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[ Figure 2.2 ] Analyzing Major Threats: The Five Forces Industry Analysis Tool

COMPETITOR
RIVALRY

Sourc: Adapted fom Michael . Prter, How Competitve Force Shape Strategy” Harvad RusiessReviw 56,
1 (lanuary 2008).pp. 50-86.

« Step 2: Analyze the strength of each force. To what extent s it shaping the industry's
attractiveness? The appendix at the end of the book lsts several sources where you
‘might find the data you need to analyze each of the five forces.

« Step 3: Estimate the overall strength of the combined five forces to determine the
general attractiveness of the industry,the profit potential for an average firm in the
industry

Instructions forsteps 2 and 3 areat the end of the chapter: tep 1, the factors relevant to

each ofthefive forces, s discussed next.

Rivalry: Competition among Established Companies

Competition in an industry is sometimes referred to as war, with each company deploying as
‘many weapons inits arsenal as possible to gain greater profits. Because there are typically alim-
ited number of buyers, each firm's profts often come at the expense ofother firms i the indus-
try: Each move by afirm provokes countermoves among competiors, esulting in a constantly
shifting competitive landscape populated by winners and losers. (Chapter 11 explores how suc-
cessful firms manage that shifting landscape by planning for the countermoves of heir ivals)

Firms' moves and countermaves can take many forms, including sales and promotions,
better quality or service, a wider variety of products, o lower prices. Not surprisingly. these
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StrategyTool

o
Evaluating Industry Attractiveness Using Porter’s Five Forces Model

Understanding the five forces and their effect on the ideas that we have already discussed in this chapter. In
landscape that a irm competes in is a cornerstone of practice, top management often implicitly understands.
successful strategic analysis. Figures 2.4 through 2.9 the dynamics of the five forces and might not personally
are general analytcal tools used by a number of Fortune  use the tools presented here to map out the strength of
500 firms to evaluate the intensity of the five forces in each force and its overall effect on industry profitabiliy.

an industry® These tools essentially help to quantifythe  However, a number of Fortune 500 firms use these tools
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in their strategic planning departments to provide rigor to
the strategic analyses and recommendations they present
to top management. Although the tools might appear
‘complicated, they distill the concepts from this chapter,
allowing a relatively simple, yet comprehensive and detailed
analysis of the five forces.

You can look for the data to complete these analysis tools.
in the sources listed in the appendix at the end of the book.
Many of the indicators in these analysis tools are objective
numbers that you can obtain from various data sources.
Others are more subjective; they require a logical argument
for the level—low, medium, or high~that you choose. Even
for more subjective indicators, however, data from various
Sources can take the guesswork out of doing a five-forces.
analyss.

For each item, put an X in the box that most accurately
reflects the data. For some boxes this is a range of data,
for instance, 60 to 70 percent combined market share in
the rivalry tool. I the correct number is anywhere within
the range, put an Xin the appropriate box. Cite your data

Saurce and/or explain your placement underneath each
item. Your answer for some rows of baxes will be an
average of more than ane item. For instance, in the rivalry
tool, the degree of industry standardization is the average
of the four items below it. Each column is assigned a
number, 1 through 6. To take the average. you add the value
for each column [which, for each item, is determined by
the set of numbers that most accurately reflects the data
you have gathered] and divide by the number of items

For instance, to know where to place the X for degree of
indusiry standardization in the rivalry tool. you will add

the values from the four items below it, determined by
which column they are located in, and divide by 4. To get
the value for the overall intensity of each force you wil add
the values from the boxes with Xs in them and divide by the
total possible for those rows. For rivalry, this means that
you add the column values for each of the six rows of boxes,
and then divide by 30. Round your answer to the nearest
whole number, and place an X in the appropriate box in the
“Overall Intensity of Rivalry” row.
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igure 2.4 ] StrategyTool - Evaluating the Intensity of Rivalry [mark an xin the appropriate box fr each factor)

1. Number and Relative Size of Comptitors. 1 2 3 . 5
« Top & competitors’ combined industry market share <i0% [ 40-50% | 50-60% [ 60-70% | >70%
Explanation/Sourceof Data:
2. Degree of Industry Product Standardization High Med Low
1ake the average of the bullet points below)
« Difference between competitors n price of similar products  <2%  26%  5-10%  10-15%  >15%
Explanation/Source of Data:
« What % of industry’s products are sold at discount? 00%  75%  S%  25% 0%
Explanation/Source of Data:
« Customers’ abilty to recognize brands from industry Low Med High
Explanation/Source of Data:
« Degree of switching Costs Low Med High
Explanation/Source of Data:
3. Industry Growth Rate
Explanation/Source of Data: 0% [ 13% | 35% | %
4 Unused Industry Production Capacity
« % of Industry wide production capacity currently in use
Explanation/Source of Data: <70% [ 70-80% | 80-90% [ 90-100% | >100%
5. Degree to which firms have high fixed costs or products have
igh storage costs or are perishable High Med. Low
Explanation/Source of Data:
6. Extent of Exit Barriers. High Med. Low
Explanation/Sourceof Data:
Overall Intensity of Rivalry
(take the average of the major factors, items numbered 1 through 61 Fiercely Neutral Vitdly
Competitive Competitive
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[NOKIAIFAILED, HOWEVER, TO LOOK MORE BROADLY AT WHAT THE CELL
PHONE MARKET WAS BECOMING AND WHO MIGHT BECOME ITS NEW
COMPETITORS IN THAT EMERGING MARKET. IT WASN'T PREPARED TO
COMPETE WITH THEM AND COULDN'T SUSTAIN ITS COMPETITIVE ADVANTAGE.

(N-Gage) that tapped into the entertainment and media
markets, and owned Symbian, the leading operating system
for the new generation of multifunctional 36 phones. In all,
Nokiajnad nine divisions producing products fo a variety of
industrie, each with separate profit and loss accountabilty!
As late as 2003, Nokiaiappeared to have a competitive
advantage in cell phanes i the same way that Microsoft had
an advantage in PC operating system software and Intelin
microprocessors.

By 2010, however. Nokia had taken a nose dive. Although
it still held a reasonable 32 percent of the worldwide

market share of cell phones, the company commanded
anly 2 percent o the emerging smartphone market in

North American. Nekia'sjprofts had plunged 68 percent,
from nearty €8 milion in 2007 to only €3.3 millon in 2009.
Moreover,the firm'’s stock also tumbled, faling 85 percent
from a high of $39.57 a share in October 2007 to §7.15.2
share in April 2014

What happened? To a large extent, Nakiawas caught off
quard by fundamental changes in the mobile phane indusiry
from 2003 to the present. Before the introduction of 36 [third
generation] smart phones, the cell phane manufacturing
industry had power over s suppliers, the makers of chips,
and other parts for cell phones. Software wasn' a big part
of the picture and most handset makers programmed their
own saftware. The firm that could make the most attractive
phone with the best hardware features at the lowest cost
outperformed others in the industry. For years, Nokia had
offered unique value to its customers by having the latest
and best hardware.

With the advent of 36 smart
phones, however, software became
the central diferentiator. Today, most
people buy a phone based onits
operating system and the applications
the operating system can run. Nokia]
did see the change coming and poured Research and
Development [R&D) dollars intoits own Symbian operating
system, focusing on building the resources and capabilities
necessary to compete in software. In 2003, 80 percent of all
36 phanes~—the first anes able to surf the Iternet—were
Sold by companies that had licensed Nokia's Symbian
operating system. In contrast, Microsoft, Nokia's major
competitor at the time, had great difficulty with the early
launch of Windows Mobile operating system for 36 smart
phones. Several of Microsots partners abandaned Windows.

Mobile for Nokia's Symbian system?
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Nokia failed, however, to look more broadly at what the  running the Android operating system. In addition, Nokia's

cell phone market was becoming and who might become  Low-end handsets were under pressure from new Asian
its new competitors in that emerging market. I wasn't manufacturers. Indeed, thousands of new low-cost Shanzhai
prepared to compete with them and couldn't sustain ts manuiacturers, small Chinese firms focused on creating
‘competitive advantage. With the introduction of Apple’s knockoff products, now make phones with names such as
iPhone and Google's Android operating system, Nokia’s| “Nekia.” The Shanzhai manufacturers floaded the markets
share of operating systems plummeted so far that the in China, India, the Middle East, and Afica, threatening to
‘company eventually teamed up with its old rival, Microsoft, erode Nokia's market share in the remaining markets where
to offer Windows Mobile 7 on Nokialphanes.* But this did  Nokiawas still dominant.*

lttle to stop the onslaught from Apple and Samsung, who Indeed, Nokia's position in cell phanes became so

Sold phones using Google's Android system. In the first stark that in 2013 it soldits entire cell phane business,
quarter of 2011, Nokia sold 108.5 million handsets for a the comerstane o s previous success, to Microsaft. Not

total of $9.4 billion. Apple. in contrast, sold only 184 million  only did Nakialhave to sell, but it did so at a shockingly low
iPhones but made $11.9 billion ¢ Nokia had clearly lost the  price of only 5.5 bllion euros, off from the highest market
market for high-end phones to Apple and other phones. capitalization of 110 billion euros during its glory days* @

As described in Chapter 1. strategy involves crafting a plan to create competitive
advantage—and superior profitability—in particular markets. This plan. however,is shaped
by the landscape in which the firm competes. A firmis external environment provides both
opportunities—ways of taking advantage of conditions in the environment to become more
profitable—and threats—conditions in the competitive environment that endanger the
profitability of the firm. Successful firms have a deep understanding of their environment.
and constantly scan the horizon to see opportunities and threats as they emerge*

One of the key threats a strategist must understand and cope with is competition.
Often, however, managers define competition too narrowly.as if it occurred only among
today’s direct competitors. Nokiajwas so focused on Microsoft as its key competitor in
the 3G operating system industry. and Motorola and Ericsson asits cell phone competi-
tors, that it failed to effectively prepare for Apple’s entry into the industry. Competition
for profits goes beyond established industry competitors to include four other forces that
shape industry attractiveness and profitability: customers. suppliers. potential entrants,
and substitute products. Together, all five forces define an industry’s structure and shape
the competitive interactions—and profitability—of companies within that industry.
Even though industries might appearto differ significantly.the principles that determine
the underlying drivers of profitability are often the same. The global cell phone industry.
for instance. appears to have nothing in common with the highly profitable soft drink
industry or the low-cost airline industry (.e. Southwest and JetBlue). But to understand
industry competition and profitabiliy in these and other industries we must analyze the
same five forces.

“This chapter will elp you to recognize the major threats and opportunities that make up
the competitive landscape. both the industry forces and general macroeconomic forces that
drive industry attractiveness—and profitability
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IN PRACTICE

How the U.S. Government Defines Industries

ne tool that helps to define indusiries is the NAICS
(North American Industry Classification System). a

series of codes generated by the U.S. government  These
cades (formerly referred to as SIC codes, for Standard
Industrial Classifcation] vary from two to seven digits
becoming more narrow with increasing numbers of digits.

Table 2.1 provides the NAICS codes for the cell phane
handset manufacturing and mabile operating system
industries. In Nokias earty years, it competed primarily in
category 334220, cell phanes. As cell phones became more
sophisticated, Nokiaralso began to compete in category
511210, operating systems.

NAICS codes can be useful not just for helping to define
an industry but also for determining who the primary

Table 2.1] NAICS Codes for Nokial
e

334220 Cellular Telephone Manufacturers,

competitors are, although in fast-changing industries, the
NAICS can sometimes lag behind changing technologies or
changing customer demands. As we've seen, Nokia failed
to seriously update its definition of its industry to include
all the companies competing under its new classification
code

The choice of industries is important because not all
industries are created equal. The profits of an average
firm in some industries are substantially higher than
prolfits of an average firm in other industries. Figure 2.1
Shows the return on equity for a variety of industries over
a ten-year period. As you can see, the industry in which a
firm competes has a direct bearing on the profits earned
by that firm.

HANDSET SOFTWARE BUSINESS

Code  Classification
51 Information

511 Publishing Industries

5112 Software Publishers

51121 Software Publishers

511210 Operating Systems Software Publishers
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[ Figure 2.1) Varying Attractiveness of U.S. Industries 2000-2010
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FIVE FORCES THAT SHAPE AVERAGE PROFITABILITY WITHIN INDUSTRIES

manufacturing and operating system industries. Within the cellular telephone manufactur-
ing industry, Nokiatargets multiple product markets by selling a range of handsets. from
high-end smart phones to inexpensive basic phones. The company also targets multiple
‘geographic markets, focusing mainly on Europe and developing cconomies in the Middle
East and Africa.

Be careful about assuming that it is obvious which industry a company competes in. For
example, it seems obvious that Barnes & Noble competes i the book retailing industry and
Microsoft competes n the computer software industry. However, it may be less obvious that
those arent their only industries. In addition to operating systems, Microsoft also makes the
X-Box gaming system, o it competes in the gaming console industry as wellas the PC oper-
ating system industry. Barnes & Noble sells an e-reader, the Nook that combines electronic
books with computer hardware. Amazon.com. Barnes & Nobles' main book retailing com-
petitor; not only sells books and the Kindle e-Reader, but also sells web services competing
with Microsoft and a wide range of products online as a discount retailer competing with
‘Walmart_Firms must choose which markets to compete n, with many large firms choosing
to compete in several at the same time.

If managers do not properly define and understand their industry. they may be vul-
nerable to unseen competitors. For example. Nokial defined itself primarily as a mobile
handset manufacturer. As a result, managers failed to see computer hardware companies
like Apple and web search companies like Google becoming potential competitors—or
potential partners. Their focus on preventing Microsoft from creatinga dominant position
in the mobile operating system industry caused them to overlook Apple. a company that
has consistently been the leader i innovative, user-friendly operating systems for a variety.
of platforms *

‘Truly understanding an industry often begins by taking a customer-oriented view:
Rather than identifying the industry based on the product or service they produce (such
as cell phone handsets). firms should think carefully about the job that products do for cus-
tomers. What need does a product fill? Understanding customer needs can be very helpful
in defining the boundaries of an industry.Iftwo firms have products that do the same job
for customers—they meet similar customer needs~—then those two firms can be considered
part of the same industry. For instance, companies that meet the need for communication
by manufacturing mobile handsets. as opposed to mobile ham radios (long-range walkie
talkies). compete in the same industry." In the case of cell phones, changing customer
needs broadened the boundaries of the industry, from primarily hardware manufacturing to
include mobile operating systems and applications that allowed phones to do far more jobs
for customers than just place a phone call. This led to new competitors for Nokiasincluding
‘Apple and Googl.
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| FIVE FORCES THAT SHAPE AVERAGE PROFITABILITY
WITHIN INDUSTRIES ivlry Cormpetiin among firms
vitinan indusiry.Tpicaly this
Michael Porter. a well-known strategy professor at Harvard, identified five forces that  inobes frms puling pressure cn
shape the profit-making potential of the average firm in an industry. As shown in Fig- :;’;:;: ;:fw‘:i‘ ::"" oers
e 22, those fve forces ar: (1) vy, (2) buyer power, (3) supplier power, (4) threatof S Poerialbratemsinsto
new entrants, and (5) threat of substitute products. The strength of each of these five forces
(known as Porter's Five Forces™) varies widely from industry to industry. For instance, in "::::_ﬂ:‘ :Isf::‘::m R
the semiconductor industry the theeat of substitutes is almost nonexistent, while i the e e oo o pereens o
carbonated softdrink industry it s a significant threat. A careful analysis of the five orces ymrbar prct
is 2 powerful way for firms to discover the threats and opportunities in their environ-
ments. We provide a tool at the end of this chapter to help you conduct a careful analysis
of an industry’ five forces.
There are three basic steps involved in using the five orces analysis took:
+Step 1 Idetiy the speciic actrs levant to cach o e e major fores We PPN Vol ki
describe the factors that contribute to cach of the five forces i the next five sections  anvyonraent o become more
of this chapter prfatle

threats Condiions i the.
competite envronment that
endanger the profitabily of 2 frm.




