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ABSTRACT

PRODUCT MARKET RISK

A THEORETICAL DEVELOPMENT OF THE CONCEPT OF RISK
N THE PRODUCT MARKET AND ITS IMPACT ON
MANAGEMENT DECISIONS IN THE CAPITAL AND
RESOURCE MARKETS

By
Paul M. Lane

The purpose of this inductive research study was to explore a new
structural concept 1abelled presence. Presence is defined as the
carry-over potential of a product or brand into future markets. In order to
explore the concept it was necessary to review the framework of product
market risk in marketing and finance. The research was conceptualized
around the future oriented risk and return framework found in finance.

Field research was conducted using a convenience sample of twenty
financial analysts. In-depth interviews were transcribed and content
analyzed to provide the information base.

Examination of the factors that analysts cited as impacting their
valuation methods was the central focus of the interviews with a
particular emphasis on trying to understand how product market
information is used. These factors divided themselves into three major
areas: (1) product market performance, (2) corporate performance, and (3)
financial market performance.

A classification scheme for the factors was developed that helps to
understand how product market risk is used in the financial evaluation

process. This observation was used to help better understand how






marketing and financial theory could be used to more fully understand
product market risk and the potential of the concept of presence.

It is suggested that there is a potential to develop a structure for
investigating future markets in the form of presence. Additionally, in a
symbiotic way, further exploration into product market risk may help both
concepts. There is a rich theory base for marketers to draw on in the
finance area.

This was an inductive piece whose purpose was to explore and develop
anew concept. The work has provided a structure and a framework for
further inductive research leading to a more definitive model.
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Chapter One

INTRODUCTION

This research has followed an inductive process as opposed to a
deductive process. There is not a theory in the area being studied and
therefore no hypothesis could be developed, (a detailed discussion of the
deductive process is found at the beginning of chapter four).

Management in the United States has been accused of being
shortsighted. The lack of long-term planning and market investment has
been a focal point in discussions concerning the difficult time United
States firms have in meeting foreign competition. One reason for this
shortsightedness has been attributed to the reward systems for
management.

...Bonus plans based on measures such as growth
in earning? per share lead to the establishment
of goals that have little or nothing to do with
shareholder-value creation. They provide the
temptation to pump up short-term earnings
throu(\;h strategies that may be detrimental to
sustained high relative performance and the
consequent creation of shareholder value. For
example, the arbitrary reduction of R and D
spending, postponement of investment in more
efficient plant and equipment, and the continued
support of marginal operations are all telltale
signs of short Sighted management.(Booz, Allen
and Hamilton Inc.

Rewards systems tend to be based on return-oriented accounting period
measures such as profits and sales, and are therefore historical or current
innature. They do not carry information about the future. That United
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States managers tend to be committed to their career path rather than to
the organization and that performance measurements are based on
hindsight encourage short-term thinking.

New concepts and additional measures, for longer term accountability
are needed. These should indicate the long-term impact of today's product
market actions. That the firm's situation in the product market has
improved to a position of strength would indicate a strong positive carry
over (reduced risk) in the future. This would be useful to management and
investors looking at how the value of market position has increased as a
result of past marketing action. In addition, this is one of the phenomena
that should be operationalized to help improve and develop a longer-term
orientation of the measurement and reward system.

The key to marketing is the satisfaction of customers; therefore, the
carry over phenomenon and the measures associated with it should focus
on the perceptual framework of the consumer. It is the consumers’
perceptions that determine the acceptance of brands in current markets
and the carryover influences future acceptance. The uncertainty,
associated with costumers’ future acceptance of existing brands; the
likelihood of the firm having new brands; and the uncertainty of
customers’ future acceptance of the new brands is defined as product
market risk.

The condition which describes to what extent the acceptance of brands
in current markets carries over, or can be carried over, to existing and
new offerings in future markets is defined as “presence” for this
dissertation. This carry over could be positive or negative, but for
purposes of this discussion only the positive carry over will be considered.
The existence of presence, positive carry over, implies less volatility and
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3
risk in the unknown future of the product markets. Strong presence, then,
is conceptualized as current or forthcoming low product market risk. It
may be applied to a brand, a line, or the products of a strategic business
unit (SBU).

The research will focus on gaining insight into product market risk by
distinguishing the concept of presence from traditional measures: sales,
growth rate, market share, return on investment (ROI), and so forth.
Theoretical development can be aided by understanding whether current
measures are really indicators of product market risk. This is a
phenomenon that is not assessed by current measures.

In addition, the research will evaluate the constructs of the concept of
presence. One area would be to consider is how presence relates to
competitive ability in unknown future environments. There are a number
of financial measures based on risk and return that are used to speculate
on the future of the firm. Financial markets are, in essence, places to
invest in the future. Presence defines an expectation of stability for the
future in the product markets and therefore is at the nexus of the financial
and product markets. Presence, as a concept of volatility (risk) in the
product market, could be contrasted with the information provided by the
more traditional financial measures.

Presence Is a new concept based on product market risk and the
emphasis of this dissertation is to distinguish it better from the currently
used measures and explore its potential effectiveness. Presence is a
concept to assist with the evaluation of the allocation of resources for
long-term marketing investment.



.
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4
DESCRIPTION OF THE CONCEPT

Management is too shortsighted. Shortsightedness in this context
implies a short-term approach, less than two years, and frequently only
the current financial period. This is a condition created through a number
of environmental problems. Some of these problems are caused by the
operation of the financial markets, reward structures, and performance
measures, to mention a few.

It would be helpful to understand how marketing management
decisions of today affect the position of the firm in future planning
horizons, two to five years ahead. The problem is one in which traditional
measures, accounting, financial, and marketing do not provide the
appropriate information needed to understand how current marketing
decisions in the product markets may impact the future of the firm in the
product or financial markets and the way in which the market evolves
(Kirzner, 1982).

The demands of the financial marketplace have had a lot to do with
short-term perspectives of United States management. The financial
markets are big and powerful and not controlled by a few major
institutions as in some countries. The financial community's obsession
with the next period's earnings and rate of earnings growth clearly has an
impact on short-term thinking. If the financial community focused more
on total long-range risk and return, then management would be similarly
inclined.

There are a number of ways in which the dominance of quarterly
reports and annual statements impact strategic product market planning.
Some of these are the influence of the Generally Accepted Accounting
Principles (GAAP) and the regulations of the Internal Revenue Service and
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the Securities Exchange Commission. These, in general, are not oriented to
long-term intangible investments as, with the possible exception of
Research and Development (R & D), only tangible items can be capitalized
and amortized over their life. There are many things that could be done by
management that would improve profits and earnings in later periods that
may not be considered because of the necessity of expensing these items
on the current profit.

An example of the problems created by GAAP can be seen with a closer
look at marketing investment. All marketing items, with the exception of
research and development, are expensed in the immediate period. Thus, a
strategy for improving market position must have a current period payoff
or the profit will be hurt. This problem has complex ramifications for
marketing managers. On the one hand, good marketing suggests developing
a long-term strategic plan. The regulations and principles, in combination
with the financial market's emphasis on perfod profits, make it difficult
to invest in any long-range profit making expenditures that may adversely
impact profit in the current period.

Reward Structure

The reward structure further complicates the question of investment for
the future. Most rewards are tied to profits or other historical measures
such as sales, growth rates, market share, and ROI. These can come close
to being current with today's technology. Since the rewards are tied to
historical information at the end of a given period, there is little
incentive to make allocations for more distant periods. Management is
encouraged to allocate resources to the current period to maximize the
indices on which they will be measured, a natural response, and a






6
shortsighted one that does not encourage taking advantage of longer-term
opportunities to shape the very nature of their competitive situation.

The reward structures are affected by two major components
indirectly related to management's preoccupation with the financial
market's view of what is happening to the firm. Major factors that
contribute to management's concentration on the short-term are the goals
and the career commitment of management.

Organizations are composed of a number of different constituents
including stockholders, management, workers, customers and so forth.
Unless there is one primary objective or goal of the firm, so that the
reward structure can be based on the movement of the firm toward that
goal, there will be a suboptimization of the goals (Anderson, p. 17). The
tendency of management in the U.S. is to be educated with the neociassical
economic model where the sole objective is to maximize the dollar amount
of the firm's single-period profits (Anderson, p. 16). This is a very
short-range view and unrealistic for complex organizations with any type
of long-range planning needs. Further, it appears to be in contrast with
some of the other goals that are frequently discussed, including
longer-range maximization of shareholder wealth.

The impact of the neoclassical approach is to base rewards on
measures of historical and current period information. This encourages
the short-term approach and discourages longer-term planning. There is a
tendency to overlook the long-range effects on profits or projects leading
to competitive advantage in the future (Wensley, p. 178). It also ignores
the long-range implications of the established link between customer
satisfaction and profits (Pickle and Rungeling) or the marketing concept
(Levitt 1983, Kotler ef 2. The focus of the neoclassical model on
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immediate profits forces a short-range perspective on management.

The career commitment of employees is another factor that contributes
to short-term focus. In the United States, employees are mobile and not
loyal or committed to an individual corporation but rather to maximizing
their careers. This tends to stimulate the employees to focus on the
immediate return. Our universities teach the importance of career
mobility to maximize salary. This kind of system encourages managers to
emphasize short-term returns to improve their upward mobility. Drucker
(p. 174) underscores the need of separating units with longer-range goals,
such as entrepreneurial projects, from management charged with running,
exploiting, or optimizing what exists.

There are, then, two strong forces impacting the short-term approach
of management: the neoclassical orientation to period goals and the
career as opposed to corporate commitment. Since most firms operate
with borrowed funds a strong third force is the short-term emphasis of
the financial community in its evaluation of the firm. Management will
continue to be practically restrained to the immediate future until some
way of quantifying the uncertainty of product market momentum fis
developed.

Measures

Almost all of the performance measures available, both in the
financial and product markets, are short-term oriented with the only
future or longer-term measures commonly used being guesswork or
extrapolation. This forces a short-term perception on management.
Without some indicator of uncertainty such as a measure of market






8
momentum, management will continue to be practically constrained to the
immediate future.

Performance measures tend to be either firm-based or industry-based
or a comparison. Firm-based measures include: Sales; growth rate brand;
and, return on investment. Industry-based measures include: Sales
(comparison); market share; and growth rate class (comparison).

They are all oriented to the short-term and are necessarily based on
historic behavior since all are derived from sales. While technology has
enabled industry to make sales based measures more current. None of
these speak to the issues of customer perceptions, satisfaction,
developing substitutes or changing wants or needs, which may carry over
to the future.

An effective evaluation for the future should include components of
both risk and return. A basic weakness in all currently used marketing
performance measures is that they do not include a component of risk.
Even though measures can not be made to represent the unknown and
uncertain future (Loasby), marketers need to attempt to understand
measurable uncertainty in the product markets, that is estimate product
market risk (Knight, p. 19). This may require focusing on some critical
area other than sales, such as consumer perceptions.

Resources allocated to longer-term product market projects may not
show any results in sales based measures in the short-term because
subtle shifts are going on among customers, including: purchasers, users,
influencers, and deciders.

when there is an attempt to focus on the future this is usually
accomplished by extrapolation of historical information. Extrapolation of






single-period situations, even though several may be linked together to
form an historical basis fails to give any indication of product market
expectations or carryover potential that the firm may have in the future.
These are areas that might be better understood by exploring uncertainty
in the product market and learning what areas may be measurable to define
product market risk.

Need for New Concept
If the planning horizon is going to be changed to a longer-term

perspective, the process can be greatly aided by development of an
understanding of the kinds of conditions that are likely to reduce product
market risk in the future. What is needed is an indicator of the future
impact of today’'s marketing action. From an investment perspective, how
has marketing value increased as a result of marketing action? What
value can increase due to reduced risk or increased return? What are the
benefits to the firm of different kinds of resource allocations?

Customer-based, Long-term Concept

Intuitively, it 1s impossible to measure anything in the future as the
future 1s unknown. Thus, sales can only predict using assumptions about
the future that 1imit or define the product market environment. One of the
problems 1is that part of what needs to be understood to provide more
useful expectations about the future is indentifying and measuring what
changes may be occurring in the product market environment. This
indentification and measurement of changes quantifies some of the
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uncertainty (risk).

when sales-based measures are used, all that can be expected is some
form of extrapolation into the future for an individual product. This would
be based on historical trends for that product and provides little or no
information about why changes are occurring or how the firm is positioned
to deal with change in the product markets.

The short-term view of management leads to actions based on the
familiar marketing measures.

Sales

Growth Rate Brand
ggc')wth Rate Class

Market Share
Brand Loyalty

The danger in this position for the successful firm is expressed by

Robert F. Hartley (p. 87).

No firm is invulnerable to competition, no matter
how well entrenched, the duration of the dominance,
the extent of the resources, or the completeness

of market share. Complacency tends to develop,
conservatism to hold sway, and the stron
inclination s to stay wedded to the traditional,

the "way we have always done it.”

in order to understand better the reasons why the traditional ways may
need to be changed, one needs to 100k behind the sales to the basic
marketing concepts. What are the customers’ wants and needs that will
drive the product markets in the longer term? To obtain this information,
management has to go to the customers and try to understand them in the
aggregate. Two of the major concerns that impact product markets are:
The status of current products in current markets and the potential carry
over into new markets (market development, diversification) and new
products (product development, diversification) in the short-term and in
the future? (see Figure 1)






I

What is needed for better long-term product market planning is the
development of a product market risk measure. Measures should be
customer based, and have a broader definition of market than would
normally be applied to a single brand or firm. It has to be able to give a
strong indication of acceptance of the firm's offerings in future markets.
In the resource markets a firm is evaluated on its ability to compete in
unknown and changing product markets. Firms with positive carryover or
“presence” are expected to have less volatility in future product markets.

Under financial market theory, risk would be reduced by diversification.
it may be that in the product markets risk is better reduced by one of the
other strategies suggested in the product market matrix. In fact, in some
cases the product market risk may be increased by product market
diversification of a given strategic business unit.

Resource Allocation
A new concept and additional measures which indicate the long-term

impact of today's actions are needed to help with resource allocation
decisions. All resource allocations should be considered in light of the
proposed return and the risk associated with it. Also, resource allocations
for a longer-planning horizon require a performance indicator to verify
that the intended return or risk reduction is developing.

The question of return is the one that is most frequently looked at by
marketing management. Many of the marketing measures that are sales
derived are important in projecting return in future periods.

Sales
ROI
Growth Rate

The future is unknown. The risk component which disappears from
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historical measures becomes very important. In finance the value of all
income 1s considered in light of risk and return. Risk is the quantifiable
volatility of a scenarfo. Presence is a concept that is looking at carry
over into future product markets it may be useful in quantifying
uncertainty and then risk. The product markets are always subject to
change. Competition, substitution, and technology can all change the
product markets and are part of the uncertainty. The notion of presence is
to gauge the carry-over potential of a brand or firm into future markets
with new or different offerings. This carry-over potential is to be found
in customer persceptions. This carry-over potential is important in
current resources allocation and in, for example, future planning.

Many marketing expenditures have long-term effects, advertising
(Fruhan, Ayanian) and research and development (Fruhan). In resource
allocation decisfons, management may want to consider not only the
additional return but the risk in allocating resources to its marketing
investments. The longer-term approach to product markets is probably
more realistic, considering how long it takes to bring about change. To do
this requires some way of indicating how the customers’ perceptions of
the brand, or firm, or product class are changing. Risk in the product
markets is a function of the customers’ perceptions of the firm's current
product offerings.

Management Performance Measure

In addition to the investment criterion of resource allocation there is
the performance issue. All levels of management are interested in the
basis on which their rewards will be structured. Using sales-based
measures, the reward is based on accounting perfods that have passed by
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the time the reward is given. This encourages a short-term approach and a
quick return orientation. Product market risk is important to the health of
a firm and it should be important in the development of performance
measurement.

If management's rewards could be based in part on the carry-over or
risk concept, then resource allocation and strategic planning would be
handled differently. Managers would be seeking out ways to develop carry-
over potential and reduce risk in the future horizons. Owners interested in
the long-term growth of their firms could not only estimate sales (and
return) but also have the conceptual framework for addressing risk in the
product markets.

The new concept and measures are needed to help management choose
its resource allocations and to define marketing performance. It is needed
to help the financial community evaluate the firm and its direction of
progress.

Increased Market Value

The need for a new concept and additional measures which indicate the
long-term impact of today's actions can be seen if one is trying to look at
how marketing value increases as a result of marketing action. Future
market position has a market value and changes in this should be looked at
as a performance measure of successful allocation of resources.

Money expended for advertising, with its lag effect, will benefit future

period market position. An understanding of this carry over can help the
evaluation of resource allocation. Similarly, with almost every area of
marketing there are carry-overs.

The problem is currently, both in terms of concept and measurement,
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that there is no way to handle the assessment of the market value of the
future that encompasses risk (volatility). To avoid the problems of
extrapolation from historical sales data there will need to be a
customer-based indicator. It is not uncommon for corporations to go to
the purchasers of their products for information about their perceptions,
particularly with questions related to a specific product. What is needed
is to look at how marketing strength is being butlt that may apply to
future product offerings. The conceptual framework involves the
examination of customers' perceptions to determine the residual market
value of resource allocations. This treatment of customers' perceptions
as an asset in the product market is a recognition of the effectiveness of
the marketing investment that has been made.

The asset in the sense of strong customer perception may come out of a
wide variety of strategic areas. Occupation of perceived quality (Sears),
time (regional mall), space availability (McDonald's locations), are just a
few of the possibilities. These and other factors may lead to the brand or
firm being thought of as the standard (Coke, I1BM, WSJ, Holiday Inn), the
name being used in a generic way (Sanka, Kleenex, Jeep) in addition to a
wide awareness among potential customers.

The importance of this kind of strong position cannot be overestimated
when looking to the future and the volatility of the firm's position in the
product market. Firms may have small share, slow growth rates, low
profit margins, and so on, but, if the customers’ perceptions are strong,
they may be able to meet the unknown challenges of the future in a
stronger position than the competition. This reduced volatility in the
product markets is an asset that is not usually shown on the balance sheet.

The concept of presence is important as it would help in:
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1. Understanding long-term impact of today's
decisions;

2. Understanding the i;mportance of resource
allocation decisions

3. Understanding the importance of carry over in
increasing market value; and,

4. Understanding the strength of a firm in the product market

Satisfaction Is a Key to Marketing

In determining what to look at to get a reading on the future it becomes
Clear that it is important to return to basic marketing. The key to
successful marketing is customer satisfaction. Therefore, the measures
associated with the carry-over phenomena should focus on the perceptual
framework of the customer. Customers’ perceptions determine the
acceptance of brands in the current product markets and it will be the
customer's perceptions that will determine the acceptance of future
offerings. A modification factor to reflect this needs to be entered in the
neoclassical model.

The real concern is to understand how companies’ offerings will fare
given known and unknown market disruptions that are likely to occur over
the longer-term planning horizon. Known disruptions will come from the
firm being studied. Management may know of its own plans and
expectations before inducing a change into the product markets such as
Coke's decision to offer the "New Coke,” but naturally does not know what
the response of customers and/or competition will actually be.

Management frequently does not know what other firms, inside and
outside the industry, may be considering that will disrupt the product
markets. Management may know of the changes but not be aware of the
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changing perceptions of customers or the rate of change. For example, it
may have been possible to detect the changed perception of the United
States auto buyers to using the Japanese cars as a standard long before it
showed up so dramatically in the marketplace. This may be particularly
true of products which are replaced less frequently.

A firm with “presence” should be able to face change in the marketplace
and come out with competing changes or a new product with much less
risk (volatility) than a firm without the favorable customer perception
carry over into future markets. IBM was able to wait to see how the
personal computer market was evolving. It even could afford to make a
mistake in the PC Jr. without injuring itself in the perception of
customers because of its carry-over strength from past performance.

Elements of Presence

It is early in the theoretical evolution of presence to develop a measure.
The approach is to use existing measures and concepts as elements. These
should be customer-based focusing on the underlying forces that
marketers have theorized lead to sales. The use of these elements should
help determine whether the carry-over potential is present. The
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