S o ¢ i e
[y ~ -y
" N n Iy K . .
T T -~ . i
! I ° o = i - n
. ) ﬂ, P v
; : 5
Tl - ) .
bl 5 .
A
. R " &
o 7 N - Y o : - Q@ i
A § i a4 3
o ? > -
: R N >
- . ) LI
Y e ) ; P 5 4] o
- L - - B .
; . o . 3 L 5
f L C . S PR
e 7 ) - RO : - 4
' o i ’ - = b - -

R anm'r”smn p)zorrrman.xn AND :upmcm':ons R
. FOR STRATEGY FORMULATION | ' ‘

K ;
- o i
3 - o S I g
: 7’ - - ’ 0 B
: n A - » E ’ o : o ' 7 ¢ - i
o i ' ., -~ Graham Neil EDWARDS .
LAy R
<y o A N
‘ e - , ol )
) A thesis submitted to the Graduate School of Business

Administration, Universxty of  the w;twatersrand, in
fulfilment of the requzrements for the degree of Doctor
o : of Philosophy. . _ ;

»
" i

I
of T

;@
A N ; - =
i -
bl
4,

.
B i

8l

N




e \\ < - . o

fdata base was developed.

ABS’J"RACT Y T SRR
The research explores thehcausal relatlonshlp between
market share and profltablllty and is spec1f1oally aimed
at understandlng the factors that affect the strength of

_ this relatlonshlp, and the mechanlsms that cause the

i

- .relationship. . = L il

f~, “ R k ! [
i - E o o \

The research 1n1t1ally utlllsed a data base of over 100
South Afrlcan SBUs with 1nformatlon in the "PIMS lelted

Informatlon Model" format ‘The relat:.onshlp between

'Vmarket share and profltablllty was explored uslng
_ordlnary least squares regression analy81s .and the- slope
of the line was found to be 51gn1f1cantly lower than Lhat

of the quoted PIMSkstudles. Cluster analysls was used on
the environmentalr variables to .produce clusters of
slmllar env1ronments and regress1on analysls again done

on market share and profltablllty to test whether the

_correlatlon between profitability and market share was

stronger or ‘weaker in: - the dlfferent env1ronmental

settings. Slgnlflcart dlfferences were found in, the

icorrelatlons and one partlcular env1ronment was found to

ey »

exhibit a %relatlonshlp between market share dnd

profitability that was 51gnlfacantly stronqer than‘all

other env1ronmental settlngs. A fine gralned methodoloqy

was developed to determlne the”cause oi the correlatlon

This 1n1t1al tudy led to ! the‘
between

for this environment.

causal  relationship market f(shaze and

profltablllty ‘being explalned for the SBUs concerned

”< i i - :
A il i b
i :

The results of the initial study”were thén extended using
intuition, logic anéd some accepted conc pts from the

literature into a new generallsed theory, and
worklng hypotheses were formulated A methodology fo
testlng the hypotheses using the remalning SBUs in ﬂhe
The . result ﬁsupgorted rhe

hypotheses and hence the theory

_—

e )




SR idd
- i 3 s ‘ ) . LT K 3
ﬂg;n‘summary‘thestheory”proposesathe”followingg‘-, R

Market share is’ a measure: of the relatlve s1ze of a
bu91ness with respect to other part1c1pants in- the
served market, but is not .a measire of relatlve s1ze S

- elsewhere in the value chaln.
2. The profltablllty of a hm51ness is. dlctated by a
BEe ‘limited number of critical variables or processes_x

(key success factors) whlch may ocgcur anywhere in
the flrmgs value chaln.kw

5 . M K 3

- A

~3; - Some' of the KSFs, are subject to advantages of scale
(1n the broadest sense) and.others are not . Sub]ect"

e

to advantages of scale.” it

. ; ) ] -
¢~ or o . " i
. o

4,1 In's ome SBUs KSFs apply only to the rndustry that 1s j
~ ¢ being con51dered and are therefore spec1f1c to that-
T bus:.ness.0 e T b
: - o A o N N
5.  In other SBUs KSFs apply to a number of different
- businesses 1n.d1fferent 1ndustr1es and,are therefore
not spec1f ic to the 1ndustry under conslderatlon. '

6. The theory predicts the following:
Ty g
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o Hi | Low causal @ | High causal :
- . : relationship relationship ‘
J , : between between |
] Advantages share and | share and 1
| of. profit | profit i
f Scale. - ? - .
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Thed”:research flndlngs Osupport ~ the | theoretlcalir'ﬁ
pr09051tlons made above. ‘Thereafteér “some. " of the o

6 1mp]1cat10ns for strategy formulatlon were explored. It L
W L is argued /that ‘a - contlngency approach is ‘requlred : ?h
(dependent on advantages of scale and spec1f1C1ty) and\
_that this has far reachlng consequences for some exlstlng

) straLeglc plannlng concepts. .Ithls also argued that the |

research has pract cal applltablllty By employlng the ol
researoh methodology the quadrant in. whlch<a busmness'””““
. operates could be dmagnosed,ﬂand therefore the nature of

‘_Wthe~ causal relatlonshlp between' market
Lo profltablllty predlcted

share andf}; L
Thls could lead . to: '
g: SlgﬂlflC&?tlY‘ dlfferent strategles ,compared.“to those

dlctated by conventlonal strateglc plannlng concepts.
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1.1

" relatlve sizé s1nce the ‘Industrial Revolutlon. o

o

'ﬂthinklng

‘7Iuwnouucrzon,ro«rns SUBJECT . BT n

‘profitability.

‘than was previously supposed.

A -

I

n - R - v
Economﬁc theory has 'been obsessedlw1th the questlon of

As
manklnd has advanced in technology, productlon units

_have become blgger and more complex and,  with the
advances,: In parallel with thls, and -

‘ the notion has -

more eff1c1ent
p0551b1y as a result -of thls process,
grown that (espe01a11y scale 7 ‘:§‘ ‘
relatlve "to competltors) ig éritical for obta1n1ng ' .
efflclenc1es and hence competltlve advantage.‘ In short

_the assumptlon that "blgger i8 bettér" has over many

yeara

the -scale of operation

1ngra1ned 1tself in economlc and management C
Thls view ¢ontinued unchallenged until the - .-
first

late 1970s ‘when the

challenged

concept was serlously
The v1ew was put forward that technology,
-had advanced to the extent that it was aga1n possible to
‘make things small and still be efficient. Today there °
are many schooLs of thought concerning thls~toplc,and_ﬂ

yet no AT
universally acceptable’ conclusion has been reached,

manv emp1r1ca1 studies have been undertaken,

At the heart of the debate lies the-relationship between

n “This. has "been i -
researched and reported on by many authors and in almost
all,cases a po?itive correlation‘betwean market share -
and profitability has been found. This, coupled with
some theoretical logic, led researchers to belleve that
there was a causal relationship between market share and

market- share = and = profitability.

However, more recent research projects
using sophisticatad techniques on° an S
extensive data base have thrown doubt ion thls and have ‘
proposed that the relatlonshlp between market share and’
profltablllty re largely spurious and is at best weaker

statistical

The debate can be traced back tc the 19308 when the
structure - conduct -'performanCe theory was first put . -

. i
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forward. "An: elcment of eructure that was 1nvestlgated‘
was- 1ndustry concentratlon (whlcherelates t:o market
. share) and thlch wés found- to be - correlated ‘with.

profltablllty (BaJ.n, 1951) Thls v1ew remained J.n the

’ f1e1d of Indus"r:.al Organlsatlo‘n for many years wh:Lle,
-in parallel from the f:xeld of Bus:.ness /Fbllcy the v:Lew
- developed that it was market share, not.: concentrat:z.on, o

which accounted for ‘the correlatzon of size w:u:h;‘:

prof:.tab:.llty :(Varlous theorles were - put forward for

~ the ‘correlation, 1nclud1ng advantages of scale (popular
T 1n“m1croeconom1cs) i learnlng ‘curve-and expera.ence curve

effects (popular:.zed by cthe Boston Consultancy\ Group) “
"and monopol:.stlc pricing (popular in the fields o_f
"Indust,rl,al- Organlsat:.on and—mi'crq_ecohomics)‘. " The Nf'i‘rs_tr
‘of | the PIMS (Profit Impact . of . Marketing Stratng) |
"V'.’s..t.n.es in the early. 70s confirmed the | correlatlon
vbetween market -share and profltabll:_ty‘ (Buzzell Gale
”.and Sultan, 1975) and - later showed that it was market

share and not 1ndustry concentratlon Wh.LCh accounted for

- the correlat;on that had beer; observed ,(Gale,, 1;982\) .

Up to this point all serlous studles had concluded that
“bmg" was nbetter" “and that higher- mar}fet share was .a

‘jhlghly des:xrable stzateglc goal. However -in the late

' 70s and early 80s the profitability of small market
share companies  was studied’ \\and found to be

51gf11f1cantly better than the/) theory... predlcted
3pec1f1cally the work of Woo and Cooper (1982) showed

that low market share companies ‘can be _successful’

prov:.ded correct, strategic cho:.ces are made.. . Also,
other authors examined the relatlonshlp between market

share and profitability in a wider cont\ext and concluded .

that the correlation was 1arge1y spur:.o‘xs ar< chat the
direct’ effect of market share on profltablllty was ‘much
less than had previously been estlmated (e.g. Rupelt
& Wensley, 1981). . * ot : “

o

As stated above, the debate still continues with many

" schools of thought having been formed. in the in_terim;
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‘A\more.complete and detalled review of the 11terature is

, given in chapter 2 but suffice it to say that'no single - K

& - _school of" thought is unlversally accepted One of the fﬁf
""" reaséns for ‘the amountrof research that -has been devoted -
. to .the - question is. that the result has profound-
- ,practlcal {and * phxlosophlcal) 1mp11catzons. I£ a’
~ strong, - ,unlversally appllcable, causal -relatiohehip‘i o .
" . between market share and profltabllity ex:':sted tthén the . v V

7 strategles -of bus;nessmen -and women would have to -
-reflect an aggre551ve narxet share galnlng approach

" This would result in a zero sum game where . one player B

Ogaln is another player 8 loss and a "dog eat dog" type.

i competltlve cllmaten It would also result in thlngS‘”
becomlng bigger and blgger and more and more complex as
people strived for'the. ultlmaLe scale "advantage:.” If, on
"the other hand, there were no causal relatlonshlp

' between market share and profitability, it would mean . \
that there would be- no fundamental reason why low market-
share ompanles could not be as’ successful -and

“ profitable as large market share co&panieS‘ This would t
clearly result in. a completely different . competltlve ‘5«“ 5

/\VJ{’“‘ g

env;ronment ‘where - small simple unlts could be stable
" and. profitable and where growth strategies would -be an
option rather'than a requirement. - '

The debate has grown beyond the realms of Business-
Stlategy into the arena of economic phllosophy In the
v1ew of Schumacher (1979 p21)

. "We have all been braiﬁ@ashed by-the experience of
- the nineteenth century, when, probably, ' the
’\f‘technological immaturity was such that_it‘was true

S to say, 'The‘biggerwthe better’ : only on a large
}“ ,f\ - . 2 scale‘can.youwget the economics of scale. But that
Ty : ! ' was a very immature technology. - Now this is no
‘ I longer true. Today we have enough technology and
scientific knowledge to make things small again".

-

This research is aimed at making a contrlbution-to the

=
A

B
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E »;, ;7 ) S debate 1n the narrower. and tne broader sense.‘ Inltzally )

— P the focus is narrow with the debate centring around the R
n Wstatlstn cal correlation. between market share -~and’

e "profltablllty "Later the theory 1s genera11zed and the

' C broader 1mp11catlon for. strategy and strategz.c th:Lnk:Lng

- ' are discussed. ‘ : -

o o o ~ o . N

o Iy Y
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Today there are many . schools of thought rerard:...g the '
»des:.rab:.llty of high market share, ‘which mam.fest S
ithemselves as oppos;mg trends in the market place. - For )
example, on the one hand there. is” the trend towards R
rgloballzlng market share and the’ preoccupatlon of ‘the
Japanese with market share, while on the other hand -

there is - the trend . that - major corporations are )
thlbltlllg (:Ln the USA and South AfrJ.ca) to "unbundle"' "

T ’ : and break themselves up into smaller autonomous unlts. )

' - ! \Wh:.le some corporat:.ons str:.ve to achieve a dominant

B

«pos:.t:.on in the world market, there is  a growing:
funderstanding of ithe ;:"meortance of the "informal sector® -
. where businesses of minute size make a s:x.gm.f:.cant
o L contrlbutlon to growth ‘and employment. -

: All of the above have at their root some base assumption ,
‘concernlng market. share and profltablllty After more 0
A—__ " than fifty years of thinking that "big is better" the ‘
tide is- turn:Lng and the "small is beautiful® school of -
, thought is in the ascendency. However the relat:.ve
- - ‘merits of the cases still largely speaking remain
unanswered. Is there a causal relationship between
market share and profitability? Does high market share
provide the holder with inherent competitive advantage?
If so, how? Also, under what condltlons 'is the effect
) of market share on profitability strong and under what
. - conditions ’1s it weak? "Clearly these are questlons with
practlcal as "well as theoretical significance’and are

highly relevant in today’s ecoriomic ;uc‘]fimate. ; a3

it
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e)

Alsc, a number ot w1de1y accepted concepts from the
strategic planning 11terature (e g. Boston Consultlng
Group Portfolio Grld) have assumptlons concerning the
relat...onsh:.p between market share and prof:.tab:.llty

1nherent in thelr functlonlng' These concepts and their
gnherent assumptlons are reviewed 1n more deta11 ‘in

o

sectlon 2.1.2 and 2 1.4. ~ - o

7 iggELRCEWQﬁES?ION AND psascrxvss OF THE 'RESEARCH

4
[ - - i

The main theme of the research is centred around market

share, its effect on prot 1tab111ty'and the 1mp11cat1ons
for strategy formulatlon. Specific questlons relatinyg

to thls‘central theme are: - - nos aoe
a) - Is the correlation between market sharesjand

profltablllty universal or _are there <certain

env;ronmental or structural crlterla whlchtmust be
7 met for the correlatlon to exist? f .o
"in~ all

Is the correlaflon *équally strong

1ndustr1es°

b)
IS

Is there a single-mechanism whereby market share
affects profltablllty or are there many dlfferent
mechanlsms7, B - y o ; \\L

§ /

Is there a causal relationship between market share
and profitability or does the relationship depend’
on a spurious third factor? If so, what factor(s)?
Once the above questlors have been answered what
implications .this

- does have - for

strategy
formulation? . -

These are the central issues which the research process

4

has been designed to address. The objecti@e of thei_
research is to address these questions within the
context of South African business.

~

a7

s}
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Phase I ALiterature Survey , R
Statlstlcal analy51s of an.exlstlng data.base 5,
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”,a . : g : IR

I

Conceptually thls research is made up of € major phases.

o S o o o i
. pd ' EE - -
o

Phase I1.”
Phase /III Fine gralned study into causality -
Phase IV Generallzatlon of theory o

‘Phase V  Fine grained test of theory v
N Q R
Phase,VI D Conc}us;ons-andﬂlmpllcatlons Eor strategy.. -.

(These phases are -described ‘in more detall in Chapter -

a3). » ‘ .

A lzmltatlon of the research is that. the ‘data analyzed
in phase Il 1s limited: to 103 SRBUs from a small number
pf 1ndusur1es w1tb1n the South African business

" environment. Also the avallable data was in the PIMS

‘Limited format whlch means there were a reduced number B

A  further
llmltatlon is that the data was not drawn on a random

of varlables available for analysxs.

bas1s (or any systemaglg eample scheme) and therefore
- cannot be taken as being representative of South.Afrlcan

" business at large. Therefore the reeults of th;s.phase
of the research ‘also cannot be taken to be

representative of South African business at large but
must be interpreted with the above llmltatlon in mind.
(The data is described in more deta11 in chapter 4).
Fortunately this limitation is not critical for the
other phases of the research because the fine grained

Vs . - P .
_ studies are &y their very nature much more limited in

scope.

¢

In ana}ysing the 'data base in phase II of the research .

only a single year's'data is available and it is assumed
that this was repreeeﬁtative of ithe SBUs concerned.
(During the collecticn of the data normally two to three

years of profit information was obtained and a check.
made to ensure that the year in question was not out of -

P

T e T el
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J:Lne, so th1s assumpt1on seems reasonable) Also, ‘the

“time ftaken to collect the orlglnal data extended over
'3 years ‘and the data could derive from 1nformatlon from
: 1982 to: 1984. This is assumed not to. have added a major
source of ivarlance.‘ Another key assumpt:.on is.that when

g

"CHAPTER 1~ TINTRODUCTION - . PacE 7 (,

the fine grained studies were done (1988 to 1991) it was

. P assumed that no major structural changes had taken place ‘

and ‘that for 1nd1v1dua1 SBUS the causal mechan:.sm or

‘reason for market shares' influence on prof J.tablhty had
not changed in the interim. Wherever poss:Lble this
i"passumptlon was checked.explicitly and this resulted in

2 &

. studles in phases III and V.

- . : o e - i
Ty Y aop i . . = fi

o

Other assumptlons relatlng to spec:.f:.c phases of the
project are snecn.fled in the- chapters concerned. For -

»gome of the SBUs being ellmlnated from the flne gralned ‘

o - " example, the theory -generallzatlon in chapter 7 g:.ves a

o idetailed, statement ,,;,Esf the assumptions needed for . the
‘generalization of the theory. . S

1.5 . DEFINI'TIONS AND TERMINOBOGY “
' 7 In general, the concepts and terfhinology used in this
L A thesis are used in accordance with accepted definitions

and usages as used in most strategic planning text

books. Where particular definitions are important or a
particular narrow interpretation is required the concept
'is defined in the text. Definitions occur to a major
extent 'in chapter 2 (with reference to usage in the
literature) , chapter 4 (where definiti‘ons» relating to
the data base are specified) and chapter 7 (where
\def:Ln:Ltlons relat:mg to the theoret:.cal concepts are
specified). o B

_For ease of reference, an Index 1nclud1ng def:.n:.tlons is
{?l

prov:Lded at the” end of the report.

e TV
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1.6 oUTninsroF}cnaprsasu
Chapter 2 glves a rev1ew of the llterature pertalnlng to
market share and profltablllty The chapter starts w1th
a brlef hlstorlcal overview and 1ntroductlon to. the
concepts then moves ‘on ‘to. rev1ew studies. supportlng aﬂr~
posltlve;“causal relatlonshlp between market share and
profltablllty - These studies mostly utlllze the PIMS/

Thereafter sfudles not supportlng a causal relatlonshlp-
between market share and- profltablllty are ‘presented. '
Agaln most of the studles utlllze ‘the PIMS data base but
q‘agaln other evidence is also presented, = Largely
speaklng, all of the studles presented in the above two
sections were statlc, cross- sectlonal studles. Sectlon
2.4 presents some longitudinal stucles whlch relate to
market share and profitability. ) ,Thereafter the
contrlbutlons from microeconomics"andp Industr1a1

=N

Organlsatlon are reviewed with special reference to game
‘theory. Finally, some ;ndustry studles and case studies
. are very superficially reviewed.

5N
S

Chapter 3 gives an overview of the research methodology
and puts the phases of the research in context. The
chapter starts by introducing the cla551cal research
process and comparing this to the process followed in '
thls thes1s., The concept of a hybrid methodology is put
fcrward and an explwnatlon given as to how this is used’
in the phases of" ‘the research. The generality’ of ther
) various phases of the research is then dlscussed andﬂthe
chapter closes w1th a comment on research paradlgms.

“Chapter 4 is the. start of phase II of ‘the research and
gives a complete description of the data base employed
and of the South African business environment at the
‘time.of data captnfe. S T

o

= it

Chapter 5 completes phase II of the research with a

, , o T e T T L T
" ~ CHAPTER 1 » INTRODUCTION ) .- 'PAGE-8 .~ .Y

data base but other “evidence ig also presented o ‘ﬁr
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description’ of  the *methodo‘logy“‘ and results of ithe;f\i .
Cooh Ly

&

4 .
N
L

statlstmcal analys:.s of the data.

A

the Ji.\tlal 1nvestz.gat10n done into SBUs that were found

o to” have a high correlation between market share and
‘prof:.tab;l:.ty The chapter covers the methodology, the
field work and the results ‘of the 1nvest1c:atxon. "The

results are discussed and at the end of the chapter some

~

conclus:.ons are drawn.

2

Chapter 7 (phase IV) covers the generallzatlon of the V
“theory. Fxrstly the theoretical concepts are dlscussed

and deflned then the necessary assumptions are stated
and thereafter the theoretical postulates are stated

 These are discussed, developed into hypotheses, and

Justlfled on-a thecret:Lcal basis. Then the results from

7chapter 6 ar dlscussed . with reference te the

thLoret:Lcal framework developed and some conclusions

drawn.

P

Chapter 8 represents the start of phase.V of the °

researchran‘d gives a description of the. methodology
employed in testing the hypotheses developed in chapter
7. | O )

Chapter 9 represents the end of phase V of the research
and gives a description of the field work and the
results obtained. A detailed analysis of the results
are given. '

‘Chapter 10 represents the last phase of the research and

covers the 1mp11catlons for strategy formulat:.on The
chapter starts by extendlng the theoret:.cal concepts and

then discusses a new paradigm suggested by the .

methodology of the research process. Thereafter the
irﬁplications for strategy formulation are discussed and
the consistency of the theory with other theoretical
concepts from the literature is examined. The .cha-p'ter

[

i
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Chapter 6 (phase III) gives a complete descrlptlon of >~
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‘also covers the limitations 'of the study, pdssible

+.. . . 'future- studies, the contribution to knowledge made by ~
-the research and ends with some concluding remarks.
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'CHAPTER 2'~LITERATURE‘R§V1EW .

2.1 INTRODUCTION B e

This chapter presente/afh overview of the literature pertaining
- to Kmar‘ket: share and’ ‘the relatlonshlp between market share aud
‘profltabllltY\v The llterature available on the subject’ is
extensive and stems from a number ol dJ.Fferent d:.sc:Lpllnes
w1th dlfferlng basic parad:.gms ,The dlfferences and breadth of
focus in the literature is both enhghten:mg and, at the same
T time confus:.ng, enllghten:mg because many of the key issues.
. are d:.scussed from a number of totally dlfferent perspectives,
butwconfus:.ng in that the lack of a common bas:Lc parad:.gm‘
makes comparlsons dlfflcult and therefore contrad: ct:Lons are
not easily resolved. - ' , }

lassl : - -

The rest of th:.s sec.t:Lon gives a brief hlstorlcal overview and
‘then moves on to a discussion of the bas 1c paradlgms‘,
encountered in- the 11terature and the defln‘ttlon of key’
concepts. The 1mportance of the relationship between market
_‘share and profitability in the llterature is dlscussed at the

end of the section. ) . .

The rev1ew of the literature is then split 1nto two opposing
camps. Sectlon 2.2 reviews the 1literature supportlng a
causal, positive relationship between market share and profit
and section 2.3 reviews literature not supporting -this
relationship. Broadly speaking, but with some exceptions,
sections 2.2 and 2.3 review literature based on the PIMS data
base: At the end of section 2.3 the difficulties regarding
comparisons are highlighted when the use of explanatory
variables ' in model's designed for similar pﬁrposes are
‘compared. Most of the models rev1e'yzed in section 2.2 and 2. 3

are stat:.c cross-sectional models/

Section 2.4 dlffers from the pre//ed:mg sectlons in that a
dynamic element is introduced and literature focusing on
change in market share, order of entry and longitudinal models
is reviewed.

Y
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Sectlon 2.5 rev:.ev}s the relevant llterature from the fields of '
Mlcroeconomlcs and Industrlal Organlsat:.on. Here once aga;m, )
the volume of . l:.terature available is enormous, and an attempt '
has been made to review only the concepts central to the main
.Section 2.6 covers some - of the ' ) l,;“/iQ .

spec1f1c contrlbutlons from the Game Theory l1terature. )
Section 2 7 g‘i\"res a brief and’ by'no means exhaustive reﬁie‘vi of .
the more striking examples of 1ndustry studa.es, case studles
. ‘\\ " {

‘and anecdotal ev:Ldence from the lzuterature. P . N ‘ © )
) ) : ; ;

Although the chapter is- spht :mto sect:.ons as 1nd1cated v i
above, these are by no means watertlght// and -there is some .~ 0
overlap and dupllcat:Lon which could ot be av01ded /
In presenting the literature; no attempt has been made to
discredit one body of literature or defend ahother. . Where ;
- appropriate,. criticism ‘has been levelled at a particular

author,;- p01nt1ng out weaknesses in methodology or in analys:.s .

but this has been minimised in ‘order to present an unbiased
base for the research.

// .

271.1 . H‘istorical Overview 0 ‘
r’ ' | V ,‘:“ |
The deba‘te on the relatlonshlp between market share and |
proflta’olllty has a long and dlstlngulshed hlstory I
stretch 1ng .as far back as the 1930s and enjoying the :
attentu.on of many of the foremost authors of our time.
The debate structure-conduct-
perfq,rmance theory which was first put forward in the T
early)i 1930s. The earliest empirical tests done by Bain J
=~ (1951) - proposed ‘a
concentration and profitability. This thinking has been /
carried through to the present day in the field of V
Industrial Organlsatlon. A study by Buzzell Gale and
Sultan (1975) using the PIMS dataﬂba‘se showed that'th‘ere /
was a  strong correlation between market share and /7 o
profitability. A later study by .Gale and Branch (1982) //I/ R

’ addressed the question of whether it was f'oncentratlor\)/
. i\ . J

o P
: //

developed "from the

relationship between industry / -

.
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o e or“market share that.accounted for the relatlonsth with-
; ﬂprofltablllty Gales‘ study showed thatfonce the effect
‘ ?;V"VP 1;;“ of market share was. taken 1nto account the/celatlonshlp
- N Wl between - concentratlon\' and profltablllty as -
' 7 ; ‘ ﬂ7/7 statistically 1n51gn1f1cant. This conflrmed work done
‘*ﬁ,;:M ) by'ﬁhepherd (1972) and Gale (1972). The prop051t10n 4
A o ,'that hlgher market> share resulted in hlgher ST
: profltablllty was put  forward and supported by. .the "
;grow1ng body of knowledge on the experlence ‘curve whlch‘
° was developed by the Boston Consultlng Group. durlng the : ﬁ i
_1960s and 1970s (Henderson, 197992 ‘However, causality ' . )
- dinc the relationship of market -share and'profitability ‘ c
 was néver proved to the\satlsfactlon of ‘all ‘coencerned.
~Also abundant examples exist of low market share firms
{whlch ‘are hlghly profltable. - "Some . of these were
“1nvestlgated by Woo and . Cooper (1981) and thls plus
other evidence 1led scholars to- questlon‘ whether
o 'junlversal laws could be true in the strategy arena wnere

)
s
4] N 3
P I S S

@

e e

o

other 51tuat10n - This led to- the formulatlon of so-"
‘hcalled mid- range - theories with "laws" which are
‘contlngent on external envxronmental typologles (eg;
o “"m —_ Hambrlck 1983c¢; Galbraith and Schendel 195}1.‘ o KR
. , ) ) ,/ . . :
- : It is not the author s 1ntentlon to- glue a detalled o !
account of the hlstory of the debate but rather to plck- ' . ﬁf
up the fundamental themes. and results from the’ varlous
approaches Numerous authors have rev1ewed the history B
of the debate and made comparlsons for their own
particular purposes. For example, Cook (1985) reviews
20 major works over the period 1962 to 1983 and rates
them on a common framework so that differences in
approach and results can be highlighted. Other authors
(for example‘Bothwell Cooley and Hall, 1984; Bass,
Cattin and Wittink, 1978 Ramanujam and Venkatraman,
1984; Varadarajan and.Dlllon, 1981; Shepherd, 19”2) glve
wide rang1ng reviews of the literature before drawﬁng on
narrower ranges to make specific points. As will be 7 n

shown in more detail 1later in this chapter, the ; ‘E

o
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’ w1th key supportlng literature.p*‘ﬂf o

e

‘literature  is® by no means- unified‘ in_ approach,

Methodology or in results. in fact there exist a number
“of different basic paradigms Whlch dictate the approach
of . various . authors and , some casea lead to
diametrically opposing results. For exampie Prescottr
“Kohli and.ankatraman (1986) reviewed the literature and
- found 2 major assertlons and 3. major contradlctions a11

2;1.2"Paradigms - 7f' C H ‘k >fm‘ﬁ

=
W

One reason for the contradictions that exist in the -
1iterature as well as for the sheer volume of literature
. that exists on the subject is, that various authors have
approached “the problem from ~differing . basic
perspectives. It is an accepted fact that no single,
central research paradigm exists in the strategy area
(Montgomery,'1938). ‘Certainly, in the discussion of
market share and profitability authors have approached

“the subjectkfrom (at least). the foi10winggperspectives£

N

a) Microeconomics & Industrial Organisation

b) "Game Theoryﬂ

c) . Business Policy, Marketing and Strafegyﬁ

d) Emperical studies, case studies and industry
‘ studies L : ]

s

Table 2.1 Gives some examples- of work done" by various
authors in the albove categories.

In a number of cases the dsfference in approach leads to
considerable differences in conclusions and in some .
cases outright contradictions.

. Althouah table 2.1 conyoniently categorises the papers

1nto, four sections, . the" differences between the
categories are by no means clear cut or explicitly
stated by ‘the authors. Many authors employ two or more

' basic paradigms and, if anything, it would appear. that

I

) ’ “ o

.
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,the ba51c approache@ are mov1ng closer together over . .

tlme and that“the dlstlnctlon between them’ is becomxng

more blurred . ; w el T e e
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ﬁ,Bglic Theorctical Rootl '!xamgléig
Micro economlcs'and Ba;n, 1951 - .
Indust*;al Orqanlsat1on | caves, Gail -and- Porter, 1977
Cook, 1985 -

[

‘Dolan & Jeuland, 1981

McGee, 1988 : :
Pickering, 1974~ - - - o T
“Porter, 1984, 1990 e 8
Ra6 and Bass, 1985 oA
~Schmalensee, 1981 . .~ 7
Scherer, 1980 B
Shepherd, 1972
Weiss, -1989°

-

Gerosk;, Masson & Shaanan,- 1987 &
}-Lippman "& Rumelt, 1982

-] Game

K

=

el

1 McGuire & Welss,

Wernerfelt, 19684; 1985; 1986
Carpenter & Lehmann, 1985 ‘
Karnan1, 1983; 1984 . . PR
1976 R
Mills, 1961 ) w
Eaton and Ware, 1987 -
Ucheda, 1978° T -
Basar & Olsder, 1982 . -
Welgelt &' MacM;llan, 1988
Fundenburg, 1984 h
‘ ; ~ S

- Business Policy,
Marketing ‘& Strategy

L

1 Bloom & Kotler,

| Harrigar, 1980

Buzzell -Gale & Sultan, 1975 \
Buzzell' & wlersena, 1981 S
1975 '
Cowley, 1988 -

Hambrick, 1983a; 1983b; 1983c
Hambrick, MacMillan & Day, 1982
Hamermesh, Anderson & Harris,
1978 e

Kotler, 1580 ,
Woo, 1983; 1984; 1987
Woo: & Cooper, 1981; 1982

Empirical .studies, cése
studies, industry
studies and anecdotal -

Page, 1979

Lieberman & Montgomery, 1988
Lytle, 1982

Newton, 1983

Shaw & Shaw, 1984 , c
Smirlock, 1985 ‘

Schuster, 1984

Thackray, 1984

- it

Table 2.1

0o

Basic Paradigms - s

) .
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B '1ncludes elements llke market "share, .

‘ba51s.

. {8Scherer,

‘The . four categorles can "be v1ewed as two major -

The flrst is the
~Industrial’ Organlsatlon approach which 1s typlfled
°by Scherer (1 580) and ‘McGee (1988)
the class1cal approach whlch was developed

categorles each with two subsets.

and‘has, as a
from mlcroeconomlcs theory by Edward S Mason during

the 1930s (Scherer, 1980, p.4). Accordlng to thls

aporoach pg fg;mgnce in a partlcular 1ndustry is B
sald to depend on _the condnct of sellers ‘and buyers

(for example pricing- behav1our, advertlslng, plant
ete) .
market structure whlch accordlng tqﬁshepherd (1972)

:mve S tment,

leadlng flrm
concentratlon ratho,‘advertlslng 1nten31ty, entry

barrlers, growth rate, etc.

conduct are alsoﬁ/lnfluenced by various . basic

conditions which include supply conditions (such as

product durabllltyf~ value/welght, unlonlsatlon,

‘teChnology) and demand conditions (such as’ price
elasticity, substitutes, - rate of . - growth
seasonality, purchase method) This ba51c

conditions- market structure- conduct -performance

paradigm prov1des'/the theme " for all Industrial-

Organisation approaches.

paradigm'behind most-applications of Game Theory to

market share/profitability questions{ Industrial

_organisation economists have traditionally focused

on explaining differences in the average
profitability of industries rather than individual
_businesses. ‘The objective of Industrial

Organisation is often to deflne economic pollcy
rather than to-
individual bus1nesses.

that

It is 1nstruct1ve to‘note
defined
1980, pPp.3-4) . as satisfying four goals,

"good industrial performance" is

viz. eff1c1ent decision as™ to what and how much to

vy ) . h *‘\> -

¢ -

. PAGE 17

Conduct depenﬁs in turn upon -

Market structure and |,

It also is the underlying:

act as a gulde to managers of”

S A PP,

b e
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produce, progre551ve use of technology, stablenand = Jg'rf;f
L full - employment of resources, and lastly,, the ,3'~1ﬁ‘ ‘:@
dlstrlbutlon of income should be equitable. VLY S ‘*"'é
. 3 , ‘ . ST ﬁf
In. contrast,wthe other ba51c approach is that of Tl
bu51ness pollcy or. bus1ness strategy Whlle 1t is - i i
_true to say that there- is no 31nglef research %“ o ?
’ paradlgm that 1s accepted.by €7eryone in thls fleld - ,.g
_one typlcar paradlgm is the 'PIMS'yapproach as put . %
forward by Buzzell and Gale whlch they refer to as ' !
- the PIMS Competltlve*Strategy Paradlgm (Buzzell andﬁ A
“Gale, 1987 p.28) .. Accordlng “to. thlS approach R
' peﬁformance is determlned by strategx (which S
- 1nclades p11c1ng, R & D spendlng, few product - . o fﬁ
" 1ntroductlons,_ quallty and“' variety - of R f
products/serv1ces, i marketing ‘expernses, etc ). a
Strategy in turn 1s jolntly dependent on market I f”‘_;
structure and competltlve 9051t10n. . S }

5 Whe two basic paradlgms are graphlcally represented
ln rlgure 2 1 “and 2 2, . ;
A f . ) | o !
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s | Purchase method’
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Fig 2.1

\Scherer, 1980, p 4)

- Basic In&ustrial Organisation Paradigm
- (Source .:
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EXHIB:T 2-3 S ;
The PIMS Competmve Strat gy Paradigm

* Note: Unit of analysis = business unit and its served market.

o o o ’QH
qutket Sir,uclura}f Slralegy &Tacllcs | Perlormanca ?“, T
| " Market differentiation . Prlclng , ,_9 Ptolllablilly (ROS, RO, elc)
®_ Markel growth rale f*= ] e
@ Entry cinditions . . RAD spendlno e Gvowlh _
& Unlonlzation - - : . .
® Caplilal Intensity L Ngw producl.lnuoducllons_ . Cash Hlow
,. Purchase amqupt . e Change In relative qualily & Value enhancemenl
‘and variety of, )
a v productsiservices . " ® Stock prlce
_-Competltive Positio L
P . ve ; " ® Marketing expenses - _—
.® Relative perceived quality | ® Distribulion channels
® Relative market share -® Relative vertical integralion |
® Relative capital intensity -| —— '
® Relatlve cost ' .- ! | -t

Fig 2.2 - The basic PIMS “Competitive Strategy éar’adigm

Strategy- Paradlgm

(Source : Buzzell and Gale, 1987, p.28)

The contrast and sim:‘ﬁlarities between the Industrial
Organlsatlon (10) paradlgm and the Pims Competitive
(PIMS)  can be clearly seen by
comparing Figures 2. 1 and 2.2. The major point of
difference which is significant to this research is

that the PIMS-approach aims at producing* practical

advice for individual business managers based on the

analysis of past stra‘cegies’ of other businesses. A
basic assumption of the PIMS approach is that there
are."general relationships that can ﬁfOVide valuable

guidance to managers" (Buzzellf & Gale, 1987, p.6).
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:busa.ness policy who cla:u\\

- because every sn.tuat:.on is \‘m:.que.
Pitts. (1985) compare the. "pollc>\p\rspect1ve" to the

‘demonstrate the workings of the model.

. ﬂ - O N I / - . o

!

Thi§ v1ew has: drawn crltlc(sm from some authors of

that' there can be .no -
unlversal 1aws in ‘the flel\d of buslness stra»cegy_
Lubatku(g/ and

5"PIM,..> perspect:.ve" and poln_t out- that no two

. bﬁéinesses are exactly alike and therefore: th‘«e“re £an
7be‘ few, if any, formulas for achlev:mg compet:.tlve
5 f_,advantage. Lubatkln and Pltts go on to report on a .
‘klongltudlnal study done on the brew:mg :Lndustry from
11952 to 1974.

‘I‘hey clalm that - "wh:Lle the PIMS model

& 4 . TN " P

may prov1de good competitive 1nformatlon, :Lndvstry-

,spec:Lflc models may be able to prov:.de better
1nformatlonj! (Lubatkln & Pltts, 1985, p.91).

3

5 - g -

Io and PIMS not only d:.ffer in their basic paradlgms
,\but also dlffer in the mef'hodology used tox‘:advance

their’ theorles.
rigorous mathematical logic, and thus moves- e€asily.

I0" fends to ~rely heavily ‘on

cn ' to game theory, derlva\.lons i from perfect

competltlon and  decision theory. The approach

usnally adopted ig 'to derive loglcally cons:Lstent

(highly ﬂcompl'lcat:-ed) mathematical models of the
‘phenomenon being investigated and-then to assume

special.cases for the parameters of the equation to.
PIMS, on the

‘other, hand has been criticised for qtatisticai

comblng of the data base, the use of cross- sectlonal
analy is of non-homogeneous data, and the use oi:

,multlple linear regression where causallty is not

logically implied. -While some of thes‘,e criticisms

are no doubt applicable to some PIMS studies, .

efforts have been made in the more recent studles to
avoid. these- problems.
et

i
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'anefore the llterature is rev1ewed in more detall
me’some discussion of the central concepts is requlred
to facllltate a more. prec13e unde*standlng and usage

‘later on in:the- chapter.‘ i ”},
- oo e R e N \7
i Market Shargr Ce h N
In most;IQgétudiesrmarket share isidefinedcas;g
' “ oy n- »V . . - ) p R o
. M51 =Y, / r Y; i ‘ S i i
_ where MS, = the market share of the i*" firm 7
S .;: Y, ﬁ;the output of the i firm.. | 7 - -

‘If not deflned »in  terms of output' then -the
'»equlvalent deflnltlon 1s made 1n terms of va]ue (see
for example Bass ‘et al, 1978, p.9). ‘

o : — . T 5

bl

". This is the accurate, mathematical deflnltlon of
market share defined as the firms output divided by
the industry output. It, of, course, presupposes an
‘accuraterand accepted definition of the’ 1ndustry
(flrms 1 to n) and that each flrm views its bus1ness
1n the same way.

-The—PIMSVapproach dlffers 51gn1f1cantly in: that it
starts with the deflnltlon of the bu51nesskas "an
operatlng unit that: B ; wﬁ

[
H '\
4l 2o
i
!

5 7 . * .sells a distinct, set of products andjservlces

|

i
\
i
i

i ‘}1n competition with a well- deflned set of

-'§ to an 1dent1f1able group of customers

. _ competltors. : 4. I

\ - . ] ) i i

' S EAEUCAN (Abell and Hammond, 1979, p.273)
- : i T ~ i
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The PIMS deflnltlon ofvmarket share 1s then glven
.as: (Sohoeffler, Buzzell & Heany, 1974 p 1@0)

f e

fw}"f‘ - N . . Lq

LI e -given}~time period to - total sales by all
~,n¢competitorsvin‘thefsame'market. The"market"

{‘;s"‘7 includes all of° the products oY serv1ces,f‘
J ‘ customer types,~and geographlc areas that are -

dlrectly related to the. actlvltles of" rthe
busiheSe. For example, it " includes all
. products and services that are competltlve

with those sold by the bu81ness"

S

[ . E A ) 3 - ‘
S As po;nted " out] by Abell (1980) éhe way that
'management ‘defines its business is. a, ‘matter of
choice and is ' of - the greatest strateglc
51gn1f1cance. he .PIMS definitions 'make . use of
o management's interpretation. of ' served market' and
(A ~ hence;of market share. Day (1983, p.54) cr1t1c1ses
T the PIMS approach on the basis that the analys;s
ifw‘ ' assumes there is only one relevant deflnltlon of
o “market boundaries that ' glves an adequate plcture of

7the overall competitive standlng of the business or

P

profltablllty While this cr1t1c1su|undoubtedly“has_

Pt

‘merit, - clearly for analytlcal - purposes ‘one
- fdeflnltlon is requlred and for strategy'purposes the
PIMS" approach is the preferred option. -

Performance

i,gfg ;As discussed in section 2 1,2, the IO deflnltlon of
' good performance involves macro neasures such as
efficiency of: output dec1s1on, progress, . full
employment of resources and equlty In contrast the

) PIMS deflnltlon of performance | (Buzzell and Gale,

. - : g

8} T

"The ratio;of qollarfsales by a husiness, in“ak

of the = relationship of market, ' share and

it
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'l}return on sales (ROS), growth
‘;enhancement and stock prlée. Most PIMS studges (and -
"many other studles) use ﬁOI as- the only measure of "

Gale and Branch (1982 P. 92) to some '

extent Justlrled this v1ew by showlng that in a

' performance.

Vand cash flow to 1nvestmenm;,

,performance measure in ts -own - rmght

'performance measure {see Cook,

”strattgy.

S B s =i - e
~ \\\

1987 +p. 28) is narrowly Fefined'as'husinessdunit'

performance and 1nc1udes raturn 6n investment (ROI),

study u31ng the PIMS\‘ﬂata .base’ ROI was hlghly

"correlated with. return bn sales, return on equity

;Nevertheless,(ln an

, earller paper (Gale & Branch” 1981), theg p01nted ‘
i.out that cash . flow 1s an extremely important
Some authors_‘
’;have found it necessary to use. more - than one
1985) while - otHers
{eg. Bourge01s, 1985, p.559) use a s1ngle comp091tef'
measure obtained by app1y1ng factor analys1s to a
‘number of conventlonal performance measures. .Agaln,
. there appears to be no. single unlversally acceptable,
\hmeasure of performance but where a single measure, lS‘
‘used ROI appears ‘to be the most acceptable. '

Strategx s

'If there is some debate on the precise definition of

market share and performance in the literature this
is dwarfed by the debate on a ,definition of
The term 'strategy has been defined in
many'waYSwand'has»a variety of meanings depending on
the ‘context in 'which it_is used.

.6} o

- In -Game Theory -
“strategy is defined as: (Basar and Olsder, 1982,

PiwffJ
_ pAGs 24

cash “flow, ¥ 'a\lue

i)

"g dec151on rule which may depend on some as

. yet' unknown event but! whlch ‘describes the<7$

attlon which must be taken once: the outcome of
the event is known".

[}
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o The/term strategy was taken from/the mllltary fleld
where it has been in use'for thogSandSié'w R 5
, ; | (Many’ authors in ther strategy f1e1d<use'hllltary‘ :
o terms when descrmblng strategy. “S=e for example ) ) §
L 5 tr~r' Kotler and Singh, 198%; Clifford and Cavanagh, 1985; _ i Lo
- T ﬁ'“ MacM111an, 1985) in the military sense strategy is ;
Tl deﬁ;ned as follows (ledell Hart, 1967) - S
Qu%v :,Tfa;‘, ya;fV Clausew1tz : <“the art ‘of the employment of- ] : %
& ‘ L‘ : ‘ Ty ‘ battles as a means to galnlng' “‘” ;",HE
B g R -~ the objeﬂtlves of war" e b
r fb;u{ Moltke} ‘:."the nﬁ@ﬂtlcal appllcatlon ofﬁ i
: s "the means placed at a general s o
o disposal to the attainment of ;
" ! § B L nthe“objectlves«ln,VLew“ ‘ 0“ ”
' - ¢. "Liddell Hart: "the art of dlstrlbutlng' and g PO
L ' o 1'apply1ng m111tary means to: o
|  fulfil the ends of pollcy"'
S e , !
/ In'managemen theory a number of definitions exist. %
’ For our purposes it is constructlve to divide them ?
- _ 1nto two categories : flrstly, those that deal with ?
ﬁ‘ L. management xntentlon, and. secondly, those that deal
~with the behav1our actually exhlblted by the flrm -
Examples of the rlrst category are: : SR A ) i
. 7 "the determination of the basic long-term .
?' o goals and objectives of{an enterprise, and the 3 |
’ adoption of courses of ‘action and allocatlon ' !
- of resources necessary for carrylng ocut these ‘ |
B goals“ o : T g '
AR R (Chandler, 1962,' p.13)
(Y "The policies and }'ey dec:Ls:.ons adopted by
ﬁf o L ‘ né
- ” ' |
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o R e management that have mag_ox 1moacts on flnanc:Lal
(, o / " performance. ‘These polmc;es and deci s;:.ons are’
Yy "usually significant resource commltments ‘and
: \ are not’ eas:Lly revers1b1e" e
v }i‘vaqs r~‘;;vi =~ (Buzzell and. Gale, ‘1987, p.18)
. B8 po:.nted out by N'J.ntzberg (1978 p;935)f~tuheseA
A def:.n:.t:.ons treat strategy as (a) explicit - (b)
‘ T developed consc1ously and purposeFully, and (c) made
S . 1n advance of the spec:.flc decisions to which they

‘apply. These -~ macro plans 'still need to - be

translated inte a series of small decisions and’ \
- ) 1mp1emented before actual exhibited strategy changes I:‘e\

0 7 !

(an 1ntt=rest1ng study was done on pol:.cy making and
; 1mp1ementatlon by Allison (1971) - show:.ng that not
0 all dec:Ls:.ons whlch are made, even at the “highest
; ,' 1evﬂl are 1mplemented) : ‘ , oo n

L ;‘ - . ‘\. 5o -

b -

| IDEaE I e o
\

‘ The ser'ond c*ateqory of strategy deflnltlons relate
u : fmore ciose.ly tcv the actual exhlblted behaviour of
"“ the; fl‘rm Forli .rcample (Mlntzberg,t 1978, Pp.935)
,_q:refers to) thei‘ above definitions as "intended -
rijstraterry"‘ and def.Lnes "reallsed strategy" as "a

ioatt ern in a Estream of dec:leons"
i w,)f/ 1‘ ) pr

»

i

W

7Hambr1ck (198«‘1b p.o) bu:.lds on thls defln ition (and
ci'omblne somethlng of | the ! other deflnltlons) -

»

cefm:.nq strategv as. EPITEES R T A

““

\ \ g

H 0 M N By 3 il i

| 0 ol I . i ; . .

e ' : ]
V \?

it "'a pattern .Ln a stream 01. decn.s:.ons (past  or
llntended) that (a,). guldes the organlsatlons

| onc<01ng allghment w:.th its env1ronment and (b)
| shapes 1nternal pollc:Les and procedures" )it ST

: :
Eoay i ; '\
i i . &

P h A
i [ .

: The rcle of st‘rategy is. w:.dely accepted as medlatlng
on}i -an c»rgan:.sat.lon s 1nteract:|.ons wz.th’ its

el

72
AR
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e

env1ronment (Andrews, 1971 Ansoff ‘1969 Chlld-“

"1972; Miles and Snow, 1978)»and to be of. practxcal

use to managers strategy S role relates to futurei"”
courses of action -and to change (Gonld & Quinn

1990) : Therefore, the def,lnltlons in the 'fi'rst ”
category are more useful to pracbuslng managers.

However, the researchers problem is dlametrlcally
opposed to this and is more acute.:frawis*d;fflcult
enpugh tofmeasure,reallsed strategy but ‘would be

almost impossible to measure intended strategy (as

welif on the .scale “required ‘for statistical
analys13. Researchers (eg Hambrlck 1983a, 1983b

Mlller, 1988 Tellls ‘and Fornell 1988; Woo, 1983,
1984; Woo & Cooper, 1981, 1982) usually go one step
further and. evaluate a cus1ness«s strategy by
a set of ‘"strategy varlables" (For

exmn,t, 3 rhralth & Schendel (1983) 1n1t1ally used:

r_\ﬁegy ‘variable" and then applied principal
conponent analysis and cluster analysls to PIMS data

to come up with strategic typologlcs ) Clearly,thlsf
‘[?PPr°a°h 1ssmore,;n line with the second Categoryéof'
Wdefinitions as ‘it is an - attempt to measure

,«m“ﬁrealised" strategy. - ' ‘\ 7

2.1.4 The Importance of Market Share

:

"AS mentloned in section 2. 1 2 market share is one of

the basic elements in both of the two main paradlgms
used in business studies. As such it is clearly'of
" fundamental 1mportance to researchers in these

areas. ° However there are other even more compelllng‘
~reasons why ‘the relatlonshlp between market share‘

and.profltablluty'should.be the subject of dedicated
research and debate.

‘Firstly, the now ageing but stillfyidely usea BCG
o ) . ’ . / 7‘ - ; RN \\/}

T
7l

<N
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’ product portfollo matrlx rests- on-

~PAGE 28

thé assﬁﬁption;, N
- that market .share and profitablllty are 11nked in a

'partlcular manner. . This assumed relat:.onsh:.p was - -

o articulated and - 1nvest1gated by Hambrick
. MacMillan (1982)

and
and the BCG assumption and the

"1©"  corresponding PIMS data are shown in figure 2.3.

thure 1. BCG Matrix

Real  High- Stars Wnldcats . L
" Market | | R |
_ Growth - H//i'/ e sl
: Rate - -Cash.- | B O . -
- - Low-| Cows | Dogs - | T

)

. o\ | . ok
Co L Hgh Low \“\s SR
T N

Lo " Relative Market Share ‘\*‘?'

Figure 3. Relative Market
- Share vs.\ROI for PIMS
lndustrial-Product Buslnesses

Share vs. ROl Presumed
by BCG Matrix

I -
¢

B S Y Tt A
S5 1.0 1. 5 2.0 -5 10 1. 5
Relatlve Market Shdre Relative Market Shate

Fig 2 3 . BCG Assumed and Actual Market Share A

Iy -~

-t

Relationships = : .

(Source‘ : Hambrick & MacM:Lllan, ;982, p\.8"\7)

O

As can be seen by a- cursory study of the two graphs
in figure 2.3, the prasumed relatlonshlp raid- .‘.at
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o S

“H:‘\“““ " ia hold exactlv for the PIMS. data. The'overall trendi :

L S R : 1n.the relationship was the same but the dlfferences e B
w =7~ led Hambrick ‘and MacMillan to challenge and redefine
- R ‘@ o the role of the.fdog .in the product portfollo.

; Although ‘the BCG matrix has been cr1t1c1sed for -
P belng over simplistic (Hamermesh Anderson & Harris, '

1978 p. 96) it is Stlll w1de1y used There are also
v ,anumerous other strateglc plannlng grlds whlch are
F R ‘ more complex and yet still have a- heavy empha31s on
| _market _ share ° included  in ‘their \ +market rfy
attractlveness"dlmen51on.' (See for example Abell- R
and Hammend (1979, pp.173- 259)" for a dlscu551on of .
e e s AT  some strateglc plannlng grlds 1nclud1ng the ’'Market
] ) Attractlveness and Bu51ness Position’ model). a1l
Lo . - these'are used as strateglc.plannlng tools and‘all
| - ‘rely to some  extent on some (unproven 'and. not
necessarlly'understood) relatlonshlp between market -

.ﬁp S0

wf - R share ‘and profltablllty . Given the wide acceptance_ -
\. - . andextensive use of these concepts, (see for example
#\ IR - Bettis and Hall, 1983; Hall,‘1978 Gupta, 1984), any
% . .~ research prov1d1ng 1n51ghts 1nto this area would be
5 useful and 1mportant R G ) \

v

The second reason for studylng the relation between
market share and profitability and one whlvh is
prlmarlly in the domaln of Industrial Organlsatlon
Theory,uls its effect on anti-trust policy. ‘Here
the question of causality is clearly paramount If"W
" market share causes hi gher‘profltablllty'by'reduc1ng -
~ ' costs due to (for example) economies ‘of scale, then
,k it may'be in a partlcular country s best interest to
'rwallow mergers leadlng to higher market share
companies.<.However,“uf on the other hand high
marketwkshare causes \ higher - profltablllty by
collus1ve behav1our and “hus forc1ng prlces to rlse‘
T to levels higher than. would otherwmse be the case,

y

i
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then it would clearly not be in a country 8 bestﬂ

1nterests to allow- mergers whlch would’ result in’

hlgher market share companles. - (This involves the
: ,questlon of concentrat:.on versus market share wh:.ch0
‘is further dlscussed by Gale & Branch, . 1982)
7 '-Although these questlons “have always been 1mportant, -
,they are becomlng more :unportant as. trade barr:.ers :
shrlnk 1nformat ion flows more qu:u,kly and more. ‘and
' more authors »talk of global econom:.es, global
“integration ' a:}d global ‘market shares‘_‘ (eg. Ohmae :
1982, 1987, 1988; Porter, 1990; Buzzell, Quelch &

Bartlett, 1992). . | . g

- -
{

Thirdly, " market share is used . in strategy’
’formulatlon as a cont:mgent variable which dictates

a partlcular stratlglc approach - eg strategles for“

“ high market share tompanles' or -‘the -impact of

market share on- ﬁcorrporate ﬁuurnaroand strat,egles!
(See for uexample @ayvel, .17982; Bloom and Kotler,
1975; Hambrick and Schecter, 1983; Best and' Kahle,
1985- Maher, 1584 ) Clearly, this makes market

‘share an 1mportant variable in its own rlght.

s

1QKF,,(¢

STUDIES SUPPGRTING A POSITIVE RELATIONSHIP BETWEEN

MARKET SHARE AND PROFITABILITY S : a

" In section 2.1 mention was made of the early work by
,Ba:.n in 1951 which was followed up by Shepherd

(1972) and Gale (1972) . All of these studies used
 data which did not d:.st:mgulsh between :mdlv:dual
businesses within a firm. -For example Shepherd
(1972, p.27) used data from the Fortune Dlrectory
To try to_get single bus:.ness data, he ellmlnated
firms with a "hlgh“ degree of* internal

e me e

T,

-
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dlversn.flcatlon“»c E “I;'Iowever s:ane ‘his. ‘sample
prlmarlly covered the largest 500 flrms in the USA
it - difficult - ‘to believe ' that ﬁlnternal
: dlvers:.flcatlon was not presernt to a large degree 1n
. the data. ‘Despite these: {llmltatlons Shepherd (1972
p.30) ‘states- that- "throughout. [the analys:.s] the
market share assoclat:.on is- pos:l.t:Lve and hlghly

oy

s:.gnlflcant, 1ts 11near1ty is probable but not

2 -

de,f:.m.te".’jw LT SR E s

With the advent of PIMS, (see append:.x I for
hlsrorlca] overv1ew and Buzzell and Gale, -1987;

; Anderson and Palne, 1978; Kehoe, 1983 for more -

background 1nformatlon) , £6r the first time bus:Lness ’
unit- level data\ was‘avallable with a wealth of -
strategic information all collected on the same

basis. -This data was used by Buzzell, Gale and .

" Sultan. (1975) (following up from work done by
Schoeffler, Buzzell & Heany, 1974) to produce what

turned out to be a class:Lc paper on:the subject of

market share and profa.tablllty and one whlch was E

nd &”«

o
' starts off by presentlng the PIMS results of the

B correlatlon between market share and profltablllty
(see flgure 2.4). 0 '

oy
AT
W/

aoor

Buzzell et al (1975 P. 8) go on to state that there
are W lat 1east three poss:Lble expla‘na zlons [for the
correlatlon] ‘

o Q\“
e N7

§ E
o b - b

. Economies of scale: The m0st~“ob\¢‘ious rationale
for the high rate of return enjoyed by large- -
share businesses is that they have achieved

economies of scale  in- - procurement,
manufacturlng, marketlng, and .other cost
components. A bus:Lness with 40% shme of a ¢

R o

o . - ¢
o] - b

£

still be:.ng debated a decade later. ~The paper »

K

(S .
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glven market is s1mply -twice as’ blg asg onew

with 20% "of - the same market,
attaln,r to a much greater degree,
eff1c1ent \methods of

i partlcular type of technology

and ' it w:‘llg
moreu“
operatlon w1th1n a .

ﬂExhlblt l o ,
A Relahonsh:p between market share and pretax HOI

P
o
G

.RO1 ‘ \ R R
\\,{ i ‘<‘\ ’
30%
; \g
S
m t.“\\\}
107 ‘
K . i
0 ] .
Under10% 10-20% "20.-30% | 130-40% 7 Oire‘er%
Marxet Share . o
»Fig 2.4 - The Relationsth between Market Shara and ROI
B (Source : Budzell et al 1975, P o)
5_ n Closely related to. thlS explanatlon is the so-
72y, Y ‘called "experlence curve" phenomenon w1dely
. ) ‘pub11c1sed. by the Boston Consultlng' Group.
| According to BCG, total unit costs . of
i producingrand distributing a pfoduct teﬂd”té””
o . decline by a more or less constant percentage q
with each doubllng of a company’ s cumulatlve‘ |
0 output.J Since, «n. a .given time period,
bus1nesses with large market shares generally
,also have larger cumulatlve sales than thelr
: o y
| )
i ~ 9 T,‘# . .
A ‘ o f‘

et bt it At i, et e e e * =
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]
|
,_:;;

"smaller competitors, they—ﬁoﬁld«Se\skpeeted'to .

‘have lower costs and correspondlng hlgher

\proflts. *

9 e
5 - i P " (

U 2 - LU

. MarketffPower- Many - veconomists,’ espec1ally

‘among those 1nvolved in antitry L. “work,

' pelieve ~that . economies of scaleﬁ;érék qfv

‘ Y 3 J :‘5
relatively . little *»1mportance 1nw most

1naustr1es. These: economlsts argue that if
"‘1arge scale bu51nesses earn hlgﬁer proflts
than their- smaller competltors, it is a resnlt

v ~-of thelr greater ‘market _power: their 51ze

permits - them to bargaln Jmore effectlvely*r

"administer" prlces, and; in the end, reallse

'81gn1f1cantly higher prices for a particular

~product. LT ‘ ] ;
T “Q_ ality of Management‘é The' s:.mplest of ~all
| xplanatlcns for  the vmarket-

L8 hare/profltablllry relatlonshlp 1s that thh
«share and ROI ‘reflect a common underlylng
o factor.j the. qualltv of management. ‘chod

i 1

;managers (1nc1ud1ng, perhaps, lucky ones!) are

,successful in ach1ev1ng ‘high shares of ‘their -

a respectlve markets; they are also skilful in
controlling "costs, gett;ng~‘" maximum
productivity‘ fromﬁrempioyees,-:and SCc  on.
Moreover, once -a business achieves ' a

‘leadership position - p0551b1y by developlng a
new fleld - it is much easier for it to retain
its lead than for others to catch up"”.

"

These explanations have’been‘quoted in full because

-~ they are extremely interesting and will be examined

in more detail later in this section. Before this
is done, fo. the sake of continuity, an overview of

i

. i
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tBuzzell et al then go on to explaxn how market share

relates to ROI and make 4 p01nts in thls regard‘
';a) ~Sales ﬂto. investment _remains constant but
.+ profit/sales increases as .market share
¢ . ! intreases. - .. - | s

. [
b L ’ A g

- N E T L i . . ;‘ -7 PO e

gt
4

. - b ‘Purchases to sales ratio decrease as market
nshare increases. I e

o

c) Marketing -costs ﬂdecreasew as market share

)

increases.

d) - Price (and quallty) increase as market share) a
o '1ncreases. R : :

o ek 5 3 ‘mv L .
o ‘ - x .

The authors do not specxflcally state that there is
a causal process at work but later in the paper
discuss bu:ldlng, holdlng and harvestlng strategles
and 1mp1y in their bulldlng strate:,\that 1ncreased
. market share will result in increased profltablllty
' (i.e, causallty)\ Also itQicluded in the paper is the
., assertion that the relationship is dependent on
structural ‘factors and that market share is more
f\di important (i.e. the correlation between market share s
and profitability is stronger) - when Duyers are .
A | o ~ fragmented and when purchases ‘are infrequent (i.e. (
S - o hinting at a contingency approach). g
: l\,}‘{ | ‘ . The paper made a huqe 1mpact on management and
consultant thlnklng ‘and,- . in -~ some cases,HAwas
T impllstlcally interpreted. as puttlng forward a
R o ‘4un;versa1 law’ that hlgher market share caused

highervprofitablllty. This was widely criticised on

=

. C a

-ﬁié .. the rest ofathe paper;yill be'given. = - . =l

Pkl
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the ba51s that ro unlversal laws can ex1s\\1n the‘
‘Vstrategy arena>because no two 51tuatlons are exactly -
alike. also many examples exist of 1ow share firms
1‘wh{fh are highly. profltable., (These ars reviewed

lateﬂ in thls chapter ) PR v
j ) , - o

= R
I e g i

‘ e ,
“ The correlatlon*« between,. ‘market share and

8 profltablllty had been establlshed by many authors

but Buzzell et al ralsed two major issues:

1. whether there is a gaysal relationship between
Atmarket share and profitability, and f

2.  whether the relationship is wuniversally
" applicable. -~ .

- These two issues are obviously'critical toﬂstrategy
formulation and to-ewjmlne them in more detail we[j
_return now to the exi unatlon.glven.by Buzzell et al
for the re]atlonshlp between market shaxe and
‘profltablllty ' oL BT S

™

Ty ‘
The first reason given is that of economlés of
: scalep and . thls is llnkedﬂto the experlence curve
}phenomenon. The experience curve was derived from
the learning- curve theory that arose from
observations concernlng the number of man- hours
’ requlred for the production of aeroplanes at an Air
Force base in. Ohio in 1925 (Gluck, 1985, p.6). The
obserVatlonkwas made that the production man-hours
declined as the cumulative production volume
increased. This- concept was broadened by the Boston ]
Consulting Group (BCG) into the experlence curve/“;
concept. Experience curves, accordlng to Hall and

\ D

Howell (1985 D 197) "refer to the fall in- costsrT 

" which allegedly ‘occur over the total llfe of a
product ... and the cost affected are total costs".

it

Dl

e e e e ] e e e i
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yrefrlgerators,'
cleaners :
“forward by BCG in the ~mid 19709 was: that ‘the

“:functlons and that a doubllng of the num

_is clearly made. .
chls would be\\a unlyersal phenomenon since

ulow ‘market share.

6

‘”The BCG applled thls concept in the mld 605 and 70s

to-a number of situations 1nclud1ng automoblles,
Japanese beer and French vacuum
(Klechel 1981, wp 139) The 'Vlew put
experience curve applled to’ all bu31nesses and ‘all
wer” of unlts

'5produced would result'rn a fall in costs typlcally

10

_of around 25% to 30%. ' D ml s

n

1f one accépts the logic of the experierce curve as

" put forward by the BCG in the mid 70s then the
~causal link between market share and profltablllty

Also, it could be expected that
tThe
experience- curve -was' thoug it.. to be unrversally
appllcable.
these assertlons questlonable.

Flrstry,,Hall and

‘Howell (1985, P- 205) p01nt out that although costs
’are observed to

fa}i o‘er time the reasons 1nclude

factors like technnlogical progress, redubtlon in

A\,
input prlcee, and changes in internal eff1c1ency

which may have nothlng to do with elther scale or

!

i

accumulat g output - “
- |

N

This view is borne out by Hall (1980) who provides

'rseveral examples of companles in mature: industries.
- that have. enjoyed high profltablllty despite having

Hall- (1980, p. .81) states’ that
*high market share and accumulated experlence are

e AT el by e

93en,36

ﬁowever, subsequent research has made a

B

o

[

7

not - essent1al for cost leadershlp in a mature -

market". Alsc, other authors have suggested that
the experience curve 1s only applicable to certain
with

Jacobson and’ Aaker

industries = or industries certaln

characteristics. For example,
(1985, p.11) state that experjence curve effects are
c A e N
: N A

W

N
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‘found in industries with high levels of value added, -
contlnuous process manufacturlng and hlgh capltal h
intensity, but not %n other contexts, most - notably f]' .
”dserv1ce angd- extractlon 1ndustr1es. Other authors CE o
(&) é7. Ghemawat . and Spence,f1985,-LLéberman, 1989) s
;have observed that due to epill- over effects,
‘learnlnq is an 1ndustry w1de phenomeﬁbn,and that
1nd1v1dua1 firms have sxmllar costs and therefore no
‘competltlve ; advantagg ; Despite the " above.
quallflcatlons the experlence curve still. has some i
,;appllcablllty (see Ghemawat, 1985);and is w1dely
_fused and ‘built into economlc models (eg. Dolan angd .

-Jeuland, 1981)./ However, in terms ofﬁa reason forf
- the . relatlonsnlp between market | share . ana
! profltablllty it is clearly now not. thoughf to be as’®
powerful as 1t was in the mid 705. C et

Ny
9
R

N
/] ) \

| The ‘second reason given by Buzzell et al 1s that of
market power.7 Although the autnors use somewhat L .
guarded language they(seem to be referrlng to so~ ” e
called ollgopollstlc co- ordlnatlm: or collus on.‘ ‘
Thls is ”very muph in  line i$1th. Industrial N
‘Organlsatlon theory which asserts that concentrated
market _structures facilitate ,0ligopolistic " co- -

i g e i

“ord! natlon aﬂd lead to monopoly level prlces. If : ,Tb
this is correct, a weighted average "of the
profitabllltles of all  firms that comprise &
¥«concentrated market should exceed the compet1t1#e‘
norm. . The subject was researched extensively by
Gale & Branch (1982 o 84) who point out that under
this assertion the burden of malntalnlng prices by
~,absorb1ng excess capacrty usually falls heavily on
‘the high share partlclpants. - Therefore proflts
should varv prlmarlly w1th,concentratlon and little
or not at all with market share. Gale & Branth go
on to argue that the opp051ng v1ewrasserts that -




| I.I'rr_.nrbnz,

i

there are economies of - scale'wﬁich apply to a,number“
of dlfferent facets of the organlsatlon.whlch should -
~result in a pos1t1ve relatlonshlp between marketjfr
share and_ profltablllty The - authors then-run ‘a .
multlple llnear regre531on w1Lh concentratlon,;

b, market\share (and  an’ 1nteractlon term) regressed
agalnstwROI u81ng PIMS data.r Thelr flndlng showed

power than concentratlon.a Flearly thls makes\the
v i ... sedond explanatlon ?of ‘Buzzell et al’ somewhat

®

e unllkely oo i o R -

1 PR

G - . K “ i

i
The third reason glven by Buzzell ethal for . the-
L B pos1tﬁve relatlonshlp between ‘market ~share’/ and
/'f : h - profltablllty is quality of management ‘Thls is L /
/ e " extremely interesting as thlsfconstltutes a spurious-
o S 7-,, factor and implies that ‘there - is no causal 11nk

w0 Ay el Eoliel)

‘ between market share and profitability.. It appears f‘h_
as- though the authors dlscounted this view to scme '

extent because later in the paper (under building . - .. ﬁ
R ',strategles) they 1mp1y‘3 causal link.” Perhaps of: : -ﬁ
. equal importance - is the fpossibility ‘that = the |
3 Ce - relatlonshlp between market ‘share and profltablllty :

‘ is due to luck. Based on pure chance, a; busxness

may stumble onto a‘product strattgy that proves to

‘ o ] ‘i be successful Rum lt and Wensley (1981) {(and -
pTe Lippman and Rumelt, 1982) took this view and showed -

that there is strong evidence of a/stochastlc effect

(luck) and v1rtually no evidence’ “of a direct effect.
- Thus they contend that the reratlonshlp could>be due

e, entlrely to random processes.

- B
.

v " From the foregoing‘argument iteis obvious that the

caserfor*the'propOSition\that higher market share
causes higher profitability, is far from clearwcutu

N . The paper by Buzzell et al hashbeen widely debated

i

E

El
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(cr1t1c1sed and defended) by many authors and ‘tlll ‘ | ;
some ,of the; rundamental proposltlons" remaln . ’,‘ E
unresolved e LT : : ””T”§‘, ST T ,f

S e 7 f\L

!/

In an "attempt to resolve some of these ba31c

concepts researchers ‘turned”’ thelr a*tentlon to “the - ‘
“so called mid- range theorles. ~In. sectlon 2.1 1t was ‘”fsﬁh
polnted out: that “two v1ews on bus1ness level - :
strategy .have dominated the" ilterature. 'Flrstly e
“there ‘is the 51tuatlona1 v1ew“wh1ch holda that no S o
two. 51tuatlons are alike and ther31ore strategy 1sJ‘

&% - 1
&

fian:: alignment 'of, env1ronmental < threats - and
opportunities Wlth 1nternal strengths and weaknesses
(Andrews, 1971 Ansoff 1969, Yavitz and Ntwman,
1982) . Proponents of this view conduct in- depth case B (f

. studies - and 1ndustry studies. ‘The - seconﬂ, and . ' kﬁ}

u‘

'oppos1ng view,  is that’ unlve“sal ‘laws of strategy

i‘ex1st and hold for all vettlngs (eg. Buzzell et al, 7 ;
1975) . However, betWeen these opp051ng views' are ,Q.“’ } 5
m1d range theori es,w%eg Pitts, l980, Dascarella,n .
"1984; Hambrick, 1983;. Mlller, 1981; Miller- and
"Fries 1977 Accordlng to ‘Hambrick 7(1983¢,
p 213): ' r

< w1t should'be‘possibieyto identlfy commonly

recurrlng ﬁsettings"'fand“rto observe ‘how

i

dlfferent strategles tend to _fare " in each )
settlng" ) o , ﬁ o ; , o ‘ |

S oo . SN
Hambrick, MacMillan and Day (1982, p.511) quote
Bourgeois (1980, p.229) as stating: :

-
. "

"The solution is for the researcher . to »x

abstract a smaller number of more encompass ng
conceptual categorles with a broader range of T

= - ¥

generalisability". ‘ . R
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7 nThis approach 15 known as a contlngency approach or.
a SLtuatlonal apprOach Ramanujam and Venkatraman‘

;j’ (1984, p 139) dlfferentlate between contlngency andt?'r‘

- 51tuatlona1 approaches as follows. e ﬁ'rp

&

% o ) cofy X :
,“Contlngency factors derlved malnly from
organlsatzonal theory have been ftested as

: 'moderatlng 1nfluences ~in the relatlonshlps
R R r(affectlng : bus1ness unit profltablllty]

P ,structure, organlsatlonal technology,—‘and
' product . life cycle (PLC)  stage ..
. . situational Yactors. [on the other hand] ...

~» include ° entry _and exit barriers, low
performance and turcaround and low versus

Yo : “high market ‘share’ effectlveness" -4

4l T T o

SRR e

o Many'authors leg Hambrick, Machllan and.Day, 3c2)
' _combine. the two categorles and refer to them merely

‘a8 contlngency theorles. Slnce the early 1980s this
) - " approach has _been .- grow1ng in . popularity. (eg.
! ‘Galbraith and Schendel, 1983; Hambrick, 1983a;

of work in erateglc management"  (Miller, 1988,

p.239). ' - o .

iﬁ Phillips; Chang and Buzzeli (1983) “vsed thls
. approach in conjunctlon with path - ana]y81s to
explore some Key causal paths ind the.PIMS data. baSef

i The "settings" that were used were simply the

Q:S
bu81ness types (eg consumer durables, consumer'noni

“dur aoles, capltal goods, etec) s that . exist within.
PIMS. Their ‘findings with, regard to market share |

o

were interesting in that market share was shown to

e - i

; ;Examples of such contlngent factors "include
- o ,env1ronmenta1 uncertalntv, organlsatlonal goal

1983b; 1983c, Woo and Cooper, 1981; TQ82) and has
grown to.become Yone of theamethcdologlcal malnstays )
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have a s1gn1f1cant p051t1ve Causal effect on ROI in.
' all businesses, but the mechanlsm by<Wh1ch thls
occurs varled accorﬂlng to the type of bu51ness.
“1‘};,""In the case of | fconsumer -non- durables and
V materlals busznessbs, relatlve markeL posltlon
A o h 7 | R 1nfluences ROI only by its effects on cost

5 con
l‘:i ; & oG

S -

~npos1tlon... In the case‘of consumer durables. .

’47 \\ ~and components business an opposite‘cbnvlusion‘
;o ‘emerges . Market pos1tlon influences ROI only

S LT ‘frv1a mechanisms. other than costs... Flnally, in

: the case of the capltal~goods and supplles,

‘ bﬁsinesses,‘ " relative ‘market ‘positioh‘

T : ' ‘inflﬁencesfROI”indirectly by its beneficial

A ‘,d‘effects'on/relatiﬁe direct cost position and
‘directly via mechanisms other than costs".

AT .- (Phillips et al, 1983, p.37)

Thus Phillips et al fouﬁafthat'thereﬂﬁés, in all
businesses;'a causal link betWeen'market;share and‘f
profltablllty but that the mechanism was dlfferent
o for the different businesses. ' This to some extent

xviwexplanatlon could be found for the correlation of
‘,’?(market share and profltablllty found by Buzzell
| et al (1975) In an earlier study of 10 1ndustr1es,
' Bass, Cattin and Wittink (1978, p-8) found similarly
£ that  increases  in market share lncreased
profltablllty although the extent of the increase

varied elross the 1ndustr1es.

“ explains why no Vsatlsfactory, ”unlversal"

N . In summary, it would appear that the correlation of
market share with profitability is beyond dispute.
/A Further, there appears to be strong evidence that a
causal link between market share and prefitability
exists. “I-Ioweve:;},u despite 'much> debate and many
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theories, “the mechanlsm by whlch market oshare’

1nf1uences profltablllty 1s not welkl:. understood orl
accepted ‘ - S g wo e . fe

S
S L s } ’ C . P -

2 3 STUDIES NOT SUPPORTING ‘A CAUSAL RELATIONSBIP BETWEEN

- ~focus -on’ the opposing view. .

MARKET SHARE AND PROFITABILITY e BRI

I - ‘ "
B N

The research presented ‘in sectlon 2.2 focused on’
papers“supportlng the view that hlgher market share
In thls section we

0 - o

causes’ hlgher profltablllty

—-0

""?ruhanf?(lézg)f;in 'his .paper entitled "Pyrrhic.

Vic%ories‘ in Fights for Market “Share"- gave 3
examples from dlfferent 1ndustr1es which questioned
the wisdom of- aggressmve market sharek1ncreasrng
strategles. Although Fruhan's paperfconflrmed the

correlation between market share and profltablllty::

in the industries concerned he also pointed out the
‘pitfalls aud problems: related f'o gettlng ~higher
market -share. - In the early 705 the prevailing view
from consultants and researchers was that low share

business should either be grown into higher shares

or divested. Specifically, according to BCG, low

- share busiresses in low growth industries (dogs on.

the BCG product-portfolio atrlx) "may show
accounting profit; but the, profit must be re-
invested to maintain share, leaving no cash throw
off. The product is essentialiy worthless, except
in liquidation" (Hambrick & MacMillan, 1982, p.84)".
As pointed out by Wop and Cooper \1981» p.301) this
advice 1is hardly helprul to.a bu51ness manager of a
low market share buslness! : i

5

' The question of strategies for low market share

businesses was fifst addressed in a meaningful way
{0 i 7

e

\ -

- PAGE 42“
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#

by Hamermesh Anderson and Harrls in 1978 in a paper :
:'entltled "Strategles 'fgr . 1ow_« market - sHare
businesses". The authors challenged the prevalllng
view that low shara bu31ness had two~strateglc‘ o
Voptlons, to flght to.: 1ncrease market share "or |
- withdraw ~from-~the industry. Hamermeshizet al
o rexamlned;QOO busi nesses from 30 major 1ndustr1es 1n
ﬁ /fForbes Annual Report ‘on- Amerlcan Industry“ and
/Vfound. numerous successful low share bus1nesses.
" (They defined low share- as being less than half the
1ndustry leaders share and successful as: a company
~ whose flve year average return on equlty surpassed
the 1ndustry'med1an ) From the successful low share: A

el
' companles Hamermesh - et al selec*ed three companles c

for ‘ closer analysis = whose’ vearnanS‘ were ;i
substantlally'hlgher ‘than the 1ndustry“med1an and in - :
some  cases” .were the hlghest performers - in the -~ : ;
1ndustry. Deépite the fact that the‘three commpanies "
selected ~were from  substantially different - T -i
1ndustr1es7\four -common strateglc ﬂharacterlstlcs 71
wererfound,r(Hamermesh et ar<1978, p-98) .

. o LT
=l i

*ul,/—\\\‘ﬂxf;. they carefully segment their markets,
s 2.ﬁi_£hey use research and development = funds
efficiently, » 7 - 1
3. they think small, and ' I ) T
4. their chief ~executive;s influence . is »
pervasive; /

~ s

The authors:acknowledqe that low share businesses do
have some serious obsLacles that must be overcome if
the business is to be successful. These inciude
small research budgets,iﬁew economies of. scale in

manufacturing, little opportunity to distribute . A
products directly, little public 'and customer
recognition, and diffieulties in attracting capital

e

{

o

1

i
it
<’f

Y
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’follows- , ‘%, :7 &j'?‘ E - o ﬂjfl‘ Tﬁ

o - 51gn1f1cant advantage that ‘enables a company
- to compete in ways that are»unavallabls to 1tsﬁ:

~ the results are based. on a sample of three.

—

\and ambltlous employees. " However, desplte these

obstacles Hamermesh et al (1978, p. 102) comment ‘as

Y
I A

&

_"... we have found that a%small market share

"is not necessarlly a’ handlcap, it - can be awr

15

e

larger rlvals. e R ‘o@
& O ; - ) ’

CoT - S it ¥ < o TRy :
o . o

Thls prop051tlon was plcked up by Woo and Cooper
/and 1nvesthated 1n .a more systematlc and

:statlstlcally rlgorous way. One ©of the majo_,

pr%ﬁlems of the research doné by Hamermesh et al:‘is

‘ p’mk 44‘, ,

. that despite the quallty and depth of tbe analysls,ﬁ

the chances of this belng generallsable across allr

- business’ Wlth a low market sharc are statlstlcally
-very small
. in a more generallsable ‘way ‘using the PIMS data

base.r Thelr research- sought to: 1dent1fy ctrategles

:“whﬁch had proven effectlve for low share bu51nesses

and were represented by twof,ategorles of dec1olons-
- (Woo and Cooper, 1981, p. 302) . —

el

n

Woo and Cooper approached the problem

Clearly‘

"

(1) product-market \¢ hoices at the corporate level

relating to part1c1patlon in
businesses (the® corporate strategy decision)

0

" (2) (competltlve strategy at the bu31ness level -

‘indicating how _a bus1ness competes énd
allocates its resources, ‘given the product-
market choice in (1)

dec151on) ‘ - 1 ] -

The methodology used was to define 13 variables

- i
i

(the business strategy.

ey

particular .
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whlch descr:.bed " the product “market- :Lndustry

character:.st:.cs and i3 Varlables which desér:.be the VS ,},;f’/

competa.tlve strategy exh:.blted (see ifigure’ 2.5) e s
LR Product-market-mdustry chﬁraclcnsucs‘ o " Competitive strategy-
1. Typeor product - .’ .+ 7 L Relativeprice -5 .-
R " 2. Standardization of products - - © -7 .72, Relative quall'

4. Product life cycle stage - S 4. Relative emphasis on new products
-~ 5. Purchase frcqucncy (end user) 5. Proprietary products
6. Purchase frequency (immediate uscr) 6. Proprictary processes Lk
A Gcozmphnc location = . . 7T.R&D intensity (product). .
8. Industry value-added, o 8. R&D intensity (process)
9. Industry concentration ST 9. Relative advertising. -
10. Number of compculor.. " s10. Relative'sales force. ° :
H. Real market growth ' ’ 11. Relative vertical mleurauon (b:\ck\urds)

3. Importance of auxiliary services.

3. Frcqucnrv of product ch.mncs S XN Rcl.m\c du-ecl cosls

3._Relative product B:cadlh

12, lndusm' zrm\'th 12.. Relative vertical nmcorauon (fomards)

)

\'v

h

' Fig 2.5 - Variables representing prcduct-marl;et
-~ choice and competit:.ve strategy
" (Source : Woo and Cooper, 1981, p.303)

:';I‘o_v highlight the findings pertaining) to low share
" businesses the authors cohj:ﬁrasted; ‘effective low .
share businesses with (1) effective high share
businesses and (2) ineffective low share businesses.
(Low share was defined as less than 20% of the

combined share of the three largest cpmpetitors.
Effective was defined as an ROI of greater than 20%
“and ineffective as an.ROI of less than 5%.)

Woo and - Cooper tested 3 main hypotheses ‘and the:Lr
findings are. as follows»

i =

1

Firstly, they tested whether the product market “
choices of effectlve low share. bus:.nesses were
different to ineffective low share businesses and

d:.fferent to effective h:.gh share businesses..

T\ oo
1)

ST ol
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bus:messes,,7 However; the'env;ronments“of effective

- "and 1neffecr1ve'1ow share busmnesses wére “not found

- - t - -
EEEn . S, . LR S
- I . o . MR I

~Secondly, the authors tested.whether w1eh1n,the same
‘env1ronment (deflned byfs1m11ar products, markets
- characterlstlcs), '

and - 1ndustry competltlve

bu31nesses (w1th1n’ the ~same _env;ronment) and
"differed from ineffective low share bu51nesses.

Their findings ‘showed a strong dlfference between‘
the competltlve strategles,of effectlve low share

busznessesﬂ and . effective- hlgh share businesses.
(Some of the dlfferences 1n strategy' were that

compared to hlgh " share busi nesees, low share‘

‘businesses did less“ advertising “and personal

fstrategles of effectlve low: share bu51nessesw
differed from those ”bfz*effectlve'vhlgh share

\Overall thelr results“showed that\effectlve IOW"
/share busmeéses ‘were found to pursue product market, -
o . choxces » different from etfectlve high share-

ey to be 51gn1F1cantly different. - ; B ﬁwm o

g
i

selllng, spent relatlvely more on product R:& D-to

nmalntaln.nlgh quallty standards and.soent relatlvely

1ess on process R & D. ) The authors also found that

the competitive. strategles of effectlve low share
‘bus:nesses | differed slgnlflcantly “from - the
5 strategies of :verfectxve low share bu31ne=ses.

Thirdly, the authors tested whether groﬁps of

effective low share businesses operating under

., ‘dissimilar product -market - oonditions pursue

different competitive strategies. Although some

_ differences were found, the'authors did not believe

that the diiiferences were 51gn1flcant and therefore
could not support their original hypothesis.

,

» Woo and Cocper’s work is interesting for two
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rﬁl&‘ reasons. 'Pirstly, the methodology used (thab off
‘ﬁ,‘i“”ﬁ‘ ‘ employlng cluster analysms to define “env;ronments"
and strategy typologles) was very 1mportant as . 1t‘ﬂ-

added 1mmeasurab1y to- the‘deba\e concernlng marketf,'r

‘ , and Day, 1982, Hambrlcx ‘1983a,f\%983b 1983¢c :.
B ys‘ Galbralth &’ Schendel MaDess and\Dav1s, 1984)
' Although cluster analysls had been used\exten51vely‘

”‘ln many other dlsc1p11nes thls was the first time. 1t
had been applled to market share and profltabﬂllty

extremely 1mportart in' that they show that small
, market share bus:.nesses can enjoy -high prof:.tablllty
S and that this‘is largely influenced by the strategy
o employed (bus1ness ‘and corporate@ These findings
Ere 1nterest1ng and clash dlrectly w1th the

conventlonal thlnklng of. grow1ng or dlvestlng small

A S market share ‘businesses.”
T Woo and Cooper S (1981) work was followed up by Woo
. {1983) when she examined the 'strategies of 41

businesses which were markew leaders but displayed
i? B o poor performance. Thé focus of the research was to °
| ; *»1dent1fy the factors which dlfferentlated the .low
- " return performers from the high return performers._
Four categorles of explanatory ‘factors were

0

examlned ‘ T Ty !

i

| (1) market stability : o ” =

x«;'Lﬁ o 1(2) demand characteristics - , h |
h ﬂ, © (3) _organ;satlon commitments
~_ (4) _competitive strategy o

L R Secondly, the results obtalned by'Woo and Cooper are ...
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low return 'bus:.nesses agalnst h gh return businesses

m to hlghllght differences - us:.ng cluster analys1s
o Woo found that the low return buslnesses operated

e -
D

L Agaln, Woo s- methodoIogy was based on contrast:.ng o J

‘more often in- unstable markets and :Ln markets where
: aux:.llary . services ~were : 1mportant Regardlng

| ’organisational commitments, although none of the . .

S var:Lables were statlstlcally s;gnlflcant low return | PRI

o bus:.nesses were associated w:.th a greater degree. of

-0 internal mcomm_ltmentsf Competitive - strategies for
= the two groups.weré significantly différent, with - -

- high return businesses hav1ng dlstlnctly lower costs o 5

& [

than low return buslnesses. S - o

‘While not dispr"oving the correlation between market
share and profltablllty, ‘Woo'’s work does’ hlghllght
caveats to the relationship. It appears that the

\,
relac:Lonsh p between market share and profltablllty

is context spec1f1c and in certain enviréntients may : '
_not - exist at all. Also it appears ‘that the ¢

. relatlonshlp is 'not "automatlc" but is dependent on s |
T the competltlve strategles adopted by the bus:.ness. "
Woo (1983) clearly showed that not all hlgh market

share companles have \‘hlgh returns, and Woo and

e 'Cooper (1981) earller showed that not all low market

. share ‘companies. have .low return. .. .. [P S

S
it

0

The work. done by Hambrick, MacMillan and Day (1982),
which exam.ned the assumptlons underlylng the BCG

=

product- portfollo matrix us:Lng the PlMS data base,
supports this wview. =~ In general the flndlngs

supported the prlmary thes:.s of -BCG i.e. bus:Lnesses L
‘in the four quadrants of the matrix have. quite hE
different. tendencies to generate or consume. “cash. /f'"‘

“The prlmary point of disagreement between Hambr:.ck
- et al and BCG has to do with the performance of

I ¢ 5 3

£

2]
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] ;Dogs. Hambrlck et al (1982{ p:94) summarise as

folloWs: o

authors.

The notable factors are

(s}

L

J’

- Ceftain. strategﬁc factors are assoc1ated
3w1th high profltablllty amongst Dogs.

low capltal

intensity, _attention to eff1c1ency,
 narrow focqu‘hlgh product quallty andi
low to moderate prices. - e
g Sy . : :
} Bl

It

Top management of. a company can’ affect
"whether Dogs . achieve their potentlal as

long term, rellable cash: generators

-

The strategles pvooosed by Hambrlck et al 1sk
" similar although not 1dent1ca1 to the other

The varmoue recommended strategies

for lowxﬁhare bus;nesses are summarlsed in
Table 2.2.

"Table 2.2 - Summary osttrategie' for low market share businesses

-Hamermésh ‘et "al (1978) i |

<7 seégmentation = .

¢ R&D effective -

*  think small o -
+ CEO influence important =

& Cooper (1981):

Product market choice important
+  léss advertising’ ‘
* less personal. selllng

* - relatively more product R&D
: _high quality

'Hamb:icg_et al (1982):

low capital intensity -

efficiency o
narrow focus

high quality'

low prices . :

CEO influence 1mportant

~ e Ja L ~ Ll
~These studies not only offer examples of low market

<3

i i
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) an;sharevbusinesses whiqh:are;effective,‘but aiSOHgiveF
= : recommendations for strategy..  The fact that each
o study arrlved at dlfferent conclusmons could elther‘

v T rrl :"result ‘from metholodoglcal llmrtatlons,ﬂof . the
T ; | studles, or could point to:the contextual nature of
: > these stradtegic recommendﬁtlons. £ Whlle _these
, ryf studles do not constitute a comprehen51ve bl ueprlnt
: o o for strategy fmrmulatlon for low share businesses
y Q. nc they ‘elearly” 7cast sqme—.doubt ‘on. the’ Acausal”
E relatlohshlp between market share and profitability.
5Supporting‘this view is-a\completely separate school

_ " of thought which holds that the relationship between
,vwrt-, market share and profitability is primarily‘due tc
~ luckor random eVents (as mentioned in section 2.2).

' Manckeu(l974),firstx§ut_forward:thiSﬁview when he

. S proposed that the relationshipfbetween market share
; ) R and profltablllty was due to the random outcome on
‘ ' each firm’'s capltal budget.~ These random outcomes
L -dlctated-the "success" ' of the flrm in terms of
& 'grOWth andﬂprofitability High growth ended up in
high market share and high profltablllty' hence
explalnlng the correlatlon. o

This theory is ackhoﬁledgéd by many authors (eg.
Jacobson.and Aaker, 1985; Lieberman and~Montgomery,
th& PIMS data base by Rumelt & Wensley ““““
Their model was“censtructed to discriminate between
- 80 called ‘direct’ and 'stdbhastic' effects. To do
“this two equations were constructed. : the first
statlng that return at the end of a 5§ year period
depends on the beglnnlng rate of return and a number
hf>"””: of factors affectlng the change rn return. These

indlude the growth of marketlng\expendlture, the

rate of change of prices, the growth rate of market ’
- - . b

.o el : share, -the change in- capac1ty \utllzzatlon and

i
\
S
‘ |
. - . ‘ : 4

T . ]

o

| 1°88, Lippman and Rumelt, 1982) and was tested “using- -
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Rl : . finally the unobserved stochastlc shock (X) ‘The
' “second equatlon states that the growth 1n output

ﬁ

1n1t1al market share,,the 1n1t1a1 rate

TG of’ marketlng expendlture and{
/unant1c1pated stochastlc shock
5 ?} o equatlons are (Rumelt & Wensley,

) E - _on

‘, ! Rs . L oag + alR2 +- a,GM 3 a3GP + 'a,"Gﬁ;
ST + asDRYR + aGDCU + aX + e e gy

3

. — S - ’ »\« ,/‘ .
L 7GR = . by + b.GI + b,GM +. b3GP/+ b,R, ’
‘r+bS.'L+b6GQ°+b7GQYR+X+e o (2)
e , where - ' '

e :lerRzp R; : Return on. 1nvestment in years 1 /2 and

-

o T B " 5 respectively. -
- DRYR " L “.Average change in return for a11~
-“: - ", PIMS businesses over the period.

Q .
5

' Four year trend (regression fit). ’

’ t DCU
- 7 in capacity utilization, .

"GP
e et price-dindex. oo oo

, \ iy ‘
Four year_,growthﬂ rate in the

rhe

@
2

" Four : year'ﬂ growth - rate - in
marketlng expendlture. S -
Four!" -year growth  rate in

) ; Mmarketing expendlture. T

o R -GQ, - gk‘ﬁ L. Priox growth rate measured as the'
' | i / growth rate of Q between years 1
and 2. > » ' o
Average GQ experlenced by all

| - PIMS buslnesses durlng,f¢the

3
3

« d - period. = .-

O

o

BN
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TR - R Narket share in year 1. Share is .
R " :takenr as = the  ratio L0f7 thé "o o
O 4 - ? . business -unit output Q) té”ﬁ@e S
. | Ve . unit output of the market. - ERRE
oS ;,oGSfréé ;J' " Four yéar growth rate in- market T 3

o 7»$“share. S e , A
‘ ' Long term (last 10fyears) growth

PR © ) S
‘, : o , “rate in output of  the relevant
o " . 1ndustry (not market) -

- -The'tWO equatlons could be‘estlmated 1ndependently
o 4;1u31ng ordinary least squares (OLSD but this would - - = .
g ;not take 1nto account the . common/unobsorvable x :“

o

whlch.appears as a correlation between the re51duals
of (1) and (2) Accordﬂng to Rumelt and Wensley the,

R }’”,1«appropr1ate technlque is SUR (seemlngly'unrelate

» regression) which consists of a generallzed 1eao' :

squares ‘approach applied to several’ equatlonsnn Thev(

T authors agplled thlS ‘technique to 276 businesses in

' " " the PIMS data base where 5 consecutive years of data
were available. The authors found strong stochastic
effects and concluded that the 1ntr1n51c value of

market sPare has been grossly overstated.
N

The concluq orr reached by Rumelt and- Wensley is
important and interesting but unfortunately, in the

’y;ew‘of this researcher,'the credibility of the work

. is marred by the lack of justification or logic for
. the inclusior of varizbles chosen in their model.
) ' The ' authors give no reasons or justification’ for
e ‘theirﬁequations‘and no explanation for why certain
. variables were chosen while others omitted. . Other
authors have criticised the conclusions\reacied’by

Rumelt and Wensley. Jacobson and Aaker (1885, p.20)

- point out that Rumelt and Wensley’s work lacks power

and that "the conclu31on might not stem from a lack

of relatlonshlp but perhape from an 1nab111ty'of the
/

- - i " N
- . i . ) -
. N
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’Homltted tactors.

:\of varlables 1ncluded

approach to detect a relaLmonshlp"' i.e.. the test;

: could have a large Type II error 1n the detectlon of .

small market share effects."A‘ P IR N

(1985) use “lagged ROI as a
surrogate for firm spec1f1c factors occurrlng in

~Jacobson “and Aaker

prev1ous perrods that tend to be constant on a: year~
on year basis and 1nfluence ROI and ‘also (perhaps)
market share. Jacobson and Aaker use a 3 phase
“approach startlng w1th a 51mple ROI/market share -
regre351on, moVing through the 1nclu51on of lagged-¢
ROI to end. ' up with ‘a -more" complex model Wth‘h‘
1nc1udes other varlables to reduce the 1mpact of -
Theyr model was applled to the
- data in’ the PIMS data base and thelr flndlngs showed
that the e‘fect of (
profltablllty ' was much smaller than previously . .
while Buzzell et al. (1975) -had found.’
that a 1% - change in nmrket share caused a 0,5%

(1985, p.20)

estimate thatua 1% change’ in market share would be .

direct ~market share “on

estlmated

change in ROI Jacobson ‘and .Aaker

assoc1at‘d with a%0,1% change in ROI. " g -
- &N < 7

A

IS

In examlnlng the construction of the models used by

e

varlous - researchers doing cross- sectlonal or
longltudlnal analys1s ‘of the. PIMS data tase one is
struck- by the dlvergenceﬁand lack of agreement or
standardisation that exists concerning methodology,

analysis procedure and (most of all) the explanatoryi
varlables. Table 2.3 shows a comparlson of the
explanatory varlables used by a range of authors to
construct equations to model essentlally the same,

phenomenon. . B 3

o

Although there is some commonalit y[ the\vast range
and omitted in the various

oo

47
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i (/\N . ’ ”models{, and the vastly: d:l.ffer:mg conclus:..ons reached . \\‘\\ ’
) ’ Q‘ by the “(fespectn.ve authors, contr:.butes more to - \\
confué.r./o} /than to knowledge. It is very dlfflcult e '\' :
= - to }adge the merits of one analys:. \relat:.ve to any \\\\\
; other because of dlf‘erences 1n et .odolp -and in o \
explanatory var.'.ables. If one makes the assumpt.wn" \\
) - that these models are all correctly constructed and ’
\‘ v analyses and that the. results are valid- (cons:.derlng L T
el t;}he"'"’ limitations of the model),l then the" nly se :
[ "}l';sonable conclu81on that can. be arrived at is that
T“*T;he relatlonshlp bet een market share" ' and/’)"
o o prof:.tabll:.ty is hlghly sensn:lve toa w:Lde rangefof
“ ) . “explanatory" factors. /Thls conclusion in a ‘sense -
) ’ supports "the view that the effect of market share is®
. k context spec:.fr and that the facto 8 descrlblng the
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)
o=
~
[

.
«
»
» &
%
>
:e
"

Ha'rket share (and/cr lagged MS) .
o 117

ROI (1- ed) o~ 0o . - Jbox- Hix

o

0
|
FN

Vertical ;nte@ntion T X

Harke:ini_expenditure 3 o &

_Capital utilization

X
p.3 b o} x
X

SR
»

‘fl. Relative pﬁ:ice
i

Relative cost’ =
o 7

- Relatlve guality S

Co R Lo £ A B S E A E R B |
o

a

Relative new bzeducr. -

Real growth-.

" Relative seies force e;g B e

Relative advertising -

i

®

Rellt:.ve imge exp

Change of ROT of all PIMS SBU‘s ¢ ' 3 x S e N
AN - ¥ i o a -
Prior growth-rate -~ ° 5T g ’ X . -

Long "térm growth rate - .

i g . ey o

Industry concentration oo - X ; x .

*

\
’ [ s . -
Economc: of scale " ) L : . %!

Investment :mtenslty (cap. req) - o

Fmancnl leverage C B

3

Profit vanahxlity

2

e

Non-diversifiable risk

oI fee I M Ix

Firm size

¥ Employees unionised

-

Rece;vables and Invem:ory/rev‘

Employee productivity

Relative compensation

t purchased f:om 3 suppliers

Hi Relatzve product breadth

Relative direct cost. s ! 2

Manufacturing/revenue
- ) P B
-R & D/revenue o R ’

arx’x 0 % Ik x L

A
b

Entry barriers ¢

Entry and exit of coﬁpezition i n x o

Market share rank \\\\ ) ‘ : x

7

1. . Jaccbson and Aaker (1988) ° oo
2. -~ Rumelt and Wensley (1981) - -

3. Bothwell et al {1984) * . - :

4. BaBs et al (1978) - ' i
5,. Phillips et al (1883) ; -

6. Préscott et al (1986)

7. . Shepherd (1872)

8% Buzzell and wietsema (1981)

‘Table 2 3 - Explanatory Factors in Narket Shara Models - ’ l
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2.4 DYNAMICS OF mm'r?m e ;
\ikmhe " share “and .

relatlonshlp between market
profltablllty is glven greater depth by con31der1ng
~ the effect of changts in market shate vetrsus shor*“‘
In ‘theory,’

if ma‘ket share ‘has value, it should be pOSSlble to

. “;'and long term changes in profltablllty
"buy" market share by sacr1t1c1ng current proflts to
-~ obtain hlgher market ‘share and ater (presumably)
The

i) o conVerse should also be true 1 .e. hlgh.market share’ e

i tap the beneflts by obtaining hlgher proflts..

f,could be “so‘d" by allow1ng market share to decllne

1wh11e .aklng 1ncreased proflt Accordlng to thls

N

. " theory it should not be ~ mp0531ble to 51multeneously

1ncrease proflt and market share.

Zeithaml and Fry (1984) investigated this.using the
= PIMS data base and focused on the dynamics of
‘changing market share in mature industrial

Eueinesses.‘ Specifically their study. explored
between: e .

(1) businesses realiéing”simultameous increases in
market share and profitability (superstars) .

(2)
- increases in profitability (harv@sters).

W

businesses sacrificing market share to secure

Qﬂ | (3) businesses buildirg mquetr share at the.
: expense of profltablllty (bullders). -
(4} bu51nesses that showed deqllnesmln both market
,share and profltabllltw (decllners)

[ ] s}

P a

v

.

‘concurrent changes in market share and profitability— ——
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. Figure 2. 7 shows ‘the number of bus:messes:\ in each _
category an.i the change in market share and ROI. L

Q
oy

- e N

-P Research E'amework Descnpm/e Statxshcs, ,‘:3_:‘ g
Dynamzc Perfornmnce b\luntmns .
' ekt e
( o T I Change in Relative Markcl Share (ARMS) ;
- ST " Increasing 1 =1 Decreasing
SCE ) - ; Bl Sufpcrgurs 105 D1 B }-!arvcstcrsn
» oo ncreasing | ARMS= 6.26 (6.97) " ARMS=-10.52 (14.25)
Changein. +3 | AROI=1021(5.59) ~ AROI'= 1.04 (3.24)
i ; L - - — -
, . P’?fﬁ%f;’ y‘ ~ ~3 111 ‘Builders S 2 7 1v. l)c(:lmcrs"-84
S Decreasing | apmse 7.57 (8.43) ARMS =-11.15 (14.26) -
SR Cee® ' Cr e - AROI'==8.22 (3.63) BROl = -8.62  (4.06)
__ | | |
IR //
Figure 2.7 - Concurrent changes in market share and
ROT

(Source. : Zeithaml & Fry, 1984, p.845)

The first point which/is of interest is the number .
‘ of businesses . .‘which' fall- ihtO‘ the Superstar
‘ - | category, i.e. 106 out of 294 or 36%. These are
i businesses which s:.multaneously 1ncreased market
. share and prof:.tab:.l:.ty Clearly thJ.s supports the
\ theory that both market share and profltab:.llty
© depend on some spurious third factor and :n.wg h,he case

of Supexsrars the third factor 1mproved caus:mg both
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proflt and market share. to 1ncrease s1multaneously
Also supportxng thls proposztlonpj dlagonally
opp051te to the Superstars are Decliners which are
d ”5{" . the next largest number i.e. 84. Again, these are
bus1nesses whlch are obv1ously related via a
vspurlous third factors as both profltablllty and
market share declined . . 31mu1taneously - The
Superstars and Decllners ‘together make up 190 out of .
the 294 or 65%. (This result was supported by Heany
‘11985) with the addltlonal observation however that
most of those gaining market share startéd with hlgh
'market share and most 'of those losing market share
| started*with,ldw market share!) |
Ziethaml and Fry‘used a comblnatlon of env1ronmental
‘,and.strateglc factors to 1nvestlgate the drfferences
between the four categories. Significant
,differences(weretfound., For example, contrary“to
ﬁeanyf Superstars‘ were later entrants ‘to theirj"
markets than were businesses in other performance
situations. They had less dominant positions in
markets that were exper1enc1ng moderate- growth. 1In

terms of basic strwr{gy, Superstars dlfferentlated

their products through higher prlce, quallty and ~
Alnnovatlon. This innovation emphas1sed a higher

percentage of new customised products, supported by
;a‘higher‘sales force expenditure. ) |

Although @ this work of Ziethaml and Fry isg
interesting, of more importance for our purposes is
the fact that well over half their sample seemed to
have a spurious relationship between market share
and profitability. |

L ) ' Another approach to the dynamics of market share has
Jﬁg; A ‘ been to examlne the order of entry compared to long

!

“m A . 5 ) K I ‘ ' ‘ L Lo ‘791
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term survival or market sh'~ re positioni(eg Shaw and

:”’Shaw, 1984 Lieberman and Montgomery, 1988; Urban,

Carter, Gasknns and Mucha, 1986) .

‘The arqument here is that 1f market sha...e has real

i

worth t\hen the- flrm that gets. into the market flrst'

should retaln an advantage over other f:ers ‘that

| ; enter later, even years: or decades after the initial

entry - The theoret1cal models rev:Lewed in this
section dssume - that - there is  initially ‘an

‘Jenv:Lronmental change whlch e:.ther by luck, good

"judgement or exceptlonal prot1c1ency is exploz.ted by
a partlcular (first mover) firm. This competitive

asymmetry is then strencrthened and enhanced by

mechanlsms known as “"isolating mechanisms" . ox

" "enhancing mechanisms" ‘(_Lixeb"'erman and’ Montgomery,
11988, p.42). : |

=

"Research done ~on the. subject of. first “mover

advantage has dellvered varying results but in
general findings have supported the view that there
is a distinct advantage to first mover firms.
Urban, Carter, Gaskin and Mucha (1986) studied 82
brands of products across 24 categories and found
that Athere was a significant market share penalty

‘for late entrants. In reviewing the methodology the |

aut“‘hors comment that, if anythlng the:Lr methodology

underestlmated the. magnltude of the penalty but E

desplte this they obtained a significant result.

Shaw and Shaw (1984) studied 13 major firms in the
Western European synthetic £fibres industry and
examined hypotheses ,‘based on . the . BCG experience
curve concept and on the PIMS evidence of the
relationship between market share and prof 1tab111ty
They found significant evidence that late entrants.
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© . to a market suf fered a competlt ive d:l.sadvantage s
AR _ because they lacked the accumilated experlence of

8}

the ploneerlng firms. For each of:the three maln ffrﬂf

EEEE - synthetic’ fibres; acrylic, nylen and polyester, it

was found ‘that" the early entrants who establlshed
L L - major market shares early 1n the growth phase of ‘the - ’
' ! product Iife cycles ‘were able to maintain that S
leader-shlp ne-a'cly twenty years later. In contrast SR
not only did almost all the late entrants fail to
achleve s:xgnl\flcant market shares but they prov1ded .

e -
K o

- seven out of nine market w:.thdrawals. The rauthors
also po:Lnt out that ‘ '
e Lo et L
", .. the results for the three: syn,th,e”tic_‘
‘ fihre‘s are consistent.w.ith cthe expectatiro"ns )
 derived from both PIMS* and experience curve = - ‘ ‘
‘ data.. Firms with large market shares seemed B J
less vulnerable ... {in adverse - market : -
conditions) ... than firms with small market
shares. This was in spite of- cons:.derableﬁ
Lo ' .~ product differentiation and consequent market
| . segmentation.  Firms which had acquired a’ ‘
1arge cumulative output : ‘reflected in
) persistent market 1eadersh1p surv:ch\-_\d* while

A\ : some of the late entrants \'i th small
T - cumulative output had to w:Lthdraw from the
market", ' -

(Shaw and Shaw, 1984, p.78)

s
o

Ghemawat (1984) examined the capacity expansion
process in capital-intensive industries.- A
theoretical model was developed which led to the
conclusion that where cost differed significantly

* The PIMS data refers to the relatmnship between market share and prof:.tabix.ity
reported by Schoeffler et al, 1974; Buzzell et &l, 1975; Buzzell and Wiersema, 1981.

~
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-across fleS (because of experlence curve or. other S
*effects) the lowest cost producer will tend to pre- L
© T empt the othersJ “in. addnng new capacity -- thus
S - entrenchlng a market 1eadersh1p p051tlon. ~Part. IT
| }r_.,of Ghemawat’s paper examines the v.s. tltanlum’*”‘
‘ droxlde 1ndustry in the - context ‘of the theoret;cel‘

_predlctlons of the model. 1In partlcular, Du Pont’s

strategy in titanium- dlox1de over the perlod 1972- 77”
#1s examlned and found to accord with the predlctlons
of the, model UREEE Lo E 5

s Sl - " . .
& . . i - " g - - =i ) o R P N

ﬁ The‘wOrk of Ghemawat' Shaw and Shaw, and:ﬁrban et al d
wll,,;e_ cleariy supports the v1ew that market\share has real .- ",
. worth and that market leadershlp‘p051tlons are often
retained for decades. However research.by'Lleberman‘

(1989) "showed,‘“to ~some'7extent, contradlctory

8 - .results. - ” A e -
. Lieberman studied the entry and survival rates of 39
chemical- product 1ndustr1es in the Unlted ‘States.
The data covered a 20 year perlod (startlng in the

early €0s) “and the analys:.s focused on learning

based cost advantages potentlally held by 1ncumbent o ; ‘
flrns. No evidence was found to support the. view
& o that entry decisions were sensitive to the

cumulative productlon lead held by incumbents. :

e, rFurther,,entrant survival rates were found to be
unrelated to order of entry. However, survival was

]j% 7 . R adversely affected when the eading incpmbent held
! " a large cumulative output ‘advantage, or when
' entrants bumlt plants of sub- optlmum scale. Thus,
a large 1ncunbent 1ead in productlon experience did
_not deter new entry but did reduce the entrants

probablllty of surv1val e

J

1

5
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Lleberman s work can be 1nterpreted as supportlng

the .view that the market share profltablllty”
relatlonshlp ls context spec1f1c. -+ It dis  this .

i

author 8 v1ew ‘that the reason why entrant surv1va1
rates ‘were not. found to be related to order of entry

1n ~all | cases: is - because = in certain

1ndustry/contextua1 ' settings the effect of

cumulatlve experlence is much smaller than in other:

contextual settlngs., In the former rcase, the
ploneerlng ~firm clearly »gains very - -little
competltlve advantage from 1ts 1n1t1a1 high sghare:

J
posrtlon and’ overtlme 1s un11kely to have a’ large

‘difference in costs over 1ater entrants. Alsc the
vulnerablllty cf any particular. flrm 1n;the 1ndustry

“15 l;kely te .be approxlmately fequar since ‘no

advantages accrue from cumulative ex@erience. In
the latter case, where cumulative experlence causes

. 51gn1f1)ant cost reductlon, clearly the ploneerlng

flrm w111 have a cost pos1tlon significantly lower
than oﬂher competltors.\v Also,; via pre- emptlve

capac1ty eﬁpan51on (as described by Ghemawat»/the’

ploneerlnc firm is. llkelV‘tO increase its cumulatlve
experlence advantage. In this case, as 1eported by
Lleberman, entry may not be deterred but survival
rates of late entrants are: llkely to be reduced.

A further indication that market share has real
worth relates to the body of literature that exists

concerning entry barriers. This'discussion realiv“

forms part of the Industrlal Organlsatlon llterature
but, at this stage, it is suff1c1ent to note that
there 1s a large school of thought which holds that
entry barrlers allow the incumbent to earn above.
average proflts. These entry barrlershclae91cally
take the form of either installed capital capacity
or a. cumulative production iead» or. both d(see

)



= v - (\ T ) ﬁ -'
! 2 \) . = &
CHAPTER 2| - . . ‘erznxrung;nzﬁIEWQ < " -"PAGE 64
e = . " '.‘- X § ) _ ‘~ T : L . E " -
v Schmalensee, 1981 or G11bert,‘ 1989). - However,

~ -

(1) Technological Leadership

(2) Pre-emption ofﬁscarce agsets

broadly. speaPlng, an entry barrler can: “be any ’

;mechanlsulthatvshelters the 1ncumbent fronleffectlve

g

i

”'rnebermahwand Montgomery (1988, §41f 1dent1fy 3
broad categories of what they refer to as lsolatlng

mechanlsms._(l) technologlcal 1eadersh1p, (2) pre-

emption of assets, and (3) buyer sw1tch1ng costs.

Within- each category there dre a number of SpElelC
mechanlsms. - .

o

Two basic mechanisms 7are considered in the

from the learning or experience curve, where

costs fall with cumulative output and (B).

success in patent R&D races, where advances-in

4

R&D expendltures.

W

literature. These are (a),advantages;drlvens

fcompetltlon from other entrants. ot s T e
‘V% oy S . o - S Y
- ."Dependlng on .the. 1ndustry that you are in, it
: means 1/hat: you re on the approved 1list, on the
“ shelf 1nstalled, 1mbedded in the specs. '
g LT R (Hanan, 1981, p64)

product Oor process technology are functlons ofi

Here, advantage may be gained by controlling =

assets that already exist, rather than those
created by the firm through development cf new
technology. - fxshch assets may’ pe -physical
resources. or other = process' inputs.
Alternatively, assets ﬂ,lmay relate to
positioning in "space, 1nc1ud1ng geographlcal

v
a
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. Yo _space? product spat-,pshelf space,,etc. Threew
. spec1f1c typés ofhpre emption are dlscussed in “m
- oo ' the literature’ !Lleberman & Montgomery, ‘1988,
. 7 \ '}ﬁ, 7 p44) These are (ﬁ) pre-emption. of 1n‘utﬁ/
@"”kzwfactors, (b) pre emptlon of locatlons space,
o e 7 nd (c) pre emptlve 1nvestment 1n plant and
’ equlpment. : i ’ e i
@) Switching' costsﬂ’gnd ' buyer choice under -
o | ”runcertamnty . FEEE
With"~ sw1tcn1no costs,a late entrantsﬂ‘must,
_ '1nvest extla resources to ;attract customers
‘ N away from ‘the incumbent Flrn~ﬁ Several types
‘ A of sw1tch1ng costs can arlse,kas p01nteo out
' & - by Lieberman & Montgomery (1988 p46) ~
% ” ) . 'ﬁFifst, switching osts can stem -from
; ﬁlnltlal transactlons cost or 1nuestments
- that the buyer makes 1n adaptlng to the
) seller’s product. These 1nc1ude the time
’ and resources spent- in qualifying a new
- suppller, the-cost of anc111ary products
. ~such as software for- a new computer, and
the ‘tlme,_ dlsruptlon, ~and - financial
burdens. of traihing employees.- A’second
’ category of switching costs atrises due to
-3 e suppller spec1f1c learning by the buyer.L?
,ﬁ i, Over time, the Jbuyer adapts _ to
SR characteristics of the product. and its
:EET . 'supplier and thus. finds "it. costly teo
,l;i : . change over to another brand (Wernerfelt,
L o 1985) . For example, - nurses become
S ' | accustomed to the -intravenous solution
ik\ L »\delivery'SYStems of a given supplier and
;%§; ’ \ . ‘are reluctant to switch (Porter, 1980) .

)
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organisation.

7 A "third‘ type of cost
S contractual sw1tch1ng cost ‘that" may be

sw1tch1ng
) 1ntent10na11y created by the

th1s category" o R

o a s

- In thls conte;t, entry barrlers can be thought
T of as a shelterlng mechanlmn, a barrier to
:competlflon or ‘a sort of marketlng "1nert1a“
" whlch protects ‘the 1ncumbent from attacks by
any other part1c1pant A recognltlon of thlS
"1nert1a" ‘has. led many' authors
.1985; Ward & Stasch,

1986 and Foster, 1986)_to

(eg Porter,

PAGE 66 °
Cis

seller.;
Alrllne freq&ent -flyer programs fit in .

propose that the best time for "attacking the '

market leader is at a time of technological
1nnovatlon or dlscontlnulty This prop031tlon
”accepts that there are potenL "1nert1a“ forces
whlch an. attacker would normally have to
overcome and whlch are dlsrvpted durlng a-

technologlcal gor other) discontinuity.

could be
of
literature

embodied
and

information and knowledge
-on  microeconomics
this literature’ in a holistic manner, as such a
review would be far too wvoluminous because of the
shear quantity of literature available'and would in
any case be redundant as there are a number of
1959;
Instead we will draw

excellent texts on the subject
1280; McGee, 1988)

(eg‘ Bain,
Scherer,

from the 11terature only. the material requlred to

debate the spernific subjects which are central to

" No discussion,of indﬁstry structure and market share
complete without drawing from the wealth -
in the
industrial
We will not attempt here to review

o
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i A this r'esearchv We will start with a-review of the
~ theory t\f%,monopoly power drawn from- class:Lcal
o mlcroeconomlcs and- then move on to ollgopolv models :
- . 1cest structures and in the next sectlon game theory : e
‘\ o N 3 . - - '“.' - : ; V ‘; k 7 5 I 'i ’ ) ‘7 ':_ ) ! '7 : | R
3 e 7L Monp’p?ly ?qwer B \ s /w - ‘ .
;Monopoly has been called' the perfect form of - R
. 1mperfect competn.tlon (van den Boqaerde\ 1978, p34’7) '
e “because not one of the cond:.tlons for perfect
N '.competltlon is complied with"=- In. the debate of
‘ ‘market share and’ profltablllty, monopoly clearly
oo o "_'represents one extreme i.e 100% market share.
Al PR ’ R ' * - ’ ¢ B 7 - )
PA . .
C % a8 7
p =N\
\\
N N / . MC! )
N \ - 0 X l
4 : i
Kpr7z /-
: A / SAC
. / /
s /// '
' L , s
. /
/M )
o =
S0 Q
“ q
" Fig. 2.8 Moncpoly Price and Excess Profit :.n
the Short Term
(Source : Van Den Bogaerde, 1978, p351)
I § EoNG Y ,{,’f’ - \
- W ?
\Qk \B\: A
B TN
| )
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Classmal \mlcroeconomlcs focuses -on prlce and

quantlty determlnatlon by monopollst in the short

medlum and long term. - F:Lg 2. 8 shows ' the

determlnatlon of pr:.ce and quantlty over the short
- \\

R

" to medlum term .

Tt

/‘,
i I - A
Ci € -,

.In the short term, the monopollst can vary his~

‘output /w1th1n the framework of his _existing plant. :
The: short - term " cost curve (SAC) »and °~ the’

correspondlng short term marglnal cost’ curve (MC) in

~(r

flg 2.8 have the 'same propertles as- the

correspondlng curves-of firms under cond:Lt:Lons of

perfect competltlon.‘ The sales curve for the
monopol:.st (equal to the market demand curve) is the

average revenue curve CD and the correspondlng_\

marginal - revenue curvé MR is the. curve CE. It can
be shown that profit maximisation occurs at an

- output where maroinal costs equals marginal revenue

-e at quantlty OA. Seen graphically this means
that the price charged will be represented by AB on
fig 2.8 and the excess.gprof«lat achleved by the
monopolist is represented by the rectangle BFLK viz,
excess f?rice BF X volume OA.

3

Th‘erabove analysis clearly shows that the monopolist

uses market power to suppress the quantity' produced
and raise prices so that -excess profits are made.
This results in an :Lneff:u*lent resource allocatlon
and the consumer is compromised. However it may. be
argued that monopolies are necessary in order to

realize economies of scale which“ could outweiMQh the

negative effects of monopolies. The consequences

are illustrated in fig 2.9.
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“»'Fig 2.9 Monopoly with Economics of Scale - \ ‘
(Source : Scherer, 1980, p22) o
‘ V | A mohopolist's 1cng run average total cost curve is
i i _ assumed to be LRATCm with associated marginal cost ’
£ \ . ’ :
i » curve LRMCm. If, on the other hand, the industry
L ; ' ) ) - were atomistically structured, with each member firm ° ¥
i - operating a plant designed to produce OF units of
i ° ) ' - i ; IE (.
e 0 ‘ output at a unit cost of OPc, the long-run supply A
curve would be PcSc. -Given these assumptions, the . ﬁ;
) - profit-maxi;nizing monopolist (as per the previous ‘
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analys1s) produces output OXm which 1s‘hlgher than
» the competltlve supply OXc,Aand charges prlce AXm
1w’i _f ﬂ e which is lower than the competltlve price FXc.
- B Clearly, it cannot be said’ that- the consumer demands
- are satisfied less- fully‘under‘monopoly in this case
o "than they would be under compet-tlon.e It is -also
" worth. notlng that the monopollst still makes excess
proflts aS‘represented by the rectangle RBAPm‘

[ad

3

Both of the foregoing analyses show that monopolles
: . make excess. proflts but leave us_ with - this ?
| unresolved issue : do monopoly p051tlons and thelr )
7 - - proflts arise from economies of scale, or. from the
ﬁ'pursult .and exercise of market power? Thls questlon
« - is important for this research as it spec1f1es how
market share might effect profltablllty It is also
crucial in setting antltrust pollcy'towards dominant
g f~‘f1rms,H and lies .at. the core of Industrial, =
W -Organisation. If economies of scale were found to W
; - be large, they would pose an_antitrust ‘dilemma.
‘ ~ Seeking to “reduce - monopoly power -would entail a
sacrifice of economieS‘ofWSCale. "However, we w1Jl
- postpone debate onﬁthis:subject'until the theorles

{
{
N

ofkoligopoly have~been reviewed. _ )

v P n
B i

The maln feature of ollgopoly as a- market form . is. .-
tha? the number of sellers is limited, so that flrms )

, 7 - T are large . relative to the extent of the market.

; ‘ - Therefore, each seller has the ablllty to alter

I 0 ) prices in the 1ndustry~ and an,,act;on by one

:%»', . ’ -~ competitor has a direct effect on all  other

% part1c1pants. Every ollgopoly theory must therefore

fr specify how each firm behaves and how it assumes.

’{(‘” _ others will behave. Non-collu51ve theories assume A
‘K " ‘ that each"Ffirm maximises its own profits, and does
§§>‘ ' - . not agree w;th its rlvals to Fix prlces or output. K

Jch . - . N 4,

P
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e,

7"C1early, it cannot be said that the consumer démands A

‘Organlvatlon.y‘If economies of scale were found to-

- The main feature of oligopoly as a market form is

‘ - 7
o f o o

'analy51s) produces output OXm which is higher than o
- .the ccmpetltlve supply OXc, and charges prlce 'AXm
‘which is lower than. the competltlve price FXc.

are satlsfled less fully under'monoooly in this case
than they would be under competltlonr.'lt is also
worth notlng that the monopolist still makes txcess

proflts as represented by the rectangle RBAPm.

Both{of thek%oregoing analyse§¢5how that monopolies .~
make excess profits but leave us with  this '

‘unresolved issue : do monopoly positions’and their

profits arise from' 'economies of scale, or from the
pursuit and exercise oF market power? This. queStion
is 1mportan1 for this reetarch as it specifies how
market share might ef‘ect profltablllty It is also
crucral in setting antitrust policy towards dominant .
firme,’fand lies ~at the core of Industrial

be large, thevaoqld pose an . antitrust dilemma.
Seeklng,to‘reddce n@hopbly power would entail a
sacrifice of economies of scale. However, we will
postpone debate on this subject until the theories
of oligopoly have been reviewed.

that the number of sellers is limited, so that firms
are large relatlve to the extent of the market.
Therefore, each seller has the anllity to alter
prices ‘in the lndustry and an actlon by one
competitor has ‘'a direct effect bn all - other
participants. Fvery'ollgopoly'theozjrmust therefore

'spec1fy how each firm behaves and low it aseumes

others will behave. Non- collu51ve theories assume
thaqTeach firm maximises its own profits, and does
not/agreeQWith its rivals to fix prites or output.

iy
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:VThe flrms compete by searchlng For Ehe proflt—
’maxlmlzlng quantlty or prlce.

S
Lo

There are a number oi c1a551ca1 ollgopoly theorles'“
and they are dlstlngulshed by their assumptlons on
how ‘each- rival assumes the- other part1c1pants will oo
benave. Another dlstlnctlon is whether each flrm )
g T ”assumes that the other firms’ prlces or’ output w111
S change  as a. result of competitive action. The,w'

L .- i[foundlng theory, and the forerunner ‘of. all other

o ' Lheorles, is Cournot s theory, which assumes. that
the output quantlty is the dec151onrvar1ab1e.7?We
-will now- brlefly rev1ew some of the more prominent :
ollgopoly theories.

o " Cournot

‘ﬁ In Cournot’e‘theory, as in all~oliqopsony,theory, 1(K
what  is oritioal is thef»treatmemt of rivals’
<y responses. Detailed specification of a -wrival’'s - E
reaction is what -distinguishes classical cligopoly
' theories from later. theories. . The oiassical
A - | theories postulate how rivals behave and how each

assumes the other will behave. . The later theories

‘32' '1 , aésume that all part1c1pants have a goal oz
"4 : - 7ob3ect1ve (e.g. maximising the total industry‘
N - ~ profitability) then infer which kind of behaviour is
best#suited to each goal. ‘ '

1 Cournot dealt with a homogeneous product sold in a._
perfect, centralizing market, and took output. as the
‘varlable to. be manlpulated by each rival. Each

7 selley, actrng independently, seeking maximum
‘f- - profits. At any moment each rival knows his own
r‘ cost functlon, the total commodlty demand, his own
and his rival’s output and the market price. In

W
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C o

~ short, hé knows the preSent“Situation.ﬁ =

T

Cournot 8 model has been v1ewed as the s1multaneous

~solution of a system of equatlon and has also been
extended to. make it dynamlc ile have one “firm move,
then the cther ad1ust and,so on unt11 equlllbrlum 1s
reached

'Lnder both v1ews but 1t is s;mpler to "assume ‘a

s;multaneous solutlon. , S RN T

[
- RGN

AG

To. descrlbe the worklng of Cournot’s model let us

examlne ‘the s1mp1est case of ollgopoly where two

flrms sell identical- products., Each,flrm seeks to

- maximise proflts. Call' the sellers 1 and 2, the

totals cost functlons ¢, “and Cy, and the total
revenue functlon TRland ‘TR, They‘compete : Market

Lﬁprlce«depends on[;he sum of -their outpits, and a
larger quantity sold by one firm leaves less for the
“other (at a particular price). | ﬁ

In Cournot's system, each seller\assumes'thatﬂthe
sum of his rivals’ output will not change because he
changes his own. Each seller takes as his own that
pact of the industry demand curve not satisfied by

rivals. As a consequence, equilibrium comes through

the sum of output dec1s1ons 1ndependently made,
which is brought to’ vquallty with industry demand
In equilibrium, the market clears on price and no
seller.canﬂindependently improve hls,p031t10n.

Under these conditions price will be” some function
of the output of the two firms in the market.

P="F :(ql‘lqz)
' ’ J

it
-

And for each flrm, total revenue is the market prlce
tlmes its own-output rate. I g :

The model's assumptlons are still Valld 




'To“find'eaoh,firmfsﬁprofit - maximizing output we

- theories.

CHAPTER 2 LITERA%U#E REVIEW PAGE'73
S TRy= @ Flar@ o 0 .
| TR, = Q F (g + qz) 7 . S0
Profit for e”"h firm, R, is \otal revenue minus ﬁ
'total cost. L e ‘) B 7?f\f§&}'
e 7 R, = TRi ’('ql + Q) - C, (qy) aﬁd ” , 3\)
- R, = TR, (q; + qz);-,]- C; (@) .o ‘\(
5 . L . L%

differehtiate (and set to-zero) the profit function

‘ of each flrm w1th respect to its own output rate q
"dR, / dq, = [dTR1 (@, @) / ddy] +-

[dm (@%) / da) (4, / dal -

Forteacn flrm the second term has two elements one
of whlch dq, /dql, shows how each firm’s output is
assumed to alter -the output of the other firm.

- These derivatives are called conjectural -variations . 7

them the
dlstlngulshlng feature of the- varlous ollgopoly

and assumptions concerning are
In Cournot’s 1838 version firms act as

though dq2 / dq1 is zero and thus we have :

dR1/dq1w = [4TR, (q,, qi)/dQ1 1 "dcx 7(q1)‘/dq1 =0 =
dRr, / dq, = [dTR, (Q1, Q) dq,] -4C, (qp) dq, = 0

Putting these functions. into shape to'solve for q,
and q,, respectively, gives two reactlon fuuctlons,
one for each firm. The Cournot equlllbrlumleolutlon
is then obtained by solv1ng the reactlon functlons

.

31mu1taneously : ‘ 7 ﬁ“

As an 111ustratlon, assume a linear demand ﬁunctlon : ‘ o

and a linear cost . function for each firm. Market
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price is,determined‘by the sum of outputs.”: S R

& - Ton E N

e e D-200 e ot (assume) SO LI
o For 51mp11c1ty, assume that the total cost functlon'lr ;
" »<}~, for both: firms are identicai. @ ) : e u
o 77 Sigp= 10g, and - , SO
- ‘ : " ﬁhkcz:.loqz : : ,‘ LRI :
N o " Using the. above argument R o h D §
T = (200-q-g;) @i 10q, o ‘ !
L dhy/dg, = 190-2g;-q, = 0 S
P $81m11ar1y for 2 ﬁ R b ‘
© dR,/dq, = 190-2g,-q, = 0 -
Solving the equatlons s1mu1taneous1y glves

KA : q1 = q2=;63,‘§3 and //
P =200 - 63,3 - 63, 3 =73,3

Cournot’s analysls -can be extended to far more
: compllcated caseg and can handle many competitors
w1th differing .cost. functlons. 7For a more- detailed - - -
dlscu551on of Cournot ollgopoly'see Daughety'(1988)
For our purposes 1t is worth noting that the price
determined under Cournot s system is not equal ‘to
+~ the marginal cost of the participants but is- alweys
greater ' than the marginal cost and is dependent on - .,
g the number of participents in the oligopeoly and on
ol - R . - the price elasticity of demand. ' It can be shown \
: (MéGee, 1988, p66) that the price under the Cournot |
system is given by :
4 P = MC-P / (Ne)

~ where | MC= marglnal costs

| N = number of part1c1pants )
i . n e = demand. elast1c1ty which is negative

for e,decreasang demand function

b « in the limiting case where N or e tend to’ 1nf1n1ty
; o

oo Clearly, price will only ke equal to marginal costs ér E
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e

L "Also, ;t has: been shown that for a llnear market:

s . R demand ‘a single firm monopoly produces one- half as -
o ' muc{h as an 1ndustry under perfect competltlonf
’Cou&'not ducpoly  is two»-thlrds the ' compet:.tlve

\ output, triopoly is three forths, and so on. - Slnce‘
- the- demand functlcn is’ assumed to be 11near the

follow1ng can be 1mp11ed about pra.ces and (assumlng

. . cost functlons remain unchanged) proflts. g\j
 Assuming a demand function of the form Tl e

( A P o . -
P = Py-q where p,, C are constants. - )
- !

| Number Proportlon Price Price | Average

of of - . , ‘I'premium | Market
Parti- - competitive | - - .~ { ovexr - | Share :
cipants | quantity g o competi )

: T : : ~tive - Tt

' ‘ Tl . R ‘ o price e e

g ' ‘ 1] Y | Po-%gc ¥qe | 100% |-

2 %y | Po-?/ygc M _ /5 gc 50%

B . AN . -

3 3. Po-3*/,ac |\ ¥ qgc 33%

4 4/ Po-*/.qc | .aqc 25%

5 */q Po-/;qc | /edw | 20%

1 ' Po-qc O_J 0%

— ; = AR
It can be shown that the prof:Lt to’/ sales ratio is
_ proport:.onal to the price premium, and therefore the
}O - relationship between profitability and market share
; for a cross-sectional study of different industries
) should be as shown in the last two columns of the
above table. This is worth noting for the following
kY ~ reasons i '

AL
o



h

hy - o
<

(1) There is a pos1t1ve“relatlonshlp between‘
‘ ; market share and profltablllty desplte the;
o /faotlthat~cost functlons were assumed tq‘be_

y)

.t ¥ ., identical (i.e no economics of scale assumed).

. yi
an :

(ii)'The relationship is notilineer.

i,

" For the purposes of thls study, the above ige by far
‘-the most 1mpomtant conclusion - arising’ out - of
ollgopoly theory. There are many" other ollgopoly
theorles which use Cournot 8 model as a ba51s\hut
“with dlfferent assumptions 7 concernlng the
conjectural variations. For example': .
) JnBertrand and Edgeworth developed various oligopoly
models us1ng price as the decision variable. ‘Also
the domrnant f1rm ~theories . of }Forohhelmer and-
L : . Von Stackelberq are relevant In‘Von‘Staokelberg s
r theory,«one,flrm is the leader and. the other the
follower. The follower acts exactly like a Cournot

duopilist and the conjunctural variation term is

7 zero for the follower. It assumes,Lcorrectly, that

n the follower always takes the leaders output to be
constant, therefore assuming that dc'l/dqf = 0. The

leader knows that: this is how the follower will

behave and therefore the leader can choose his’own

output Ywhich indirectly determines the follower’s

output) to. maximise his profits. To do 'this the
Lleader enters the follower's reaction function into

| ‘ his own proflt function substituting it for the qf
i ' uik ‘texrm that appears there. The substitution makes the
: v : leader’s proflt solely a function of his own output .
- which can be duly maximised.

v - , : "
I : S R _ S
4

!

- : j
| i

i ,Although there are many more varlatlons of the
t%ﬁv ‘ K ~models dlscussed and many other models including

[
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;profltablllty are

fdlfferent from the Cournot modelﬁ

V\~

_,mcr,xp 77

‘ those of Chamberlaln; and Fellner‘,the results

produced by the models as far as, market share and.

concerned are

will be dlscussed further in, the next sectlon on
Game Theory
theme of . this research. is the. flndlngs .of the

- not ,markedly»'
W ‘The concepts.
/7 relatlng to the constructlon of some of these models;:

Of more 1mmed1ate 1nterest to theo

r-ndustrlal organlsatlon llterature w1th respect ‘to

1ndustry concentratlon and its relatlonshlp to.

profltablllty

.
N

Industry concentratlon 1s a toplc whlch lles at- the

heart of Industrlal Organlsatlon as a dlsc1p11ne and

has been subjected to v1gorous debate. In essence,

class1cal 'economlsts belleve that hlghly

concentrated 1ndustr1es act like monopolles causrngf
excess proflts to ‘be made in the 1ndubtry and ¢

(worse) reduced output resultlng in consumers being

deprlved - of goods they would ‘otherw1se have.

However, the- results obtalned from'varlous emplrlcal‘

studies and.the conclu51ons drawn.by'varlous authors

are. by no- neans unanlmous in denounclng highly .

concentrated 1ndustr1es‘.\ There ‘are a number -of

factors
flndlngs that have been reported.‘ These include :

Thexe ‘many different

L & 5 R are ways f of
. measuring industry concentration and
? frequently ‘changing the' way industry

concentration is measured can completely
o e nuliify the reSults »obtained from a
‘ partlcular study (see for example McGee,
11988 p328, where it is shown that Bain’s
work on concentratlon can be completely

whlch ‘contribute 'to the contradlctory'

nulllfled by taklng dlfftrent measures of




 CcmapTER 2 . 'LITFRATURE REVIEW " _PAGE- 78 - i

&

‘\‘ . z PR concentration).,f’ﬂ‘\ . 0 - ’ ] , W o " B "

-~ ' :(11)' wﬁiThere is no agreement thween the Varlousjw . e
o e reSearchers concerning - base hypotheses,fi o
7gg ? e e q"'models: 1ncluded explanatory'varlables Orj«t

. 7 — o . rtgearch methoaology _This leads to:ﬁ

')q T research R flnd;ngs ‘being - hlgthfJ

N - 1j  R ﬂl __'snecialised”:andr’makesiﬁCOmparisoneg of :
e T © studies impossible. =

o e} c it [ o 0 . . B -

”"V/f(iii),- ‘ There is also, of course, the real p01nt”A '  ¢1‘4\
7(//{ s Try at issue viz. are 1ndustr1es concentrated
‘ T o Vbecause larger firms are more efficient”
B - 'and-therefore earn higher profits while

~at the same time discouraging new entry,

| or, are concentrated - industries
A f; ‘ o DR respon51ble for 1ncreas1ng prlces and
o ‘applylng monopoly power‘> - This ,is. the
AT . issue of really major -theoretic and
H © practical importance which lies at the
. L ' . core of Industrial Organisation. S ‘ 5

In addressing this issue, McGee (1988, bp3b4-310)
identifies four hypothetical cases and constructs
models to examine the hypotheses 1n detall These

s 0

e are:

1. Oligopoly lowers cost without affecting price.

fgﬁj - Under these conditions chGee clearly shows

4 B  that the oligopoly makes exceSS*profits which .
‘ precisely measure the value of resources saved
through the greater eff1c1ency of : the

1 " ’ ~ oligopoly. Undér these condltlons producers

¢ | i are better off and consumers equally well off.

i
é&: _ o 2. "01i90poly lowers cost and‘price.' Under these
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".condltlons both consumers and producers are,

'zbetter oft due to the 1mproved eff1c1ency of
. the ollgopoly over pure ' competltton.r'
. B ‘ - ;;' Obviously these ollgopolles are benef1c1al to o
{‘ ' ' the economy as a whole. j L T —

e : ’§:~3, ‘Oligopoly lowers costs, raises prices. 'This
N I ~:i3'the'so;calied>"mixed'trade-off case"‘whiCH
is supported by‘ddurnot's theory Under these |
-condltlons the producer is better off but the
consumers less well off than would be the case
under pure competltlon. If’ welfare‘[is
measured as the sum of conSumer and producer
surplus then (accordlng to McGee, 1988 p307)
it would not be surprlslng if a Cournot

i’f}’

‘oligopoly - turned out to be allocat;vely
superior to pure competitiomn. \ )

)4'; Oligopoly price higher, costs the-same. This B -
" is the most common and influential case of all
trade-off cases and the ones quoted in text
books. In this case, atomistic competition
‘and ollgopoly have identical costs and offer
the same product, yet oligopoly price rs
raised above the competitive price. Thus the
excess profit. earned by the oligopoly is at
the direct expense of the consumeis. There is

& also an amount of reduced-production which is
i " ’ lost to consumers but not translated into
-excess profits for the oligopoly. HoweVerL
McGee points out, that unless entry is closed
- ) ” by law it is not obvious that this case is of
o 7 - ‘ k any practical iﬁportahce{

S
:\‘.

| 7 The above represent four possible optlons as to how
?&E" ‘ - oligopolies (or' highly concentrated 1ndustr1es) o

A . n . ¢ {i
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n 'could 1nf1uence the market . There is much debate in o

‘the lrterature about which is the most commonly 7
7 ﬂoccurrlng caseww1th two strong schools of thought
'“h~ . L emerglng - those who belleve case 1 or 2 occur most -

“ o often and those who believe case 3 orﬂ4 occur mostmp

‘ foften. e P &
‘ ‘The core of- the debate centres around the eff1c1ency
- . ;.‘ ' dlfferences between firms and espec;ally whether Y
. larger firms are more efficient than smaller fquﬂx
i.e whether economlcs of scale are s1gn1f1cant.

Ty

7

" In the early”70s most economists. were of the view Sy
’ that "concentration" breeds monopoly performance" i
A which is called the "structuralist" point of view.
R : . : - :

) In 1974, Professor Leonard Weiss, a structuralist,
reviewed in detail 81 published statistical studies
“about how structure. and performance are related// -
With few - exceptlons ~.a ‘pos1t*ve,, statlstlcally
significant relationship'betweeﬁ concentration and
profitability was claimed. More decisively, Weiss
(1989) examined the effect of industry concentration
on price. Weiss’ data is impressive and covers
markets separated by location within the USA
(cement, airlines, bahking services, retailing), by
time (auctlons), or by the price of inputs (labour,
beef) As Weiss points out, although the studies
are "somewhat specialised, we feel thut the effect
of all these studies taken together is greater than
their s1mple sum" ' 7
. : - : “ (Weiss, 1989, pl).

Weiss reviews 121 data sets and finds a significaht
positive effect of concentratioh on priceQin 62,8%
of the data sets compared to only 3,3% of the data
sets showing.a significant negative effect (the rest

i/
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xiwere~insignificant,f sgeaﬁigure 2.10'fonadetai131£ ' Y
R — ISR S ey
N 7 . —kNumberofDataSetsthh. o R
\ , _ Coe * Nen- Non-. f ' / : .
: A\ Number S’gmﬁcznt significant  significant  Significant / s
: \ e "ofdata. - positive - positive . negative - negative ' o
. Industry/or study sets . effects -  effects - effects  effects : i
Cement o 7.5 2
Changein = - 3 2 -1 - D SRR
concentration - - ST e e L
. Auctions” “ 6. - & S :
Unions. = -~ 2 - 2 ) ;0 7
~ Change in CR I , o B
Germany (prices) . 1 BT SR AR .
EEC (margins) -~ -~ - 5* - 3 - AI* I : A,
Advertising space A A ) 2 2 1 /
and time 7o ) - )E - o | ;
Adloes RS o ;
Gas stations ™ 7 L2677 izo 5 1 :
: Supermarkets 2 :
 Rail freight rates o3 3 7 . - . o
> Banking - 49 21 ° 20 - 7 1 - A
' Beef purchases = 1 1 - ‘ 1
Total ' 121 76 "t 30 14 N .
Percentage of tohl T 628 244 791 33 e B
a. Change in price-cost margin dependent , )
b. Buymg pnce s0 nogahve coefficient expected am:l found. ‘ -
o ﬂ at - -
ji T
! t ‘
; Fig 2.10 Effect of Industry Contraction on
. Price :
o~ (Source : Weiss, 1989, p267)
e S L . ]
3?‘ : In his theoretical argument Weiss reviews the work | :
1 : done by Bradly and Gale (1982) in which the effect | ]
4 } B “
4 - . of concentration disappeared whén market share was f
i \ introduced and found it : a |
"Less convincing than 1t might have been §
because they. used only concentratlon‘ and }
o market share in their analysis® ' |
. ,; (Welss, 1989, p8) ’
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Shepherd accepted the exlstence of a correlatlon .
between market share and profltabzllty and quotes
his earlier study as the source (Shepherd 1972).
The difference between the cost of tapltal (assumed
to be 1ndependent of market ‘share and the actual
3 proflt 1s ascrlbed by Shepherd to "monopoly power"rﬂ
- ”(see flg 2 11) . : : T R
- ; ”
. A K .
’F n ' Y .
T . < &
7 i‘\ ‘é
N N
SF o 5 A
Qsj‘. r a

',studles -

3

Incredlbly, Welss ‘does not 1nc1ude market share as
an . explanatory variableé in . any of\\the studles

‘reported on, kandk" once aga theve is ho

commonallty of method or models between any of the'

*thus _making comparisons difficult.

Desplte these shortfalls Weiss’ work does point tor_

,»between
)

a pos1t1ve ~correlation price

coneentrat;on.r
Shepherd (1983) examlned monopoly proflts w1th the
express purpose of evaluatlng the 51gn1f1cance of

economles of scale, -as opposed to market power.
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| 3.
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Fig 2.11 Relationship between ‘Market Share

\ Shepherd's data covered large U.S industrlal firms

durlng 1960 1969 and the follow1ng methodology was

_economies

b Quantity
(also market
\\\} share) -
Actual ; e
Market . '

Share -

p171)

‘ : . : Shepherd, 198§,wp171)
N i\\ : \w > R ‘ :

Firms with market shares of over 20« were

I
{

-efficencies and

were

I{ 3T ,TAK.:‘ ekt - :,.T:!"?}-.’!.‘!:A— .
S B )
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4. -Cost effects of scale economies were isolated,

Yl apd . i
™ . — . 5.  Economies of scale compared to other profit
o | sources. - S ' , ! R
i ‘ A total of 85 firme were anallzed and the conclu5101."r o

’ : reached is that
i B : . - e 4

SERLCRINI | S

"Economy of scale prov1ded llttle eff1c1ency basis

_ for market shares above-zo% in a varlety ‘of U.S
1ndustr1al markets 1n the 1960s"
T ' (Shepherd “1983 p196)

‘?

. - On the other hand based on an in- depth\study of 25

‘4‘ ke manufacturlng 1ndustr1es in the UK, Pratten (1971,¢
S p313) flndf\ﬁhat there are "important economles of'
- | scale in many 1ndustr1es" . .This, view 1s.supported
V'by McGee, who, rafter | reviewing the empirical
o " evidence, comes to the conc1u31on that: | : !
, \ ’ )
"ccncentraébd industries tend to be more '
profltable partly because firms with Jlarger

shares have lower costs,. and partly because,

" for one reason or another, thelr prices have

remained above their own costs - at least for : ;
a while"

(McGee, 1988, p341)

'McGee argues that within competitive industries and
‘cartels alike,;more efficient firms can be expected
to become larger and more profitable. Unless they
are more efficient, dominant firms or cartels of
C larger firms should have lower profit rates than

smalrer, outside firms that compete’%gainst them.

Neither collusion nor conclusive cligopoly'should.be . '
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v e expected to make larger flrms more: profltable than? ) a_‘”‘ﬁé
| N smaller firms, unless ‘they are. more’ eff1c1ent | t
' Jygl‘;‘ McGee - belleves that economlsts have been slow- 1n_; ?
» :‘ acceptlng eff1c1ency as an explanatory factor and ’ i
f;*',“‘ P01nts out. . . - = o ~; ST w.»»',q‘f*' ' ;}“)
o a~;"It ';may,‘ seem. fstrangef ‘that  Industrial '",1“¢§
H 7 ‘1Organ1sat10n » sovrrlong hfigncfedr‘isuperlor a1
wf"‘ e ;efflﬂlency as -a possible - explanatlon f | %;‘j
| oo ' differences  in profltablllty"i 3" 'the o /3
. " competition, cartel, domlnant 4‘ firm»vfand;
e A "Ccurnotkmodels‘-'all of the prlce models in
- T | fact - nredlct that lower cost ‘firms w1ll havei S 'f
: | | yglarger market shares and hlgher'proflts" SN , S
o oo L (McGee, ‘1988, p334) :
In other words McGee suggests that the causallty:' ' - f
SR _F“ works ‘the other way around.: qu -cost  causes = . ?
1ncreased profltablllty whlch results in increased. L
; , nvestment and therefore growth in market sharle . E
B ﬁ‘ Where there are economles of scale . present this - ?
! ! ' process . would - obyiously be accelerated and 3
| , multiplied. = -~ - o L
— o 1“ ) : Co ] o - |
- A “Clearly ‘some economlsts (e.g Weiss) have not taken L §
! McGee'’s view regarding differences 1n,eff1c1ency'and\ ‘ o
! economles “of: scale and the controversy: contlnues.;
hy : §§ For the purposs of this research it 1s worth notlng -
{‘ (RE that desplte more than 50 years of debate and L
- emplrlcal study the twc schools of thought continue )
f} ‘and the 1ssue remains unsettled :
é, ! . .
e «
) \ ! & e '
l . - ﬂ/faw |
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