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fail to recognize the platform value of their product. The best example of this
is perhaps the Macintosh computer, which, due to its early technological lead,
could have become the dominant platform for personal computing. Instead
they priced high, failed to encourage complementary innovation, and let Mic-
rosoft become the dominant platform.

The Resource (Internal) View

If industry structure told the whole story about strategy, we wouldn’t expect
to find performance differences across firms within industries. These differ-
ences do exist, however, and the resource-based view (RBV) gained favor in
the 1990s as an explanation for these inter-firm differences.

The RBV explains that individual firms may exhibit sustained performance
advantages due to their superior resources, where resources are defined as “the
tangible and intangible assets firms use to conceive of and implement their
strategies.” Resources can be tangible like equipment, real estate, and financial
capital as well as intangible like brand, knowledge, and organizational culture.

Two primary assumptions underlie the RBV: resource heterogeneity and
resource immobility. The RBV views firms as possessing different bundles of
resources that are immobile (the resources resist transfer or copying). These
immobile resources are the sources of differential performance within an
industry.

Given the differences in resources across firms, the RBV? provides further
guidance on when these resources may lead to superior performance, where
superior performance is defined as the firm’s ability to earn above-average
profit. If a resource is both valuable and rare, it can generate at least a tem-
porary competitive advantage over rivals. A valuable resource must allow a
business to conceive of and implement strategies that improve its efficiency or
effectiveness. Examples include resources that let a firm operate at lower costs
than its rivals or charge higher prices to its customers. For a resource to be
rare, it must not be simultaneously available to a large number of competitors.

Resources that generate temporary competitive advantage do not nec-
essarily lead to a sustainable competitive advantage. For such resources to
deliver a sustainable advantage, they must be difficult to substitute for or imi-
tate. Otherwise, any advantages that those resources deliver will be competed
away. Imitation and substitution both erode firm profit. In the first, a compet-
itor matches the resource by exactly duplicating it; in the second, a competi-
tor matches the resources by deploying a different but strategically equivalent
resource. We can list several conditions that make resources hard to imitate
(inimitability):

1. Resources that flow from a firm’s unique historical conditions will be
difficult for competitors to match.

2. If the link between resources and advantage is unclear, then competitors
will have a hard time trying to recreate the particular resources that
deliver the advantage.

3. Ifa resource is socially complex (e.g., organizational culture), rivals will
find it difficult o duplicate the resource.
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Be wary of any advice you read that claims to identify critical resources or
capabilities that successful companies have to develop in order to gain a com-
petitive advantage. You should be skeptical of such advice for two reasons.
First, explanations such as these often mistakenly conclude a causal relation-
ship when only a correlation exists. Remember the Good to Great companies
that we mentioned in Chapter 9. They all had five management principles in
common that supposedly drove their success. Their subsequent less-than-great
performance raises serious doubts about whether these “best practices” caused
their prior superior performance.

The second reason you should question such advice has to do with the
nature of competition in general. Publicly available knowledge is not going
to help you create a competitive advantage. Let’s say an author discovers that
having a chief managerial economics officer (CMEO) in your company always
leads to a competitive advantage in companies and publishes this advice in a
new book. You read the book and decide to hire a CMEO for your business
and no competitive advantage follows. What happened? Well, your competi-
tor probably read about the CMEO “secret” as well and hired one, too. Now
that everyone knows about it, no advantage is possible. Competitive advan-
tage flows from having something that competitors can’t easily duplicate, such
as an extremely valuable brand like Starbucks. You’re not likely to find these
on the shelves of your local bookstore. Nor are you likely to get it from a con-
sultant who is selling the same advice that he or she sells to your competitors.

The Three Basic Strategies

A firm looking to generate superior economic performance, given its industry
and resource base, has three basic strategies it can follow to keep one step
ahead of the forces of competitios

1. cost reduction,
2. product differentiation, or
3. reduction in competitive intensity.

Most strategies fall into one of these three categories. The first strategy,
cost reduction, is pretty self-explanatory. Low-cost strategies are usually found
in industries where products are not particularly differentiated and price com-
petition tends to be fierce. Walmart and Southwest are two famous examples
of companies that have been very successful in developing low-cost strategies.
Note, however, that cost reductions generate increases in long-run profitabil-
ity only if the cost reduction is difficult to imitate. If others can casily du-
plicate your actions, cost reduction will not give you sustainable competitive
advantage.

The third strategy, reducing competitive intensity, is also self-evident. If
you can reduce the level of competition within an industry and keep new com-
petitors from entering, you may be able to slow the erosion of profitability. (In
the chapter on strategic interaction, we’ll use game theory to develop strate-
gies that reduce the intensity of competition.) One easy way to reduce rivalry
is to ask the government to do it for you. This is what the bookselling industry
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in Germany does. Discounting of new books by German booksellers is illegal,
essentially making price competition a crime. U.S. washing machine manufac-
turers have benefited from regulation as well. A 2000 Department of Energy
regulation banned the sale of low-priced washing machines under the guise of
increasing energy efficiency. Who were the biggest supporters of the ban? It
was not the consumers, who by a margin of six-to-one preferred to purchase
lower-priced machines. It was the washing machine manufacturers—because
now they would be able to sell expensive “front-loading” models at an average
price of $240 more than the banned machines. !

We can interpret the second strategy, product differentiation, as a reduc-
tion in the elasticity of demand for the product. Less-clastic demand leads to
an increase in price because the optimal margin of price over marginal cost is
related to the elasticity of demands that is, (P — MC)/ P = 1/ lel. When your
product is effectively differentiated from other products, demand is less elas-
tic, leading to a higher margin of price over marginal cost. Starbucks is an
excellent example of a company that has successfully pursued a differentiation
strategy for over 40 years. And they have pursued differentiation in both the
product (coffee) and the overall experience as well.

Another successful example of a product differentiation strategy is Perdue
Chicken. Frank Perdue took an essentially homogeneous product—chicken—
and turned it into a branded product, Perdue Chicken. He did this by exer-
cising quality control over the entire supply chain, from the feed to the final
product. Consumers perceive his branded chickens to be of higher quality.
Thus, they have less-clastic demand, allowing Perdue to charge a higher price.
Economies of scale (cost reduction) also have played a part in Perdue’s success.

Prelude Lobster’s! managers tried a product differentiation strategy simi-
lar to Perdue’s. Although they advertised their superior after-catch handling of
the lobsters, customers correctly perceived that, for lobsters, unlike chicken,
the supply chain is largely uncontrollable. Prelude was eventually forced out
of business by lower-cost competitors who did not advertise.

With the benefit of hindsight, it is casy to identify successful strategies
(and the reasons for their success) or failed strategies (and the reason for their
failures). It’s much more difficult to identify successful or failed strategies be-
fore they succeed or fail. But this is what you have to do in order to invest
successfully, or to build successful strategies.

To illustrate the importance of this idea, let’s return to the wisdom of in-
vesting in companies with a sustainable competitive advantage. This strategy
leads to sustained, above-average profitability for the company, but remember
that the stock price also determines the return from investing. If the stock price
is high relative to its discounted future carnings, the investment is a bad one,
regardless of whether the company has a sustainable competitive advantage.
Warren Buffett, for instance, makes money by acquiring companies whose
potential future carnings are high relative to their current stock price. He then
helps develop strategies to help them realize their high potential earnings by cre-
ating a sustainable competitive advantage. He doesn’t make money simply by
investing in companies with a current competitive advantage. Instead, his success
is due to his ability to help these companies craft successful long-run strategies.
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SUMMARY & HOMEWORK PROBLEMS

Summary of Main Points

o Strategy is simple—to increase perfor-
mance, figure out a way to increase P
(price) or reduce C (cost).

o The industrial organization (I0) economics
perspective assumes that the industry struc-
ture is the most important determinant of
long-run profitability.

o The Five Forces model is a framework for
analyzing the attractiveness of an industry.
Attractive industries have low supplier
power, low buyer power, low threat of
entry, low threat of substitutes, and low
rivalry.

« According to the resource-based view
(RBV), individual firms may exhibit sus-
tained performance advantages because of
their superior resources. To be the source
of sustainable competitive advantage, those
resources should be valuable, rare, and dif-
ficult to imitate/substitute.

o Strategy is the art of matching the resources
and capabilities of a firm to the opportu-
nities and risks in its external environment
for the purpose of developing a sustainable
competitive advantage.

« Be wary of any advice you read that claims
to identify critical resources or capabilities
that successful companies have to develop
in order to gain a competitive advantage.

« To stay one step ahead of the forces of
competition, a firm can adopt one of three
basic strategies: cost reduction, product
differentiation, or reduction in the intensity
of competition.

Multiple-Choice Questions

1. Anindustry s defined as
a. a group of firms producing the exact
same products and services.
b. firms producing items that sell through
the same distribution channels.

c.firms that have the same resources and
capabilities.

d. agroup of firms producing products
that are close substitutes.

Attractive industries have all the following,

except

a. high supplier power.

b. low buyer power.

<. high entry barriers.

d. low rivalry.

Which of the following is ot an example

of an entry barrier?

a. Government protection through pat-
ents or licensing requirements

b. Strong brands

c. Low capital requirements for entry

d. Lower costs driven by economies
of scale

Buyers have higher power when

a.  their suppliers sell a highly differenti-
ated product.

b. they are not a significant purchaser of
their supplier’s output.

<. switching costs are low.

d. the buyer industry is highly fragmented
(buyers are not concentrated).

Which of the following is 5ot a factor that

contributes to higher rivalry in an industry?

a. Numerous competitors

b. High fixed costs

¢ Fastindustry growth

d. Low switching costs for buyers

The concept that describes firms possessing

different bundles of resources is

a. resource heterogeneity.

b. resource immobility.

c. barriers to entry.

d. imitability.

If a firm successfully adopts a product-

differentiation strategy, the clasticity of

demand for its products should

a. increase.

b. decrease.
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¢, become marginal.
d. be unaffected.

8. When a resource or capability is valuable
and rare, a firm may gain a
a. sustainable competitive advantage.

b. competitive parity.
¢ costadvantage.
d. temporary competitive advantage.

9. Which of the following is critical for a
firm adopting a long-term cost-reduction
strategy?

a. The firm must also differentiate its
product or service.

b. The strategy reduces costs by at least
10%.

<. The strategy is focused on reducing
internal production costs.

d. The methods of achieving cost reduc-
tions are difficult to imitate.

10. When a resource or capability is valuable,
rare, hard to imitate, and nonsubstitutable,
firms may gain
a. a temporary competitive advantage.
b. a complex competitive advantage.

. competitive parity.
d. asustainable competitive advantage.

Individual Problems
10-1 High Rivalry

For each category, indicate which condition
is associated with higher rivalry among
competitors.

Number of firms High Low
Fixed costs High Low
Level of product High Low
differentiation

Industry growth High Low
Buyer switching costs  High Low

10-2 Increasing Customer Value

To increase a company’s performance, a man-
ager suggests that the company needs to in-
crease the value of its product to customers.
Describe three ways in which this advice might
be incorrect (Hint: Think about what else might
or might not change that affects profit.)

10-3 Intangible Resources
Why might intangible resources like human
capital and intellectual assets be a more likely
source of sustainable competitive advantage
than tangible resources?

10-4 Five Forces and the Airline Industry

Examine the U.S. passenger airline industry us-
ing the Five Forces model. Is this an attractive
industry? Why or why not?

10-5 Smartphone Market

The smartphone market has been dominated
by Apple, but recently the Droid has been able
to leverage Google’s information services into
market gains while Blackberry, known for its se-
cure business-oriented network, has attempted
to become more attractive with a “friendlier”
interface. At the same time, a number of less ca-
pable fringe firms are emerging. How do these
features fit into an industrial organization (I0)
view of the market versus a resource-based
view (RBV)?

10-6 Salons and Teeth Whitening

Salon owners have recently started offering
teeth whitening services to clients in addition
to their more standard services. In a number of
states, regulators have ordered the salon owners
to stop, claiming that this service constitutes the
practice of illegal dentistry. What group would
you expect to be behind the state’s efforts to
ban salons from providing teeth whitening ser-
vices? Why?
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Group Problems
G101 Strategy

What strategy is your company following (try
to classify it into one of the three strategies in
the text)? How is your strategy working—how
long will it allow you to maintain a competitive
advantage?

G10-2 Resources

What are your firm’s key resources and/or
capabilities? How do these translate into a
competitive advantage?

END NOTES
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brand-love-infographic/.

3. Whitney Tilson, “Boring Portfolio™
column’on the Motley Fool site,
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boringport/2000/boringport000228.htm.
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ment,” Acadenty of Management Review 6
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Advantage.” Harvard Business School Back-
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“How Companies become Platform Lead-
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importance of considering complements
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presence of complements is not necessarily
bad or good for an industry. He suggests

that complements affect industry profit-
ability through the way they influence the
other five forces.

. Definition from Jay B. Barney and Asli
M. Arikan, “The Resource-Based View:
Origins and Implications,” in The Black-
well Handbook of Strategic Management,
edited by Michael A. Hitt, R. Edward
Freeman, and Jeffrey S. Harrison (Oxford:
Oxford University Press, 2001), 138.

. For an overview of the resource-based
view, see Jay Barney, “Firm Resources and
Sustained Competitive Advantage,” Journal
of Management 17 (1991): 99-120. The
explanation contained here draws from
that description.

10. For more on how companies use the legal
and regulatory process to further their
competitive strategies, see Richard Shell,
Make the Rules or Your Rivals Will (New
York: Crown Business, 2004). For more
on regulation, see S. E. Dudley, Primer on
Regulation (Mercatus Policy Series, George
Mason University, November 2005), avail-
able at http://mercatus.org/publication/
primer-regulation.

11. Harvard Business School case number
9-373-052, “Prelude Corp.” Harvard
Business School case number 9-373-052,
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Foreign Exchange, Trade,
and Bubbles

When the business plan for the new Nissan Rogue was developed in September
2005, a dollar was worth 115 yen. At this exchange rate, the contribution
margin for models sold in the United States was projected t be 18%.

When the Rogue was launched 21 months later, the dollar had appreci-
ated to 124 yen. For the U.S. division of Nissan, this was good news because
the Rogue was produced in Japan, but sold in the United States. Consequently,
the revenue they earned (in dollars) had gone up relative to the costs they
incurred (in yen). The contribution margin jumped to 20%. We illustrate this
change in Figure 11.1.

As you can see in the figure, Nissan’s good fortune did not last long. In
2008, the dollar started falling in value. By June 2011, the dollar had fallen to
77 yen and this caused the Rogue’s margin to fall to 12%.

‘At that time, Nissan had planned on increasing the “domestic content” of
its vehicles sold in the United States. Greater domestic content means that costs,
and profit, are affected less by exchange rate movements. Higher domestic
content can also increase domestic demand by appealing to consumers who
want to “Buy American.”

But higher domestic content has costs, as well. One can imagine a Japanese
company in Indiana paying an American worker $16/hour to assemble items
that were manufactured in Mexico by a worker who makes only $4/hour. For
equal amounts of work, this would imply an 80% domestic content, but also
much higher costs. As of 2016, Nissan had made some progress toward in-
creasing the domestic content of their cars, for example, their Frontier Truck
had the highest domestic content in its class (50%).

In this chapter, we show you (1) how exchange rates are determined and
(2) how changes in exchange rates affect firms and consumers. We also tell
you what little we know about “bubbles,” prices that are not determined by
the usual forces of supply and demand. The bursting of an asset bubble can
have a big effect on exchange rates, so we include bubbles in this chapter.
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arket for Foreign Exchange

To illustrate exchange rate movements, we examine the curious case of
Ieeland. The story begins in 2001, when all three of Iceland’s recently privat-
ized banks decided to enter the high-risk world of investment banking. They
borrowed from other banks, and used the funds to buy Beverly Hills condos,
British soccer teams, and Danish airlines. At that time, the prices of the assets
they purchased were rising faster than the interest rates they were paying, so
the banks made a lot of money.

Buoyed by the belief that asset prices would keep rising, Iceland’s banks
borrowed more and bought more. By 2006, the banks were finding it difficult
to borrow from other banks, so they started borrowing through the Inter-
net, mostly from depositors living in the United Kingdom. In just two years,
the number of depositors lending money to Iceland’s banks outnumbered the
entire population of Iceland and the amount they borrowed was bigger than
Ieeland’s entire national income.

By 2008, some of the assets purchased by the banks began to decline in
value. In response, the credit rating agencies downgraded the banks’ credit-
worthiness, and foreign depositors rushed to withdraw their money. As depos-
its came home to the UK, not only did the banking sector crash, but the krona
plunged in value and prices of imported goods soared.!

Although these changes caused a lot of pain in Iceland, there is an upside
to a weak currency—Iceland’s exports began looking a lot less expensive to
foreign buyers. Exports (and tourism) increased, and employment eventually
recovered.
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Greece had a similar crash, at about the same time, but its response has
been very different. Because Greece does not have its own currency (it aban-
doned the drachma when it joined the Eurozone in 2001), their exchange rate
is “fixed” with respect to their major trading partners. Consequently, Greece’s
exports still look expensive, and its economy has yet to recover. As of 2016,
unemployment was still over 20% and national income was shrinking.

To understand these changes, we begin with a simple question, “Why do
people want to trade one currency for another?” To answer it, imagine that an
Ieelander wants to buy a Land Rover built in the United Kingdom. Before she
can purchase an imported car, imagine that our Icelandic consumer must pay
for the car in pounds. While not literally true (it could be anyone in the verti-
cal supply chain, for example, the manufacturer, exporter, or local car dealer),
the exposition is simpler if we pretend that the consumer exchanges krona
(ISK) for pounds (GBP) and then buys the imported car herself.

In words that should now be familiar, we say that the Icelander “demands™
pounds in order to purchase British goods. Iceland’s aggregate demand for
British pounds includes everyone in Iceland who wants to purchase British
goods and services, or who wants to invest in Britain. To do so, they have to
“sell” krona to “buy” pounds. Every time you see the word “sell,” think of
supply, and every time you read the word “buy,” think of demand.

On the other side of the transaction are those who want to “sell” pounds
to “buy” krona. The “supply” of pounds includes everyone in Great Britain
who wants to buy Icelandic goods and services or who wants to invest in
Iceland. The market for foreign exchange brings together the demanders of
pounds and the suppliers of pounds, and the equilibrium price is the exchange
rate, or the price of a pound measured in krona.2

We plot the price of a pound measured in krona in Figure 11.2. The financial
symbol for this exchange rate is GPB/ISK. We sce that the price of a pound

GBP/ISK

220

200

100 T T T T T T T
2005 2006 2007 2008 2009 2010 20m 2012

FIGURE 11.2  GBP/ISK Exchange Rate
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increased from 125 krona in 2008 to about 200 krona in 2012. We say that
the pound appreciated, or that that krona depreciated.

To figure out why these changes occurred, apply the tools of Chapter 8
to the market for foreign exchange. Here is how to do it. When UK deposi-
tors withdrew their krona deposits, they sold krona to buy pounds. This rep-
resented an increase in demand for pounds that made the price of a pound
appreciate against the krona.

Alternatively, we could analyze these movements by using the supply and
demand for krona. The trick is realizing that supply of pounds (those who sell
pounds to buy krona) is also demand for krona. Similarly, demand for pounds
(those who sell krona to buy pounds) is also the supply of krona. And the
price of a krona, measured in pounds, is the inverse of the price of a pound
measured in krona. When the pound appreciated from 125 to 200 krona, we
could also say that the krona depreciated from 0.008 pounds to about 0.005
pounds, or about half a penny.

I this sounds complicated, it is. The difficult part is keeping track of your
frame of reference. If you are looking at it from the point of view of pounds,
it is a demand increase that leads to a pound appreciation, but if you are look-
ing at it from the point of view of krona, it is a supply increase that leads to
a krona depreciation. Since the pound appreciation is a krona depreciation,
both frames give you the same answer.

Now let’s test your understanding: try to figure out how a decrease in U.S.
interest rates affects the exchange rae of the dollar against a foreign currency, like
the yen. This is the kind of question you might get in a job interview at Nissan.

To answer it, we use dollars as our frame of reference and start from first
principles. A lower U.S. interest rate would make investing in the United States
appear less attractive to a Japanese investor, who has to sell yen to buy dollars
to invest in the United States. Consequently, a lower U.S. interest rate would
decrease Japanese demand for U.S. dollars, which would make the dollar
depreciate against the yen.

Now analyze the behavior of a Japanese borrower. A lower U.S. interest
rate makes the “carry trade” (borrow dollars from a U.S. bank and then sell
dollars to buy yen to invest in Japan) look more attractive. This represents an
increase in the supply of dollars (“selling” dollars), which makes the dollar
depreciate against the foreign currency.

Notice that we get the same answer regardless of whether we look at the
foreign investors or foreign borrowers: lower U.S. interest rates will make U.S.
investors look overseas for investments and U.S. borrowers look domestically
for loans. Both lead to a depreciation of the dollar.

The Effects of a Currency Devaluation

Copyright 20

Now that we understand how exchange rates are determined, the next step
is to figure out what effects they have on the real economy. We begin with
the simple case of a good with 100% domestic content and examine the
effects of currency devaluation on four groups: domestic consumers, domestic
producers, foreign consumers, and foreign producers.
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Golf courses may have close to 100% domestic content, so we are going
to use them to illustrate the effect of a peso devaluation. After the devalua-
tion, golf in Mexico looks less expensive to U.S. consumers and makes golf
in the United States look more expensive to Mexican consumers. The net
effect of a peso devaluation is a reduction demand for U.S. golf and increase
in demand for Mexican golf. The supply of golf, with 100% domestic content,
is unaffected.

We represent these changes on the left side of Figure 11.3. As above, the
key to understanding them is to keep track of your frame of reference. A peso
devaluation increases the demand for golf in Mexico but does not affect sup-
ply. As a result, the price of Mexican golf goes up, measured in pesos. The
higher price helps Mexican golf course owners (producers) but hurts Mexican
golfers (consumers).

The peso devaluation (dollar appreciation) has the opposite effect in the
United States. In general, a devaluation reduces U.S. demand and price, mea-
sured in dollars. U.S. golfers (consumers) benefit but U.S. golf course owners
(producers) are harmed.

A currency devaluation belps domestic suppliers and foreign consumers
but hurts domestic consumers and foreign suppliers.

Things get more complicated when, as is common, firms do not produce
items with 100% domestic content. In general, firms that export heavily also
tend to import heavily. In this case, a currency devaluation will increase export
demand but also reduce supply because it raises the cost of imported parts.
What this means is that our simple message that currency devaluations benefit
domestic firms and harm domestic consumers is muted to the extent that the
domestic content falls below 100%.

With this caveat, let’s return to the effects of an appreciation of the pound
relative to the Iceland krona. First, it increased export demand, for example,

Price in Pesos

Quantity Quantity

Supply of Golf in Tijuana
New Demand
Demand for Golfin Tijuana

Supply of Golf in San Diego
New Demand
Demand for Golf in San Diego

FIGURE 11.3 Demand-Supply Analysis of a Peso Devaluation
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for fish in Iceland. As a consequence, the domestic price of fish (in krona) went
up. These changes helped Icelandic producers but hurt Icelandic consumers.

Similarly, the appreciation of the pound decreased export demand for for-
cign goods sent to Iceland, which caused a drop in the price of, for exam-
ple, British cars (in pounds). These changes hurt British producers but helped
British consumers.

R} Bubbles

From 1980 to about 2008, the economies of the developed world experienced
steady growth, low unemployment, and mild inflation. Things were so good,
for so long, that this period has been called the “great moderation.” When
it ended, it was sudden, dramatic, and unexpected. Very few economists
predicted the crash, but since it happened, many of us have tried to come up
with satisfactory explanations for it. With this chapter, we take a tentative step
into the controversial area of bubble-ology, the study of prices not determined
by the usual forces of demand and supply.

Our explanation has to do with the self-fulfilling role of expectations.
During the great moderation, people began to expect that things would con-
tinue as they had for so long. To sce how this could affect price, imagine that
buyers and sellers see a price increase in one year and expect a similar price
increase in the following year.

If buyers expect a future price increase, they would accelerate buying to
avoid it, just as sellers would delay selling to take advantage of it. We illus-
trate these changes in Figure 11.4, which shows an increase in demand and a
decrease in supply. Both changes tend to increase price. In other words, once
people form expectations about future price increases, these expectations tend
to become self-fulfilling. This is often what economists mean when they talk
about “bubbles.”

In addition, if buyers expect prices to increase faster than the interest rate,
it makes sense to borrow and buy now in order to sell in the future. In fact, an
increase in leverage, or borrowing, often accompanies bubbles.

FIGURE 11.4  Effects of Expectations on Demand and Supply
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FIGURE 11.5  U.S. Home Ownership Rate

There are certain characteristics of bubbles that economists have
documented.?

1. Bubbles emerge when investors disagree about the importance of big
economic events. Because it is easier to place financial bets on higher
prices, optimistic investors dominate.

2. Bubbles involve very large increases in trading volume.

3. Bubbles may continue even when many suspect a bubble. The bubble
won't pop, however, until a sufficient number of skeptical investors act
simultancously. So far, no one has figured out how to predict when this is
likely to occur.

To illustrate these phenomena, let’s look at the housing market in the
United States. The increase in prices began in 1993 when the government
enacted policies designed to encourage low-income homeowners to buy
houses. The government reduced qualifications for home borrowing from
government-sponsored lenders like Fannie Mae. This led to an increase in
the supply of credit to would-be homeowners, and an increase in demand
for houses, which lead to an increase in the rate of home ownership, as
shown in Figure 11.5.% This is the “big economic event” that started the
bubble.

Especially in areas where the supply was limited by strict zoning laws
(e.g., East Coast, California, and Florida), prices increased dramatically.
Because many market participants expected housing prices to continue to
increase, they borrowed heavily to buy bigger and sometimes even second
houses. The bankers who lent them money thought that the loans were
“safe” because the price of the underlying asset had always gone up in
the past. As a consequence, banks were willing to lend on very favorable
terms.®
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How Can We Recognize Bubbles?

In 2006, David Lereah, chief economist of the National Association of
Realtors, published a book titled Are You Missing the Real Estate Boom?
Why Home Values and Other Real Estate Investments Will Climb Through
the End of the Decade—And How to Profit from Them. The book argued
that the price increase was due to limits on supply (low inventories, zoning
restrictions) and increases in demand (low mortgage rates, and favorable
demographics caused by a big increase in retirees, who often buy second
homes). Lereah predicted that the price increase would continue at least
through the end of the decade.

In contrast, Yale economist Robert Shiller warned of an irrational hous-
ing bubble.® He identified the bubble by comparing house prices to rents.
From Chapter 9, we know that in long-run equilibrium, homeowners should
be indifferent between buying and renting. For example, if the price of rent-
ing becomes much less expensive than buying, we would expect that buyers
would turn to renting which would reduce demand for owning and eventually
bring the price down.

In Figure 11.6, we plot the relationship between the cost of renting and
the cost of owning a house, we see that owning became much more expensive
than renting (70% more in 2006). We also see the dramatic decline in house
prices beginning in 2006. So, Professor Shiller was right about house prices
being too high, but he was a couple years early with his call.

So why did the bubble pop? If you believe the bubble-ologists, it was
because there were enough skeptical investors, like Professor Shiller, who
started betting on house prices to fall. But the truth is that we don’t know.
Without a more complete theory of bubbles, one would tell us when they were
going to pop, it is impossible to test for the existence of bubbles.
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FIGURE 11.6 Renting versus Owning
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Interestingly, this was not Professor Shiller’s first good call on a price
bubble. In 2000, he made what is perhaps the best prediction in stock market
history when his book Irrational Exuberance was released at the same time
that the “Internet” or “tech” bubble began to burst. He identified the bubble
by looking at the long-run equilibrium relationship between stock prices and
carnings or profit. If prices are rational, then they should equal the discounted
flow of future earnings. Obviously, we cannot observe future earnings, so
Professor Shiller plotted current stock prices against a 10-year trailing average
of past carnings.

In Figure 11.7, we update Professor Shiller’s analysis and plot the Price/
Earnings ratio of the SXP 500 index (and comparable predecessor indices)
going back to 1882. The average of the ratio is about 16, which means that,
on average, a stock’s price s about 16 times its trailing carnings. Equivalently,
if you hold a typical stock for 16 years, earnings will just cover the purchase
price, on average.

So what do bubbles have to do with exchange rates? Looking at Shiller’s
graph, we see that from 2003 to 2007, the stock market was over-valued,
relative to its long-run average. In fact, there are only two other episodes in
history where stock prices have been this high (1929 and 2000), relative to
carnings. In both of these cases, prices crashed after reaching these heights.

Shiller’s methodology also tells us that Icelandic banks began borrowing
and investing at a time when asset prices (including house prices) were very

Price/Earnings Ratio of U.S. Stocks, 1881-2017 (Using 10-Year, Inflation-Adjusted Earnings)
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FIGURE 11.7  Stock Price/Earnings Ratio
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expensive. Once the asset prices began to come down, depositors lost faith in
the banks’ ability to pay them back. When they withdrew their deposits, and
sold krona to buy pounds, the krona depreciated relative to the pound, which
hurt Icelandic consumers.

If you look closely at the graph, you will also see that 2017 stock prices
are as expensive as they were in 2007. This suggests to some that the stock
market is over-valued, but others say that the valuation is justified given the
very low discount (interest) rates. Remember that when you buy a stock, you
receive the discounted flow of future profit. If the discount rate is very low,
discounted future profits are bigger, which should drive up the price of the
stock relative to its carnings.

The difficulty of testing whether stocks are really over-valued (in a bubble)
is why bubble-ology is so controversial. Besides, if someone really knew that a
bubble were going to burst, he probably wouldn’t waste time telling you (they
would trade on the information instead). And he certainly wouldn’t waste
time writing textbooks.

Purchasing Power Parity
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So is there a similar long-run relationship that would tell us when a currency
is over-valued? The answer is purchasing power parity, the idea that, in the
long run, exchange rates and/or prices should adjust so that tradable goods
cost the same no matter where you buy them. If they didn’t, exporters could
make money by buying the good in one country and selling it in another. This
is referred to as “arbitrage.”

In July 2007, the Economist reported that a Big Mac cost $7.61 in
Iceland, $3.41 in the United States, and only $1.45 in China. The theory of
purchasing potwer parity says that arbitrage should push these prices together.
The idea is that if goods are cheaper in China, exporters can buy them in
China, ship them to the United States, and then sell them to U.S. consumers.
To buy the Chinese goods, U.S. consumers would sell dollars to buy yuan,
increasing demand for yuan, which would make the yuan appreciate relative
to the dollar, which would increase the dollar price of a Big Mac purchased in
China. In other words, the Economist’s “Big Mac Index”” can tell you which
currencies are over- or under-valued relative to the dollar.

Now there are some problems with the theory linking these prices
together. The obvious one is that Big Macs are not traded goods and cannot
be shipped thousands of miles. However, many of the ingredients in a Big Mac
are actively traded (so it may work) and, in 2007, the Big Mac Index was able
to identify Iceland’s over-valued krona and China’s under-valued yuan. Both
of those currencies have since moved in the direction that the index would
have predicted.
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SUMMARY & HOMEWORK PROBLEMS

Summary of Main Points

« In the market for foreign exchange between
England and Iceland, the supply of pounds
includes everyone in Britain who wants to
sell pounds to buy krona in order to buy
Ieelandic goods, or invest in Iceland.

o The demand for pounds includes everyone
in Iceland who wants to sell krona to buy
pounds in order to buy British goods, or
invest in Britain.

« The demand for pounds is equal to the sup-
ply of krona, and vice-versa.

 Exchange rates are prices determined by
supply and demand. An increase in demand
for pounds or a decrease in supply of krona
will appreciate the pound relative to the
krona.

* A decline in U.S. interest rates will induce
foreign borrowers to borrow in dollars,
sell the dollars to buy a foreign currency,
and then invest in the foreign country (the
so-called “carry trade”). Such an increase
in the supply of dollars causes a dollar
depreciation.

* A decline in U.S. interest rates would have
a similar effect on domestic investors who
would look to international investments
with higher rates of recurn. They would
sell dollars to buy the foreign currency, and
then invest in the foreign country. Such an
increase in the supply of dollars causes a
dollar depreciation.

« Devaluations help domestic producers and
foreign consumers, but hurt domestic con-
sumers and foreign producers.

« Expectations about the future play a role
in price bubbles. If buyers expect a future
price increase, they will accelerate their
purchases to avoid it. Similarly, sellers
will delay selling to take advantage of it.

In this respect, the expectations become
self-fulfilling.

* You can potentially identify bubbles
by using the “indifference principle” of
Chapter 9 to tell you when market prices
move away from their long-run equilibrium
relationships.

Multiple-Choice Questions

1. The intersection between demand for dollars
and the supply of dollars is known as the
a. inflation rate.
b. exchange rate.
<. price.
d. quantity.

2. An individual in the United States wants
to buy office equipment from England that
costs 2,800 pounds. If the exchange rate is
$1.92, how much will it cost in dollar terms?

a. $2,800
b. $5376
o $1458

d. Need more information
3. If the Chinese yuan devalues relative to the
U.S. dollar, then
a. US. producers will benefit; Chinese
consumers will benefic.
b. US. producers will benefit; Chinese
consumers will be hurt.
c. US. producers will be hurt; Chinese
consumers will benefic.
d. U.S. producers will be hurt; Chinese
consumers will be hurt.

4. Following a peso appreciation relative to

the dollar, which of the following results is

expected to occur?

a. Prices in the United States would rise,
and prices in Mexico would rise.

b. Prices in the United States would rise,
and prices in Mexico would fall.

¢ Prices in the United States would fall,
and prices in Mexico would rise.

d. Prices in the United States would fall,
and prices in Mexico would fall.
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5. Following a peso appreciation relative to
the dollar, which of the following results is
expected to occur?

a. U.S. consumers would benefit, and
Mexican producers would benefit.

b. U.S. consumers would be hurt, and
Mexican producers would benefit.

c. US. consumers would benefit, and
Mexican producers would be hurt.

d. U.S. consumers would be hurt, and
Mexican producers would be hurt.

6. Following an increase in Mexican
interest rates relative to U.S. interest
rates (which causes Mexican investors to
borrow abroad to invest domestically),
which of the following is expected to
occur?

a. The dollar would appreciate relative
to the peso, and Mexican prices would
increase.

b. The dollar would appreciate relative
to the peso, and Mexican prices would
decrease.

¢ The dollar would depreciate relative
to the peso, and Mexican prices would
increase.

d. The dollar would depreciate relative
to the peso, and Mexican prices would
decrease.

7. Following an increase in Mexican interest
rates relative to U.S. interest rates, which
caused US. investors to invest in Mexi-
can bonds, which of the following would
occur?

a. The dollar would appreciate relative
to the peso, and Mexican prices would
increase.

b. The dollar would depreciate relative
to the peso, and Mexican prices would
decrease.

¢, The dollar would depreciate relative
to the peso, and Mexican prices would
increase.

d. The exchange rate would not be af-
fected, and neither would Mexican
prices.

8. In July 2014 the price of a Big Mac was
$4.80 in the United States, while in China
it was only $2.73 at market exchange
rates. So the “raw” Big Mac index says
that the yuan was under-valued by 43% at
that time. How would domestic inflation in
China affect the Big Mac Index?

a. The Big Mac Index would indicate
that the Chinese currency is less
under-valued.

b. The Big Mac Index would indicate
that the Chinese currency is more
under-valued.

¢ The Big Mac Index is not affected by
inflation.

d. The Big Mac Index would indicate that
the Dollar is more under-valued.

9. If the U.S. economy strengthens, consumer
incomes increase, and consumers buy more
imported goods and services. How will this
affect exchange rates?

a. The dollar will appreciate relative to
the yuan, and U.S. prices will increase.

b. The dollar will appreciate relative to
the yuan, and U.S. prices will decrease.

¢ The dollar will depreciate relative to
the yuan, and U.S. prices will increase.

d. The dollar will depreciate relative to
the yuan, and U.S. prices will decrease.

10. If buyers expect future price increases, they

will their purchases to avoid it. Simi-
larly, sellers will ___ selling to take advan-
tage of it.

a. accelerate; accelerate
b. accelerate; delay

<. delay; accelerate
d. delay; delay

Individual Problems

11-1 The Carry Trade

In 2014, the euro was trading at $1.35 on the
foreign exchange market. By 2015, the rate had
fallen to $1.10, due to falling European interest
rates. Explain the fall in the price of a euro
using supply and demand curves, and in words.
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11-2 Brexit Fears

When Great Britain voted to leave the Euro-
zone, the pound depreciated 17% against the
dollar. It also raised fears that the Eurozone
would fall apart. Explain how this fear would
affect the euro/dollar exchange rate.

11-3 Effects of the Pound Devaluation on Tourism
and Bank Profits

Explain the effects of the pound devaluation on
(1) imports and tourism to Great Britain and
(2) profits of US. bank with European trading sub-
sidiaries in London (which earn profit in pounds).
11-4 The Effects of a Pound Depreciation on Whirlpool
Most of the appliances that Whirlpool sells in the
UK, are built in the EU. What is the effect of a
pound depreciation on Whirlpool’s profit margin.

11-3 Domestic Content

Explain the effect of a dollar depreciation on
domestic firms and domestic consumers for
goods with less than 100% domestic content.

11-4 Dollar Devaluation

How will a dollar devaluation affect businesses
and consumers in the twin cities of El Paso, the
United States, and Juarez, Mexico?

115 Effect of Expectations on the Exchange Rate

If market participants expect the krona to ap-
preciate relative to the dollar, what will happen?

Group Problems
G111 Exchange Rate Effects on Industry

Using shifts in supply and demand curves,
describe how a change in the exchange rate
affected your industry. Label the axes, and state
the geographic, product, and time dimensions of
the demand and supply curves you are drawing.
Explain what happened to industry price and
quantity by making specific references to the
demand and supply curves. How can you profit
from future shifts in the exchange rate? How
do you predict future changes in the exchange
rate?

G11-2 Exchange Rate Effects on Your Firm
Describe how a change in the exchange rate
affected your firm. Explain what happened to
your price and quantity. How can you profit
from future shifts in the exchange rate? How
do you predict future changes in the exchange
rate?
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Strategy: The Quest to Keep
Profit from Eroding

T 1971, three partners opened a coffee shop in Seattle’s Pike Place Market.
Two of the partners wanted to name the store after the ship Pequod from
Moby Dick, but the third disagreed. Eventually they agreed to name the store
after the Pequod’s first mate. The company enjoyed mild growth until 1988
when the partners agreed to sell the company to their former director of retail
operations and marketing, Over the following 20-plus years, that director has
overseen the expansion of the company to over 23,000 worldwide stores as
of 2015 and revenues of over $19 billion. And in case you haven't put it all
together yet—Starbuck was the first mate on the Peguod and that former di-
rector of retail operations is Howard Schultz, who recently stepped down as
CEO of the world's largest coffee retailer, Starbucks.

What has been the key to the company’s success? According to Schultz:!
“Starbucks is the quintessential experience brand and the experience comes
to lfe by our people. The only competitive advantage we have is the relation-
ship we have with our people and the relationship they have built with our
customers.” The ability to create this unique experience draws on distinctive
capabilities the company has developed in both producing high-quality cof-
fee and establishing a relationship-oriented culture among its employees and
customers. In a 2012 study of U.S. consumer sentiments expressed through
social media outlets, Starbucks was ranked as the most loved restaurant-
related brand,? and the company generated over $3.6 billion in 2015 operating
income despite operating in a very competitive industry.

Succeeding in the face of competition requires that you first find a way to
create an advantage and then figure out how to protect that advantage. How
important is creating and sustaining advantage? Here’s how one financial col-
umnist summarized the view of one of the most respected investors of our time:

Warren Buffett was once asked what is the most important thing he looks
for when evaluating a company. Without hesitation, he replied, “Sustainable
competitive advantage.”
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L agree. While valuation matters, it is the future growth and prosperity
of the company underlying a stock, not its current price that is most im-
portant. A company’s prosperity, in turn, is driven by how powerful and
enduring its competitive advantages are.

Powserful competitive advantages (obvious examples are Coke’s brand
and Microsoft's control of the personal computer operating system) create
a moat around a business such that it can keep competitors at bay and
reap extraordinary growth and profit. Like Buffett, I seek: to identify—and
then hopefully purchase at an attractive price—the rare companies iwith
wide, deep moats that are getting wider and deeper over time. When a
company is able to achieve this, its shareholders can be well rewarded for
decades. Take a look at some of the big pharmaceutical companies for
great examples of this.

It is extremely difficult for a company to be able to sustain, much less
expand, its moat over time. Moats are rarely enduring for many reasons:
high profitls] can lead to complacency and are almost certain to attract
competitors, and new technologies, customer preferences, and ways of
doing business emerge. Numerous studies confirm that there is a very
powerfiul trend of regression toward the mean for high-return-on-capital
companies. In short, the fierce competitiveness of our capitalist system is
generally wonderful for consumers and the country as a whole, but bad
news for companies that seck to make extraordinary profit over long pe-
riods of time.’

In Chapter 9, we discussed how the forces of competition tend to erode
high profit; in this chapter, we show you what to do about it. This material
will help you formulate long-run strategies to slow your firm’s competitive
erosion of profit; it will help you figure out how to build a moat around your
company so that you can sustain profitability. We'll also evaluate Buffett’s in-
Vestment strategy.

A Simple View of Strategy

From Chapter 9, you should know that firms would rather be monopolists
than competitors. In fact, if you hire management consultants, they should
advise you to figure out how to become a monopolist (assuming they’re worth
the money you are paying them). To keep one step ahead of the forces that
erode profit, firms develop strategies. And although there are lots of different
definitions of strategy, they all generally tend to emphasize the importance
of gaining sustainable competitive advantage. For example, in the 2013 book
Playing to Win, co-author A.G. Lafley, the former CEO of Procter & Gamble,
defined strategy as “an integrated set of choices that uniquely positions the
firm in its industry so as to create sustainable advantage.” Firms have a com-
petitive advantage when they can (a) deliver the same product or service ben-
efits as their competitors but at a lower cost or (b) deliver superior product or
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service benefits at a similar cost. Firms with a competitive advantage are able
to carn positive economic profits.

In some respects, strategy is very simple. Figure 10.1 shows the allo-
cation of economic value for a particular product. The height of the col-
umn represents the total value of the product where value is the maximum
amount a buyer is willing and able to pay for the product. That total value
gets divided among the different players. Cost represents how much value
is captured by suppliers. The difference between the price you charge and
your cost is profit, and the difference between value and price is surplus
captured by the consumer. Here’s a simple example. Say a representative
consumer values the product at $400, it’s priced at $300, and it costs $200
per unit to produce. The box between $300 and $200 (price minus cost)
represents $100 of profit to the firm. Consumer surplus is also $100 ($400
less $300).

This simple diagram communicates several important ideas in strategy.
First, it highlights that both value creation and value capture are critical. The
starting point to strategy is producing a product that a consumer is willing
and able to pay for. But, you also have to be able to capture some of that value
for yourself as profit. Strategy is ultimately about how to increase the size
of the profit box. The box gets bigger if the firm can lower its costs or raise
its price. At a very high level, it’s really that simple. Strategy is about raising
price or reducing cost. Really successful firms manage to do both. Extremely
successful firms like Starbucks do it over a long period of time, reflecting a
sustainable competitive advantage.

CONSUMER
SURPLUS
Price per unit = $300
PROFIT
[customer vatue = $00
(maximum willingness Cost per unit = $200
topay)
cost

FIGURE 10.1  Allocation of Value
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Sources of Economic Profit

So what are the keys to competitive advantage and generating sustainable eco-
nomic profit? Two schools of thought offer differing points of view. The first—
the industrial organization (I0) economics perspective—locates the source of
advantage at the industry level. The second—the resource-based view (RBV)—
locates it at the individual firm level.

The Industry (External) View

The IO perspective focuses on the industry. According to Michael Porter, “The
essence of this paradigm is that a firm’s performance in the marketplace de-
pends critically on the characteristics of the industry environment in which it
competes.” Certain industries are more attractive than other industries be-
cause of their structural characteristics. Companies in those industries possess
‘market power, which allows them to keep prices above the competitive level
and to earn economic profit. Industry structure includes factors such as bar-
riers to entry, product differentiation among firms, and the number and size
distribution of firms. For example, industries with high barriers to entry are
‘more attractive because competitors find it more difficult to enter the industry
and drive profit down to competitive levels; firms in industries with differenti-
ated products have less elastic demand and therefore higher profit; and indus-
tries with a small number of firms of different sizes are less likely to compete
vigorously.

If industry structure is the most important determinant of long-run prof-
itability, then the key to generating economic profit is to operate in the right
industry. According to Michael Porter’s Five Forces model,* the best industries
are characterized by

low buyer power,
low supplier power,

low threat of entry (high barriers to entry),
low threat from substiutes, and

low levels of rivalry between existing firms.

A key first step in applying the Five Forces model is defining what ex-
actly we mean by “industry.” An industry is a group of firms producing
products that are close substitutes to each other to serve a market. It’s im-
portant to realize that firms often operate in multiple industries. So, the
analysis may need to be done on a product-by-product basis for multiprod-
uct companies.

Industry analysis and the Five Forces model is largely about which play-
ers capture the value in an industry. Just because you are in an industry that
creates value doesn’t mean that you are going to capture it. Suppliers, industry
rivals, and buyers all want to capture value too: suppliers want to charge as
much as possible, and buyers want to pay as little as possible. The Five Forces
model helps you think about how much of the industry value your firm is
likely to capture given the characteristics of the industry. It all depends on the
strength of the forces. Let’s start with supplier power.
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Suppliers can charge higher prices (and capture more of the industry
value) when they have greater power. They are the providers of any input to
the product or service. Examples include labor, capital, and providers of raw/
partially finished materials. Supplier power tends to be higher when the inputs
they provide are critical inputs or highly differentiated. Concentration among
suppliers also contributes to supplier power because a firm will have fewer
bargaining options. Even if many suppliers exist, power may still be high if
there are significant costs to switching between suppliers. The story on buyer
power is similar. If buyers are concentrated (consider if your firm were an
automotive supplier and your buyers were the major auto manufacturers) or
if it is casy for buyers to switch from firm to firm, buyer power will tend to
be higher. More power means these buyers will find it easier to capture value
(e.g., by bargaining hard to pay a lower price), taking value away from your
firm.

Threats from potential entrants are another important force to consider.
As we discussed in Chapter 9, economic profits tend to draw new entrants.
These entrants will quickly erode the profit of an industry unless barriers pre-
vent or slow their entry. Examples of entry barriers include government pro-
tection (e.g., patents or licensing requirements), proprietary products, strong
brands, high capital requirements for entry, and lower costs driven by econo-
mies of scale.

Substitute products can still erode a firm’s ability to capture value even if
barriers to entry are high. If close substitutes to a product are available and
buyers find it inexpensive to switch to them, it will be hard for a firm to build
and maintain high profits.

The final force concerns the rivalry among existing firms, the force most
directly related to our typical view of “competition.” If a large number of sim-
ilarly situated firms compete in an industry with high fixed costs and slow
industry growth, rivalry is likely to be quite high. Rivalry also tends to be
higher when products are not very well differentiated and buyers find it casy
to switch back and forth.

The wide differences in profitability across industries in Figure 10.2 sup-
port the 10 view. The most profitable industry, pharmaceuticals, exhibits rel-
atively high barriers to entry, arising from significant investments in personnel
and technology; moreover, successful products enjoy extended periods of pat-
ent protection (legal barriers to entry).

Overall, the IO view suggests that the way to earn economic profits is to
choose an attractive industry and then develop the resources that will allow
you to successfully compete in the industry. But, what about managers who
don’t have the luxury of choosing a new industry? The tools of industry analy-
sis can still be helpful. First, move beyond a historical analysis of your industry
to think about how the five forces might change in the future. Second, and
more importantly, think about what actions you can take to make your current
industry position more attractive. For example, how can you reduce supplier
power? One answer is to increase rivalry among your suppliers. For example,
you could do this by using an online procurement auction to purchase raw ma-
terials and semifinished inputs. Auctions are the topic of Chapter 17. Steps that
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FIGURE 10.2  Profitability Differences between Industries

you take to decrease rivalry with your competitors, reduce buyer power, and
build entry barriers will all help improve the attractiveness of your industry
position.

Ie’s also important to realize the limitations of tools like the Five Forces.
First, this view focuses on value capture—it doesn’t really provide any insight
into how value gets created in the industry. Second, this view portrays an in-
dustry as a zero-sum game; that is, the way you get a bigger picce of the pie
is to take it from one of the other participants in the industry. Although this
s one way to view competition (and one that is often correct), companies can
also work with other industry participants to try to build a larger pie. With a
larger pie, everyone’ slice grows bigger. Cooperative efforts with rivals, buy-
ers, and suppliers feature prominently in a book by Adam Brandenburger and
Barry Nalebuff called Coopetition (cooperative competition). The authors
remind us that to look beyond the threats to firm profitability, emphasized
by Porter’s Five Forces analysis, to opportunities for cooperation that can en-
hance firm and industry profitability.

Annabelle Gawer and Michael A. Cusumano offer a similar idea for think-
ing about strategy in industries like telecommunications where success re-
quires creating an “ecosystem” of complementary products.” A company must
first decide whether to pursue a “product” or a “platform” strategy; a “prod-
uct” is proprietary and controlled by one company, whereas a “platform”
needs a set of complementary innovations to reach its full potential. One of
the biggest mistakes a company can make is to pursue a product strategy and
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