to produce sustainable economic performance for a multi-business firm. Management and money are critical, but more important are shared resources and capabilities across the businesses. Inter-unit transfers and shared resources in centralized activities are key elements of an effective multi-business strategy. (sidebar on Rumelt’s categories).

**************** 

(begin sidebar)

Rumelt’s category scheme for multi-business firms


The most detailed framework for categorizing multibusiness firms was developed by Richard Rumelt in his Harvard dissertation, published in 1974 as Strategy, Structure and Economic Performance. Building on earlier research by Leonard Wrigley, Rumelt uses three ratios to categorize firms: the specialization ratio, the related ratio, and the vertical ratio. These are calculated as follows:

1. Specialization Ratio: the proportion of a firm’s revenues that can be attributed to its largest single business in a given year.

2. Related Ratio: the proportion of a firm’s businesses that are attributable to its largest group of related businesses, where “related” means sharing markets or sharing value chain activities such as technology, operations, logistics or procurement. 

3. Vertical Ratio: the proportion of a firm’s revenues that arise from by-products, intermediate products and end products of a vertically integrated sequence of processing activities. 

Using these ratios, Rumelt creates nine classes of multi-business firm in the following way: 

1. Single businesses – firms with a specialization ratio between .95 and 1.00 and a vertical ratio greater than or equal to .7.

2. Dominant Vertical firms – firms whose specialization ratio lies between .75 and .9 and whose vertical ratio is greater than .7.

3. Dominant Constrained corporations – firms whose specialization ratio lies between .75 and .9 and whose businesses are in general closely related to each other.

4. Dominant Linked corporations – companies whose specialization ratio is between .75 and .9 and whose businesses are not closely packed in terms of their interrelationships.

5. Dominant Unrelated companies - firms with a specialization ratio lying between .75 and .9 and a related ratio less than one half the specialization ratio plus one (RR< ½ (SR+1)).

6. Related Constrained firms – companies whose specialization ratio is less than .7, related ratio is greater than .7, vertical ratio is less than .7 and whose businesses are densely related to each other.

7. Related Linked firms – firms with specialization ratios less than .7, related ratios greater than .7, vertical ratios less than .7, and businesses that are loosely tied to each other.

8. Acquisitive Conglomerate firms – companies with specialization ratios less than .7, vertical ratios less than .7, related ratios less than .7, and a history of growth through acquisition.

9. Passive Unrelated companies – conglomerate firms, as in 8) above, without an aggressive history of growth.


Rumelt showed that dominant-constrained and related-constrained firms had higher financial performance than other types. This was the first evidence that multi-business firms whose business units were closely linked through common activities achieved stronger results than firms with units that were loosely tied together or not tied to each other. In short, synergy matters.

(end sidebar) 

****************

Inter-unit transfers of goods and services. One of the most observable and important types of contributions business units can make to each other within the firm is the transfer of goods and services. These transfers are akin to the supply of inputs from the outside market and are frequently benchmarked against potential transactions with external suppliers. However, unlike vertical integration among units in a single business firm, where the linked activities are cost-centers, inter-unit transfers in a multi-business firm occur between profit centers, each of which competes in an external product market in addition to selling goods and services to other business units within the parent corporation. Because each unit is evaluated in terms of its ability to meet profitability targets, as opposed to adhering solely to budgetary constraints, conflicts may arise between serving internal versus external customers, or between buying from internal versus external suppliers. These conflicts raise a host of questions regarding the value the corporation adds to its business units, especially when competitors face different organizational constraints that enable more or less efficient strategy execution.

In examining these questions here, we will adopt the perspective of the business unit receiving the goods or services from the internal supplier. From the internal customer’s viewpoint, the internal supply relationship is justified economically if it contributes more to the customer’s performance than competing suppliers in the market would if they were delivering the goods and services. This focus highlights the tradeoffs the firm makes between competing effectively in the internal supplier’s outside markets and at the same time serving the economic interests of the internal customer. 

It is useful then to return to the four control dimensions that pertain to buyer-supplier relationships, as discussed in Chapter Six. Buyers, whether inside or outside the firm, want control over four types of supplier decisions: 1) pricing; 2) investment in resources and capabilities that influence the quality, design and other important aspects of the product or service; 3) production volume and scheduling; and 4) the management of sensitive information. In Chapter Six, we argued that gaining control over a supplier’s decisions was more efficiently accomplished within a single organization, since the economic interests of the buyer and supplier were aligned. But this argument is complicated by the shift from a single to multi-business firm where both units are profit centers. 

The most salient dimension of an internal transfer is its price. The outcomes of pricing decisions within the multi-business firm are transfer prices, which may be mandated or negotiated. In an extensive study of transfer pricing practice, Eccles
 identifies four types of transfer price – mandated market price, mandated full cost, exchange autonomy, and dual pricing: 

1. Mandated Market Price. In this case, there is a corporate policy tying the buyer to the supplier, and the supplier, not the in-house buyer, is clearly dominant in the relationship. The buyer cannot buy the good or service outside the parent corporation although the supplier may sell to external customers. The supplier has the same price for both internal and external sales, increasing the unit’s entrepreneurial orientation. Since there is no cost advantage for the buyer from sourcing within the parent corporation, it is hard to justify this type of transfer price if the internal buyer’s strategy is based on lower prices to its customers. That is, the buyer must realize the advantages of vertical integration through more efficient coordination with the supplier around changes in product design and delivery rather than through lower cost inputs. Consequently, the internal buyer’s position in its market must be high on value drivers such as service, speed of delivery, technology or customization. In the case of customization, it is likely that the market-based transfer price would be cost plus whatever markup the internal supplier would charge for specialized goods in the market. Also, the internal relationship assures a source of supply for the internal buyer, which may be important if there is significant volume uncertainty in the market for the input. It is also possible that the internal relationship gives the buyer access to the critical technology developed by the supplier, as Intel’s systems businesses receive advanced microprocessors at the same time as the company’s top-tier external customers. 

2. Mandated Full Cost. Here also the buyer and supplier are locked together through a corporate policy of vertical integration. But the buyer dominates since the supplier sells to the buyer at full cost (actual or standard) as opposed to market price. Eccles found only a few firms that transferred their products internally at variable cost in contrast to economic theory, which advocates marginal cost transfers. Unlike market-based transfer prices, full-cost prices can be used to support a strategy of cost leadership for the internal buyer. In this regard, one could ask why the supplier is simply not integrated into the buyer. The common reason is that there are scale economies that cannot be achieved at the buyer’s volume level, but which can be achieved by a separate unit that sells (at market price) to external buyers. The supplier thus has the problem of balancing its internal sales at cost and its external sales at market price. This balancing act may well degrade the level of cooperation the supplier offers the buyer when changes in the relationship are necessary.


3. Dual Pricing. Dual pricing involves two transfer prices – full cost to the buyer and market-based to the supplier. Although this policy seems to solve the conflicts presented by both cost- and market-based methods, it is inherently unstable since it undermines the integrity of the corporation’s management control systems. The internal supplier and internal buyer can both report profits while the corporation as a whole is losing money. The method is useful when there are only a few key transactions that require special attention within the firm. These transactions may be critical for entering a market quickly and effectively, challenging a major competitor in important accounts, or preventing entry by potentially strong rivals. 

4. Exchange Autonomy. This pricing scheme applies when transactions between the internal buyer and supplier are not mandated – that is, there is no policy of vertical integration. In general, the volume of such transactions is low, since neither buyer nor supplier has a clear strategic rationale that is recognized by corporate management to engage in the transaction. The price decided for a particular transaction could be cost- or market-based depending on the characteristics of the good or service. It is rare for this type of internal supply relationship to be systematic – more often it is exception-based. 

The tradeoffs associated with these types of transfer price indicate that there is no dominant solution to the internal pricing problem within the multi-business firm. The strategies of both the in-house supplier and buyer must be taken into account when the transfer price is set, especially regarding long term market positioning and volume requirements. Also important are the availability of unambiguous market prices as benchmarks for internal transactions and the corporation’s overall view of the composition of its business portfolio. 

It should be clear, moreover, that any relationship between buyer and supplier within a firm should be benchmarked against alternative arrangements, such as partnerships with external firms. If competitors of the internal buyer are able to achieve comparable control over the important decisions of their market partners in investment, production and information access and to receive a lower price at the same time, then the advantages of vertical integration have disappeared. This has been the case since the late 1970’s as de-integrated Japanese manufacturing companies such as Toyota and Canon, following policies of supplier control based on Deming’s methods, have competed successfully against more vertically integrated U. S. rivals such as General Motors and Xerox. The response of the U.S. rivals has varied from denial (GM) to adoption of Japanese outsourcing methods (Xerox). In this context, vertical integration, in the context of transactions between profit centers in a multi-business firm, is not necessarily superior to all other supplier relationships. 

The Centralization of Activities. The centralization of activities within the corporation is akin to vertical integration in many ways. The problems of buyer control over the supplier are the same: buyer profit centers are concerned about the comparison of internal prices (or allocations) and service levels to those available from external suppliers. However, there are also significant differences. 

Centralized activities are typically structured to support one type of business strategy. In fact, a common rationale for centralizing the activity, such as procurement or distribution, is to reduce costs throughout the corporation. A business unit that has specialized requirements in executing its strategy typically experiences substantial conflict with the centralized activity, which is oriented towards standardization to raise efficiency. This conflict may be resolved if the unit changes its strategy to accommodate the standard policies. Corporate management must then assess whether the partial repositioning of the business unit in its market, due to using the centralized activity, produces a higher sustainable economic gain than allowing the unit to use another supplier. Thus top management, by forcing the use of standard inputs from the centralized activity, skews the portfolio of businesses towards those whose strategies are consistent with the centralized standard. Only those units with especially strong positions in their markets and considerable contributions to corporate revenues and earnings will be able to resist this trend.

Consequently, centralization of an activity, because it is typically focused on standardizing the capabilities of that activity across all business units, implies the partial emergence of a single business strategy within the corporation. It may also imply the re-emergence of the corporation as a single business. The tradeoff between operating as one business through a functional structure, with the businesses subordinated to activities, and a multi-business structure, with the activities subordinated to the businesses, becomes evident as more activities are centralized. 

This tradeoff between a single and multi-business model may be muted when centralized activities are formed as profit centers and forced to compete in external markets as well as deliver goods and services to internal customers. This shift in governance has the benefit of forcing the central unit to focus on market positioning and to invest in resources and capabilities that lead to a superior economic contribution. To the extent the activity’s investments are consistent with the strategies of the internal business customers, the level of conflict surrounding the value of internal transactions should be reduced. If, however, the centralized unit positions itself in external markets in ways that are at odds with internal businesses, conflict will increase. How top management oversees centralized activities and their relationships with internal customers determines how effective the consolidation of the activity within the firm will be. 

Centralizing technology development. To illustrate the issues that arise in centralizing an activity, consider the case of technology development. In general, there are three reasons for centralizing technology development in the multi-business firm: 

· Scale economies in research and development 

· Scope economies in research and development  

· Shared process innovation

Scale economies occur when common R & D activities from separate profit centers are combined in a single centralized unit. Also, by aggregating these activities the corporation can focus its research efforts on those projects that appear the most promising from a technological perspective. Some of these projects may not have been economically feasible within the business units because their smaller size could not support the investments required. 

Scope economies are realized through the lower costs of researching a range of applications from one technology platform within a common corporate unit. The lower costs are achieved through the sharing of management and research personnel, facilities, and equipment. Usually, this benefit of specialization occurs for those technologies with well-developed research methodologies, such as software engineering, gasoline engines or filtering materials. As each application is developed, it is spun off as the basis of a new business unit. This type of centralized technology development is strongly related to Hamel and Prahalad’s concept of core competence, as discussed in the last chapter.

 Gains from centralized process innovation arise when corporate management repeatedly directs the type and rate of process improvement in the business units (see the sidebar on GE below). Top-down initiatives are effective when they are sufficiently general in their application to be relevant to a large proportion of the profit centers and show measurable benefits at the business unit level. It is also necessary that the units adopt the innovations without exception, rejecting them only after they have been demonstrated to be uneconomical. Without uniform adoption, corporate management’s role in introducing new techniques will lose legitimacy. 

****************

(start sidebar)

GE – centralized process innovation

GE is widely regarded as one of the best-managed multi-business firms in the world. The premium of its stock price over its business units valued independently is widely viewed as substantial. Yet it is remarkable in that its units share relatively few, if any, activities in their value chains. The Aircraft Engines unit designs, produces and sells its products in a different way from Engineered Materials, which is different from NBC, which is different from Appliances, and so on. So the argument that closely related businesses are necessary for a successful multi-business firm is not supported here. Why not?

A prominent explanation is corporate leadership. Since he became Chairman and CEO in 1981, Jack Welch has initiated a series of organization-wide innovations in strategy and operations. An innovation is applied to all business units and is withdrawn only when a unit can show that it receives no benefit. Strategic initiatives had been a part of GE’s top management in the 1970’s under Reginald Jones and earlier, but Welch took the practice to a much higher level. In addition to a massive restructuring of the portfolio of businesses to produce a smaller set of units that were each dominant in their industry, Welch introduced a wide variety of corporate mandates. In order of their introduction over Welch’s tenure, these mandates were the following:

1) Reduce bureaucratic behavior

2) Define markets globally

3) Develop managers as leaders

4) Promote sharing across business units 

5) Set very aggressive goals

6) Build service businesses

7) Implement Six Sigma quality programs

8) Identify and remove underperforming managers (bottom 10%) compared to their peers

9) Force all business units to implement e-commerce strategies.

These initiatives can be separated into three categories: a) directions for growth; b) management development; and c) process innovation within and across units. Of these, perhaps the most innovative is the mechanism for sharing innovations among the businesses. 

GE induces the sharing of process innovations across units by rewarding it, punishing resistance to it, and simplifying the mechanisms through which sharing occurs. GE corporate argues that all its businesses, however disparate their technologies and product markets, essentially follow a common template, shown in Figure B1 below:

Figure B1

What Business Units Share:

Inputs

(
Throughput
(
Output

* People




* Marketing


* Money




* Pricing



* Energy




* Billing


* Space




* Quality Control



* Supplies




* Customer Service

The elements in this template are targets for developing innovations that can be shared across the corporation. For example, one business unit may develop a highly effective system for customer service. The unit then refers its system to a central GE clearinghouse for innovation transfer. This clearinghouse assesses whether the customer service process is both valuable enough to warrant transfer and sufficiently codifiable to enable transfer. If both conditions are met, other units learn of the innovation and evaluate its appropriateness for their businesses. In general, units must have excellent reasons for not adopting an apparently superior process, usually after being induced to try it. 


An example of a template that has diffused throughout GE is the Quality Matrix units use to assess their progress towards systematizing the production of very high quality outputs. The template is shown in Figure B2 :

Figure B2

Quality Matrix

	
	Goals

	Key Factors
	1
	2
	3
	4

	Quality Leadership
	
	
	
	

	Supplier Management
	
	
	
	

	Process Operation Control and Improvement
	
	
	
	

	Quality Information Management
	
	
	
	

	Problem Solving Techniques
	
	
	
	

	People Commitment
	
	
	
	

	Customer Satisfaction
	
	
	
	

	New Product Technology/Service Introduction
	
	
	
	

	Change Capability
	
	
	
	


Rating Scale:
1=No Current Activity




2=Ongoing Efforts



3=Competent



4=Best Practice



5=Confirmed Best Practice
Each business unit is rated on each of the factors associated with specific goals and works towards the highest ranking - confirmed best practice - in each factor over time. Welch has stated that managers not trained in the Six Sigma quality process will be neither promoted nor ultimately employed at GE. So this quality process template is a critical managerial tool. 

This kind of template can be developed for any of the other activities in Figure 1. Critical tasks are 1) identifying the key factors that contribute to meeting the goals that pertain to the activity and 2) describing the best practice for each factor. How the unit performs these tasks is important only to the extent it leads to a diffusible practice that is state-of-the-art. 


The promotion of process innovation sharing at GE is a way of achieving economies of scope by centralizing the administration of business units whose value chains would otherwise remain dissimilar. The scale and diversity of GE’s business portfolio provide an almost ideal laboratory for experimentation in those processes common to all units. GE’s identification of these processes and enforcement of cross-unit technology transfer partially overcomes the disadvantage of the corporation’s unrelated form of diversification.

(end of sidebar)
*******************


Summary. This chapter has focused on how a multi-business firm can add value to its businesses. By managing its portfolio of businesses (and its balance sheet) effectively, the firm lowers its low cost of capital, thereby allowing the businesses to invest in a broader range of projects. By organizing and managing relationships among the units, the corporation increases the value they add to each other, strengthening their market positions and execution. Corporate earnings thereby increase, raising the stock price and lowering the cost of capital. Through centralizing activities in which scale and scope economies can be achieved, corporate management lowers overall costs and potentially improves productivity while limiting business unit managers’ discretion, as their markets mature and overlap. Finally, top managers can play a strong role in inducing business units to adopt state-of-the-art processes in all activities – which improves economic performance. 

Summary
1. The primary objective of the multi-business firm is achieving higher financial performance than the firm’s units would achieve if they were independent.

2. As an innovation, the multi-divisional form is necessary to allow business units in a corporation sufficient control over their decisions to compete effectively in their particular product markets.

3. The tasks of corporate management are the following:

· allocate resources across business units through the internal capital market

· stimulate the creation of new businesses as the industries of older units in the portfolio mature 

· organize and manage relationships among the business units

· increase the economic strength of the businesses through developing corporate infrastructure, especially through centralized activities.

4. The economic rationale behind corporate cash contributions to the business units in the portfolio, where the firm acts solely as a substitute for the capital markets, has received serious criticism.

5. In more efficient financial markets, conglomerate firms usually trade at a discount to the value of their business units, a phenomenon called the diversification discount.
6. There are two necessary conditions to improve the conglomerate’s value:

· internally generated financial resources should flow to those businesses that have significant growth opportunities, as indicated by a high industry market to book ratio

· the growth businesses that receive funds from the corporation should be unable to find a source with a lower cost of capital in the external capital markets.

7. Perhaps the best-known framework for characterizing relationships among the business units in a corporation is the BCG growth-share matrix.

8. The four types of business unit in the BCG matrix are: cash cow, question mark, star and dog.

9. The assumptions of the model are:

· cash cows have lower costs than competitors

· cash cows generate higher cash flows but face fewer investment opportunities than new businesses

· the excess cash that cash cows produce should be invested in question marks

· the firm has sufficient, enduring entrepreneurial skill to grow new businesses to dominance in their markets

· the firm has the general management capabilities to retain value of each business over its industries’ life cycle

· maturing business units are sufficiently large in ultimate size to spin off enough cash to support the generation of new businesses

10. In addition to size, a firm’s business units commonly vary on other important dimensions, increasing the complexity of the corporate manager’s task.

11. All portfolio analysis tools typically locate units along two dimensions, one characterizing the attractiveness of the industry in which a business competes, and the other dimension denoting the strength of the business’s position within the industry.

12. Rumelt presented the first widely disseminated evidence that synergy matters.

13. One of the most observable and important types of contributions business units can make to each other within the firm is the transfer of goods and services.

14. Because each unit is evaluated in terms of its ability to meet profitability targets, as opposed to adhering solely to budgetary constraints, conflicts may arise between serving internal versus external customers, or between buying from internal versus external suppliers.

15. From the internal customer’s viewpoint, the internal supply relationship is justified economically if it contributes more to the customer’s performance than competing suppliers in the market would if they were delivering the goods and services.

16. The most salient dimension of an internal transfer is its price.

17. In an extensive study of transfer pricing practice, Eccles
 identifies four types of transfer price – mandated market price, mandated full cost, exchange autonomy, and dual pricing. 

18. The strategies of both the in-house supplier and buyer must be taken into account when the transfer price is set, especially regarding long term market positioning and volume requirements.

19. Any relationship between buyer and supplier within a firm should be benchmarked against alternative arrangements, such as partnerships with external firms.

20. Centralized activities are typically structured to support one type of business strategy.

21. The centralization of an activity, because it is typically focused on standardizing the capabilities of that activity across all business units, implies the partial emergence of a single business strategy within the corporation.

22. The tradeoff between a single and multi-business model may be muted when centralized activities are formed as profit centers and forced to compete in external markets as well as deliver goods and services to internal customers.

23. If the centralized unit positions itself in external markets in ways that are at odds with internal businesses, conflict will increase. 
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� MIT Press, 1962.


� Robert Eccles, The Transfer Pricing Problem, Lexington, MA: Lexington Books, 1985.
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