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A THEORY OF BINERGY

I - INTRODUCTION

Several scholars have recently stressed the importance of
the concept of synergy {Aaker, 19347 Singh and entgomery, 18373
Dabatkin, 1987; Hill and Hoskisson, 1¥87). Two reasons have been
advanced, Firsy, increasing levels of economic, technvlogic and
competitive complexity 1lmpose the need o achieve hingher
strategic benefits un organizations (Asseff, 1984; Thomas, 1936).
Second, it is bLecoming increasingly accepted that corporats
strategy must oo beyond the cash manasemont of BCG and  similar
models in order Lo creats a coapetitive advantage for the
organization a¥ a whole (Scherer, 1980; ¥Fitts, 1983; Hammerwesh,
1966}, . .
Synergy remains, however, an  elusive  goncept.
According to Porter (1983}, "il1l defined notions of what
constitutes  synergy underlay wmany companies' acquisitions
problems"™ {PP,318), DBesides this conceptual problen,” Chatterlee
{1986) has. alsoc indicated that, "A mére rigorous {ramework should
e developed which links the potential Ffor <reating economic
value not only te the decision to diversify, but asiszo to the type
of acquisition {rélated or unrelated) and the node {de novo or
. acquisition) of diversification™ (PP,138}. ‘

-

Consequently, in order {vr the concept of syn=rgy to be useful
one must possess a theory of synergy which states in detailed
terms ibs causes and the circunstances under which those causus
are predicted to be especially strong {Singh and Hontgomery,
19873, Such a detailed theory of synergy will  lead to
conclusions  ghout which  acquisition strategies  greatest
potential for cresting economic value {(Salter and VWeinhold, 1979;
Forter, 1587).

Presenting such a theory of synergy is the aim of this
paper. This paper wiil:
ist - develop a 4ptailed list of the causes of synergy.
2nd - aggregate the differvent causes, accordiag to
their nature into broader castegories,
3rd - predict when synergy will or will not be created.



11 - THE CONCEPT OF SYXERGY

A concept should be defined by its roats and by 1its commona
usage. Synergy comes from the areek "Synergia’ (Jeint work) which
is derived from "synergein”, wesning, te work together. Accepted
sourgces such as the Welster dictionary define | synergy as the
combined or cooperzative acticon of different forcees, such as
drugs in the human body, oy the actien of ‘several organs to
perform complex movemantis,

From the routs and common ussge of the word synergy tiwo
basic points emerge: .

lst - Synergy requires diversity, dnvolving two or more
agents, organs, drugs, divisions, etc, That is, one may speak of
synergy only if there is diversity ({Pivts, 1985; HiIl and
Hoskisson, 1987} o

4ad - There is  nothing in the concept of synergy which
requires that the overall effect be greater thun the sum of the
pares, ) .

’ The concept of synergy requires werking together, it does
not specify the end result.” Indeed, in medicine two druns can be
used simultaneously, so that the effert of one pf the drugs
partially offsets some undesirable effect of the opher drug, In
the organizations field, Ansoff, 1965 and 1984; Yéwman and Logan,
1985;  Scott 1980, - and Scherer 1979, have all pointed cut that
synergy c¢an  be negative {242=3) as well as positive {(242=3).

Consequently, sypergy should be defined as the coperative
work of differeat partw towards a common end {1). This definition
is in accordance with that of suthors such as DRay, 1977, ilaugen,
1975; Ansoff, 1965; and Hill and Hoskisson, 1947,

This definition enhances:

A ~ Cooperation which is related to  resource sharing
and consequently the parts casnol be totelly autonomous.

B - Parts of, not the greater whole, to which the parts
belong .

C ~ Different, not equal, and conseguently the concept of
synergy demarks itself from éxperience and size effocts,

D = Common end and so synergy is distinct from situations
of parasitise such as one SBY receivipg funds frop another S3U,
Une cannet speak of synergy unless the benefit of the first SBU is
greater than the loss of the second BB, so that the overall ney
effect is posivive, . .

More specically, . synergy exists if over a certain period
of time the performance of o diversified corporation is different
from what  the average performonce of its divisions would be if
they were independent businusses,

{1} =~ implying & net result which can he greater or smaller than -
the sum of the parts, ' -

+



Schematically, in the case of a corporation with two equally
sized divisions, one may speak of synergy if

LA + LB
LX Rt
{A,B) 2 N
where k
LA~ Performance of a diversified corporiition x with divisions 3
and B (4B, ’
LA~ Performance of the division 4 if it was an  independent
bus Lness,

LB - Performance of the division B if it wag an  independent
business

-

IIT « THE CAUSES OF BYNERGY ¥

,/

How can we demonstrate that the performance of a diversified
organization is be Glffer&nt from what the performance of its
divisions would be if they were independent businesses?

Let's hypothesize that an organization 1is speclalized in
market A abt mowment one, and at moment two, diversifies inte
market ¥. {(through internal development or aguisition;. The
differsnce between the organization at mowent ong auwd twe can  be
sesn ing

1 ~-¥olume « the crganization at moment two has z greatsr sales
volume

2 =~ diversity - the organizatfon has oow bullt diversity into its
opayations,

If synergy exists it must therefore be explained in terms of
the  conseguences of the changes” in velume and diversity
expevienced by the organization. Concerning the dmpact on
“yolume, can distinguish size effects {which are a conssquepce of
sales per year) from experience effects {which degend on the
cumulative volume of sules),

Size and experience effects will be observed as long as the
organization diversifies into related markets, making possible
the sharing of resources ( warehouses, distribution systems, -
machinery, sales force ete,), These types of &ffects could also

“
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oceur in  the  worgasnization if it chose to  remain
specialized and grow in a single market,

Biversity effects, on the other hand, can never be achieved
within & single wmoarket, They require diversity within the
organization in order to occur. IHxamples are transfers of
know-how among  divisiecns, reeciprocal buying {where a division
jinduces a supplier to buy from snother divislon of the same
company}, interdivisienal cash management,- and the transport of
image  frowm e market to another,

Since it is the joint effect of size, experience and diversity
which explains synergy, we shall next analyze these three
effects in detail, | . T

I . 1 - SIZE BPTECTS . .

. - ~

Table Dne presents a typology of size effects,” When a Ffirwm

diversifies, 1{ lipcreases its size, and consequently certain

advantages and éésadvamtdges veeur, We ¢all  both of these sgize
&ffeczs.

FIGURE. OFF ABOUT IERE

There are six main types of size advantapes: (1) relisnce on
streatghs, (2) isput effects,{3) public gcods,(4) economies of
scale, {5) rhe law of great numbers and, (8) markat power .,
{1)Adam Smith, io his work the Miealth of Naticss”, ohserved that
the amount of specialization is limited by the size of a market.
The ssse happens inside owganizations, Contrary to  smaller
organizations where workers tend to perform a larger numnber of
tasks, larger organizatvions  allow  for  graater worker
specialization. Since specialization will be based wpon the
workers'  strentghs, productivity will increass. Also, due to
specializatioa, the time and therefore the cost required  for
.training are nov lower { Rebinson, 1078}

(2) Size ¢an alsoe have & positive ismpact in terms of dnputs,
Larger firms pay lower prices duye to guantity  discounts from
suppliers, gragrer burgaining power  due te  monapsony,
oligopsony, or the use of speczalzsts in  procuring  various

-
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types of raw materials and merchandise . Shopping arcound is more
feasible when buying large rather thas small quantitiss due to
transaction costs. As a conseguence, larger firms have greater
access to suppliers.{¥Pfeffer and Salancik, 1973; Archer and
Faerher, 18966 ),

{3) Economists defiane public goods {as oppaséd to  private
goodsy as the type of goods which can be used by one entity
{person, division}, without affecting the usage that another
entifty may make of the same goods,

Examples of public goods within organizations are property
rights {copyrights, patents, trademorks, leaseholds) acd Lthe
visibility or goodwill of the orgacization. Since the marginal cost
of usiag these types of goods is zero, size will represent -“a

henefit here too,{Abell and Haommond, 1979} o
{43 As size increases, economies of scale oceur. There are

several reasons for this. - .

rs

y

a - rd
(A} First, there is the geometric lav which statés that as the
area { of a buildise, warehouse, ete) doubles, its volume

increases threeféld, Since cost ig related to the area and
the output to volume, a8 et benefit occurs as gize
increases {{aldi and Whitcomb, 1967 3. >

{8 The second cause of economies of scale repards certain

dgisontinuities between cost and machinery { Shenbherd, 1979}; the

price of machinery incresses less than propertionnliy te its

capacity { Bcherer, 1979); and in larger organizations it is

economicaliy compensatory to nmechanize some operations which

are perfomed manually in smaller organizaviens (Pitts, 1988),

(C). Fixed costs are a third cavse of economies of scale, With

higher  wvolume, the cost per unit  of production of

ancilatory activibties (such as sacurity, medicnl depurument,

food services, secretarial degartment, ete, ) decreases,

These fixed costs ars called accountants as indirect expenses.

-

{53} Another size advantage comes from the statistical law of
great numbers. As the number of buyers increases their variances
in terms of idyosincracies and  special ¢haracteristics
diminish., Lower variance among buyers means lower variance of

_sales, The probahility of stockout is conseguently lower, meaning

that costs of inventory will incresse less than proportionally
to sales;(Whitin and Peston, 1994 ). -



(6) Market power is 2 final advantage of size, Larger firms
iofluence their environsents te a great extent. They can
infiluence  Dhoth their political environment (through  lower
probality of  hankruptey-Doeley,  1668) and their  economic
environment {(by pushing their products more strongly ints  the
market and by charging higher prices for then), There is evidence
that with all else equai, large {irms bencfit from a superier
image when compared to smailer firms a bemefit which can be
translated  into premium  prices.{Cooper, 1979},

Besides advantages, an increase in size can alse bring some
disadvantages to organizations, .
{1)- Larger organizations experience a lower sense of the need to
survive, The internal environment of the crganizatiou  betowes

increasingly political as well { Blair, 1972, Towsend, 1970).

Consequently x =inefficiency srises (  Leibenstein,  1966).
). ”

{2) Transportation costs tend to be higher for ,&éégﬁr firms
since they wmust go farther to obtain raw m&i&rzdls, COMpeRENLS,
energy and laber {Scherer et. al, 1975).

(..

{3} Size alsec means that information processing is increasingly
complex, requiriag mere elaborate information, control and
stroctural arrangesents.(Katz and Kahn, 16783, N

{4) Motivation can be more difficelt in larcer. organizatiors
because workerz tend to idestify and prefer to woerk in
smaller work units {Porter and Lowler, 1965; Uuinn gnd Mangione,
1973).

{5} - The grester visibility experienced by larger organizations
may put them under speclal surveillance of cousumer groups and
under g higher threat of antitrast. It can therefore bpe  said
that a certain type of ' risk imcreases with size.

{ Drucker, 1973; Porter, 1S80),

{6} Finally, as firms grow, th hierarchy between decision makers
and the market becomes more complex. Both the speed and the
quality of decision muking can, in ococordance, suffer,

“{Srarr, 197%; Williamson, 1967)

The influence of both size advantages and disadvantapes iz a
concava profitability (returs  on assels})  curve  whers
profitability first iscreases to a certain level and then
starts docressiag. Profitebility  incresses as long as the
advantages of size oubweigh its disadventages, After a certain
level of size, however, the disadvantages saa?z increasing  and
the advantages becowe exhsusted. .
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The specific shase of the concave profitahility curve {the
behaviour of its first and second derivates), varies considerably

from market to market depeading upon the extent ol the presence
of the size advantages and disadvaniages in those markets,

*

Y1XI, 2 - EXPERIENCE EFFRCTS -

When diversifying into a new market, there is an increase in
gales per year, as wall as an incresse in the cumulative sales
volume of the osrganizaticn {experience sffect ). Experience has
several advantnges:{1)] the learning curve;{2?) better use of
equipment {3} process innovation,{4) product modifications
{better knewledge of how to adapt the product to customer needs),
and {3) belter image {Heddley, 1976; iendersen, 1950, Thompson,
19813,

Indeed , ceteris paribus, older firms bhenafit from a belter
image than younger ones, since cusiomers tend to ssseciate firms
the sge of a firm with survival of the fittest, -

. . ’ s

FIGURE T30 ABOUT JIERE K4

il

It has been paiutéd out that experience may also bring some
disadvantages, Indeed, as experience increases, the adaptability
of the firm as a whole may decrcase. As experience grows,
orgaenizations tend te develop stricter routines, te more attached
to hiearchical relzrions and 1o berome less filexihle (Blair, 1972,
Alberasthy and Wayne, 18743,

DIVERSITY EFFECTS

Begides size and experience effects, there is s third type of
effect which occurs when & firm diversifies, We shall c¢all this
type diversity effects, Diversity effects are those  which
cannot  be  achieved by an increass is sales in the some  product
market cannot achieve. This distinguishes diversity effects from
"size and experience effects which may occur poth with an increase
in size in a single product market or with divergification (as
long &s the markets which the firm diversifies inte are related,
and therefore allow for rescurce sharing, transfer of knowledge,
and other benefits),
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Figure three presents the advantages and the disadvantages of
diversity. - The advantages can be divided - into four main
cathegarises: * T )

{1} — Risk decrease

{2} - Externaiities

{3} - Greater organizaetional p&gszbzizzzaﬁ*

FICURE TIRER ABOUT e

{1} Diversity brings a decrease in risk in terms »f both
critical contingencies and variance {Awihud and Lev,1981), Lower
risk will, indts turn, ianpllies: *

A - lower vpersonnel costs { workers can be transferred from
gne SBU, to another, instead of being hired and fired as each
divisions sales go up and down. )~techlin, 1980,

-

B -~ lower Cdpltdl costs (being risk averse,“investors

demand lower interest from less risky firms)-

- € . - higher R & - benefits (Terry, 1981 Pitts, 19%5) due to:
higher probahlllty that .

Cl - a given R&D project will be wvseful to one of the
divisions

€2 =~ within the orgacization there is all the
required knowledge to complete the R&D project
C3 -~ the fatlure and success of projecrs will offser each

other (law of large numbersjand therefore the organizatios can
updertake projects of higher risk, )

D - It has alsc heen pointed out that to the extent that
employees are transferred among 58Us rather than hired and fired,
their motivation level will increase,{Mechlin, 1880).

{2} The second type of diversity advantages are externalities.
Economists © Jdefine externalities as the bencfit of 5 second
party due to the work of & first party, Inside an orpanization

~three types of externalities may occurt goastary, © techoological
and consumption, -
%

{A) Monetary exteranalities resull from cross subsidization
among SBUs  {dsplying tax adventopes ame  greater  freedom to
finznce markct shave building as cospared Lo a situnbion where
funds were supplied by external sources ) and vertical isctegration .
{lower transaction costs, savings in energy, transportation and

-
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distributfon , etc) - Kitching, 19743 Wina and Mchagen, 1981;
Harrigan, 1983,

-

(B) Technologlcal externalities regard the transfer. of know-how
among SBUs, That know-how can respect to how to set up 8 distriw
buticn channel, how to trais the sales force, how Lo aidvertise a
given product, bow to sulve a machine breakdown, which type of
supplier is more reliable is terms of quality and delivery, etc.{
Berg,1979; Yavitz, Newman 1982 ). Technological externaiities may
also dnvolve a specific skill of the 285, engineering,
manafacturing or aoy other department which the organization
possesses, and which will be useful In the sew market ({Wells,
19843, ' - .

{C} Consumption externalities are related to the market place.
They dare neither noaetzry in thelr essesce nov hased in know-how,
Two main types of consumpiion externalities exist: transfor  of
inage among SPUs (where one SBU benefits from the image another
8BU enjoys in the market) and externalities related Lo ¢onsumers'
perceptions.{Lorange, et.al. 1986; Wells, 1984) P

. . ’ s

Semetimes the customer perceives the product purchoased as
being larger than what is supplied by an organizatiom. This leasds
firms to add new itemé to their preduct line so that the tetal
offering is as broad as the customers’ perception of the product,
Thatr is the reason  behind the broadenning of the offer of
computer organizetions, frosm bordware inte sorvive, softwdre snd
communications  networks.  Similarly, auditing {firms  have
diversified into  wwryices such as  taxation, sccountiog,
nanagenant ¢onsultisg and management cecruiting.

{Miles and Snow, 1980},

{3} VFinally a diversified organization can do thinzs that so
specialized organization can without threatenning its  very
existance, Examples are the engagzement in high risk 24D projects
or bhusiness venlurez. Another oxample is  gasier agcsss Lo
retailers when they prefer to deal with suppliers which cifer a
broad line of products such as in the nutomehile and Lhe arocery
products  industry (Porrer, 1550 e 1985}, O5till diversified
Cerganizations ¢an alse impose reciprocal buying where one 53U
hoys  from o given supplier if ond only if the supplier buys from
another SBU of the same organizstion. (Allen, 1975; Steiner,
1673,

Hesides advantages, diversity can alse bring two maio types of
disadvantages. Some disadvantupes are specific  te  vertical



integration (higher risk due to concentration of resources),
Other disadvantases  pertain te diversity ~is peneral, Since
diveraity implies ap incresse.in information processiang needs, it
reguires more complex styucture,  isformation, control  and
coordination systems (Gnlbraith and Yathason, 1979; Hambrick
1983); Hill and Hoskisson, 1987). ‘

II1,4,8000ARY

s

It is the joinit effect of size, experience and diversity
which explainsg how the overall perforsance of an sryanization can
be different fram the average perforwmance of its division 1f they
were independent businesses {thot is how synergy can occurl.

Positive synergy will exist only if & certain
diversification move implics size, experience apnd divevsity
advantages which sutweiath their disadvantages, Negotdve synergy
will exist when the advoantages associated with size, experience
and diversity ave less important than their éigadyéntages

#
¥

A
. In Scheme .

incr&aag.{gdvaﬁtage

in size ldisadventages of size Y
diversifization0< increase advantage of Level
(1) in - gxperience k,ué of
experience | disadvantages Synergy

increase in

advantages

kdiversiay’"’ disadvantages

of

diversity

{

As a consequence, Lhe syrerglistic potentisl of any
diversification move must be evaluated on a case by case basis by
assessing the extent of the size, experiesce and diversity
advantazes and disadvantages impliwd by that diversification move
{4llen et al, 1981; Salter and Weinhold, 1981)

{1} meansiimplies,

10



-FIGURE FOUR

Sypnergy effect ’

iatst

ﬁf@ersity and
volume level

1 2 3 4 .5 3 7 3 9 Y Number of markets
(divisions)

NOTE: One assumes that:l - each diversification step (through internal development or acqguisition)
leads to a new division specialized in a given market; 2 -~ each diversification move brings the
. same augment in volume and diversity to the firm.




It is posgible, however, to develop certailn general rules
regarding synergy. The next section will present a model which in
general terms indicates when synergy is expected to be positive
and large, positive and low, and negative.

v SYHER&Y AND DIVERSIFICATION

Let"s =uppose thart an organization specialized in' a single
market starts a process of diversification which over time, will
lead the organizstion to add new warkets (through internal
development or scguisition) fo its operations.

We shall assume that sach division haandles a single market
and that consequently, as the punber of marketz the orgasization
operates 1in increases, so does its number of divisiens, For
simplification purposes it will also be asssumed that each new
market  {division) brinas a similar awmount of increasse in
diversity and volume {sales) to the organization, Einéliy§ it is
hypothesized that the organization does not Function ag a simple
holding, buying and sellisg fipms which remain teorally autonomous
from each other . but as an integrated entity where the hesd
office performs some functions for the divisions and thers is an
exchange of resources among then,

The questicn is @ As the erganization keens on adding new
warkets (and divisions) to irs operations, how should we expect
the overall organizaties to perform compared to the average
performance  of its divisions 1f they were  independent
busingsses?

Based on  the medel of synergy develovped above and on  the
existant empirical evidence, one should expect the following
velationshio should  be  expected  botween  synergy and
diversification, should be expectad,

{see figure four)

INGERT FIGURE FOUR ABOUT [IERE

The vertical axis of figure four represents the level of
synergy, that is, the gouotient between {he DA of the divermified
organization and the averape of its divisions. The horizontal
axis represents the diversificution process, whore eagh step in
the process represents the introduction of a new market and -

i1



division to the realm of the organization., For simplification
reasong, one assumes  that the increase in volume and diversity
implied by each new market division is similer.

&5 can be seen, the dissram has three mals zomes. In the f{irst
zone, the syamercy level is pecitive ang increasing, in the second
zone, synergy is decreasing, and in the third zone, sypnergy is
negative, We will next explain why one should expect a curve .of
such a shape in the diagram of synergy, =

*

FIRST ZOSE {Synergy positive and increasing)

Two reasons lead to expect that in the early stages of a
diversification .move (Jow level of size and diversity) synergy
will be pesitive and increasing.

- First, by increasisg its total volome of salés  and
diversity, the corporation i able to exploit the size,
experience  and  diversity advontages which were  discusssd
above,{Abell...} Since diversity is lJow, theré is little
difficulty in exploiting experience end size’ benefits. Low
diversity (high relatedress) means that experience and know-how is
transferable f{rom one'division to another., Quantity discounts
oucur  because divisions purchase the same type of inputs, Fixed
costs are shared aomeng divisioss, Uarshouses harbour products
from wvarious divisions, and so on,(3sker, 19%4; Lovange et al
19763, : . ~

" Becond, the disadvantages of size and diversity are expected
te  be relatively =mmall at this stage since as has been pulinted
put, -they tend to occur at high levels of size and diversity,

{Bcherer, (1875; Bhepher:d, 13879}, .

For these reasons it should be expected that as firms
add volume and diversity to thelr operations, syaergy will
increase,

After a  certain level of diversity and volume however,
synergy will start decreasing, ’ .

SECOND Z00E :Synergy positive and decreasing

Several reasons contribute to this, First as has been
peinted out (Pfeffer and Salancik, 1977) after a certain level,

12



marginal increases in volume and diversgity will bring diminishing
returns (law of diminishing returng): Savings in machinery haly;
fixed costs become variable; the 1earning‘turve fratteurs;
augments in speclalization bring no further significast benefits;
discontinuities in resburces are expleited te their funll
extent, (Bain, 1954 and 1956) lich levelg of diversity also mean
that the icmage, the knowhow and expertise and the influence upeon
the various stakeholders is now more difficult te transport
from one division to another, The consumer perceives the
divisional preoducts as unrelated and therefore he is  less
induced to  buy one  when he buys another of the same
organization; and z¢ on, (Tarr, 1977; Brock, 1975),

Hiph levels of diversity hove & negastive effect on the
possibility of expleiting size and experience benefits, High
diversity {Low relatedness} smong the wmarket  which  the
organization is  in, means  that  the divisienal  inputs are
different, Therefore, there is less room for quantity disccounts,
the activities of fewer dopartments can be shared among  the
divisicos, machinery differs {from division to division, sach
division has its own Zearnlng curve, aad so on . {Wells, 1984,

Partar, 1987}.
s
’{

o

- 4

Finally, at K high levels of volume and diversity, their
disadvantages  become: significant, The complexity of  the
information PrOCessing requires elaborate structures,
information, control and coordination systems (Hannan  and
Fresman, 1977}, Decrision making becomes slower and its quality
suffers from the nunmber of %ler“lfhiﬁdl lavers between decision
wakers and the murket;{Williamson, ~1478). The organization
develops attachment Lo routines and hierarchy losing flexibility
{Albernathy and Wayne, 1974). illotivation is more éifficult (Quinn
and Mangione, 1973}, the orpanization envirenment becowes highly
political and prone to the formastion of c¢oalitions {(Towsend, -
19703, '

THIRD ZOSE: negative synergy

Three reasons contribute to the existance of negative
S Bynergy. :
At high levels of volume and diversity t e advantage of size,
gxperience and diversity ire exbsusted or minimal due to Lhe law
of diminishing returns ( Rebiaoson, 19543 Diin, 19556).

Furthermore, as has been pointed out, { Terry, 158]l; Asker,
1984;  Porrer, 1983)the  sdvuntuges o  diversity becowe
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disadvantages. That is, both consumption and technological
positive externalities may become nepative externalities. For
ingtance, the image of one division may harm another divisien
{e.z. pharmsceutical products snd food, subtompacts and  luxury
cars, low price items and high qualdty products), and the
experience and kuow-how of one market may he  perniclous when
applied t¢ asnother market. (1)

Third, since volume and diversity are unw very large, their
disadvantages prevail (x ineficiency, low motivation, decision
making  problems, complex information and control sysiems,
coalition formation for political purposes, etc.).{Arrow, 1974;
Williamson, 197%; Aldrich, 19803,

Az a consequence of the experience, size and diversity
advantages Dbelng low and thelr disadvantages  being
important, synergy can be expected to he negative  (Scherer,
1984 Ansoff, 1984)

{1) In such a case the hest option for an organization is to
grant complete  auteonomy to its divisions and achieve zero
( and not negative} synergy, -

e
7

x{,
Fi

CONCLISIOK

There has vrecently heen @ rensewed interest in the concept
of synergy - to predict success in meraers, and to advise which
diversification strategies organizations shopld '
folinw, This regeires advancements is the exploration of the
concept of synergy. Such has been the purpose of this article.

The basic contributions of this article cen be summarized
as follous: -

1 ~ There are pot one, but three main causes of  synergy:
"size, experience and diversity effects. 41l three contribute to
the sossibility that rhe performance of “n diversified
corporation will  be difierent from the iverage performance  of
its divisions if they were independent bug nesses. That isx, all
three dimply the possibility that a diver-dfication nove
creates economic value.


http:positi.ve

2 - 8jize and expericnce advantages can be culled by an
organization either through specislizatioe in a single product
market or by related diversificaticn. BRiversity advantages are
those which only diversity among markets can brisg about,

3 -~ There are several types of size, experience and
diversity effects, It is the level of their presence when an
prganization diversifies inte a new market which will determine
the amount of synergy that will be created. Ags a consequence, the
synergistic potentisl of a diversification weve nust be evaluated
on & case by casc basis.

h o~ It dis péssible however, to develpp certain general
rules regarding synergy. DBased on the causes of synergy snd  its
behavior as a funoyion of size, experionze and diversity, it can
be expected that us uwn organization starts a.diversification
process, the amount of synergy will first incresse, then
decreags and finally be zero,

. -
. Ve

- 5 = Resource sharing and sysergy are nét  synonysous,
Resource sharing is only oue of the causes of synergy, the others
bedng: RN
=~ risk decreasals ( vhich diminishs personnal, capitsl and
R&D costs. . .

T~ an increase in the Qrganizati09*3 sossihilicies {dn terms
of market power, access Lo retailers, ebe)}.

- input eff=cts {lower.price, Ilower transportabion costs,
etol).

-~ higher productivity of the resources due to employees’
speciplization and learaing, wechanization of activities and the
geamotric law,

& - There can be three basic categories of resource
sharing: Public resources {leases, patents, image and

visibility of the orgunization as a whole} =~ half public
resources  {implying technologiczal, consumption and  monetary
externalities) - and privaie resources {such as machinery,

warehouses, sales force, trucks, ete.).

7 =« Last, at high levels of diversity and volume, the
disadvantages of sizu, experience and diversity will prevail over
their advantages, Consequently, synergy will be negative,

15



] In such @ case, the best option for an grgasization would
be to give complete autonomy to its divisions, and by becoming a

¥ ¥ 8
pure holding, achicve zers level of synsrgy.

-

&
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