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Must Finance and 
Strategy Clash? 
Marketing and finance are complementary 
-when the analysis right 

by Patrick Bamise, Paul R. Manh, and Robin Wensley 

Marketers and tinance pcople seldom see eye to eye. 
The markctcrs say. “This product will open up a whole 
new market segment.” Finance pcople respond, “11’s a 

bad investment. Th? IRR is only 8X.” Why are thcy 
so often in opposition? 

Thc tinancial criteria used to decide if a project will 
be profitable are cntirely consistent with the tenets of 
competitive marketing analysis. Correctly applied, good 
financial analysis complements rather than confra- 
dicts good marketing analysis. In practice, though, the 
analysis usually falls short. That explains why a strate 
gic investment’s projected returns are so often out of 

line with the markcting and strategic logic. 
From a iinancial perspective, a good invcstment is 

ene with a positivc net present value-that is, ene whose 
value cxcccds its cosu. While marketers often think a 
project’s NPV is mcrcly thc result of financia1 arithmc- 
tic, in reality, it is derived from stratcgic marketing is~ 
sues. To have a positive NPV, a project must pass two 
tests’: Does the product or servicc have enough value 
fo enough customers to support priccs and volumes 
that exceed the co~ts of supplying it including the 
opportunity cost of capital? This qurstion is central fo 
postwar markering and the “marketing conccpt.” Sec- 
ond, does the company havc enough sources of suso 
tainable competitiw advantage to exploit, devclop, 
and dcfend the opportunity? This reflects marketing’s 

more recent emphasis on competitive strategy. The 
trick, thcn, is to encourage an investment decision- 
making process in which the financia1 analysis high- 
lights rather than masks thcse two fundamental mar- 
kcting questions. 

Comide-r Fashion Bathrooms, a disguised but real 
diuision of a diversiiied engineering company that makes 
traditional cast~iron bathtubs. The CEO and her se- 
nior managers werc considrring nw investments. One 
option was to adopt a novel proprietary casting process 

to makc lighter bathtubs that could compete better 
against plastic enes. The $20 million investmcnt seem- 
ed wise from a marketing perspective, but the invest- 
ment’s NPV carne fo a negative $2 million. 

Good analysis ties the details 
of strategy to the financia1 
implications 

A debate ensued. Some top managers put thcir faith in 
the numbers. They bclieved that although the project 
would produce a superior product in many respects, its 

capital requirements were excessive. To thc CEO and 
some others, howcver, Project Lightweight still made 
intuitive sense. They wanted to go ahead with it despitr 
the negativc r~turns. As the marketing director put it, 
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“Therc are sorne inwstments you have to make simply 
to stay in busincss-regardless of thcir rate of ~turn.‘~ 

In thr end, what was good for Fashion Bathrooms in 
a marketing sensc was also good for it Iinancially. The 
initial analysis simply failed t,? reflect that reality. 1‘0 
sharpen the iinancial analysis, thc managers returned 
LO the marketing strategy and delved dccper into it. 
Now the Iínancial analysis helpcd clarify the markrt- 
ing &KX fo be reconsidered. 

Good project evaluation considers al1 the relevant 
factnrs, including hard-ta-quantify costs and benefits. 
It also takes into account the more ncglccted conse- 
qucnces of nol investing. II recognizes the value of 
opening up options and, by not arbitra+ rcstricting 
thc time horizon or setting discount rata toa high. 
avoids undervaluing long-term projects. Understand~ 
ing project evaluation is easy. Doing it is the real 
challcnge. 

Use the right base case 

Financc theory assurnes that a projcct will be evaluat~ 
cd against its base case, that is, what will happen if thc 
projcct is not carried out. Managers tcnd to explore 
fully the implications of adopting the project but usual 
Ily spend less time considering the likely outcomc of 
not making the investment. Yet unless the base case is 
rralistic, the incrementa1 cash flows- thc differenw 
between the “with” and the “without” scenarios-will 
mislcad. 

Obten cornpanies implicity assurnc that the base casc 
is simply a continuation of the status quo, but this as- 
sumption ignores market trends and compctitor br- 
havior. It also neglccts rhr impact of changes the com- 
pany might makr anyway, like irnproving opcrations 
managenxmt. 

Using the wrong base case is typical of product 
launch~s in which the new product will likely erodr thc 
market for the company‘s exisring product line. Takr 
Apple Computer’s introduction of the Macintosh SE. 
Th? new PC had obvious implications for sales of 
earlier generatioo Macintosh?s. To analyzc the incre- 
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mental cash flows arising from the new product, Apple 
would have nccded to coum the lost contribution from 
sales of its existing products as a cost of the launch. 

Wrongly applied, however, this approach would 
equate thc without case fo the status quo: it would as- 
surnc that without the SE, sales of exiaing Macintoshes 
would continue at their currcnt Ievel. In the competitive 
PC market, however, nothing stands still. Competitors 
like IBM would likely innovate and take share away 
form the earlier gcneration Macintoshes-which a more 
realistic base case would have reflected. Sales of exist- 
ing products would decline even in the base caac. 

Consider investments in the marketing of existing 
brands through promotions, media budgets, and the 
like. They are often sold as if thcy were Iikely to lead to 
cver-incrcasing rnarket share. Bur competitors will also 
be promoting their brands, and market shares across 
the board still have to sdd up fo 100%. Still, such an 
invrstmcnt is not ncccssarily wasted. It may just need a 
more realistic justification: although the investment is 
unlikrly fo increasr sales above existing lev&, it may 

prevent sales from falling. Marketers who like positive 
thinking may not like this defcnsive argument, but it is 
the only argument that makes economic sense in a ma- 
ture market. 

In situations like this, when the investment is necdcd 
just to maintain market share, thc returns may be high 
in cornparison with che base case, but thc company’s 
rcportrd profits may still go down. Senior managers 
are naturally puzzled at apparcntly netting orrly 5% 
on a projcct that had promised a 35% retum. 2 
Without the invcstment, howevcr, the profit picture 
would have looked cvcn worse, especially in the longa 
term. 

Some projects disappoint for aher reasons. Sorne~ 
times the original proposals arr ovcroptimistic, partly 
because thc base cas? is implicit or defirrrd incorrectly. 
That is, if managers are convinccd that the inuestmcnt 
is sound and are frustrated because thc figures fail LO 
conflrm thcir intuition, thPy may overinflate projcc~ 
tions of sales or earnings. But misstating thc base casc 
and then having to make unrealistic projections are 
unlikely LO ranccl each other out: they merely cloud 
rhe analysis. 

The base casc against which Fashion Bathrooms 
first compared Project Lightweight implicity assumed 
that sales would stay the same without the invcstment. 
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In fact, sales were declining. Whcn managers reeva- 
luated the projecr using the correa base case, the nega- 
tive NPV disappeared. The financr director also began 
to question thr discount rate. He had at firsr used a 
high rate because the volumes and therefore the cost 
savings seemed very uncrrtain. At the time, Fashion 
Bathrooms had two plants, both running below capa- 
City. Project Lightweight would upgrade ene, so only 
products made at that plant would benefit from the 
new efficiencics. The finance director realized, however, 
that Fashion Bathrooms could shift al1 production to 
the upgraded plant until it hi>full capacity. That way, 
the company would be sure tn get the ful1 savings. ‘l‘he 
second plant would handle only the ovcrflow. 

O’ther managers at Fashion Bathrooms thought that 
exiting the business was a more relevant base case. 
This alternative proved to be unattractive. The compa- 
ny would face heavy closurc co~ts, and its plants had fcw 
alternative uses and therefore very low resale value. 

Define the project boundaries 

Advising tnanagers to get the base case right is like tell- 
ing them to get the project right. Obviously, the advicc 
is grossly simplistic. One difficult task, for instance, is 
dciining the project’s boundaries: What is the correct 
without case-exiting the business, carrying on as things 
are now, improving distribution and marketing? And 
what is the right version of the project? Usually, there 

are scvcral quite different ways of implementing it. 
The project’s boundaries tend to shift during the 

coursc of the analysis. Different playas view the in~ 
vestment differently. For the CEO of Fashion Bath- 
rooms, the without case was thc disrnal prospect of sol- 
dicring on in a declining market, while the investment 
was a way to improve morale and signa1 a commitment 
to stay in busincss. The manager of the plant that 
would not be upgraded saw things diffcrently. While 

the without case would allow his factory to maintain its 
production level, the with case was a sure mute to rc- 
duced output and diminished personal status-or even 
the loss of his job. 

In principie, managers should take a corporatc per- 
spective when considering incrementa.1 costs and hene- 

fits. In practice, this is unrealistic. Unit managers’ own 
responsibilities and self-interrst will influente their 
perception of the project and color the way they define 
and analyze the proposal. 
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A project rnay look good at the business unit leve1 
because it shifts cosa or steals share from another unit. 
From the corporate perspective, such a project would 
be less appraling. Fashion Bathrooms’ parent compa- 
ny had a minimal share of the plastic bathtub mar- 
ket, so management ignored any erosion that Project 
Lightweight might cause. Had the plastics divis?on been 
larger or more important, corporate management 
would havc wantcd the analysis to include the loss for 
the plastics division as well as the gain for the casr~iron 
bathtub division. 

One might expect the boundaries of a project to be 
deiined more broadly at thc corporatc levcl rhan at the 
business unit level. This is not always the case. The 
CEO uf Fashion Bathrooms. for instance. proposed 
the ambitious idea of combining rnarketing for the 
plastic and cast-iron divisions. The parent company 
board discouraged her from pursuing this course. It 
wanted her fo narrow her focos and first sort out the 
operating and marketing problems at Fashion Bath- 
rooms. 

Choose an appropriate 
time horizon 

Project boundaries are also defined in terrns of time. A 
project’s financia1 analysis often cxtends over whichev- 
er is shorter: the assets’ physical econamic life or some 
arbitrary time horizon, likc ten years. In the final year, 

the analysis may indude minimal salvage values for thc 
largcst tangible assets. But financia1 appraisals seldom 
explain why a particular time horizon was chosen, 
evcn when the numbers are sensitive to the project’s as- 
sumed life. 

Strategic projccts seldom have short or wen easily 
defined lives. A plant built to manufacture a new 
branded product will evcntually have to be replaced, 
but the product’s value to the company, if successful, 
may easily outlast thr plant. Or the plant’s replace- 
ment date may extend beyond the time horizon used to 
appraise the project. None of this matters as long as 
the financia1 appraisal includes full economic tcrminrd 
value rather than salvage tonounts. The terminal Y& 
ue should reflect the eash flows ovcr the remaining life 

of the existing plant or the value of the brand when thc 
plant is replaced. 

Some managers argue that it is pointless fo look be- 
yond ten years since cash flows will haue only a srnall 
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present value when discounted and sincc no one can 
accurately forecart that far ahead. But if terminal val- 
ues are large, as thcy are for many strategic invest- 
rnents, thcy will be significant wcn when discounted. 
And that such values are notoriously hard to forecast is 
little reason to ignore them. Many strategic invest- 
tnents are designed to build a market position, a re- 
search capability, a reputation, or a brand name. 
Assuming that [hese assets are worthless beyond some 
arbitrary horizon fails to reflect the strategic reality. 

The bathtub managers werc fully aware that they 
had chosen an arbitrary titie horizon for evaluating 
Project Lightweight. Their choice of ten years was 
purcly pragmatic: thrrr were ten columns on thc como 
pany’s capital-budgcting appraisal fmm. Since ten years 
was also the standard lifc over which plant and ma- 
chinery werr dcpreciated, they insertcd no terminal 
value for the upgraded plant. In reality, however, the 
upgraded plant would last longer than trn ycars, and 
the markrt for cast-iron bathtubs was projeaed to 
continue well into thc future. 

Evaluate options 

Strategic investments usually go beyond exploimtioo 
of a particular opportunity. They opcn up options that 
extcnd even further into thc future than thr original 
project. When, for instance, Nestlé was considering its 
take-over of Rowntree, it paid closc attention to the in- 
tangible assets. Nestlé was particularly interested in 
Rowntrcc’s brands because of thc marketing and dis- 
tribution options thcy provided, especially in Europe 
in the run up to 1992. 

Obviously, options stemming from invcstments in 
R&D, know-how, brand namcs, test markets, and 
channel developments have value beyond the initial 
investment. Less obvious is the value of the options to 
create subseyuent products that complemcnt or are 
bascd on existing ones. 

Financial theorists and professionals have long been 
interested in valuing financial options like puts and 
calls, warrants, and convertible bonds: valuation rno- 
dels for these options are well-known. Morc recently, 
however, thcorists and practitioncrs have acknowledg- 
ed the importance of options on real assets3But quan- 
titative models for valuing these kinds of options are 

almo% impossible fo apply in practice, since truly stra- 
tegic options are so vague and often depend on a ma- 
nagcr’s vision of what might happen. 

A product brand may outlast 
the factory. Do you give it a 
terminal value? 

Financial appraisals of strategic investments thereforc 
usually focus on the opportunity at hand and scldom 
try to value market opportunities that the investment 
may create. Businesspeople try to compensate for this 
when it comes fo making the real decision. As Richard 
A. Brcaley and Stewart C. Mycrs wrote, “Businesspeo- 
ple often act stnarter than they talk.. Thcy may make 
correa decisions, but they may not be able to explain 
thcm in the languaje of finance.“* 

Fashion Bathrooms was well aware of the options 
that Project Lightweight could open for its ca-iron 
bathtub business. First was thc possibility of moderniz- 
ing the company’s second plant by introducing the 
casting process there as wcll. The attractiveness of this 
action would depend on the sucess of the company in 
revcrsing the market decline. Sccond, Fashiorr Bath- 
rooms could use thc same brand natne fo produce 
complementary products like washbasins and shower 
trays. Thc company made no attcmpt to value these 
opportunities, partly becausc they were just ideas with 
a small chance of being implernrntcd and partly be- 
cause Project Lightwcight already appearcd financial- 

lv worthwhile. 

Unbundle the costs 
and benefits 

Almost any strategic invcstment can be rrgardcd as a 
bundle of component subprojects, cach with different 
costs and bcnefits. It is useful to rccognire this and un- 
bundle the subprojccts. Doing so sirnplifies thc analysis 
and helps managers make forecasts and assumptions 
explicit. It may also help the proposers come up with a 
better alternative. 
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Take an investment in a highly competitive market, 
like a Main Street retailing operation. The investment 
is a combination of two things: an investment in real 
estate and an investment in retailing skills. Yet finan- 
cial evaluations normally lump these together, showing 
the total project as an initial investment in real estate 
plus shop~fitting costs, a stream of retailing protits, 
and a terminal value for the real estate and retailing 
business. A common problem with this formulation is 
that an overoptimistic terminal value for the real estate 
can make a bad retailing investment look good: a pes- 
simistic value can make an efficient retailing operation 
look like a loser. 

in alternahe analysis would view the investment as 
two related projects. The first is a straight real cstatc 
investment, which includes the initial cost, a stream of 
renta1 rcccipts. and a terminal value. The second is a 
retailing invesrment, which involves the initial shop- 
fitting costs, the stream of retailing profits net of the 
rental, and tbe terminal value of the retailing opera- 
tion. 

Unless the company has a germine competitivc ad- 
vantage in real estate, the NPV of the investment in 
real estate in the highly competitive Main Street mar- 
ket will probably be zero. Using the assumption of a 
zero NPV and givcn the purchase price and market 
rentals, managers can iind the terminal value of the 
property. This shifts the focos to the second project, 
wherc thc company may indeed have a competitive ad- 
vantage. By stripping out the initial cost and the ter~ 
minal values of the real estate and replacing these with 
the market rrntal, tbat is, with the opportunity COL of 
renting the space to another tenant, the company can 
evaluate the pure retailing project without the bias of 
an optimistic or pessimistic assumption about future 
real estate prices. 

Performing the analysis this way clarifies the in- 
vestrnent decision and avoids misleading forecasts. It 
also raises questions that might othcrwisc go unasked. 
In the Main Street deal, for example, it raises queso 
tions like: Would it be better to rent rather than buy 
the real estate? Or is it better to forgo thr retailing pro- 
ject and invest in the real estate only? 

Many strategic investments come packaged with in- 
vesttnents in highly competitive and risky markets: 
ovcrseas invcstmcnts in manufacturing facilitics may 
come with investments in foreign currency, investí 
ments in natural resource extraction may come with 
an investment in the resowce itself, and so on. The 
best approach is fo separate the investments in which 
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the company has some competitive advantage from 
those in a highly competitive market and for which the 
NPV is likely to be zero. 

Projects are also often bundled for political reasons. 
Proposers may include under the project umbrella a 

smaller project that would be hard to justify by itself. 
In one packaged-goods cornpany, the executives bur- 
ied in a large cost-saving investment a staff and Office 
space upgrade and an investment in a new computer 
system. Although related fo the costsaving project, 
these additions were not essential to it. In such cases, 
project evaluators should proceed with caution. Un- 
bundling is a useful analytic discipline, but it may be 
counterproductive to do it toa explicitly. In our expe- 
riencc. managers often indulge in this kind of bundling 
to gain approval for genuinely worthwhile projects that 
are hard to justify in their own right. I f  they are forccd 
to quantify the beneiits of each subproject separately, 
some good projects may never see the light of day. 

What gets included in or excluded from a project also 
depends on the proposers’ need to end up with finan- 
cial forecasts that are good enough fo gain acceptance 
but not so good as to become an embarrassment later. It 
is often assumed that managers use optimistic revenue 
and cost projections if the project doesn’t look profit- 
able enough and do the opposite if it looks toa proiit- 
able. According to our research, managers are in fact 
more likely to influente the numbers by redefining the 
project’s boundaries.5They realize this is less likcly fo 
give hostages fo fortune. 

Some investments are really 
two. Do you analyze them 
separately? 

A highly profitable project will tend to be justified on 

the basis of its direct benefits but may also carry many 
indirect costs for such things as new computers or site 
refurbishment. Conversely, the proposer of a marginal 
project will tie in as many direct, quantifiable benefits 
as he or she can and exclude all indirect costs. This 
way, managers get corporate support for most of their 
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projects without srriously compromising the decision- 
making proccss. 

Thc management team at Fashion Bathrooms rcc- 
ognired the importance ofproject unbundling. Projcct 
Lightwcight offcrcd COSI savings through a reduction 
in T~W materials cosu. On the other hand, it also 
promised quality improvcmcnts that would lead to in- 
creased sales. The CEO asked thr financc director to 

rcwork the figures to determine if the project could bc 
justifird on the basis of coa savings alone~a benefit 
much easier to measure ,bthan incrementa1 sales 
growth. 

Unfortunatcly, cost savings alone WPIC no, cnough. 
The project made sensc only if thc quality improve- 
mcnts could boost sales. This realization provoked fur- 
ther soul~searching. ‘The managrrs rrrvaluatcd the 
quality irnprovrmrnts and asked themselves what cvi~ 
drncc thcy had that sales would in fact hcncfit. 

The quality impnwemrrrts werr twofold. First, rhc 
ncw bathtubs would bc thinncr and 35% lighter, mak- 
ing them easicr fo transport and install. Since plumbcrs 
and buildcrs oftcn make the buying decision, this fray 
ture was importare. Second, thc ncw casting process 
would crcatc a smoother, shinier finish. Rut would 
thesr improvrments rcally Icad to more sales? 

Fashion Bathrooms responded LO this cIassi<: Marx 
kcting problem by conducting market resrarch. Thc 
resuhs wcre revraling. Somc pcoplc found many Ada 
vantagcs in caseiron bathtubs: thcy didn’t tlex and 
pull away from the wall, thry lookcd brtter than shiny 
plastic, and they were more durable. Rut sornr com- 
plained of having to choosc bctween a white cast-iron 
bathtub and a 20.week wait for a colorcd onc. Others 
didn’t cvcn know that cast~iron bathtubs werc avail~ 
able and that they had some advantagrï over plastic. 

Would cust~mrrs value thc planned quality impro~ 
vcmcnts? A lighter tub might scem las solid; a shiny 
tinish might make it look just likc a plastic tub. The 
evidencr was shaky. 
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Ultimately better investments 

In the end, Fashion Bathrooms shelved Project Light~ 
wcigt. When managers scrutinired the analysis ir- 
self not just the numbcrs it produced- they considered 
a ncw scf of questions: Does Fashion Bathrooms havc a 
sustainablr compctitive advantage? Why do people 
buy a particular ‘ype of bathtub? Was the company 
dclivcring what the market wanted, when it wantcd ir? 
And was Fashion Bathrooms hclping fo creare a strong 
brand imagc for quality cast~iron battaubs? l’hese arr 
the issues that are most importarrt to stratcgic markct- 
ing. 

Whcn Fashion Bathrooms answered the qucstions 
and redid the financia1 analysis. things fell into place. 
‘I’hr numbcrs dcmostrated the benefits of inwsting in 
intangible assets like brand image, market position. 
custorner franchise, and distribution channcls, and of 
investing to imprwr factory organization, styling, prw 

duction control, color mix, and, above all, delivery. 

When finance and marketing 
conflict, retrace the analysis 

Thc Fashion Bathrooms story illustrates that in Marx 
keting and operaions, detail matters. Cood invcst- 
mcnts comr from a dctailcd undcrstanding of both the 
market and the company’s operating and competilivr 
capabilitics. Uscd scnsibly, financc helps bring these 
into the open. Financia1 analysis also hrlps clarify thc 
projcct’s boundarics by addressing issues like the base 
case, the time horizon, and future strategic options-all 
of which arr as much stratcgic and markcr based as 
thcy are tinancial. Finance gives them a commnn lana 
guage and framework. 

Unfortunately, thc financial analysis is al1 toa often 
“pitad on” afterward, rather like the mil on rhe don- 
key in thr rhildrrn‘s gamr. An interactivc proccss that 
relates the product~market specifics LO the wider finaru 
cial implicaions is not only a rrquiremcnt for sound 
stratrgic invcstmcnt dccisions but also a powerful source 
of organirational learning. 
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