BCG Growth-Share Matrix

Companies that are large enough to be organized into strategic business units face the challenge of allocating resources among those units. In the early 1970's the Boston Consulting Group developed a model for managing a portfolio of different business units (or major product lines). The BCG growth-share matrix displays the various business units on a graph of the market growth rate vs. market share relative to competitors:

      BCG Growth-Share Matrix


Resources are allocated to business units according to where they are situated on the grid as follows:

· Cash Cow - a business unit that has a large market share in a mature, slow growing industry. Cash cows require little investment and generate cash that can be used to invest in other business units.

· Star - a business unit that has a large market share in a fast growing industry. Stars may generate cash, but because the market is growing rapidly they require investment to maintain their lead. If successful, a star will become a cash cow when its industry matures.

· Question Mark (or Problem Child) - a business unit that has a small market share in a high growth market. These business units require resources to grow market share, but whether they will succeed and become stars is unknown.

· Dog - a business unit that has a small market share in a mature industry. A dog may not require substantial cash, but it ties up capital that could better be deployed elsewhere. Unless a dog has some other strategic purpose, it should be liquidated if there is little prospect for it to gain market share.

The BCG matrix provides a framework for allocating resources among different business units and allows one to compare many business units at a glance. However, the approach has received some negative criticism for the following reasons:

· The link between market share and profitability is questionable since increasing market share can be very expensive.

· The approach may overemphasize high growth, since it ignores the potential of declining markets.

· The model considers market growth rate to be a given. In practice the firm may be able to grow the market.

The Product Portfolio
To be successful, a company should have a portfolio of products with different growth rates and different market shares. The portfolio composition is a function of the balance between cash flows. High growth products require cash inputs to grow. Low growth products should generate excess cash. Both kinds are needed simultaneously. 

Four rules determine the cash flow of a product. 

· Margins and cash generated are a function of market share. High margins and high market share go together. This is a matter of common observation, explained by the experience curve effect. 

· Growth requires cash input to finance added assets. The added cash required to hold share is a function of growth rates. 

· High market share must be earned or bought. Buying market share requires an additional increment of investment. 

· No product market can grow indefinitely. The payoff from growth must come when the growth slows, or it never will. The payoff is cash that cannot be reinvested in that product.

Products with high market share and slow growth are "cash cows." Characteristically, they generate large amounts of cash, in excess of the reinvestment required to maintain share. This excess need not, and should not, be reinvested in those products. In fact, if the rate of return exceeds the growth rate, the cash cannot be reinvested indefinitely, except by depressing returns. 

Products with low market share and slow growth are "pets." They may show an accounting profit, but the profit must be reinvested to maintain share, leaving no cash throwoff. The product is essentially worthless, except in liquidation. 

All products eventually become either cash cows or pets. The value of a product is completely dependent upon obtaining a leading share of its market before the growth slows. 

Low market share, high growth products are the "question marks." They almost always require far more cash than they can generate. If cash is not supplied, they fall behind and die. Even when the cash is supplied, if they only hold their share, they are still pets when the growth stops. The question marks require large added cash investment for market share to be purchased. The low market share, high growth product is a liability unless it becomes a leader. It requires very large cash inputs that it cannot generate itself. 

The high share, high growth product is the "star." It nearly always shows reported profits, but it may or may not generate all of its own cash. If it stays a leader, however, it will become a large cash generator when growth slows and its reinvestment requirements diminish. The star eventually becomes the cash cow, providing high volume, high margin, high stability, security and cash throwoff for reinvestment elsewhere. 

The payoff for leadership is very high indeed, if it is achieved early and maintained until growth slows. Investment in market share during the growth phase can be very attractive, if you have the cash. Growth in market is compounded by growth in share. Increases in share increase the margin. High margin permits higher leverage with equal safety. The resulting profitability permits higher payment of earnings after financing normal growth. The return on investment is enormous. 

The need for a portfolio of businesses becomes obvious. Every company needs products in which to invest cash. Every company needs products that generate cash. And every product should eventually be a cash generator; otherwise it is worthless. 

Only a diversified company with a balanced portfolio can use its strengths to truly capitalize on its growth opportunities. The balanced portfolio has: 

· stars whose high share and high growth assure the future; 

· cash cows that supply funds for that future growth; and 

· question marks to be converted into stars with the added funds.

Pets are not necessary. They are evidence of failure either to obtain a leadership position during the growth phase, or to get out and cut the losses.

The Star of the Portfolio
The high growth market leader is a star. Its P & L statement scintillates. But cash is all that counts. Profit is a promise. The star of the portfolio must keep twice the market share of its next competitor, or its apparent performance is an illusion. 

Cash flow generation is a function of the differential in cost from competitors. The cost differential should be and usually is a function of market share. The differential can be approximated or predicted by the experience curve on value added. High relative share means high relative cash generation. But high growth also means high required reinvestment. If the financial growth rate exceeds the return on net assets employed, then even the star will not be self-financing. 

Growth requires more of everything, but particularly assets. Assets added equal cash investment added. If a star is to be self-financed, then its after tax return on assets employed must equal physical growth plus inflation. That is a high return where growth is high too in an inflationary environment. It is so high that many competitors will be tempted to settle for less profit if they can finance the required growth by any means. Even the debt capacity of other businesses may be used as long as it increases reported profit. 

Reported profit is not net cash throw off. It may never be. But reported profit is the frame of reference for decision making for many potential competitors. That is why the high growth, high share star of the portfolio is rarely allowed the opportunity to both hold market share and be self-financing. Stars are not cash generators. 

Challengers of the star must have deep pockets full of cash. Differences of two to one in market share typically result in differentials in cost equal to 5 to 8 percent of value added. This times asset turnover times financial growth in revenue is equal to the added cash input per unit of sales required by a follower to keep the pace of a star in a growth business. Yet many do. Growth and reported earnings attract many competitors who can never hope to recoup their gross cash input, much less the present value. 

With the passage of time all stars set. Growth above average is not forever. Cash input requirements subside with growth. But cash generation capability does not change if the cost differential from competitors remains unchanged. However, if competition is real, many competitors become fewer and fewer competitors as the higher cost and underfinanced fall behind. The survivors gain that share. The leader can lose relative market share even if absolute market share is maintained. 

The ultimate value of any product or service must be the value of the stream of cash it generates net of its own reinvestment. For the star, that stream of cash will be in the future, sometimes the distant future. For real value, that stream of cash must be discounted back to the present at a rate equal to the return on alternate opportunities. It is the future payoff of the star that counts, not the present reported profit. 

For a future worth the wait and the cost, the market share differential must be preserved. The star of the portfolio which loses its market share differential is a costly investment that will not pay off regardless of its interim reported profit.

Anatomy of the Cash Cow
The first objective of corporate strategy is protection of the cash generators. In almost every company a few products and market sectors are the principal source of net cash generated. These are the cash cows. 

The cash cows fund their own growth. They pay the corporate dividend. They pay the corporate overhead. They pay the corporate interest charges. They supply the funds for R&D. They supply the investment resource for other products. They justify the debt capacity for the whole company. Protect them. 

By definition a cash cow has a return on assets which exceeds the growth rate. Only if that is true will it generate more cash than it uses. 

This requires high return and slow growth if the cash generation is to be high. Almost invariably the cash cow has a high market share relative to the next two or three competitors. The experience curve relationships would predict that. 

The debt capacity of the cash cow standing alone is always high. The net cash generation provides high interest coverage and debt repayment assurance. Increased market share for the cash cow frequently increases the debt capacity much more than it increases the total assets employed. This makes possible a leveraging of shareholder investment which can be converted either into higher return on net assets or into lower prices in order to buy more market share. Or, the leverage can be converted into increased cash generated for use of other businesses. 

There is a limit to the market share of the cash cow. The total cost of buying market share gets greater and greater as the share increases since the margin on total volume is affected. The total value of market share available becomes less and less as the remaining share becomes small. When market share exceeds twice the next largest competitor and four times the second largest competitor, there is rarely any incentive to gain more. 

Conversely, market share of a cash cow can be sold off for a very high price in near term cash flow. A price umbrella converts all the higher price into cash flow and profit multiplied by total volume. However, the competition can increase their growth under a price shelter. The result is a continuing loss of both volume and relative cost potential for the cash cow. Eventually the growing capability of competitors removes the value of the remaining market share until the cash cow goes dry. 

The value of the cash cow's market share is almost always higher than the value of any competitor's market share, point for point. This is because the higher market share can and should produce a lower cost than competitors' on equivalent investment. 

If it is properly leveraged to equate risk with higher cost competitors, the cash cow can be a very high generator of cash and profit on the net investment. Yet the decision to invest or disinvest in a cash cow's market share depends upon the alternate opportunities for investment in other parts of the corporate portfolio. 

The real value of a cash cow is the discounted present value of the projected cash generated. A high discount rate will almost invariably favor liquidation because of the emphasis on near term cash flow. The reported profit and net cash flow tend to be parallel and near equal in a low growth business. Consequently, many cash cows are unwillingly liquidated by short time horizon profit budgets even though there is no alternate investment which would yield the same net return on net assets. 

The real test of value of a cash cow is the net return on net investment when the cash cow has been leveraged with debt to the point at which its breakeven cost as a percent of revenue is the same as the breakeven cost of the largest share alternate competitor. To be valid, this comparison must be made after the competitor has also been leveraged to his optimum debt usage. 

This test will frequently show that both competitors have high potential returns on net investment. But if extended to each successively smaller competitor, it will eventually reach the one whose net return is no greater than the GNP growth including inflation. It is then possible to determine the true return for each competitor. Rarely will more than three or four competitors be involved if the market is both stable and competitive. 

The marginal competitor whose net cash flow just finances the investment required to maintain his market position is worthless except in liquidation. Yet such a competitor is the ultimate reference. All competitors with superior costs and margins can convert that margin differential into a net cash throwoff. That is how you determine the output of a cash cow. 

The value of a cash cow is determined by the rate of return on alternate corporate portfolio investments which must be used as the basic discount rate on the cash cow's output. 

Do you wish to buy or sell market share for your cash cow? If you buy share, where will the money come from? If you sell, where will the money be reinvested that you receive?

Renaissance of the Portfolio
The current wave of corporate restructuring is bringing about radical changes in many companies' business portfolios. For most this is a positive action, the recognition of a need for focus on areas of competitive strength and greatest opportunity for future growth. For a few it is a retreat to a focus on businesses with secure net cash flow, the aftermath of the pyrrhic victory of successful take-over defense. In either case it is compelling witness to the power of the portfolio concept. 

This set of ideas was developed in the late sixties, proved immensely popular and powerful during the seventies, and then drifted out of the limelight for a variety of reasons in the late seventies and early eighties. It is time to retrieve these ideas before they are lost to the wastebasket of business fads and to reconsider seriously what they still have to contribute. 

What the Portfolio Concept Says 

The basic message is very simple. It begins with the fact that most companies participate in a number of different "businesses", even if all fall within one general industry category. These businesses were not created equal, are not equal at any point in time, and will never offer equal opportunities to earn high and sustained returns. 

The portfolio concept asserts that one of the primary responsibilities of the chief executive is to make decisive investment choices for the benefit of shareholders. To make choices there must be alternatives. For some companies there are too many, and the challenge is finding a sound rationale for discrimination. For others there are too few, and the challenge for them is creating opportunity. For all there is a need to ensure that every major alternative for a given business has been uncovered and considered before a course of action is chosen. 

Companies must choose on the basis of the closely linked combination of sustainable competitive advantage and potential financial contribution to the company. The former yields the high profits that convert to high net cash flow as growth slows and investment requirements moderate. This in turn creates the high returns and high valuations that satisfy shareholders and protect against take-overs. More positively, high returns and high valuation make raising new capital relatively easy and cheap. They make acquisitions possible. The company has superior ability to repeat the process and invest to grow in pursuit of competitive advantage in new businesses. 

The portfolio concept stresses the critical need to keep resources fully employed in the areas where they have the highest yield or potential yield. This means focusing technical and human resources where the company can gain and hold an edge over competitors that is valued by customers. It means concentrating physical assets where they can be used to create or support unique or at least scarce capability. And it means using equity capital only where there is no safely cheaper alternative. 

Imagine a company following these guidelines, and you have a company that grows, is profitable, earns high returns, has a high valuation, is in full command of its fate, and is very well protected. One of the two basic justifications of potential acquirers - the ability to use existing resources more efficiently or effectively than current management is doing - is all but eliminated. 

All enduring and continuously successful corporations follow this pattern, whether they think of it as a portfolio strategy or not. 

Real Advantage 

Like all great ideas, the portfolio concept is simple - but the application is not. The portfolio concept is a guide to action, a summary of thinking, and not a substitute for detailed analysis and judgment. 

First there is the problem of sustainable competitive advantage. The portfolio concept builds on the observation that superior profitability depends first and foremost on competitive advantage, and that growth is easiest where the market itself is growing. Often superior market share carries with it competitive advantage. Often, but by no means always. Advantage may be based on superior technology, speed of response, quality, attention to specific customer needs, location - many factors that may or may not translate into overall market share leadership. 

What matters is not whether advantage fits some preconception or general rule, but that the company pursues advantages that are truly available to the business, are valued by customers, provide a basis for competitive differentiation, and have lasting power. This almost always requires focus within the marketplace. Thus the search for advantage must be serious, detailed, imaginative, and rigorous. The bigger the company and the further removed the strategist from the business, the more likely it is that opportunity will be overlooked, and the greater the risk of oversimplifying what it will take to succeed. 

The fact is that some markets yield more opportunities for advantage than others, and some none at all. Some companies invest heavily in pursuit of the mirage of a secure future competitive edge. Nowhere is this more likely to end in disappointment than where there is blind faith in the value of market share or in the rewards of technological superiority. The portfolio concept works only when competitive advantage is real, when all the homework has been done, and when the competitive nature and likely future evolution of the market have been ascertained. 

Leveraged buyouts, raiders, and low-laborcost foreign competition have gone a long way toward taking care of another problem: the disadvantaged business, performing poorly and relatively stable, but with no realistic hope of much improvement in its market, competitive fundamentals, or performance. While these have not disappeared, they have in many cases become free-standing special cases, highly leveraged and managed for cash flow - very much along the lines the portfolio concept indicated. Marketplace forces have brought about an appropriate solution where corporate managements were reluctant to act decisively. 

Discovering Growth 

Second, there is the issue of growth. The long period of across-the-board expansion through the sixties and into the seventies spoiled us, and we now think of growth as more elusive. The easy conditions of broad market growth have given way to more localized patterns of growth. These often involve substitution - not just product-for-product substitution, but the substitution of one (better) way of doing business for another. Latent customer needs must be uncovered before they become obvious. Creating and exploiting growth opportunities in these conditions calls for more insight, better preparation, and greater risk taking than before. Growth is often where you make it. Growth opportunities often lie dormant within what at first sight appear to be low growth, "mature" markets. This only heightens the importance of first-class, forward-thinking staff work closely combined with vigorous and decisive management. Building and sustaining a strong portfolio is more difficult now, but more necessary than ever. 

From Strength to Strength 

It has been easy to pick at the portfolio concept as being too simplistic or difficult to interpret in action, or to cavil with one aspect or another of the way it has been discussed or displayed. This is to miss the essential point. 

All exceptional rewards in business derive from that scarce commodity, competitive advantage. To have the right to stay in business a company must earn these rewards, and then keep doing so. Building new positions of advantage on top of old calls for focus of effort and intensity of application. That is what the portfolio teaches and experience confirms. 

Each new turn in the business cycle only strengthens the message

GE / McKinsey Matrix

In consulting engagements with General Electric in the 1970's, McKinsey & Company developed a nine-cell portfolio matrix as a tool for screening GE's large portfolio of strategic business units (SBU). This business screen became known as the GE/McKinsey Matrix and is shown below:

GE / McKinsey Matrix
	 
	Business Unit Strength
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The GE / McKinsey matrix is similar to the BCG growth-share matrix in that it maps strategic business units on a grid of the industry and the SBU's position in the industry. The GE matrix however, attempts to improve upon the BCG matrix in the following two ways:

· The GE matrix generalizes the axes as "Industry Attractiveness" and "Business Unit Strength" whereas the BCG matrix uses the market growth rate as a proxy for industry attractiveness and relative market share as a proxy for the strength of the business unit.

· The GE matrix has nine cells vs. four cells in the BCG matrix.

Industry attractiveness and business unit strength are calculated by first identifying criteria for each, determining the value of each parameter in the criteria, and multiplying that value by a weighting factor. The result is a quantitative measure of industry attractiveness and the business unit's relative performance in that industry.

Industry Attractiveness

The vertical axis of the GE / McKinsey matrix is industry attractiveness, which is determined by factors such as the following:

· Market growth rate 

· Market size 

· Demand variability 

· Industry profitability 

· Industry rivalry 

· Global opportunities 

· Macroenvironmental factors (PEST) 

Each factor is assigned a weighting that is appropriate for the industry. The industry attractiveness then is calculated as follows:

	Industry attractiveness    =  
	 
	 factor value1   x   factor weighting1

	 
	 + 
	 factor value2   x   factor weighting2

	 
	.
.
.
 
	 

	 
	 + 
	 factor valueN   x   factor weightingN


Business Unit Strength

The horizontal axis of the GE / McKinsey matrix is the strength of the business unit. Some factors that can be used to determine business unit strength include:

· Market share 

· Growth in market share 

· Brand equity 

· Distribution channel access 

· Production capacity 

· Profit margins relative to competitors 

The business unit strength index can be calculated by multiplying the estimated value of each factor by the factor's weighting, as done for industry attractiveness.

Plotting the Information

Each business unit can be portrayed as a circle plotted on the matrix, with the information conveyed as follows:

· Market size is represented by the size of the circle. 

· Market share is shown by using the circle as a pie chart. 

· The expected future position of the circle is portrayed by means of an arrow. 

The following is an example of such a representation:
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The shading of the above circle indicates a 38% market share for the strategic business unit. The arrow in the upward left direction indicates that the business unit is projected to gain strength relative to competitors, and that the business unit is in an industry that is projected to become more attractive. The tip of the arrow indicates the future position of the center point of the circle.

Strategic Implications

Resource allocation recommendations can be made to grow, hold, or harvest a strategic business unit based on its position on the matrix as follows:

· Grow strong business units in attractive industries, average business units in attractive industries, and strong business units in average industries.

· Hold average businesses in average industries, strong businesses in weak industries, and weak business in attractive industies.

· Harvest weak business units in unattractive industries, average business units in unattractive industries, and weak business units in average industries.

There are strategy variations within these three groups. For example, within the harvest group the firm would be inclined to quickly divest itself of a weak business in an unattractive industry, whereas it might perform a phased harvest of an average business unit in the same industry.

