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Synergy

As originally popularized by Ansoff (1968), synergy is as one of the major components in a firm's product market strategy. It is the extra value added achieved when two businesses are integrated together such that the sum of the whole is greater than that of the constituent parts. It is popularly described as “2 + 2 = 5.” The concept lost some credibility when expected synergistic effects were found to be elusive, and it became said that in many situations “2 + 2 = 3.” More recently, the term has tended to be less widely used, its nearest modern equivalents being relatedness (see: related diversification) and strategic fit. 


Ansoff classified synergy in terms of the components of the formula for return on investment:


Sales synergy
This can occur when products use common distribution channels, 
sales administration, or warehousing. Similarly, a full line of related products can enhance sales force efficiency, while advertising, promotion, and reputation might also be enhanced. 
Operating synergy
This occurs as a result of higher facilities and staff utilization rates, spreading of overheads, shared experience effects, and greater purchasing power. 
Investment synergy
This can result from joint use of plant, common raw materials stocks, R&D transfers, a common technology base, and common plant and equipment. 
Management synergy 
Less apparent than the other forms of synergy, management synergy can be an important element in the total synergy effect. This might come about when entry into a new industry allows managers to transfer their skills into industry structures and problems similar to those experienced in the firm's original areas of business expertise. 


However, if problems in an acquired business are not familiar, not only can positive synergy be low, but it can actually have a negative effect. Ansoff has recognized, in a more recent version of his original work (1987), that management synergy quickly becomes negative when a firm diversifies into a product market area in which environmental turbulence is significantly different from that to which it has historically been accustomed. 


Ansoff originally did not discuss financial synergy, which has been reported elsewhere as the most easy form to release. For example, blending two balance sheets together is easily achievable and quick. Other functional synergies are much more difficult to release and, due to internal organizational conflicts and incompatible cultures, may never be attained. 


Ansoff also differentiates between start-up synergy and operating synergy. In the start-up phase, apart from identifiable physical costs, such as facilities and working capital, there are one-off costs associated with setting up a new business, such as the creation of a new organization, new hirings, errors made due to lack of familiarity with the new business, and costs of establishing awareness in the market. Most of these costs are not capitalized but rather are charged as operating costs incurred during the start-up phase. 


The degree to which new activities are similar to the firm's existing operations, and for which there are transferable skills, in part determines the scale of these start-up costs. When the new situation is very different from existing operations, the costs of start-up are likely to be significantly higher. This is especially true when management believes that new activities are similar to existing ones and then belatedly discovers that this is not so, after market entry. In these cases, substantial diseconomies may result in many functional areas. Start-up business situations may therefore exhibit negative or positive synergy effects, and firms with a positive effect may gain significant competitive advantage over those that do not. 


Apart from set-up costs in start-ups, new market entries often experience a penalty for the delay. Those firms which contain the required skills, such as production facilities, access to distribution channels, and sales force capabilities, are likely to be able to enter related markets much more rapidly than concerns which have to start afresh. Timing advantage synergy can therefore be especially significant in highly dynamic, fast growth markets. 


Ansoff also identifies a second category of costs incurred as a result of new market entry. This is concerned with the operating costs and investment required to support the new activity. Two basic effects can produce synergy in this area. First, there may be the advantage of scale (see: economies of scale), whereby overall costs may be reduced as a result of extra volume (such as volume discounts in purchasing, improved machine capacity utilization, distribution cost savings, and the like). 

As a generalization, synergy effects during start-up tend to complement operating synergy, although the respective effects may differ according to the specific circumstances. 


Second, it may also be possible to spread corporate overhead over a wider range of activities (see: economies of scope). The use of activity-based costing is important in insuring that overhead is correctly allocated, however; otherwise new activities may be disproportionately burdened with overhead which is not in reality consumed in the new business. 


Top management talent may be effectively diversified and applied to new businesses provided that it is not already fully utilized. The synergy generated from this is, however, difficult to measure. Moreover, in switching top management resources to new business activities, care must be taken to ensure that existing operations do not suffer from excess withdrawal of any necessary attention. It is also important to ensure that any such talent deployed is actually appropriate to the new activities. For example, the disastrous record of the attempts by oil companies to diversify can, in part, be attributed to the appointment of oil industry managers to new business activities for which they were poorly equipped in terms of their skills and understanding (Cibin & Grant, 1996). 


Ansoff suggests that the effect of synergy should be measured and mapped on one of three variables: increased volume of dollar revenue to the firm from sales, decreased operating costs, and decreased investment requirements – with all three being viewed in perspective over time. In practice, such mapping is rarely possible, especially for unrelated diversification moves. Here, although the primary variables affecting synergy can be identified, it is rarely possible to quantify and combine their effects. The same criticism can be levelled at the concept of strategic fit. Thus, while the concept of synergy is seductive, making the concept operational has proved to be more problematic. 
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Abstract

Synergy is the extra value added achieved when two businesses are integrated together such that the sum of the whole is greater than that of the constituent parts. It is popularly described as “2 + 2 = 5.” It applies more generally to any benefits released by the combination of two separate elements. It is driven by the existence of potential economies of scale and scope but in practice has proved difficult to capture.
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