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ABSTRACT

PRODUCT MARKET RISK

A THEORETICAL DEVELOPMENT OF THE CONCEPT OF RISK

IN THE PRODUCT MARKET AND ITS IMPACT ON

MANAGEMENT DECISIONS IN THE CAPITAL AND

RESOURCE MARKETS

3V

anI M. Lane

The purpose of this inductive research study was to explore a new

structural concept labelled 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 fuliy 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

a new 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

I NTRODUCT ION

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 longsterm 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 rowth

in earnin 5 per share lead to the establis ment

of goals hat have little or nothing to do with

shareholder-value creation. They provide the

temptation to pump up short—term earnings

throu h strategies that ma be detrimental to

susta ned high relative per ormance and the

conse uent creation of shareholder value. For

exam e, the arbitrary reduction of R and D

spen In ,postponement of investment In more

eff Icien plant and equipment, and the continued

support 0 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

In nature. They do not carry information about the future. That United





2

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 f Irm'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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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 (R01), 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.



 

~11“.



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

(Klrzner, I982).

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 & 0), 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 eamlngs 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. 0n 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 period profits, make it difficult

to Invest In any long-range profit making expenditures that may adversely

Impact profit in the current period.

W

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
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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 US. Is to be educated with the neoclassical

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 1983,1(otler et all. 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 Is

developed.

massing:

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
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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,

inf Iuencers, 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.

NW

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?

WILL

Intuitively, It Is Impossible to measure anything In the future as the

future Is unknown. Thus, sales can only predict using assumptions about

the future that limit or define the product market environment. One of the

problems Is 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

ggowth 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 com .etItIon no matter

how well entrenched, the dura Ion 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 Is to stay wedded to the tradi Ional,

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 look 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 deveIOpment, diversification) In the short-term and In

the future? (see Figure 1)
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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 f Irm'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.

WEI

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 Is considered In light of risk and return. Risk Is the quantifiable

volatility of a scenario. 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 decisions, 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 13 a function of the customers‘ perceptions of the firm's current

product offerings.

W

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 thelr rewards will be structured. Using sales-based

measures, the reward Is based on accounting periods 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.

W

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 built 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, IBM, 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 1m ortance of carry over In

Increasing market va ue; and,

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

W

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.

mm

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

suggestions are: (I) awareness, (2) composition of evoked sets, (3) brand

serving as a class standard, and (4) generic use of the brand name.

Each of these could be measured separately on Its own scale. The

firm would find Itself constantly changing on these scales as the markets

shift, due to disruptions from competition, environment, or Innovation. If

a product brand Is successful at gaining high measures on these

dimensions, It should have the carry over potential Into future markets

that has been defined as ”presence." It may be possible to develop a
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composite measure of presence, perhaps in a multiplicative form that

would be displayed on Its own scale so that several products In the same

or related classes could be compared. This would give management an Idea

of Its position for a longer-term planning horizon and also could be used as

a performance Indicator if the goal is achieving long-term reduction In

risk in the product markets. Rate of change Is particularly Important In

measuring the firm’s effectiveness of the allocation of marketing

resources.

One of the Interesting aspects of presence Is that while It Is conceived

of as a market condition, It Is not conceptualized as Including sales as a

component measure. The idea Is to measure the perceptions about the

product as strong Indicators of customers‘ longer-term actions. The

assumption Is that Important Information Is contained In the cognitive and

affective area. There are a number of reasons why products could have

presence In the current product market but not dominate sales or even

have zero sales.

1. Lack of ability of willingness to pay (Mercedes)

2. Product has not yet reached the market (IBM PC)

3. Government Intervention

Taxes

Tariffs

Ouotas

4. Insufficient supply (Cabbage Patch Dolls)

Another reason why sales do not necessarily correlate with the concept

of presence 13 that sales is a function of buyers' perceptions while

presence exists In the perceptions of users, Influencers, deciders as well

as buyers. For example, users are aware of the products purchased by

other users and that might have a place In presence. Presence Is a
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condition of the environment that can be carried over by the firm to other

offerings. The shaping of the environment results from customers'

perceptions and should lead to Increased sales In the future. Presence Is a

perceptual concept while sales Is a behavioral action.

CONCLUSION

The concept of presence posits that firms can establish a strong enough

perception In customers so that their expectations will carry over Into

future markets. Strong (positive) presence represents low product market

risk. Thus presence would be negatively correlated with product market

risk. The concept of presence Is developed out of the need to help

management escape the myopia caused by single-period measures and

reward systems that tend to be historically based. It Is conceived to help

understand the long-term impact of today's actions. From an investment

perspective It Is a way of looking at how a marketing value Is created out

of resource allocation and marketing action that is not reflected In sales

related measures. Its orientation to the future requires going behind sales

to the perceptions and expectations of the future. Presence Is defined as

the condition which describes how the acceptance of brands In current

markets carries over (or can be carried over) to offerings in future

markets, a condition of low product market risk. In order to develop the

concept of presence which provides structure for looking at the future It

Is necessary In the context of this inductive research to explore the

concept of product market risk. It Is Important to understand that the

concept of presence provides a structure for looking at the unknown

future. A measure of presence would help to define the uncertainty and

therfore be an Indicator of product market risk.
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RESEARCH PLAN

This research Is based on the Inductive process. There is no specific

theory of the relationship of the financial market performance to the

product market performance and no theories of product market risk or

presence In this context. Without theory there can be no hypothesis and

the Inductive apporach must be used. The basic steps listed by Hunt (p. 18

and 19) In the Inductive process are (I) observation, (2) record data, (3),

classification, and (4) finding a formula or conclusion. The process used

in ”NS research IS 33 TOIIOWS:

WW Cbanteris) Inductlleflcocess

Introduction One

Background Two

Three

Observation Four Observation

Processing of Facts Five Record Data

Development of Model Six

Development of Generalizations Seven

and Applications for Product

Market Risk and Presence.

Su gestlons for Future Research Seven

In roduct Market Risk, Presence,

and the Model.

Classification of Data

The term "research question“ should not be confused with hypothesis

testing. Research questions are general and provide some direction for

observation.
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The complexity of product market risk and presence and the early stage

of their theoretical development make It difficult to operationalize in a

readily quantifiable study. However, this does not leave the study without

research questions.

Theoretically, the financial markets have perfect information

availability of public Information such as financial statements, product

market Information, news releases and so forth. The notable possible

exception Is insider Information. If this Is so, what Is the function of the

many industry specialists In banks, brokerage houses and advisory

services? What kinds of Information are they looking at? Their

evaluation must start with use of traditional financial performance

measures and models.

r Models

Profits CAPM

ROI Book Value

Growth Rates Growth Models

Asset Valuation

They must also be subjectively appraising the future and considering

other elements SUCI’I as:

Management Strength

Technolo y

Product arket Position and Potential

(Carry Over Presence)

This study will explore financial analysts valuation of companies to

understand the role of product market appraisal in the valuation process.

There are four major research questions:

I. What Is the relationship between stockholder objectives

and the firm‘s objectives?





21

How do the strategic planning goals of marketing managers, in

developing products to match the needs and wants of customers, relate to

the financial market goals of maximizing shareholder wealth?

2. What Is the relationship of product market risk to the

financial markets?

Has the financial community developed a useful measure of product

market risk and how do they define it? If the product market Is

considered, how Is It used: directly or Indirectly? What Is the strength of

the relationship?

3. What are the needs for a marketing based product market

risk measure?

How should product market risk be measured? How will product market

risk Impact return and what Is required for analysts to use the risk

measure efficiently?

4. Can evaluation be explained solely by traditional

measures?

.
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CHAPTER TWO

MARKETING LITERATURE REVIEW

1011mm

This chapter will explore the concept of product market risk in the

marketing literature. Presence can not be explained directly as It Is a new

structural concept helping to define the unknown. Working backwards

from certainty to uncertainty information on product market risk may

help with the understanding of presence. The literature that will be used

Is diverse since marketers have not focused on product market risk. This

literature review Is directed at answering two of the four research

questions posed In chapter one.

I. What are the needs for a marketing-based

product market risk measure?

2. What Is the relationship between stockholder

objectives and the f Irm's objectives?

The development of product market risk starts with a discussion of the

product markets in the macro economic model proposed by McCarthy, and

then discusses product market risk or presence. Presence or low product

market risk, Is then compared to existing marketing measures. Its

Importance in relation to marketing Investment is considered. Then there

is a discussion of marketing and the goals and objectives of the firm out

of Anderson. This Is followed by a review of some of the current Ideas

evolving out of Austrian economics that are relevant to product market

risk. This chapter Is meant to provide a background for the further
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understanding of product market risk in combination with chapter three

which reviews the financial literature.

0 mi

Economists have long recognized the relationship of the product market

to the resource markets. Many introductions to marketing texts include a

figure on the market directed economy showing the interactions among

consumers, product markets, government, resource markets and producers

(McCarthy, 1984, p. 17). This model, Figure I, helps to clarify the

Importance of product market risk. Producers must attract consumers or

customers In the product markets and resources, Including financing, out

of the resource market. It might be better to conceive of the resource

market as a number of different markets providing capital, raw materials,

labor, and so forth.

There has been a substantial amount of work done In the finance area

examining the risk and return in the capital part of the resource markets.

Very little work has been done in marketing to develop an understanding of

product market risk and what It may mean to the corporate unit and Its

objectives. When the uncertainty of the future can be quantified or

measured, it Is known as risk (Knight). Referring to the model of a market

directed economy, return has been studied In all the exchanges but the

concept of risk has not been as fully developed. Students of business

should be Interested in understanding the function of risk. It is

particularly relevant for marketers to pursue the development of product

market risk concept. It would be useful in strategic planning and In

relating the two economic based disciplines of marketing and finance at



 

24

 

 

 
 

 
     

     

 

 
 

P roduct

Customers

Market

I I

Resource

Market Firms
 
     

Figure l

MACRO-MARKETING INFORMATION FLOW

Adapted from: McCarthy, 8th ed.
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both conceptual and applied levels. A product market risk concept would ‘8

be extremely useful in developing an Integrated theory of management

strategy. This would be Important in understanding the relationship of

risk In the resource market and product market at both the corporate and

strategic business unit levels (Varadarajan, 1986, p. 20).

In marketing, much of the economic basis is neoclassical equilibrium

theory with all of its assumptions, including perfect markets (Haley and

Schall), known future (Kirzner), supply equaling demand (Samuelson). The

neoclassical model can be found in practice. The manager is often oriented

to the supervision of existing operations (Penrose, p. 31) in an

environment that maintains the status quo. This acceptance of the

neoclassical equilibrium In the present period is the basis for looking at

future sales as an extrapolation of past sales.

F5 f (past sales)

In this situation, the future is defined as the short term. The danger in

this position for the successful firm is expressed by 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 strong!

inclination is to stay welded to the tram ional,

the “way we have always done it."

A short term view of management would lead to actions based on the

familiar marketing measures.

Sales Growth

Growth rate brand

Growth rate class

Market Share

Brand loyalty

In contrast to the short term approach the Austrian school considered

____—____—____A—‘
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much longer horizons. The Austrians tried to understand equilibrium as it

applies to the real world and pointed out the weaknesses of concentrating

on the mathematics of equilibrium situations.

The mathematical economist......They do not notice

the individual speculator who aims not at the

establishment of the evenly rotatin economy but

at profiting from an action which a justs the

conduct of affairs better to the atta nment of the

ends sou ht by acting, the best possible removal

of uneas ness. They stress exclusivel the

Imaginary state of equilibrium which he whole

complex of all such actions would attain In the

absence of any further chan e In data. They

describe this Imaginary equ librium b sets of

simultaneous differential equations. hey fail to

recognize that the state of affairs they are dealing

with Is a state on which there Is no longer any

action but only a succession of events provoked

by mystical pr me names. (von Mises, p. 251)

A number of authors have recognized that disruption is a process that

can lead to Improved equilibria and therefore should not be considered

Inconsistent with equilibrium theory (Loasby, Kirzner, Anderson, 1965, p.

259). Perhaps the classic argument for continual change was Schumpter’s

”Creative Destruction." Because of the potential for disruption, the future

can not be anticipated fully (Kirzner, 1982), or known (Loasby, p. 228).

The future then contains uncertainty.

Uncertainty toda Is not just an occasional,

tem orary devIa ion from a reasonable

pre lctabillty; It Is a basic structural feature of

the business environment. (Wack, p. 73)

The question of uncertaintly and risk is extremely Important to this

discussion. There are apparently five states: (I) ignorance, (2) partial

Ignorance (Loasby), (3) uncertainty (Knight), (4) risk (Knight), (5)

certainty. Ignorance assumes no knowledge or structure for knowledge.

Partial ignorance Is the normal state (Loasby) where there exist some

)
5





 

27

information but not a full structure for handling information. In

uncertainty the structure can be perceived but the chances are unkonwn.

Risk indicates that the chances have been defined. Certainty would require

the event to have taken place. The concept of presence adds structure for

thinking about the future. A measure of presence would contribute to

defining risk.

Using the Austrian approach to equilibrium, which allows for

disruption or change in the form of improvements, changes the kind of

information needed in the future. Historic extrapolation is not sufficient

to help with estimation and understanding of the forces at work in shaping

the changes, disruption, In the marketplace. The sales-based measures are

summative and do not provide explanation for the process or rate of

change. What is needed by management are measures that are sensitive to

the disruptions that are occurring In the marketplace. These should be

attuned to the changes that are taking place among those who influence

product markets: deciders, inf Iuencers, users, purchasers, and others.

Such a measure should be able to provide information about evolving

market disruption(s). Disruption in the marketplace can come from

outside the firm in the industry (competition), from outside the industry

as currently defined (Levitt) and can be caused by the firm itself as part

of its market investment strategy. The process of market disruption Is

continual as is evidenced by the acceptance of the product life cycle

concept. Market investments by firms are made to cause change in the

market place and enhance competitive advantage. This is done to either

maintain risk and Increase return or to maintain retrun and drecrease risk.

Such Investments aimed at improving its market position may:
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l. Exploit the f Irm‘s market niche, or

2. Create positive disruption of the marketplace in favor of

tlfiiehinvesting firm for the purpose of developing a

n c e.

Exploitation and disruption involve shaping the competitive

environment to the benefit of the firm‘s products.

A firm may develop a current expectation for future sales by

considering two component parts.

1. Historic achievement

The consideration of any evolutionary scheme

requires a starting point. The overall market

position held at that point which Is presumably

the present, will greatly affect the range of

possibilities and he way in which the Irm will

react. This Is usually de ermined from recordable

behavorial actions such as sales.

2. Current success of marketing Investment

The success that the firm Is currently having

shaping the environment In the product market to Its

favor is an Indication of Its ability to affect the

future course of evolution In the product market.

The expectation for future sales is then a function of these two

components.

FS f(HistorIc Achievement)+(Current success of marketing investments)

To restate the functional statement:

1. Historic achievement results from the behavioral actions,

sales, and therefore Is better referred to as historic

behavior moving It closer to Its origin.

2. It is suggested current success In marketing investment

may be determined from an examination of early stages of

the buyer decision process, cognition and at fec Ion, and Is

therefore better refered to as current cognitive and

affective position, perception. This examination should

conistieer direction and rate of change as well as current

pos on.

FS f(HistorIc behavior)+(Current cognitive and affective perception)

What is needed is to look at the uncertainty in the product markets
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such as the suggested cognitive and affective perception and to explore

what may be quantifiable and therefore help to define product market risk.

It is not possible to measure all uncertainty but, as the concept of risk and

measures for It are developed in marketing, the residual amount of

uncertainty can be better understood. The development of product market

risk indicators should be of Interest to the financial community as It may

help substantially improve their risk measures. Financial risk is directly

Impacted by product market risk since the income stream begins with

sales.

Marketing and Ownership

Marketers have done some work at attempting to look at financial

models as they apply to marketing (Wensley, Cardozo ) but little or no

work has been done on developing customer based product market risk

measures. In examining product market environmental change It may be

necessary to consider information about the future (risk). What are the

critical events that researchers should focus on? In finance it has been

the total return of the security against risk. In marketing, measurement

has focused on sales. Perhaps there are other areas that should be

considered such as perceived product quality (Varadarajan, 1986, p. 18).

Developing the concept of product market risk Is important to

bringing together goals and objectives of marketing management with the

goals and objectives of stockholders. This would help bring together the

interest of all groups of stakeholders in the firm: customers, suppliers,

managment, and ownership. All have to be concerned with the firm

achieving stability for the future In the product markets. The
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understanding of product market risk would lead to further benefits for all

stakeholders.

The creation and maintenance of customers should be the focus of a

business (Levitt, The Marketing Imagination ,p. l 9). Suppliers presumably

would also benefit from the stability of the market for their goods and

services. Most Importantly, owners would derive benefits if the risk level

was established as low. This should have a corresponding positive impact

on the price of the stock. Management, which Should be concerned with

stock price and survival, would also benefit as quantifiable uncertainty or

risk becomes better understood. Given an acceptable return, If

management can lower product market risk then opportunities for both

survival and stock price should improve.

Presence, the carry over effect, provides a means structuring thinking

about the minimization of product market risk in future markets. The

study of presence as an indicator of low product market risk can be very

Important in the product markets providing an indication of the direction

to which customers may be shifting. Likewise, presence may be extremely

important in the financial market place. The financial market place Is

traditionally concerned with risk and return. The Institutions in the

financial markets are constantly attempting to get more Information that

may help improve the valuation of securities. They are looking for

insights Into risk and return. The development of the capital asset pricing

model was an effort to understand risk and return. It was an Important

step forward in the financial markets. It appears that the greatest

inefficency in the resource markets Is in the risk measurement area.

Buzzell and Chussil suggest:
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.. .that explicit estimates should be made of how a

strategy will affect future market value. After all,

corporate results are derived from the performance

of the corporation’s business units. (Buzzell and

Chussil p. 4)

An awareness of how product market risk relates to the model of the

market directed economy will help to understand this chapter which

focuses on the firm (producer), the product market, and the consumer;

chapter 3 which focuses on the firm, the financial resource market, and

the consumer (investor). Presence is In the minds of consumers

(customers) and Is of importance to the producers (firms); therefore, as

the concept of presence and the related product market research is

developed all parts of the model of a market directed economy will be

discussed (see Figure 1).

Low product market risk is a direct result of successfully applying

the marketing concept. A measure of presence should Indicate the

marketing Investment carryover In the product market for the future. It is

conceived of as being useful as a strategic tool and as a means of

evaluating marketing effectiveness and management performance.

Marketing

Current marketing objectives tend to focus on return. Return is a

simple management objective. Marketers have traditionally focused on the

short-term objective measures that are derived from sales, as opposed to

measures based on achievements in the development of market advantages.

These are both summative measures but are of different types. The

sales-based measures provide information on what has happened or is

happening and may be used to derive short-term expectations. In contrast,

actual customer measures SUCh as the level or awareness, performance,
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quality service level, and so forth provide Insight into longer-term market

developments. The Japanese have often used these rather than the

shorter-term sales based measures--perhaps because they are less

interested In the quarterly and annual reports (Kotler et a1, 1985, p. 8).

The sales-based measures have traditionally been the dominant

performance measures for United States marketers because of their ease

of application to operations (BEO, ROI, CM, etc), and the facility with

which the Information can be collected and understood. The sales-based

measures include sales, market share, growth rates, and return on

investment. All of these are direct derivatives of sales. The use of

sales-based measures helps planning and production people to consider the

consequences on overall operations (scale and experience effects).

Sales-based figures are also used to help motivate the corporate

work force (targets, percentage rewards, bonuses, and so on). Sales

figures, whether in units or dollars (currency), are easily understood by

management (marketing, financial, accounting), workers, and resource

market investors alike. The market performance measures derived from

sales are relatively easy to understand: market share, growth rate, return

on investment. These indicators are important management tools for

evaluating what happened or Is happening In the immediate planning

horizon. However, they do not provide an Indication of the product market

risk.

W

Marketing investment for this discussion means any current period

cost from which returns from the product markets may be expected In
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future accounting periods. Almost all marketing items are expensed in the

current year. This is done In accordance with the generally accepted

accounting principles (GAAP, IRS, and SEC regulations). It is important to

distinguish between this accounting treatment and the real economic life

of these assets. For example:

Advertising and research and development

expenditures both generate economic benefits

extending substant ally beyond the point In time

at which the expenditure occurs. Because these

expenditures are written of f Immediately under

GAAP, an economic asset (which mi ht be labeled

"capitalized advertising" or "capital zed research

and development") disa pears from the balance

sheet. (Fruhan, pp. 35- 6)

The Implied future benefit to research and development is obvious,

advertising may have two ef fects: (1) increasing sales today, and (2)

Increasing sales tomorrow (Dean, p. 368). This is the kind of carry over

being discussed In presence.

Advertising and research and development are the two marketing

costs most commonly addressed as investments but many other marketing

costs might be considered as Investments.

promotion distribution system penetration pricing

test marketing location reliability

lobbying quality service

pioneer status market research

product development legal action

The problem for all marketing investments is that:

At the conceptual level the adjustments...are quite

straight-forward. Operationally, the adjustments

are more difficult. The difficul y arises in defining

a reasonable amortization schedule...(Fruhan, p. 38).

and:

Attempts to estimate advertisin depreciation

and adjust accounting rates of re urn for the
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presence of advertisinghaveSyi)elded conflicting

results. (Ayanian, 198

It is worth noting that for both advertising and research and

development the period of economic durability has been found to be

reasonably long (Ayanian, Clarkson, Fruhan).

Average advertising durabilities im lied by

advertisin capital best able to exp aln variations

in account n rates of return across industries

areinthe ne ghborhood Of 7 years. (Ayanian, 1983,

P3

Fruhan used six years for advertising (Fruhan, p. 55) and 10 years for

research and development (1810, p. 58). This Implies Investment status for

these two kinds of marketing costs based on the longevity of their

assumed economic life.

Kotler at 21 provide examples of marketing investment (Kotler at al,

1985, pp. 48-50).

Product Strategy

Improved product features (compared to competition)

Added features

Quality

Reliability

Maintaina illty

Pricing Strategy

Penetration (followed by marginal cost)

Low cost maintenance (quality with economy image)

Distribution Strategy

Sales tied to service and spare parts availability

Service proceeded sales

Geographical rollout (sales force concentration/penetrate

one area before tackling the next)

Promotion

Advertising

Honest (to avoid dissonance)

Unifie Strategy

The success of marketing Investment may be evaluated by what
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happens to competitive advantage In the behavorial area or by looking at

product market risk, for example, in the cognitive and affective areas. The

process of reducing risk through marketing investment often is lengthy

and extends in the future. In order to evaluate the success of the

marketing Investment it is necessary to evaluate what Is happening to

risk.

A similar model looking at product market risk might be as follows:

Market Investment————>Customers' perception of products

improved---—>Greater product market stability————>Presence.—-——>

Less Product market risk

Improvement in customer perception of products is the process by

which a firm attains greater product market stability and lowers product

market risk. One method of calculating a rate of return on market

Investments would be to attempt an evaluation of the expected market

share after the Investment less the value of the current market share.

Marketers, investors, and others Interested In trying to refine their

expectation about the future need a method to evaluate what is happening

to product market risk.

WEE

Marketing investment to reduce product market risk Is identifiable

with the entrepreneurial notion of molding or shaping the environment.

The goal Is to disrupt the status quo and create a slightly different

competition In which the aggressor can gain competitive advantage and

lower product market risk. The traditional sales based measures do not

provide much help to the true entrepreneur interested In Identifying where
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to bring about change In the competitive market environment.

Sales based measures are Important and useful to management. They

do not, however, provide the manager with the information needed to

determine the impact of the marketing investment for positive disruption.

New measures are needed that are customer-based to measure the impact

of disruption or to provide Information about the strength of a product in

resisting unforeseen change or disruption. These changes usually do not

occur rapidly and therefore management should be able to be aware of

developing disruptions by researching their customers for information

about what Is developing. While it is intuitively logical to allocate

resources to look ahead it takes an unusual effort. As Drucker points out:

lt...takes a special effort for the existing business

to become entrepreneurial and innovative. The

"normal" reaction Is to allocate...resources to the

existing business... The temptation in the existing

business Is always to feed yesterday and starve

tomorrow. (Drucker, l 985, p. 149)

The entrepreneurs are Interested In investment for positive disruption

and change based on a structure that they have conceived or perceived. The

sales-based measures do not inherently Include the potential to recognize

market disruptions. The entrepreneurs should be Interested in the

disruptive changes that are going on in the market environment. This could

be measured by observing consumer perception or expectations (Shackle)

for the long term.

It Is Important to realize that change can come In many different

forms. Disruptions can be covered by differentiation in the form of wholly

new products to something that appears miniscule but is sufficient for

customers to recognize that attribute as being noticeably different and

desirable.
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Product differentiation takes various forms. It

may be based upon certain characterisitlcs of the

product Itself; potential features, trademarks,

trade names, peculiarities of the package or

container, sin ularity in quality, design, color or

style. Produc differentiation may also exist with

to the conditions surrounding Its sale (Alderson , pp.

192-193)

R.G. Lipsey suggests:

That the optimal policy Is often to make your

product different enough from your competitors'

for the difference to be noticeable but not more so...

(Lipsey, 1975, pp. 320-321)

There are a number of measures and measurement tools that are

available to help researchers focus on market disruptions whether positive

or negative. To use these in the positive case where a firm Is attempting

to develop presence, It may be most helpful to construct a composite. This

composite would be helpful in the valuation of marketing investment

resource allocation decisions. The measures would be important as an

Indicator of success of marketing Investment before the development of

sales.

Management must be concerned with the degree of penetration into the

composite customer awareness as a measure of Its marketing strategy.

The depth of that penetration is a measure of the security of the position

of the product in the product market. The rate and direction of change is an

Indicator of the risk to that position in the future. Product market risk Is a

quantification of the uncertainty associated with product performance and,

therefore, return during the time frame under consideration. Presence, the

carry over effect, provides the structure for conceptualizing the future.

When a measure is developed It may help to quantify uncertainty Into risk.
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P o t rk i

Product markets, like financial markets, can be considered In terms of

risk and return. Management is used to understanding and estimating

return, but risk has always been difficult to quantify. The concept of

presence Is an attempt to provide a structure for thinking about product

market risk. Dealing with uncertainty in the product markets Is an

important part of strategic planning. It is getting more attention in the

management literature in scenario planning.

Uncertainty today Is not just an occasional,

temporary deviation from a reasonable

predictablllty;1t Is a basic structural feature

of the business environment The method used to

think about and plan for the future must be made

(ap ripriate )to a changed business environment.

ac , p.

Uncertainty Is unlikely to be eliminated; however, any reduction of

uncertainty removes some of the risk and therefore can improve the

valuation of the project. In the product markets, understanding and

Identifying risk factors is an important area that is In need of

development to help with planning at the strategic business unit level and

at the corporate level.

Presence should help with understanding uncertainty , risk, and

performance in the product markets.

MW

Presence Is conceived of as having four essential customer based

elements: awareness, evoked sets, standard, and generic.

Presence as carry over Is def Ined as being customer-based. Strong

positive presence as it Is conceptualized represents low product market
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risk, therefore the stability of the future. Presence as a concept provides

a structure to think about the future and its uncertainty. The idea Of

carry over and the suggestion that it Is In the customers perceptions do

this. A measure of presence would not only be an indicator of presence

but also could serve as an Indicator product market risk. The theory of

product market risk could be enhanced by the evolution of a number of

concepts like presence that might help to provide structure to the problem.

of what to expect in the future from both competitors and customers.

Customers' past actions are known by the company as they have shown

up as sales, or lack thereof, In the recent statements. By contrast, how a

customer will act the next time a purchase is contemplated is unknown

from any Information available In the corporate records. All that is

available Is the record of behavorial action. Behavorial action is a result

of a number of factors in the environment that are Impacting upon the

potential customer as well as the corporation.

Business environments are no longer stable for either the customer or

the supplier side. To assess these markets It Is necessary to study what

is going on in the mind of the buyer or supplier. It is proposed that this

could be done by using existing marketing tools.

The first item is the customer awareness of the product. Awareness

and knowledge form the two parts of the cognitive level of the decision

process. This Item can be measured separately but is not particularly

significant alone in terms of understanding product market risk. Being in

the customers awareness set (Narayana, 1975, p. l) is essential to the

reduction of risk, but awareness alone will not necessarily reduce risk.

0n the other hand, no presence is possible without customer awareness.
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The awareness set can be further broken down into the evoked set, the

Inert set, and the Inept set.

In terms of reducing risk it is Important to be In the evoked set or

"...the set of brands which the buyer actual/y considers when making a

specific brand choice." (Howard, 1973, p. 243). Products that are In

customers' evoked sets have a greatly Improved chance of being purchased.

Products in the inept set have little future. Products In the Inert set have

neither positive nor negative connotations. The awareness and evoked set

concepts have been explored and methodologies created for their

measurement. (Narayana, 1975).

Another element of presence is to be the brand serving as the

standard. This is one of the key components to reducing risk and one of the

elements that is extremely Important to the concept of presence. At issue

is whether customers use the products as a standard against which other

products in the product class are compared. Many times, the product that

is the standard may not be the most frequently purchased because of price

(real or perceived), availability, or some related factor. If the product has

achieved awareness, a place In the evoked sets, and is accepted as the

standard, it probably has the potential to increase its share by adjusting

price or distribution.

The final component of presence is the degree to which that product

name Is used in a generic sense. The first three elements are essential to

presence. Generic usage of the name adds to presence substantially but is

not essential.

Each of these elements, awareness, evoked sets, standard, and,

finally, generic use of the name can be measured separately. What Is
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interesting Is to look at the four elements together as a firm attempts to

determine If a strategic business unit has achieved presence among its

customers.

Notice that these are not sales-based measures, nor do they measure

the ability of customers to pay. Customers could rank a brand high on all

of these categories and not purchase the product for a variety of reasons.

In thinking about reducing product risk there is as much Interest In what it

may mean to products currently on the market as there is In what it may

mean to future products (carry-over).

The combined measures can be applied to users, influencers, and

deciders as well as purchasers. This is a much broader view than looking

at sales alone, or at more information about the product market

environment.

The importance of looking at all four pieces of of the composite is

demonstrated in Figure 2. The different parts represent potential

inclusion and exclusion of the four measures. Thus a generic brand could

appear in some consumers’ inept set. There are some who do not like Coke

but do like Pepsi.

W

As proposed, a measure of product risk would be to compliment the

summative measures of the product market. The summative measures are

generally sales-based while the process measure is based In the

customers' perceptions. The summative measures are extremely useful

indicators of what has transpired in the product market. They do not,

however, give an Indication about the future except through extrapolation
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Figure 2

A CONCEPTUALIZATION OF THE CONSUMER PROCESS

Adapted from Narayana and Markim, I975.
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Summative Measuras

One of the obvious questions to ask about a measure of product

market risk Is how and why is it differs from the familiar market share.

The answer can be developed from a review of the earlier discussions. The

three relevant statements that have been made are...

1. Presence is conceived of as being measured by a

composite measure of awareness, generic usage, evoked

get, andAhGaiéigg the attributes of a standard for Its class.

I J I

2. (A.G.E.S.) Is a function of marketing investment

(AGES) f(MI)

3. Presence Is a condition which describes how the

acceptance of brands In current markets carries over

(or can be carried over) to brand position in markets of

the future.

Presence is not a function of sales, market share, growth rate of

class, or return on investment. A brand could have a high sales level but

measure low In some of the elements that make up presence. Usually they

would be low in the standard category if this was the case.

It is conceivable that a brand could have presence in a related market

where it does not have product entries. This might be a strength

management would want to develop. A prescription drug company might

find that it would have presence In the over-the-counter market.

A comparison of market share and presence show some of the

attributes of the two systems that are different. This kind of listing

emphasizes the differences.

PLQSQDQQ

Sales>0 Saleszo
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MS=S_al_e_s_and Not constrained by traditional

Sales Class product class boundaries

Measure of objective Measure of process

Single measure Composite measure

Statistics internal to firm Customer based

The concept of focusing on product market risk is very different

from sales, as has been discussed. Sales is a behavioral event which

carries no information about Changes that are occurring among customers,

particularly in their perception of products, which may influence future

purchases of the same product or related products. When focusing on

market share, sales becomes a goal in itself, and the achievement of that

goal may not be rewarding (Woo, 1984, p. 54). Presence as a measure of

low product market risk is conceived of as focusing on the stability of the

product and future offerings in changing markets.

The same problems are inherent in the rest of the sales derived

measures such as growth rate and return on investment. Growth rate of

the class, like market Share, faces the complication of definition of

market. This may in itself be a limiting factor. The concept of product

market risk requires looking beyond product definition to the customers

and their perceptions, these perceptions also require continual

reevaluation (Haley and Gatty, I968).

Summative measures like sales, market share, growth rate, and

return on investment tend to be prepared by accountants. Product market

risk does not currently have measures nor a language. The proposed

concept of presence would use existing marketing language and terms.
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Ggala and Obj‘egtjyas

Organizati
ons are composed of a number of different constituen

ts

including stockholder
s, managemen

t, workers, customers,
and so forth.

Unless it is clear that there is one primary objective or goal of the firm,

and that the reward structure will be based on the movemen
t of the firm

toward that goal, there will be a suboptimiz
ation of the goals (Anderson,

p. 17).

Traditional
ly, marketers

have used the neoclassica
l model where the

sole objective is to maximiz
e the dollar amou

nt of the firm's single period

profits (Anderson,
p. 16). This Is a very short—rang

e view and unrealistic

for more complex organizatio
ns with any type of long-range

planning

considering marketing investments.
Most marketing investments

for

future quarters are expensed. The expense would reduce the prof Its in the

current quarter, even though it might increase future quarter prof its. If

firms were truly concerned
only about current quarter prof its, few

marketing Investments
would be made.

Looking at the product life cycle if firms operated on the neoclassical

model, there would not be any investment
In product developmen

t (see

Figure 3). The expenses of the first five stages would have a negative

impact on current quarter's prof its and thus be working against the goal.

Organization
s are looking at a number of longer-run goals and

objectives that are at least multiperiod
(several quarters long). It

appears that the further an organization
moves into the future, the more

important
the concept of product risk becomes. Many firms have

recognized the Importance of a multiperiod
planning horizon but few

United States firms are able to look at true long-range
planning and goals.

g.
.—

l
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Idea concept Product Test Intro- Growth Maturity Decline
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4// \         

Figure 3

EXTENDED PRODUCT LIFE CYCLE
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The tools do not exist within the disciplines.

There are at least four models that involve multiperiod goals.

1. Finance Model - maximization of shareholders

2. Customer Based Model

3. Agency Cost Model

4. Satisficing

The financial model Is based on the maximization of shareholder

wealth. It is often called the market value model (Anderson, p. 17) and Is

Interpreted to mean maximizing the price of a firm's stock. The concept

has been applied In marketing to product portfolio decisions (Cardozo and

Smith). It Involves assessing the net present value of all Investments on a

risk adjusted basis or using the capital asset pricing model (Harrington).

The risk adjustment IS based on the historical covariance of total

Investment return to a standard such as the market. There are two

primary components that Impact what an Investor will pay for a security.

They are risk and return. Marketing schemes have failed to make the

distinction between these two which Is essential to finance (Wensley, p.

173). Risk and volatility can be a function of Individual projects or of the

financial markets. One of the benefits of the financial model Is that It

forces marketing decisions to be evaluated as Investments.

The corresponding disadvantage Is that each project gets quantified

and evaluated on its own Investment, return and, hopefully, risk.

Unfortunately, marketers have not developed the product market concept

that addresses some of the uncertainty In future periods. There Is a

tendency to forget about the combined effects of projects leading to

competitive advantage (Wensley, p. 178). This problem becomes
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particularly acute as the planning horizons stretch out into the future

when the importance of establishing competitive advantage may provide

more stable returns than other projects (Kotler at al, 1985). To quantify

the return for the project is to Ignore the potential of the firm to shape

the product market and thus create greater stability. Conceivably, the

goal of shareholder wealth is best served by a longer-term view which

would focus on understanding the tradeoff between earnings and product

market risk. Implicit In this line of reasoning Is the assumption that

success In reducing product market risk, as demonstrated by some

measure such as presence, will lead to success In the financial markets.

There has been established a link between customer satisfaction and

profits (return) (Pickle, 1973). What Is needed is to establish a link

between customer satisfaction and variability of return.

The customer-based model emphasizes the development and

marketing of products designed to fill customers' needs. It Is, In short,

the marketing concept that has been pushed by many authors (Levitt,

Kotler, Pickle at al.)

Marketing concept: anticipating and satisfying

customer needs and wants at a profit (Kotler

at al, p. 78).

The real question Is how do returns vary with risk? Under the

neoclassical model, profits are focused on immediately. In the market

value model, the focus Is a longer horizon to allow Investments to convert

to quantifiable returns. In the marketing concept the profits may be

expected at a much later date.

. . . "The only we that one business firm can

outmanuever an defeat another Is to create and

sustain competitive advantage (Ibid p. 246)
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The profits obtained through the marketing concept strategy may be

far greater with less risk. Therefore the ultimate value to shareholders

may be greater because of both the higher return and the lower risk.

Another model for goals to be discussed is the agency cost model.

This recognizes the separation of ownership and control between the

shareholders and management. It leads to suboptimization because some

of the resources are Invested in providing monitoring and providing

incentives to management (Anderson, p. 17). This Is a more realistic view

for large firms with professional management. Using the agency cost

model does not preclude focus on market value or the marketing concept.

A final model that impacts goals is Simon's theory of satisfIcing, in

which management recognizes the complexity of calculation and the

imperfections of the data which lead to problems In attempted

maximization (Simon, 1959, p. 255). Firms elect instead to set

themselves up for some minimal standards of achievement which, it is

hoped, will lead to viability. As in the agency model, which Is a derivative

of satisficing, management could use both product market return and risk

measures. It could be that If a firm Is satisficing, the concept of focusing

on product risk would be extremely important. The maintenance of

presence would mean more security and therefore a better chance of

survival.

One of the problems In strategic plans Is that functional areas may

see different goals at the top. For example, marketing could use market

share, return on investment, competitive advantage, profitability, while

finance could use financial market value, prof Itabllity, and so on. What Is

needed to bring the groups together Is a superordinate goal (Kanter, p. 261;

P  
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N
Kotler at a], p. 256), one that all functional areas can agree on and focus

their efforts on. One such goal might be to maximize profits at the lowest

possible risk, including, In particular, product market risk. This would

allow applying the same standard In the resource market and In the

product market. This Is dependent on marketing developing the product

market risk concept and measures of risk.

WWW

There are a number of areas of exploration that are directly related to

the environment and help with the understanding of product market risk.

These Include entrepreneurship, environmental molding and shaping, and

time space occupancy.

W

The entre reneur shifts economic resources out of

an area 0 lower and into an area of higher

productivity and greater yield. (J. B. Say, in

Drucker, 1985, p. 21)

The concept of entrepreneurship has been a part of the Austrian

Economist School for a long time. It has only recently gained popularity in

the more popular press (Drucker, Kanter, Kotler). von Mises, an Austrian,

expressed himself quite clearly on numerous occasions to the effect that

the entrepreneurial Is inseparable from speculation with respect to

uncertain future (von Mises in Kirzner, 1982, p. 139).

The notion that the entrepreneur Is dealing with an uncertain future

is very Important to marketing, in particular, to product market risk.

Marketers should not be building theory on the traditional microeconomic

demand supply equilibrium model since much of marketing Is aimed at
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change.

This does not mean marketers should discard the Important lessons

Ieamed from equilibrium theory. The process of change, Initiated by the

entrepreneur, can be thought of as moving the system towards equilibrium

(1810, p. I I9, Pascour In Kirzner,1982, pp. 217-218), a perfect state of

affairs “. . .In which further changes are unnecessary or even Impossible,"

(Kirzner, 1982 p. I 12). It Is the “. . . grasping of opportunities that have

somehow escaped notice," (1810). Advances are usually Increases In

efficiency in time, money, or space utilization.

Building on the earlier discussion of Ignorance, partial Ignorance,

uncertainty and risk, the entrepreneur Is a moving force, creating or

perceiving structure where none was seen before. The entrepreneur moves

Ideas out of Ignorance and into uncertainty or possibly risk. His rewards

are based on the residual (Knight, p. 278) after all other materail and labor

are paid for at their known prices. Both the laborer and the entrepreneur

are considered labor In the macro economic model.

The entrepreneur Is successful because his creation or perception of

structure has allowed the Introduction of new products and new ways of

making old products (Lipsey, p. 51). Success comes from reorganizing the

factors of production and directing them along new lines (1810). It Is

unquestionable that the entrepreneurs activities effect an enormous

savings to society vastly Increasing the efficiency of economic production

(Knight P278).

One of the Important concepts to understanding change Is the

recognition that It Is better understood over the longer run or multi time

period as the changes often appear more obvious. This is seen In the study
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of entrepreneurship (Kirzner, 1982, p. 113; Kotler, at a], 1975, p. 214). As

Jack High stated, "Entrepreneurship usually implies anticipating the

future" (High, In Kirzner, 1982 p. 164). Anticipating the future involves

understanding uncertainty and therefore Is directly related to product

market risk.

Kirzner goes even further, suggesting that entrepreneurs construct

the future by their own actions (1982, pp. 154- 155). This is not such a

different Idea than the idea advanced by Robinson and Chamberlain where

the future market Is, In a sense, created by achieving monopoly. However,

It does distinctly speak to the future.

Drucker, picking up on Say's original definition, defines the

entrepreneur as one who shifts resources from areas of low productivity

and yield to areas of higher productivity and yield. He adds the all

Important concept of risk. It is the risk of what an entrepreneur Is

attempting to do that severely Impacts how outsiders evaluate what the

entrepreneur Is doing. The risk and value are affected by the time frame

that the evaluation comprehends. Most entrepreneurial efforts of

consequence require a longer run view of planning and return. This Is a

problem in the United States economy where the orientation is to the

quarterly report. Kotler at 31, speak of the success of the Japanese

because of their long run view of return for entrepreneurialism In the

product markets (Kotler, 1985, p. 214). Drucker advises not mixing

managerial units: it Is Important to separate the entrepreneurial objective

of innovation from management charged with running, exploiting, and

optimizing what already exists (Drucker, 1985 p. 174).

In summary, Kotler states that entrepreneurship requires future
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strategy making in the "context of Information and Intelligence gathering

analysis and use" (Kotler, 1985, p. 213). Entrepreneurship attempts to

understand or quantify uncertainty. It deals in product market risk. The

entrepreneur deals In risk as change is introduced. The concept of product

market risk can be enriched by further study of entrepreneurship.

Emdmnmentalfloldimfibaping

Environmental molding and shaping Is another area that may

contribute to the advancement of product market risk. One view of the

environment In which marketers operate Is essentially reactive. This Is

the view that companies should be market driven by the customers--their

wants and needs (Drucker, 1985 p. 252). This view is particularly relevant

to the short—term view of marketing and strategic planning. Selection of

segments based on demography, geography, income brackets, and other

current or historical data would be an illustration (Anderson, p. 186) of

responding to the existing product market environment. Many of the

models currently used, such as those based on the share and growth

(Boston Consulting Group, PLC), current shopping behavior (classification

of good), current markets (Product Market Matrix), and so forth are

reactive to the environment.

A wholly different vIew Is the idea that the market can be shaped or

molded for the future by the market participants as expressed by Wensley:

. .the explicit recognition [Is] that today‘s strategy

is tomorrow's history and therefore, the strate Ic

decisions of today are shaping the stren ths an

weaknesses of tomorrow. (Wensley, p. 1 l)

The Intentional use of today's strategy to change tomorrow's market

environment and thus enhance the position of the firm in the future should

———-*‘
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be a part of long term strategic planning. Firms may help customers to

appreciate the particular benefits that their products have and thus

differentiate the products and the way they are sold.

Product differentiation is an attempt to discover, as

well as to modify, consumer preferences; and this Is

a two way rocess because consumers often need to

discover w at the relevant part of their own

preference function Is. (Loasby, p. 185)

Drucker talks about shaping the product market environment under the

topic of Innovation. He suggests that demand can be changed by altering

the value and satisfaction that consumers receive (Drucker, p. 33).

Shaping the product market may well reduce risk; the goal may be

presence.

The concept of investing In molding the future environment In which a

firm will compete Is directly related to achieving greater stability on the

product market and is a long term strategy. When the Japanese accepted

voluntary Import quotas, It allowed them to create artificial shortages In

their economy class cars and thus provided the opportunity of Increasing

price and profits while upgrading the Image of the car In the United States

market.

Presence, as has been noted, Is a condition of low product market risk

In current markets that can be carried over Into markets of the future.

Efforts at molding or shaping the competitive environment In the product

marketplace are certainly an essential part of any long term strategy to

develop presence. Environmental molding Is the planned use of marketing

Investments to disrupt the product market place to effect a positive long

term change In favor of the firm's products by consumers.



v
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Tim P rs tiv

Time, space, and culture permeate both the product market and the

financial side of understanding what firms are attempting In their quest

for competitive advantage.

In the product markets, the occupation of time and space can lead to

competitive advantage and presence. Economists (Pred) have recognized

that customers have time constraints as well as a wealth constraint.

Thus, a brand can reduce product market risk by providing better benefit

values or by creating barriers to entry by occupying time or space.

Occupation or savings of time and space can provide a firm with the

opportunity for presence.

The opportunity cost of time is important to the use of time in

gaining competitive advantage. Time is used in at least the three

following ways for each purchase: (1) time In acquisition, (2) time in

consumption, and (3) time in disposal.

The entrepreneur who recognizes the opportunity for change in any

area of time may be able to create a positive disruption and therefore

create stability for their products. Some examples include: In

acquisition, McDonalds; in consumption, Lean Cuisine; in disposal, Pampers.

This point Is emphasized by Scharry, who refers to consumption as

the production of satisfaction whose Inputs are time and money (Scharry,).

There are a number of ways In which time and space can be used to create

low product market risk, presence. They form important elements In the

customer perceptions of standards.
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CODQJIISJQEI

Marketing has developed many models and measures to help with

strategic planning but It has not addressed product market risk In the

literature In the conceptual way that finance has explored risk.

Uncertainty Is Implicit In most of what Is done In the product markets. If

quantified Into risk measures It could help relate all strategic planning In

both the resource and financial markets. The Issue of product market risk

and the financial market 13 covered In the chapter three. The marketing

literature offers little In the way of product market risk discussion to

address the questions posed In chapter one.

Of the four questions posed at the end of chapter one, two of them

(questions two and three) have been addressed In the marketing literature.

I. What Is the relationship between stockholders

objectives and firms objectives?

3. What are the needs for a marketing based product

market risk measure?

The remaining two questions (two and three) will be adressed In

chapter three.

2. What Is the relationship of product market risk

to the financial markets?

4. Can evaluation be explained solely by traditional

measures?





CHAPTER THREE

REVIEW OF FINANCE LITERATURE

The assumption was made that those Interested In Investing

resources should be Interested In the potential risk and future returns

from the product market. The research questions In chapter one are

directed at the validity of this assumption and the determination of

methods and extent of consideration of product market risk factors In the

financial evaluation process.

As background, for the development of this exploratory work,

several related areas In finance have been reviewed, namely: efficient

market theory, macromarket Importance, valuation methods, and analysts'

roles.

W

The efficient market according to Fame Is, "A market In which prices

fully reflect available Information..."(Fama, 1970, p. 383). Thus, any

Information about a firm should Immediately be reflected In the f Irm’s

price on the equity markets (Stiglitz, Rosenberg, Treynor, I 976). Market

efficiency Is Important to the questions of need for product market risk

Information.

What works well In the Inefficient model does not necessarily work

well In the efficient market; for example, basic analysis tends to produce

consensus reasoning about the qualities and value of the firm (Rosenberg,
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p. 43). This Is not to suggest that some fundamental analysis of the firm

Is not Important but that the investor or the analyst who wishes to out-

perform the market needs to do more extensive research. The analysts

who base their research on the published statements can only end up with

the consensus position unless unpublished information or assumption has

been used. This may be all that Is possible If the market is truly efficient.

Treynor (1976, p.50) suggested:

When one talks about market efficiency

it Is Important to distinguish between

ideas whose Im lIcatIons are obvious

and consequent y travel quickly and Ideas

that require ref ection, judgment and

special expertise for their evaluation and

consequently travel slowly. The second Idea

rather than he obvious quickly discounted

insI ht relates to ”long -term business

deve opments--is the only meaningful basis

for the long-term Investor.

The efficiency of the market, therefore, Is closely related to the

efficiency of the analysts In understanding or Interpreting new

Information or rumor. In cases where there Is special information about

developments in the product markets, company spokespersons may have to

attempt to communicate to analysts, In as simple a manner as possible, so

that the market can promptly adjust the price (value) to fully reflect the

Information.

If the strong form of the efficient market theory is accepted, "then a

security's price will be a good estimate of its value," (Sharpe, 1981, p.

72). The market price of a security should always reflect fully all

knowledge about the security and the company. In the semi-strong form

all publicly available Information Is reflected in the price, therefore

fundamental analysis based on published statements would not generate
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any advantage. The weak form of the efficient market theory allows for

some variation in use of information. In this form, a large number of

educated Investors exploit similar Information In valuing securities

(Rosenberg, 1982, p. 48), but do not always reach the same conclusions.

The variant opinions published by reputable analysts would Indicate this

form best describes the financial market.

The efficient market theory Is Important to understanding the way

that analysts use Information and the extent to which they trust the

financial market to be an efficient reflector of Information. Investors and

analysts have Ieamed that the inefficient market requires research.

Methods not needed In the efficient market (Rosenberg, 1982, p. 43).

Analysts should, therefore, be concerned with the inefficiencies and the

lack of ready availability of either risk or return Information from

particular projects In the product markets (Brealey, p. 166).

Hammad:

Macro models are Important In financial analysis because of the

dominance that macroeconomic expectations could have on expected levels

of return for any given level of risk. This Is particularly true for

organizations using the top down approach: forecasts are made first for

the economy, next for the Industry, and finally for the firm.

The use of macroeconomic data Is obviously Important in trying to

make estimates for valuation In any top down approach. Despite the

Importance of Its use there has been limited success In developing

predictive macro economic models and linking them to expected results

for Individual firms (Rosenberg, 1982, p. 47; Eckel, 1982, p. 68). This may
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be because there are pieces of Information not currently Involved In the

models. Information, such as product market risk or a measure of

presence of the firm In the product markets in which it competes, might

help make the model more accurate.

W

The valuation techniques discussed here are essential to

understanding the market research process and In determining to what

extent this system considers product market risk, or some measure such

as presence that Indicates risk, in its valuation system. The test for its

existence was conducted among financial analysts.

The view of Investment research as appraisal (Rosenberg, 1982, p.

43), is the heart of what makes the financial markets work. Analysts are

always looking for some Inefficiency In the financial markets, some new

piece of Information not previously considered, that will give a firm basis

to a non-consensus position.

Most frequently used valuation models are:

1. Capital Asset Pricing Model (CAPM)

2. Cash Flow Models

Div1dend Growth

Earnin 3 Growth

Presen Value of Discounted Flow

3. Securlt Price Based Models

Pr cc to Earnin s

Price Earnings elative

Price to Sales

4. Book Value
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W

The capital asset pricing model, CAPM (Sharpe, 1970), Is based on the

concept of beta, a relative volatility measure. It assumes that capital

markets are Influenced by risk-averse investors and therefore security

returns must Incorporate a risk premium (Goodman and Peavy, 1983, p. 61).

It Is this risk aversion and compensating risk premium that are the focus

of attention. If a measure in the product markets carries some indication

of changing risk, reduced or Increased, to the securities market then, the

change In risk should be promptly reflected In the financial market

valuation.

Beta volatility refers not to earnings alone but rather to how the

total security return covaries with the market of securities. Beta Is a

function of changes in price and dividends of the stock, and price and

dividends of the market over time. Most betas are historic, being based

on a five or ten year period. There Is no future component in this security

pricing methodology. The historic nature of beta implies certain

limitations.

1. Historical Focus

Beta Is a historical measure and therefore has no

component of expectation except continued covariance

with the market.

2. Beta and Potential Benefits

Beta Is not designed to reflect the potential benefits of

product market moldln and shaping which may not be

recognized by fInancia analysts until somes results are

seen.

3. Beta and Risk

Beta Is an Indicator of corporate risk -- or business and

f:ngncial risk rather than a direct link to product market

r s .

While beta Is a good and useful tool it does not answer any of the
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questions about how product market risk or Investment Is perceived in the

financial markets. Its historical orientation limits Its use as a future

predictor If changes in the product market environment are occuring.

There are attempts to make beta a better Indicator of the future.

Some firms use an adjusted beta formula which pushes high betas down

and low betas up, moving all betas toward an average market return In the

future (Brealey, p. 172). Rosenberg has questioned the use of historical

data and shows that It Is possible to develop a method that allows betas

to vary over time (Rosenberg, 1973, p. 331). The problem of the future

being unknown remains, and betas can only act as an Imperfect guide

(Brealey, 1984, p. 167).

Presence may not be reflected In higher reported earnings and

recognized Increased stability (lower risk) for several years. These

elements will then be reflected In beta. Since presence as an Indicator of

low product market risk Is a future based measure and beta Is historically

based, It Is possible for the risk to be Increasing by the time beta has

recognized the earlier strength.

The product markets are future oriented. The Information content of

risk in the product market place may be an Important complement to

sophisticated earnings and market based measures such as beta.

Beta Is measuring two kinds of risk: business risk and financial risk.

Business risk Is a function of the firms operations.

Business risk f(firm operations)

This would Include but not be limited to the following:

1. Market Share Position in the Product Markets

2. Management Policies
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Economic Conditions

Labor Relations

Product Liability

Control of Cost

Research and Development

S
D
N
Q
‘
S
J
‘
P
S
N

Relationship with Channel Members

a. Suppliers

b. Distributors

9. Current Customers Demand

10. Quality Control

Note that these items are important In the neoclassical approach to

maximizing period profits with the exception of the one marketing

Investment: research and development. In sum, business risks are those

things that contribute to variations In earnings before Interest and taxes

(EBIT). Business risk Is sometimes called operating risk (Haly and Schall,

I979).

The concept of business risk assumes a more managerial orientation

In pursuing business In a stable environment. Basically It assumes

continued operations of the product markets In the same fashion. It does

not conceptually encompass the reshaping of the product market by

Introduction of new product space, (Sony Walkman, swimmer watches,

handheld calculators), or an environmental change (microwave, energy

cost, deregulation), a new substitute, (hair mousse, aspartame, health

maintenance organizations), and social change, (reduced alcohol

consumption, health conciousness, two-income families). While these

risks are large, they are not those that are Inherent in the firm’s

operations, but rather In the product markets.
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Financial risk, In contrast to business risk, refers to the firm's

ability to meet its financial obligations. These Include but are not limited

to such Items as:

1. Interest on borrowed funds

Current obligations from operations

Current portions of long term debt

Preferred dividends

9
1
:
5
9
:
1
5
)

Historic level of common dividends

(some companies have a no dividend policy)

Financial risk Is essentially a balance sheet phenomenon. It does not

Incorporate any current product market Information except sales. The

product market Is only reflected In how sales have Impacted the Income

statements, and therefore the balance sheet. The balance sheet can

certainly be affected by other things through wise use of financial

knowledge. Decisions to use different financing methods may be Impacted

by the financial community's Impression of what will happen In the

product markets. For example, If success In the product market seems

Imminent, then sophisticated Investors may be willing to pay more for

stock (Simmonds, p. l l, or buy more stock, allowing the company to use new

equity Instead of debt financing.

Business risk and financial risk both are part of the total risk that

beta Is measuring. Neither of the components Is directly product market

oriented. Inherent In using beta Is the problem of the lack of specificity

addressing the product market risk. The CAPM using beta was not

constructed to reflect major future changes in product markets as would

be indicated by a low product market risk or presence. This Is because of
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the lack of an available measure for direct Input from the product markets.

The CAPM Is a credible tool In finance and was a significant advance

as It recognized financial market risk along with business risk. What Is

ultimately needed is a measure of product market risk that could be used

along with CAPM by the financial community for better evaluation relative

to risk and return.

W185

The cash flow models are much used In practice because of their

relative simplicity and flexibility. The most popular cash flow model Is

the discounted cash flow. Usually the estimated cash flows are

discounted for a period of five years. In this model the estimate of return

Is handled In the cash flow and the estimate of risk is handled In the rate

of Interest used to calculate the discount. The rate of interest Is

frequently chosen by the current cost of capital for the firm as opposed to

the riskiness of the project. Thus, there is no direct input for product

market risk.

W

The dividend payout model Is based on the assumption that managers

will continue to pay out dividends at some rate of growth (LIntner, I956).

Implicit is the assumption that management can maintain Its current

relative growth rate (and rate of market Investment), and that the product

markets will continue a stable growth path. The price of stock Is a

function of dividends and dividend growth rates:

P I (Dth)
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The dividend model Is based on a stable market assumption and a

managerial focus. It Is not responsive to environmental modeling and

shaping or of Incorporating the results of marketing Investment leading to

reduced risk In the product market.

The basic formula with no growth:

price:M—

Capltalization Rate

or

Ks

Constant growth rate:

p0 3Q]-

KS-g

Period of super normal growth:

'1 do(l+gs)t (dn+l) (1)

P0 =2 I *—---

t" (1+Ks)t (KS-gm (1+KS)"

  

Here period “N" Is the period of super normal growth, 9.5 is the

supernormal growth rate, and the normal growth rate Is ”gn“ (Weston and

Brigham p. 648,1978). This reflects a company In the growth portion of

the product life cycle leveling to a normal growth rate In a later period.

Dividend growth models and earnings models are usually based on pure

extrapolation of earnings and dividends. These historical approaches are

not responsive to changes In the product markets until such changes have

been reflected In sales and sales have passed through to earnings and

earnings to dividends.
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W

The earnings growth model Is very similar to the dividend payout

model except all of the calculations are based on reported earnings. Like

the dividend growth model It is not reflective of changes in the product

market until they impact sales and income statements. Marketing

Investment would reduce earnings (expensed). Long term market

Investments could have a particularly negative effect because the

improvement of sales might not show up In earnings for several periods

and thus could focus attention on lower earnings Instead of the Increased

Investment.

W

This method requires a projection of the present value of future cash

f lows (usually an extrapolation of present sales) and is cash flow oriented

(depreciation is added back) instead of earnings oriented. While the future

projections help remove the problem of the historical basis, it depends

critically on the forecast of cash flows and on the discount rate applied

(Rosenberg, p. 43 ). in reality, since cash flow estimates are rarely based

on customer information they are either estimates or an extrapolation of

historical information. It Is believed that a customer based measure

would give a more Informed judgment. While the historical method is

useful It does not recognize product market risk, or how much uncertainty

has been or can be removed by strategic marketing Investment.

Treynor 0972, p. 43) has issued another challenge to the earnings

based models:

Current methods of security valuation depend on

treating earnings as If they were economic rents.
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Far from being rents, however, accounting earnings

are more like estimates of chan e in the value of

the firm over the accounting per od--If Indeed

they have any economic meaning at all. If this Is the

meaning of accounting earnin s, however,then their

use in estimating the value 0 the firm is circular; the

analyst will have to face the fact that he

actually lacks any defensible basis for valuation

methods based on earnings and start lookin for

methods with a plausible basis. (Treynor, l 72, p. 43)

W5

These models are all ratios based on the price of stock. Since the

financial market is future oriented, the price of the stock Is the financial

market consensus view of future value at any one time. The consensus is

continually moving and, therefore, so Is the price of the stock. These are

the most future oriented measures available because It Is the consensus of

people who are always looking to future investment horizons.

The P/E ratio presumably represents investors'

collective opinion re arding a fIrm‘s future

bags ectesoand Its ris iness. (Goodman and Peavey,

. D.

The price earnings ratio (D/E) can change because of: (l) change in

price (applicable discount rate), and (2) change In earnings.

Changes in earnings that are not perceived as permanent only change

earnings; a temporary Increase In earnings would only lower the ME ratio.

if an earnings change Is perceived as permanent then the price of the

security will change. If the earnings change is transitory there should be

no change in price (Sharpe , l98 l , p. 397). Potential for permanent changes

in earnings may be recognized before they show up In reported statements

and thus change P/E ratios.

P/E is ultimately related to earnings. The "E“ is related to reported
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earnings (that have been earned). The P Is related to projected earnings

based on a consensus of related risk. Thus, if financial investors perceive

a value In market investment that has not been recognized in the historical

statements of the company, it will be reflected in the P/E with a higher

price. Conversely, If investors see changes in the market environment that

may have a negative impact on earnings, it will be reflected In the P/E

with a lower price. There is the Implication that the P/E ratio can be used

as a partial predictor of future earnings (Malkiel and Cragg, p. 6i 6).

Stocks with a low asset base and a high P/E reflect Investors' anticipation

of steadily Increasing profit levels in the future.

A strategy developed from the WC ratio that has received some

credibility In the academic and applied communities is the low P/E

investment strategy. The argument is that a higher than market rate of

return can be generated (Goodman and Peavey, l983, p. 61 ). The reasoning

is that downward momentum (an inefficiency) has depressed the prices of

those out-of-favor stocks lower than they should be.

A second price level based ratio Is the PER or price earnings relative.

The PER is expressed as follows:

ER=PE1/PEI

Where:

(I PE1=the price-earnings ratio for security i

an ,

PE|=the mean price-earnings ratio for the

related industry group...

The PER is an index of the ME ratio of a stock

relative to that of its Industry. A PER of i.0

Indicates that the stocks P/E is typical of Its

Industry average.(Goodman and Peavey, i983, p. 6 l)

The third price based ratio is price to sales. it is per share price

relative to per share sales instead of per share earnings (Fischer, l984, p.

37). Stated another way, it is the total market value of the company

|
F
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divided by the last twelve months corporate sales. Sales are much more

directly related to the product market than are earnings but they retain

the disadvantage of being historically oriented.

Booklalue

The fourth type of valuation model to be considered Is the book value

method. This method of valuation (net assets minus liabilities) is

calculated by using balance sheet figures (Harrington and Wilson, p. l 25).

There Is, naturally, a heavy dependence on physical assets at their

depreciated value. The book value method is even further removed from

the product markets then the earnings method, as accounting practices

may be manipulated to affect book value.

Book value Ignores intangible assets such as, competitive advantage

(Coyne), technology, market position, copyrights, trademarks, patents,

franchise licenses, and contracts. it Ignores the appreciation of real

property. It ignores all risk.

The book value method provides no direct product market evaluation

and is completely historical. it only reflects behavioral events, the value

at the time of entry on the corporation's books. Therefore, it does not

incorporate product market risk.

in summary, three of the basic types of valuation, CAPM, cash flow

models, and book value, are all behavioral based and therefore do not

reflect current product market investment, risk, or the development of

presence in the market place. More future oriented measures are needed

for publicly traded firms to complement the historically-based and the

priced-based measures. The P/E ratio is the most current measure
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available. it communicates how strongly investors feel about the future

of the particular security. The MS is best used in comparison to the

Industry (PER), or the market. The relative size of the P/E may indicate to

what extent investors feel that there Is a marketing investment process

going on (lowering current earnings but raising future expectations due to

lower risk or higher return expectations) and whether it Is likely to lead

to achieving the marketing objectives.

WW

Success In the financial markets is related to success In the product

markets. The cost of capital for a firm is derived from the accounting

earnings and the risk of the return. One of the problems is that this

generally does not take product market risk Into account. Presence Is

thought to be derived from successful market Investments that have led to

positive disruptions in the product market and a high level of acceptance

of brands In current markets that will carry over to brand positions in

markets of the future. Thus, presence indicates a low product market risk.

The capital for a firm may come from a number of different sources:

debt and equity and an assortment of equity/debt combinations. All of

these contribute to the cost of capital. However, for this discussion cost

of capital will be confined to the cost of equity capital, common stock.

A simplified view of the equity markets shows that prices are

affected by:

l. Earnings Stream

2. Assumed Liquidating Dividend

3. Volatility--risk of earnings stream
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4. How the security return covaries with the market

Managers need to reflect on the two major ways In which marketing

investment decisions Impact earnings volatility and therefore cost of

capital.

i. At the time of the marketing investment(s)

there are reduced earnings

(marketing investments are expensed: Fruhan, I 979,

p.55). Th 3 ne ativel Impacts earnings in

the current per od an may also negatively impact

volatility, both short term factors.

2. if marketing Investments are successful

then the earnings and stability of those earnings

should increase. This necessitates a longer range inter

relation of market investment planning and financial

requirement projections to assure tha timing allows for

the maturation of marketin investments and resulting

earnings Increase coinciden with new capital requirements.

Under current evaluation systems this should result In the

lowest cost of capital.

The marketing investment decision then has to be considered in light

of Its potential return because of Impact In the product markets, and also

its impact on earnings, volatility, and ultimately the cost of capital or the

value of the firm (Simmonds, p. i ). The focus on financial statements and

current earnings serves to Ignore the impact of any market investment in

the product markets. A firm with low product market risk should be in a

stable income producing product market position and have the potential for

for growth. Therefore, because of the higher potential earnings and

greater stability, short term and long term, the firm's cost of capital

should be lower than that for a firm In a riskier product market

environment.

A structured market investment program leading to decreased risk

and increased sales should not only increase operating earnings but also

lower the cost of capital and thus further increase reported earnings.
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Marketing management can help keep their own opportunities greater if

their directional choices are considered in light of their ultimate impact

on the cost of capital. This requires a holistic view of the relationship

between the product and capital markets and an appreciation for the

timing In these markets. In addition it should be recognized that, in

general, Individual investors are also customers and are Influenced in

their investment of funds in the resource markets by their perceptions of

product market risk as impacted by current market investment strategies.

While it seems apparent that many investors and financial analysts

are considering product market risk implicitly in their valuation of

securities, marketers should pursue a more direct understanding of the

effects of present and future risks in their product market areas.

Management needs tools, models, and methodology for including these

concepts in their working information.

Marketing is the interface with the product markets. Finance Is the

interface in the financial or capital portion of the resource markets.

Unfortunately in the United States neither finance nor marketing have a

way of evaluating long term product market investments. This tends to

focus the attention of management on more short term strategies In the

product markets.

Management needs to be able to draw the links directly between long

term market Investments to reduce product market risk and the impact of

reduced cost of capital because of earnings and stability. The explanation

of these relationships is important to the further development of the

concept of presence. it was conceived of as a risk performance measure

and therefore should be directly related to the cost of capital.
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We

The cost of capital Is directly related to the consensus of the market

as indicated by price for any given level of perceived risk. The consensus

of the market is often influenced by the analysts who are Influencing the

major portfolio managers at large Institutions. According to Hagaman and

Jensen, analysts review large amounts of information but:

...only five basic factors enter into his reckoning of

investment value:

the amount of common equity currently

employed;

the ra e of return required to compensate

for risk;

the rate of return earned on capital employed;

the amount of additional capital to be employed

in the future;

the investment horizon-~the eriod during

which returns on capital emp oyed will

exceed the required rate of return...(Hagaman

and Jenson, p. 63).

Given the efficiencies of the financial market it has been assumed

9
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that quantitative information will be promptly translated into a financial

market price, appropriate for the risk level. Qualitative information may

provide more opportunity for the analysts. If analysts can gain Insight and

reduce or increase their assessment of risk then the price can be

recalculated for the new risk level. it is essential, for this to have any

effect, that an analyst emphasize methodology, skills, or Insights not

possessed by others (Rosenberg, I982, p. 49.). Thus, there is a need for

something between the subjectivity and market psychology of the

individual analysts and the more structured formula approach which tends

to work from available quantitative data (Treynor and Black, I973, p. 66).
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There are many areas of finance Impacted by product market risk.

Looking at the model of a market directed economy (see Figure 2,

McCarthy, I984, p. I7), the separation of firms' (producers) product

markets, customers, and resource markets is clear. In this model

resources are being traded for other resources or services. Financial

theory focuses on risk and return in one portion of the resource market,

the flow of funds. product market risk focuses on the risk of the firm in

the product market.

Financial theory considers two risk areas: financial risk and business

risk. Financial risk deals with the risk to the capital providers In the

form of debt and equity. Business risk deals with most other risks, trying

to recognize some risks from other parts of the macroeconomic model

such as:

Product market

Market share

Consumer demand

Customers

Labor relations

Government

Economic conditions

Regulation

It is time that theory advanced to the point of recognizing and

developing measures for other major components of risk in the macro

model. The product market, as the source of the earnings stream,

represents an Important area of risk and deserves the attention of the

financial and marketing disciplines. A measure of presence is conceived

of as an Indicator of low risk In the product market relating the customers

to the strategic business units of the firm. The development of an
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understanding of product market risk and presence, could enable the

product markets to become more efficient much as the research on risk in

finance has Improved the efficiency of the financial markets. The

financial markets have developed many hedges against risk which

increases its efficiency. To move in this direction a measure of the

degree of product market risk would be necessary. A better understanding

of the role of product market risk is the first step toward a more

complete understanding.



CHAPTER FOUR

METHODOLOGY

mm

The need for a product market risk measure in the disciplines of

marketing and finance has been discussed. Before a measure can be

devel0ped, it is necessary to develop the constructs and theories that can

lead to measurement development. These need to be consistent with

existent theory In both disciplines and pragmatically they should be

consistent with present behavior. Ideally theoretical constructs should be

based on observable constructs which are isomorphic with theory. This

study focuses on observing current behavior: what do analysts do, and

attempts to relate the findings to presence and product market risk in

both marketing and financial theory.

MW

As was mentioned above In chapter one the research process Is one of

induction. The literature reviews In marketing and finance serve as an

extensive situation analysis which guided the researcher in observation.

In particular. what, who, how, and when to ask in order to maximize the

efficiency of observation.
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The Inductive process Is viewed in a similar way by several authors,

Hunt (pp. I8- i 9) shows a diagram that begins with observation, moves to

recording data, then classification, and finally the induction of

generalizations. McGarry (p. 84) notes that the scientific method in

marketing invovles the following four steps: (I) selection of facts, (2)

registration of the facts, (3) rearrangement of the facts to bring order out

of chaos, and (4) finding a formula or conclusion. Dubin discusses

description or reporting: (I) asking questions as opposed to testing

hypothesis, (2) empirical research, and (3) drawing inference from

outcome.

The process used in this research Is: (I) observation, described in

chapter four, (2) processing of facts as seen in chapter five, (3)

development of a classification scheme as seen in chapter six, (4)

development of generalizations and applications for product market risk

and presence as can be seen in chapter seven, and (S) suggestions f0 future

research In the area of product market risk, presence, and the model as

seen in the future directions section of chapter seven.

It is important to remember that the research questions are not part

of a logic of deduction but represent areas for observation in the process

of Induction.

Rationale

The research questions were explored using data collected from

individual interviews of financial analysts and money managers in

Chicago, Detroit, Kalamazoo, New York City, and Stamford. The rationale

for using this particular population and method to collect data, along with

a description of the procedure used, are presented In the following
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dlSCUSSlOfl.

Development of a new concept requires exploration. The aim of this

research is to understand better a phenomenon and the theory surrounding

it. At Its early stage of development, more understanding and Insight into

the complex and subtle aspects of the relationship of product markets and

financial markets and the Importance of product market risk In them can

be gained from a qualitative study. This decision was made based on the

lack of specific terminology in either marketing or finance that dealt with

product market risk. It would be expected that among practitioners

product market risk would be found before presence. In addition to

looking at the research questions it was necessary to become familiar

with the terminology used In application to see if there were terms

already covering product market risk.

The research was conceived as aiming at what Bonoma called drift.

...learning the locale and jargon of the phenomena

as it occurs ‘In the f Ield‘...a soaking stage in

which contexts are observed to get a better

perspective on modification necessary to the basic

research question. (Bonoma, i985, pp. 204-205)

it Is Important to gain more understanding of the context and how the

phenomenon appears In the field.

The decision to focus on financial analysts was based on the

literature, which Indicated that the finance discipline has much more

developed risk and return measures. Therefore, it was supposed that If

any professional group would use In practice a product market risk

measure or concept it would be the financial analysts.

This was further supported by the practitioners‘ claim to be investing

for the future. Whether this Is conceived as short or long term they must
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be looking beyond the behavorial measures in the product markets. They

may be subjectively looking at the future and considering such elements

as: (I) macro environment, (2) industry, (3) management strength, (4)

technology, and (5) product market risk.

These do not provide concise quantifiable data like the more

traditional measures or explanation like the traditional models, but may

provide more insight into the future.

In trying to get answers to the research questions from financial

analysts a number of different approaches were considered. All

consideration had to be made within the known constraints:

1. Limited access to analysts

2. Bus schedules of analysts and

dif iculty in planning ahead

3. Location of ananlysts in major

money centers

4. Hesitancy of analysts to share

candidly with other analysts what

they are doing

5. The lack of standardized terminology

to cover the topics In the research questions

6. Expenses of the research project

Some of the possible ways of getting information from the analysts

that were considered included surveys, focus groups and interviews.

Surveys were excluded because of the unknown semantics of product

market risk In the practitioners‘ world, and because it was presumed that

there would be a very low response rate. Focus groups were excluded

because several of the firms contacted were not interested in sharing

information with other firms, and because of the difficulty and expense of

gathering people in New York or Chicago. Additionally, there was a sense
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that analysts would be inclined to gravitate to the center In a focus group

as opposed to saying how they were really processing Information.

interviews were selected as the medium for data collection because they

would provide the analyst with maximum flexibility and privacy, therefore

eliciting the most valid and reliable Information. Each analyst was

contacted through a superior such as the head of research in the firm who

approved and, in every case, encouraged their participation In the study.

Sample

The sample Is a convenience sample composed of analysts and

portfolio managers from banks and brokerage firms. The sample was

selected on the basis of personal contacts, location, industry and type of

institution.

The sample was convenient because of the difficulty of contacting

and getting Interview time with some of Wall Street‘s primary analysts.

These people are extremely busy and their time Is valuable; an hour for an

In-depth interview was asking more than was originally conceived. The

sample was developed through a growing network of contacts, starting

from three very different original sources. Several of the Interviewees

were interested enough in the study to specifically suggest additional

subjects to be interviewed. This proved extremely helpful In getting to

some of the top source people. Every effort was made after the pretest to

obtain as many interviews as possible in the money center banks and

brokerage houses as It appeared obvious that the regional banks and

brokerage houses were obtaining all their information from these sources

and processing it In different ways. Since the key to the success of any

model or forecasting technique is the quality of the Information, an effort
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was made to get as close to the primary sources as possible.

The specific industry that analysts were following was considered to

be very important. The study focused on three very different Industries to

attempt to provide Inter-and Intra-Industry comparisons of how analysts

obtained and processed Information In the evaluation effort. These three

Industries were newspapers, ethical drugs, and computers. They were

selected for difference in industries within the areas where access to

analysts could be attained.

Even though the sample is small, every effort was made at this early

stage to obtain a representative research base that would help develop an

understanding of product market risk and the concept of presence. In

summary, the sample was chosen for its location in money centers,

particularly New York and Chicago, its industry representation, and for

balance between banks and brokerage houses. Figure 4 shows the complete

sample and their coded indentification, the location of the office of the

interviewee, self classification of the Industries that the Interviewee

followed and the type of firm that employed the interviewee. it Is worth

noting that analysts were frequently recommended as following an

industry, but then self classified themselves as generalist.

WW

interviews were selected because It was felt that they would offer

the best opportunity to assess the use of product market information In

the evaluation of securities. The exploratory nature of the work required

that differing ways be sought out and examined to develop an improved

conceptualization. As mentioned above, It was felt that surveys and even

focus groups would pull the participants toward a mean, or center. Instead
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1.932119!) mm W

Chicago General Mergers &

Acquisitions

Detroit General Brokerage

Kalamazoo General Bank

Kalamazoo General Bank

Detroit General Bank

Chicago General Bank

New York Newspapers Brokerage

New York Computer Bank

New York Drugs Bank

New York Newspapers Bank

New York Computer Bank

New York Newspapers Bank

Detroit General Bank

Detroit General Bank

New York Drugs Brokerage

Stamford Computer Brokerage

Chicago General Bank

Chicago Drugs Brokerage

New York Computer Brokerage

Chicago Manufacturing Bank

Figure 4

SAMPLE LIST
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of encouraging the development of new ideas and understanding the terms,

groups or surveys would encourage participants to move away from their

own thinking towards that proposed on the survey or In the focus group. At

this stage the focus of attention was on looking for more Ideas and

insights.

To further enhance the individualness, each interview was conducted

in the participant's own office or nearby facility at their organization.

Participants had no specific knowledge in advance other than a letter

confirming the appointment (see Figure 5) and a two-page synopsis of the

study (see Figure 6). The specific questions were new to the Interviewees

at the time they were Interviewed. This provided the study with the

freshest possible insights at the time of the interview and as much of a

"real world" context as was possible.

Interviews were also chosen because it was one way to assure the

attention of these busy executives on the subject matter. In almost every

case, the person making the appointment clearly set aside a block of time

for uninterrupted work with the interviewer. This facilitated getting as

many answers from each interviewee as possible and allowed the

researcher to explore unclear points and pursue related areas of interest.

It is acknowledged that there are disadvantages to using the

interview method. The researcher's bias, the inconsistency of answers and

the time gaps between interviews have to be recognized. However, it Is

believed that for exploring a multidisciplinary concept with practitioners

in finance, this was the most effective starting point.
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October 9, I985

Mr. John Smith

genéor Vice President and Group Executive

an

PO. Box 844

Bigtown, IL 33333

Dear Mr. Smith:

In confirmation of our phone conversation, I will plan to meet you in your

office on:

Tuesday, October 22, I985 Q I:00 pm.

As we discussed, the Interviews have been running forty-five minutes to

one hour in length.

Enclosed for your information Is a brief introduction to the research. The

interview wi I be conducted from a prepared list of uestions. The

research process would be greatly enhanced if the In erview could be

taped for further analysis.

I appreciate your willingness to participate and I am looking forward to

meeting with you.

Please don't hesitate to call if you have any further questions or concerns.

Cordially,

Paul M. Lane

(616) 383-i347

Enclosure

FIGURE 5

CONFIRMATION LETTER
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minimum

Managers In the United States have been accused of being

shortsighted. The lack of long-term planning and market investment has

been a focal point of the discussions about why the United State is having

a difficult time competing with foreign competition, in particular the

Japanese. The reason for this shortsightedness has been attributed to the

reward systems for management. These tend to be based on accounting

period-oriented measures such as profits and sales, and are, therefore,

historical or current in orientation. They do not convey information about

the future. The combination of the available measures and the tendency of

United States managers to be committed to their career path rather than

to the organization encourages a short-term orientation.

A new concept and additional measures are needed which Indicate the

long-term (three to five years) Impact of today‘s actions. This would be

useful in an investment perspective looking at how the value of market

position has Increased as a result of marketing action. Stated another

way, how the firm‘s situation has improved in the product market, which

would indicate a stronger carryover Into the unknown situation of the

future, Is one of the phenomena that has to 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 consumers, therefore the

carryover phenomenon and the measures associated with it should focus on

the perceptual framework of the consumer. Consumers‘ perceptions

determine the acceptance of brands in current markets and Influence

future acceptance. Before new measures can be developed, a better

Figure 6

SYNOPSIS
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understanding of the phenomenon is needed.

.
1
4
0

The condition which describes how the acceptance of brands in ‘1»

current markets carries over (or can be carried over) to existing and

newofferings in future markets is defined as "presence" In this

dissertation. The concept implies less volatility in the unknown future of

the product markets.

The research will focus on gaining insight into presence by

distinguishing the measurement of presence from other traditional

measures: sales, growth rate, market share, return on investment, and so

forth. Theoretical development can be aided by understanding whether the

measures (or alternate measures) are really indicators of a different

phenomenon.

In addition, the research will explore the effectiveness of presence in

terms of definition. One area would be to consider how presence is related

to competitive ability in the unclear environment of the future. 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, as def Ined, is an indicator of

expectation for the future in the product markets, and therefore Is at the

nexus of the financial and product markets. Presence as a measure of

volatility (risk) in the product market could be contrasted with the

information provided by the more traditional financial measures to help

improve its conceptualization.

Presence is a new concept and the emphasis of this dissertation is to

distinguish It better from the currently used measures and explore its

Potential effectiveness. Presence offers the potential to help In

evaluating the impact of allocation of resources for long-term marketing

Investment.

Figure 6 Cont‘d

¥
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Design .1“

The study is composed of two stages: a pretest and the actual

research. The pretest was conducted using local Michigan and Illinois

money center banks, brokers, and a mergers and acquisitions specialist.

The pretest had several purposes:

I. To refine the interview questions

2. To refine the interview process and train the researcher

3. To perfect the collection of information:

a. taped

b. notes

c. recall and dictation

4. To refine the work of the transcriber

Thus, the pretest served to refine and Improve the collection and

preparation of raw data. The pretest greatly facilitated collection and

retrieval of Information. The researcher, assistants, and transcriber

became familiar with new terms and phrases and therefore were better

prepared for the study.

The study Itself was composed of Interviews conducted across three

Industries: media, drugs and computers, and across seven firms as seen In

Figure 7.

Information was collected by tape recorder and notes for later

transcription and evaluation. The interviewer worked from a prepared list

of topics attempting to focus the discussion on whether factors beyond

the traditional financial information are considered in the valuation

Process.

The pretest served to generate additional items and to purify the

Questions being asked. It consisted of seven interviews across six

Companies, four banks, one brokerage house, and one firm that specializes
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in mergers and acquisitions. The study consisted of ten industry

interviews split equally between banks and brokerage firms.

All the Information for the pretest was collected in September and

the interviews for the main body of research were conducted In October

and early November. Every effort was made to accomplish these In as

short a time as possible in order that analysts and financial managers

would not be undulty influenced by changing environmental factors.

W

The first stage in the interview process was the development of a

list of factors based on the research questions. This list is shown In

Figure 8. These factors were developed out of the literature search that

had been previously conducted. It was important to understand how

financial analysts made valuation decisons and whether they were using

any kind of product risk measure.

To do this several approaches were made to the topic. In arranging

the list of factors a topic heading was chosen and, based on a review of

the literature, some possible subfactors were listed. Factors one, two,

and three provided information for research question four: Can evaluation

be explained solely by traditional measures? Thus in the case of factor

one, financial performance measures, It was felt that some likely

components would be profits and growth rates. A heavy dependence on

earnings related measures was expected because of their availability and

ease of use.

In factor two, methods of valuation, the subfactors were the major

Valuation models commonly discussed in texts in finance. It was expected,

based on the researcher‘s extensive work in finance, that the analysts
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Factors to be discussed with the analysts:

l. Financial Performance Measures

A. Profits

B. Growth rates

2. Methods of Valuation

A. Capital Asset Pricing Model

B. Growth Models

C. Book Valuation

D. Asset Valuation

3. Using Firm and Industry Product Market Performance Measures

A. Market Share

B. Growth Rates

C. Return On Investment

D. Sales

4. Other Factors Affecting Capabilities

A. Technology

8. Environmental

C. Management

D. Product Markets

5. Consumer Information

A. Types

I. Industrial

2. Consumer Markets

8. Classification

i. Purchasers

2. Users

3. Influencers

4. Deciders

C. Types of Shopping Behavior

1. Classification of Goods

2. Low involvement--High involvement

D. Customer Research

I. Awareness

2. Evoked Sets

3. Standard

4. Generic

Figure 8

FACTORS TO BE DISCUSSED WITH ANALYST
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6. Competitive Situation

A. Industry

I. Innovation

2. Barriers to Entry

a. Cost Structure

b. Time and Space Occupancy

3. External Competition

a. New substitutes

7. Future Strength

A. Return

I. Earnings

B. Risk

I. Stability (carryover)

2. Generic

Figure 8 (cont’d.)
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would be very model dependent. In fact there was an expectation of a

heavy use of beta and the capital assest pricing model. This would have

made sense considering the availability of infromation and the

computational facilities necessary to run these models.

The third factor focused on extant performance measures. The

interest was in finding out what analysts used. There was the possibility

that financial analysts have some measure of performance related to

increase or decrease in product market risk. The subfactors listed were

tradtional marketing sales-based performance measures.

The fourth factor was designed to elicit from the interviewees other

elements that might be affecting a f irm‘s capabilities. It focused on the

third research question, the need for a product risk measure. Here it was

hoped that, in addition to some expected measures, product market risk

might appear. Other areas were purposely included in order to promote

discussion to bring out terms and concepts related to the research

questions.

The fifth area, on consumer information, was an attempt to focus on

what kinds of customer information analysts had available that might be

useful in exploring product market risk. It relates research questions two

and three. The effort here was to include as many areas as possible.

Again, It was hoped that the analysts might come forth with how they

were considering the impact of product market risk.

The sixth factor focused on competitive situation. The goal was to

get the analysts thinking about how they evaluated companies in the same

Industry. Again, It was hoped to find something either directly or

indirectly related to product market risk. This was included to provide

insight to research question one on the relationship of shareholder
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objectives, and research question four on the explantion of valuation by

traditional measures.

The final factor was future strength. Since the product risk idea is

based on market investments for the future it was assumed that it had the

best chance of being discussed in an area that dealt with the future and,

specifically, risk. This was expected to provide information to questions

one and two focusing on the relationship between stockholder objectives

and f irm's objectives and the importance of product market risk in the

financial market's valuation of the f irm's prospects.

These seven factors, with the addition of some demographic

Information were combined Into the eighteen questions that eventually

formed the interview Structure and Ouestionaire, Figure 9. As each

interview was conducted there was a real attempt by the researcher to be

sure that every question was answered and that all topic areas were

covered. Without this effort there would have been a natural inclination to

wander to topics of mutual interest and comparison during interviews

would have been impossible.

Wm

The Interview structure and questionaire had three main sections.

The first section, questions one to three, asked general Information about

the analysts Including their function, the kinds and size of funds dealt

with and the kinds of securities followed. In terms of function it was

designed to find out how they would classify themselves In terms of what

they did. The second question, dealing with size of the funds that they

were either responsible for or advising, was felt to be very important In

establishing the experience credibility of the analyst. The third question
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Interview Structure and Questionnaire “V

W

. What is your function?_
.

2. What kinds and size of funds do you deal with?

Pension funds

Individual Trust

Corporate Investments

3. Do you consider yourself an analyst?

hat Industry

What Stocks

What Niche

What Size Firms

4. How do you arrive at a valuation recommendation? (Or determine a

buy sell decision for securities?)

5. What is your horizon for valuation in financial markets?

6. What Is your horizon for holding securities in financial markets?

7. Do Eou use any of the standardized models for valuation, such as:

ividend Growth

Capital Asset Pricing Model

Earnin 3 Growth Rate

Asset aluation (Market to Book, etc.)

8. How do you evaluate a f irm's future strength?

Return

Earnings

Risk

Financial Market Risk (beta, systematic)

Interest Rate Risk

Operating Risk

Cyclical Products

Product Life Cycle

Product Market Development

Stability

Standard

Generic

9. How do you use the industry competitive situation in your analysis?

Internal Industry

Structure

Barriers to Entry

Figure 9

INTERVIEW STRUCTURE AND QUESTIONAIRE
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Cost Structure

Time and Space Occupancy

Distribution Network

External

New Substitutes

I0. Do you use any indicators of product market performance?

I I. How do you use historical firm and industry product market

performance measures in valuation?

Market Share

Growth Rate

ROI

Sales Chng EBIT

Degree of Operating Leverage __

Chng Sales

I2. What do you use as indicators of product market performance:

For the long term (3-5 ears)?

For the short term (0- years)?

I3. Dfo you do any product market customer research? Or, purchase it?

so

What kinds of customer information do you seek for use in

valuation?

Types

Industrial

Consumer

Classification

Purchasers

Users

Inf luencers

Deciders

Shoppin Behavior

Class f ication of goods

Low Involvement -- High Involvement

What do you look for in your product market customer research?

Awareness

Evoked Sets

Standard

Generic

Satisfaction

Substitutes

Competition

l4. How do you use your product market customer research in your

valuation?

Figure 9 (cont‘d.)
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I5. What other factors impact valuation, aside from financial and

product market information?

Technology %

Management %

Environment %

Market Related %

I6. Do your accounting principles (GAAP) hinder management from

taking a long—term view of the firm?

I7. Since marketing costs are ex ensed, are long-term market

investments hindered by our inancial evaluation methods?

I8.How would you rank the top three stock in your industry?

For an Institutional account?

For an individual Investor?

tax consequences

Figure 9 (cont'd.)
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was to confirm that they were active, functioning analysts.

The second section, questions four to fifteen, was developed from the

list of seven factors. The third section was composed of three questions

that became evident during the first couple of Interviews. Question

sixteen dealt with the impact of accounting principles on management and

was suggested by comments made at an early Interview. Question

seventeen was suggested similarly and focused on the problems of

expensing marketing investments. Question eighteen focused on what

stocks analysts were currently recommending. Here the attempt was to

learn not only what stocks the analysts were currently recommending and,

but also, whether there were any difference In the recommendations for

Institutions or for Individuals. The assumption was that if institutions

had different holding periods than individuals then recommendations might

be different. It was thought that Individuals with longer term holding

periods would be recommended stocks with more product market stability

or lower product market risk.

W05

In looking at the questions in the Interview Structure and

Questionaire (Figure 9), there are a number of results that were expected

in relation to the four research questions. This will be structured around

the four research questions.

I. What is the relationship between stockholder objectives and

firms‘ objectives?

Interview questions five and six, on the horizon for valuation and

holding, were expected to provide Insight into the relationship and into the

Idea that there might not be one set of stockholder objectives. It was
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thought that there would be substantial differences between individual

financial analysts and Investors on the horizon for valuation, with

Individuals using longer term horizons and pension funds using shorter

term horizons. Holding periods were also expected to vary but it was

assumed that most Investments would be made for a minimum of a year. It

was hoped that there would be developed some understanding of what Is

meant by the goal of maximization of shareholder wealth and how that

relates to firm‘s objectives . In the literature there Is a tendency to talk

about the maximization of shareholder wealth over the long term. Question

eight, on the valuation of a firm‘s future strength, was also expected to

help in understanding how shareholders might relate to the firm.

Investors are obviously buying for the future; how do financial analysts

representing investors make their valuation for the future? It was

anticipated that there would be a relatively detailed look at the future,

Including elements of product market risk. Question sixteen, regarding the

influence of Generally Accepted Accounting Principles (GAAP), was

expected to make clear whether or not the shareholders were looking

beyond published reports. It was thought that GAAP might prove a real

hurdle for investors because of the necesity to reinterpet information.

Analysts were provided a number of opportunities to comment on the

objectives of stockholders and how they might relate to management‘s

objectives.

2. What is the relationship of product market risk to the

financial markets?

This was addressed in questions five and six, looking at the valuation

and holding horizon with the expectation that the further into the future

the horizon went, the more likely that Investors would look at product
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market risk. In question seven, the goal was to find out how much models

were used since the models do not have any direct product market risk

Inputs. Question nine, on the industry structure, was Included to approach

product market risk In an alternative fashion. It was felt that if analysts

were looking at product market risk, they would be looking at industry

structure as a related concern. Questions ten, twelve, thirteen, and

fourteen were included as direct approaches to ascertain how analysts

used product market information In their evaluation processes. It was

expected that analysts would look In some detail at product market risks

since the sales to customers ere conceived as the begining of the income

stream from which all profits are drawn. Question fifteen, on other

factors, was included to give analysts another chance to allude to their

use of product market Information in their own terms. Question seventeen,

on the problems of expensing marketing investment, was included to

discover how much analysts were thinking about product market

Investment. It was expected that they would be familiar with this

problem and have comments on it. Thus the question of how product

market risk relates to the financial markets was Included in a number of

different ways.

3. What are the needs for a product market risk measure?

Since it was not known how much product market risk was used by

practitioners (or whether they had developed an applied method of using

product market risk) there were no specific questions on this topic. A

number of the questions tried to to focus on how important product market

risk was to this sample, as discussed In research question two above, and

a number of questions were related to what type of measure would be

most useful.
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Questions four and seven, on how analysts arrive at valuation and

what models they use, were expected to elicit Information about any

direct use of a product market risk measure. Questions ten, twelve, and

thirteen on product markets were all aimed at discovering how analysts

currently used product market risk and what the problems were if no risk

measure was currently being used by practitioners. There was no

expectation of what would be needed. The goal was to find out what would

be useful and why product risk was not considered more.

4. Can evaluation be explained solely by traditional measures?

Question four of the questionaire was directly related to this

research question. It was possible that analysts would say that they used

the textbook measures. This was not expected as it would have indicated

little use for analysts since most current measures and models could be

computed from available data with relative ease. Question seven on the

models provided the same opportunity. Question eight was Included

because it applied to all research questions; for this discussion it gave an

opportunity for analysts to reveal how they traditional measures to

evaluate future strength. It was expected that analysts would reveal a

number of new considerations in the evaluating process. Question eleven

provided analysts an opportunity to explain how they used traditional

marketing performance measures. It was not known how these are being

used since they are not included in most financial models. Questions

thirteen and fifteen provided the opportunity for the analysts to provide

other Information about practitioner developed models that Included other

Items than those considered in the academic literature. It was not

expected that much would be found because the academic community Is

closely tied to the applied areas, particularly In finance. In summary,
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there were a number of questions Included to give the analysts an 5; '

opportunity to explain if they were fully satisfied with current measures

or whether they were using other factors on a subjective basis. The

expectation was that there would be other factors.

W

In addition to the careful review of all transcripts of the Interviews

on a subjective basis, the written transcripts were content analyzed.

Content analysis allows the investigator to ask questions of

communications produced by the sample, In this case the transcripts of

Interviews (Kerlinger, p. 525). In order to do the content analysis it was

necessary to develop a coding system. To do this, a sample of three

interviews were studied to develop a common list of phrases and terms.

These were organized into common categories and subcategories under

each question. There was one interview from each of the three industries

and both banks and brokerage firms were represented. These terms were

then used to do the content analysis.

Content analysis may be performed at different levels; for example,

themes, words, characters, items, and space and time measures,

(Bereleson). Clearly In this case the research at its exploratory stage

was focusing on themes. Kerlinger cautions that these are difficult units

to content analyze (Kerlinger p. 529). He goes on to state:

...that if the themes are complex, content

analysis using the theme as the unit of analysis

is difficult and perhaps unreliable. Yet it is an

Important and useful unit because It is ordinarily

resaégsfic and close to the original content. (Kerl nger,

p.

It was felt that the risks involved were worth taking to maintain the
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Integrity of the Ideas that the analysts had shared. The content analysis g '

master developed, Figure I0, shows the major items for each question and

the sub-items.

All Information was content analyzed for all subjects (seven pretest,

three general and ten Industry studies). Each file was read by two readers

who did their own analysis using the preselected terms. The analysis was

done question by question. Frequently, this meant reading through the

entire file for each of several questions as interviewees would tend to go

back to previous questions as the interviews developed.

When each reader had completed his analysis, the analyses were

compared. When any discrepancy arose, the readers would seek resolution

in the source document. Because of the availability of the transcript, raw

notes and dictated notes of the interviewer, all questions were able to be

resolved from source material and there appeared to be no need for a

judge.

The results of the content analysis are divided into two categories:

I. Code phrases and terms using the content analysis master

(Figure I0).

2. Comments by way of explanation for each question for

ivery interviewee (see Subject Content Analysis, Appendix

It is felt that this provided somewhat objective information in the '

form of the coded responses while maintaining the desired subjectivity In

the additional comments.

CQQJDQ

One hundred and sixty four dichotomous variables were coded. If the

respondent had discussed the Item It was coded as a " I ," if the Item had
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Question I - Category d It

dl Fundamental Analysis

Of industry ,

Of company

Identify critical variables

Trends

d2 Seeking Non-consensus position

Where Is Consensus Wrong?

Consensus Does Not Allow One To Make Money (?)

Chan es In Expectation against Perception

Crys al Bailing

d3 Getting to Know Management

Spend Time with Companies

Understanding Companies‘ Role

Com anies Are Good or Bad Based on Long-Term Views

600 Stocks = Good companies

d4 Formula A proach

Centra Ized

Strong Committee Structure

Optimal Portfolio

Approved List

Objective

d5 Earnin 5 Focus

Focus

Relative P/E Using 8 & P 500

Stocks are Good or Bad, Based on Prices

d6 Decentralized

Subjective

Loose Formula

Segment Thinking

d7 Risk

ownside

Upside Potential

d8 Is CEO Doing Right or Wrong?

a. Put Yourself In the Position of Chairperson or President

b. As CEO Do Right or Wron Thin

c. Strategic Picture In Pro uct Market

d9 Macro Market

Economic forecast

Topdown

Figure I0

CONTENT ANALYSIS MASTER
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W

EI Official Time Horizon

00-24 Months

E2 Official Time Horizon

24-60 Months

E3 Official Time Horizon

Greater than 60 Months

E4 Anal st Focus

0 -18Months

E5 Analyst Focus

24-60 Months

E6 Analyst Focus

Greater than 60 Months

E7 Windows of Opportunity where World is Wrong

N/A - No Answer

OW

Fl Long Term

rivate Trust

Families

F2 Shorter Term

Hours to 2 Years

F3 Two Tiered Approach

40-70% Long-Term

30-60% Act vely Traded

WW

GI Standardized Models Available

a. Available in House

b. Massage? with Computer

c. Use as a Check

d. Models Need Correct Future Inputs To Be Correct

G2 Models Cited

a. Beta = Beta

b. Dividend Growth = DiGr

c. Low P/E = L P/E

d. Proprietary = Prop

e. Macro Economic Model = MEcM

Figure l0 (cont‘d.)
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G3 Models Are Part of Technical Analysis

Dividend Growth Rate- Implicit Growth Rate to Compare to

Estimated Secular Growth

WM

HI Return

Earnings

H2 Financial Market Risk

a. Beta volatility

b P/E Drive P/ Volatility

c. Inflation

d. Product Standard a Generic

Positive P/E of Firm

Negative P/E of Competing Firms

H3 Interest Rate Risk

a. (Opportunityy/Risk)

b. Cri ical Variable

c. Volatility Factor

H4 Operating Risk

a. Economic Cyclicality

b. Risk of Going under

c. Risk of Serious Financial Troubles

d. Marginal Revenue Impacted by Competition

H5 Product Market-Risk

.Product Acceptance

Product Standard- Positive P/E

Product Generic - Positive P/E

Product Stability

Product Life Cycles

.Product Transitions

.Market Share

Marketin Cannibalism

Product ubstitutes

H6 Volatility

Major Component of Risk

”
9
.
0
-
9
.
5
?
”

H7 Strate ic Implementation Risk

a. egree of Technical Risk

D Management Experience (track record)

c. Internal Controls

d. Strategy makes Sense

e. Quality of Company

Figure I0 (cont'd.)
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H8 Industry Risks I

a. S ructure

b. Competition

Technolo y

Competit ve Thrust

Product Substitute

H9 General Risk

Risk ls Conceived of In a General Way

HIO Company Specific Risks

a. S ra egy

b. Produc LifeC cle

c. Product Trans tions

(1. History - Track Record

Question 9 - Categecy I

I I Barriers to Entry (Industry Structure)

a. Ca ital

b. Customer Based

c. Time and Space Occupancy (Switching Cost)

d. Distribution Network

e. Technology

I2 Markets(lndustr )

a. Growth Ra e

b. Market Potential

c. Segmentation

d. Franchises

I3 Industry‘Opportunities

a. C anges In Technology

b. Windows of Opportun ty

c. Pioneer Status

I4 Industry Averages

a. Technology

b. Cost Structure

-tr

Ji Secondary

a. Consultants

b. Surve results

c. SeIlS de Analyst

d. Trade Associations

Figure IO (cont'd.)





108

J2 Primary Research

a. individuals

Joe Fuchs Media Advertising

b. Professional (Product Evaluation and Customers)

Computers

Gartner, Datapro

W

KI Historical Measures

Used as a Check with Trend Analysis

K2 Market Share

W

LI Short Term

a. Focus

b. Market Volatility

c. Economic Volati ity

(1 Study Buying Inten Ions

L2 Short Term Options

a. What Can Be Done to Raise Earnings

b. Delay Product Introduction

c. Delay Write Offs

d. Other Short Run Options to Raise Earnings

WM

MI Purchase Product Market Customer Research

a. Hire Consultants and Buy Materials

b. Nielsens

c. Trade Associations

M2 In House Product Market Customer Research

M3 Obtain Product Market Customer Research from Sellside

M4 Future Orientation

a. HI h Involvement Allows You to Obtain Information

Su stantially In Advance.

b. Future Based on Company Wide Trends.

c. Future Based on Analyst (Consultant) Proprietary Contacts

d. Dataquest, Gartner Group, Dorothy Seabold, Prime Data

M5 Customer Information

a. Consumer Information

b. Kinds of Purchasers

c. Customer Preference Surveys

Figure i0 (cont'd.)
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M6 Results of Customer Research "I

Earnings

. Market share

Threats

. Opportunities

. Stock Cycle

Unit growth

. Adjust Rating to Value

(I.e., Advertising to Prime Time)

Q inl—trN

NI Subjective Input to Valuation

a. Helps with Growth Estimates

b. Hellps vitiith Models and Relationships (They are Only as Good

as npu s.

Questien l5 - Cetegery Q

OI Management (Historical)

a. Most Important

b. Sellside Concentrates on Management

c
o
r
w
m
a
p
c
r
p
)

02 Technology (Research Effort)

a. Future Oriented

O3 Macro Environment

04 Products and Customer Research

I — P

PI GAAP - May Cause Misstatement of Earnings

P2 Management Are Conservative in Use of GAAP

P3 Anal sts Look beyond Account Statemths

C anges in GAAP should Not Impact valuations

P4 Accountants, Lawyers, Computers Hinder Everything.

a. Rules Lead to Incorrect Reporting

b. Computerization Leads to Oversimpllfication

W

01 No

Q2 Amortization by Product Life Cycle May Vary with Producer

Figure I0 (cont'd.)
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Q3 More IneffIencies Create More Work for Analyst

Q4 May Impact Timing Such as Growth of Sales

05 Depends on Reasonableness of Strategy to InvestmentCommunity

06 Yes

WW

December 5, I 985

Figure I0 (cont‘d.)
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not been discussed it was coded a "0." It is important that "0" does not

Indicate a “no" but rather it Indicates that the interviewee did not discuss

this Issue or did not feel It was an important factor in the discussion. For

example, a number of Interviewees, when asked about financial models,

indicated that their firms had such models but that they never looked at

most of them. They would be assigned a “ I“ only for the categories In

which they indicated use. The dichotomous variables were coded on to a

mark sense document to be optically scanned and then processed for

frequency and crosstabulations.

mm

Frequencies were run on all variables to obtain a better demographic

profile and to look at any absolutes. This did not provide particularly

useful information with the exception of the demographics of the sample

which will be discussed later In the results of the research.

W905

Crosstabulations were run on all variables in order to study the

relationship between responses. Even though the sample size was

extremely small, crosstabulations were used as a method of sorting

through the mass of coded information for the Important content.

Because of the small sample size It was only the rare crosstab that

would meet the requirements for chi square:

‘t..he sample size must be such that no

categories have zero observations and no more

than920 ercent can have less than five,the

distribuion of the variables In the population

across the scale categories must be specified, and

only a two-tailed tes of significance is provided by

chisquare“(.Kurtz, i983, p. I73)
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The greatest problems came in the small sample size, because of the

frequency of categories with zero, as well as the large number of

categories with less than five. Since there were only twenty respondents

to be spread across each two by two crosstabulations, unless they were

evenly distributed, there was always a category with less than five.

It was still desired to review all the Information for any important

factors that might have been overlooked in the subjective reading of the

interview transcripts. The phi coefficient was used as a method of

scanning through the crosstabulations for anything that might have been

significant In a larger sample.

Phi coefficient...ls... popular...for evaluating the

association between two dichotomous variables...

the coefficient can be Interpeted as a PRE measure...

(IBID, p. 303)

A proportional reduction in error(PRE) measure provides only a sense

of the association between variables (IBID, I 983, p. 300), but that is all

that could be expected from the small convenience sample that was used

for this Initital exploratory research.

Using phi as a screen (see Figure l I), all of the crosstabulations were

examined for any indication of significance. Those that showed an

indication on the PRE measure were noted. All noted crosstabulations

were then sorted back to the topics of the original question. This allowed

the researcher to once again review all the material by topic and question,

while at the same time have an indication of what points were Important.

This information was then validated by a return to the original interview

transcripts in the development of the overall model. The material used

will be discussed In chapter five.
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F I

Long-Term Holding Period

 

 

    

 

IPu‘ndamental Analysis 0 I

O O 2

a b g = mg

l/(a+b)(c+d)(a+c)(b+d)

I I6 I

C d

A. = -.6I Negative Association

B. % Explained = .37

C. Significance = no = 7.4

D. Significant to .02.

A. Phi Coefficient

B. PRE ( Percentage Reduction in Error)

C. Significance Test Based on Chi Square Significance Test

D. Significance Determined as Follows...

2x2 Table Has I Degree of Freedom

(From Kurtz, I983, page 300-303)

Figure ll

TYPICAL CROSSTABULATION
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This is an exploratory study to develop understanding. Given the

limitations of a convenience sample, every effort has been made to explore

the qualitative data collected In a number of ways; direct transcripts In

both tape and written form and content analysis. The limited statistical

procedures that were used In the study research focused on understanding

and developing the model of the relationship between the product market

performance and the financial market performance, as It applies to

presence. Chapter five is a general review of the results of the research.





Chapter Five

Results

It Is Important, while reviewing the results, to remember that

the best that can be expected from the type of qualitative study conducted

Is some explanation. While the results of the study are shown in raw

scores and as percentages, this Is not done as an indication of statistical

support, but to inform the reader of the kinds and quantity of Information

that are available In addition to the extensive transcriptions of the

Interviews.

The discussion will follow the four research questions developed in

chapter one. The model developed In chapter six is a result of both the

transcripts and the crosstabulation analysis. The insights gained from

the research will be discussed in this chapter. The development of product

market risk and the explanatory model are seen in chapter V.

WWO

This was the first section of the interview questions, questions one

to three.

I. What is your function?

The Interviewees classified themselves into one of three job

categories, Table l.
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TABLE i

INTERVIEWEES JOB CLASSIFICATION

Broker i 5%

Anal st I4 70%

Port olio Manager 5 25%

A broker actually buys and sells stocks for clients. They may do their

own research and analysis as was true of the single broker interviewed.

This broker was recommended by two analysts. Analysts concentrate on

researching and making recommendations on firms that they are assigned

to follow. Portfolio managers actually move the money around changing

investments according to their best judgment, or according to a model.

Portfolio managers are heavily dependent on analysts for Information.

Many portfolio managers use analysts both inside and outside their firms.

For the remainder of this discussion, the term analysts is used to refer to

all twenty respondents.

2. What kinds and size of funds do you deal with?

Almost all the analysts were dealing with a combination of funds.

The primary source Is pension funds which seem to dominate the

portfolios of the bankers and the minds of the sellside analysts who are

interested in their larger commissions. Second Is corporate investments,

and finally, charitable and individual trusts and foundations. One trust

company, with three analysts, was the notable exception as they

specialized in handling trust accounts for wealthy individuals.

The financial market may be thought of as having three major

classifications: institutions, for example, banks as described above with

large portfolios of pension funds; corporate Investments, corporations

managing their own Investments;and Indivdual trusts, individuals
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managing their own Investments.

3. Do you consider yourself an analyst?

This question was answered in question one above , but also elicited

the response as to what industry the Individual followed (Table 2).

I 5%

25%

I 0%

40%

5%

TABLE 2

iNDUSTRIES FOLLOWED BY RESPONDENTS

Media 3

Computer 5

Pharmaceutical 2

Generalists 8

Manufacturing I

Merger and Acquisition Broker

This question led to an understanding of the large differences In the

number of firms that individuals in the sample were following. Some were

following a few firms in an Industry but used an industry classification.

At the other end of the spectrum respondents classified themselves as

generalists and were following one or more Industries to the entire

financial market.

Another factor that Is Important is the location of the respondents.

Those respondents located in or around New York City seem to feel that

they are in the hub of the financial markets and therefore closer to the

market psychology. as will be explained later.

TABLE 3

LOCATION OF RESPONDENTS

New York (New York City) 8

Illinois (Chicago) 5

MIchi an 6

Come icut (N.Y.C. suburb)

An unexpected development was the way In which analysts classified

themselves by employer. The two classifications are buysIde and sellside.

5%

40%

25%

30%

5%
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Buyside analysts work for banks and other institutions whose principal

incomes comes from the management of money. They are called buysIde

because as they or the portfolio managers who work for their institutions

buy, they have the ability to generate large commissions for the brokerage

houses.

Buyside analysts represent banks, Insurance companies, individuals,

and corporations. Sellside Is so named because their primary sources of

income Is generated from commissions received from the sale of

Information and brokerage activities. Sellside, then, Is those who sell

brokerage services.

TABLE 4

BUYSELL CLASSIFICATION

Bu side I5

Se lside 5

The five respondents on the sellside tended to mention several

other factors that may impact their valuation.

TABLE 5

FACTORS MENTIONED BY SELLSIDE

I. Other Areas of Product Market Customer I00%

Research.

2. Two Tiered Holding (The Majority of the Portfolio 80%

is Regularly Traded but There Are Some Securities

Which Are Held for Longer Periods of Time).

3. In House Product Market Customer Research (The 80%

Respondent or the Firm is Involved in Direct

Product Market Research).

4. Official Time Horizon of 0-24 Month 80%

Product Market Risks 60%

6.. Analyst‘s Time Horizon 60%
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The predominant interest in trying to obtain information about the

actual product market customer was on the analyst representing the

brokerage houses or sellside. This is of interest in relation to their

shorter official horizon; it had been believed that the longer term investor

would look further towards the customer in an attempt to gain information

that might help develop an expectation about the future.

Other areas that might Indicate a future direction on the sellside are

the study of buying intentions as a short-term measure and the focus on

Industry averages as a corporate measure.

in sum, there are differences in the way the analysts approach

valuation depending on the business of their employer. The buysIde has

more of an earnings focus and the sellside has more of a product market

customer research focus.

W

The results of the Interviews from both the content analysis and the

transcripts will be presented following the order dictated by the research

questions fropm chapter one.

We

What Is the relationship between stockholder objectives and the

firm's objectives?

Questions five and six, on time horizons and anticipated holding

periods, were designed to provide input on this research question. It was

expected that there would be substantial differences in the horizons for

valuation and holding. The official time horizon represents the official

policy of the employer of the analyst. Analyst focus represents what the
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analysts stated as their own horizon for valuation.

TABLE 6

OFFICIAL TIME HORIZONS

E1 0-24 months 8 40%

E2 25-60 months 8 40%

E3 >60 months I 5%

Of the eight respondents who mentioned an official time horizon of

0-24 months, a number mentioned related factors, to the short-term

horizon for valuation (Table 7). Of the eight people who mentioned an

offical time horizon of 25-60 months, five mentioned that they also

looked at the product market and Industry information in their valuation.

The short term official time horizon for valuation was a surprise. It

had been expected that they would have a longer term view than five years.

The analysts were expected to have a slightly shorter time frame , but

what was unexpected was that most of them could not give a specific time

period. Those Who did were in the 25-60 month horizon (Table 8).

Only five analysts mentioned their time horizon for valuation. Most

of them talked about the need to be Immediately responsive to changing

market conditions. 0f the five who gave a direct response to the question,

all of them cited 24-60 months. Table 9 includes some of the more

frequently mentioned Items by the five.
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TABLE 7

IDEAS MENTIONED BY ANALYSTS WITH 0-24 MONTH OFFICIAL HORIZON

Analysts Looking beyond Published Statements. 75. %

The Use of Customer Information: 62.5%

Consumer Information

Kinds of Purchases Customer Preference Surveys

The Purchase of Research to Help Understand 50. %

Product Markets.

The Use of Purchased Research to Help Determine 50. %

Stock Cycles. (The Product Markets May Give

Advanced Warning to the Financial Markets.)

Seeking a Non-consensus Position In the Market. 37.5%

Study of a Given Set of Information May Lead

Different Analysts to Different Perceptions.

(Careful Study of the Near Future May Provide an

Analyst with an Information Bit Not Recognized by

Other Analysts.)

Market Potential for the Industry Used as Part of 37.5%

the Industry Competitive Situation In the Analysis.

Use of Individual Respondent's Primary Research as 37.5%

an Indicator of Product Market Performance.
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TABLE 8

ANALYST'S HORIZON FOR VALUATION

E4 0-24 months 0 0%

E5 24-60 months 5 25%

E6 >60 months 0 0%

TABLE 9

ITEMS MENTIONED BY ANALYSTS WITH 25-60 MONTH FOCUS

l. Industry Opportinities 80%

Changes In Technology

Windows of Opportun ty

Pioneer Status

2. Future Orientation in the Purchase of Product 80%

Market Customer Research.

Future Oriented Look at Technology. 80%

4. GAAP May Cause a Misstatement in Earnings 60%

because of the Inability to Reflect Some

Investments such as Marketing or the Amortization

of Goodwill.

5. Studies of Buying Intentions 40%

Question six, asked about the holding period of the firm. There are

essentially three items that came out in the content analysis: long-term,

short-term, and the two tiered approach. The long-term only appears in

the case of the respondents at one organization that specializes in

handling the funds of affluent families. Almost all their clients count

their wealth In the millions. This organization was included in the study

because they manage large investments and if, as asserted In chapter one,

longer term investors were looking at different factors It would be

confirmed by these interviews.
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TABLE I 0

DISTRIBUTION OF HOLDING PERIODS

F] Long Term 5 15%

F2 Short Term 8 40%

F3 Two Tiered 5 25%

The eight analysts who mentioned short-term holding also mentioned

other items.

TABLE I I

ITEMS MENTIONED WITH SHORT-TERM HOLDING

I. Risk as a Component In Valuation 4 50%

2. Survey Results as an Indicator of Product Market 4 50%

Performance.

3. The Idea that Long-Term Market Investments 4 50%

Hindered Financial Evaluation Methods because

They are Expensed.

4. Financial Market RISK. 4 37.5%

It is worth noting that none of them mentioned market share. Those

who mentioned short-term holding periods tended to be very concerned

with risk both In the product and in the financial markets.

The two tiered holding period was cited by five respondents, who

Indicated their belief that the bulk of stocks in their firm’s portfolio was

traded frequently but that a small proportion were long term holdings. The

turnover rate of portfolios was quoted as being being over one hundred
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percent by several analysts. Several Items were mentioned with the two

tiered holding period (Table 12).

TABLE I2.

ITEMS MENTIONED BY ANALYST WITH TWO TIERED HOLDING PERIODS

1. Future Orientation to Looking at Product Market 4 80%

Customer Research.

2. Sellside 4 80%

In House Product Market Customer Research. 4 80%

4. Customer Information as Product Market Customer 4 80%

Research.

5. Industry Opportunties. 4 80%

6. Use of Macro Economic Model. 3 60%

7. Study of Buying Intentions. 2 40%

8. Market Share. 2 40%

9. Threats Perceived as a Result of Product Market 2 40%

Customer Research.

It may be that the two tiered holding period Is acting as a surrogate

for the sell side. There may be an association with a number of the

factors that indicate an interest in the product market to help estimate

future results.

in summary, the time frame for valuation and holding periods

appeared to be much shorter than originally anticipated. Many of the

respondents to the questions were dealing In very actively traded

portfolios. The surprise was the short-term holding of many securities

which came out in discussion, but not in direct response to the question.

Thus the term maximization of shareholder wealth needs to be

reconsidered from an assumed horizon of three to five years to a much

shorter time frame If marketing management Is to be able to tie more
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clearly to financial strategy. There remains the question raised in chapter

three as to whether the objectives of the various stakeholders in the firm

are the same. If It is assumed that the goal is to maximize shareholder

wealth then this study raises some Issues as to what that term means. It

appears that shareholders may have a very short-term view of shareholder

wealth maximization as represented by analysts.

W

What is the relationship of product market risk to the financial

markets?

Interview questions five, six, seven, nine, ten, twelve, thirteen, and

fourteen apply to this research question. Questions five and six asked

about the valuation and holding horizons and were discussed above. The

assumption had been made

that the longer the horizon for valuation, the more likely analysts

representing investors would look at the product market and product

market risk. The surprising lack of commitment to long-term valuation or

holding as shown does not support a strong relationship between product

market risk and financial markets.

Question seven was designed to find out how frequently standardized

models are used in valuation. This question will be fully discussed below,

but it is Important to note that the most popular model cited by seven out

of twenty analysts was the dividend growth model which does not have any

direct product market risks Inputs, as discussed in chapter three.

Question nine was aimed at the use of the industry competitive

situation in the analysis process. It was anticipated the industry

Information would be very important In any product market risk input into

financial markets. Only six out of twenty analysts focused on the industry
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(Table 13), because of the conglomerates, and lack of clear definition.

Only one (L-l) really focused on the Industry competitive situation.

Industry analysis was more common for financial comparison rather than

the product market.

TABLE I3

INDUSTRY CONTENT ITEMS

Content items Raw Score Percent

Barriers to Entry 4 20%

Markets 4 20%

Industry Opportunities 6 30%

Industry Averages 4 20%

Question ten was aimed directly at product market risk looking at

Indicators of product market performance.

The major content analysis items for the six respondents to this

question were secondary research, such as provided by consultants, sell

side analyst to buysIde, trade associations and so on, and primary

research. There may be an association between the use of secondary

information and other Items useful in understanding better corporate

performance including operating risk and decentralized valuation

structure.

While there was much less product market research going on than

expected, It was important to find it going on even if only in a limited

way. The risk of the product markets may be better understood If the

researcher can be provided product market risk measures and better

information on how product market risk might relate to the financial

markets. Table 14 shows the number of analysts out of twenty that cited

some form of product market reseach.
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TABLE I4

TYPES OF PRODUCT MARKET RESEARCH

Secondary Research 6 30%

Surveys 5 25%

Consultants 3 i 5%

Trade Associations 2 10%

Primary Research 2 10%

Question twelve focused on the use of indicators of product market

performance. What do you use as indicators of product market

performance: (I) for the long term (3-5 years), and (2) for the short term

(0-2years)?

Responses were classified Into two major content items: short-term

items and short-term options . There were only three repsondents that

mentioned short-term Items which were classified Into four areas: (1)

Focus, (2) Market Volatility, (3) Economic Volatility, and (4) Study of

Buying Intentions.

Only three respondents indicated short-term options and no one

discussed long term indicators of product market performance in response

to this question. This is in contrast to the expectation that analysts

would be looking at product market risk. It seems clear that those

respondents who are looking at Indicators of product market performance

are doing so In the short term. This supports the general short-term focus

that was found. An important problem may have been the time spans that

were chosen for definition of short and long term. In future studies It

might be advisable to adjust those time periods to holding periods

reflective of the short horizons of much of the financial market, as cited

by analysts.
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Question thirteen, was critical to the research as It focused on how

directly respondents look at the product markets under the assumption

that it would impact their valuation methods. The content Items that

were used are covered individually.

The first item is the purchase of product market customer research

(Table 15). It was important to emphasize continually the product market

customer research since financial markets have a different set of

customers. Four of the twenty respondents reported that they did

purchase customer research. Some of the most important items were

mentioned by the same people doing product market research, In every

case, the attempt was to understand In advance stock cycles or reduce risk

for the future. Also, every one who reported doing this kind of research

was in a decentralized structure, and operating on the shorter time

horizon for valuation of 0-24 months, and most of them used survey

results. This will be developed more fully in chapter six as It is shown

that apparently an analyst has a choice of directions to look: the financial

markets, the product markets, and the corporations themselves.

TABLE 15

ITEMS MENTIONED BY PURCHASERS OF PRODUCT MARKET RESEARCH

Decentralized Valuation Structure 4 100%

Short-Term Focus 4 100%

As an Indicator of Stock Cycles 4 100%

Survey Results 3 60%

Use of Consultants 2 40%

The second content item was actual in house product market research.

In this case five out of the twenty firms were doing actual research

themselves (Table 16). Four of the five mentioned being on the two tiered
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holding period and a longer term analyst focus of 24-60 months. Three of

the five mentioned looking at industry averages as an indicator. It is

interesting that the longer term views by the same analysts look forward

to the product markets and look at other things besides published earnings.

TABLE 16

ITEMS MENTIONED BY THOSE DOING IN HOUSE PRODUCT MARKET RESEARCH

Analyst Focus for Valuation: 24—60 Months 4 80%

Two Tiered Apporach to Holding Period 4 80%

Sellside 4 80%

Industry Average 3 60%

The third content Item Is obtaining product market research from the

sellside . Seven of the twenty firms depended on the sellside for their

original research. While the sample is small, It appears that most of the

primary research that is going on In the product markets is being done on

the sellside and then distributed to the clients, starting with the largest

commission payers (meaning the Instituions). After the institutions have

the information it is rapidly distributed through out the system of persons

interested In financial markets as has been suggested by students of

finance either directly or via the rumor channel.

The fourth content Item is a future orientation looking at product

market research. This Item is important to this research, based on the

discussion In chapter one of this thesis for a product market risk measure.

Five respondents were interpeted to have a future orientation on the basis

of mentioning the following sub-Items of future orientation in the content

analysis, (M4).

1. High Involvement (In Product Markets) Allows You

to Obtain Information Substantially in Advance
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2. Future Based on Companywide Trends

3. Future Based on Analyst's (Consultants) Proprietary

Contacts

4. Specific Consulting Groups

Those who were classified In the content analysis as having a future

orientation also mentioned In house product market research, with the two

tiered approach, sellside and customer Information. It is interesting that

the Items mentioned appear to be related to research In the product

market occurring on the sellside. Perhaps a future study could concentrate

more on the sellside analysts to verify how much is going on. It appears

the analysts interviewed In this case are looking at what is going on in the

product market as an indicator for the future.

TABLE I7

ITEMS MENTIONED BY THOSE WITH FUTURE ORIENTATION

Sellside 5 100%

Customer Information 5 100%

Two Tiered Approach to Holding 4 80%

In House Product Market Research 4 80%

The fifth Item is customer Information as a means of doing product

market customer research (Table 18). The six analysts who mentioned

customer information also tended to mention two other future oriented

areas including market potential as an industry indicator and the

Importance of a future oriented research effort in technology. One may be

a measure of market size and the other of market Investment.
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TABLE 18

ITEMS MENTIONED BY THOSE SEEKING CUSTOMER INFORMATION

Sellside 5 83%

Future Orientation 5 83%

Analysts Look Beyond the Statements 5 83%

Offical Time Horizon 5 83%

Technology and Research 5 83%

Two Tiered Apporach 4 67%

In House Product Market Research 4 67%

The final content Item Is the results of customer research. This was

divided Into a number of sub-parts that are important because they

indicate the kinds of things that the twenty respondents were doing.

TABLE I9

SUB-PARTS 0F CUSTOMER RESEARCH

1. Stock Cycles (Identification) 4 20%

2. Market Share 2 10%

3. Threats to the SBU 2 10%

4. Opportunities I 5%

Results of customer research appear to be associated with a concern for

marketing investment timing and reasonableness.

Question 14: How do you use product market research in your

valuation?

Product market research Is used in a subjective manner when it is

available. This was the consistent response by all who use product market
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research. There appears to be no structured way of integrating these

product market factors into financial thinking at this time.

in response to research question two there are many different ways

that the product market may be considered. Unfortunately, there appears

to be no strucutured concept of how to include product market risk or any

measures to work with it. That few analysts are doing things is indicative

of the potential for marketing to contribute substantially, if It can

develop useful theory and methods for handling product market risk.

There was less work being done on product market risk than had been

assumed at the outset of this research.

Besearen Questjen Three

What are the needs for a marketing based product market risk

measure?

This questions was not specifically answered in any of the interview

questions but several are related. The discussion of questions ten, twelve,

and thirteen under research question two indicated some effort to look at

product market information. The transcripts indicate that part of the

problem is the time constraints and the lack of a conceptual way to

Integrate product market risk information into the models examined in

chapter 3.

Those who used models tended to use the dividend discount model

(seven out of twenty analysts), In which the direct Input for risk is the

discount rate chosen. The other models mentioned were CAPM (2), Low P/E

(3), Proprietary (2), and Macro Economic Models (5). Those who used

models stressed the convenience and structure.

Product market risk is most likely to be used in a decentralized

system. Question four provides Information about analysts' methods of
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valuation. The major factors mentioned are shown on Table 20. Noticeably

absent is any product market risk input.

TABLE 20

FACTORS iN VALUATION

Fundamental Analysis 17 85%

Earnings Focus 10 50%

Decentralized 9 45%

Macro Market 9 45%

Getting to Know Management 6 30%

Formula Approach 5 25%

CEO Doing Right or Wrong 5 25%

Risk 4 20%

Seeking Non-Consensus Position 3 15%

It Is important to remember, when studying these nine items of the

content analysis, that analysts could be classified under several different

categories. Fundamental analysis is a review of the corporations,

starting with the firm's basic financial statements, including the income

statement and balance sheet. Fundamental analysis was appropriately

mentioned by almost all analysts, seventeen out of twenty, as part of their

valuation process. Fundamental analysis may be associated with the use

of earnings to evaluate a f irm's future strength (sixteen out of the

seventeen also cited the earnings).

A second area of Importance In valuation is the use of standard

models or the formula approach. There were five respondents using a

formula approach to valuation and they tended to mention models available

In house, in particular the dividend growth model.

The third valuation area to be reviewed is earnings focus. This was
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found, with one exception, on the buysIde. What is remarkable are the

things that were not mentioned by those using earnings focus. Some of

their omissions are shown in Table 21. The number Indicates the

frequency (out of ten) that respondents mentioned the item. These items

are significant to this study as they are some of the major areas that have

to do with product market risk.

TABLE 21

ITEMS OMITTED BY THOSE USING EARNINGS FOCUS

1. Future Orientation In Relation to product market 0 0%

Customer Research. Those Who Have an Earnin 3 Focus

Did Not Mention Future Orientation When Aske about

Product Market Customer Research.

2. Technology, future Oriented, In Relation to What Other 1 10%

Factors Impact Valuation Aside from Financial and

Product Market Information.

3. Product Market Risk as a Means to Evaluate a F irm's 0 0%

Future Strength.

4. Customer Information In Relation to Product Market 1 10%

Customer Research. They Did Not Mention Researching:

a. Consumer Information

b. Kinds of Purchases

c. Customer Preference Surveys

The fourth area of valuation of concern was the structure of the

valuation process: centralized or decentralized. Of twenty respondents,

nlne analysts mentioned a decentralized structure composed of: (I)

Subjective, (2) Loose formula, and (3) Segment thinking.

The use of models did not appear in the content analysis of those nine

analysts citing the decentralized structure, with the one exception that

mentioned that the models were available In house. Decentralized

evaluation would not be expected to be closely tied to models since it

fosters Individualization. It is in the decentralized structures that the

most information about product market risk was found In the transcripts.
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Risk was defined as the downside and upside potential, and was cited

by four respondents. From the transcripts, it Is interesting that

respondents who mentioned risk seem to be looking at the big picture

whether strategically or by looking at the product markets. They also had a

future orientation and appeared to be Interested In the product markets.

Nine respondents mentioned the macro market as part of the valuation

process. The macro market situation was discussed as it impacted the

financial markets as a whole. Macro markets are less a method of

valuation then one of the component parts, whether subjective in the

decentralized system or built Into the model in the formula approach.

There were many other areas of valuation discussed by individual

respondents but the ones listed seem to point to some of the major areas

in valuation: risk, return, level of centralization, use of models, and

fundamental analysis.

In response to research question three, there is a void in the area of

product market risk both In terms of concept and practical application.

The goal for question three was to find out what would be useful and why

product risk was not considered more. What was found is that there are

some efforts to include product risk into the valuation system. However,

because of the lack of models, and as a practical measure, this only

occurred as a subjective action in a decentralized structure and on a

limted basis. It was also learned that the analysts‘ needs for efficiency

and effectiveness are great and that a measure that does not meet these

criteria Is unlikely to receive wide success. That some analysts do spend

the time It takes to do extensive product market research Investigations

is an Indicator that the need to develop this area is recognized as a

potential reduction of uncertainty.
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The final research question is: Can evaluation be explained solely by

traditional measures?

Questions four, seven, eight, eleven, thirteen, and fifteen are

relevant. In question four It was clear that analysts were using a variety

of methods of valuation. That there was so much diversity would indicate

a negative response to the question. The whole point of a non-consensus

position Is to find something that others have not considered. In other

words, there may be some information bits that would help to reduce a

portion of the uncertainty to its quantifiable form, risk. If this is so, the

full valuation Is not being explained by the current measures.

Question seven, attempts to elicit some of the models that are

currently being taught in the academic community. When models were not

mentioned in this case, it is significant, as the respondents were given

several examples that could have aided their recall about what was

available In their organization. It had been expected that there would be

heavy use of the financial models available but only two areas seemed to

surface in the content analysis: the availability of models in house (eight

respondents), and the dividend growth model (seven respondents).

Respondents using the dividend growth model tended to mention models

available In house (six), and the formula approach, both expected (five).

It appears that model users have less Interest In direct product

market or customer information. This was supported by the Information in

the transcripts. It becomes evident that in the organizations which use

models heavily that either the models are advisory or they dominate the

system. In the case where they dominate the system the Inputs to the

models are basically available from readily quantifiable data, that being

the source from which operational models have to be built. In the cases





137

where they do not dominate the system, models are used by Individuals as

checks and seem to be maintained by means other than the analyst‘s active

input

Five respondents reported that their firm had a specific macro

economic model that was used to try and give structure to the Input of

macro market influences.

While some of the models used were very sophisticated, and some

less so It was clear that not every analyst is using models. Many of the

models were used as a combination as checks and balances. These

combined forces at the most basic level Indicate that evaluation can not

be solely explained by traditional measures.

Question eight: How do you evaluate a firm‘s future strength?

This was a key question in the research. The goal of this question

was to find out on what basis respondents made their decisions about a

f Irm's future for the purpose of evaluation. There were a number of major

areas that were mentioned by the twenty respondents as shown in Table

22.

The Importance of earnings appears clear. it Is also interesting that

out of the sample of twenty there are sixteen that mentioned both

earnings and fundamental analysis. Those focusing on the product market

risk did not mention earnings, perhaps because they have a more future

oreintal measure in looking directly at the product markets.

While only three respondents cited financial market risk, seven

specifically mentioned beta volatility. Beta Is the traditional financial

measure for risk and programs using beta are either used or are available

at a number of the firms where interviews were held (seven reported beta

volatility). Those who mentioned beta also tended to mention historical

measures as a check In trend analysis. This has face validity since beta Is
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essentially an historical measure that Indicates how a stock has moved or

covaried with the market over a period of years. Respondents for beta

volatility also mentioned having models available In house and obtaining

research from the sellside.

TABLE 22

FACTORS USED IN EVALUATING A F IRM‘S FUTURE

Content Analysis Term Frequency

1. Return or Earnings i 7

2. Beta Volatility 7

3. Product Market Risk Life Cycle 7

4. Product Market Risk Market Share 7

5. Business Risk 6

6. General Risk 6

7. Company Specific Risk 5

8. Industry Risk 4

9. Product Market Risk 4

10. Financial Market Risk 3

Business risk, mentioned by six analysts, and also general risk, will

be discussed In detail In chapter six. Those who mentioned operating risk

also tended to mention getting to know management, the use of secondary

research as indicators of product market performance, and also

respondents looking beyond the published statements. These appear to be

logical If the analysts are really Interested in the corporation. The Idea of

getting to know mangement and looking beyond statements particularly

seemed to have merit. Several analysts mentioned that they actually did

company visits, not only viewing operations but conducting in depth

interviews with mangement on a variety of levels.
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Product market risk, which is the focus of this paper, was mentioned

directly by only four respondents. They looked in particular at elements of

product market performance including product life cycle and product

market share.

Four respondents mentioned industry risk, as a way of looking at the

firm‘s future strength. They also mentioned the macro environment as a

model, and Industry opportunities and barriers. This appears to have face

validity since respondents who used their own macro environmental

assumptions, as opposed to those put in a model by someone else, also

mentioned looking at the industry in trying to assess the firm.

The item of general risk, mentioned by six respondents, appeared to

be associated with GAAP leading to a misstatement of earnings and the

idea that since marketing costs are expensed instead of amortized, It may

hinder long term Investment In marketing. There was a considerable

amount of discussion about these items in the interviews. It appears some

analysts are looking behind the statements trying to understand what is

Impacting earnings in a structural way.

The final risk item to be discussed is company specific risk. Five of

the respondents cited this Item during their conversations. This, like

operating risk, may be a surrogate for corporate performance which will

be discussed In more detail in chapter six. Those who mentioned company

specific risk also tended to mention product market risk: industry risk,

barriers to entry, seeking a non consensus (free to explore corporate and

product market) position and threats being better understood as a result of

product market research. it seems that analysts looking at company

specific risk are attempting to get more specific information in hopes of

f lnding something that will allow them to feel comfortable in taking the

non-consensus position. In conclusion, the analysts cited a number of
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different risk measures. These risk measures might be grouped In three

areas.

1. Financial Risk

a. Return or Earnings

b. Financial Market Risk

c. Beta Volatility

2. Corporate Risk

a. Operatin Risk

b. industry isk

c. General Risk

(1. Company Specific Risk

3. Product Market Risk

a. Product Market Risk -- Life C cle

b. Product Market Risk -- Marke Share

These three areas will be developed later into a model that relates

them all. It had been hoped to find more Information about product market

risk. It was not, however, forthcoming from the analysts in their own

terms for a number of reasons-Including the number of other variables

that analysts have to look at.

Question eleven: How do you use historical firm and industry product

market performance measures?

There were eleven cases where there was an affIrmative indication

that such measures were used and in almost every case the discussion

revolved around using this Information as a check In trend analysis. Those

analysts also tended to mention beta as a measure of volatility. While at

first this might not appear to make sense, the beta measure is a trend

measure. Apparently a number of analysts are using traditional product

market meaures when they are available but not as a product market risk

measure. This is evidenced by the thirteen respondents that look at

market share in the second item in this question.

Question thirteen was discussed under research question two and

indicated that some analysts did look at the product market.
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Question fifteen: What other factors Impact valuation aside financial

and product market Information?

There are four major content items in this area. The first one Is

management of the corporation. Management was cited as one of the

additional factors that respondents look at in seventeen out of twenty

cases. This appeared to be particularly Important in small and medium

size firms. It Is interesting that management appears to be mentioned by

those focusing on historical measures and not mentioned by those looking

at product market risk. It may be that If the product market Is being

considered then that implies a more In depth look at the whole operation

than those who also look at management in addition to financial market

Information.

The second content item is looking at technology as an indicator for

the future (mentioned by seven respondents). This appeared to function as

a surrogate for research and development and a part of market Investment.

Analysts who mentioned technology also mentioned short-term horizon for

the firm, sellside, longer term analyst focus, misstatements caused by

GAAP, and analysts looking beyond statements.

Of Interest Is the appearance of the longer term focus of the analyst

with shorter term focus of the firm in valuation. This may be because

most of the brokerage houses seem to have shorter term focus while the

brokers who were looking at product markets seem to have longer term

horizons themselves. The long term focus of buyside firms seems to come

with the use of models.

The third area Is the macro environment. Ten out of the twenty

mentioned looking at the macro enviroment as an additional item because

of Its overall impact in all financial markets. The fourth area Is products

and customer research and ten respondents also mentioned it. There are at
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least ten looking forward to trying to understand change and risk in the

product market as it will Impact the financial markets. If the sample Is

representative this Indicates that fifty percent of the analysts need

available, and would like, a measure such as presence.

Question sixteen: Does our accounting system hinder managment from

taking a long term view of the firm.

Again there were four content items that developed. The first Item

was the misstatement of reported corporate earnings caused by GAAP,

mentioned by four analysts. This particularly was connected with

reduction of earnings by amortization and inability to amortize marketing

expenses (eight respondents). Five individuals responded that they thought

management was generally conservative In the use of GAAP. Eight

respondents felt that they and other analysts look beyond accounting

statements and therefore changes In GAAP should not impact valuations.

Finally one analyst felt that accountants and lawyers hinder the

understanding of the true value of everything. There was a clear

Indication among the sample that GAAP impacts earnings. The question is

what is, the Impact? Everyone recognized the need for something like

GAAP to provide a system but there Is need to look beyond that system and

understand what, If any, distortion It may cause and what options are

available to management under GAAP such as adjustments In reserves,

write-offs, and so forth.

Question seventeen: Since marketing costs are expensed are

long-term market investments hindered by our valuation methods?

Four of the respondents replied “no“. This appears to be negatively

associated with looking at product market customers and the

macroenvironment. Two discussed the idea that the expensing of

marketing Items may Impact the timing and growth of sales. Five
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mentioned that the investment community will make its judgement based

on the reasonableness of the strategy -- If the strategy Is known or ever

discussed with Its members. Five simply responded "yes,“ that they felt

the expensing of market Investments hindered long-term market

investments. The collective impact of decisions made In strategic

business units may not be seen or understood by the financial markkets for

some time.

In response to research question four, analysts are looking at too

many other things for their valuations to be solely explained by traditional

measures.

20051315190

In summary, the type of qualitative interviews that were done do not

provide the material for hypothesis testing. It has provided a great deal of

material for explanation and development of understanding of how the

product markets and the financial markets may be related. This will be

fully devloped In chapter six, using the information in this chapter and the

material from the transcripts. it Is Interesting that while several have

wrestled with the problems of product market risk, not one of the analysts

had developed any specific way of quantifying it for transfer into the

financial markets.

The material presented here should give the reader some Idea of the

kinds of things that were found and some of the relationships that

appeared to exist from the twenty interviews. To move much beyond the

development of an explanation with the research available would be

Inappropriate. it is hoped that further research will be encouraged by the

model developed in chapter six.





CHAPTER SIX

THE IMPACT OF PRODUCT MARKET RISK

Qeyelopment of Mogel

As this research began it focused on the development of a product

market risk concept. Products, like people and corporations, deveIOp a

reputation for good and bad. It has always been recognized that product

and corporate reputation (brand image, and so on) are Important In

marketing and in the financial markets. But how important it is and how it

is to be used in marketing strategy to maximize results are significant

questions. Reputation is defined as “overall quality or character as seen

or judged by people in general,'(Websters, 1976, p. 983). it is believed

that a set of elements of this generality can be measured, explained, and

exploited in marketing strategy. This has been labelled presence. Some

of the elements of presence are:

I. High awareness with customers

2. Appears frequently in the of evoked sets of

potential customers

3. Serves as the standard for the product class, among

current and potential customers

4. Name Is used in a generic context by current and

potential customers

Presence was thought to influence product market performance directly

and, through its impact on product market risk, to influence financial

market performance. A simplified illustration of this linkage is shown in

Figure 12. In this iteration, presence‘s influence on the financial market

was expected to be generated from the power it would create in the
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product market. it was thought that if a product had a high degree of the

characteristics of presence then this would indicate future strength In

sales for the product market. This would imply higher earnings and

reduced risk which should lead to better financial market performance.

The next stage in the evolution of the concept showed presence

modifying both product market performance and financial market

performance directly. (see Figure 13). This iteration evolved because

some of the early information provided by financial analysts indicated

that, while they did not really have any product market measures, there

was certainly a general look at company product strength to develop an

estimate of earnings for the future (Fl ). This model attempted to show

that presence, as perceived by customers, had a direct influence on the

company's performance in both the product and the financial markets.

The importance of corporate financial performance became clear as the

research developed. From the point of view of analysts in the financial

markets, corporate performance and the performance of the firm's

strategic business units (SBU), from which the corporate performance is

in part derived, clearly act as a filter that tends to obscure the linkage

between product market performance and corporate financial performance

(see Figure 14).

In the final iteration it evolved that there are three areas of risk: (1)

Product Market Risk (PMR), (2) Company Specific Risk (CSR), and (3 )

Financial Market Risk (FMR).

In each of these areas, presence as a concept may help to understand

product and financial market risk . Risk, by definition is quantifiable,

unknown future events (Knight). Product market risk is a function of

customers‘ perceptions up to the point of sale; sales become history as
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soon as they occur. Company specific risk encompasses everything from

sales to determination of corporate earnings. Financial market risk

encompasses all the factors that can impact the performance of the stock

in the financial markets or, "evaluating risky monetary flows or values

over time," (Haley, 1979, p. I).

The development of these three areas will be handled from the top

down: (1) financial market risk, (2) company specific risk, and (3)

product market risk

What is described is the relationship of the product market's

performance and financial market's by way of corporate performance. This

relationship was explored in order to expand the understanding of the

impact of product market risk. It is because of this larger model that it is

possible to understand why the financial market performance is not a

direct derivative of the product market performance. it also helps to

understand the importance of the product market risk concept to both

finance and marketing (see Figure 15).

Relating Eroduct Market Performance to Financial Market Performance

It Is Important to understand the relationship between product market

 

performance and financial market performance if marketing

managers are going to participate in planning overall business strategy.

This understanding becomes all the more important if the goal of the firm

is maximization of shareholder wealth. The problem is to conceptualize

how product market accomplishments are translated into changing stock

prices.





 

Inf luencer \

 

 

 
User Type

  
 

Decider

 

 

 Buyer   

 

 

Awareness

 
 

 

Evoked

Set

 
 

Standard

 

Generic

———-————_y.

/   

/.

150

 

   

  

Promotion Price

Product Location

(Availability)

  

Customer Customer

Cognitive _____,.. Behavior

And Behavior

Affective
Sales

      

  

Cognitive

and

Affective    
Evaluation

   

Figure 15

Product Market Risk ~



 

 

  

   

 

 

 

   

   
 

 

      

      

 

 

   

  
   

 
      

 

  
 

 
 

 

 

    

   
 

  

     
 

Market

Investment

9 Currency

Financial Extrernal

Capital Risk

Structure

Return On /

Production- Investment

I I I

P3

fiaofkuectt Corporate

b P f Product Market FmanCIal

er ormance Risk and Profit Performance --------------------

G q of SBU n

. overmen . esource

Regulation- Allocation

. A I 4 4

fi Industry 35 \‘ Technoloov

:- Structure 0‘

a:
3

Growth 3 "

Rate .2 GAAP i

2 | Market I 3

Share Tax

«5 Law E Management

3 8

O s
E a.

Proouct Market 0-    
RISK

Figure 15 cont'd

 





 

 

  

 

 
 

 

152

   

       
   

 
 

 

 

 

   

  

 

  

 

  
 

 

  
 

 

 

 

 
 

 
 

 
   

 

Figure 15 cont‘d

Financial Market Risk

  
 

Bank Structure
Earnings Standard interest Fundamental.

Brokera e Centralized
9 Focus Models Rate Analysis ecentralize

Flnanc1al

Analyst - 1 Price

Earning

Valuation

Beta

L Risk

Financial A Investor

Market V l. institutions

Published Earnings Performance 2. Corporations

________________________________ 3. Individuals

A

Macro Market

Influences

l . Fiscal Policy

2. Monetary Policy

Corporate 3. psychology

Presence





l 53

-Financial Market Performance

It was originally stated in chapter one that product market

performance should be reflected directly to financial market performance.

It turns out that the relationship to the financial market is far more

complex than originally considered. There are so many major variables

close to the financial market that affect the prices of securities that

what is transpiring In the product market place may appear to have little

impact.

Two major elements of the complexity of the financial market place

are macro market influences and investor objectives. The analysts made

it clear that macro influences are very dominant in their approaches to

valuation and therefore force other information on product markets to be

subordinated to the macro market influences. Three areas of macro

market influence that are dominant are: fiscal policy, monetary policy,

and market psychology (see Figure 16).

Fiscal policy plays a large role in a market system because many tax

and spending decisions by the government have a major Impact on the

financial market. For example, a change In the capital gains tax rate can

significantly impact decisions on whether to hold, sell, or buy securities.

Even more importantly, the length of time a security must be held to be

eligible for capital gains will impact the market. It appears that the

holding period horizon does not affect the valuation period horizon.

The government‘s decision on where to spend its resources also

directly impacts the market. The annnounced plan to build defense has had

a substantial impact on the financial market in defense stocks and many

other related areas. The financial market can reasonably forecast the

behavioral action on the part of the defense department (the customer).
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Increased sales throughout vertical defense Industry channels means an

expanding market throughout the related system of subcontractors and

suppliers.

Monetary policy and the rate of interest also has an important impact

on the financial markets. Evaluations are made on the basis of risk and

return. What the government pays for the use of money in the form of

Treasury bills is the “risk-free“ rate. Changes in the "risk free” rate,

adjusted for inflation, can impact what investors and money managers

believe the value of stocks will be In the future. An investment, by

definition, has a return component as well as risk. If , because the cost of

money declines, the expectation of return rises while risk remains

constant, then the stock price will rise. This is oversimplified but it

makes the point that the investment community watches the monetary

policy closely. The actions of the Federal Reserve Board are very

important to Wall Street as they impact the financial markets directly.

There are a number of tools that the government has available to influence

monetary policy. These include: the raising or lowering of the discount

rate, the rate it will pay for or sell money for, and, in combination with

the Treasury, how much money is being printed.

Monetary and fiscal policy are big influencers of the financial markets

and their impact has been well documented in the finance discipline.

Unexpectedly, several analysts considered market psychology to be a

major influence In the financial market place.

Market psychology Is very sensitive to rumor. This is information that

spreads through the networks on the street very rapidly and motivates the

movement of billions of dollars. The stakes are high in the financial

markets and, because they are a near perfect market, they are almost
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immediately decided. Despite all the tools that are available to carefully

analyze what is the best investment value, analysts and portfolio

managers who are active in the financial markets were intensely

interested in rumors. Considering the size of the portfolios for which they

are responsible, it is evident that any piece of information, real or

fictitious, is important. It may help explain what is occurring in the

performance of any stock, or to portend a price movement.

The goal of most managers is to do at least as well as other money

managers and, if possible, to do better. To maintain their jobs, managers

must perform with the market (Graham, The Intelligent inyeetor). There is

little allegiance to the stock of one company. The goal is the highest total

return with the least amount of risk. Bonuses are often based, in part, on

outperforming the market. In the weak form of the efficient market

hypothesis, the impact of rumors is particularly high because of the

variance among analysts in reaction time necessary to determine

credibility and effect.

Rumor can come from any number of sources and can take a number of

forms. Rumor is not only a "hot tip“ about one company but it could be

about some macro environmental force that may impact an industry or the

whole market. The sources can include the company, the industry, Wall

Street, or the political arena. When one is dealing in tens of thousands of

shares of a given stock, any rumor that may influence a buy-sell decision,

enough to cause a small price blip can mean substantial profits if acted

upon with the proper timing.

Other macro factors that influence the Financial Market Performance

include demographic trends, catastrophic events, major changes in the

balance of power in world political events, and so forth.
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-Investor Objectives

Investors are classified in a number of different ways:

1. Size

2. Nature of Return Desired

a. Income (Current Future; and Taxable, Nontaxable)

b. Capital Growth (Short-Term, Long-Term)

3. Investor Type

a. Institutions

b. Corporations

c. Individuals

The most common classification used was investor type (see Figure

17). One of the surprises of this research was the very short term holding

periods and very high portfolio turnover of the main participants in the

financial market place. The overall short term nature of institutional and

corporate investing impacts the performance of individual companies in

the financial markets, as it tends to reflect constantly in market

evolution the latest information and rumor.

All three kinds of investors put information and resources into the

financial market place, as well as receive information and resources from

it. Perhaps most important in terms of later strategy is the short term

holding period of many of the Investors. Previous to this research the

author had made the assumption that when the phrase "maximization of

shareholder wealth" was used, the long term was the relevant period. It

may be that the technique of analysts and professional arbitragers is to

estimate long-term risk and potential by discounting the more readily

apparent short-term predictions. This would make the short-term focus

more closely allied with traditional longer term assumptions that are used

in many discussions. This technique ignores the impact of increasing or
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decreasing product market risk, since this discounting generally only

recognizes product life span and the macro influences. The analyst is

unlikely to incorporate product market risk or other long-term concepts

until provided with an expedient method of obtaining this information.

In chapter one, the idea of two to five year horizons for investment

was discussed. The analysts interviewed indicated that they accepted the

concept of maximizing shareholder wealth but that their horizons were

very short term. In several cases it was admitted that, on occasion,

stocks were held for as short a period as a few hours (E2). These portfolio

changes could be industry (class) changes as well as shifts between

individual firms within an industry. The short term horizon for the

maximization of shareholder wealth appears to dominate the market due

to:

l. The large amount of capital held in tax deferred pension

funds not subject to holding period requirements

2. The need for portfolio managers to sta with the

market or improve on it as a basis for heir year end

compensation

3. The results of portfolios being managed accordiing to

models

The model based portfolios compute values below which a stock should

be bought and above which they should be sold. When the market price

reaches this value the process of purchase or sale of shares is

automatically triggered.

The institutional investor has a much more flexibility when managing

pension funds or charitable trusts a when managing individual trusts and

or corporate funds, which are subject to more immediate taxation.

Corporate funds are usually more flexible than individuals. Individuals
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are the least flexible because they usually do not have the current

information necessary to trade frequently. Even though information moves

quickly, individuals are the last to receive it (see Figure 18). Even the

banks with substantial individual trusts indicated that frequently trust

investments are tied up in specific companies which, because of

sentimental values and tax impact, are not easily bought and sold. It is

important to remember that every investor is basically looking for

condition of low risk and high return. The concept of presence is focusing

on low risk. Longer term investors are more likely to be concerned with

product market risk as it will have an effect on the more distant horizon.

The short-term investor will see the impact of the implied effect of

product market risk on immediate price.

~Analysts Do Not Focus on Product Markets

There are many factors that help to explain why financial market

performance is not more directly tied to product market performance.

The analysts themselves have two very different approaches depending on

who employs them. The two major classifications are buyside and

sellside. Buyside analysts work for banks or other institutions whose

principal income comes from the management of money. They are called

buyside because, as they or their portfolio managers buy, they have the

ability to create commissions for the brokerage houses or sellside.

Buyside analysts often follow larger groups of firms or whole industries.

Based on the qualitative research conducted they have a heavy earnings

focus.

The sell side analysts work for institutions whose income is generated

from commissions received for information and brokerage. Sellside
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analysts are usually specialized to following a very small set of firms.

Collectively, both the buy and sell analysts have a dramatic influence on

the performance of financial markets as they make the valuation decisions

and resulting buy-sell or hold recommendations. The investment goal is to

perform at least as well as the crowd (the consensus) on a period-by-

period basis.

The overriding need to stay with the market in the short term may lead

analysts and portfolio managers to concentrate on immediately available

information including financial market psychology, rather than on longer

term aspects of risk and return. To stay with the crowd, analysts become

less concerned with economic substance and more concerned with the

perceptions of their colleagues (market psychology). Analysts have two

constraints, time and information. To be useful, information must be

effective, timely and meaningful within the horizon.

In addition to having an earnings focus, buyside analysts tend to

approach the valuation using short-term fundamental corporate analysis

starting with the balance sheet and income statement. Often they will use

the information provided in corporate reports and other published

information about the firm. This seems to be as far toward the customer

and the product market as they go.

Analysts use models in a number of different ways. At some

institutions, the analyst primarily puts estimates into models such as

growth rate for the next five years for the dividend growth model or

adjusting an alpha based on their knowledge of a firm. Beyond that, the

models, usually a dividend discount model or low P/E model, generate the

buy and sell levels for all stocks. In some cases the portfolio managers

were supposed to hold the optimal portfolio (E2, Ml, Cl ). A middle
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position would find the knowledgeable analysts using models as a check on

their other estimates. A third group of analysts hardly use models at all

and are not really interested in models even as checks.

The heavy use of models has certain impacts on the organizations using

them. Model usage tends to lead to high portfolio turnover, particularly in

a volatile market, as new sell and buy levels are continuously reached.

The true model user will continually adjust the portfolio, particularly for

accounts for which taxes are not an immediate consideration. This model

dependence tends to discourage any long-term approach to stocks and

promotes focusing on the most immediate variables that are in the

financial market place and how they will impact the price of individual

securities. Thus, there is little concern with anything behind the

corporation's immediate earnings. There is little, if any, product market

risk consideration and little customer research. The only way the product

market position would work into the model would be if the corporate

management of the firm could pursuade analysts that, because of presence,

3 growth rate above normal could be expected. This is not done, in large

part, because marketing currently contains no measures of product market

risk that are timely and easy to understand.

Another reason why financial market analysts do not focus on the roots

of income in the product markets is the wide variation of education and

experience in analysts. Analysts have found their way into their jobs with

a number of different backgrounds. The business school graduates tend to

have been schooled in finance, which emphasizes the corporate financial

structure.

Another factor that impacts the quality of the analyst's work on an

individual company is their concentration. The work levels varied from
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one analyst following a few companies to one bank where two analysts are

responsible for following the whole financial market (CI ). Those analysts

who are expected to cover whole industries could do little more than keep

up with published information. The innovative and creative people looking

at the product markets were covering sections of industries (P i ,F l, L I ,

and Kl ).

The valuation structure of the organization in which analysts work also

has a major impact on analysis. Some organizations are highly centralized

and every analyst must use the same method. Any deviance must be

explained and justified to a committee of peers. Centralized structures

appear to go along with a heavy dependence on models for actual portfolio

management. The strategy, then, is to use the model and everyone in the

organization is expected to go along. Many of these analysts miss the

opportunity to look beyond the corporate published documents at any kind

of product market risk. They use what they are familiar with. The

organizations tend to use top down models starting with the macro

environment. This is logical: in many of the models the macro assumptions

will have more direct impact than shifts in the assumptions on the micro

level.

In contrast, some organizations use a decentralized method of

valuation. This means that analysts are free to use any approach they

wish-- including speculating on scenarios (62). This tended to exist most

in banks where the portfolio managers were independent of the in house

analyst and could use the recommendations of those analysts if they

wished or they could go outside for other opinions (H, G). The advantage of

this system is that it creates an opportunity for exploration. Such

exploration tends to enlighten the research as analysts attempt a better
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understanding of what the future might look like by focusing more directly

on the product markets usually through purchased research (IMS, Gartner,

Nielsens, and so on). Figure i9 shows the impact of valuation of standard

models, fundamental analysis, and the structure of valuation-centralized

or decentralized.

There are a number of different valuation methods used by analysts.

This is not meant to be a complete discussion of methods of valuation but

rather an indication of what is actually being used in the field based on

the sample for this research. Among the more regional banks, including

the Chicago banks, there was clearly an earnings focus. This was

demonstrated in use of the low P/E (price to earnings ratios) and the

dividend discount model.

The low P/E model was used by one regional bank. It essentially

reduced the universe of stocks down to a small portfolio of sixty to

seventy stocks with low P/E's. The theory behind this model is that the

investor gets a better return for less risk than could be obtained through

other combinations of securities. In other words, people who follow the

low P/E model must believe that the financial market has assigned too

high a risk level to the earnings. Since earnings are public knowledge, the

market accurately reflects earnings. Risk is the more subjective

component. One reason why risk might not be accurately reflected is that

product market risk is a component but there are no measures and little

discussion of how to apply product market risk information in the

financial markets.

Another valuation method that is heavily earnings focused is the

dividend discount model which was found in a number of different banks

(E2; JI;H2). Basically this model has three periods: years one to five,
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years six to ten, and years eleven to fifteen. It is generally assumed that

companies cannot earn excessive returns for more than one period, one to

five years. If they do, they will attract competition and lower their

earnings and return. The dividend discount model basically says that the

value of the stock is the present value of the income stream it offers plus

any liquidating dividend. Dividends are earnings dependent; therefore, so

is the model (see Figure 20).

To give some insight into the model it may help to understand how it is

used. At one midwest bank, all investment decisions were based on the

dividend discount model ( E2). Analysts could influence the model by the

length of time they predicted excessive earnings, usually between three

and seven years. At another bank in New York, the analyst felt that only

the first five years were relevant and that beyond that was too far in the

future (H2).

The dividend discount model focuses on earnings and the length of time

a firm may expect to have excessive earnings.

In addition to low P/E and dividend discount models, there are a number

of other standardized models that are available to many analysts. These

are used as checks and can be helpful in developing a case for a different

position (non-consensus) from that which would be indicated by market

psychology (consensus position). These include, but are not limited to:

I. Return on Investment

Earnings Growth Rate

P/E Relative

Market to Book

5. Price to Sales Ratio (Fisher, l984)

Industry risk is also considered a factor in valuation in some cases. ,
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The basic formula with no growth:

 

Capitalization Rate

or
p0 =g1

Ks

Constant growth rate:

P0 = Q1

KS-g

Period of super normal growth:

“ do(l+gs)t (anm (I)

_ + +

Po -2

I“ (I+Ks)t (KS-gm (I+K8)n

Here period “N“ is the period of super normal growth, gs is the

supernormal growth rate, and the normal growth rate is "9n" (Weston and

Brigham p. 648,l978).

Figure 20

DIVIDEND DISCOUNT MODEL
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In many cases the firms are too much of a conglomerate for industry to

have much meaning (BI ). It may have more meaning on the product market

level. Where strategic business units are in a defined industry this

certainly impacts valuation. This was particularly noticeable in the drug

industry where the impact of patents provides such long life cycles that

they become an industry characteristic ( Kl ). It was also seen in the

computer area in the approach the Gartner group took to evaluating

securities (Ll ). In some industries there are services that specialize in

evaluation of firms, products, and trends. Where this is available it may

provide the tools to evaluate industry risk.

An evaluation method that was repeatedly mentioned was the basic P/E

ratio and the P/E relative. High multiples tend to indicate expectations of

substantial growth expected, or greatly reduce risk. Whether high

multiples reflect reduced product market risks is uncertain because of the

number of other factors involved. It is clear, in the newspaper industry,

that the high multiples existed because of the reduced risk in one of the

two product markets they service: newspapers readers and advertisers.

Newspapers are, to some degree, an economic franchise or monopoly as far

as the reader base goes.

As shown in Figure 2i there are a number of factors and techniques

which affect the various analysts' valuations, which in turn impacts their

buy-sell actions, and thus the financial market performance of the

security. These factors make up financial market risk. The changing

market price affects the models and the analysts' resulting

recommendations in a constantly adjusting system. In general, product

market performance only enters into the financial evaluation as an

historical base for projections.
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-Corporate Filter on the Results of Product Market Performance

In the examination of influences in financial market performance, it

was pointed out that one major input was published corporate earnings.

One analyst pointedly commented that many analysts stop their research

there (Pl ). If analysts wish to pursue information directly from the

product markets, it must be recognized that corporate financial

performance acts as its own filter for all product market information.

One problem is the sheer complexity of today's large corporations. Many

are multinational companies composed of large numbers of Strategic

Business Units (SBU). In contrast, most product market discussions are

focused on the product market of a SBU or a group of SBU’s.

The original premise, that product market information would flow

directly into financial markets, appears to be incorrect as a result of this

exploratory study. In large corporations the product market performance

of any particular SBU may appear insignificant in the corporation's

financial figures. The importance of an SBU would depend on its size in

relation to the corporation.

The potential for continuous changes in ownership of shares of publicly

held corporations has a tendency to cause management to interpet the

maximization of shareholder wealth to mean the the short term as opposed

to some longer term horizon. It places an emphasis on information which

may cause short term variance in financial market performance.

There are several factors that impact directly on corporate results

which are not part of its performance in the product markets. These serve

to modify the product market results. The first of these is capital

structure. Capital structure refers to the debt and equity makeup of the

organization. Some organizations have almost no debt while others
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appear to be overburdened with debt. The cost of this debt load will

dramatically impact the amount of earnings that are passed though from

product markets to the published earnings of the corporation. Additionally,

in many cases debt is used to acquire other firms which may bring with

them depreciable tangible assets, plant and equipment and so forth, and

depreciable intangible assets in the form of goodwill. An example of this

was provided by the analysts in the newspaper industry in the form of the

Capital Cities Communications acquisition of American Broadcasting

Corporation (H2; FI ). Basically, the acquisition required taking on a

significant amount of debt at a time when interest rates were high and,

because the amount paid was substantially above book value, a large

amount of goodwill had to be entered on to the books of the surviving

company, Capital Cities. The combined impact of the deduction for

interest expense and the expense of amortizing the goodwill will reduce

the earnings of Capital Cities.

Another corporate factor that impacts the results of product markets

as they pass through the corporation is the financial riskiness of the

corporation itself. The financial risk could be generated from any number

of items. One of these factors could be the debt structure as was cited

above. Some firms have not been able to structure their debt in a way in

which it can be paid off in a timely fashion. In others, the interest

charges are so high in relation to product earnings that the threat of

interest rate rise is a substantial risk item.

Financial risk also occurs for other reasons including liability issues.

A firm may need to set aside a substantial amount of funds for the

eventual result of a liability suit (Johns Mansville, AH. Robbins). The way

the firm chooses to reflect the liability (for example, full or partial
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write-off) will impact the way that analysts value the firm's stock.

Financial risk may occur for a number of reasons and impacts the way that

earnings are interpeted to the market, or by the market. Such factors,

particularly those that impact earnings, help to filter product market

performance. In some cases these factors may be of more concern to the

financial markets than variation in product market risk because the danger

is explicit and the impact is rapid and substantial. The financial theory

helps understand the risk involved. A theoretical and effective measure to

support the theory of product market risk is not available.

Another factor that serves to modify product market results as they

pass through the corporation is the requirement that all companies report

according to Generally Accepted Accounting Principles (GAAP). These

conventions determine the way in which firms may compute income,

expenses, depreciation, amortization, and so forth. In general, GAAP does

not allow the amortization of marketing investments. One analyst

discussed the development of USA Today by Gannett as an example of the

impact of GAAP (H2). Gannett invested a substantial amount of capital

creating a product market for its newspaper. Even though Gannett may

have achieved some substantial market strength nothing is flowing to the

bottom line because all of its marketing investment is expensed. If, on

the other hand, Gannett had spent the same amount or more to acquire a

newspaper it would have been able to amortize that acquisition over a

number of years and show the amount that remained to be amortized as an

asset. This would have greatly increased reported income and assets.

This is just one example of how differing accounting treatments affect

product market results as they pass through the corporate filter.

Tax laws also impact how a business processes the inputs that it
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receives from the product markets and its cash flows. In short, if the

market is earnings driven and tax laws as well as GAAP do not allow the

amortization of long-term marketing investments then there is much less

of an incentive for management to invest in product market development

than there might otherwise be (Fruhan). Tax laws have significant impact

on both the macro and the corporate level.

The quality of management also impacts the way results are filtered.

In this case, the concentration is on strategic management. Several of the

analysts discussed the idea of looking at what the Chief Executive Officer

is doing with the organization. A bank analyst spends quite a bit of time

speculating on what he would do if he were in charge of the organization

(62). Many of the analysts suggested that, when firms get larger, the

management may not make as much difference but that it is more

important in the small and medium size companies (Jl ).

Technology is also important to the modificiation of corporate results.

It is one of the factors, along with management, that analysts looked at as

part of their subjective evaluation of the firm. Analysts were concerned

with whether the company was staying current with technology and would

be likely to be competing with the next generation of products. One of the

major concerns is how will the firm survive in a period of seemingly

shortened life cycles, (KI ). Analysts focus on whether a company would

have the technology to develop the product but rarely seemed to consider

whether the company has the ability to develop the market In a way that

gains early and substantial product market acceptance.

Product market investment is another factor that impacts the

corporate results. What is the firm spending on market investment? Are

they developing markets or only harvesting from them? The Gannett/USA
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Today example stands as an example of a firm willing to make a large

investment in the product markets. This is certainly impacting the

short-term results of Gannett's operations in terms of what gets passed

through in the form of earnings to the corporate reports.

Industry structure also can have a sizeable influence on the level of

corporate performance. Changing industry structures may have a profound

impact on earnings. An analyst in the computer area based much of the

evaluation of firms on the changing industry structure. In this case, the

developing overcapacity and the shrinking size of the market potential

substantially increased product market risk and necessitated a

reconsideration of the valuation of any firm involved in the industry. The

analyst pointed out that the further back in the channel a company is, the

more affected that firm might be as the industry changed (L l ). This is

recognition of product market risk.

Another example of the impact of industry structure could be found in

the reorganization of all the health care providers that have been required

since the government and insurance companies forced the issue of cost

effective care. Previously, the objective was not cost, but rather

providing the patient care at any cost. The change to cost effective care

has forced a major restructuring through out the entire industry (NI ).

Industry structure could be changing in a number of different ways.

Traditionally, academics have examined both vertical and horizontal

composition of industry structure. Depending on the firm, one or both of

these could be important. Of equal importance are what kinds of barriers

to entry exist. In some industries, the barriers are in the form of

techonology, although, with the exception of the drug industry, analysts

stated that technology is so readily available that this does not seem to be
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the barrier it once was (Kl ). Barriers may also come in the form of cost

of entry, or the inability of the market to support a competitor.

Newspapers in many towns are such a case. Most towns, and even large

cities, have found that they can not support more than one newspaper.

USA Today has proven to be weak competition at best, since a national

paper can not provide all the local stories that are wanted by the local

readers. Thus, there is a real barrier to entry in this market.

Two other ways of characterizing industry structure are turbulent and

placid.” One might describe the high technology industries as “turbulent

because they are constantly in a period of rapid change. Relatively few

deciders make or break this industry. On the other hand, the drug industry

might be described as more placid since it is possible to see far ahead

because of the long term approval process required by the Food and Drug

Administration (FDA) and, has the advantage of the seventeen year life of

the patent once it is granted and approved for intended use. It is very

difficult to unseat the pioneer of a product in the drug industry as the new

entrant has to prove that it is better and more cost effective before

doctors are likely to start prescribing the medicine. Thus, the drug

industry has less to expect in the way of abrupt change in their product

markets and therefore can plan on a longer term basis the needs of plant

and equipment. Another factor that may lead to the more placid state in

the drug company industry is the long lead time it takes to develop a

product. It often takes years of research before a product is ready for an

application to the F.DA and, except for the cosmetic or fad items, years of

market investment to develop product presence. A regulated industry

generally provides a placid environment, for example, cable television,

utilities, and until recently, transportation.
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Another factor that impacts corporate results is currency risk. Many

companies today are multinational or involved in foreign trading. Like

interest rates and debt structure, its currency risk can have a direct

impact on what is eventually passed through as earnings.

In summary, there are many factors that impact corporate performance

in addition to what is coming in from product markets. These factors

serve to modify the results that lead to the published earnings of the

corporation. One of the analysts spoke about the options that management

had in terms of adjusting performance. Some companies may have

shrinking sales but, by careful management and cost cutting procedures,

these companies can be successful at increasing profits in each quarter

for quite some time, (GI). It is also important to remember that there are

usually a number of SBU‘s and the allotment of resources between them

may change overall corporate performance. For example, if one unit is in

the midddle of a product launch, it may be consuming a substantial amount

of resources while other units are producing income. This to would affect

what is passed through in the form of corporate earnings (Figure 22 shows

the factors that impact corporate performance).

~SBU Filter on Product Market Performance

The strategic business unit itself acts as a filter on product market

performance. There are a number of factors that impact the performance

of the SBU, including those that one is normally concerned with in

marketing such as performance measures based on historical sales.

One of the other factors that impacts the performance of the SBU may

be the industry structure as discussed above in relation to the corporation.

It is not uncommon to have corporations that are so diversified that the
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different business units belong in different industries. The

characteristics of the industries are important to understanding the

success of an SBU.

One of the most common performance measures to look at in terms of

the SBU is market share. Market share is dependent on at least two

primary factors: one is definition of the market and the second is

competitor sales. The definition of the market can always change the

market share measure. The broader the definition of the market share, the

smaller the share; the narrower the definition, the larger the share. The

definition of the market will also impact the growth rate for the product

class or form. Because of its impact on these two factors it will also

impact such things as the Boston Consulting Group (BCG) matrix. These

two traditional sales-derived measures, market share and the BCG matrix,

have been and are extremely useful tools in understanding the success of

the small business unit in the product market in an historical sense. It is

hard for these historical measures to carry any information for the future.

Trends and extrapolation of past sales can be developed but they do not

indicate changing consumer preferences.

Production is another factor that interfaces with the successes of the

SBU. In most cases, production is a separate unit from the marketing units

(Hayes and Wainright, Restoring Our Competitiye Edge). In terms of

success for the marketing units there is an interface with production in

the areas of quality and cost. Quality is essential to meeting the

customers' expectations and, therefore helping the unit to maximize its

potential. If the manager of an SBU is attempting to maintain increasing

sales and needs to bring a new product out, they are dependent on the

input of production to deliver that product at a time, price, and quality
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that will fit with the rest of the schedule.

Often, in marketing, this interface with production is overlooked. The

interface should be in the design stage. Marketing should specify: (l)

appearance, weight, size and so forth, (2) quality, and (3) cost. Production

can be a key input to the product market success of an SBU. One of the

ways, in addition to timely delivery of the product, that production can

have a big influence is in the product that is delivered. A product on the

market that is not living up to quality expectations can severely hurt a

unit not only in the present but in the future. This is even more serious if

the unit is seeking to become the standard in its industry. A quality

problem may have a substantial impact on product market risk. Recently a

number of United States companies have learned the lesson of letting

quality in production slip as American costumers have turned to foreign

manufacturers for purchases and for their standards of performance and

quality.

The other point that requires emphasis in the interface between

production and the strategic business unit is the cost factor. What cost

are going to be charged coming out of production into the unit. These cost

have to allow for a price to customers that falls within their set of

standards for the quality and performance offered and at the same time

provide a margin sufficient to cover SBU and corporate level costs and

provide a sufficient profit.

Government regulation is another factor that impacts the SBU and its

performance. There are many constraints on selling practices, taxes and

other factors that impact the SBU and serve as filter of its results. For

example, as has been discussed in the drug industry, regulation in the form

of the FDA plays a big role on what is done. In fact, one of the analysts
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mentioned this as one of the major risks in the drug industry (Kl ).

Another example would be the government regulation of many industries

including public utilities, transportation, banking, and so forth. Factors

that impact the product market performance of the SBU can be seen in

Figure 23.

-Customer Behavior

In looking at the product market, Figure 24, one sees it is divided into

major sections. One is the customer behavioral component and the other is

the customer cognitive and affective component. The behavioral

component is the one that most of our marketing performance measures

focus on. Almost everything that is looked at for performance is sales

based.

A few of the analysts did attempt to understand as much as they could

about the product market customers and product market risk. Two

specific examples are important. Both of them are in the computer area.

One analyst went directly to customers and asked them what their

purchasing commitments looked like for the next period. This was a direct

survey of customer spending. In industrial purchasing it takes longer to

make a decision and put it into action than it usually does on the consumer

level. Therefore, it is possible to understand the market for a short period

of time by talking with these customers that have basically made the

decision but have not actually made the purchase. The second example is

quite innovative: the analyst studies expected sales by surveying

professional sales people in the industry. Over the years, the analyst has

developed a cadre of about one hundred sales people that are queried at

regular intervals to see how they feel about the market for their products,
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their competitor's products, the general tone of the economy, and the

industry. This has provided the analyst with advance notice of the trends

that are developing. Both of these are good examples of looking at the

customers in the product market and how changing conditions may impact

customers. It is an attempt to try to understand what may be happening by

looking at expected behavior in the product market .

There is a second level or, more appropriately, the precursor to

behavior. This is the cognitive and affective state of the customer (see

Figure 25). No analyst was doing direct research into this area and yet

these things do trigger behavior. It would be important to consider these

for all the possible participants in the purchase. The participants that

would be most important to consider for any given product will vary

depending on the product classification. For example, in the prescription

drug industry, the following labels might be applied:

I. Influencer Pharmacist

2. Decider Doctor

3. User Patient

4. Buyer Insurance

In other industries, the users and buyers might be more closely related.

It is not important whether this is the correct classification but what is

important is that an analyst should spend time looking at what the decider

thinks of the product. This is exactly what was found at a drug boutique

where the analyst specializing in medical products revealed that they used

a continous delphi group to comment on what doctors and the medical

community were thinking about products of the companies that they were

following (NI ).

The same analyst gave an example of how important the buyer can be.
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The case of the change in the medical industry from what was most

effective at any cost to what was most cost effective was really brought

about by the buyers, the government, and then the insurance companies. An

understanding of how the buyers were looking at the product market

offerings would have helped an analyst to expect the kind of restructuring

that has been necessary in that industry because of the changes in the

buyers (Ni ).

Another important thing to be considered for many types of product

market situations would be to look at the user types that are involved.

One might expect to get different information from different user types:

(I) previous user, (2) current user, and (3) never used. In the case of many

products, research might indicate very different feelings among these user

classifications.

For a complete look at product market filters, in the form of both

customer behavior and the customer from the cognitive and affective

standpoint (see Figure 26).

~Financial Analysts Have an Unclear View of Product Markets

If all the parts are put together, as in Figure 27, it is clear that there

are many filters between the financial markets and the customers, which

tend to obscure product market risk and return of a specific product. It is

not difficult, from this perspective, to understand why the analysts do not

focus on the elements that have been attributed to presence. Analysts

have no models or measures for analyzing the cognitive and affective

areas.

Some analysts were found to be considering some product market

information in evaluations. One of the examples was found in the
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newspaper industry, where one analyst attempted to forecast possible

advertising sales by looking at the industries that buy most of the

advertising from the newspapers and then attempting to forecast what

kind of advertising expenditures they will make in the future, therefore

impacting the advertising revenues the papers may receive (F I ). This is a

method of going through the whole system and attempting to look at the

factors that might influence behavior.

Other areas include the previously mentioned medical delphi group,-

survey of computers sales people; and, the Gartner Group looking at the

product, the producer company, the industry, and the customers in all

classifications.

Looking at the product market through the filters tends to be done when

it is easy to do. One of the analysts in the drug area made a strong case

that one of the reasons that minoxidil (Regain) has had such an impact on

The Upjohn Company is that the product is perceived to be easily

understood by analysts and therefore they felt comfortable in taking the

expected product market performance into account. They also felt

comfortable making some risk estimates for the product. This is not to

belittle the many other factors that have been influencing the stock of The

Upjohn Company recently but to point out that, in many cases, analysts do

not feel that they can make any kind of reliable product market

performance estimates because they may not understand the market fully

or there may be too many products for any one product to have a

significant impact.
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——Tiers of Influence

One way of viewing the model is that there are so many tiers of

influence in financial market performance that it makes it difficult for

analysts to define and project the importance of the product market

performance. The tiers are: (l) financial markets, (2) corporate financial

performanc, (3) SBU's product market performance, (4) customer behavior,

and (5) customer cognitive and affective (see Figure 28).

Therefore, it is understandable that few commented directly on the

elements of presence as being important in their valuation decisions.

Where the analysts do focus on the product markets there is a clear focus

on the behavioral dimension. This is not surprising since there is a real

focus on earnings and the short term.

In most cases, the analysts, because of the nature of their work load,

were forced to concentrate on the first tier of influence. From their

perspective this would be the financial market risk and it would tend to

have the most immediate impact on all securities. Financial market risks

are major factors that impact the immediate actions of securities

markets. One can look at any of the formulas that analysts are working

with and see quickly what a major change in interest rates would do.

Additionally, there are many changes that are not as global as an interest

rate change that have a major impact on all members in the financial

markets and therefore have to be of constant concern to analysts. Given

this short term focus there was still evidence of looking at presence on

the corporate level. An analyst spoke of a company with falling sales in

the existing product line but whose stock value stayed up because it was

believed that the company had the potential to introduce new products

successfully to this market (6 l ). This is a recognition of presence on the
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corporate level.

Analysts also looked at factors that had to do with company specific

risk in almost every case. Many were basically looking at published

earnings with an implied assumption of continued corporate performance

along the same lines. This may be one reason why a downturn in earnings

often produces a shock in the financial markets if it is not recognized in

advance. Some of the sellside analysts attempt to understand more of the

company specific risk tier as has been discussed above. Presence could

influence this level as it would allow companies to make better decisions

on allocation of resources if they had a measure of risk in the product

market.

Few analysts actually looked at SBU's or product market area. This

may be a function of the lack of available data. Those who did look at

SBU‘s or the product market seemed to concentrate on the behavioral

aspect. There was almost no one looking at the product market risk area

as an indicator of the future. The entire orientation was either toward the

historical or an attempt to estimate the very immediate future by

intuitive adjustment. This does not necessarily pick up developing trends

that might be seen by looking at the customers' cognitive and affective

position. It is as if business believed in manifest destiny; once the course

is set in action, it will continue along the same path.

The tiers of influence make it difficult for the financial analyst to

relate to the product from which income is generated. When analysts do

attempt to understand what is happening they have no real measures to use

to determine product market risk even in a relative sense. A company

could be continuing to make sales because of a low relative price but be

weakening its standing among customers to the point where it would be
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much less of a competitor should price parity develop.

Depending on the company, presence can appear by product, by product

line, by brand, by S.B.U., and at the corporate level. It is important to

understand that presence may be useful to both the marketing and the

financial professions, particularly those who attempt to estimate the

investment value of stocks.

Presence is important as a cognitive and affective concept. Behavioral

measures are historical performance measures. They contain only

information about what the buyer has done, and possbily what the pattern

of purchase is like, but they do not contain future information such as

changes in standards or reactions to changing enviroments.

Risk is future oriented by definition. There is no risk in things that are

known. It is only the future that contains elements of risk. It is

important there be a measure for product market risk, if risk and return

are the basis for valuing companies, and the goal of the company is

maximizing shareholder wealth.

Presence, as conceived, is an indicator of an intangible asset for the

future. It provides a way of estimating risk . The cognitive level refers to

information on how well the product is known and may well be a measure

of awareness and possibly generic use of the name. The affective level is

more related to the acceptance of the product as a standard and placing it

in the evoked sets.

Product market risk appears to be included in business risk in financial

theory (Chapter Three). This would be somewhat equivalent to combining

the concepts of product market risk and company specific risk. When

product market risk is added into operating risk, it is overshadowed by the

elements in the tiers closest to the financial markets--those things that
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are impacting directly on corporate performance. It is time to try and

understand with more clarity what the product market risks are and how

product market performance passes through to the firms' shareholders. It

is only in this way that marketing management will be able to contribute

better to the goals of the firm.

Conc on

The evolution of the model has been laid out. It was developed to aid

the understanding of the relationship of product market risk and the

concept of presence with the performance of the company in the financial

markets. The model's development has clearly been impacted by the

research choices, hopefully; further research as, suggested in the end of

chapter seven, will lead to reflnements that will make the model more

generalizable. If the model serves as starting point in a discussion of

product market risk it will have made its contribution. With the model as

a framework, it is hoped that presence can be measured. Such a measure

could be extremely useful in strategy, evaluation of management, and in

financial evaluations.

The model contains arrows indicating direction of flows but it does not

currently contain information about strength of flows or the nature of

their impact. It is suspected that all weights should be the same but they

may be read very differently under different scenarios depending on the

perception of those using the model. More research is necessary to

understand the weights as will be explained in chapter seven.



 

 



CHAPTER SEVEN

iMPLl CATIONS

Introduction

The idea of product market risk and the concept of presence is explored

as it might be applied in practice and in additional research. First the

ideas presented in chapters one, two, three and six, are examined from the

viewpoint of the financial analyst. Second, the same ideas are looked at in

terms of application by marketing management. Third, the implications of

the model and further suggestions for research in that area are developed.

Finally the four research questions are addressed with suggestions for

further inquiry.

Proguct Market Risk and the Financial Analyst

From the standpoint of the financial analyst, it is important to

understand what impact the development of an indicator of product market

risk might have. Analysts are continually looking for inefficiencies or

market imperfections, such as new pieces of information not currently

reflected into the market price. From the interviews, it is evident that

there are several ways in which this risk information could be particularly

useful.

Figanciai Markata thure Qrienteg

Financial markets are future oriented. Everything that is done in the

financial markets has to do with risk and uncertainity. The analyst

prospers in relation to his success in appraising the likelihood of future
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events. If the future were certain there would be no speculation.

The analysts interviewed explained that there was a complete and total

separation of the horizons for evaluation and the horizons for holding

securities. Some analysts were using a fifteen year horizon for valuation

but only holding the security for a few hours ( E2). Other analysts talked

about holding securities for a long time, but constantly reevaluating their

portfolio on a very short term. it was made clear that they would not

want to value a security based on estimates of earnings two or three years I

out.

—Focus on Stocks

Analysts also pointed out that they have a real focus on stock values

and that stocks are in the financial markets. In contrast to the efficient

market theory, they carefully tried to separate the idea of good and bad

stocks from the idea of good and bad companies. Thus, there are good

companies whose stocks are considered bad because they are believed to

be overpriced, and bad companies whose stocks are believed to be good

even though the company is currently very weak. This separation is a key

to understanding the focus on the analyst and the evolution of the model

with its separate components of financial market risk, company specific

risk, and product market risk. One analyst, when asked about this issue of

good and bad companies, explained that he considered a negative

development at a good company an opportunity if it would drive the stock

price down far enough to make the stock also a good stock. Another

analyst spoke of looking for something that is not perceived by the market

which might make a bad stock appear good. He focused on trying to find

good stocks and not good companies, because it is hard to make money on
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the sellside on good companies because you need good stocks (see Figure

29).

-Future Earnings Derived in Part from Product Markets

Many of the models that are used in the valuation of stocks are

dependent on estimates of future earnings. These future earnings have to

be derived from the product markets through the corporate filters. Many

analysts assume some sort of growth rate for earnings. In the case of the

dividend discount model, they estimate how long a firm might expect to

have excessive earnings, which should lead to some excessive value. The

assumption is that eventually, in three to seven years, all firms will have

normal earnings. To develop future earnings estimates, most analysts are

forced to use information that has come through corporate filters. There

are three areas that could be looked at in the product markets to attempt

to estimate future earnings; (0 current products, (2) announced,

unreleased products, and (3 ) unannounced products.

Current products are the ones that are most often considered in

estimating future earnings. These are the products that everyone is most

familiar with and they have an available, historically based sales measure.

There is a tendency to focus on market share as a performance measure.

However, one of the analysts pointed out that he does not use market

share because it is a historical measure and does not communicate to him

anything about the future ( Pl ). Another problem with market share is

that it does not give any indication of what is happening in the customer's

mind. It may be that the customers are shifting the attributes that they

look at, but still purchasing the products produced by the firm being

researched because of a price or other temporary advantage. As that
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advantage disappears, because of competitors actions or changed consumer

attitudes, the decline in sales and earnings can be dramatic.

Another reason for the focus on the current products is that they are

readily quantifiable. Most analysts want to deal with numbers. This is

particularly true for those analysts working for firms that use models

extensively. Models are number based and can not be expected to make any

kind of subjective judgement. In cases where analysts have to defend

their views to a committee, any subjective estimate, such as for products

not currently on the market, becomes too difficult to justify.

Even though it is difficult to determine the actual contribution of

announced, unreleased products, this becomes an important attribute to

estimating earnings, particularly in industries that are experiencing

shorter product life cycles. With shorter cycles, if an SBU, or the whole

corporation, wishes to maintain a certain level of sales growth, it must be

able to bring new products on line as the current ones begin to decline, in

rates of sale growth, so that total sales and earnings will continue to

reach set goals. Shorter life cycles in the product market do not affect

the horizons used by analysts in their valuation or the potential holding

periods for investors. Life cycles could be short and holding periods short,

but the valuation method would still use a longer term horizon that would

make the potential of announced, but unreleased products very important.

These factors may be even more important in the case of industrial

products. Industrial sales for new products are often harder to develop,

particularly if the firm is a new entrant into the product area. It is often

difficult to gain access to the true influencers and deciders for a product

class. In many industrial applications of products, the purchasing agent is

only the front man for a decision process. it may take time to get back to
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the technical people or the production staff that can really impact the

decision. Once these contacts are made, getting the new product tested or

reformulating the product to meet the standards of the user's needs may

take a considerable length of time. Often in industrial sales the product

not only has to meet the standards of the direct buyer, but others

downstream in the channel whose product will depend on all the inputs

that have gone on upstream. Several factors impact getting a product

through this stage:

i. Caring--Does the purchasing compan care to try the

product based either on the dissatis action with the

current company, need for second sourcing, or the

reputation of the potential new supplier?

2. Cost--The cost of the new product and the cost of

actually tryin it out. In some operations the line must

be shut down 0 run an experimental production with a

new component.

3. Time--The time of the people that must review the new

product or the actual time in testing.

There are a lot of variables that impact announced but unreleased

products. To incorporate an estimate of earnings, an analyst needs some

help on what kind of product acceptance to expect. The concept of

presence may actually help if the product is going to be launched in a

market where the company has had some experience. There appears to be a

logical carryover from previous products, either positive or negative, that

would be a factor in the new product risk. Some firms have such positive

carryover that their stock reacts positively to new product

announcements. Politicians have long recognized the importance of

aligning themselves with winning candidates to receive the carryover

effect.

The final area to be considered in attempting to estimate future
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earnings from the product markets is unannounced products. This is even

more difficult then announced products. Analysts watch the level of

research and development spending as an indicator of new product

development but they may not know what products are being developed.

How then can analysts estimate for future products when they do not even

know what those products are. Here again the overall reputation of the

company in the product market may be helpful. It is important to

distinguish between sales and the success of the company at being

considered the standard setter in its product area. A product market

performance concept, such as the proposed presence, could be very useful

in developing an understanding of what kind of acceptance the products

that are not even announced might expect to find in the market place.

In the drug industry one analyst indicated that they did not not look at

unannounced products because they were too far away from producing

income and too speculative, based on the hurdles placed in the way of

bringing drugs to the market by the Food and Drug Administration (KI ).

-Risk

The question in the financial markets is not only future earnings but

also risk. These are two inseparable components of any financial market.

For example, the high return that has been observed from low P/E

portfolios might be in part explained by inappropriate estimates of

product market risk. Earnings for such stocks are widely known and

published. The risk level can be calculated in the way that the financial

market is Interpeting it from any number of financial formulas. Why is it

that these low P/E stocks then out perform the market? Part of this may

be an inaccurate estimate of product market risk.
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If a measure of risk in the product markets were available, investors

might be able to appraise more accurately the value of low P/E stocks.

Under the current situation there is no product market risk information

available and it is difficult to estimate the ability of the company to

introduce new products to the market, or the ability to move into related

product areas or related markets. Currently, the earnings forecast may be

viewed as risky for any number of reasons. For example, if the products

are nearing the end of their life cycles, then the related earnings of the

company may be at risk. Are products simply facing a declining rate of

growth or are they in a real decline stage? What is the risk related to

changing demographics? Estimates of future results are inherently

uncertain. The more uncertainity that can be identified and quantified, the

better that particular risk can be understood and hedged against.

Risk is found in all three areas of the relationship between the product

and financial markets. In the financial markets there is market risk, beta,

which is a measure of how the stock covaries with the market . This is

based on the stocks‘ historic performance with the market and has no

direct connection to the earnings of the company or its risk in the product

markets. In fact, the effect of product market risk changes on financial

market risk will probably become observable only after analysts and

investors have noticed the changes in risk closer to the product markets.

Risk is also found at the specific company level. Here the risks are

often financial and managerial. What Is the company doing with the

income stream that it is getting out of the product markets in exchange

for the resources that it allocated into those areas? This kind of risk

does not focus on the product market but usually picks up from the return

on investment generated by the SBU or the earnings themselves. These
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risks have been called operating risk and may have incorporated product

market risks in an indirect way.

In looking at sales of current products, product markets are considered

mainly from the behavioral aspect. A number of analysts use available

services to focus on sales. Some of these services by industry studies

include:

1. Drug industry--IMS.

IMS is a service that does research on prescription drugs

as used in various medical facilities. It gives a ood

reading on the actual prescriptions that occurre at any

point in time. Because of the relatively slow change in

the dru market due to patent protection this has proven

useful 0 some analysts and almost all have it available.

2. Media--Nielsens, and Arbitron

Nielsens was the most often cited as being readily

available as a subscription servce and also availa le in

the newspapers for an analyst who wishes to maintain

his own data bank.

3. Computers--Gartner Group, Yankee Group, and Dataquest

Gartner Group, for example, is an or anization that

studies the computer market by stu ying in detail the

product, the buyers, the users, and the industry.

In addition, there were a number of smaller firms mentioned, as well

as independent consultants who know what is going on in the industry. As

one analyst said, if you have the right contacts, you can make a lot of

money by selling your information ( HI ).

In looking at future risk in the product markets it is essential that all

three levels of products be considered: (l) current products, (2) announced

but unreleased products, and (3) unannounced products.

This is an area that analysts seem to be trying to deal with but for

which there are no tools or performance measures. The concept of

presence might be useful to the financial community particularly as an

indicator of the strength of carryover to new products.
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Short-Term Versus Long-Term Scenarios.

An evaluation of risk should be helpful whether the holding scenario is

short or long term. In chapter one, attention was paid to the importance of

the long term holding stockholder and the maximization of shareholder

wealth. It was felt that if marketing strategy were to be fully

appreciated it would be in the long term because it takes time for the

marketing investment to turn first into sales and then into income. As a

result of the interviews, the holding period seems to be of less importance

and the valuation periods much more important. The market reacts quickly

to new information that indicates that sales, and presumably earnings,

will change positively or negatively from that currently being forecast by

the consensus. Any tool that provides additional information or an earlier

indication of which way things are likely to move may allow an analyst to

move slightly ahead of the crowd--this is the non-consensus position that

all analysts are seeking to be able to support so that their portfolio

managers can outperform the market.

The financial markets exist in today's format because there are

differences in buyers' and sellers' estimates of uncertaini ties and their

impacts. An accurate assessment of product market risk would allow

analysts to better appraise new corporate information and how macro

market influences might impact the specific company in question.

Currently the problem seems to be that there is no quantifiable measure of

market uncertainty that financial analysts can use.

One of the ways in which an indicator of product market risk could help

is that it would allow analysts to distinguish between companies of

similar risk and return, based on currently available measures. Companies

that seem to be of equivalent risk and return, using the historically based
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measures, might look very different if the variance in product market risk

could be identified.

Presence Is an Intangible Asset Like Goodwill.

Presence may be considered as an intangible asset like goodwill by

 

analysts. A dictionary definition of goodwill is:

The favor or advantage in the way of custom that a

business has acquired beyond the mere value of

what it sells, whether due to the personality of

those conducting it, the nature of its location,

its reputation for skill or prompitude or any

other circumstance incidental to the business

and tending to make it permanent. (Webster 3rd)

An accounting definition of goodwill is basically the market value of a

firm at the time it is sold less the book value of the firm, or the excess

paid over book. This concept is sometimes referred to as "going business

value," a holistic recognition that a going business should have some value

over and above its net asset value. An important element of this is the

customers' perception of the firm and its products, or presence. Goodwill

could in fact be made up of a number of things, not the least of which

would be presence. Goodwill also could only be a portion of presence as

shown in the Venn diagram (see Figure 30).

Low product market risk is the result of marketing investment.

Success in developing product markets is normally measured in the most

tangible form available--sales. The residual impact of marketing

investments, with carry-over effect in lowering product market risk is

intangible and difficult to quantify but important to the whole concept of

the company's future position in the product market. One of the analysts

discussed the number of intangibles there were in the process of valuation





 

210

 

Figure 30

PRESENCE/GOODWILL VENN DIAGRAM
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and how much any quantification of these would be helpful ( PI ).

Product Market Risk Factors Used by Financial Analysts.

There are a number of different ways that analysts have attempted to

wrestle with the product market risk concept. A clear support of the

concept occurs in the case where an analyst felt that a company's stock

price should remain high in expectation of future product market success

even though in its current situation the company had a declining rate of

sales. The market and the analyst apparently were willing to count on

past generated product market strength carrying over into new product

sales when present problems are overcome. It is recognized that product

markets are always subject to change; competiton, substitution, and

technology can all change product markets rapidly. Therefore, the analyst

of a company has be interested in what its capacity is to introduce new

products into the market and what kind of acceptance can be expected

(product market liquidity). There are many situations where this ability

to bring new products to the market can be extremely important: (I)

product gap, (2) external threat, (3) internal threat, (4) product life cycle

failure for class or brand, and (5) problems with product quality control,

that is, performance reliability.

In the case of product gap an SBU may find that its product line is

entering the decline phase and it is not ready to introduce a new product.

Sales or profits may be falling or simply not increasing at the same rate

as expected. A company may continue to have increasing sales but at a

decreasing rate as customer perceptions turn away. Competition may pick

up to the level where margins and profits have to be reduced to compete.

These factors may arise because of a shorter product life cycle than
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expected or a delay in being able to get new products ready for the market.

Companies are rightfully hesitant to introduce a new product or product

modification to the market before they are completely ready in the areas

of quality performance and availability. This could lead to a substantial

increase in product market risk, a decrease in presence, that the firm has

among customers if the product did not perform up to their expectations.

Further it could carry-over to related lines as well. Some companies in

the past have made the mistake of sending a product to market with the

idea that they would later provide the refinements necessary--this has

frequently caused problems.

The analysts provided examples of where they felt product gap was

occurring. In one case, Hewlett-Packard was described as being in a

product gap situation because its new line was not coming out for some

time. The analysts pointed to the weakness in the stock at the time but

said it would not fall further because the new product introduction was

expected to benefit from carryover of the company's record with

customers (GI ). A second example was provided in the media area, where

Dow Jones was described as having reached a level of saturation

indicating market maturity and a reasonably stable market for the future.

There was concern as to the ability of the company to continue to generate

superior growth in sales and earnings with the current products (H2).

External threats may cause problems in the product market from a

number of possible directions: product scares (Tylenol: Kl ), bad publicity

(tobacco), regulatory problems (asbestos), foreign competition, and

currency risk. Any of these may cause difficulty for a specific product or

SBU as well as for the whole company. Regulatory problems could be

demonstrated by patent infringement cases such as the one that forced
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Kodak's recent removal of their entry into the instant camera field.

Companies which have a high measure of presence should have a better

ability to meet the challenge of an external threat. This is, in a sense,

using some of their marketing capital.

internal threats may occur due to a loss of key personnel through

illness or accident, as a result of prolonged labor strife, or from obvious

internal dissension. The question is," Will the strength of the product

presence carry the firm through the transition period?“ These factors may

have less direct impact on the product market than they do on the

corporate presence in the financial market. it would appear that, in

addition to the presence that is built up in the product market, there is the

same sort of composite in the financial markets.

Occasionally a new product launch is a disaster, either for the brand

or in the whole product class. A firm that has presence in the market

place should be able to bring other products to the market with relative

ease as long as they are products related to its existing product lines or

markets. If it lacks strong presence to hold its customer base, there may

be no second chance to bring a product to market. New companies that are

part of a product class that fails often have a very difficult time because

they do not have the marketing capital developed in the form of presence.

Occasionally even those companies who are favored by consumers as

being the standard will run into difficulty with quality control on a

product--either a new line or a new plant. A firm with presence will

normally be allowed time to correct the problem. As the problem persists,

however, the firm will be depleting its presence or product market capital.

Customers can redesignate the standard, passing it to another product for

several reasons. High among these is product performance, (quality):
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slipping quality in the original product; and, better performance in the

competitors product.

In summary, there are a number of reasons why product market risk

measures would be useful to analysts who are trying to understand the

performance of companies in the financial markets. The product markets

may be able to provide some information that would be particularly useful

to the financial community in estimating risk of future earnings. This

will require development of a more refined theory and actual measures but

the first steps, however,have been taken with the model of the

relationship as presented. The financial analysts interviewed contributed

significantly to the development of this model.

Product Mar_ket Risk and Marketing §trateg¥

The product market risk concept can be very important to the job of the

marketing vice president and to those individuals responsible for the

management of an SBU. A measurement of product market risk could be

useful, as a strategic tool and as part of a compensation system.

Pr Marke niti

A measure based on customer perception is less sensitive to changing

market definition than would be market share or some of the other sales

based measures. The manager can always watch the direction that the

customers are moving (Haley and Gatty, p. 66). The measure itself should

be sensitive to changing market definition as it will have to include some

indication of the attributes by which the product is being judged the

standard. If it does not, it will fall prey to the same kinds of problems

that market share faces in being at the discretion of management for
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definition (Henderson, Corporate Strategy)

The concept of presence could help with marketing myopia (Levitt, The

marketing lmagination, p. 8), Because the concept is sensitive to

increasing product substitutes or changing standards in the mind of the

customer, the shift in customer perceptions should show up long before

the shift in customer behavior is noted in sales. One of the analysts gave

the example in the media area: despite the franchise that many newspapers

have, they have to be wary of possible changes in consumer patterns

(behavioral), or consumer thinking (cognitive and affective). For example,

in the media industry, the evolution of new ways of distributing

advertising such as the Penney Saver, Flashes, and home delivery by

services other than the post office, may provide competition for

newspaper advertising dollars. Similarly, on the television, the ability to

eliminate advertisements using video cassette recorder may impact those

advertising dollars. The point, as was suggested by Levitt, is that no

industry is invincible. It is time to develop a performance measure that

tells something about how a firm is doing at maintaining its place in the

market (H2). Some time may elapse before slippage in standard measures

or substitutions in evoked sets, is reflected in sales and profits. The use

of a concept such as presence to measure product market risk can help to

avoid marketing myopia for the manager as well as for the analyst and can

provide precious lead time in problem identification and solving.

Presence and Related marketing Concepts

Presence differs from other marketing concepts. As a meaure of

product market risk it helps with strategy outside the product market and

helps refine the choices within the product markets. Some of the concepts
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that might be confused with presence include: brand loyalty; reputation;

competitive advantage; and, sustainable competitive advantage.

Presence differs from brand loyalty in the way that the two concepts

are conceived. Brand loyalty is the repetitive purchasing of a brand of a

product. It can come from the same consumers buying the product or from

the same percentage within the sample area buying the product. Brand

loyalty is built on the behavorial notion of the number of repeat sales of

the product (Kotler, 1980, pp. 305-306). There is no component of

presence as conceived that deals with past sales. Presence is future

oriented. As conceived, presence reflects customer perceptions in

relation to the need or want to be fulfilled as opposed to analyzing sales

patterns. Potentially a product brand could have some developing presence

in a related product class or form even though no product entry currently

exists. This would not be true for brand loyalty that requires the sales to

develop the loyalty (lBlD).

Presence differs from product reputation. Reputation is the overall

quality or character of a product as seen by people in general. A measure

of presence would be an attempt to measure a set of elements of this

generality and exploit them in marketing strategy,

Product strength as in the General Electric Portfolio Model (Peter, et

al., 1985, p. 29) differs from presence as it is not based on customer

perceptions, but rather on management's expectations. It does not contain

the measures of awareness, evoked set, and standard that are suggested

elements of presence. Most of the items that are considered are historical

as can be seen in Figure 31.
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Business Strength

 

 

 

Industry

Attractiveness Strong Average Weak

High A A 8

Medium A B C

    
 

Components of Industry Attractiveness and Business Strength

at General Electric

W

Market Size W

Market Growth

Profitability Market Position:

Cyclicality Domestic market share

Ability to recover World Market Share

from inflation Share GI‘OWU‘

World Scope Share Compared with

leading competitor

Competitive Strengths

Quality leadership

Technology

Marketing

Relative Profitability

Figure 31

GE PORTFOLIO MODEL
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Finally presence differs from competitive advantage. Coyne states:

For a producer to enjoy a competitive advantage in a

product/market segment, the difference or

differences between him and his competitors must

be felt in the marketplace: That is they must be

reflected in some product/delivery attribute that is

a gggouymg criterion for the market. (Coyne,

p.

A competitive advantage, then, could be something such as lower cost

production (Porter, 1980, p. 35) if price was a key attribute. It could be

distribution system, product quality as preserved by patentable

technology, and so forth. Presence differs from this definition of

competitive advantage in that it is based on customer's perceptions.

Therefore, a firm may achieve a competitive advantage in a product even

though the customers have been moving away from the product class or

form. Given the current state of technology, competitors can easily

acquire similar technical processes unless it requires a long government

approval period that would not be duplicable or replaceable (Hayes, 1985).

Presence is focused on the customer and the direction that the customer is

moving in terms of future purchases. A firm could have competitive

advantage and not recognize that the market was moving away -- this

would be visible, using a measure of presence.

In addition to cost leadership, Porter (1980) discussed

differentiation and focus as generic strategies. Differentiation is defined

as "something that is perceived industry wide as being unique,“ (iBID, p.

37). This does not address product market risk. Differentiation may or

may not lead to greater stability. Focus is built around a particular target

market (IBID, p. 38). Again, this may not lower product market risk and

may, in fact, increase it by limiting customer awareness even though it

increases current sales and profits.
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Kotler views competitive advantage as a customer oriented concept in

the product markets. It refers to the way(s) "in which a firm favorably

distinguishes itself or its products in the eyes of its customers,"(Kotler

e! a; p. 246).

There are many possible ways that a firm can distinguish itself or its

products through distinctive competencies. It is only when this

distinction is perceived by customers to be of value that a competitive

advantage is created (IBID, p. 247).

Competitive advantages could be perceived in any number of areas

including but not limited to:

1. Price 6. Reliability

2. Quality 7. Functionality

3. Maintainability 8. Personal Image Enhancement

4. Service 9. Terms (financing)

5. Location iO.Availability

l I.Lower Production Cost

Since competitive advantages are customer-based, any particular

competitive advantage is:

...likely to reside in the specific nature of a

particular project rather than the broad

characterisitics of the particular business decision

that is sponsoring it. (Wensley, p. 79)

The importance of developing competitive advantage and thus pleasing

customers is underscored by Levitt:

...a customer is an asset usually more precious

than the tan ible assets on the balance sheet.

(Levitt, l98 , p. 9i)

Gluck, Kaufman, and Wallick, in talking about strategically managed
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companies, emphasize the importance of competitive advantage. The

generation and sustenance of a competitive advantage is an

entrepreneurial activity (Kotler at 31 p. 247). This is because a strategy

not predicated on some degree of entrepreneurial (disruptive) content is

merely a replication of what competitors are doing (181 D). Firms

developing strategies aimed at sustainable competitive advantage have a

commitment to creating their own future (Gluck at 34 p. 161) which

involves changes in the status quo, such as:

...introducing new products, modifying‘exisitng

products, a1 ering the conception of t e product

in the customer's mind, changing modes of

competition, pursuing new customers, and so

forth. (Kotler at 51, p. 247)

This is true marketing as opposed to a sales orientation since

developing competitive advantage is a long run proposition. Some

examples of the development of competitive advantage include:

1. Innovative desi n which reduces

labor cost and t erefore allows the

product to be more price competitive.

2. Changing the sales approach. For example, changing the

way in which machine tools are sold from an engineering

perspective to a technically and financiall

argiéeld) sales approach to top management. Gluck at a],

p.

Competitive advantage refers to the distinctive competencies of a

firm that are of value to its customers. This leads to the creation of a

market position that is unique for that firm.

It has been suggested (Kotler at al, 1985, pp. 231 -232) that firms

should guide their marketing investments by reviewing what competitive

advantage they have, at what rates they are losing or gaining, what is

required to sustain the competitive advantages they have, and what is

needed to overcome the disadvantages. They propose an advantage-time
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plane, Figure 32. The firm should allocate its resources to find ways to

level out slopes or even make the slope go up from left to right: increasing

competitive advantage over time.

Coyne has not defined sustainable competitive advantage but

describes the condition under which it exists.

1. Customers perceive a consistent difference

in important attributes between the

producer's product or service and those of his

competitors.

2. That difference is the direct consequence of a

capability gap between the producer and his

competitors.

3. Both the difference in important attributes

and the capability ap can be expected to

endure over time. ( oyne, p. 55)

This special case of competitive advantage would be expected to have

lower product market risk. However, it is not the same as low product

market risk or presence. Presence implies the ability to carry the

advantage over to new product in the future in related areas; this is an

indication of true product market stability.

In general, those focusing on competitive advantage would appear to

be reacting to the current market situation, a reactive strategy. The focus

of many authors that discuss competitve advantage is the neoclassical

orientation of Porter and Coyne. These focus on the tangible product and

its relationship to the current product market and extant competion. A

marketing concept approach would be more likely to focus on the product

core or intangible product. The pursuit of presence would be a proactive

strategy based on creating a stable market position.

All of these concepts-~brand loyalty, reputation, competitive

advantage, sustainable competitive advantage have elements that point to
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what is expected in the future and contribute to the formation of presence

in the mind of the consumer. The sense of presence would incorporate

these effects in its wider view of consumer cognition and affective

motivation.

The Concept of Presence as a Performance Measure

if carry-over market strength can be measured as conceptualized in

presence, it has real potential for playing a role in the evaluation of

management. The manager whose evaluation and compensation are

partially based on a measure of future market strength, as well as other

performance measures, would naturally have more inclination to be

concerned about the future. Presence should be useful as an indicator of

basic market strength which may help with the introduction of new

products in the future in either related product categories or related

markets. A measure of product market risk might be an indicator of what

the manager has achieved in the way of flexibility.

Managers at the SBU level have to be very concerned with the product

market risk in order to allocate the resources they are provided to

maximize the return from the market. Current profits at the cost of

exhausting marketing capital is questionable. The concept of presence

would provide a means of addressing that residual product market

strength.

At the corporate level, a knowledge of product market risk would be

very important in helping evaluate how managers of units are doing and

how marketing management is doing in preparing the company for the

future. It would also be important, as mentioned above, in avoiding

marketing myopia. A performance measure based on product market risk
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should tend to make management more sensitive to changing market

condiditions in technology, customer attributes, and so forth. Examples in

technology include: tubes to semiconductors, steel to aluminum to plastic.

Examples in customers attributes include: style changes, smoking to

nonsmoking, and fat to thin. This sensitivity to changing marketing

standards either away from the company‘s product or to it could be very

useful in properly evaluating management.

A measure of product market risk would be useful in conjunction with

the traditional sales-based measures; market share, and growth rate. it

would not replace these tools which have been so useful in the past, but

instead provide another dimension and additional insight into the planning

process. The traditional models are sales based and therefore historical

and behavioral. Product market risk, in contrast, is focused on expected

carryover from the present into the future. It is this future capacity that

should interest both management and analysts alike.

Current sales are only a partial measure of the success of market

investment. A measure to determine residual market strength or

carry-over affect of marketing strategy is needed. Marketing investment

should lead to a better value for the company in the product market.

There are two ways to improve the value in the product market: lower risk

or higher return, or both. Most of the measures available to the marketing

manager measure return related functions, but the concept of presence

addresses risk in the product market place. If risk can be reduced in the

product market place, it will reduce the volatility and allow for better

planning . Thus, a product market performance measure would be

extremely helpful to the marketing manager in opening up new ways to

measure the effect of marketing investment. It may be possible that, for
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any given product, product market risk can be equated to profit, which

would begin to provide a measure of the cost effectiveness of varying

marketing methods.

In terms of achieving long term management goals, a system that

would identify, even in a general way, competitive weakness, market

environmental changes, and the direction of movement in the customers'

cognitive and affective states, would enable an adaptive marketing

strategy. To know the status is important but to know the direction of

changing customer perceptions would indicate achievements long before

the sales take place.

In summary, there are a number of ways that a performance measure

based on product market risk may be useful to management: to help with

its evaluation of its plans and objectives and the level at which they are

being met.

Presence as a Strategic Tool.

In concept, presence has the potential to be an important strategic

tool to managers. It would indicate competitive success and the success

of resource allocation. It would also suggest the way in which future

resources should be allocated.

If it is assumed that the company desires to achieve continuous

growth in sales and profits, an understanding of product market risk would

be very useful.

One area of concern would certainly be flexibility in product markets.

If a firm has established low product market risk, it should have more

market flexibility than a competitive firm that has not achieved the same

level. Specifically, it should be easier to introduce new products and





226

market share should be obtainable through market strategies.

To maintain increasing levels of sales, management must be

concerned with the ease of new product introductions, especially as

product life cycles shorten. If growth is to be maintained, new products

must be accepted at the rate that they are planned for, so that

management does not find itself in a product gap with the rate of sales

growth falling. New products should be timed to enter the market so that

their growth phase would develop at the point at which the previous

product would begin to slow in its rate of growth or enter maturity.

Low product market risk in any given area may indicate that the firm

could use the same channels to distribute new related products--or reach

related markets through those same channels. Since rate of profit growth

can reasonably be predicted from a rate of sales growth, an indicator of

low product market risks would be an indicator of the probability of

meeting management profit goals.

A measure of product market risk would enable management to time

better its new entries to maximize its situation. For example, a firm that

is in a low product market risk situation in a related product may let other

firms develop the new product class and then enter the competitive phase

of the life cyle, knowing that it will have a chance to have its market

share. if the same firm did not have low product market risk in related

areas it would be advised to enter the product class early before

customers begin to form their perceptions. Thus, firms with low product

market risk may be allowed the luxury of waiting in a new product

introduction, waiting until they feel that they have an improved product,

or simply waiting to learn from the pioneers' mistakes.

1f the goal is market share immediately, as opposed to growth of
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sales, then a customer-based measure of perception such as was

suggested for presence can also help the strategist recognize some of the

problems of a market share strategy as they are developing. One of the

obvious dangers of market share strategy is the risk of poor performance.

In the rush to sell more of a product, there is the inherent risk that they

will not be successful at delivering quality. Another factor that

management has to worry about in the market share strategy is what the

trade off is. A firm may obtain immediate dollars and market share by

reducing price, but what will that mean for the future? if the standard is

moving elsewhere, then the market share strategy will not buy long term

share but temporary share which may not be worth the price being paid.

The strategies for the different levels of product will be impacted by

market risk. In the case of current products a low risk provides product

market flexibility. The case of Hewlett-Packard, which, as mentioned by

one analyst, has been discussed above. Essentially, even though they were

facing a product gap, the investment community believed that they had the

ability to bring out new products and gain market acceptance based on

their past successes. This belief that for Hewlett-Packard the product

market risk was low was helping to bolster the stock. Further, if the

investment community is correct, Hewlett-Packard was in a strategically

better position than firms that have not obtained the level of market

presence that they have achieved.

Product market risk clearly impacts strategies in current life cycles.

It helps avoid marketing myopia because it should cause management to

look at the customer in a way that looks behind the sales to the cognitive

and affective states. The impact can be seen by looking at the difference

between the two B.C.G. models, one with and one without presence (see
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Figure 33).

In the case of low presence, a star is likely to be much weaker

because there is no reason to expect that the SBU can be successful at

bringing out other products in the same area successfully. Analysts spoke

about this when they said that Apple did not have room for the mistake

that it made in some of its product introductions--noticeably Lisa. A star

that does not have the perception of being the standard, risks having a

competitor enter the market and quickly change the composition of the

market, particularly if that competitor is able to achieve the customers'

perception of standard. Such a competitor can probably obtain technology

and market share in a short-term (Hayes).

Similarly, a weak question mark without presence is in trouble. it

may only be a question mark because it is concealed by market growth but,

as soon as companies that have better customer perceptions enter the

field, the SBU with a question mark product is likely to find that it is in

real trouble. This has been seen in industries where start up companies

were later replaced by companies that had the advantage of presence (low

product market risk) in related markets that entered and took over the

market.

A cash cow without presence may really be a sick cow and should be

looked at carefully to see if it can be harvested while the opportunity is

available. Being a cash cow implies that the company is in a mature

industry and that growth, to some degree, stabilized since the growth rate

is low for cash cows and dogs. If this is the case, and the SBU has not

achieved presence, it is unlikely to fare well in the coming price

competition of the maturity and decline phases of the product life cycle.

A company without presence, has little to put up against a competitor's
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low price, when competing with a product that has presence, and

therefore, may face substantial market risk.

A dog that does not have presence is really ill. Since it has neither

market growth nor market share and is probably is in the decline stage or

maturity, if it does not have the customers' perception of quality, it is not

likely to succeed. This has been seen in a number of industries where the

smaller competitors are consumed or put out of business by those that the

customers are using as the standard. if the smaller companies were

considered the standard they should be able to compete, even though

charging a slightly higher price to make up for lower volume, higher

production costs.

In contrast, if the BCG is looked at in terms of low product market

risk, a very different picture emerges for those firms with strong

presence. A strong star has all the advantages: growth rate, share and a

large potential customer base that allows it to take advantage of using the

experience curve and bring its prices down. These firms have to watch out

for eroding presence or the development of product substitutes. This

would probably be seen first in the attributes that make up the standard.

A question mark with the benefit of strong presence should be able to

move into the star category. if there is cognitive and affective customer

perception, it should be able to convert that into additional market share.

The difference between a star with presence and without presence is the

difference between building a strategy for success for the future and

trying to build a strategy for survival.

A cash cow with strong presence is extremely strong. The

implication is that it is in a stable industry because of the lower growth

rate and additionally it has market share and is the standard for
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consumers. Such a cash cow can truly be used for the cash it generates. A

continuous measuring of product market risk would keep management

appraised of any changes in the customers perceptions before trouble

shows up in the behavioral area, sales. This is the kind of thing that could

prevent a negative from going so far that it would eventually impact sales.

A dog that has strong presence may not be a dog at all. it may just be a

small participant in a product market that has strong consumer strength.

Before thinking about divesting or investing, the dog with more money

management may want to understand what level of product market risk

they face.

Thus, presence, if it can be measured, would provide new insights in

the way that management should look at the BCG as a tool. Marketing

promotion may be used to improve sales and market share but building a

product standard in the customers' perception leads to longer term

strength (risk reduction) for current and future products. The new

information that would be provided can help in two ways. The first is in

making decsions relative to the model. The second is in making strategic

decisions that may be favorably interpeted in the financial markets and

therefore work toward the corporate goal of maximizing shareholder

wealth.

The General Electric Grid comes closer to encompassing the concept

of presence then does BCG but in its strength measures it is not

considering how the customer perceives product standard. This is a key

difference, especially when it is combined with the other customer based

areas that are part of presence.

it is important to remember that presence is really the result of an

effective marketing concept being put in to practice. This should reduce
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risk and increase returns. The whole concept is based on the customers

and their perceptions. The assumption is that, at least in part, the future

in the product markets is determined more by what customers think about

products today than what they purchased yesterday. Politicians are keenly

aware of this and are always using the benefits of polls to test voter

(consumer) perceptions.

Given this assumption, it makes sense to develop a product market

risk performance measure for management, that is based on customers and

how they think. It is also important, particularly if the link between what

is occurring in the product markets and the financial markets is to be

developed, by having some way of measuring the implications for the

future from current performance

Having a low product market risk is significant in planning for future

products. The carry-over of one product to another is important to the

successful introduction of new products into the market. The carryover

can be a real advantage to a firm that wishes to enter a related product or

market to the firm. One of the strategic issues where presence may be

particularly useful is preparing for new products to pick up the growth as

the PLC for current product f lattens or declines.

An understanding of product market risks and the concept of presence

can be very useful in bringing out new products in current markets. New

products can be classified in one of the three following ways: (i) new

function, (2) new technology, and (3) new customer group.

If the new product is offering a new function to an existing customer

group which already has a strong affective position for the old product and

thinks of it as a standard, then the introduction of the new product should

be readily acceptable to the customer base if they see a need for its
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function. If the new product is new technology, then presence should help

even more with the acceptance since new technology might normally force

a customer into extensive problem-solving, but if the firm‘s existing

product has obtained presence it should carry over to the new product,

helping to reduce the decision to limited problem-solving or even routine

response. Presence is also useful in introducing old products to new

customer groups. A measure of product market risk could be used as a

performance evaluation tool, thus management could determine what kind

of success is being achieved. Also, the concept of presence would indicate

that, if the new customer group could be related to the old customer group,

then the introduction should be easier. This has to do with the positive

impact of influencers on the decision process.

An understanding of presence could also be very useful in considering

strategic decisions using the product market matrix (PM). One way in

which it helps is that it provides guidance about which products to bring

to the market. Once the concept of looking beyond sales has been

recognized, then the importance of the cognitive and affective state of the

customer begins to take on importance. Building a strong affective case in

customers takes time and marketing investment. Wherever new product

introductions can include ways of using this advantage where it exists,it

should. Thus, given a set of products being considered for introduction,

the manager may wish to look carefully at those that are related to a

current product line where an indication of presence has been

established--no matter what the sales are currently. The assistance that

presence might give a product entering a related market or product area is

based on the importance of the customer perception. The introduction

will, to some degree, risk the intangible marketing capital that has been

-— 3w _'“—_ , ,





234

accumulated by the firm or brand.

Knowledge of product market risk would also indicate a strong case

for family branding as long as a unit had one or more products that seem

to be achieving presence. There are conditions that should be looked at

before making the family branding decision on the basis of presence:

1. Greater advertising efficiency

2. Comparable product quality-"you do not want to .

endanger the presence for he products that achieved it.

(Davis, Marketing Management p. 328 )

3. Consumer groups--or related groups that use all

products sold under the brand name

4. Potential financial market response

In order for presence to have much help in the case of family branding,

it is important that conditions two and three be met.

The nature of the life cycle, in particular the length of the life cycle,

may determine how or why low product market risk is important in the

SBU strategy. in the case of products with shorter life cycles, low risk

becomes important for new introductions to keep the overall growth of

sales and profits for the firm at the desired level. If low product market

risk makes the new product introductions simpler, then having it could be

crucial to meeting the target goal of the organization.

in the case of products with longer lifecycles, a concept such as

presence can be very useful in terms of determining the product position

in the mature and decline stages. A product that has the customer

cognitive and affective market should be able to obtain the behavioral

market in the later stages of the life cycle if their costs are similar to

those of other companies in the market.

Presence may also be useful to marketing strategists in reformulating
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the product market matrix. The traditonal matrix (as shown in Figure 34)

uses old or new products and old or new markets. A meaningful refinement

that may help determine strategic moves is shown in Figure 35. Note that

products or markets move from current to related and finally to altogether

new. This adds some significant possibilities to the strategic thinking

process.

i. Related Market Development

This refers to takin the same product into a related

market. Presence is elieved to have a strong carry-over

into related customer groups. If an SBU has achieved low

product market risk as indicated by the performance

measure, then it should discover that it can penetrate

markets that are related with lower risk. This

would start a new life c cle as discussed above

because it is dealing wi h a new customer group.

2. Related Product Developments

This refers to taking a related product to the same

customer group. It could be a modification of the

product in form or technology. Presence would help in

this case because an SBU that had been successful at

achieving presence should find that customers were

willing to consider more products by the same firm,

particularly if they are in the same area.

3. Synergistic Development

T is refers to takin a related product to a related

customer group. In t is area, the more related the product

and the customer group are, the more impact that presence

will have. This is usin carryover in both the customer

and the product area. I differs from diversification,

which implies entering into entirely new markets where

thedcontipany has no customer base and no existing

pro uc .

Thus, presence or low product market risk, provides a new way of

viewing the product market matrix that may help management to make

better decisions. It would seem that the SBU with low product market

risk would have the best chance at attempting to do something in one of

the four shaded quadrants in Figure 36. These are the areas in which the

most carry-over from existing presence in the customer markets should
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help. Further, this is another reason for trying to get the manager of the

SBU to develop presence in order to maximize opportunities for the unit. A

product without presence will find it much more difficult to enter related

markets.

Understanding how the product and financial markets fit together can

provide guidance in the interface between marketing and some of the

related business areas including: production, research and develooment,

finance, management.

In each area the relationship with marketing will be effected

differently by knowledge of the interface between markets and the goal of

low product market risk.

Marketing and production is a particularly important relationship. Three

major areas in which production can have an impact on product market risk

are: (I) product quality, (2) production capacity, and (3 ) product know how.

For example, in the area of product quality decisions, some of the choices

that may be impacted are whether the unit should milk the cow keeping

cost as low as possible and perhaps sacrificing on quality in order to

maximize current profits or should high quality be maintained and even

higher quality sought in order to continue to attempt to improve the

affective state of customers. This might be done with the realization that

the SBU would be entering related product or product markets and being

the standard bearer could be very helpful in gaining entry to these new

markets. Quality might also be maintained with the knowledge of presence

and looking at the modified BCG if the maturity phase or decline phase

was anticipated as being long and a worthwhile market.

Being aware of the concept of low product market risk and the modified

product market matrix would caution against making a myopic decision on
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product quality that might turn out to be very short term. By lowering

quality to enhance current profits a manager may be trading off very

useful marketing capital for current profits; a potentially very expensive

choice, considering the cost of market investment.

This study also sheds some light on production capacity decisions that

should involve both the marketing and production people as well as others.

The model of how product markets and financial markets relate is useful

in this case. How easy is it for competition to enter the industry-~what is

the structure like? If too much production is coming on line and it appears

that the margins are going to be small, the firm may decide not to pursue

share but instead to pursue the standard designation among customers. At

a minimum, it would provide a low risk environment for the introduction

of related products. This might have limited profitability in the short

product life cycle, but in longer product life cycles it could allow the firm

to wait out the industry restructuring and end up with significant market

share at a later point in time which would be very profitable. It would

also provide a low risk environment for the introduction of related

products. Overbuilding may be a common phenomenon in the pursuit of

market share. One of the analysts gave a detailed account of how the

computer industry had overbuilt capacity and how many of the firms are

now in trouble. In the case of short product life cycle products, the

pursuit of share may not be the answer--marketing must always be ready

to be building marketing capacity for the next set of introductions. New

production facilities may increase fixed costs and require more sales in

what could be an overcrowded market by the time they come on line (see

Figure 37).

Production impacts product market risk in the area of product know
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how. If a company is concerned about maintaining low product market risk

they should be constantly seeking out ways to deliver a better product and

service to the customer in the current product lines.

The interface between marketing management and the research and

development area is also very important when thinking about the concept

of presence and how it might impact marketing management. Three areas

are: (l) direction of research, (2) amount to be invested, and (3) selection

of potential products. Research and development is particularly important

as it is part of marketing investment along with advertising and so forth

(Clarkson).

The direction of research may be guided by the concept of product

market risk and its application. Obviously it is probably best to develop

those products that can enter the product market with the least possible

product market risk, or product improvements that will reduce risk as

well as those that will increase return. Overall, research should be

directed toward products that maximize net present value, including

product market risk.

The measurement of product market risk would provide help in setting

performance and cost objectives.

1. Selection of influences

If the attributes and the influences that are important to

customers for any given product can be discovered, then a

much better job of setting performance and cost

objectives can be done.

2. Changing risk levels

If the product market risk level is perceived to be

changing it is necessary to determine why. Is it changing

customer preference or is it changing competition? In the

former case it may suffice to change marketing strategy

and or price. In the latter, understanding why may be more

important, particularly if the product has low product

market risk. To keep the position of the product standard

may require redesign to improve specifications. The
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product may be moving out of evoked sets or facing

increasing competition in evoked sets because of

perceived changes in quality or configuration of the

competition.

In the product design, the measurement of presence (perhaps of

competitive or related products). provides marketing with knowledge to

provide design specifications and cost parameters to be met by the new

dsign in order to assure meeting the sales and profit projections.

Changes in presence should indicate what is being done right and should

be continued, and what is being done wrong and needs correcting. Presence

would give one the lead time missing in today's behaviorally based

measures.

Quality improvements can reduce risk in the product market because

they would not only reduce the risk for current products but also future

related products. A measure of product market risk would allow managers

to understand better how well they are succeeding at obtaining the market

share in the cognitive and affective areas of customer minds. Research

that would lead to more quality at the same or lower cost could be

extremely helpful. The question again is where are the standards going.

It might also be useful in determining to what areas funds should be

allocated based on the expected return. If a research product would help

improve quality in a product line where another company already has

presence, it may be very difficult to unseat them; another area might be

selected for allocation of funds with the idea of maximizing the overall

return from the product markets with the lowest possible risk. The

discussion on the product market matrix, (see Figure 35) also fits in with

consideration of which new products are to be pursued. Those in related

markets are considered much less risky than totally new ideas. Given a





244

limited research budget, the marketing manager may wish to encourage

research in those areas that will have the most product market

significance for the firm.

Finance is an area where the importance of low product market risk on

the relationship of the product and financial markets can have an obvious

impact. The concept of presence can help define risk in product markets.

This is essential to the long range planning of the financial officer. It

may also be something that they wish to convey to the analyst and to the

financial markets in an effort to bolster stock prices and lower the cost

of capital to reflect the reduced risk. Financial management wishes to

avoid surprises, particularly on the negative side, that will impact

earnings in future quarters. They are very concerned about maintaining the

general trend in earnings. There are many ways of shifting earnings

around as one analyst noted (GI) These shifts are better made with an

awareness of what is going on in the product markets.

The financial management is responsible, through corporate reports and

through meetings (formal and informal) with analysts, for communicating

information about the company to the financial markets. If marketing

management can give finance some solid information about what is going

on in the product markets that is likely to impact the future, they may aid

in conveying to the analyst a better position of the firms real value. Many

of the analysts interviewed spoke of meeting with the financial officers

of the companies that they are following in an effort to learn more details.

In particular, the financial officer would like to be able to show above

average growth and reduced volatility for longer periods into the future.

For analysts using the dividend discount model, this could greatly impact

their valuation of the firm. The typical dividend discount model has three
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periods as follows:

First Period Years one to five

Second Period Years six to ten

Third Period Years eleven to fifteen

Typically, the analyst allows the firm to have above average growth for

some portion of the first period. If an analyst can be pursuaded that,

based on the reduced risk in the product market, the firm can expect a

longer period of above average growth that would have significant impact

on the value of the stock. This requires the financial officer being

equipped by marketing management with facts to show why the future

product market position is so strong.

Another factor that would interest the management of the company

would be the idea that presence may shift the demand curve to the right or

reduce the elasticity for that particular product. One of the analysts

described IBM as being "sneaky, smart competitors" in that they can

compete effectively with price where they need to but where the

competition is weak or nonexistent they make inordinate amounts of

money (Pl ). Pursuing presence is a market investment strategy aimed at

reducing the risk side of the risk/return trade off.

Finally, financial management should be interested in the idea of

presence because of the feedback to the stockmarket. Companies' products

that are well thought of usually have some success at getting product

buyers to become stockholders. The analyst evidenced the importance of

this particularly when the product is understood by the buyers. As was

mentioned earlier, one analyst mentioned that he felt that the impact of

Regain (minoxidil) was overrated by buyers because they understood it and

saw little risk in the product (KI) It may be possible to get product
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market buyers to be buyers in the financial markets and financial market

buyers to become buyers in the product markets. If this is true then some

kinds of corporate advertising may benefit both the financial markets and

products markets for the firm.

Product market risk also impacts the relationship of marketing with

management. A performance measure based on product market risk and the

concept of presence could be a means of reconfiguring the compensations

for the management of SBU's and those in marketing. Also, presence

implies that there may be a longer range horizon to the marketing job of

the business unit management; that might imply that these people should

be compensated at a higher level, based on the idea compensation levels

should be related to the length of time that into the future that peoples'

decisions have impact (Jaxx).

Advertising and marketing naturally share a great deal. The concept of

presence offers a way of measuring, in part, the effectiveness of the

current promotional program for the business unit. It would be a measure

of effectiveness in the cognitive and affective areas. The two areas that

seem to impact these most are promotion and product. If the product is

known to be factually better than its competitors then the job of

promotion is to get the word out.

In summary, there are a number of ways in which marketing's

relationshiip with other areas of the firm can be impacted through the use

of a product market performance measure aimed at risk. This would not

replace other measures but would help to add a new dimension to thinking

in this area. Further the understanding of the relationship of the product

markets and the financial markets would greatly improve the selection of

those product market choices that can lead to the maximization of the
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shareholders wealth.

Marketing Mix and Risk

There seems to be a logical split in the way that the marketing mix

impacts the cognitive and affective areas where presence is found and the

sales or the behavior. This has been shown in Figure 27.

Promotion is the logical investment to achieve the cognitive levels of

awareness, generic use of the name, and possibly placement, in the evoked

set. The product standard for the class will have to come out of product

quality itself. There are many rating services that evaluate products for

consumers and general consumer protection. These services evaluate

product quality and make available information on relative product quality.

A firm may have achieved presence and not have achieved much in

sales. To achieve sales with presence, the marketing manager must turn to

price and availability of the product. Is the product readily available and

how much are consumers willing to pay for the product?

These are not, by any means, mutually exclusive ways of using the

product mix. It is clear that in the case of some kinds of drive-in services

such as food and gas that location may be a large part of the cognitive

level. They are at least guidelines for thinking.

Presence, as has been stated, appears in the customer‘s cognitive and

affective state. Similarly, to a large degree, presence appears in the

augmented and tangible product in the model shown in Figure 38.

Promotion works on the core, product on the intangible, and availability on

the augmented product. Presence may also be a method by which to relate

where to spend marketing dollars geographically. Using presence, it might

be determined where to exploit the maximum response by mix and region.

In summary, the development of presence can help further refine the
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use of the marketing mix variables as tools in reducing the product market

risk as well as increasing its return.

The development of an understanding of product market risk and the

concept of presence, and the model of the relationship between the

financial and product markets that became an integral part of the concept,

impacts much of what is done in marketing. It may provide a new

framework for further exploration. It may also provide a new way to

introduce students to the whole idea of the relationships of the

disciplines that study business. It is often difficult to get senior students

to recognize the need to be able to address the whole company and look

across disciplines or even across segments of disciplines.

There has been an effort to develop an understanding of what is done in

marketing at the product market level and how the flows through the firm

impact the firm's shareholders. The concept of presence was developed

early in the process of trying to understand the product market. It became

evident that there was no risk measure available in the product market.

Everything that was available was a behavioral measure. In application,

there are many companies focusing on the elements that are within the

scope of presence through market research; in particular, the intense use

of focus groups to understand what customers think about.

It is hoped that the concept of presence and that the related

modification of models that have been developed will stimulate others to

further explore this same area in order to define better the current

marketing performance and to provide better tools for projecting the

future.
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Formalization 9f Mode_l_

It would be ideal if the model (figure 28) could show strengths of

inter-relationships factors and the way that analysts evaluate. As

explained in the development, each factor could be interpeted to have

varying strengths and positive or negative influences, depending on the

scenario and the interpeter. It is believed that the model itself has

relatively fixed relationships; however, what is subject to change is the

perception of the beholder of the model. Since this study was limited to

one group, financial analysts, it is felt more work needs to be done to fully

develop the model.

There are a number of considerations that impact the perceived

strength and direction of influence , including the level of risk averseness

and awareness of investors and the particular choices facing management.

In the present case analysts are used as a surrogate for investors.

Figure 28 displays the relative strengths of the various influences that

impact analysts' valuation of publicly held firms. From the strongest to

the weakest they are: (l) financial market performance, (2) corporate

financial performance, (3) product market performance of the SBU, (4)

customer behavior, and (5) customer, cognitive and affective.

Further studies could explore whether the same order would be

perceived by the ownership of privately held firms. A privately held firm

might have reduced concerns with financial market evaluation and have a

much greater weight on product market risk as the owners ability to

diversify risk with the traditional portfolio of securities is often limited.

A study of privately controlled firms might show a greater interest in

future performance. Therefore, the perceived importance of different

areas of the model could be inverse to those above: (I ) customer cognitive
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and affective, (2) customer behavior, (3) product market performance of

the SBU, (4) corporate financial performance, and (5) financial market

performance.

Venture capitalists and bankers making longer term commitments may

have different sets of interest and priorities focusing on the S.B.U. and

corporate performance. These should also be investigated to further

develop the model and understand how its factors are perceived and used

in different sets of circumstances. A bank, for example, could be more

concerned with the current ability to service the debt (corporate

performance) and less concerned with product market risk and financial

market performance. Venture capitalists might have a longer term horizon

and view different strengths depending on their objectives.

For each individual, the situation would determine the perceived impact

of each factor in each area of the model, positive or negative, and the

strength of that influence. The model's major contribution may be to lay

out factors that influence the relationship of the product markets to

financial markets, in particular the area of product market risk.

Further study may allow the finalization of the model's factors. It is

conceivable that a different group could point out to a researcher

additional areas for consideration. The next level might be to explore

perceived directions of influence under given sets of conditions. Thus,

given assumptions such as earnings focus, primarily held by institutions

using models, it may be possible to assign strength and direction to all

factors. This would require further study. However, to provide an

example, an attempt has been made to assign to the model influences and

levels of strength (actual number of respondents) from the content

analysis. This example was developed assuming that the analysts were
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model users, dividend growth or low p/e, and the shareholders were

primarily institutional investors. The strength is indicated by the raw

score of model users who mentioned a factor. The positive and negative

direction of influence were assigned by the author as was the strength in

each scenario as indicated by shading. There were five model users.

These are very subjective evaluations. The comparison of the perceived

strength and direction of the dividend discount model users, Figure 39,

with the nine analysts in decentralized firms, Figure 40, should provide an

indication of how the perception of the model changes under different

scenarios. Reviewing the model and the factors in detail starting with the

model users are in Figure 39.

A. Financial Market Performance

I. Macro Market Influences (2/5)

a. Macro market influences would impact the dividend

growth model, particularly in the calculation of the

iscount rate.

b. Macro markets would have little influence on

presence or product market risk.

2. Valuation

a. Earnings focus and Price Earnings (2/5) are both of

interest to those analysts using the price/earnings

ratio. While the might not appear to be related 0

presence or pro uct market risk, it is quite

possible that one of the reasons that the low p/e

strategy is successful is because of an inaccurate

reading of risk in the product markets.

b. Standard models, fundamental analysis, and

structure, (4/5) would be important under this

scenario. As the use of models is increased it

should lead to a greater dependence on published

information which precludes a direct

look at the product market risk or presence.

3. Published earnings (S/S) are extremely important in the

models as the earnin s are generally looked at closely in

the calculations. Pub ished earnings by definition do not

reflect the impact of carry over in presence or product

market risk.
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B. Corporate Financial Performance

While all areas of corporate performance contribute to

published earnings, the ones that appear to be most important

to the model users are f inanlcal risk (3/5), management

(4/5) and technolo y (l/5). The factors of mana ement,

technology, and in ustry risk may be indicative 0 an interest

in some product market related Information and the kinds of

risk that may be faced, or the carry—over that may be

expected.

C. Product Market Performance of S.B.U.

The most important of the S.B.U. factors that impact the

model users are: growth rate (HS) and market share (2/5).

In this area there is not a direct look at any of the future

factors but that may be because analysts who use models

have not been provided the structure to do so in any of the

mo e s.

In contrast the model is perceived differently under the scenario of

analysts who work for decentralized firms ( Figure 40), three of whom did

do some product market research. Starting again with Financial Market

Performance:

A. Financial Market Performance

1. Macro Market Influences (7/ 9)

Market psycholo y and rumor is a dominant

influence af fecting the price of the security.

These may be based on an number of factors,

but clear y can include in ormation of product

market risk or ideas related to presence.

2. Investors (3/9)

The type of shareholders would be very important to

the subtjective evaluation. The more s ares held by

instltu ions the more short-term holding horizons the

analyst must assume. The longer term holdings may

allow analysts to think further into the future and be

more concerned with ideas like prsence.

3. Valuation

a. Earnings focus (4/9).This can be important in a

subjec ive evaluation. Many still have a dependence

on current earnings.

b. Standard models 6/9), were used as checks by

man who used subjective evaluation methods.

c. Fun amental analysis (6/9) is expected among those

doing a subjective evaluation.

d. Dectentralized (9/9) was one of the selection

cri eria.
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e. Price earnings and beta risks (2/9) are reflective of

using models as checks.

4. Published Earnings (7/9)

Published earnings are important under

a decentralization method of valuation. The more

published information available, the better it can be

reflected in the analyst's valuation.

B. Corporate Financial Performance and Product Market

Performance.

Most of these factors are important and are looked at by the

analysts in a subjective way. The difficulty with subjective

evaluation is it is hard to point to relationshi s.

l. Management (9/9) is extremely importan in the

subjective evaluation process and may also be a method

of looking at product markets.

2. Technology (5/9) is important as an assessment in the

subjectiv evaluation and may be away of looking at some

product market issues.

3. GAAP (6/9), is used more than the model users as those

using the subjective approach may be looking behind the

statements.

4. Financial risk (2/9).

C. Product Market Performance of Strategic Business Unit (4/9)

Analysts in the subjective area cited a number of different

factors that they looked at in the product markets. This is

not surprising as everyone is looking for their own method to

find a defendable, non-consensus position.

. lndustr Structure (4/9)

Market hare (7/9)

Growth Rate (3/9)

Product Market Risk (4/9)

There is interest among analysts in product

market risk under this scenario which did not show up

directly amongst the model users.

#
9
4
5
)
‘

The differences in the subjectively evaluated figures are significant as

the two extremes were from the analysts interviews. The model's major

contribution may be to raise the issue of what factors are perceived and

considered in attempting to understand the relationship of product market

risk and it impact on the valuation of securities.

It is expected that longer term involvements, such as privately

controlled, privately owned, venture capitalists and banks, would have

more interests in areas closer to product markets and therefore product
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market risk and presence. This hypothesis needs to be tested. At the same

time there should be an exploration into new components of the model that

may not have been brought out by the use of financial analysts alone.

Future studies may also wish to examine individual factors or clusters

that impact specific areas, such as corporate performance, or the product

market performance of an S.B.U. For example: Does market investment

have a negative impact on capital performance as reported? or, Does

management attempt to communicate product market risk information to

the financial community? Further research into the specific research

questions will be discussed below.

Future Directions

The focus of this paper has been to understand product market risk, in

particular, low product market risk as represented by presence. Product

market risk is an area that has not received much coverage in the

marketing literature. Instead, the focus has been on return. Understanding

product market risk and developing measures of it would allow marketing

to learn more from economic analysis, in particular the extensive work on

risk and return that has been done in the finance area. Considering the

macro economic model introduced into chapter one, it is time that the

product markets be considered In the same way that the resource markets

are: using both risk and return.

On a micro economic level, looking at the corporation, the concept of

product market opens up some new choices for management. Once it is

understood that the maximization of shareholder wealth can be influenced

by both risk and return, for example, raising return and holding risk

constant or lowering risk and holding return constant, then management
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can begin to explore the trade-offs available in resource allocation

between risky investments. This paper is not suggesting that the whole

focus should be on risk, but rather that strategies should be considered in

light of how they might effect product market risk. The quantification of

the uncertainty in the product markets into risk would allow management

to make more sophisticated choices when considering investments for the

future.

Theoreticians may continue to explore the areas of product market risk

and the concept of presence to integrate the product markets more fully

with the responses in the financial markets given the approach that both

markets are concerned with risk and return. This may allow marketers to

integrate more closely micro marketing with the macro marketing models.

Research Questions

Considering the research questions proposed in chapter one it appears

that a start has been made at understanding these areas but there is more

research to be done for a fuller understanding. The first question

regarding the relationship of stockholder objectives and the firm's

objectives, has been laid out in chapters two and three in the review of

marketing and finance literature. In chapter six there has been a further

explanation of why the ideal of linking these together is difficult. The

large amount of publicly traded stock in the hands of institutions and the

sophisiticated level of financial markets leads to a much shorter term

view of creation of shareholder wealth. It is proposed that a similar study

be conducted among large privately controlled firms to determine how

those shareholders look at product market risk. A related area of research

would be to look at firms where a significant block of stock is held by
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management. Also, the area of how product market risk and return

trade-offs are made under different management compensation plans could

be explored. There may be room for a product market risk performance

measure. It is clear that currently analysts and therefore the financial

community do not have the tools to do much with product market risk.

Marketing should accept the challenge to develop this area before the

investment community explores it as a practical matter.

The second question on the relationship between the product market

risk and the financial markets is closely related to the first. Again, the

investment community apparently has only begun to explore this area, but

it is an area in which marketing might be able to be extremely helpful in

both the development of theory and application. There are several areas to

be explored including: What is the impact of different types of

shareholders on product market risk? Is there a difference between

employee stock option plans and other forms of ownership? What kind of

product market risk measure would be most useful? What kind would be

most exact? How could product market risk and the related concept of

presence fit into the current stock evaluation methods on a more objective

basis than it is currently being handled? Is there some way to help

analysts to see clearly what is going on in the product markets in terms of

risk and is that desirable?

The third question asks, what are the needs for a marketing based

product market risk measure? It is clear that if analysts had a measure it

would be theoretically useful. What would be needed to make it useful in

application? Is it possible to develop a measure that could be easily

calculated and revised? This would be relevant both in the financial

markets and in the area of marketing management. This discussion has
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focused on quantifying uncertainty: are there ways of doing that, such as

Beta, that may be far from perfect as a forward measure but does offer

some distinct insight? The study revealed that analysts tend to focus on

easily available measures from corporate releases; could a product market

risk measure be included?

Finally, the question was asked if valuations could be fully explained

from traditional measures. It appeared that the answer was "no," since

the analysts are always looking for new information that may allow them

to gain insight and take a non-consensus position. There is much

subjectivity in what they do. For about half the analysts interviewed, the

traditional measures are being used as checks. Could an understanding of

product market risk improve the explanatory power of extant measures?

Conclusion

This has been an initial exploratory study to raise the issue of product

market risk. There has been an attempt to explore what the state of low

product market risk or presence might mean in both theoretical and

applied areas. There is room for a great deal more exploration. If a

measure of a f irm's presence could be developed using, perhaps, the

suggested elements or additional elements that future investigators may

see as relevant, it would advance the discipline substantially. Given such

a measure, it would be possbile to investigate the impact of presence on

the cost of capital. The differing of the use of the product market risk

concept by different types of analysts and portfolio measures could be

studied.

Product market risk is an area deserving much more exploration for

marketers. Additionally, there is a substantial amount of work to be done
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in considering the trade-offs to be made between risk and return in

product markets. Marketers are fortunate that there is a large body of

work in finance and economics to draw on if product market uncertainty

can begin to be quantified into product market risk.



 



264

APPENDIX A~I

INDIVIDUAL CONTENT ANALYSIS MASTERS

J2

4. 09, D7, 05, 08c, Dl

E2 "Longer Term"

6. Fl Long-term families

F2 Short-term for institutional holdings

7. 62c Earnin 5 power

G2e "Impor ance of Macro Forecast“

8. Hi, H2, H9, H8a, HSd "How long a situation can be maintained”

9. I33

l0. Jib Nielsen, Mil

l 1. K2 Forecast Market Share

l2.

l3. Mlb W551

l4. N/A

IS. Ol, 04 Growth rate, product orientation

l6. N/O

I7. 06
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APPENDIX A-I

INDIVIDUAL CONTENT ANALYSIS MASTERS

Mi

4. DI,D4,DS Earnings Estimate change

5. E2 Delay rate

6. F2 l/3 turnover

7. 62b Multifactor Model

8. Hi, H2, H4a Barr Rosenberg

9. N/A

l0. Jl

ll. Kl Delay rates

l2. N/A

I3. M3

I4. Nl

l5.

16. N/A

I7. N/A
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APPENDIX A-I

INDIVIDUAL CONTENT ANALYSIS MASTER

Al

4. Di Company, Industry

8% "Getting to know company"

S. N/O

6. N/A

7. G2e Models used to value parts of the

transaction

8. Hi

H2b Volatility

H4a Business Cycles

HSe,HSd

9. I lb Very subjective; but, a plus

I0. N/O

I l. KI, K2

I2. N/O

I3. N/O

14. Wt)

IS. 04 Change in Product Environment

Oi Management stay on

i6. WC)

1?. N/O Capitalizing customer lists

18. Wt)
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068, 058 Numerical Ratings

El Point of departure

F I Held for grandchildren

66c

H2a

ma Evaluating company

I2a, I2b, I3b, I3c

J2b Yankee Group

. Ki, K2

Lla,L2a,L2b,L2d

MI

MS Gartner Group

M6f

N I

OI For small companies

02, 04

P6 No

OI





9
0
.
9
.
0
9
1
4
:

IO.

II.

I2.

I3.

14.

15.

16.

I7.

Ile

I3c, i2b

Jla

KI, K2

N/A

rI‘:I1:I5,M4d

NI

OI, O4, O2

N/O

N/O
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R & D emphasis management

One day or less

Leverage risk

Currency risk

Regulatory risk

Research

IMS

New Prescription Trend

Prescription trends
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l3.
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D l, D9

E2 Product horizons

N/O

G2e Economic cycles

HI

H4a Downturns, lags, overspending

HSa Triangulate supply and demand

H5e,HSg,H7a,H8a,HlO

I ld IBM

Ila, I3

J2

K2

M2 Business function

M4, M5, M6c, M6d

N/A

02, O3, O4



 



M2

l0.

. K2

12.

I3.

I4.

IS.

G2b

Gla

HI

I4b

Ilb

Jl

N/A

N/O

N/A

04
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P/E Model

Deviation % critical

Substitutes, foreign

Occasionally

Historical earnings

Order backlog, secular growth
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HI

4. D 1, D3, D8c, D2, D7, 09 Valuators, different perceptions than

other analysts.

5. El 6 to l2 months

6. F2 Technology stocks very short term

7. 62b, 62a, Gl a, G l c A check, asset valuation, first five years

in dividend growth most significant

8. HI, H7, H8, H I 0, H2a, H4 PLC ke aspect to company specific risk.

Flow 0 new roducts mportant, product

trransition r sks are key

9. ll Product announcements (IBM)

10. Jl , J2

l l. Kl Forecast based on historical

interpretations

l2. L l, L2d Long-term for small companies

l3. Mia, M3, M4b, M4c, M4d

l4. NI

is. O l, 02,03, 04 Follows newsletters and reports

16. P3 Relative Multiples — earnings up

Up

I7. 06, OS Won't buy stock, CEO should do what

makes sense strategically unless

need financing

i8. Institute Individual

IBM CRAY

CRAY IBM

DEC DEC
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G3

4. 05, D6, 09, 01 Follow top 50, analyze franchise, cash

flow, asset value, industry structure

5.

6. Fl

7. Asset valuation, cash flow, multiple

8. H4, HI, HSd, H8a Cash flows, franchises, stability, cost

benefit

9. ll, Ilc, l2d

IO. Jia, Jib Circulation, Advertising, lineage

I l. K2, Kl Pretty stable cash flows

12. N/A Demographics

i3. M3 Readership demographics, Nielsen

14. Ni

IS. 0 l, O3

16. P3

I7. Di impacts stock price

i8. New York Times, Tribune, Affiliate

publications
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05, D3, Dl, DB

62

GI a

Hi, H8, H2a, H9, H59

I2, I3

KI,K2

NO

NI

OI

PI

06

Leading Market position, constant

future earnings growth, ROE, Solid

Management, ommittee Basis

Constantly re-assessed, hold as long

as unique

Dividend Growth Model

Volatility, Beta is price driven

Rosenberg Beta, Little Level Risk

P/E Focus, Risk of Overpricing

Not much industry information avail-

able in spec. sit., looking for superior

relative, pure plays, subsets, niches

Informal

Heavy historical emphasis, niches

Long Term

When available

Tech. difficult to assess

Institution of Market, Earnings short-

term to market

Short Term, Firms are hesitant to invest

Symbollcs

Isometrics

Toys R Us



 



IO.

II.

I2.

I3.

14.

I5.

I6.

I7.

18.
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Di, D2

El

F3 Same for 10 years

Little weight on models, subjective,

order oriented

H l 0, H7, H5 Primary research into product market

acceptance

l4, I2b Margin improvements

J2a

Does not use historical measures -

misleading

Trends, growth by product line

M2, M4, M5, M6, M6c, M6f

N1

02, 03 03 by firm

P3 No GAAP - does not Influence

OI An issue, but work with FASB

Rl Lustiiunm momma

131405 RTOS

DEC DEC
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DI, D2, D6, D8, D7

E5, E7, EI

FI, F2

NO

HI, H5, H7, HIO, H9

I3

J23

.NO

NO

NI

O2, O4, O3, OI

PI

06

Wanders through shopping center

Yes

institutional

Sterlln

Warner ambert

J & J

10mm

Sterlin

Warner ambert

J & J

Lilly
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9
5
1
1
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DI, D3, D9, 06, D8

EI,ES

F3

GI

HI, H2b, H3C, H4, H5d

IIb, I2C, I3

Ji,J2a

KI,K2

LId

M2,M4,MS,MIb

NI

OI,O2,04

PI,P3, P4

05

Subjective

Three year focus

Technical analysis, curiosity value,

benchmark

Little product risk, level is good

Economic franchise, cash management,

specialty magazines

Profits and revenues of magazine advert.

Computer Model Nielsens to sales ratio

Household penetration, Demographics

3-5 normalize earnings vs. cyclical

Problems with computers

Earnin s and risk, good economic risk

S/B ta en

institute Lndiuidual

Gannett Times Mirror

D & B Kni ht Ridder

Cap Cit NY imes





BI

P
P
N
Q
‘
S
”

I0.

. K2,KI

I2.

I3.

14.

IS.

I6.

I7.

18.
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D6

E2

Gl c

H7b, HSg, Hl, H7b, H7d

IId, I2

Jld

N/A

Mlc

NI

OI

N/O

N/O

N/O

Stocks not widely followed, seat of

the pants balance sheet approach

Asset valuation, market segments

distribution network Beta avallabIe

Product substitutes

Support intuition

Would like to do more product market

research, Trade Journals
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Ni

4. D6, D l, D7 Decay of growth rates, look for troughs

Momentum of sales and earnings

Bottom up by product line

5. El, E5 l8 months

6. F2, F3 Depends upon client

7. G2e Very weak on models

8. H7b, H2a, HSe, Hl a Management first, basically bu lng

HSd, H8 Beople volume, Technical elp i

epends on client

9. l3, I2c, Ild, I4b Structural change, lld American

Hospital Supply, Cost structured,

changing rapid y

lo. J l a, J2b, Jlb Delphi Medical Advisors

IMS, Own studies by exception

I l. K2, Kl Historical models, P.L.C., Market Share

Everything

l2. Lid No real difference, telephone surveys

l3. Ml, M2, M4, M5, M6b Consultants, Delphi, Panels, telephone

surveys

l4. N1

is. Ol, 02, 04

i6. PI Dependent on life cycle

17. 06 Structural changes are affected

l8. Lilly, Biomet, Al Labs
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D5, D4, DI, D9

E2

62b, 62C, 62d, Gla

HI,H28

I2

J/C

M3

NI

NO

NO

Low P/E model Proprietors Model, run

once a month, Strong P/E focus

Re-evaluated monthly

Five year Treasury Standard

Very low betas

ROI Marketshare, indirect, fundamental

anaIysls

Model freezes on direct product market

information

Market share implicit in Dividend growth

model

Short Term Focus

Visit with analysts regularly

Part of fundamental analysis

Secondary opinion management



E2
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DI, D4, D5, D9

E3, E5

F2

OIa,GId,62b

HI, H2, HSd, HSf, HIOC

I4

.K2

M2, M6

NI

OI, O3

N/O

OS

N/O

Approved Stock List look for under-

%a éialtion, Dividend Discount Growth

0 e

15 year, Three State Dividend Discount

Growth Model

Hold as long as undervalued

Models other than First Chicago Div.

Discount are used for check

Betas adjusted if products are slipping

Product line, cash needs

Fair price in current market

Management very important

Evaluates mkt as an investment return/

mkt costs
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Di

4. D9, Di, D6 ROE, Primary List; l5% anticipated

return

5. E2

6. F3 Conservative I0-lS% per year

Aggressive 50% per year

7. G2e, Glc

8. H59, HI, H8, HSa Unit rowth, dominent marketshare,

grow h rate, Future oriented trends

9. I3, Ila, Kid, I2a Compare to others In the Industry - not

the ndustry as whole

l0. Jl Sellside reports

I l. K2 Subjective comparison to industry

surrogate

l2. N/A

13. M3 Management seminars

14. Ni

IS. Ol, 03 Technology, a function management,

attend seminars

l7. OI No market efficient

l8. N/O
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IS.

16.

17.
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D1, D3, D8, 05, D6

E1

F2

620, 62a, (53

HI , H2, H4, HSd

II, I2

Jlb

L3

M1

N1

01,03

P3

01

Rla

Franchise companies, predictable

cash f lows

Not many surprises with franchises,

occasionally longer than 2 years

lndust strucgure, mon0poly or

oligopo y, franchise

Nielsens

Nielsens (MI)

Goodwill amortization

Southard

institutional indiiilduai

NYT Gannett

Wash. Post D & B

D&B NYT





IO.

11.

12.

I3.

14.

IS.

16.

17.

I8.
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D4, D9, D I

E2

N/A

G2b,GIa,Glc,Gld,G3a

Hl,HSg,H2a,H8a

I2a

ch

KI

M3

N1

01

N/A

Dividend growth

Long term characteristics are primary

determinants of value, discount to

Infinity

Market Share, Market growth,- Purchased

Beta cost benefits overlooked

Lack of hard Information, growth rate

and dividend growth rate

Sellside anal st strongest aspects of

Wall Street esearch

Forecasted Beta purchased

Long term determines value of stock

Short term current operating statement

Stron est aspect of Wall Street Research

Indus ry information and some consumer

information

Technology not as important, OI small

companies

How do you quantify? Difficult
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