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off-guard by the rise of competitors that serve the same basic customer needs but with
different product offerings. For example, Coca-Cola long saw itself as part of the soda
industry—meaning carbonated soft drinks—whereas it actually was part of the soft
drink industry, which includes noncarbonated soft drinks. In the mid-1990s, the rise of
customer demand for bottled water and fruit drinks began to cut into the demand for
sodas, which caught Coca-Cola by surprise. Coca-Cola moved quickly to respond to
these threats, introducing its own brand of water, Dasani, and acquiring several other
beverage companies, including Minute Maid and Glaceau (the owner of the Vitamin
Water brand). By defining its industry boundaries too narrowly, Coke almost missed
the rapid rise of noncarbonated soft drinks within the soft-drinks market.

Itis important to realize that industry boundaries may change over time as customer
needs evolve, or as emerging new technologies enable companies in unrelated industries
to satisfy established customer needs in new ways. We have noted that during the 1990s,
as consumers of soft drinks began to develop a taste for bottled water and noncarbon-
ated fruit-based drinks, Coca-Cola found itself in direct competition with the manufac-
turers of bottled water and fruit-based soft drinks: All were in the same industry.

For another example of how technological change can alter industry boundaries, con-
sider the convergence that has taken place between the computer and telecommunications
industries. Historically, the telecommunications equipment industry has been considered
an entity distinct from the computer hardware industry. However, as telecommunications
equipment moved from analog technology to digital technology, this equipment increas-
ingly resembled computers. The result is that the boundaries between these once distinct
industries has been blurred. A smartphone such as Apple’s iPhone is nothing more than
a small, handheld computer with a wireless connection and telephone capabilities. Thus,
Samsung and HTC, which manufacture wireless phones, are now competing directly with
traditional computer companies such as Apple and Microsoft.

V PORTER’S COMPETITIVE FORCES MODEL

Once the boundaries of an industry have been identified, managers face the task of
analyzing competitive forces within the industry environment in order to identify oppor-
tunities and threats. Michael E. Porter’s well-known framework, the Five Forces model,
helps managers with this analysis." An extension of his model, shown in Figure 2.1,
focuses on six forces that shape competition within an industry: (1) the risk of entry by
potential competitors, (2) the intensity of rivalry among established companies within
an industry, (3) the bargaining power of buyers, (4) the bargaining power of suppliers,
(5) the closeness of substitutes to an industry’s products, and (6) the power of comple-
ment providers (Porter did not recognize this sixth force).

As each of these forces grows stronger, it limits the ability of established companies
to raise prices and earn greater profits. Within this framework, a strong competitive
force can be regarded as a threat because it depresses profits. A weak competitive force
can be viewed as an opportunity because it allows a company to earn greater profits.
The strength of the six forces may change over time as industry conditions change.
Managers face the task of recognizing how changes in the six forces give rise to new
opportunities and threats, and formulating appropriate strategic responses. In addi-
tion, it is possible for a company, through its choice of strategy, to alter the strength of
one or more of the forces to its advantage. This is discussed in the following chapters.
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Risk of Entry by Potential Competitors

Potential competitors are companies that are not currently competing in an industry
but have the capability to do so if they choose. For example, in the last decade, cable
television companies emerged as potential competitors to traditional phone compa-
nies. New digital technologies have allowed cable companies to offer telephone and
Internet service over the same cables that transmit television shows.

Established companies already operating in an industry often attempt to discour-
age potential competitors from entering the industry because their entry makes it
more difficult for the established companies to protect their share of the market and
generate profits. A high risk of entry by potential competitors represents a threat to
the profitability of established companies.

The risk of entry by potential competitors is a function of the height of the bar-
riers to entry; that is, those factors that make it costly for companies to enter an in-
dustry. The greater the costs potential competitors must bear to enter an industry, the
greater the barriers to entry, and the weaker this competitive force. High entry barriers
may keep potential competitors out of an industry even when industry profits are
high. Important barriers to entry include economies of scale, brand loyalty, absolute
cost advantages, customer switching costs, and government regulation.” An important
strategy is building barriers to entry (in the case of incumbent firms) or finding ways
to circumvent those barriers (in the case of new entrants). We shall discuss this topic
in more detail in subsequent chapters.

Economies of Scale Economies of scale arise when unit costs fall as a firm expands its
output. Sources of scale economies include: (1) cost reductions gained through mass-
producing a standardized output; (2) discounts on bulk purchases of raw material
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inputs and component parts; (3) the advantages gained by spreading fixed production
costs over a large production volume; and (4) the cost savings associated with distribut-
ing, marketing, and advertising costs over a large volume of output. For example, as
discussed in the Opening Case, the economies of scale enjoyed by incumbent firms in the
wireless telecommunications industry are large, and this constitutes a significant barrier
to new entry into the market. More generally, if the cost advantages from economies of
scale are significant, a new company that enters the industry and produces on a small
scale suffers a significant cost disadvantage relative to established companies. If the new
company decides to enter on a large scale in an attempt to obtain these economies of
scale, it must raise the capital required to build large-scale production facilities and bear
the high risks associated with such an investment. In addition, an increased supply of
products will depress prices and result in vigorous retaliation by established companies,
which constitutes a further risk of large-scale entry. For these reasons, the threat of entry
is reduced when established companies achieve economies of scale.

Brand Loyalty Brand loyalty exists when consumers have a preference for the products
of established companies. A company can create brand loyalty by continuously adver-
tising its brand-name products and company name, patent protection of its products,
product innovation achieved through company research and development (R&D)
programs, an emphasis on high-quality products, and exceptional after-sales service.
Significant brand loyalty makes it difficult for new entrants to take market share away
from established companies. Thus, it reduces the threat of entry by potential competi-
tors; they may see the task of breaking down well-established customer preferences as
too costly. In the smartphone business, for example, Apple has generated such strong
brand loyalty with its iPhone offering and related products that Microsoft is finding it
very difficult to attract customers away from Apple and build demand for its Windows
phone, introduced in late 2011. Despite its financial might, three years after launching
the Windows phone, Microsoft’s U.S. market share remained mired at around 3.6%,
whereas Apple led the market with a 42% share.’

Absolute Cost Advantages Sometimes established companies have an absolute cost
advantage relative to potential entrants, meaning that entrants cannot expect to match
the established companies’ lower cost structure. Absolute cost advantages arise from
three main sources: (1) superior production operations and processes due to accumu-
lated experience, patents, or trade secrets; (2) control of particular inputs required for
production, such as labor, materials, equipment, or management skills, that are limited
in supply; and (3) access to cheaper funds because existing companies represent lower
risks than new entrants. If established companies have an absolute cost advantage, the
threat of entry as a competitive force weakens.

Customer Switching Costs Switching costs arise when a customer invests time,
energy, and money switching from the products offered by one established company
to the products offered by a new entrant. When switching costs are high, custom-
ers can be locked in to the product offerings of established companies, even if new
entrants offer better products.* A familiar example of switching costs concerns the
costs associated with switching from one computer operating system to another. If
a person currently uses Microsoft’s Windows operating system and has a library of
related software applications and document files, it is expensive for that person to
switch to another computer operating system. To effect the change, this person would
need to purchase a new set of software applications and convert all existing document
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files to the new system’s format. Faced with such an commitment of money and time,
most people are unwilling to make the switch unless the competing operating system
offers a substantial leap forward in performance. Thus, the higher the switching costs,
the higher the barrier to entry for a company attempting to promote a new computer
operating system. Similarly, as we saw in the Opening Case, wireless service companies
have traditionally created high switching costs by requiring customers to enter into
2-year contracts with early-termination fees whenever they upgrade their equipment.

Government Regulations Government regulation can constitute a major entry bar-
rier for many industries. For example, until the mid-1990s, U.S. government regulation
prohibited providers of long-distance telephone service from competing for local tele-
phone service, and vice versa. Other potential providers of telephone service, including
cable television service companies such as Time Warner and Comcast (which could have
used their cables to carry telephone traffic as well as TV signals), were prohibited from
entering the market altogether. These regulatory barriers to entry significantly reduced
the level of competition in both the local and long-distance telephone markets, enabling
telephone companies to earn higher profits than they might have otherwise. All this
changed in 1996, when the government significantly deregulated the industry. In the
months that followed, local, long-distance, and cable TV companies all announced their
intention to enter each other’s markets, and a host of new players entered the market as
well. The competitive forces model predicts that falling entry barriers due to government
deregulation will result in significant new entry, an increase in the intensity of industry
competition, and lower industry profit rates, and that is what occurred here.

In summary, if established companies have built brand loyalty for their products,
have an absolute cost advantage over potential competitors, have significant scale
economies, are the beneficiaries of high switching costs, or enjoy regulatory protection,
the risk of entry by potential competitors is greatly diminished; it is a weak competi-
tive force. Consequently, established companies can charge higher prices, and industry
profits are therefore higher. Evidence from academic research suggests that the height
of barriers to entry is one of the most important determinants of profit rates within
an industry.® Clearly, it is in the interest of established companies to pursue strategies
consistent with raising entry barriers to secure these profits. Additionally, potential
new entrants must find strategies that allow them to circumvent barriers to entry.

Rivolry Among Established Companies ,

The second competitive force is the intensity of rivalry among established compa-
nies within an industry. Rivalry refers to the competitive struggle between companies
within an industry to gain market share. The competitive struggle can be fought using
price, product design, advertising and promotional spending, direct-selling efforts, and
after-sales service and support. Intense rivalry implies lower prices or more spending
on non-price-competitive strategies, or both. Because intense rivalry lowers prices and
raises costs, it squeezes profits out of an industry. Thus, intense rivalry among estab-
lished companies constitutes a strong threat to profitability. Alternatively, if rivalry is
less intense, companies may have the opportunity to raise prices or reduce spending on
non-price-competitive strategies, leading to higher industry profits. Four factors have
a major impact on the intensity of rivalry among established companies within an in-
dustry: (1) industry competitive structure, (2) demand conditions, (3) cost conditions,
and (4) the height of exit barriers in the industry.
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=1 STRATEGY IN"ACTION

Circumventing Entry Barriers into the Soft Drink Industry

Two companies have long dominated the carbonated
soft drink industry: Coca-Cola and PepsiCo. By spend-
ing large sums of money on advertising and promotion,
these two giants have created significant brand loyalty
and made it very difficult for new competitors fo enter
the industry and take away market share. When new
competitors have fried to enter, both companies have re-
sponded by cutting prices, forcing new entrants fo curtail
expansion plans.

However, in the early 1990s, the Cott Corporation,
then a small Canadian bottling company, worked out a
strategy for entering the carbonated soft drink market.
Cott's strategy was deceptively simple. The company ini-
tially focused on the cola segment of the market. Cot
struck a deal with Royal Crown (RC) Cola for exclusive
global rights fo its cola concentrate. RC Cola was a small
player in the U.S. cola market. lts products were recog-
nized as high quality, but RC Cola had never been able
to effectively challenge Coke or Pepsi. Next, Cott entered
an agreement with a Canadian grocery retailer, Loblaw,
to provide the refailer with its own, privatelabel brand of
cola. The Loblaw privatelabel brand, known as “Presi-
dent’s Choice,” was priced low, became very successful,
and took shares from both Coke and Pepsi.

Emboldened by this success, Cott tried to convince
other retailers to carry privatelabel cola. To retailers,
the value proposition was simple because, unlike ifs
maijor rivals, Cott spent almost nothing on advertising
and promotion. This constituted a major source of cost
savings, which Cott passed on to retailers in the form

of lower prices. Retailers found that they could signifi-
cantly undercut the price of Coke and Pepsi colas and
still make better profit margins on privatelabel brands
than on branded colas.

Despite this compelling value proposition, few re-
tailers were willing to sell privatelabel colas for fear of
alienating Coca-Cola and Pepsi, whose products were a
major draw for grocery store traffic. Coft's breakthrough
came when it signed a deal with WalMart o supply the
retailing giant with a privatelabel cola, “Sam’s Choice”
(named after WalkMart founder Sam Walton). Wal-Mart
proved fo be the perfect distribution channel for Cott. The
refailer was just beginning to appear in the grocery busi-
ness, and consumers shopped at WakMart not fo buy
branded merchandise, butto getlow prices. As Wal-Mart's
grocery business grew, so did Coft’s sales. Cott soon
added other flavors to its offerings, such as lemondime
soda, which would compete with 7-Up and Sprite. More-
over, by the late 1990s, other U.S. grocers pressured
by WalMart had also started to infroduce privatelabel
sodas and often turned to Cott to supply their need:s.

By 2014, Coft's private-label customers included
Wal-Mart, Kroger, Costco, and Safeway. Cott had
revenues of $2.33 billion and accounted for 60% of
all private-label sales of carbonated beverages in the
United States, and 6 to 7% of overall sales of carbon-
ated beverages in grocery stores, its core channel. Al-
though Coca-Cola and PepsiCo remain dominant, they
have lost incremental market share to Cott and other
companies that have followed Cott's strategy.

Sources: A. Kaplan, “Cott Corporation,” Beverage World, June 15, 2004, p. 32; J. Popp, “2004 Soft Drink Report,” Beverage Industry,
March 2004, pp. 13-18; L. Sparks, “From Coca-Colonization to Copy Catiing: The Cott Corporation and Retailers Brand Soft Drinks

in the UK and US," Agribusiness 13:2 (March 1997): 153-167; E. Cherney, “After Flat Sales, Cott Challenges Pepsi, Coca-Cola,” The
Wall Street Journal, January 8, 2003, pp. B1, B8; “Cott Corporation: Company Profile,” Just Drinks, August 20006, pp. 19-22; Cott
Corp. 2011 Annual Report, www.cott.com.

Industry Competitive Structure The competitive structure of an industry refers to the
number and size distribution of companies within it, something that strategic managers
determine at the beginning of an industry analysis. Industry structures vary, and dif-
ferent structures have different implications for the intensity of rivalry. A fragmented
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industry consists of a large number of small or medium-sized companies, none of which
is in a position to determine industry price. A consolidated industry is dominated by a
small number of large companies (an oligopoly) or, in extreme cases, by just one com-
pany (a monopoly), and such companies often are in a position to determine industry
prices. Examples of fragmented industries are agriculture, dry cleaning, health clubs,
real estate brokerage, and sun-tanning parlors. Consolidated industries include the aero-
space, soft drink, wireless service (see the Opening Case), and small-package express
delivery industries. In the small-package express delivery industry, two firms, UPS and
FedEx, account for over 85% of industry revenues in the United States.

Low-entry barriers and commodity-type products that are difficult to differentiate
characterize many fragmented industries. This combination tends to result in boom-
and-bust cycles as industry profits rapidly rise and fall. Low-entry barriers imply that
new entrants will flood the market, hoping to profit from the boom that occurs when
demand is strong and profits are high. The number of video stores, health clubs, and
sun-tanning parlors that exploded onto the market during the 1980s and 1990s exem-
plifies this situation.

Often, the flood of new entrants into a booming, fragmented industry creates ex-
cess capacity, and consequently companies cut prices. The difficulty of differentiat-
ing their products from those of competitors can exacerbate this tendency. The result
is a price war, which depresses industry profits, forces some companies out of busi-
ness, and deters potential new entrants. For example, after a decade of expansion
and booming profits, many health clubs are now finding that they have to offer large
discounts in order to maintain their memberships. In general, the more commodity-
like an industry’s product, the more vicious the price war will be. The bust phase of
this cycle continues until overall industry capacity is brought into line with demand
(through bankruptcies), at which point prices may stabilize again.

A fragmented industry structure, then, constitutes a threat rather than an oppor-
tunity. Economic boom times in fragmented industries are often relatively short-lived
because the ease of new entry can soon result in excess capacity, which in turn leads
to intense price competition and the failure of less-efficient enterprises. Because it
is often difficult to differentiate products in these industries, minimizing costs is the
best strategy for a company that strives to be profitable in a boom and survive any
subsequent bust. Alternatively, companies might try to adopt strategies that change
the underlying structure of fragmented industries and lead to a consolidated industry
structure in which the level of industry profitability is increased. (We shall consider
how companies can do this is sider in later chapters.)

In consolidated industries, companies are interdependent because one company’s
competitive actions (for instance, changes in price or quality) directly affect the market
share of its rivals and thus their profitability. One company making a move can force a
response from its rivals, and the consequence of such competitive interdependence can
be a dangerous competitive spiral. Rivalry increases as companies attempt to undercut
each other’s prices or offer customers more value, pushing industry profits down in the
process. This seems to be happening today in the wireless telecommunications industry
(see the Opening Case).

Companies in consolidated industries sometimes seek to reduce this threat by
matching the prices set by the dominant company in the industry.® However, care must
be taken, for explicit, face-to-face, price-fixing agreements are illegal. (Tacit, indirect
agreements, arrived at without direct or intentional communication, are legal.) For
the most part, though, companies set prices by watching, interpreting, anticipating,
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and responding to one another’s strategies. However, tacit price-leadership agreements
often break down under adverse economic conditions, as has occurred in the breakfast
cereal industry, profiled in Strategy in Action 2.2.

Industry Demand  The level of industry demand is another determinant of the inten-
sity of rivalry/among established companies. Growing demand from new customers or
additional purchases by existing customers tend to moderate competition by provid-
ing greater scope for companies to compete for customers. Growing demand tends to
reduce rivalry because all companies can sell more without taking market share away
from other companies. High industry profits are often the result. This was the case in
the U.S. wireless telecommunications industry until recently (see the Opening Case).
Conversely, stagnant or declining demand results in increased rivalry as companies fight
to maintain market share and revenues (see Strategy in Action 2.2). Demand stagnates
when the market is saturated and replacement demand is not enough to offset the lack of
first-time buyers. Demand declines when customers exit the marketplace, or when each
customer purchases less. When demand is stagnating or declining, a company can grow
only by taking market share away from its rivals, as is now occurring in the U.S. wireless
telecommunications industry, where aggressive price cuts by T-Mobile and Sprint are
designed to grab market share from rivals. Stagnant or declining demand constitutes a
threat because for it increases the extent of rivalry between established companies.

Cost Conditions The cost structure of firms in an industry is a third determinant
of rivalry. In industries where fixed costs are high, profitability tends to be highly
leveraged to sales volume, and the desire to grow volume can spark intense rivalry.
Again, this is the case in the U.S. wireless telecommunications industry (see Open-
ing Case). Fixed costs are costs that must be paid before the firm makes a single sale.
For example, before they can offer service, cable TV companies must lay cable in the
ground; the cost of doing so is a fixed cost. Similarly, to offer express courier service,
a company such as FedEx must first invest in planes, package-sorting facilities, and
delivery trucks—all fixed costs that require significant capital investment. In industries
where the cost of production is high, firms cannot cover their fixed costs and will not
be profitable if sales volume is low. Thus, they have an incentive to cut their prices
and/or increase promotional spending to drive up sales volume in order to cover fixed
costs. In situations where demand is not rapidly growing and many companies are si-
multaneously engaged in the same pursuits, the result can be intense rivalry and lower
profits. Research suggests that the weakest firms in an industry often initiate such ac-
tions precisely because they are struggling to cover their fixed costs.’

Exit Barriers  Exit barriers are economic, strategic, and emotional factors that prevent
companies from leaving an industry.® If exit barriers are high, companies become locked
into an unprofitable industry where overall demand is static or declining. The result is
often excess productive capacity, leading to even more intense rivalry and price competi-
tion as companies cut prices, attempting to obtain the customer orders needed to use
their idle capacity and cover their fixed costs.” Common exit barriers include:

+ Investments in assets such as specific machines, equipment, or operating facilities
that are of little or no value in alternative uses, or cannot be later sold. If the com-
pany wishes to leave the industry, it must write off the book value of these assets.

« High fixed costs of exit such as severance pay, health benefits, or pensions that must
be paid to workers who are being made laid off when a company ceases to operate.
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2.2 STRATEGY IN ACTION

Price Wars in the Breakfast Cereal Indusiry

For decades, the breakfast cereal industry was one of
_ the most profitable in the United States. The industry
* has a consolidated structure dominated by Kellogg's,
~ General Mills, and Kraft Foods with its Post brand.
~ Swrong brand loyalty, coupled with control over the al-
- focation of supermarket shelf space, helped to limit the
potential for new entry. Meanwhile, steady demand
- growth of about 3% per annum kept industry revenues
expanding. Kellogg's, which accounted for over 40%
of the market share, acted as the price leader in the
industry. Every year, Kellogg's increased cereal prices,
its rivals followed, and industry profits remained high.
This favorable industry structure began to change
in the 1990s, when growth in demand slowed—and
then stagnated—as a latte and bagel or muffin replaced
cereal as the American morning fare. Then came the
rise of powerful discounters such as Wal-Mart (which
entered the grocery industry in 1994) that began to ag-
gressively promote their own cereal brands and priced
them significantly below the brand-name cereals. As
the decade progressed, other grocery chains such as
Kroger's started to follow suit, and brand loyalty in the
industry began to decline as customers realized that a
$2.50 bag of wheat flakes from Wal-Mart tasted about
the same as a $3.50 box of cornflakes from Kellogg’s.
As sales of cheaper, store-brand cereals began to take
off, supermarkets, no longer as dependent on brand
names to bring traffic into their stores, began to demand
lower prices from the branded cereal manufacturers.
For several years, manufacturers of brand-name ce-
reals tried to hold out against these adverse trends, but
in the mid-1990s, the dam broke. In 1996, Kraft (then
owned by Philip Morris) aggressively cut prices by 20%
for its Post brand in an attempt to gain market share.
Kellogg's soon followed with a 19% price cut on two-thirds
of its brands, and General Mills quickly did the same. The
decades of tacit price collusion were officially over.
If breakfast cereal companies were hoping that
price cuts would stimulate demand, they were wrong.

Instead, demand remained flat while revenues and
margins followed price decreases, and operating mar-
gins at Kellogg’s dropped from 18% in 1995 to 10.2%
in 1996, a frend also experienced by the other brand-
name cereal manufacturers.

By 2000, conditions had only worsened. Private-
label sales continued to make inroads, gaining over
10% of the market. Moreover, sales of breakfast ce-
reals started to contract at 1% per annum. To cap it
off, an aggressive General Mills continued to launch
expensive price-and-promotion campaigns in an at
tempt to toke away share from the market leader.
Kellogg's saw its market share slip to just over 30%
in 2001, behind the 31% now held by General Mills.
For the first time since 1906, Kellogg's no longer led
the market. Moreover, profits at all three major pro-
ducers remained weak in the face of continued price
discounting.

In mid-2001, General Mills finally blinked and
raised prices a modest 2% in response to its own rising
costs. Competitors followed, signaling—perhaps—that
after a decade of costly price warfare, pricing discipline
might once more emerge in the industry. Both Kellogg's
and General Mills tried to move further away from price
competition by focusing on brand extensions, such
as Special K containing berries and new varieties of
Cheerios. Efforts with Special K helped Kellogg's recap-
ture market leadership from General Mills, and, more
important, the renewed emphasis on non-price competi-
tion halted years of damaging price warfare.

After a decade of relative peace, price wars broke
out in 2010 once more in this industry. The trigger,
yet again, appears to have been falling demand for
breakfast cereals due to substitutes such as a quick trip
to the local coffee shop. In the third quarter of 2010,
prices fell by 3.6% and unit volumes by 3.4%, leading
to falling profit rates at Kellogg's. Both General Mills
and Kellogg’s infroduced new products in an attempt
to boost demand and raise prices.

Sources: G. Morgenson, “Denial in Battle Creek,” Forbes, October 7, 1996, p. 44; J. Muller, “Thinking out of the Cereal Box,” Business
Week, January 15, 2001, p. 54; A. Meriill, “General Mills Increases Prices,” Star Tribune, June 5, 2001, p. 1D; S. Reyes, “Big G,
Kellogg's Attempt to Berry Each Other,” Brandweek, October 7, 2002, p. 8; M. Andrejczak, “Kellogg's Profit Hurt by Cereal Price War,”
Market Watch, November 2, 2010. .
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* Emotional attachments to an industry, such as when a company’s owners
or employees are unwilling to exit an industry for sentimental reasons or because
of pride.

¢ Economic dependence because a company relies on a single industry for its entire
revenue and all profits.

* The need to maintain an expensive collection of assets at or above a minimum level
in order to participate effectively in the industry.

* Bankruptcy regulations, particularly in the United States, where Chapter 11 bank-
ruptcy provisions allow insolvent enterprises to continue operating and to reorga-
nize under this protection. These regulations can keep unprofitable assets in the
industry, result in persistent excess capacity, and lengthen the time required to
bring industry supply in line with demand.

As an example of exit barriers and effects in practice, consider the small-package
express mail and parcel delivery industry. Key players in this industry such as FedEx and
UPS rely entirely upon the delivery business for their revenues and profits. They must be
able to guarantee their customers that they will deliver packages to all major localities
in the United States, and much of their investment is specific to this purpose. To meet
this guarantee, they need a nationwide network of air routes and ground routes, an asset
that is required in order to participate in the industry. If excess capacity develops in this
industry, as it does from time to time, FedEx cannot incrementally reduce or minimize
its excess capacity by deciding not to fly to and deliver packages in Miami, for example,
because that portion of its network is underused. If it did, it would no longer be able
to guarantee to its customers that packages could be delivered to all major locations
in the United States, and its customers would switch to another carrier. Thus, the need
to maintain a nationwide network is an exit barrier that can result in persistent excess
capacity in the air-express industry during periods of weak demand.

The Bargaining Power of Buyers

The third competitive force is the bargaining power of buyers. An industry’s buyers
may be the individual customers who consume its products (end-users) or the compa-
nies that distribute an industry’s products to end-users, such as retailers and whole-
salers. For example, although soap powder made by Procter & Gamble (P&G) and
Unilever is consumed by end-users, the principal buyers of soap powder are supermar-
ket chains and discount stores, which resell the product to end-users. The bargaining
power of buyers refers to the ability of buyers to bargain down prices charged by com-
panies in the industry, or to raise the costs of companies in the industry by demanding
better product quality and service. By lowering prices and raising costs, powerful buy-
ers can squeeze profits out of an industry. Powerful buyers, therefore, should be viewed
as a threat. Alternatively, when buyers are in a weak bargaining position, companies in
an industry can raise prices and perhaps reduce their costs by lowering product quality
and service, thus increasing the level of industry profits. Buyers are most powerful in
the following circumstances:

«  When buyers have choice. If the industry is a monopoly, buyers obviously lack
choice. If there are two or more companies in the industry, the buyers clearly have
choice.

¢ When the buyers purchase in large quantities, they can use their purchasing power
as leverage to bargain for price reductions.

53



54 Part 1 Introduction to Strategic Management

«  When the supply industry depends upon buyers for a large percentage of its total A
orders. 3 supp

«  When switching costs are low and buyers can pit the supplying companies against  f the -
each other to force down prices. g chips

«  When it is economically feasible for buyers to purchase an input from several com- : Adve
panies at once, they can pit one company in the industry against another. ; ._ ible s

«  When buyers can threaten to enter the industry and independently produce the i supp
product, thus supplying their own needs, they can force down industry prices. the n

the f

The automobile component supply industry, whose buyers are large manufacturers
such as GM, Ford, Honda, and Toyota, is a good example of an industry in which buy- Iflan]
ers have strong bargaining power, and thus pose a strong competitive threat. Why? The ! ;x(fellf
suppliers of auto components are numerous and typically smaller in scale; their buyers,

the auto manufacturers, are large in size and few in number. Additionally, to keep com- car ¢
ponent prices down, historically both Ford and GM have used the threat of manufactur- AU
ing a component themselves rather than buying it from a supplier. The automakers use ,
their powerful position to pit suppliers against one another, forcing down the prices for Sul:
component parts, and to demand better quality. If a component supplier objects, the au- :
tomaker can use the threat of switching to another supplier as a bargaining tool. ;ifilfl;:e-
comj
The Bargaining Power of Suppliers | gr@n;
The fourth competitive force is the bargaining power of suppliers—the organizations 2 it?rtll,
that provide inputs into the industry, such as materials, services, and labor (which may ‘ limit
be individuals, organizations such as labor unions, or companies that supply contract or SC
labor). The bargaining power of suppliers refers to the ability of suppliers to raise 7 I
input prices, or to raise the costs of the industry in other ways—for example, by pro- i comy
viding poor-quality inputs or poor service. Powerful suppliers squeeze profits out of j and
an industry by raising the costs of companies in the industry. Thus, powerful suppli- : thus
ers are a threat. Conversely, if suppliers are weak, companies in the industry have the & there
opportunity to force down input prices and demand higher-quality inputs (such as
more productive labor). As with buyers, the ability of suppliers to make demands on
a company depends on their power relative to that of the company. Suppliers are most Cor
powerful in these situations: i A
« The product that suppliers sell has few substitutes and is vital to the companies in tion
an industry. ‘ comy
+  The profitability of suppliers is not significantly affected by the purchases of com- {com
panies in a particular industry; in other words, when the industry is not an impor- '» the ¢
tant customer to the suppliers. ’ men'
« Companies in an industry would experience significant switching costs if they o greal
moved to the product of a different supplier because a particular supplier’s prod- 1 the ¢
ucts are unique or different. In such cases, the company depends upon a particular ] greal
supplier and cannot pit suppliers against each other to reduce prices. | ,' (
«  Suppliers can threaten to enter their customers’ industry and use their inputs to argu
produce products that would compete directly with those of companies already in : sear(
the industry. dem:
« Companies in the industry cannot threaten to enter their suppliers” industry and : indu

make their own inputs as a tactic for lowering the price of inputs. min¢
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An example of an industry in which companies are dependent upon a powerful
supplier is the PC industry. Personal computer firms are heavily dependent on Intel,
the world’s largest supplier of microprocessors for PCs. Intel’s microprocessor
chips are the industry standard for personal computers. Intel’s competitors, such as
Advanced Micro Devices (AMD), must develop and supply chips that are compat-
ible with Intel’s standard. Although AMD has developed competing chips, Intel still
supplies approximately 85% of the chips used in PCs primarily because only Intel has
the manufacturing capacity required to serve a large share of the market. It is beyond
the financial resources of Intel’s competitors to match the scale and efficiency of its
manufacturing systems. This means that although PC manufacturers can purchase
some microprocessors from Intel’s rivals, most notably AMD, they still must turn to
Intel for the bulk of their supply. Because Intel is in a powerful bargaining position, it
can charge higher prices for its microprocessors than if its competitors were stronger
and more numerous (that is, if the microprocessor industry were fragmented).

Substitute Products

The final force in Porter’s model is the threat of substitute products: the products of
different businesses or industries that can satisfy similar customer needs. For example,
companies in the coffee industry compete indirectly with those in the tea and soft
drink industries because all three serve customer needs for nonalcoholic, caffeinated
drinks. The existence of close substitutes is a strong competitive threat because it lim-
its the price that companies in one industry can charge for their product, which also
limits industry profitability. If the price of coffee rises too much relative to that of tea
or soft drinks, coffee drinkers may switch to those substitutes.

If an industry’s products have few close substitutes (making substitutes a weak
competitive force), then companies in the industry have the opportunity to raise prices
and earn additional profits. There is no close substitute for microprocessors, which
thus gives companies like Intel and AMD the ability to charge higher prices than if
there were available substitutes.

Complementors

Andrew Grove, the former CEO of Intel, has argued that Porter’s original formula-
tion of competitive forces ignored a sixth force: the power, vigor, and competence of
complementors.'” Complementors are companies that sell products that add value to
(complement) the products of companies in an industry because, when used together,
the combined products better satisfy customer demands. For example, the comple-
mentors to the PC industry are the companies that make software applications. The
greater the supply of high-quality software applications running on these machines,
the greater the value of PCs to customers, the greater the demand for PCs, and the
greater the profitability of the PC industry.

Grove’s argument has a strong foundation in economic theory, which has long
argued that both substitutes and complements influence demand in an industry.'" Re-
search has emphasized the importance of complementary products in determining
demand and profitability in many high-technology industries such as the computer
industry, where Grove made his mark."> When complements are an important deter-
minant of demand for an industry’s products, industry profits critically depend upon
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an adequate supply of complementary products. When the number of complementors

ter
is increasing and producing attractive complementary products, demand increases and phe
profits in the industry can broaden opportunities for creating value. Conversely, if Wir
complementors are weak, and are not producing attractive complementary products, ind
they can become a threat, slowing industry growth and limiting profitability. ind
It is also possible for complementors to gain so much power that they are able in a
to extract profit from the industry to which they provide complements. Complemen- g
tors this strong can be a competitive threat. For example, in the videogame industry, ] ind
the companies that produce the consoles—Nintendo, Microsoft (Xbox), and Sony 1 sum
(PS3)—have historically made the most money in the industry. They have done so by % carl
charging game-development companies (the complement providers) a royalty fee for i Thi
every game sold that runs on their consoles. For example, Nintendo used to charge ] dev
third-party game developers a 20% royalty fee for every game they sold that was writ- a st
ten to run on a Nintendo console. However, two things have changed over the last beg
decade. First, game developers have choices. They can, for example, decide to write In}
for Microsoft Xbox first, and Sony PS3 a year later. Second, some game franchises are new
now so popular that consumers will purchase whichever platform runs the most recent
version of the game. Madden NFL, which is produced by Electronic Arts, has an esti- to a
mated 5 to 7 million dedicated fans that will purchase each new release. The game is in poir
such demand that Electronic Arts can bargain for lower royalty rates from Microsoft lead
and Sony in return for writing it to run on their gaming platforms. Put differently, ties
Electronic Arts has gained bargaining power over the console producers, and it uses 100k
this to extract profit from the console industry in the form of lower royalty rates paid stral

to console manufacturers. The console manufacturers have responded by trying to
develop their own powerful franchises that are exclusive to their platforms. Nintendo
has been successful here with its long-running Super Mario series, and Microsoft has
had a major franchise hit with its Halo series, which is now in its fourth version.

Summary: Why Industry Analysis Matters Con
the *

The analysis of competition in the industry environment using the competitive forces distr
framework is a powerful tool that helps managers think strategically. It is important to Droc
recognize that one competitive force often affects others, and all forces need to be con- and
sidered when performing industry analysis. For example, if new entry occurs due to low indu
entry barriers, this will increase competition in the industry and drive down prices and lows
profit rates, other things being equal. If buyers are powerful, they may take advantage of rer
the increased choice resulting from new entry to further bargain down prices, increasing °f ¢
the intensity of competition and making it more difficult to make a decent profit in the I
industry. Thus, it is important to understand how one force might impact upon another. vo
Industry analysis inevitably leads managers to think systematically about strategic of 1a
choices. For example, if entry barriers are low, managers might ask themselves, “how in th
can we raise entry barriers into this industry, thereby reducing the threat of new com- ket f
petition?” The answer often involves trying to achieve economies of scale, build brand Faro
loyalty, create switching costs, and so on, so that new entrants are at a disadvantage and the I
find it difficult to gain traction in the industry. Or they could ask, “How can we modify sion
the intensity of competition in our industry?” They might do this by emphasizing brand aoail
loyalty in an attempt to differentiate their products, or by creating switching costs that \

reduce buyer power in the industry. As noted in the Opening Case for example, wireless :
service providers have required their customers to sign a new 2-year contract with early e
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termination fees that may run into hundreds of dollars whenever they upgrade their
phone equipment. This action effectively increases the costs of switching to a different
wireless provider, thus making it more difficult for new entrants to gain traction in the
industry. The increase in switching costs also moderates the intensity of rivalry in the
industry by making it less likely that consumers will switch from one provider to another
in an attempt to lower the price they pay for their service.

For another example, consider what happened when Coca-Cola looked at its
industry environment in the early 2000s. It noticed a disturbing trend—per capita con-
sumption of carbonated beverages had started to decline as people switched to non-
carbonated soft drinks. In other words, substitute products were becoming a threat.
This realization led to a change in the strategy at Coca-Cola. The company started to
develop and offer its own noncarbonated beverages, effectively turning the threat into
a strategic opportunity. Similarly, in the 2000s, demand for traditional newspapers
began to decline as people increasingly started to consume news content on the Web.
In other words, the threat from a substitute product was increasing. Several traditional
newspapers responded by rapidly developing their own Web-based content.

In all of these examples, an analysis of industry opportunities and threats led directly
to a change in strategy by companies within the industry. This, of course, is the crucial
point—analyzing the industry environment in order to identify opportunities and threats
leads logically to a discussion of what strategies should be adopted to exploit opportuni-
ties and counter threats. We will return to this issue again in Chapters 5, 6, and 7 when we
look at the different business-level strategies firms can pursue, and how they can match
strategy to the conditions prevailing in their industry environment.

P’ STRATEGIC GROUPS WITHIN INDUSTRIES

Companies in an industry often differ significantly from one another with regard to
the way they strategically position their products in the market. Factors such as the
distribution channels they use, the market segments they serve, the quality of their
products, technological leadership, customer service, pricing policy, advertising policy,
and promotions affect product position. As a result of these differences, within most
industries, it is possible to observe groups of companies in which each company fol-
lows a strategy that is similar to that pursued by other companies in the group, but dif-
ferent from the strategy pursued by companies in other groups. These different groups
of companies are known as strategic groups."

For example, in the commercial aerospace industry there has traditionally been
two main strategic groups: the manufacturers of regional jets and the manufacturers
of large commercial jets (see Figure 2.2). Bombardier and Embraer are the standouts
in the regional jet industry, whereas Boeing and Airbus have lone dominated the mar-
ket for large commercial jets. Regional jets have less than 100 seats and limited range.
Large jets have anywhere from 100 to 550 seats, and some models are able to fly across
the Pacific Ocean. Large jets are sold to major airlines, and regional jets to small re-
gional carriers. Historically, the companies in the regional jet group have competed
against each other, but not against Boeing and Airbus (the converse is also true).

Normally, the basic differences between the strategies that companies in differ-
ent strategic groups use can be captured by a relatively small number of factors. In
the case of commercial aerospace, the differences are primarily in terms of product
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