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Introduction

When Competitive Srategy wasfirst published eighteen yearsago, |
hoped that it would have an impact. There were reasons to hope, be-
cause the book rested on abody of research that had stood the test of
peer review, and the draft chapters had survived the scrutiny of my
MBA and executive students.

The reception of the book and the role it has played in launch-
ing anew field, however, exceeded my most optimistic expectations.
Most business school students around the world are exposed to the
ideas in the book, invariably in core courses on policy or strategy,
but often in specialized elective courses on competitive strategy and
also in fields such as economics, marketing, technology manage-
ment, and information systems. Practitioners in both large and small
companies have internalized the ideas, as | learn from numerous
thoughtful letters, personal conversations, and now E-mails. Most
strategic consultants use the ideas in the book, and entire firms have
emerged to assist companies in employing them. Budding financial
analysts must read the book prior to certification.

Competitive strategy, and its core disciplines of industry analy-
sis, competitor analysis, and strategic positioning, are now an ac-
cepted part of management practice. That a large number of
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thoughtful practitioners have embraced the book as a powerful tool
has fulfilled a career-long desire to influence what happens in the
real world.

Competitive strategy has also become an academic field in its
own right. Now rich with its own competing ideas, this field is
prominent among management researchers. It has also become a
thriving area of inquiry among economists. The extent and vitality
of the body of literature that traces in some way from the book,
whether pro or con, is enormously gratifying. The number of out-
standing scholars who are working in this field—some of whom |
have had the privilege of teaching, mentoring, and writing with—
has fulfilled my central aspiration of influencing the path of knowl-
edge.

The re-issue of Competitive Strategy has led me to ponder the
reasons for the book's impact. They are clearer to me now with the
passage of time. Competition has always been central to the agenda
of companies, but it certainly did not hurt that the book came at a
time when companies all over the world were struggling to cope
with growing competition. Indeed, competition has become one of
the enduring themesof our time. Therising intensity of competition
has continued until thisday, and spread to more and more countries.
Translations of the book in mainland China (1997) or into Czech,
Slovak, Hungarian, Polish, or Ukrainian would have been unthink-
able in 1980.

The book filled a void in management thinking. After severa
decades of development, the role of general managers versus spe-
cialists was becoming better defined. Strategic planning had become
widely accepted as the important task of charting along-term direc-
tionfor an enterprise. Early thinkersin thefield such as Kenneth An-
drews and C. Roland Christensen had raised some important
questions in developing a strategy, as | note in Competitive Strat-
egy's original introduction. Yet there were no systematic, rigorous
tools for answering these questions— assessing a company's indus-
try, understanding competitors, and choosing a competitive position.
Some newly founded strategy consulting firms had moved to fill this
void, but the ideas they put forward, such as the experience curve,
rested on asingle presumed basisof competition and a singletype of
strategy.

Competitive Strategy offered a rich framework for understand-
ing the underlying forces of competition in industries, captured in
the "five forces." The framework reveals the important differences
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among industries, how industries evolve, and helps companies find
a unique position. Competitive Srategy provided tools for capturing
the richness and heterogeneity of industries and companies while
providing adisciplined structurefor examining them. The book also
brought structure to the concept of competitive advantage through
defining it in termsof cost and differentiation, and linking it directly
to profitability. Managers looking for concrete ways to tackle strate-
gic planning's difficult questions quickly embraced the book, which
rang true to practitioners.

The book also signaled anew direction and provided an impetus
for economic thinking. The economic theory of competition at the
time was highly stylized. Economistsfocused mainly on industries;
companies were presumed equal or differing primarily in sizeor in
unexplained differences in efficiency. The prevailing view of indus-
try structure encompassed seller concentration and a few sources of
barriersto entry. Managers were all but absent in economic models,
with virtualy no latitude to affect competitive outcomes. Econo-
mists were concerned mainly with the societal and public policy
consequences of alternative industry structuresand patterns of com-
petition. The aim was to push "excess" profits down. Few econo-
mists had ever even considered the question of what the nature of
competition implied for company behavior, or how to push profits
up. Moreover, economists also lacked the tools to model competi-
tion among small numbers of firms whose behavior affected each
other. Competitive Strategy identified a range of phenomena that
economists, armed with new game-theoretic techniques, have begun
to explore mathematically for the first time.

My training and assgnments—first an MBA, then an econ-
omics PhD, then the unique Harvard Business School challenge of
using the case method to teach practitioners—reveaed the gap be-
tween actual competition and the stylized models. They also created
asense of urgency to develop tools that would inform actual choices
in real markets. With rich industry and company knowledge from
many case studies, | was able to offer a more sophisticated view of
industry competition and bring some structure to the question of
how a firm could outperform its rivals. Industry structure involved
fiveforces, not two. Competitive positions could be thought of in
termsof cost, differentiation, and scope. In my theory, managers had
important latitude to influence industry structure and to position the
company relative to others.

Market signaling, switching costs, barriers to exit, cost versus
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differentiation, and broad versus focused strategies were just some
of the new concepts explored in the book that proved to befertile av-
enues for research, including the use of game theory. My approach
helped open up new territory for economists to explore, and offered
economists in business schools a way of moving beyond the teach-
ing of standard economic concepts and models. Competitive Strat-
egy has not only been widely used in teaching but has motivated and
served asastarting point in other efforts to bring economic thinking
to bear on practice.'

What has changed since the book was published?In some ways,
everything has changed. New technologies, new management tools,
new growth industries, and new government policies have appeared
and reappeared. But in another sense, nothing has changed. The
book provides an underlying framework for examining competition
that transcends industries, particular technologies, or management
approaches. It applies to high-tech, low-tech, and service industries.
The advent of the Internet can alter barriers to entry, reshape buyer
power, or drive new patternsof substitution, for example, yet the un-
derlying forces of industry competition stay the same. Industry
changes maketheideasin the book even moreimportant, because of
the need to rethink industry structure and boundaries. While 1990s
companies may look very different than 1980s companies or 1970s
companies, superior profitability within an industry still restson rel-
ative cost and differentiation. One may believe that faster cycle time
or total quality hold the key to competing, but the acid test comesin
how these practices affect industry rivalry, acompany's relative cost
position, or its ability to differentiate itself and command a price
premium.

Theideasin the book have endured for the very reason that they
addressed the underlying fundamentals of competition in a way that
isindependent of the specifics of the ways companies go about com-
peting. A number of other books on competition have come and
gone because they were really about special cases, or were grounded
not in the principles of competitive strategy but in particular com-
petitive practices. That is not to say that Competitive Strategy is the
last word on the subject. Quite the contrary, and there is much im-

! Notable examples include S. Oster, Modem Competitive Analysis, Second Edition, Ox-
ford University Press, 1994; A. Dixit and B. Nalebuff, Thinking Strategically: The Com-
petitive Edge in Business, Politics, and Everyday Life, W. W. Norton & Company, New
York, 1991; and D. Besanko, D. Dranove; and M. Shanley, The Economics of Strategy,
Northwestern University, 1996.
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portant thinking that has advanced knowledge, and more will follow.
Competitive Strategy remains, however, an enduring foundation and
grounding point for thinking about industry competition and posi-
tioning within industries to which other ideas can be added and in-
tegrated.

What would | modify or change? This isa challenging question
for any author to answer objectively. Competitive Strategy could
clearly be enriched in the form of new examples, in both old and
new industries. The concepts are just as powerful in services as in
products, and more service examples could be added. The frame-
works have been applied in virtually all significant countries, and an
internationalization of the examples would be very much in order.
While the industries, companies, and countries change, however, the
power of the concepts isenduring.

Onthelevel of ideas, | can honestly say that there is nothing yet
that | am persuaded to retract. This does not mean that we have not
pushed learning further. Various parts of the framework have been
tested, challenged, deepened, and importantly extended by others,
mostly academics. It isasource of pride, and some discomfort, that
Competitive Strategy has so often been afoil for other authors. It is
impossible here to do justice to this literature, which offers much
new insight. The supplier side has been fleshed out, for example, as
has our understanding of the theoretical underpinningsof barriers to
entry. Also, while firms inevitably have a bargaining relationship
with suppliers and buyers, firms can enhance total value to be di-
vided by working cooperatively with buyers, suppliers, and producers
of complementary products. This was developed in my later book
Competitive Advantage, and in subsequent literature.’ Finally, em-
pirical work has verified many of Competitive Strategy's propositions.

Competitive Strategy has certainly stirred its share of contro-
versy. Some of it involves misunderstandings, and suggests areas
where the presentation could be clearer. For example, some have
criticized the book for implying a static framework in aworld that is
rapidly changing. Nothing static was ever intended. Each part of the
framework — industry analysis, competitor analysis, competitive po-
sitioning — stresses conditions that are subject to change. Indeed, the
frameworks reveal the dimensions of change that will be the most
significant. Much of the book is about how to understand and deal

2 The most important single contribution isA. Brandenburger and B. Nalebuff. Co-apetition,
Currency/Doubleday, New Y ork, 1996.
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with change: e.g., industry evolution (Chapter 8); emerging indus-
tries (Chapter 10); dealing with industry maturity (Chapter 11); de-
clining industries (Chapter 12); and globalization (Chapter 13).
Companies can never stop learning about their industry, their rivals,
or ways to improve or modify their competitive position.

Another misunderstanding revolves around the need to choose
between low cost and differentiation. My position is that being the
lowest cost producer and being truly differentiated and commanding
aprice premium are rarely compatible. Successful strategies require
choice or they can be easily imitated. Becoming " stuck in the mid-
de* —the phrase | introduced —isa recipe for disaster. Sometimes
companies such as Microsoft get so far ahead that they seem to
avoid the need for strategic choices, but this becomes their ultimate
vulnerability.

This never meant companies could ignore cost in the pursuit of
differentiation, or ignoredifferentiation in the pursuit of lowest cost.
Nor should companies forgo improvementsin one dimension that in-
volve no sacrifice in the other. Finally, alowest-cost or differentiated
position, whether broad or focused, involves constant improvement.
A strategic position isapath, not afixed location. | have recently in-
troduced the distinction between operational effectiveness and
strategic position that helps to clarify some of this confusion.?

Other controversies raised by the book, however, reflect real dif-
ferences of opinion. A school of thought has emerged which argues
that industries are not important to strategy, because industry struc-
ture and boundaries are said to change so rapidly or because prof-
itability is seen as dominated by individua firm position. | have
always argued that both industry and position areimportant, and that
ignoring either one exposes a firmto peril. Industry differences in
average profitability are large and enduring. Recent statistical evi-
dence confirms the importance of industry in explaining both firm
profitability and stock market performance, and finds that industry
differencesare remarkably stable evenin the 1990s.* It also suggests
that industry attributes are important in explaining the dispersion of

¥ M. E. Porter, "What is Strategy?," Harvard Business Review, November-December 1996.
4 In assessing the statistical evidence, it isimportant also to note that the relative contribu-
tion of industry in explaining profitability is biased downward by overly broad SIC code
industry definitions, overly broad line of business definitionsin financial reporting, and
the fact that partitioning of variance techniquesartificially diminishes the measured con-
tribution of industry. See A. McGahan and M.E. Porter, "What Do We Know About Vari-
ance in Accounting Profitability?,” Harvard Business School manuscript, August 1997.
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profitability within industries.’ It is hard to concoct a logic in which
the nature of the arena in which firms compete would not be impor-
tant to performance outcomes.

Industry structure, embodied in the five competitiveforces, pro-
vides a way to think about how value is created and divided among
existing and potential industry participants. It highlightsthefact that
competition is more than just rivalry with existing competitors.
While there can be ambiguity about where to draw industry bound-
aries, one of the five forces always captures the essential issues in
the division of value. Some have argued for the addition of a sixth
force, most often government or technology. | remain convinced that
the roles of government or technology cannot be understood in iso-
lation, but through the five forces.

Another school of thought asserts that factor market (input) con-
ditions take primacy over industry competition in determining com-
pany performance. Again, there is no empirical evidence to weigh
against the considerable evidence about the role of industry, and
supplier conditions are part of industry structure. While resources,
capabilities, or other attributesrelated to input markets have a place
in understanding the dynamics of competition, attempting to dis-
connect them from industry competition and the unique positions
that firms occupy vis-a-vis rivals is fraught with danger. The value
of resources and capabilities is inextricably bound with strategy.
No matter how much we learn about what goes on inside firms,
then, understanding industries and competitors will continue to be
essential to guide what firms should aim to do.

Finally, in recent years there have been some who argue that
firms should not choose competitive positions at al but concentrate
on, variously, staying flexible, incorporating new ideas, or building
up critical resources or core competencies that are portrayed as in-
dependent of competitive position.

| respectfully disagree. Staying flexible in strategic terms ren-
ders competitive advantage almost unobtainable. Jumping from

3 See also A. McGahan and M.E. Porter, "How Much Does Industry Matter, Really?,"
Strategic Management Journal, July 1997, pp. 15-30; A. McGahan and M.E. Porter," The
Persistence of Shocks to Profitability,” Harvard Business School working paper, January
1997; A. McGahan and M.E. Porter, " The Emergence and Sustainability of Abnormal
Profits," Harvard Business School working paper, May 1997; A. McGahan, "The Influ-
ence of Competitive Positioning on Corporate Performance," Harvard Business School
working paper, May 1997; and J.W. Rivkin, " Reconcilable Differences: The Relationship
Between Industry Conditions and Firm Effects,” unpublished working paper, Harvard
Business School, 1997.
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strategy to strategy makes it impossible to be good at implementing
any of them. Continuous incorporation of new ideasisimportant to
maintaining operational effectiveness. But thisissurely not at al in-
consistent with having a consistent strategic position.

Concentrating only on resources/competencies and ignoring
competitive position runs the risk of becoming inward looking. Re-
sources or competencies are most valuable for a particular position
or way of competing, not in and of themselves. While the re-
source/competency perspective can be useful, it does not diminish
thecrucial need in a particular businessto understand industry struc-
ture and competitive position. Again, the need to connect competi-
tive ends (a company's position in the marketplace) and means
(what elements allow it to attain that position) is not just crucial but
essential.

Competitive Strategy was written at a different time, and
spawned not only extensions but competing perspectives. Yet in a
curious way, appreciation of the importance of strategy is growing
today. Preoccupation with issuesinternal to companies over the last
decade had limits that are becoming apparent, and there isa renewed
awareness of the importance of strategy. With greater perspective
and less youthful enthusiasm, | hope we can now see, more clearly
than ever, the place of competitive strategy in the broader palette of
management, and develop a renewed appreciation for an integrated
view of competition.

Michael E. Porter
Brookline, Massachusetts
January 1998



Preface

This book, which marks an important place in an intellectual jour-
ney that | have been on for much of my professional life, grows out
of my research and teaching in industrial organization economics
and in competitive strategy. Competitive strategy is an area of pri-
mary concern to managers, depending critically on a subtle under-
standing of industries and competitors. Y et the strategy field has of-
fered few analytical techniques for gaining this understanding, and
those that have emerged lack breadth and comprehensiveness. Con-
versely, since economists have long studied industry structure, but
mostly from a public policy perspective, economic research has not
addressed itself to the concernsof business managers.
Asoneteaching and writing in both business strategy and indus-
trial economics, my work at the Harvard Business School over the
past decade has sought to help bridge this gap. The genesis of this
book wasin my research on industrial economics, which began with
my doctoral dissertation and has continued since. The book became
afact as | prepared material to usein the Business Policy course at
the school in 1975 and as | developed a course called Industry and
Competitive Analysis and taught it to MBA and executive students
over the last severa years. | not only drew on statistically based
scholarly researchin the traditional sense but also on studies of hun-
dreds of industries that have been the result of preparation of teach-
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ing materials, my own research, supervision of dozens of industry
studies by teams of MBA students, and my work with U.S. and in-
ternational companies.

Thisbook iswritten for practitioners who need to develop strat-
egy for a particular business and for scholars trying to understand
competition better. It is also directed at others who want to under-
stand their industry and competitors. Competitive analysis isimpor-
tant not only in the formulation of business strategy but also in cor-
porate finance, marketing, security analysis, and many other areas
of business. | hopethat the book will offer valuableinsight to practi-
tionersin many different functionsand at many organizational levels.

It isalso hoped that the book will contribute to the development
of sound public policy toward competition. Competitive Strategy ex-
amines the way in which a firm can compete more effectively to
strengthen its market position. Any such strategy must occur in the
context of rulesof thegame for socially desirablecompetitive behav-
ior, established by ethical standards and through public policy. The
rules of the game cannot achieve their intended effect unlessthey an-
ticipate correctly how businesses respond strategically to competitive
threatsand opportunities.

| have had considerable help and support in making this book a
reality. The Harvard Business School lent a unique setting in which
to do thisresearch, and Deans Lawrence Fouraker and John McAr-
thur have provided useful comments, institutional support, and,
most importantly, encouragement right from the beginning. The Di-
vision of Research at the School extended much of the financial sup-
port for the study, in addition to support from the General Electric
Foundation. Richard Rosenbloom, as Director of the Division of
Research, has been not only a patient investor but also a valued
sourceof commentary and advice.

Thestudy would not have been possible without the efforts of a
highly talented and dedicated group of research associates who have
worked with me over the last five years in conducting industry re-
search and preparing case material. Jessie Bourneuf, Steven J. Roth,
Margaret Lawrence, and Neal Bhadkamkar — all MBA'’s from Har-
vard— have each spent at least one year working with me full time
on thestudy.

| have also benefited very much from research by a number of
my doctoral students in the area of competitive strategy. Kathryn
Harrigan's work on declining industries was a major contribution to
Chapter 12. Work by Joseph D’Cruz, Nitin M ehta, Peter Patch, and
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George Yip has also enriched my appreciation of important topics
covered in the book.

My colleagues at Harvard and associates in outside firms have
played a central role in developing the book. Research that | co-
authored with Richard Caves, a valued friend and colleague, made
an important intellectual contribution to the book; he hasalso com-
mented perceptively on the entire manuscript. Members of the Busi-
ness Policy faculty at Harvard, particularly Malcolm Salter and Jo-
seph Bower, helped me to sharpen my thinking and offered valued
support. Catherine Hayden, Vice President of Strategic Planning
Associates, Inc. has been a continued source of ideas, besides com-
menting on the entire manuscript. Joint research and innumerable
discussions with Michael Spence increased my understanding of
strategy. Richard Meyer has taught my coursein Industry and Com-
petitive Anaysis with me, and stimulated my thinking in many
areas. Mark Fuller was of assistance through his work with me on
case development and industry studies. Thomas Hout, Eileen Rud-
den, and Eric Vogt—all of the Boston Consulting Group—contrib-
uted to Chapter 13. Others who have offered encouragement and
useful comments on the manuscript in its various stagesinclude Pro-
fessors John Lintner, C. Roland Christensen, Kenneth Andrews,
Robert Buzzell, and Norman Berg; as well as John Nils Hanson
(Gould Corporation), John Forbus (McKinsey and Company), and
my editor Robert Wallace.

| also owe a great debt to Emily Feudo and particularly Sheila
Barry, both of whom managed the production of the manuscript and
added to my peace of mind and productivity as | worked on this
study. Finally, 1 would like to thank my students in Industry and
Competitive Analysis, Business Policy, and Field Studiesin Industry
Analysiscoursesfor their patience in serving as the guinea pigs while
trying out the concepts in this book, but more importantly for their
enthusiasm in working with the ideas and helping me clarify my
thinking in innumerableways.
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Every firm competing in an industry has a competitive strategy,
whether explicit or implicit. This strategy may have been developed
explicitly through a planning process or it may have evolved implicit-
ly through the activities of the various functional departments of the
firm. Left to its own devices, each functional department will in-
evitably pursue approaches dictated by its professional orientation
and theincentives of thosein charge. However, the sum of these de-
partmental approaches rarely equals the best strategy.

The emphasis being placed on strategic planning today in firms
in the United States and abroad reflects the proposition that there
aresignificant benefits to gain through an explicit process of formu-
lating strategy, to insure that at least the policies (if not the actions)
of functional departments are coordinated and directed at some
common set of goals. Increased attention to formal strategic plan-
ning has highlighted questions that have long been of concern to
managers: What is driving competition in my industry or in in-
dustries | am thinking of entering? What actions are competitors
likely to take, and what is the best way to respond? How will my in-
dustry evolve? How can thefirm be best positioned to competein the
long run?

XXi
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Y et most of theemphasisin formal strategic planning processes
has been on asking these questions in an organized and disciplined
way rather than on answering them. Those techniquesthat have been
advanced for answering the questions, often by consulting firms,
either address the diversified company rather than the industry per-
spective or consider only one aspect of industry structure, like the
behavior of costs, that cannot hope to capture the richness and com-
plexity of industry competition.

This book presents a comprehensive framework of analytical
techniques to help a firm analyze its industry as a whole and predict
theindustry's future evolution, to understand its competitorsand its
own position, and to translate this analysisinto a competitive strate-
gy for a particular business. The book is organized into three parts.
Part | presents a general framework for analyzing the structure of an
industry and its competitors. The underpinning of this framework is
the analysis of the five competitive forces acting on an industry and
their strategic implications. Part | builds on this framework to pre-
sent techniques for the analysis of competitors, buyers, and sup-
pliers, techniques for reading market signals; game theoretic con-
cepts for making and responding to competitive moves; an approach
to mapping strategic groups in an industry and explaining differ-
encesin their performance; and a framework for predicting industry
evolution.

Part II shows how the analytical framework described in Part |
can be used to develop competitive strategy in particular important
types of industry environments. These differing environments reflect
fundamental differences in industry concentration, state of maturi-
ty, and exposure to international competition. These differing envi-
ronments are crucial in determining the strategic context in which a
business competes, the strategic alternatives available, and the com-
mon strategic errors. Part II examines fragmented industries, emerg-
ing industries, the transition to industry maturity, declining indus-
tries, and global industries.

Part III of the book completes the analytical framework by
systematically examining the important types of strategic decisions
that confront firmsin competing in a single industry: vertical inte-
gration, major capacity expansion, and entry into new businesses.
(Divestment is considered in detail in Chapter 12 in Part I1.) The
analysisof each strategic decision draws on application of the gener-
al analytical tools of Part | aswell as on other economic theory and
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on administrative considerations in managing and motivating an or-
ganhization. Part III is designed not only to help a company make
these key decisions but also to give it insight into how its competi-
tors, customers, suppliers, and potential entrants might make them.

To analyze competitive strategy for a particular business, the
reader can draw on the book in a number of ways. First, the general
analytical tools of Part | can be utilized. Second, the chapter or
chapters from Part II that bear on the key dimensions of the firm's
industry can be used to provide some more specific guidance for
strategy formulation in the business's particular environment. Final-
ly, if the businessisconsidering a particular decision, the reader can
refer to the appropriate chapter in Part II1. Even if a particular deci-
sion is not imminent, Part III will usually be helpful in reviewing de-
cisons that have already been made and in examining the past and
present decisions of competitors.

Whereas the reader can dip into a particular chapter, a great
deal is gained by having a working understanding of the entire
framework as a starting point for attacking a particular strategic
problem. The parts of the book are meant to enrich and reinforce
each other. Sections seemingly not important to thefirm's own posi-
tion may well be crucial in looking at competitors, and the broad in-
dustry circumstances or the strategic decision currently on the table
may change. Reading the full book may appear formidable, but the
effort will berewarded in terms of the speed and clarity with whicha
strategic situation can then be assessed and a competitive strategy
devel oped.

It will soon be apparent from reading the book that a compre-
hensive analysis of an industry and its competitors requires a great
deal of data, some of it subtle and difficult to obtain. The book aims
to provide the reader with a framework for deciding what data is
particularly crucial, and how it can be analyzed. Reflecting the prac-
tical problems of doing such an analysis, however, Appendix B pro-
vides an organized approach to actually conducting an industry
study, including sources of field and published data as well as guid-
ancein field interviewing.

Thisbook iswritten for practitioners, that is, managers seeking
to improve the performance of their businesses, advisors to manag-
ers, teachers of management, security analysts or other observers
trying to understand and forecast business successor failure, or gov-
ernment officials seeking to understand competition in order to for-
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mulate public policy. The book isdrawn from my research in indus-
trial economicsand business strategy and my teaching experiencein
the MBA and executive programs at the Harvard Business School. It
draws upon detailed studies of hundreds of industries with all varie-
ties of structures and at widely differing states of maturity. The
book is not written from the viewpoint of the scholar or in the style
of my more academically oriented work, but it is hoped that scholars
will nevertheless beinterested in the conceptual approach, the exten-
sionsto the theory of industrial organization, and the many case ex-
amples.

Review: TheClassic Approach to
Formulation of Strategy

Essentially, developing a competitive strategy is developing a broad
formula for how a business is going to compete, what its goals
should be, and what policieswill be needed to carry out those goals.
To serve as a common starting point for the reader before plunging
into theanalytical framework of this book, this section will review a
classic approach to strategy formulation' that has become a stan-
dard inthefield. FiguresI-1 and I-2 illustrate thisapproach.

Figure I-1 illustrates that competitive strategy is a combination
of theends(goals) for which the firm isstriving and the means (poli-
cies) by which it is seeking to get there. Different firms have differ-
ent words for some of the concepts illustrated. For example, some
firms use terms like "*mission’* or "*objective' instead of **goals,"
and somefirms use'"tactics'" instead of ** operating'* or ** functional
policies."" Yet the essential notion of strategy is captured in the dis-
tinction between ends and means.

Figure 1-1, which can be called the "*Wheel of Competitive
Strategy,”" is a device for articulating the key aspects of a firm's
competitivestrategy on asingle page. In the hub of the whedl arethe

'This section draws heavily on work by Andrews, Christensen, and others in the
Policy group at the Harvard Business School. For a more complete articulation of
the concept of strategy see Andrews (1971); and more recently Christensen, An-
drew~and Bower (1977). Theseclassic accounts al so discuss the reasons why expli-
cit strategy isimportant in a company, as well as the relationship between strategy
formulation and the broader role and functions of general management. Planning
strategy isfar from the only thing that general management does or should do.
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FIGUREI-1. The Wheel of Competitive Strategy

firm's goals, which areits broad definition of how it wants to com-
pete and its specific economic and noneconomic objectives. The
spokes of the wheel are the key operating policies with which the
firm is seeking to achieve these goals. Under each heading on the
wheel a succinct statement of the key operating policiesin that func-
tional areashould be derived from the company's activities. Depend-
ing on the nature of the business, management can be more or less
specific in articulating these key operating policies; once they are
specified, the concept of strategy can be used to guide the overall be-
havior of the firm. Like a wheel, the spokes (policies) must radiate
from and reflect the hub (goals), and the spokes must be connected
with each other or the whedl will not roll.

Figurel-2 illustrates that at the broadest level formulating com-
petitive strategy involves the consideration of four key factors that
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determine thelimits of what a company can successfully accomplish.
The company's strengths and weaknessesareits profile of assets and
skills relative to competitors, including financial resources, techno-
logical posture, brand identification, and so on. The personal values
of an organization are the motivations and needs of the key execu-
tives and other personnel who must implement the chosen strategy.
Strengths and weaknesses combined with values determine the inter-
nal (to the company) limits to the competitive strategy a company
can successfully adopt.

The external limits are determined by its industry and broader
environment. Industry opportunities and threats define the competi-
tive environment, with its attendant risks and potential rewards. So-
cietal expectations reflect the impact on the company of such things
as government policy, socia concerns, evolving mores, and many
others. These four factors must be considered before a business can
develop a redlistic and implementable set of goalsand policies.

The appropriateness of a competitive strategy can be deter-
mined by testing the proposed goals and policiesfor consistency, as
shown in FigureI-3.
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FIGUREI-3 Tests of Consistency:

Internal Congstency
Arethe goals mutually achievable?
Do the key operating policies address the goal s?
Do the key operating policies reinforce each other?

Environmental Fit
Do thegoals and policies exploit industry opportunities?

Do thegoals and policies deal with industry threats (including the risk of com-
petitive response) to the degree possible with available resources?

Does the timing of the goals and policies reflect the ability of the environment
to absorb the actions?

Arethegoals and policies responsiveto broader societal concerns?

Resource Fit

Do the goals and policies match the resources availableto the company relative
to competitors?

Does the timing of the goals and policies reflect the organization's ability to
change?

Communicationand Implementation
Arethegoals well understood by the key implementers?

Is there enough congruence between the goals and policies and the values of the
key implementers toinsurecommitment?

Isthere sufficient managerial capability to alow for effectiveimplementation?
aThese questions area modified version of thosedeveloped in Andrews (1971).

These broad considerations in an effective competitive strategy
can be translated into a generalized approach to the formulation of
strategy. The outline of questions in Figure I-4 gives such an ap-
proach to developing the optimal competitive strategy.

FIGUREI-4 Process for Formulating a Competitive Strategy

A. What isthe Busness Doing Now?

1. ldentification
What istheimplicit or explicit current strategy?

2. Implied Assumptions*
What assumptions about the company's relative position, strengths and
weaknesses, competitors, and industry trends must be made for the cur-
rent strategy to make sense?
'Given the premisethat managershonestly try to optimizethe performance of their businesses,

thecurrent strategy being followed by a businessmust r eflect assumptionsmanagement ismak-
ing about its industry and the business's relative position in the industry. Under standing and
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B. What isHappening in the Environment?

1. Industry Analysis
What are the key factors for competitive success and the important in-
dustry opportunitiesand threats?

2. Competitor Analysis
What are the capabilities and limitations of existing and potential com-
petitors, and their probable future moves?

3. Societal Analysis
What important governmental, social, and political factors will present
opportunities or threats?

4. Strengthsand Weaknesses
Given an analysis of industry and competitors, what are the company's
strengths and weaknesses relative to present andfuture competitors?

C. What Should the Business be Doing?

1. Testsof Assumptionsand Strategy
How do the assumptions embodied in the current strategy compare with
the analysis in B above? How does the strategy meet the tests in Fig-
urel-3?

2. Strategic Alternatives
What are the feasible strategic alternatives given the analysis above? (Is
thecurrent strategy oneof these?)

3. Strategic Choice
Which alternative best relates the company's situation to external oppor-
tunitiesand threats?

Although the process shown in Figure 1-4 may be intuitively
clear, answering these questions involves a great deal of penetrating
analysis. It is answering these questions that is the purpose of this
book.

addressing these implied assumptions can be crucial to giving strategic advice. Usually a great
deal of convincing data and support must be mustered to change these assumptions, and thisis
wheremuch if not most attention needsto be focused. The sheer logic of the strategic choiceis
not enough; it will not be convincing if it ignores management's assumptions.
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General Analytical
Techniques

Part | lays the analytical foundation for the development of com-
petitive strategy, built on the analysis of industry structure and
competitors. Chapter 1 introduces the concept of structural
analysis as a framework for understanding the five fundamental
forces of competition in an industry. This framework is the start-
ing point from which much of the subsequent discussion in the
book begins. The structural analysis framework is used in Chap-
ter 2 to identify at the broadest level the three generic competi-
tive strategies that can be viable in the long run.

Chapters 3, 4, and 5 deal with the other key part of the for-
mulation of competitive strategy: competitor analysis. In Chap-
ter 3 a framework for analyzing competitors is presented. which
aids in diagnosing probable moves by competitors and their abil-
ity to react. Chapter 3 gives detailed questions that can help the
analyst to assess a particular competitor. Chapter 4 shows how
company behavior gives off a variety of types of market signals
that can be used to enrich competitor analysis and as a basis for
taking strategic actions. Chapter 5 sets forth a primer for mak-
ing, influencing, and reacting to competitive moves. Chapter 6

1
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elaborates on the concept of structural analysis for developing
strategies toward buyers and suppliers.

The final two chapters of Part | bring industry and compet-
itor analysis together. Chapter 7 shows how to analyze the na-
ture of competition within an industry, employing the concept of
strategic groups and the principle of mobility barriers that are
deterrents to shifts in strategic position. Chapter 8 concludes
the discussion of general analytical techniques by examining
ways of predicting the process of industry evolution and some of
the implications of that evolution for competitive strategy.



‘I

The Structural Analysis
of Industries

The essence of formulating competitive strategy is relating a com-
pany to its environment. Although the relevant environment is very
broad, encompassing social as well as economic forces, the key as-
pect of the firm's environment is the industry or industriesin which
it competes. Industry structure has a strong influence in determining
the competitive rules of the game aswell as the strategies potentially
available to the firm. Forces outside the industry are significant pri-
marily in arelative sense; since outside forces usually affect all firms
in the industry, the key isfound in the differing abilities of firmsto
deal with them.

The intensity of competition in an industry is neither a matter
of coincidence nor bad luck. Rather, competition in an industry is
rooted in its underlying economic structure and goes well beyond the
behavior of current competitors. The state of competition in an in-
dustry depends on five basic competitive forces, which are shown in
Figure 1-1. The collective strength of these forces determines the ul-
timate profit potential in theindustry, where profit potential is mea-
sured in terms of long run return on invested capital. Not all in-
dustries have the same potential. They differ fundamentally in their
ultimate profit potential as the collective strength of the forces dif-

3
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fers; the forces range from intensein industries like tires, paper, and
steel —whereno firm earns spectacular returns—to relatively mild in
industries like oil-field equipment and services, cosmetics, and toi-
letries— wherehigh returns are quite common.

This chapter will be concerned with identifying the key struc-
tural features of industries that determine the strength of the compe-
titive forces and hence industry profitability. The goal of competi-
tive strategy for a business unit in an industry isto find a position in
the industry where the company can best defend itself against these
competitive forces or can influence them in its favor. Since the col-
lective strength of the forces may well be painfully apparent to all
competitors, the key for developing strategy is to delve below the
surface and analyze the sources of each. Knowledge of these under-
lying sources of competitive pressure highlights the critical strengths
and weaknesses of the company, animates its positioning in its in-
dustry, clarifies the areas where strategic changes may yield the
greatest payoff, and highlights the areas where industry trends
promise to hold the greatest significance as either opportunities or
threats. Understanding these sources will also prove to be useful in
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considering areas for diversification, though the primary focus here
ison strategy in individual industries. Structural analysisis the fun-
damental underpinning for formulating competitive strategy and a
key building block for most of the conceptsin this book.

To avoid needless repetition, the term ** product™ rather than
"product or service™ will be used to refer to the output of an in-
dustry, even though the principles of structural analysis developed
here apply equally to product and service businesses. Structural
analysis also applies to diagnosing industry competition in any coun-
try or in an international market, though some of the institutional
circumstances may differ.!

Structural Deter minantsof the Intengity
of Competition

Let us adopt the working definition of an industry as the group
of firms producing products that are close substitutes for each other.
In practice there is often a great deal of controversy over the appro-
priate definition, centering around how close substitutability needs
to beintermsof product, process, or geographic market boundaries.
Because we will bein a better position to treat these issues once the
basic concept of structural analysis has been introduced, we will as-
sumeinitially that industry boundaries have already been drawn.

Competition in an industry continually works to drive down the
rate of return on invested capital toward the competitive floor rate
of return, or the return that would be earned by the economist's
" perfectly competitive' industry. This competitive floor, or " free
market"" return, is approximated by the yield on long-term govern-
ment securities adjusted upward by the risk of capital loss. Investors
will not tolerate returns below this rate in the long run because of
their alternative of investing in other industries, and firms habitually
earning less than this return will eventually go out of business. The
presence of rates of return higher than the adjusted free market re-
turn serves to stimulate the inflow of capital into an industry either
through new entry or through additional investment by existing com-
petitors. The strength of the competitive forces in an industry deter-

'Chapter 13 discusses some of the particular implications of competing in global
industries.
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mines the degree to which this inflow of investment occurs and
drives the return to the free market level, and thus the ability of
firms to sustain above-average returns.

The five competitive forces—entry, threat of substitution, bar-
gaining power of buyers, bargaining power of suppliers, and rivalry
among current competitors—rreflect the fact that competition in an
industry goes well beyond the established players. Customers, sup-
pliers, substitutes, and potential entrants are all ** competitors' to
firmsin the industry and may be more or less prominent depending
on the particular circumstances. Competition in this broader sense
might be termed extendedrival ry.

All five competitive forces jointly determine the intensity of in-
dustry competition and profitability, and the strongest force or
forces are governing and become crucia from the point of view of
strategy formulation. For example, even a company with a very
strong market position in an industry where potential entrantsare no
threat will earn low returns if it faces a superior, lower-cost substi-
tute. Even with no substitutes and blocked entry, intense rivalry
among existing competitors will limit potential returns. The extreme
case of competitive intensity is the economist's perfectly competitive
industry, where entry is free, existing firms have no bargaining
power against suppliers and customers, and rivalry is unbridled be-
cause the numerous firmsand products areall alike.

Different forces take on prominence, of course, in shaping com-
petition in each industry. In the ocean-going tanker industry the key
force is probably the buyers (the major oil companies), whereas in
tires it is powerful original equipment (OEM) buyers coupled with
tough competitors. In the steel industry the key forces are foreign
competitors and substitute materials.

The underlying structure of an industry, reflected in the
strength of the forces, should be distinguished from the many short-
run factors that can affect competition and profitability in a tran-
sient way. For example, fluctuations in economic conditionsover the
business cycleinfluence the short-run profitability of nearly all firms
in many industries, as can material shortages, strikes, spurts in de-
mand, and the like. Although such factors may have tactical signifi-
cance, the focus of the analysis of industry structure, or ** structural
analysis,"" is on identifying the basic, underlying characteristics of
an industry rooted in its economics and technology that shape the
arenain which competitive strategy must be set. Firmswill each have
unique strengths and weaknesses in dealing with industry structure,
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and industry structure can and does shift gradually over time. Yet
understanding industry structure must be the starting point for
strategicanalysis.

A number of important economic and technical characteristics
of an industry are critical to the strength of each competitive force.
These will bediscussed in turn.

THREAT OF ENTRY

New entrants to an industry bring new capacity, the desire to
gain market share, and often substantial resources. Prices can be bid
down or incumbents' costs inflated as a result, reducing profitabili-
ty. Companies diversifying through acquisition into the industry
from other markets often use their resources to cause a shake-up, as
Philip Morris did with Miller beer. Thus acquisition into an industry
with intent to build market position should probably be viewed as
entry even though no entirely new entity iscreated.

The threat of entry into an industry depends on the barriers to
entry that are present, coupled with the reaction from existing com-
petitors that the entrant can expect. If barriers are high and/or the
newcomer can expect sharp retaliation from entrenched competitors,
thethreat of entry islow.

BARRIERS TO ENTRY

There aresix major sources of barriersto entry:

Economies of Scale. Economies of scale refer to declines in
unit costs of a product (or operation or function that goesinto pro-
ducing a product) as the absolute volume per period increases. Econ-
omies of scale deter entry by forcing the entrant to come in at large
scale and risk strong reaction from existing firms or come in at a
small scale and accept a cost disadvantage, both undesirable op-
tions. Scale economies can be present in nearly every function of a
business, including manufacturing, purchasing, research and devel-
opment, marketing, service network, salesforce utilization, and dis-
tribution. For example, scale economies in production, research,
marketing, and service are probably the key barriersto entry in the
mainframe computer industry, as Xerox and General Electric sadly
discovered.
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Scale economies may relate to an entire functional area, as in
the case of a sales force, or they may stem from particular opera-
tions or activities that are part of a functional area. For example, in
the manufacture of television sets, economies of scale are large in
color tube production, and they arelesssignificant in cabinetmaking
and set assembly. It is important to examine each component of
costs separately for its particular relationship between unit cost and
scale.

Units of multibusiness firms may be able to reap economies
similar to those of scaleif they are able to share operations orfunc-
tions subject to economies of scale with other businessesin the com-
pany. For example, the multibusiness company may manufacture
small electric motors, which are then used in producing industrial
fans, hairdryers, and cooling systems for electronic equipment. If
economies of scale in motor manufacturing extend beyond the num-
ber of motors needed in any one market, the multibusiness firm di-
versified in this way will reap economies in motor manufacturing
that exceed thoseavailable if it only manufactured motors for usein,
say, hairdryers. Thus related diversification around common opera-
tions or functions can remove volume constraints imposed by the
size of a given industry.? The prospective entrant is forced to be di-
versified or facea cost disadvantage. Potentially shareable activities
or functions subject to economies of scale can include sales forces,
distribution systems, purchasing, and so on.

The benefits of sharing are particularly potent if there arejoint
costs. Joint costs occur when a firm producing product A (or an
operation or function that is part of producing A) must inherently
have the capacity to produce product B. An exampleisair passenger
services and air cargo, where because of technological constraints
only so much spacein theaircraft can befilled with passengers, |eav-
ing available cargo space and payload capacity. Many of the costs
must be borne to put the plane into the air and there is capacity for
freight regardless of the quantity of passengers the planeiscarrying.
Thus the firm that competes in both passenger and freight may have
asubstantial advantage over the firm competing in only one market.

'For this entry barrier to.be significant it is crucial that the shared operation or

function be subject to economies of scale which extend beyond the size of any one
market. If thisisnot thecase, cost savings of sharing can beillusory. A company
may see its costs decline as overhead is spread, but this depends solely on the
presence of excess capacity in the operation or function. These economies are
short-run economies, and once capacity isfully utilized and expanded the truecost
of theshared operation will become apparent.
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This same sort of effect occurs in businesses that involve manufac-
turing processes involving by-products. The entrant who cannot cap-
ture the highest available incremental revenue from the by-products
can face a disadvantageif incumbent firmsdo.

A common situation of joint costs occurs when business units
can share intangible assets such as brand names and know-how. The
cost of creating an intangible asset need only be borne once; the asset
may then befreely applied to other business, subject only to any costs
of adapting or modifying it. Thus situations in which intangible as-
sets are shared can lead to substantial economies.

A type of economies of scaleentry barrier occurswhen thereare
economies to vertical integration, that is, operating in successive
stages of production or distribution. Here the entrant must enter in-
tegrated or face a cost disadvantage, as well as possible foreclosure
of inputs or marketsfor its product f most established competitors
are integrated. Foreclosure in such situations stems from the fact
that most customers purchase from in-house units, or most suppliers
""sel'* their inputs in-house. The independent firm faces a difficult
time in getting comparable prices and may become ** squeezed™" if in-
tegrated competitors offer different terms to it than to their captive
units. The requirement to enter integrated may heighten the risks of
retaliation and al so elevate other entry barriersdiscussed below.

Product Differentiation. Product differentiation means that
established firms have brand identification and customer loyalties,
which stem from past advertising, customer service, product differ-
ences, or simply being first into theindustry. Differentiation creates
a barrier to entry by forcing entrants to spend heavily to overcome
existing customer loyalties. This effort usualy involves start-up
losses and often takes an extended period of time. Such investments
in building a brand name are particularly risky since they have no
salvagevalueif entry fails.

Product differentiation is perhaps the most important entry
barrier in baby care products, over-the-counter drugs, cosmetics, in-
vestment banking, and public accounting. In the brewing industry,
product differentiation iscoupled with economies of scalein produc-
tion, marketing, and distribution to create high barriers.

Capital Requirements. The need to invest large financial re-
sourcesin order to compete creates a barrier to entry, praticularly if
the capital is required for risky or unrecoverable up-front advertis-
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ing or research and development (R&D). Capital may be necessary
not only for production facilities but also for things like customer
credit, inventories, or covering start-up losses. Xerox created a ma-
jor capital barrier to entry in copiers, for example, when it chose to
rent copiers rather than sell them outright which greatly increased
the need for working capital. Whereas today's major corporations
have the financial resources to enter aimost any industry, the huge
capital requirements in fields like computers and mineral extraction
limit the pool of likely entrants. Even if capital is available on the
capital markets, entry represents a risky use of that capital which
should be reflected in risk premiums charged the prospective en-
trant; these constitute advantages for going firms.*

Switching Costs. A barrier to entry is created by the presence
of switching costs, that is, one-time costs facing the buyer of switch-
ing from one supplier's product to another's. Switching costs may
include employee retraining costs, cost of new ancillary equipment,
cost and timein testing or qualifying a new source, need for techni-
cal help asa result of reliance on seller engineering aid, product rede-
sign, or even psychic costs of severing a relationship.® If these
switching costs are high, then new entrants must offer a major im-
provement in cost or performance in order for the buyer to switch
from an incumbent. For example, in intravenous (1V) solutions and
kits for use in hospitals, procedures for attaching solutions to pa-
tients differ among competitive products and the hardware for hang-
ing the IV bottles are not compatible. Here switching encounters
great resistance from nurses responsible for administering the treat-
ment and requires new investmentsin hardware.

Access to Distribution Channels. A barrier to entry can be
created by the new entrant's need to securedistribution for its prod-
uct. To the extent that logical distribution channels for the product
have already been served by established firms, the new firm must
persuade the channels to accept its product through price breaks,
cooperative advertising allowances, and the like, which reduce prof-
its. The manufacturer of a new food product, for example, must per-

'In some industries suppliers are willing to help finance entry in order to increase
their own sales (oil tankers, logging equipment). This obviously lowers effective
capital barrierstoentry.

'Switching costs may also be present for the seller. Switching costs and some of
their implicationswill be discussed morefully in Chapter 6.
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suade the retailer to give it space on the fiercely competitive super-
market shelf via promises of promotions, intense selling efforts to
theretailer, or some other means.

The morelimited the wholesale or retail channels for a product
are and the more existing competitors have these tied up, obviously
the tougher entry into theindustry will be. Existing competitors may
have ties with channels based on long relationships, high-quality
service, or even exclusive relationshipsin which the channel is solely
identified with a particular manufacturer. Sometimes this barrier to
entry isso high that to surmount it a new firm must create an entirely
new distribution channel, as Timex did in the watch industry.

Cost Disadvantages Independent of Scale. Established firms
may have cost advantages not replicable by potential entrants no
matter what their size and attained economies of scale. The most
critical advantages are factorssuch as the following:

* Proprietary product technology: product know-how or de-
sign characteristics that are kept proprietary through patents
O Secrecy.

* Favorable access to raw materials: established firms may
have locked up the most favorable sources and/or tied up
foreseeable needs early at prices reflecting a lower demand
for them than currently exists. For example, Frasch sulphur
firms like Texas Gulf Sulphur gained control of some very
favorable large salt dome sulphur deposits many years ago,
before mineral rightholders were aware of their valueasa re-
sult of the Frasch mining technology. Discoverers of sulphur
deposits were often disappointed oil companies who were ex-
ploring for oil and not proneto value them highly.

e Favorable locations: established firms may have cornered
favorablelocations before market forces bid up prices to cap-
turetheir full value.

® Government subsidies: preferential government subsidies
may give established firms lasting advantages in some bus-
Inesses.

® Learning or experience curve: in some businesses, there is an
observed tendency for unit costs to decline as the firm gains
more cumulative experience in producing a product. Costs
decline because workers improve their methods and become
more efficient (the classic learning curve), layout improves,
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specialized equipment and processes are developed, better
performance is coaxed from equipment, product design
changes make manufacturing easier, techniques for measure-
ment and control of operations improve, and so on. Experi-
enceis just a name for certain kinds of technological change
and may apply not only to production but also to distribu-
tion, logistics, and other functions. As is the case with scale
economies, cost declines with experience relate not to the en-
tirefirm but arise from theindividual operations or functions
that make up the firm. Experience can lower costsin market-
ing, distribution, and other areas as well asin production or
operations within production, and each component of costs
must be examined for the effects of experience.

Cost declines with experience seem to be the most significant in
businesses involving a high labor content performing intricate tasks
and/or complex assembly operations (aircraft manufacture, ship-
building). They are nearly always the most significant in the early
and growth phase of a product's development, and later reach di-
minishing proportional improvements. Often economies of scale are
cited among the reasons that costs decline with experience. Econo-
mies of scale are dependent on volume per period, and not on cumu-
lative volume, and are very different analytically from experience,
although the two often occur together and can be hard to separate.
The dangers of lumping scale and experience together will be dis-
cussed further.

If costs decline with experiencein an industry, and if the experi-
ence can be kept proprietary by established firms, then this effect
leads to an entry barrier. Newly started firms, with no experience,
will have inherently higher costs than established firms and must
bear heavy start-up losses from below- or near-cost pricing in order
togain the experience to achieve cost parity with established firms (if
they ever can). Established firms, particularly the market share
leader who is accumulating experience the fastest, will have higher
cash flow because of their lower costs to invest in new equipment
and techniques. However, it isimportant to recognize that pursuing
experience curve cost declines (and scale economies) may require
substantial up-front capital investment for equipment and startup
losses. If costs continue to decline with volume even as cumulative
volume gets very large, new entrants may never catch up. A number
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of firms, notably Texas Instruments, Black and Decker, Emerson
Electric, and others have built successful strategies based on the ex-
perience curve through aggressive investments to build cumulative
volume early in the development of industries, often by pricing in
anticipation of future cost declines.

The decline in cost from experience can be augmented if there
are diversified firms in the industry who share operations or func-
tions subject to such a decline with other units in the company, or
where there are related activities in the company from which incom-
plete though useful experience can be obtained. When an activity
like the fabrication of raw material is shared by several business
units, experience obviously accumulates faster than it would if the
activity were used solely to meet the needs in one industry. Or when
the corporate entity has related activities within the firm, sister units
can receive the benefits of their experience at little or no cost since
much experience is an intangible asset. This sort of shared learning
accentuates the entry barrier provided by the experiencecurve, pro-
vided the other conditionsfor itssignificance are met.

Experienceissuch awidely used concept in strategy formulation
that itsstrategic implications will bediscussed further.

Government Policy. Thelast major source of entry barriersis
government policy. Government can limit or even foreclose entry in-
to industries with such controls as licensing requirements and limits
on access to raw materials (like coal lands or mountains on which to
build ski areas). Regulated industries like trucking, railroads, liquor
retailing, and freight forwarding are obvious examples. More subtle
government restrictions on entry can stem from controls such asair
and water pollution standards and product safety and efficacy reg-
ulations. For example, pollution control requirements can increase
the capital needed for entry and the required technological sophisti-
cation and even the optimal scale of facilities. Standards for product
testing, common in industries like food and other health-related
products, can impose substantial lead times, which not only raise the
capital cost of entry but also give established firms ample notice of
impending entry and sometimes full knowledge of the new com-
petitor's product with which to formulate retaliatory strategies.
Government policy in such areas certainly has direct social benefits,
but it often has secondary consequences for entry which are un-
recognized.
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ExPECTED RETALIATION

The potential entrant's expectations about the reaction of exist-
ing competitors also will influence the threat of entry. If existing
competitors are expected to respond forcefully to make theentrant's
stay in the industry an unpleasant one, then entry may well be de-
terred. Conditions that signal the strong likelihood of retaliation to
entry and hence deter it arethefollowing:

¢ ahistory of vigorous retaliation to entrants;

e established firms with substantial resources to fight back, in-
cluding excess cash and unused borrowing capacity, adequate
excess productive capacity to meet all likely future needs, or
great leverage with distribution channels or customers;

¢ established firms with great commitment to the industry and
highly illiquid assets employed in it;

e dow industry growth, which limits the ability of the industry
to absorb a new firm without depressing the sales and finan-
cial performance of established firms.

THE ENTRY DETERRING PRICE

The condition of entry in an industry can be summarized in an
important hypothetical concept called the entry deterring price: the
prevailing structureof prices (and related termssuch as product qual -
ity and service) which just balances the potential rewards from entry
(forecast by the potential entrant) with the expected costs of over-
coming structural entry barriers and risking retaliation. If the cur-
rent price level is higher than the entry deterring price, entrants will
forecast above-average profits from entry, and entry will occur. Of
course the entry deterring price depends on entrants' expectations of
the futureand not just current conditions.

Thethreat of entry into an industry can be eliminated if incum-
bent firms choose or are forced by competition to price below this
hypothetical entry deterring price. If they price above It, gains in
terms of profitability may be short-lived because they will be dis-
sipated by the cost of fighting or coexisting with new entrants.

PROPERTIES OF ENTRY BARRIERS

There are several additional propertiesof entry barriersthat are
crucial from a strategic standpoint. First, entry barriers can and do
change as the conditions previously described change. The expira-
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tion of Polaroid's basic patents on instant photography, for in-
stance, greatly reduced its absolute cost entry barrier built by propri-
etary technology. It is not surprising that Kodak plunged into the
market. Product differentiation in the magazine printing industry
has all but disappeared, reducing barriers. Conversely, in the auto
industry, economies of scaleincreased with post-World War II auto-
mation and vertical integration, virtually stopping successful new
entry.

Second, although entry barriers sometimes change for reasons
largely outside the firm's control, the firm's strategic decisions also
can have a major impact. For example, the actions of many U. S.
wine producers in the 1960s to step up introductions of new prod-
ucts, raise advertising levels, and undertake national distribution
surely increased entry barriers by raising economies of scalein the
industry and making access to distribution channels more difficult.
Similarly, decisions by members of the recreational vehicleindustry
to vertically integrate into parts manufacturein order to lower costs
have greatly increased the economies of scale there and raised the
capital cost barriers.

Finally, some firms may possess resources or skills which allow
them to overcome entry barrier into an industry more cheaply than
most other firms. For example, Gillette, with well-developed distri-
bution channels for razors and blades, faced lower costsof entry in-
to disposable lighters than did many other firms. Theability to share
costs also provides opportunities for low-cost entry. (In Chapter 16
we will explore the implications of factors like these for entry strat-
egy in somedetail).

ExPERIENCE AND ScALE ASENTRY BARRIERS

Although they often coincide, economies of scale and experi-
ence have very different properties asentry barriers. The presence of
economies of scale always leads to a cost advantage for the large-
scale firm (or firm that can share activities) over small-scale firms,
presupposing that the former have the most efficient facilities, distri-
bution systems, service organizations, or other functional activities
for their size.® This cost advantage can be matched only by attaining
comparable scale or appropriate diversification to allow cost shar-
ing. The large-scale or diversified firm can spread the fixed costs
of operating these efficient facilities over a large number of units,

'And presupposing that the large-scale firm does not nullify its advantage through
product lineproliferation.
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whereas thesmaller firm, evenif it has technologically efficient facil-
ities, will not fully utilize them.

Some limits to economies of scale as an entry barrier, from the
strategic standpoint of incumbents, are asfollows:

¢ Large-scale and hence lower costs may involve trade-offs
with other potentially valuable barriers to entry such as prod-
uct differentiation (scale may work against product image or
responsive service, for example) or the ability to develop pro-
prietary technology rapidly.

¢ Technological change may penalize the large-scale firm if fa-
cilities designed to reap scale economies are also more spe-
cialized and lessflexiblein adapting to new technologies.

e Commitment to achieving scale economies by using existing
technology may cloud the perception of new technological
possibilities or of other new ways of competing that are less
dependent on scale.

Experience is a more ethereal entry barrier than scale, because
the mere presence of an experience curve does not insure an entry
barrier. Another crucial prerequisiteis that the experience be propri-
etary, and not available to competitors and potential entrants
through (1) copying, (2) hiring a competitor's employees, or (3) pur-
chasing the latest machinery from equipment suppliers or purchas-
ing know-how from consultants or other firms. Frequently, expe-
rience cannot be kept proprietary; even when it can, experience may
accumulate more rapidly for the second and third firms in the mar-
ket than it did for the pioneer because followers can observe some
aspects of the pioneer's operations. Where experience cannot be kept
proprietary, new entrants may actually have an advantage if they
can buy the latest equipment or adapt to new methods unencum-
bered by having operated the old way in the past.

Other limits to the experience curve as an entry barrier are as
follows:

¢ Thebarrier can be nullified by product or processinnovations
leading to a substantially new technology and thereby creat-
ing an entirely new experience curve.® New entrants can leap-
frog the industry leaders and alight on the new experience
curve, to which theleaders may be poorly positioned to jump.

‘For an example of this development drawn from the history of the automobile
industry, see Abernathy and Wayne (1974), p. 109.
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* Pursuit of low cost through experience may involve trade-
offswith other valuable barriers, such as product differentia-
tion through image or technological progressiveness. For
example, Hewlett-Packard has erected substantial barriers
based on technological progressiveness in industries in which
other firms are following strategies based on experience and
scale, likecalculators and minicomputers.

¢ |f more than one strong company is building its strategy on
the experience curve, the consequences for one or more of
them can be nearly fatal. By thetimeonly onerival isleft pur-
suing such a strategy, industry growth may have stopped and
the prospects of capturing the experience curve benefits long
since evaporated.

e Aggressive pursuit of cost declines through experience may
draw attention away from market developments in other
areas or may cloud perception of new technologies that nul-
lify past experience.

INTENSITY OF RIVALRY AMONG EXISTING COMPETITORS

Rivalry among existing competitors takes the familiar form of
jockeying for position—using tactics like price competition, adver-
tising battles, product introductions, and increased customer service
or warranties. Rivalry occurs because one or more competitors
either feels the pressure or sees the opportunity to improve position.
In most industries, competitive moves by one firm have noticeable
effects on its competitors and thus may inciteretaliation or effortsto
counter the move; that is, firms are mutually dependent. This pat-
tern of action and reaction may or may not leave the initiating firm
and the industry as a whole better off. If moves and countermoves
escalate, then all firms in the industry may suffer and be worse off
than before.

Some forms of competition, notably price competition, are
highly unstable and quite likely to leave the entireindustry worse off
from the standpoint of profitability. Price cutsare quickly and easily
matched by rivals, and once matched they lower revenues for all
firmsunless industry price elasticity of demand is high enough. Ad-
vertising battles, on the other hand, may well expand demand or en-
hance the level of product differentiation in theindustry for the ben-
efit of all firms.
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Rivalry in some industries is characterized by such phrases as
"warlike,"" ""bitter,"" or "*cutthroat,"" whereas in other industries it
istermed " polite’ or " gentlemanly." Intenserivalry isthe result of
anumber of interacting structural factors.

Numerous or Equally Balanced Competitors. When firms are
numerous, the likelihood of mavericksis great and some firms may
habitually believe they can make moves without being noticed. Even
wheretherearerelatively few firms, if they are relatively balanced in
terms of size and perceived resources, it creates instability because
they may be prone to fight each other and have the resources for sus-
tained and vigorous retaliation. When the industry is highly concen-
trated or dominated by one or a few firms, on the other hand, then
there is little mistaking relative strength, and the leader or leaders
can imposedisciplineas wdl as play a coordinativerolein the indus-
try through deviceslike price leadership.

In many industries foreign competitors, either exporting into
the industry or participating directly through foreign investment,
play an important role in industry competition. Foreign competi-
tors, although having some differences that will be noted later,
should be treated just like national competitors for purposes of
structural analysis.

Slow Industry Growth. Slow industry growth turns competi-
tion into a market share game for firms seeking expansion. Market
share competition isagreat deal morevolatile than isthesituation in
which rapid industry growth insures that firms can improve results
just by keeping up with the industry, and where all their financial
and managerial resources may be consumed by expanding with the
industry.

High Fixed or Storage Costs. High fixed costs create strong
pressures for all firms to fill capacity which often lead to rapidly es-
calating price cutting when excess capacity is present. Many basic
materialslike paper and aluminum suffer from this problem, for ex-
ample. Thesignificant characteristic of costsisfixed costsrelative to
value added, and not fixed costs as a proportion of total costs. Firms
purchasing a high proportion of costs in outside inputs (low value
added) may feel enormous pressures to fill capacity to break even,
despite thefact that the absolute proportion of fixed costsislow.

A situation related to high fixed costs is one in which the prod-
uct, once produced, is very difficult or costly to store. Here firms
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will also be vulnerable to temptations to shade pricesin order to in-
sure sales. This sort of pressure keeps profits low in industries like
lobster fishing and the manufacture of certain hazardous chemicals
and some service businesses.

Lack of Differentiation or Switching Costs. Where the prod-
uct or service is perceived as a commodity or near commodity,
choice by the buyer islargely based on price and service, and pres-
suresfor intense price and service competition result. These forms of
competition are particularly volatile, as has been discussed. Product
differentiation, on the other hand, creates layers of insulation
against competitive warfare because buyers have preferences and
loyalites to particular sellers. Switching costs, described earlier, have
the same effect.

Capacity Augmented in Large Increments. Where economies
of scale dictate that capacity must be added in large increments, ca-
pacity additions can be chronically disruptive to the industry sup-
ply/demand balance, particularly where there isa risk of bunching
capacity additions. Theindustry may face recurring periods of over-
capacity and price cutting, like those that afflict the manufacture of
chlorine, vinyl chloride, and ammonium fertilizer. The conditions
leading to chronic overcapacity arediscussed in Chapter 15.

Diverse Competitors. Competitors diverse in strategies, ori-
gins, personalities, and relationships to their parent companies have
differing goals and differing strategies for how to compete and may
continually run head on into each other in the process. They may
have a hard time reading each other's intentions accurately and
agreeing on a set of ""rules of the game™ for the industry. Strategic
choicesright for one competitor will bewrong for others.

Foreign competitors often add a great deal of diversity to indus-
tries because of their differing circumstances and often differing
goals. Owner-operatorsof small manufacturing or servicefirms may
as well, because they may be satisfied with a subnormal rate of re-
turn on their invested capital to maintain the independence of self-
ownership, whereas such returns are unacceptable and may appear
irrational to a large publicly held competitor. In such an industry,
the posture of thesmall firms may limit the profitability of thelarger
concern. Similarly, firmsviewinga market asan outlet for excessca-
pacity (e.g., in the case of dumping) will adopt policies contrary to
those of firms viewing the market asa primary one. Finally, differ-
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ences in the relationship of competing business unitsto their corpo-
rate parentsisan important source of diversity in an industry aswell.
For example, a business unit that is part of a vertical chain of busi-
Nesses in its corporate organization may well adopt different and
perhaps contradictory goals than a free-standing firm competing in
the same industry. Or a business unit that isa"* cash cow’’ inits par-
ent company's portfolio of businesses will behave differently than
one that is being developed for long-run growth in view of alack of
other opportunities in the parent. (Some techniques for identifying
diversity in competitorswill be developed in Chapter 3.)

High Strategic Stakes. Rivary in an industry becomes even
more volatileif a number of firms have high stakes in achieving suc-
cess there. For example, a diversified firm may place great impor-
tance on achieving successin a particular industry in order to further
its overall corporate strategy. Or aforeign firm like Bosch, Sony, or
Philips may perceivea strong need to establish a solid position in the
U. S. market in order to build global prestige or technological credi-
bility. In such situations, the goals of these firms may not only be
diverse but even more destabilizing because they are expansionary
and involve potential willingness to sacrifice profitability. (Some
techniques for assessing strategic stakes will be developed in Chap-
ter 3.)

High Exit Barriers. Exit barriers are economic, strategic, and
emotional factors that keep companies competing in businesseseven
though they may be earning low or even negative returns on invest-
ment. The major sources’ of exit barriers are thefollowing:

e Specialized assets: assets highly specialized to the particular
business or location have low liquidation values or high costs
of transfer or conversion.

* Fixed costs of exit: these include labor agreements, resettle-
ment costs, maintaining capabilities for spare parts, and so
on.

e Strategic interrelationships: interrelationships between the
business unit and others in the company in terms of image,
marketing ability, access to financial markets, shared facil-
ities, and so on. They cause the firm to attach high strategic
importance to being in the business.

For a fuller treatment see Chapter 12, which also illustrates how diagnosing exit
barriersiscrucial in developing strategiesfor declining industries.
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* Emotional barriers: management's unwillingness to makeeco-
nomically justified exit decisions is caused by identification
with the particular business, loyalty to employees, fear for
one's own career, pride, and other reasons.

e Government and social restrictions: theseinvolve government
denial or discouragement of exit out of concern for job loss
and regiona economic effects; they are particularly common
outside the United States.

When exit barriers are high, excess capacity does not leave the
industry, and companies that |ose the competitive battle do not give
up. Rather, they grimly hang on and, because of their weakness,
have to resort to extreme tactics. The profitability of the entire in-
dustry can be persistently low asa result.

SHIFTING RIVALRY

The factors that determine the intensity of competitive rivalry
can and dochange. A very common exampleisthechangeinindustry
growth brought about by industry maturity. As an industry matures
its growth rate declines, resulting in intensified rivalry, declining
profits, and (often) a shake-out. In the booming recreational vehicle
industry of the early 1970s nearly every producer did well, but slow
growth since then has eliminated the high returns, except for the
strongest competitors, not to mention forcing many of the weaker
companies out. The same story has been played out in industry after
industry: snowmobiles, aerosol packaging, and sportsequipment are
just afew examples.

Another common change in rivalry occurs when an acquisition
introduces a very different personality to an industry, as has been
the case with Philip Morris' acquisition of Miller Beer and Procter
and Gamble's acquisition of Charmin Paper Company. Also, tech-
nological innovation can boost the level of fixed costsin the produc-
tion process and raise the volatility of rivalry, as it did in the shift
from batch to continuous-line photofinishing in the 1960s.

Although a company must live with many of the factors that
determine the intensity of industry rivalry — becausethey are built in-
toindustry economics—itmay have somelatitudeinimproving mat-
ters through strategic shifts. For example, it may try to raise buyers
switching costs by providing engineering assistance to customers to
design its product into their operations or to make them dependent
for technical advice. Or thefirm can try to raise product differentia-
tion through new kinds of services, marketing innovations, or prod-
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uct changes. Focusing selling efforts on the fastest growing segments
of the industry or on market areas with the lowest fixed costs can
reduce the impact of industry rivalry. Also, if it is feasible a com-
pany can try to avoid confronting competitorswith high exit barriers
and can thus sidestep involvement in bitter price cutting, or it can
lower its own exit barriers. (Competitive moves will be explored in
detail in Chapter 5.)

Exit BARRIERS AND ENTRY BARRIERS

Although exit barriers and entry barriers are conceptually dif-
ferent, their joint level is an important aspect of the analysis of an
industry. Often exit and entry barriers are related. Substantial econ-
omies of scale in production, for example, are usually associated
with specialized assets, asis the presence of proprietary technology.

Taking the smplified case in which exit and entry barriers can
beeither high or low:

Exit Barriers
Low High
Low Low, stable Low, risky
returns returns
Entry Barriers
. High, stable High, risky
ngh returns returns

FIGURE1-2. Barriersand Profitability

The best case from the viewpoint of industry profitsis onein which
entry barriers are high but exit barriers are low. Here entry will be
deterred, and unsuccessful competitorswill leave theindustry. When
both entry and exit barriers are high, profit potential is high but is
usually accompanied by more risk. Although entry is deterred, un-
successful firmswill stay and fight in theindustry.

Thecase of low entry and exit barriersis merely unexciting, but
theworst caseisonein which entry barriers arelow and exit barriers
are high. Here entry is easy and will be attracted by upturns in eco-
nomic conditions or other temporary windfalls. However, capacity
will not leave the industry when results deteriorate. As a result
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capacity stacks up in the industry and profitability is usually chron-
ically poor. An industry might be in this unfortunate position, for
example, if suppliers or lenders will readily finance entry, but once
in, thefirm facessubstantial fixed financing costs.

PRESSURE FROM SUBSTITUTE PRODUCTS

All firmsin an industry are competing, in a broad sense, with
industries producing substitute products. Substitutes limit the poten-
tial returns of an industry by placing a ceiling on the prices firmsin
the industry can profitably charge.® The more attractive the price-
performance alternative offered by substitutes, the firmer thelid on
industry profits.

Sugar producers confronted with the large-scale commercializa-
tion of high fructose corn syrup, a sugar substitute, are learning this
lesson today, as have the producers of acetylene and rayon who
faced extreme competition from alternative, lower-cost materialsfor
many of their respective applications. Substitutes not only limit
profitsin normal times, but they also reduce the bonanza an industry
can reap in boom times. In 1978 the producers of fiberglass insula-
tion enjoyed unprecedented demand as a result of high energy costs
and severe winter weather. But the industry's ability to raise prices
was tempered by the plethora of insulation substitutes, including cel-
lulose, rock wool, and styrofoam. These substitutesare bound to be-
come an ever stronger limit on profitability once the current round
of plant additions has boosted capacity enough to meet demand (and
then some).

Identifying substitute products is a matter of searching for
other products that can perform the same function as the product of
theindustry. Sometimes doing so can bea subtle task, and one which
leads the analyst into businesses seemingly far removed from the in-
dustry. securities brokers, for example, are being increasingly con-
fronted with such substitutes as real estate, insurance, money market
funds, and other ways for the individual to invest capital, accen-
tuated in importance by the poor performance of the equity markets.

Position vis-a-vis substitute products may well be a matter of
collective industry actions. For example, although advertising by
onefirm may not beenough to bolster theindustry's position against

*The impact of substitutes can be summarized as theindustry's overall elasticity of
demand.
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a substitute, heavy and sustained advertising by all industry partici-
pants may well improve the industry's collective position. Similar
arguments apply to collective response in areas like product quality
improvement, marketing efforts, providing greater product avail-
ability, and so on.

Substitute products that deserve the most attention are those
that (1) are subject to trends improving their price-performance
tradeoff with the industry's product, or (2) are produced by indus-
tries earning high profits. In the latter case, substitutes often come
rapidly into play if some development increases competition in their
industries and causes price reduction or performance improvement.
Analysis of such trends can be important in deciding whether to try
to head off a substitute strategically or to plan strategy with it as
inevitably a key force. In the security guard industry, for example,
electronic alarm systems represent a potent substitute. Moreover,
they can only become more important since labor-intensive guard
services face inevitable cost escalation, whereas electronic systems
are highly likely to improve in performance and decline in costs.
Here, theappropriateresponse of security guard firmsis probably to
offer packages of guards and electronic systems, based on a redefini-
tion of the security guard as a skilled operator, rather than to try to
outcompete el ectronic systems across the board.

BARGAINING POWER OF BUYERS

Buyers compete with the industry by forcing down prices, bar-
gaining for higher quality or more services, and playing competitors
against each other —all at the expense of industry profitability. The
power of each of the industry's important buyer groups depends on
a number of characteristics of its market situation and on the rel-
ative importance of its purchases from the industry compared with
its overall business. A buyer group is powerful if the following cir-
cumstances hold true:

It is concentrated or purchases large volumes relative to seller
sales. If alarge portion of salesis purchased by a given buyer this
raises the importance of the buyer's business in results. Large-
volume buyers are particularly potent forces if heavy fixed costs
characterize the industry —as they do in corn refining and bulk
chemicals, for example— and raise the stakes to keep capacity filled.
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The products it purchases from the industry represent a signifi-
cant fraction of the buyer's costs or purchases. Here buyers are
prone to expend the resources necessary to shop for afavorable price
and purchase selectively. When the product sold by the industry in
guestion isasmall fraction of buyers costs, buyers are usually much
less price sensitive.

The products it purchases from the industry are standard or
undifferentiated. Buyers, sure that they can aways find alternative
suppliers, may play one company against another, as they do in
aluminum extrusion.

It faces few switching costs. Switching costs, defined earlier,
lock the buyer to particular sellers. Conversely, the buyer's power is
enhanced if the seller faces switching costs.

It earnslowprofits. Low profits create great incentives to lower
purchasing costs. Suppliers to Chrysler, for example, are complain-
ing that they are being pressured for superior terms. Highly profit-
able buyers, however, are generaly less price sensitive (that is, of
course, if the item does not represent a large fraction of their costs)
and may take alonger run view toward preserving the health of their
suppliers.

Buyers pose a credible threat of backward integration. If buyers
either are partially integrated or pose a credible threat of backward
integration, they are in a position to demand bargaining conces-
si on~The major automobile producers, General Motors and Ford,
arewd| known for using the threat of self-manufacture asa bargain-
ing lever. They engage in the practice of tapered integration, that is,
producing some of their needs for a given component in-house and
purchasing the rest from outside suppliers. Not only istheir threat of
further integration particularly credible, but also partial manufac-
ture in-house gives them a detailed knowledge of costs which is a
great aid in negotiation. Buyer power can be partially neutralized
when firmsin the industry offer a threat of forward integration into
the buyers' industry.

The industry’s product is unimportant to the quality of the
buyers' products or services. When the quality of the buyers' prod-
uctsisvery much affected by the industry's product, buyersare gen-
eraly less price sensitive. Industries in which this situation exists in-

°If buyers motivations to integrate are based more on safety of supply or other
non-price factors this may imply that firmsin the industry must offer great price
concessionsto forestall integration.
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clude oil-field equipment, where a malfunction can lead to large
losses (witness the enormous cost of the recent failure of a blowout
preventor in a Mexican offshore oil well), and enclosures for elec-
tronic medical and test instruments, where the quality of the en-
closure can greatly influence the user's impression about the quality
of the equipment inside.

The buyer has full information. Where the buyer has full in-
formation about demand, actual market prices, and even supplier
costs, this usually yields the buyer greater bargaining leverage than
when information is poor. With full information, the buyer isin a
greater position to insure that it receives the most favorable prices
offered to others and can counter suppliers claims that their viabil-
ity isthreatened.

Most of these sources of buyer power can be attributed to con-
sumers aswell astoindustrial and commercial buyers; only a modifi-
cation of theframe of referenceis necessary. For example, consumers
tend to be more price sensitive if they are purchasing products that
are undifferentiated, expensive relative to their incomes, or of a sort
where quality is not particularly important to them.

The buyer power of wholesalers and retailers is determined by
the same rules, with oneimportant addition. Retailerscan gain signi-
ficant bargaining power over manufacturerswhen they can influence
consumers purchasing decisions, as they do in audio components,
jewelry, appliances, sporting goods, and other products. Whole-
salers can gain bargaining power, similarly, if they can influence the
purchase decisions of theretailers or other firms to which they sell.

ALTERING BUYER POWER

Asthe factors described above change with time or as a result of
a company's strategic decisions, naturally the power of buyers rises
or fals. In the ready-to-wear clothing industry, for example, as the
buyers (department stores and clothing stores) have become more
concentrated and control has passed to large chains, theindustry has
come under increasing pressure and has suffered falling margins.
Theindustry has been unableto differentiate its product or engender
switching costs that lock in its buyers enough to neutralize these
trends, and theinflux of imports has not hel ped.

A company's choice of buyer groups to sell to should be viewed
as acrucial strategic decision. A company can improve its strategic
posture by finding buyers who possess the least power to influence it
adversely —in other words, buyer selection. Rarely do al the buyer
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groups a company sdlls to enjoy equal power. Even if a company
sellsto a single industry, segments usually exist within that industry
which exercise less power (and that are therefore less price sensitive)
than others. For example, the replacement market for most products
IS less price sengitive than the OEM market. (I will explore buyer
selection asa strategy morefully in Chapter 6.)

BARGAINING POWER OF SUPPLIERS

Suppliers can exert bargaining power over participantsin an in-
dustry by threatening to raise prices or reduce the quality of pur-
chased goods and services. Powerful suppliers can thereby squeeze
profitability out of anindustry unable to recover cost increasesin its
own prices. By raising their prices, for example, chemical companies
have contributed to the erosion of profitability of contract aerosol
packagers because the packagers, facing intense competition from
self-manufacture by their buyers, accordingly have limited freedom
toraisetheir prices.

The conditions making suppliers powerful tend to mirror those
making buyers powerful. A supplier group is powerful if the follow-
ing apply:

It is dominated by a few companies and is more concentrated
than the industry it sells to. Suppliers selling to more fragmented
buyers will usually be able to exert considerable influence in prices,
quality, and terms.

It is not obliged to contend with other substitute products for
saleto theindustry. The power of evenlarge, powerful suppliers can
be checked if they compete with substitutes. For example, suppliers
producing alternative sweeteners compete sharply for many applica-
tions even though individual firms are large relative to individual
buyers.

The industry is not an important customer of the supplier
group. When suppliers sell to a number of industries and a particular
industry does not represent a significant fraction of sales, suppliers
are much more prone to exert power. If the industry is an important
customer, suppliers fortuneswill be closely tied to the industry and
they will want to protect it through reasonable pricing and assistance
in activities like R&D and lobbying.

Thesuppliers product isan important input to the buyer's bus-
iness. Such an input isimportant to the success of the buyer's man-
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ufacturing process or product quality. This raises the supplier
power. Thisis particularly true where the input is not storable, thus
enabling the buyer to build up stocks of inventory.

The supplier group's products are differentiated or it has built
up switching costs. Differentiation or switching costs facing the
buyers cut off their options to play one supplier against another. If
the supplier faces switching costs the effect is the reverse.

The supplier group poses a credible threat of forward integra-
tion. This provides a check against the industry's ability to improve
the terms on which it purchases.

We usualy think of suppliers as other firms, but labor must be
recognized as a supplier as well, and one that exerts great power in
many industries. There is substantial empirical evidence that scarce,
highly skilled employeesand/or tightly unionized labor can bargain
away a significant fraction of potential profits in an industry. The
principles in determining the potential power of labor as a supplier
aresimilar to those just discussed. The key additions in assessing the
power of labor are its degree of organization, and whether the sup-
ply of scarce varieties of labor can expand. Where the |abor forceis
tightly organized or the supply of scarce labor is constrained from
growing, the power of labor can be high.

The conditions determining suppliers power are not only sub-
ject to change but also often out of the firm's control. However, as
with buyers power the firm can sometimes improve its situation
through strategy. It can enhance its threat of backward integration,
seek to eliminate switching costs, and the like. (Chapter 6 will ex-
plore some implications of suppliers power for purchasing strategy
morefully.)

GOVERNMENT AS A FORCE IN INDUSTRY COMPETITION

Government has been discussed primarily in terms of its possi-
bleimpact on entry barriers, but in the 1970sand 1980s government
at all levels must be recognized as potentially influencing many if not
all aspectsof industry structure both directly and indirectly. In many
industries, government is a buyer or supplier and can influence in-
dustry competition by the policies it adopts. For example, govern-
ment playsa crucial role as a buyer of defense-related products and
as a supplier of timber through the Forest Service's control of vast
timber reserves in the western United States. Many times govern-
ment's role as a supplier or buyer is determined more by political
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factors than by'economic circumstances, and this is probably a fact
of life. Government regulationscan also set limits on the behavior of
firmsassuppliers or buyers.

Government can also affect the position of an industry with
substitutes through regulations, subsidies, or other means. TheU. S.
government is strongly promoting solar heating, for example, using
tax incentives and research grants. Government decontrol of natural
gas is quickly eliminating acetylene as a chemical feedstock. Safety
and pollution standards affect relative cost and quality of substi-
tutes. Government can also affect rivalry among competitors by in-
fluencing industry growth, the cost structure through regulations,
andsoon.

Thus no structural analysis is complete without a diagnosis of
how present and future government policy, at all levels, will affect
structural conditions. For purposes of strategic analysisit is usually
more illuminating to consider how government affects competition
through the five competitive forces than to consider it asa forcein
and of itself. However, strategy may well involve treating govern-
ment asan actor to beinfluenced.

Structural Analysisand CompetitiveStrategy

Once the forces affecting competition in an industry and their
underlying causes have been diagnosed, the firm isin a position to
identify its strengths and weaknesses relative to the industry. From a
strategic standpoint, the crucia strengths and weaknesses are the
firm's posture vis-a-vis the underlying causes of each competitive
force. Where does the firm stand against substitutes? Against the
sources of entry barriers? In coping with rivalry from established
competitors?

An effective competitive strategy takes offensive or defensive
action in order to create a defendable position against the five com-
petitive forces. Broadly, this involves a number of possible ap-
proaches:

® positioning the firm so that its capabilities provide the best
defense against the existing array of competitive forces;

¢ influencing the balance of forces through strategic moves,
thereby improving the firm's relative position; or
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¢ anticipating shiftsin the factors underlying the forces and re-
sponding to them, thereby exploiting change by choosing a
strategy appropriate to the new competitive balance before
rivalsrecognizeit.

PosiTiONING

The first approach takes the structure of the industry as given
and matches the company's strengths and weaknesses to it. Strategy
can be viewed as building defenses against the competitive forces or
asfinding positions in theindustry where the forces are weakest.

Knowledge of the company's capabilities and of the causes of
the competitive forces will highlight the areas where the company
should confront competition and where avoid it. If thecompany isa
low-cost producer, for example, it may choose to sl to powerful
buyers whileit takes care to sell them only products not vulnerable to
competition from substitutes.

INFLUENCING THE BALANCE

A company can devise a strategy that takes the offensive. This
posture is designed to do more than merely cope with the forces
themselves; it is meant to alter their causes.

Innovations in marketing can raise brand identification or
otherwise differentiate the product. Capital investments in large-
scale facilities or vertical integration affect entry barriers. The bal-
anceof forcesis partly a result of external factorsand partly within a
company's control. Structural analysis can be used to identify the
key factors driving competition in the particular industry and thus
the places where strategic action to influence the balance will yield
the greatest payoff.

ExpLOITING CHANGE

Industry evolution isimportant strategically because evolution,
of course, brings with it changesin the structural sources of competi-
tion. In the familiar product life-cycle pattern of industry develop-
ment, for example, growth rates change, advertising is said to de-
cline as the business becomes more mature, and the companies tend
tointegrate vertically.

These trends are not so important in themselves, what is critical
is whether they affect the structural sources of competition. Con-
Sider vertical integration. In the maturing minicomputer industry,
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extensive vertical integration’is taking place, both in manufacturing
and in software development. This very significant trend is greatly
raising economies of scale aswell as the amount of capital necessary
to compete in the industry. This in turn is raising barriers to entry
and may drive some smaller competitors out of the industry once
growth levels off.

Obviously, the trends holding the highest priority from a stra-
tegic standpoint are those that affect the most important sources of
competition in the industry and those that bring new structural fac-
torsto theforefront. In contract aerosol packaging, for example, the
trend toward less product differentiation is now dominant. This
trend has increased buyers powers, lowered the barriers to entry,
and intensified rivalry.

Structural analysis can be used to predict the eventual profit-
ability of an industry. In long-range planning the task is to examine
each competitive force, forecast the magnitude of each underlying
cause, and then construct a composite picture of the probable profit
potential of theindustry.

The outcome of such an exercise may differ a great deal from
theexisting industry structure. Today, for example, the solar heating
business is populated by dozens and perhaps hundreds of compa-
nies, none with a major market position. Entry is easy, and competi-
torsare battling to establish solar heating as a superior substitute for
conventional heating methods.

The potential of solar heating will depend largely on the shape
of thefuture barriersto entry, theimprovement of the industry's po-
sition relative to substitutes, the ultimate intensity of competition,
and the power captured by buyers and suppliers. These character-
isticswill, in turn, beinfluenced by such factors as the likelihood of
establishment of brand identities, whether significant economies of
scale or experience curves in equipment manufacture will be created
by technological change, what will be the ultimate capital costs to
enter, and the eventual extent of fixed costsin production facilities.
(The process of industry structural evolution and the forces driving
it will beexplored in detail in Chapter 8.)

Di1VERSIFICATION STRATEGY

The framework for analyzing industry competition can be used
in setting diversification strategy. It provides a guide for answering
the extremely difficult question inherent in diversification decisions:
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""What is the potential of this business?"* The framework may allow
a company to spot an industry with a good future before this good
futureisreflected in the prices of acquisition candidates.

The framework can also help identify particularly valuable
types of relatedness in diversification. For example, relatedness that
allows the firm to overcome key entry barriers through shared func-
tions or pre-existing relationships with distribution channelscan bea
fruitful basis for diversification. All these issues will be explored in
moredetail in Chapter 16.

Structural Analysisand Industry Definition

A great deal of attention has been directed at defining the rele-
vant industry as a crucia step in competitive strategy formulation.
Numerous writers have also stressed the need to look beyond prod-
uct to function in defining a business, beyond national boundaries to
potential international competition, and beyond the ranks of one's
competitors today to those that may become competitors tomorrow.
Asaresult of these urgings, the proper definition of a company's in-
dustry or industries has become an endlessy debated subject. Anim-
portant motivein this debateisthe fear of overlooking latent sources
of competition that may someday threaten theindustry.

Structural analysis, by focusing broadly on competition well be-
yond existing rivals, should reduce the need for debates on where to
draw industry boundaries. Any definition of an industry isessential-
ly a choice of whereto draw the line between established competitors
and substitute products, between existing firms and potential en-
trants, and between existing firms and suppliers and buyers. Draw-
ing these lines is inherently a matter of degree that has little to do
with the choice of strategy.

If these broad sources of competition are recognized, however,
and their relative impact assessed, then where the lines are actually
drawn becomes more or lessirrelevant to strategy formulation. La-
tent sources of competition will not be overlooked, nor will key
dimensions of competition.

Definition of an industry is not the same as definition of where
the firm wants to compete (defining its business), however. Just be-
cause the industry is defined broadly, for example, does not mean
that the firm can or should compete broadly; and there may be
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strong benefits to competing in a group of related industries, as has
been discussed. Decoupling industry definition and that of the busi-
nesses the firm wants to bein will go far in eliminating needless con-
fusionin drawing industry boundaries.

USE OF STRUCTURAL ANALYSIS

This chapter has identified a large number of factors that can
potentially have an impact on industry competition.'® Not all of
them will be important in any one industry. Rather the framework
can be used to identify rapidly what are the crucial structural fea-
tures determining the nature of competition in a particular industry.
Thisis where the bulk of theanalytical and strategic attention should
be focused.



2

Generic Competitive
Strategles

Chapter 1 described competitive strategy as taking offensive or de-
fensive actions to create a defendabl e position in an industry, to cope
successfully with the five competitive forces and thereby yield a su-
perior return on investment for the firm. Firms have discovered
many different approaches to this end, and the best strategy for a
given firmisultimately a unique construction reflecting its particular
circumstances. However, at the broadest level we can identify three
internally consistent generic strategies (which can be used singly or in
combination) for creating such a defendable position in thelong run
and outperforming competitors in an industry. This chapter de-
scribes the generic strategies and explores some of the requirements
and risks of each. Its purpose is to develop some introductory con-
cepts that can be built upon in subsequent analysis. Succeeding chap-
ters of this book will have much more to say about how to translate
these broad generic strategies into more specific strategies in par-
ticular kinds of industry situations.

34
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ThreeGeneric Strategies

I n coping with the five competitive forces, there arethree poten-
tially successful generic strategic approaches to outperforming other
firmsin an industry:

1. overall cost |eadership
2 differentiation
3. focus.

Sometimes the firm can successfully pursue more than one approach
as its primary target, though this is rarely possible as will be dis-
cussed further. Effectively implementing any of these generic strate-
gies usually requires total commitment and supporting organiza-
tional arrangements that are diluted if there is more than one
primary target. Thegeneric strategies are approaches to outperform-
ing competitors in the industry; in some industries structure will
mean that all firms can earn high returns, whereas in others, success
with one of the generic strategies may be necessary just to obtain ac-
ceptablereturnsin an absolute sense.

OVERALL COST LEADERSHIP

Thefirst strategy, an increasingly common one in the 1970s be-
cause of popularization of the experience curveconcept, isto achieve
overall cost leadership in anindustry through a set of functional pol-
icies aimed at this basic objective. Cost leadership requires aggres-
sive construction of efficient-scale facilities, vigorous pursuit of cost
reductions from experience, tight cost and overhead control, avoid-
ance of marginal customer accounts, and cost minimization in areas
like R&D, service, salesforce, advertising, and soon. A great deal of
managerial attention to cost control is necessary to achieve these
aims. Low cost relative to competitors becomes the theme running
through the entire strategy, though quality, service, and other areas
cannot beignored.

Having a low-cost position yields the firm above-average re-
turns in its industry despite the presence of strong competitive
forces. Its cost position gives thefirm a defense against rivalry from
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competitors, because its lower costs mean that it can still earn re-
turns after its competitors have competed away their profits through
rivalry. A low-cost position defends the firm against powerful buy-
ers because buyers can exert power only to drive down prices to the
level of the next most efficient competitor. Low cost provides a de-
fense against powerful suppliers by providing more flexibility to
cope with input cost increases. Thefactorsthat lead to alow-cost po-
sition usually also provide substantial entry barriersin termsof scale
economies or cost advantages. Finally, a low-cost position usualy
places the firm in afavorable position vis-a-vissubstitutes relative to
its competitorsin the industry. Thus a low-cost position protects the
firm against all five competitive forces because bargaining can only
continue to erode profits until those of the next most efficient com-
petitor are eliminated, and because the less efficient competitors will
suffer first in the face of competitive pressures.

Achieving a low overall cost position often requires a high rel-
ative market share or other advantages, such as favorable access to
raw materials. 1t may well requiredesigning productsfor easein man-
ufacturing, maintaining a wide line of related products to spread
costs, and serving all major customer groups in order to build vol-
ume. In turn, implementing the low-cost strategy may require heavy
up-front capital investment in state-of-the art equipment, aggressive
pricing, and start-up losses to build market share. High market share
may in turn allow economies in purchasing which lower costs even
further. Once achieved, the low-cost position provides high margins
which can be reinvested in new equipment and modern facilities in
order to maintain cost leadership. Such reinvestment may well be a
prerequisite to sustaining alow-cost position.

The cost leadership strategy seems to be the cornerstone of
Briggs and Stratton's successin small horsepower gasoline engines,
where it holds a 50 percent worldwide share, and Lincoln Electric's
success in arc welding equipment and supplies. Other firms known
for successful application of cost leadership strategies to a number
of businesses are Emerson Electric, Texas Instruments, Black and
Decker, and Du Pont.

A cost |eadership strategy can sometimes revol utionize an indus-
try in which the historical bases of competition have been otherwise
and competitors are ill-prepared either perceptually or economically
to take the steps necessary for cost minimization. Harnischfeger isin
the midst of a daring attempt to revolutionize the rough-terrain
crane industry in 1979. Starting from a 15 percent market share,
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Harnischfeger redesigned its cranes for easy manufacture and serv-
ice using modularized components, configuration changes, and re-
duced material content. It then established subassembly areas and a
conveyorized assembly line, a notable departure from industry
norms. It ordered parts in large volumes to save costs. All this al-
lowed the company to offer an acceptable quality product and drop
prices by 15 percent. Harnischfeger's market share has grown rapid-
ly to 25 percent and is continuing to grow. Says Willis Fisher, gener-
al manager of Harnischfeger's Hydraulic Equipment Division:

We didn't set out to develop a machine significantly better than
anyone dse but we did want to develop one that was truly smple
to manufacture and was priced, intentionally, asa low cost ma
chine.’

Competitors are grumbling that Harnischfeger has **bought' mar-
ket share with lower margins, acharge that the company denies.

DIFFERENTIATION

Thesecond generic strategy is one of differentiating the product
or service offering of the firm, creating something that is perceived
industrywide as being unique. Approaches to differentiating can
take many forms: design or brand image (Fieldcrest in top of theline
towels and linens; Mercedes in automobiles), technology (Hyster in
lift trucks; Maclntosh in stereo components; Coleman in camping
equipment), features (Jenn-Air in electric ranges); customer service
(Crown Cork and Seal in metal cans), dealer network (Caterpillar
Tractor in construction equipment), or other dimensions. Ideally,
the firm differentiates itself along several dimensions. Caterpillar
Tractor, for example, is known not only for its dealer network and
excellent spare parts availability but also for itsextremely high-qual-
ity durable products, all of which are crucial in heavy equipment
where downtimeis very expensive. It should be stressed that the dif-
ferentiation strategy does not allow the firm to ignore costs, but
rather they are not the primary strategic target.

Differentiation, if achieved, is a viable strategy for earning
above-average returns in an industry because it creates a defensible
position for coping with the five competitive forces, albeit in a dif-

" Har nischfeger'sDramatic Pickup in Cranes,” Business Week, August 13, 1979.
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ferent way than cost leadership. Differentiation provides insulation
against competitive rivalry because of brand loyalty by customers
and resulting lower sensitivity to price. It also increases margins,
which avoids the need for a low-cost position. The resulting custo-
mer loyalty and the need for a competitor to overcome uniqueness
provide entry barriers. Differentiation yields higher margins with
which to deal with supplier power, and it clearly mitigates buyer
power, since buyers lack comparable alternatives and are thereby
less price sensitive. Finally, the firm that has differentiated itself to
achieve customer loyalty should be better positioned vis-a-vis substi-
tutes than itscompetitors.

Achieving differentiation may sometimes preclude gaining a
high market share. It often requires a perception of exclusivity,
which is incompatible with high market share. More commonly,
however, achieving differentiation will imply a trade-off with cost
position if the activities required in creating it are inherently costly,
such asextensiveresearch, product design, high quality materials, or
intensive customer support. Whereas customers industrywide ac-
knowledge the superiority of thefirm, not all customers will be will-
ing or able to pay the required higher prices (though most are in
industries like earthmoving equipment where despite high prices
Caterpillar has a dominant market share). In other businesses, dif-
ferentiation may not be incompatible with relatively low costs and
comparable prices to those of competitors.

FOCUS

The final generic strategy is focusing on a particular buyer
group, segment of the product line, or geographic market; as with
differentiation, focus may take many forms. Although the low cost
and differentiation strategies are aimed at achieving their objectives
industrywide, the entire focus strategy is built around serving a par-
ticular target very well, and each functional policy is developed with
thisin mind. The strategy rests on the premise that the firm is thus
ableto serveits narrow strategic target moreeffectively or efficiently
than competitors who are competing more broadly. As a result, the
firm achieveseither differentiation from better meeting the needs of
the particular target, or lower costs in serving this target, or both.
Even though thefocus strategy does not achievelow cost or differen-
tiation from the perspective of the market asa whole, it does achieve
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one or both of these positions vis-a-visits narrow market target. The
difference among the three generic strategies are illustrated in fig-
ure 2-1.

The firm achieving focus may also potentially earn above-aver-
agereturnsfor itsindustry. Itsfocus means that the firm either hasa
low cost position with its strategic target, high differentiation, or
both. Aswe have discussed in the context of cost leadership and dif-
ferentiation, these positions provide defenses against each competi-
tiveforce. Focus may also be used to select targetsleast vulnerable to
substitutes or where competitors are the weakest.

For example, Illinois Tool Works has focused on specialty mar-
kets for fasteners where it can design products for particular buyer
needs and create switching costs. Although many buyers are uninter-
ested in these services, some are. Fort Howard Paper focuses on a
narrow range of industrial-grade papers, avoiding consumer prod-
ucts vulnerable to advertising battles and rapid introductions of new
products. Porter Paint focuses on the professional painter rather
than the do-it-yourself market, building its strategy around serving
the professional through free paint-matching services, rapid delivery
of aslittleasagallon of needed paint to the worksite, and free coffee
rooms designed to provide a home for professional painters at fac-
tory stores. An example of a focus strategy that achieves a low-cost

FIGURE2-1. Three Generic Strategies
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position in serving its particular target is seen in Martin-Brower, the
third largest food distributor in the United States. Martin-Brower
has reduced its customer list to just eight leading fast-food chains.
Its entire strategy is based on meeting the specialized needs of the
customers, stocking only their narrow product lines, order taking
procedures geared to their purchasing cycles, locating warehouses
based on their locations, and intensely controlling and computeriz-
ing record keeping. Although Martin-Brower is not the low-cost dis-
tributor in serving the market asawhole, it isin serving its particular
segment. Martin-Brower has been rewarded with rapid growth and
above-average profitability.

The focus strategy always implies some limitations on the over-
all market share achievable. Focus necessarily involves a trade-off
between profitability and sales volume. Like the differentiate strat-
egy, it may or may not involve a trade-off with overall cost position.

OTHER REQUIREMENTSOF THE GENERIC STRATEGIES

The three generic strategies differ in dimensions other than the
functional differences noted above. Implementing them successfully
requires different resources and skills. The generic strategies also im-
ply differing organizational arrangements, control procedures, and
inventive systems. As a result, sustained commitment to one of the
strategies as the primary target is usually necessary to achieve suc-
cess. Some common implications of the generic strategies in these
areasareasfollows:

GENERIC STRATEGY

Commonty Requirep
SKILLS AND RESOURCES

CommoN ORGANIZATIONAL
REQUIREMENTS

Overall Cost
Leadership

Substained capital in-
vestment and access
tocapital

Process engineering
skills

Intense supervision of
labor

Products designed for
easein manufacture

Low-costdistribution
system

Tiaht cost control

Frequent, detailed con-
trol reports

Structured organization
and responsibilities

Incentivesbased on
meeting strict quanti-
tative targets
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GENERIC STRATEGY

CoMMONLY REQUIRED
SkiLLs AND RESOURCES

ComMmoN ORGANIZATIONAL
REQUIREMENTS

Differentiation

Focus

Strong marketing
abilities

Product engineering

Credtiveflar

Strong capability In
basic research

Corporate reputation for
quality or technolog-
icd leadership

Long tradition In the
industry or unique
combination d kills

drawn from other busi-
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Strong cooperation from
channels

Combinationd the
above policiesdi-
rected at the partic-
ula strategictarget

Strong coordination
among functionsin
R&D, product develop-
ment, and marketing

Subj ective measurement
and incentivesin-
stead d quantitative
measures

Amenitiesto attract
highly skilled labor,
scientists, or creative
people

Combinationd the
above policiesdi-
rected at the partic-
ular strategic target

The generic strategies may also require different styles of lead-
ership and can translate into very different corporate cultures and
atmospheres. Different sorts of people will be attracted.

Stuck in theMiddle

The three generic strategies are alternative, viable approaches to

dealing with the competitive forces. The converse of the previous
discussion is that the firm failing to develop its strategy in at least
one of the three directions—afirm that is " stuck in the middle”" —is
in an extremely poor strategic situation. This firm lacks the market
share, capital investment, and resolve to play the low-cost game, the
industrywide differentiation necessary to obviate the need for a low-
cost position, or the focus to create differentiation or a low-cost po-
sition ina morelimited sphere.

The firm stuck in the middle is ailmost guaranteed low profita-
bility. It either loses the high-volume customers who demand low
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prices or must bid away its profits to get this business away from
low-cost firms. Yet it also loses high-margin businesses—the
cream—to the firms who are focused on high-margin targets or have
achieved differentiation overall. The firm stuck in the middle also
probably suffers from a blurred corporate culture and a conflicting
set of organizational arrangements and motivation system.

Clark Equipment may well be stuck in the middle in the lift
truck industry in which it hasthe leading overall U.S. and worldwide
market share. Two Japanese producers, Toyota and Komatsu, have
adopted strategies of serving only the high-volume segments, mini-
mized production costs, and rock-bottom prices, also taking advan-
tage of lower Japanese steel prices, which more than offset transpor-
tation costs. Clark's greater worldwide share (18 percent; 33 percent
in the United States) does not give it clear cost |eadership given its
very wide product lineand lack of low-cost orientation. Yet with its
widelineand lack of full emphasis to technology Clark has been un-
able to achieve the technological reputation and product differenti-
ation of Hyster, which has focused on larger lift trucks and spent
aggressively on R&D. As a result, Clark's returns appear to be sig-
nificantly lower than Hyster's, and Clark has been losing ground.?

Thefirm stuck in the middle must makea fundamental strategic
decision. Either it must take the steps necessary to achieve cost |ead-
ership or at least cost parity, which usually involve aggressive invest-
ments to modernize and perhaps the necessity to buy market share,
or it must orient itself to a particular target (focus) or achieve some
uniqueness (differentiation). Thelatter two options may well involve
shrinking in market share and even in absolute sales. The choice
among these options is necessarily based on the firm's capabilities
and limitations. Successfully executing each generic strategy involves
different resources, strengths, organizational arrangements, and
managerial style, as has been discussed. Rarely isafirm suited for all
three.

Once stuck in the middle, it usualy takes time and sustained ef-
fort to extricate the firm from this unenviable position. Yet there
seems to be a tendency for firmsin difficulty to flip back and forth
over time among the generic strategies. Given the potential inconsist-
encies involved in pursuing these three strategies, such an approach
isalmost always doomed to failure.

These concepts suggest a number of possible relationships be-
tween market share and profitability. In some industries, the prob-

*See Wertheim (1977).
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lem of getting caught in the middle may mean that the smaller (fo-
cused or differentiated) firms and the largest (cost leadership) firms
are the most profitable, and the medium-sized firms are the least
profitable. Thisimplies a U-shaped relationship between profitabil-
ity and market share, as shown in Figure 2-2. The relationship in
Figure 2-2 appearsto hold in the U.S. fractional horsepower electric
motor business. There GE and Emerson have large market shares
and strong cost positions, GE al so having a strong technological rep-
utation. Both are believed to earn high returnsin motors. Baldor and
Gould (Century) have adopted focused strategies, Baldor oriented
toward the distributor channel and Could toward particular cus-
tomer segments. The profitability of both isalso believed to begood.
Franklinisin an intermediate position, with neither low cost nor fo-
cus. Its performance in motors is believed to follow accordingly.
Such a U-shaped relationship probably also roughly holdsin the au-
tomobile industry when viewed on a global basis, with firms like GM
(low cost) and Mercedes (differentiate) the profit leaders. Chrysler,
British Leyland, and Fiat lack cost position, differentiation, or fo-
cus—they are stuck in the middle.

However, the U-shaped relationship in Figure 2-2 does not hold
in every industry. In someindustries, there are no opportunitiesfor
focusor differentiation— it's solely a cost game— and thisistruein a
number of bulk commodities. In other industries, cost is relatively
unimportant because of buyer and product characteristics. In these
kinds of industries there is often an inverse relationship between
market share and profitability. In still other industries, competition
IS so intense that the only way to achieve an above-averagereturn is

FIGURE 22
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through focus or differentiation— which seemsto betrueintheU S
steel industry. Finally, low overall cost position may not be incom-
patible with differentiation or focus, or low cost may be achievable
without high share. For an example of the complex combinations
that can result, Hyster is number twoin lift trucks but is more profit-
able than several of the smaller producers in the industry (Allis-
Chalmers, Eaton) who do not have the share to achieve either low
costs or enough product differentiation to offset their cost position.

Thereis no single relationship between profitability and market
share, unless one conveniently defines the market so that focused or
differentiated firms areassigned high market sharesin some narrow-
ly defined industries and the industry definitions of cost |eadership
firms are allowed to stay broad (they must because cost |eaders often
do not have the largest share in every submarket). Even shifting in-
dustry definition cannot explain the high returns of firms who have
achieved differentiation industrywide and hold market shares below
that of theindustry leader.

Most importantly, however, shifting the way the industry is de-
fined from firm to firm begs the question of deciding which of the
three generic strategies is appropriate for the firm. This choice rests
on picking the strategy best suited to the firm's strengths and one
least replicable by competitors. The principles of structural analysis
should illuminate the choice, as well as allow the analyst to explain
or predict the relationship between share and profitability in any
particular industry. | will discuss this issue further in Chapter 7,
where structural analysis is extended to consider the differing posi-
tions of firms within a particular industry.

Risksof the Generic Strategies

Fundamentally, the risks in pursuing the generic strategies are
two: first, failing to attain or sustain the strategy; second, for the
value of the strategic advantage provided by the strategy to erode
with industry evolution. More narrowly, the three strategies are
predicated on erecting differing kinds of defenses against the com-
petitive forces, and not surprisingly they involve differing types of
risks. It isimportant to make these risks explicit in order to improve
thefirm's choiceamong the three alternatives.
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RISKSOF OVERALL COST LEADERSHIP

Cost leadership imposes severe burdens on the firm to keep up
its position, which means reinvesting in modern equipment, ruthless-
ly scrapping obsolete assets, avoiding product line proliferation and
being alert for technological improvements. Cost declines with cu-
mulative volume are by no means automatic, nor is reaping' all avail-
able economies of scale achievable without significant attention.

Cost leadership is vulnerable to the same risks, identified in
Chapter 1, of relying on scale or experience as entry barriers. Some
of theserisksare

e technological change that nullifies past investments or learn-
ing;

® low-cost learning by industry newcomers or followers,
through imitation or through their ability to invest in state-
of-the-art facilities;

* inability to seerequired product or marketing change because
of the attention placed on cost;

e inflation in costs that narrow the firm's ability to maintain
enough of a price differential to offset competitors brand
images or other approaches to differentiation.

The classic example of the risks of cost |eadership is the Ford
Motor Company of the 1920s. Ford had achieved unchallenged cost
leadership through limitation of models and varieties, aggressive
backward integration, highly automated facilities, and aggressive
pursuit of lower costs through learning. Learning was facilitated by
thelack of model changes. Y et asincomes rose and many buyers had
already purchased a car and were considering their second, the mar-
ket began to place more of a premium on styling, model changes,
comfort, and closed rather than open cars. Customers were willing
to pay a price premium to get such features. General Motors stood
ready to capitalize on this development with a full line of models.
Ford faced enormous costs of strategic readjustment given therigidi-
tiescreated by heavy investmentsin cost minimization of an obsolete
model.

Another exampleof therisksof cost |leadership asasolefocusis
provided by Sharp in consumer electronics. Sharp, which has long
followed a cost |eadership strategy, has been forced to begin an ag-
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gressive campaign to develop brand recognition. Its ability to suffi-
ciently undercut Sony’s and Panasonic's prices was eroded by cost
increases and U.S. antidumping legislation, and its strategic position
was deteriorating through sole concentration on cost |eadership.

RISKSOF DIFFERENTIATION

Differentiation also involvesa series of risks;

¢ the cost differential between low-cost competitors and the
differentiated firm becomes too great for differentiation to
hold brand loyalty. Buyers thus sacrifice some of the fea-
tures, services, or image possessed by the differentiated firm
for large cost savings;

¢ buyers need for the differentiating factor falls. This can oc-
cur as buyers become more sophisticated;

e imitation narrows perceived differentiation, a common oc-
currence asindustries mature.

The first risk is so important as to be worthy of further com-
ment. A firm may achieve differentiation, yet this differentiation
will usually sustain only so much of a price differential. Thus if a
differentiated firm gets too far behind in.cost due to technological
change or simply inattention, the low cost firm may bein a position
to make major inroads. For example, Kawasaki and other Japanese
motorcycle producers have been able to successfully attack differen-
tiated producers such as Harley-Davidson and Triumph in large mo-
torcycles by offering major cost savings to buyers.

RISKSOF FOCUS

Focusinvolvesyet another set of risks:

¢ thecost differential between broad-range competitors and the
focused firm widens to eliminate the cost advantages of serv-
ing a narrow target or to offset the differentiation achieved
by focus;

¢ the differences in desired products or services between the
strategic target and the market as a whole narrows,

e competitors find submarkets wthin the strategic target and
outfocus the focuser.



3

A Framework for
Competitor Analysis

Competitive strategy involves positioning a business to maximizethe
value of the capabilities that distinguish it from its competitors. It
follows that a central aspect of strategy formulation is perceptive
competitor analysis. The objective of a competitor analysisisto de-
velop a profile of the nature and success of the likely strategy
changes each competitor might make, each competitor's probable
response to the range of feasible strategic moves other firms could
initiate, and each competitor's probable reaction to the array of in-
dustry changes and broader environmental shifts that might occur.
Sophisticated competitor analysis is needed to answer such questions
as""Who should we pick a fight with in the industry, and with what
sequence of moves?' ""What is the meaning of that competitor's
strategic move and how seriously should we take it?’’ and ** What
areas should we avoid because the competitor's response will be
emotional or desperate?*

Despite the clear need for sophisticated competitor analysis in
strategy formulation, such analysis is sometimes not done explicitly
or comprehensively in practice. Dangerous assumptions can creep
into managerial thinking about competitors: ** Competitors cannot
be systematically analyzed,"" *"*We know all about our competitors

47
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because we compkte with them every day.” Neither assumption is
generally true. A further difficulty isthat in-depth competitor analy-
sisrequires a great deal of data, much of which is not easy to find
without considerable hard work. Many companies do not collect in-
formation about competitors in a systematic fashion, but act on the
basis of informal impressions, conjectures, and intuition gained
through the tidbits of information about competitors every manager
continually receives. Yet the lack of good information makes it very
hard to do sophisticated competitor analysis.

There are four diagnostic components to a competitor analysis
(see Figure 3-1): future goals, current strategy, assumptions, and
capabilities.! Understanding these four components will allow an in-
formed prediction of the competitor's response profile, as articu-
lated in the key questions posed in Figure 3-1. Most companies
develop at least an intuitive sense for their competitors current
strategies and their strengths and weaknesses (shown on the right
side of Figure 3-1). Much less attention is usually directed at the | eft
side, or understanding what is really driving the behavior of a com-
petitor —its future goals and the assumptions it holds about its own
situation and the nature of its industry. These driving factors are
much harder to observe than isactual competitor behavior, yet they
often determine how a competitor will behavein the future.

This chapter will present a basic framework for competitor
analysis, which will be extended or enriched in subsequent chapters.
Each component of competitor analysisin Figure 3-1 will be treated
in subsequent sections by developing a set of questions that can be
asked about competitors, with somewhat more stress placed on diag-
nosing competitor goals and assumptions. In these more subtle
areas, it will be important to go beyond mere categorization to sug-
gest some techniques and clues for identifying what a particular
competitor's goals and assumptions actually are. Having discussed
each component of competitor analysis, we will then examine how
the components can be put together to answer the questions posed in
Figure 3-1. Finally, some concepts for collecting and analyzing com-
petitor data will be briefly discussed, in view of the importance of
the data-gathering task in competitor analysis.

Although the framework and questions presented here are
stated in terms of competitors, the same ideas can also be turned

'Although we usually treat future goals as part of strategy, it will be analytically
useful to separategoalsand current strategy in competitor analysis.
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What Drives What the Competitor
the Competitor Is Doing and Can Do
FUTURE GOALS CURRENT STRATEGY
At al levels of management How the business is
and in multiple dimensions currently competing

COMPETITOR’S RESPONSE PROFILE

Is the competitor satisfied with
its current position?

What likely moves or strategy
shifts will the competitor make?

Where is the competitor vulnerable?

What will provoke the greatest and
most effective retaliation by the

competitor?
ASSUMPTIONS | CAPABILITIES
. |
Held about itself I Both strengths
and the industry | and weaknesses

FIGURE 31 The Componentsof a Competitor Analysis

around to provide a framework for self-analysis. The same concepts
provide a company with a framework for probingitsown positionin
its environment. And beyond this, going through such an exercise
can help a company understand what conclusions itscompetitorsare
likely to draw about it. Thisis part of sophisticated competitor anal-
ysis because these conclusions shape a competitor's assumptions and
hence behavior, and are crucial to making competitive moves (see
Chapter 5).

The Componentsof Competitor Analysis

Before discussing each component of competitor analysis, it is
important to define which competitors should be examined. Clearly
all significant existing competitors must be analyzed. However, it
also may beimportant to analyze the potential competitors that may
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come on the scene. Forecasting potential competitors is not an easy
task, but they can often beidentified from the following groups:

¢ firms not in the industry but who could overcome entry bar-
riers particularly cheaply;

¢ firms for whom there is obvious synergy from being in the
industry;

¢ firms for whom competing in the industry is an obvious ex-
tension of thecorporate strategy;

e customers or suppliers who may integrate backward or for-
ward.

Another potentially valuable exercise is to attempt to predict
probable mergersor acquisitions that might occur, either among es-
tablished competitors or involving outsiders. A merger can instanta-
neously propel a weak competitor into prominence, or strengthen an
already formidable one. Forecasting acquiring firms follows the
same logic as forecasting potential entrants. Forecasting acquisition
targets within the industry can be based on their ownership situation,
ability to cope with future developments in the industry, and poten-
tial attractiveness as a base of operations in the industry, among
other things.

FUTURE GOALS

Thediagnosis of competitors' goals (and how they will measure
themselves against these goals), the first component of competitor
analysis, isimportant for a variety of reasons. A knowledge of goals
will allow predictions about whether or not each competitor is satis-
fied with its present position and financial results, and thereby, how
likely that competitor isto change strategy and the vigor with which
it will react to outside events (for instance, the business cycle) or to
moves by other firms. For example, a firm placing a high value on
stable salesgrowth may react very differently to a business downturn
or amarket share increase by another company than a firm most in-
terested in maintaining itsrate of return on investment.

Knowing a competitor's goalswill also aid in predicting itsreac-
tions to strategic changes. Some strategic changes will threaten a
competitor more than others, given its goals and any pressures it
may face from a corporate parent. This degree of threat will affect
the probability of retaliation. Finally, a diagnosis of a competitor's
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goals helps interpret the seriousness of initiatives the competitor
takes. A strategic move by a competitor which addresses one of its
central goals or seeks to restore performance against a key target is
not a casual matter. Similarly, a diagnosis of itsgoals will help deter-
mine whether a corporate parent will seriously support an initiative
taken by one of its business units or whether it will back that busi-
ness unit's retaliation against moves of competitors.

Although one most often thinks of financial goals, a compre-
hensive diagnosis of a competitor's goals will usualy include many
more qualitative factors, such as its targets in terms of market lead-
ership, technological position, social performance, and the like. Di-
agnosis of goals should also be at multiple management levels. There
are corporate-wide goals, business unit goals, and even goals that
can be deduced for individual functional areas and key managers.
Thegoals of higher levels play a part in, but do not fully determine,
thegoals lower down.

Thefollowing diagnostic questions help to determine a competi-
tor's present and future goals. We begin by considering the business
unit or division, which in some cases will comprise the competitor's
entirecorporate entity. Then we examine theimpact of thecorporate
parent on the future goals of the business unit in the diversified com-

pany.
Busingess UNIT GOALS

1. What are the stated and unstatedfinancial goalsof the com-
petitor? How does the competitor make the trade-offs inherent in
goal setting, such as the trade-off between long-run and short-run
performance? Between profits and growth in revenue? Between
growth and ability to pay regular dividends?

2. What is the competitor's attitude toward risks? If financial
objectives essentially consist of profitability, market position (share),
rate of growth, and desired level of risk, how does the competitor
appear to balance these factors?

3. Does the competitor have economic or noneconomic organi-
zational vaues or beliefs, either widely shared or held by senior
management, which importantly affect its goals? Does it want to be
the market leader (Texas Instruments)? The industry statesman
(Coca-Cola)? The maverick? The technological leader? Does it have
atradition or history of following a particular strategy or functional
policy that has been institutionalized into a goal? Strongly held
viewsabout product design or quality? L ocational preferences?
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4. What is the organizational structure of the competitor (func-
tional structure, presence or absence of product managers, separate
R&D laboratory, etc.)? How does the structure all ocate responsibil-
ity and power for such key decisions as resource allocation, pricing,
and product changes? The competitor's organizational structure
provides some indication about the relative status of the various
functional areas and the coordination and emphasis that are deemed
strategically important. For example, if the sales department is
headed by a senior vice-president who reports directly to the presi-
dent, it isan indication that sales is more influential than manufac-
turing if manufacturing is headed by a director who reports to the
senior vice-president for administration. Where responsibility for
decisions is assigned will give clues about the perspective top man-
agement wantsto bring to bear on them.

5. What control and incentive systems are in place? How are
executives compensated? How is the sales force compensated? Do
managers hold stock? Is there a deferred compensation system in
place? What measures of performance are tracked regularly? How
often? All these things, though sometimes difficult to discern, yield
important clues about what the competitor believesisimportant and
how its managers will respond to eventsin view of their rewards.

6. What accounting system and conventions are in place? How
does the competitor value inventory? Allocate costs? Account for in-
flation? These sorts of accounting policy issues can strongly influ-
ence the competitor's perceptions of its performance, what its costs
are, the way it sets prices, and so on.

7. What kinds of managerscomprise the leadership of the com-
petitor, particularly the Chief Executive Officer (CEO)? What are
their backgrounds and experience?? What kinds of younger manag-
ers seem to be getting rewarded, and what is their apparent empha-
Sis? Are there any patterns in the places from which outsiders are
hired into the company as an indication of a direction the company
might be taking? Bic Pen, for example, had an explicit policy of hir-
ing from outside the industry because it believed it needed to take an
unconventional strategy. Are retirements imminent?

8. How much apparent unanimity is there among management
about future direction? Are their management factionsfavoring dif-
ferent goals? If so, this may lead to sudden shifts in strategy as
power shifts. Unanimity, conversely, may lead to great staying
power and even stubbornness in the face of adversity.

*Some potentially illuminating questions about managers backgrounds and ex-
periencearediscussed below.
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9. What is the composition of the board? Doesit have enough
outsiders to exercise effective outside review? What kinds of outsid-
ers are on the board, and what are their backgrounds and company
affiliations? How do they manage in their own firms, or what inter-
ests do they represent (banks? lawyers?)? The composition of the
board can provide clues about the company's orientation, posture
toward risk, and even preferred strategic approaches.

10. What contractual commitments may limit alternatives? Are
there any debt covenants that will limit what goals can be? Restric-
tionsdueto licensing or joint venture agreements?

11. Are there any regulatory, antitrust, or other governmental
or social constraintson the behavior of the firm that will affect such
things as its reaction to moves of a smaller competitor or the proba-
bility that it will try to gain alarger market share? Has the competi-
tor had any antitrust problemsin the past? For what reasons? Has it
entered into any consent decrees? Such restraints or even just a his-
tory may sensitize a firm so that it foregoes reacting to strategic
events unless some essential element if its business is threatened. The
firm attempting to capture a small share of a market from an indus-
try leader can enjoy some protection as a result of such constraints,
for example.

THE CorPORATE PARENT AND Business UNiT GoaLs

If the competitor is a unit of a larger company, its corporate
parent islikely toimpose constraints or requirements on the business
unit that will be crucial to predicting its behavior. The following
questions need to beasked in addition to those just discussed:

1. What are the current results (sales growth, rate of return,
etc.) d theparent company? Asa first approximation, this givesan
indication of the parent's targets that may be translated into market
share objectives, pricing decisions, pressure for new products, and
so on, for its business unit. A business unit performing worse than
the parent as a whole is usually feeling the pressure. A business unit
of a parent with a long string of unbroken financial improvement
will be unlikely to takean action that can jeopardize the record.

2. What are the overall goals d theparent? In view of these,
what arethe parent's probable needs from its business unit?

3. What strategic importance does the parent attach to the par-
ticular business unit in terms of its overall corporate strategy? Does
the corporation view this business asa ** base business™ or one on the
periphery of its operation? Where does the business fit into the par-
ent's portfolio? Isthis business seen as a growth area and one of the
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keys to the future of the corporation, or isit considered mature or
stable and a source of cash? Thestrategicimportance of the business
unit will have a major influence on the goals it is expected to meet,
and assessing strategicimportance isdiscussed further below.

4. Why did the parent get into this business (because of excess
capacity, need for vertical integration, to exploit distribution chan-
nels, for marketing strength)? This factor will give some further in-
dication of the way in which the parent views the contribution of the
businessand the probable pressure it will place on the unit's strategic
posture and behavior.

5. What is the economic relationship between the business and
others in the parent company's portfolio (vertical integration, com-
plementary.to other businesses, shared R&D)? What does this rela-
tionship imply for special requirements the corporation may place
on the unit relative to the way it would behave as a free-standing
company? Shared facilities, for example, may mean that the unit is
under pressure to cover overhead or absorb excess capacity gener-
ated by itssister units. Or if the unit is complementary to another di-
vision in the parent, the parent may choose to take the profits else-
where. Interrelationships with other units in the company may also
imply cross-subsidies in one direction or another.

6. What are the corporate-wide valuesor beliefs of top manage-
ment? Do they seek technological leadership in all their businesses?
Do they desirelevel production and the avoidance of layoffsto carry
out a corporate policy against unions? These sorts of corporate-
wide values and beliefs will usually have an effect on the business
unit.

7. Is there a generic strategy that the parent has applied in a
number of businesses and may attempt in this one? For example, Bic
Pen has employed a strategy of low-price, standardized, disposable
products produced at very high volumes with heavy advertising to
competein theareas of writing instruments, cigarette lighters, panty-
hose, and now razors. Haynes Corporation is in the process of ap-
plying the L'eggs strategy in pantyhose to such diverse businesses as
cosmetics, men's underwear, and socks.

8. Given the performance and needs of other unitsin the cor-
poration and the overall strategy, what sorts of sales targets, hurdles
for return on investment, and constraints on capital might be placed

*A policy against layoffs, for example, would imply the building of big inventories
in downturns, and possibly the willingness to give up market share in upturns.
Such policiesarein placeat a number of major U. S. cor porations.
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on the competitor unit? Will it be able to compete successfully
against other unitsin itscorporate organization for corporate capital
given its performance vis-a-vis these other units and the corpora-
tion's goals for it? Is the business unit either actually or potentially
big enough to command the attention and support of the parent
company, or will it be left on its own and assigned low priority in
terms of managerial attention? What are the investment capital re-
quirementsof the other unitsof the company? Given any cluesavail-
able about the priorities its parent company places on the various
units and the amount of funds available after dividends, how much
will beleft for the unit?

9. What are the parent company’s diversification plans? Isthe
parent planning to diversify into other areas that will consume capi-
tal or which provide anindicat on of the long-run emphasis that will
be placed on the unit? Is the parent moving in directions that will
bolster the unit through opportunities for synergy? Reynolds recent-
ly purchased Del Monte, for example, which should give a shot in
the arm to Reynold's consumer food businesses because of Del
Monte's distribution system.

10. What clues does the organizational structure of the compet-
itor's corporate parent provide about the relative status, position,
and goals of the unit in the eyes of the corporate parent? Does the
unit report directly to the chief executive or an influential group vice-
president, or isit a small part of alarger organizational entity? Has
a''comer' in the organization been placed in charge or a manager
on hisway out? The organizational relationships will also give clues
about actual or probable strategy. For example, if a cluster of elec-
trical product divisionsare grouped under an electrical products gen-
eral manager, a coordinated strategy among them is morelikely than
if they are independent divisions, particularly if an influential execu-
tive has been made group general manager. It isimportant to note
that clues derived from reporiing relationships must be combined
with other indications before confidence in them can be complete
sinceorganizational relationships can be merely cosmetic.

11. How isdivisional management controlled and compensated
in the overall corporate scheme? What is the frequency of reviews?
The size of bonus relative to salary? What is the bonus based on? Is
there stock ownership? These questions have clear implications for
divisional goalsand behavior.

12. What kinds of executives seem to be rewarded by the corpo-
rate parent, as an indication of the types of strategic behavior rein-
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forced by corporate senior management and thereby of divisional
management's goals? How rapidly do managers typically move in
and out of the unit to other unitsin the parent company? The answer
may provide some evidence about their time horizons and the man-
ner in which they balance risky strategies versus safer ones.

13. Where does the corporate parent recruit from? Has current
management been promoted from within—which may mean that
past strategy will be continued— or from outside the division or even
outside the company? What functional area did the current general
manager come from (an indication of the strategic emphasis top
management may want to bring to bear)?

14. Does the corporation asa whole have any antitrust, regula-
tory, or social sensitivities which may spill over to affect the business
unit?

15. Doesits corporate parent or particular top managersin the
organization have an emotional attachment to the unit? Is the unit
one of the early businesses of the company? Are any past chief exec-
utives of the unit now in top corporate jobs? Did current top man-
agement make the decision to acquire or to develop the unit? Were
any programs or moves of the unit begun under the leadership of
such a manager? These sorts of relationships may signal that dispro-
portionate attention and support will be given to the unit. They may
alsoindicate exit barriers.*

PorTFOLIO ANALYSIS AND COMPETITOR’S GOALS

When a competitor is part of a diversified company, analysis of
its parent company's collection of businesses can bea potentialy re-
vealing exercisein answering some of the questions just posed. The
full range of techniques available for analyzing a business portfolio
can be used to answer questions about the needs the competitor unit
is fulfilling in the eyes of the parent company.’ The most revealing
techniquefor portfolio analysis of the competitor isthe one the com-
petitor usesitself.

* What criteria are used to classify businesses at the compet-
itor's parent if a classification schemeisin use? How is each
business classified?

'Exit barriersarediscussed in Chapters1and 12.

'Appendix A briefly describes some of the approaches commonly used by com-
paniestoday to classify ther portfolio.
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® Which businesses are being counted on to be cash cows?

e Which businesses are candidates for harvest or divestment
given their position in the portfolio?

® Which businesses are the habitual sources of stability to off-
set fluctuations elsewherein the portfolio?

* Which businesses represent defensive moves to protect other
major businesses?

* Which businesses are the most promising areas the parent
company has in which to invest resources and build market
position?

* Which businesses have a lot of **leverage™ in the portfolio?
These businesses are ones where performance changes will
have a significant impact on the performance of the parent
overall in termsof stability, earnings, cash flow, salesgrowth,
or costs. Such businesses will be protected vigorously.

Portfolio analysis of the parent will provide clues to what the
objectives of the business unit will be; how hard it will fight to main-
tain its position and performance along dimensions such as return
on investment, share, cash flow, and so on; and how likely it isto at-
tempt to change its strategic position.

CoOMPETITORS’ GOALS AND STRATEGIC POSITIONING

One approach in formulating strategy isto look for positionsin
the market where a firm can meet its objectives without threatening
its competitors. When competitors' goals are well understood, there
may be a place where everyone is relatively happy. Of course such
positions do not always exist, particularly when one takes into ac-
count that new entrants may be tempted into an industry where exist-
ing firmsare all doing well. In most cases the firm has to force com-
petitors to compromise their goals in order for the firm to meet its
objectives. To do so it needs to find a strategy it can defend against
existing competitors and new entrants through some distinctive ad-
vantages.

Analysis of competitors' goals is crucial, because it helps the
firm avoid strategic moves that will touch off bitter warfare by
threatening competitors' ability to achieve key goals. For example,
portfolio analysis can separate cash cows and harvest businesses
from those the parent istrying to build. It is often quite possible to
gain position against a cash cow if this does not threaten its cash
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flow to the parent, but it is potentially explosive to try to gain
against a business the competitor's parent is attempting to build (or
one to which it has emotional attachments). Similarly, a business
that is counted on to achieve stable sales may fight aggressively to do
so even at the expense of profits, whereasit will react much lessto a
move designed to boost a competitor's profits though leaving market
shares the same. These are just some examples of how analysis of
goals can begin to answer the questions about competitors' behavior
posed in Figure 3-1.

ASSUMPTIONS

The second crucial component in competitor analysis is identi-
fying each competitor's assumptions. These fall into two major cate-
gories:

¢ Thecompetitor's assumptions about itself

¢ The competitor's assumptions about the industry and the

other companiesin it

Every firm operates on a set of assumptions about its own situa-
tion. For example, it may seeitself as a socially conscious firm, as
theindustry leader, as the low-cost producer, as having the best sales
force, and so on. These assumptions about its own situation will
guide the way the firm behaves and the way it reacts to events. If it
seesitself as the low-cost producer, for example, it may try to disci-
plinea price cutter with pricecutsof itsown.

A competitor's assumptions about its own situation may or may
not be accurate. Where they are not, this provides an intriguing stra-
tegiclever. If acompetitor believesit has the greatest customer loyal-
ty in the market and it does not, for example, a provocative price cut
may be a good way to gain position. The competitor might well re-
fuse to match the price cut believing that it will have little impact on
itsshare, only to find that it loses significant market position before
it recognizestheerror initsassumption.

Just as each competitor holds assumptions about itself, every
firm also operates on assumptions about its industry and competi-
tors. These also may or may not be correct. For example, Gerber
Products had steadfastly believed that births would increase ever
since the 1950s, even though the birth rate has been declining steadily
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and the actual upturn in births may just have occurred in 1979.
There are also many examples of firms that greatly over- or underes-
timated their competitors' staying power, resources, or skills.

Examining assumptions of al types can identify biases or blind
spots that may creep into the way managers perceive their environ-
ment. The blind spots are areas where a competitor will either not see
the significance of events (such as a strategic move) at all, will per-
ceive them incorrectly, or will perceivethem only very slowly. Root-
ing out these blind spots will help the firm identify moves with a
lower probability of immediate retaliation and identify moves where
retaliation, onceit comes, is not effective.

Thefollowing questions aredirected toward identifying compet-
itors' assumptions and also areas where they are likely not to be
completely dispassionate or realistic:

1. What does the competitor appear to believeabout itsrelative
position—in cost, product quality, technological sophistication, and
other key aspects of its business—based on its public statements,
claims of management and sales force, and other indications? What
doesit seeasits strengths and weaknesses? Are these accurate?

2. Does the competitor have strong historical or emotional
identification with particular products or with particular functional
policies, such as an approach to product design, desire for product
quality, manufacturing location, selling approach, distribution ar-
rangements, and so on, which will bestrongly held to?

3. Aretherecultural, regional, or national differences that will
affect the way in which competitors perceive and assign significance
to events? To take one of many examples, West German companies
are sometimes very oriented toward production and product quality,
at theexpense of unit costs and marketing.

4. Are there organizational values or canons which have been
strongly institutionalized and will affect the way events are viewed?
Are there some policies that the company's founder believed in
strongly that may still linger?

5. What does the competitor appear to believe about future de-
mand for the product and about the significanceof industry trends?
Will it be hesitant to add capacity because of unfounded uncertain-
tiesabout demand, or likely to overbuild for the opposite reason? Is
it prone to misestimate the importance of particular trends? Does it
believe the industry is concentrating, for example, when it may not
be? These are all wedgesaround which strategiescan be built.
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6. What does the competitor appear to believe about the goals
and capabilities of its competitors? Will it over- or underestimate
any of them?

7. Does the competitor seem to believe in industry ** conven-
tional wisdom™* or historic rules of thumb and common industry ap-
proaches that do not reflect new market conditions?¢ Examples of
conventional wisdom are such notions as **Everyone must have a
full line," ** Customerstrade up,™ ** One must control sources of raw
material in this business,” **Decentralized plants are the most effi-
cient manufacturing system,” **One needs a large number of deal-
ers,"" and so on. Identifying situations where conventional wisdomis
inappropriate or can be changed yields advantages in terms of the
timelinessand effectiveness of acompetitor's retaliation.

8. A competitor's assumptions may well be subtly influenced
by, aswell as reflected in, itscurrent strategy. It may see new indus-
try events through filters defined by its past and present circum-
stances, and this may not lead to objectivity.

THE SIGNIFICANCE OF PERCEIVING BLIND SpoTs OR CONVENTIONAL
WisDOM

The recent resurgence of Miller Breweries provides an example
of the benefits that accrue to the perception of blind spots. Miller,
acquired by Philip Morris and not bound by conventional wisdom
like many family-owned breweries, has introduced Lite Beer, a 7-
ounce bottle, and a domestically brewed Lowenbrau Beer at a 25
percent price premium over Michelob (the leading domestic premi-
um beer). According to reports, most breweries laughed at Miller's
moves, but many have now grudgingly followed as Miller made ma-
jor gains in market share.’

Another situation in which the recognition of outdated conven-
tional wisdom has been credited with yielding great rewardsisin the
turnaround of Paramount Pictures. Two new senior executiveswith
backgrounds in network television management have violated many
industry norms in the movie industry — preselling of films, releasing
films simultaneously in large numbers of theaters, and so on—and
registered major gainsin market share.®

“These are particularly likely to exist in industriescomposed of competitorswith a
longtradition in theindustry.

’For a brief account, see BusinessWeek, November 8, 1976.
¢For a brief description, see Business Week, November 27, 1978.
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HISTORY ASAN INDICATOR OF GOALSAND ASSUMPTIONS

One of the often powerful indicators of a competitor's goals
and assumptions with respect to a business is its history in the busi-
ness. The following questions suggest some ways to examine these
areas:

1. What is the competitor's current financial performance and
market share, compared to that of the relatively recent past? This
can be agood first indication of future goals, particularly if results
of the "'rememberable’ past were somewhat better and provide a
tangible and annoyingly visibleindicator of the competitor's poten-
tial. The competitor will almost always be striving to regain the per-
formance of the recent past.

2. What has been the competitor's history in the marketplace
over time? Where has it failed or been beaten, and thus perhaps not
likely to tread again? The memory of past failures, and the impedi-
ments to further movesin those areas they bring, can be very lasting
and given disproportionate weight. This is particularly truein gener-
ally successful organizations. For example, some argue that a past
failure with discount stores delayed Federated Department Stores
reentry into thisareaof retailing for seven years.

3. In what areas has the competitor starred or succeeded as a
company? In new product introductions? Innovative marketing
techniques? Others? In such areas the competitor may feel confident
toinitiatea move again or to do battlein the event of a provocation.

4. How has the competitor reacted to particul ar strategic moves
or industry events in the past? Rationally? Emotionally? Slowly?
Quickly? What approaches have been employed? To what sorts of
events has the competitor reacted poorly, and why?

MANAGERIAL BACKGROUNDSAND ADVISORY
RELATIONSHIPS

Another key indicator of a competitor's goals, assumptions,
and probable future moves is where its leadership has come from
and what the managers track records and personal successes and
failures have been.

1. The functional background of top management is one key
measure of its orientation and perception of the business and ap-
propriate goals. Leaders with financial backgrounds can often em-
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phasize different strategic directions, based on what they feel com-
fortable with, than leaders with backgrounds in marketing or
production. Current examples could be Edwin Land's penchant for
radical innovation as a solution to strategic problems at Polaroid,
and McGee’s strategy of retrenchment to energy-related activities at
Gulf Qil.

2. A second clue to the top managers' assumptions, goals, and
probable future moves is the types of strategies that have worked or
not worked for them personally in their careers. For example, if cut-
ting costs was a successful remedy for a problem facing the CEO in
the past, it may be adopted the next time a remedy is needed.

3. Another dimension of the top managers' backgrounds that
can be important is the other businesses they have worked in and
what rules of the game and strategic approaches have been charac-
teristic of those businesses. For example, Marc Roijtman applied a
strategy of salesmanship, implemented successfully in industrial
equipment, to the farm equipment business when he assumed the
presidency of J. |. Casein the mid-1960s. R. J. Reynolds has recent-
ly brought in new leadership from consumer packaged food and toi-
letries companies that has introduced many of the product manage-
ment and other practices characteristic of those businesses. And the
recently retired top management of Household Finance Corporation
(HFC) came from the retail industry. Rather than bolster HFC’s
strong position in consumer credit and capitalize on the consumer
credit boom, the company spent its resourcesdiversifyinginto retail-
ing. A new CEO, promoted from the consumer financedivision, has
reversed this direction. This tendency to reuse concepts that have
worked in the past applies to senior executives coming from law
firms, consulting firms, and from other companies in the industry.
All can bring to the competitor a perspective and tool kit of remedies
to some extent reflecting their past.

4. Top managerscan begreatly influenced by major eventsthey
have lived through, such as a sharp recession, traumatic energy
shortage, major loss due to currency fluctuations, and so on. Such
events sometimes broadly affect the perspective of the manager in a
widerangeof areas and can influence strategic choices accordingly.

5. Indications of top managers perspectives can also be gained
from their writing and speaking, their technical background or pat-
ent history where applicable, other firms they come into frequent
contact with (such as through boards of directors they sit on), their
outside activities, and a range of other clues limited only by the
Imagination.
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6. Management consulting firms, advertising agencies, invest-
ment banks, and other advisors used by the competitor can be im-
portant clues. What other companies use these advisors and what
have they done? What conceptual approaches and techniques are the
advisors known for? The identity of a competitor's advisors and a
thorough diagnosis of them can provide an indication of future stra-
tegic changes.

CURRENT STRATEGY

Thethird component of competitor analysis is devel oping state-
ments of the current strategy of each competitor. A competitor's
strategy is most usefully thought of as its key operating policiesin
each functional area of the business and how it seeks to interrelate
the functions. This strategy may be either explicit or implicit—one
always exists in one form or the other. The principles of strategy
identification have been discussed in the Introduction.

CAPABILITIES

A redlistic appraisal of each competitor's capabilitiesisthe final
diagnostic step in competitor analysis. Its goals, assumptions, and
current strategy will influence the likelihood, timing, nature, and in-
tensity of a competitor's reactions. Its strengths and weaknesses will
determine itsability toinitiate or react to strategic movesand to deal
with environmental or industry events that occur.

Since the notion of a competitor's strengths and weaknesses is
relatively clear, | will not dwell on it here. Broadly, strengths and
weaknesses can be assessed by examining a competitor's position
with respect to the five key competitive forces discussed in Chapter
1, an analysis | will pursuein Chapter 7. Taking a narrower perspec-
tive, Figure 3-2 givesa summary framework for looking at a compet-
itor's strengths and weaknesses in each key area of the business.” A
list such as this can be made more useful by asking some additional,
synthesizing questions.

'For other sourcesof areasto look at in assessing capabilities, see Robert Buchele,
"How to EvaluateaFirm," California Management Review, Fall 1962, pp. 5-16;
" Checklist for Competitive and Competence Profiles," in H. I. Ansoff, Cor-
porate Strategy (New York: McGraw-Hill, 1965), pp. 98-99; Chapter 2in W. H.
Newman and J. P. Logan, Strategy, Policy and Central Management, 6th ed.

(Cincinnati: South-Western Publishing, 1971); Chapter 5in W. E. Rothschild,
Putting It A/ Together (New York: AMACOM, 1979).
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FIGURE3 2 Areas of Competitor Strengths and Weaknesses
Products

Standing of products, from the user's point of view, in each market segment
Breadth and depth of the product line

Dealer/Distribution
Channel coverage and quality
Strength of channel relationships
Ability to servicethechannels

Marketingand Selling
Skills in each aspect of the marketing mix
Skillsin market research and new product development
Training and skillsof the sales force

Operations
Manufacturing cost position— economies of scale, learning curve, newness of
equipment, etc.
Technological sophistication of facilities and equipment
Flexibility of facilities and equipment
Proprietary know-how and unique patent or cost advantages
Skillsin capacity addition, quality control, tooling, etc.
Location, including labor and transportation cost
Labor force climate; unionization situation
Access to and cost of raw materials
Degree of vertical integration

Research and Engineering
Patents and copyrights

In-house capability in the research and development process (product research,
processresearch, basic research, development, imitation, etc.)

R&D staff skillsinterms of creativity, simplicity, quality, reliability, etc.
Accessto outside sources of research and engineering (e.g., suppliers, custom-
ers, contractors)

Overall Costs
Overall relativecosts
Shared costs or activities with other business units
Wherethe competitor is generating the scale or other factors that arekey to its
cost position

Financial Strength
Cash flow
Short- and long-term borrowing capacity (relative debt/equity ratio)
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FIGURE 3-2 Continued

New equity capacity over theforeseeable future
Financial management ability, including negotiation, raising capital, credit, in-
ventories, and accounts receivable
Organization
Unity of valuesand clarity of purposeintheorganization
Organizational fatigue based on recent requirements placed on it
Consistency of organizational arrangements with strategy

Genera Manageria Ability
L eadership qualities of CEO; ability of CEO to motivate

Ability to coordinate particular functions or groups of functions (e.g., manu-
facturing with research coordination)

Age, training, and functional orientation of management
Depth of management
Flexibility and adaptability of management

Corporate Portfolio

Ability of corporation to support planned changesin all business unitsin terms
of financial and other resources

Ability of corporation to supplement or reinforce business unit strengths

Other
Special treatment by or access to government bodies
Personnel turnover

CoRE CAPABILITIES

* What are the competitor's capabilities in each of the func-
tional areas? What isit best at? Worst at?

* How does the competitor measure up to the tests of the con-
sistency of itsstrategy (presented in the Introduction)?

* Are there any probable changes in those capabilities as the
competitor matures? Will they increase or diminish over
time?

ABILITY TO GROW

* Will the competitor's capabilities increase or diminish if it
grows? In which areas?

* What isthe competitor's capacity for growth in terms of peo-
ple, skillsand plant capacity?
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what is the competitor's sustainable growth in financial
terms? Given a Du Pont analysis, can it grow with the indus-
try?'® Can it increase market share? How sensitive is sustain-
able growth to raising outside capital? To achieving good
short-term financial results?

Quick RESPONSE CAPABILITY

what is the competitor's capacity to respond quickly to moves
by others, or to mount an immediate offensive? This will be
determined by factors such as the following:

° uncommitted cash reserves

° reserve borrowing power

° excessplant capacity

° unintroduced but on-the-shelf new products

ABILITY TO ADAPT TO CHANGE

Wheat are the competitor's fixed versus variable costs? I ts cost

of unused capacity? These will influence its probable re-

sponsesto change.

What is the competitor's ability to adapt and respond to

changed conditionsin each functional area? For example, can

the competitor adapt to

° competing on cost?

° managing more complex product lines?

° adding new products?

° competing on service?

o escalation in marketing activity?

Can the competitor respond to possible exogenous events

such as

o asustained high rate of inflation?

° technological changes which make obsolete existing plant?

° arecession?

° increasesin wagerates?

° the most probable forms of government regulation that
will affect this business?

Does the competitor have exit barrierswhich will tend to keep

it from scaling down or divesting its operations in the busi-

ness?

after tax fraction of
. t t debt
'°Sustainable growth = ( asse )x( return ) X (Ese—s) X (*e—) X ( earnings

turnover on sales debt equity retained

)
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® Does the competitor share manufacturing facilities, a sales
force, or other facilities or personnel with other units of its
corporate parent? These may provide constraints to adapta-
tion and/or may impede cost control.

STAYING POWER

e what is the ability of the competitor to sustain a protracted
battle, which may put pressure on earnings or cash flow? This
will bea function of considerations such as thefollowing:

° cash reserves

° unanimity among management

° long time horizoninitsfinancial goals
° lack of stock market pressure

Putting the Four Components Together —The
Competitor ResponseProfile

Given an analysis of a competitor's future goals, assumptions,
current strategies, and capabilities, we can begin to ask the critical
guestions that will lead to a profile of how a competitor islikely to

respond.

OFFENSIVEMOVES

The first step is to predict the strategic changes the competitor
mightinitiate.

1. Satisfaction with current position. Comparing the competi-
tor's (and its parent company's) goalswith itscurrent position, isthe
competitor likely to attempt toinitiate strategic change?

2. Probable moves. Based on the competitor's goals, assump-
tions, and capabilities relative to its existing position, what are the
most probable strategic changes the competitor will make? These
will reflect the competitor's views about the future, what it believes
its strengths to be, which of itsrivalsit thinksare vulnerable, how it
likes to compete, the biases brought to the business by top manage-
ment, and other considerations suggested by the preceding analysis.

3. Strength and seriousness of moves. The analysis of a com-
petitor's goals and capabilities can be used to assess the expected
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strength of these probable moves. It isalso important to assess what
the competitor may gain from the move. For example, a move that
will allow the competitor to share costs with another division, there-
by dramatically changing its relative cost position, may bealot more
significant than a move that leads to an incremental gain in market-
ing effectiveness. An analysis of the probable gain from the move
coupled with knowledge of the competitor's goals will give an indi-
cation of how serious the competitor will bein pursuing the movein
thefaceof resistance.

DEFENSIVE CAPABILITY

The next step in building a response profileisto construct a list
of therange of feasible strategic moves a firm in the industry might
make and a list of the possible industry and environmental changes
that might occur. These can be assessed against the following criteria
to determine the competitor's defensive capability, with inputs com-
ing from the analysisin previous sections.

1. Vulnerability. To what strategic moves and governmental,
macroeconomic or industry events would the competitor be most
vulnerable? What events have asymmetrical profit consequences,
that is, affect a competitor's profits more or less than they affect the
initiating firm's? What moves would require so much capital to re-
taliate against or follow that the competitor cannot risk them?

2. Provocation. What moves or events are such that they will
provokea retaliation from competitors even though retaliation may
be costly and lead to marginal financial performance? That is, what
moves threaten a competitor's goals or position so much that it will
beforced to retaliate, likeit or not? Most competitors will have hot
buttons, or areas of the business where a threat will lead to a dispro-
portionate response. Hot buttons reflect strongly held goals, emo-
tional commitments, and the like. Where possible, they are to be
avoided.

3. Effectiveness d retaliation. To what moves or events is the
competitor impeded from reacting to quickly and/or effectively
given its goals, strategy, existing capabilities, and assumptions?
What courses of action might be taken in which the competitor
would not be effectiveif it triesto match or emulate them?

Figure 3-3 presents a simple schematic diagram for analyzing a
competitor's defensive capabilities. The left-hand column lists first



69

FIGURE 33 A Scheme for Assessinga Competitor's Defensive Capability

Events

Feasble
StrategicMoves
by our Firm
List all alternatives such as:
Fill out theline
Increase product quality
and service
Reduce priceand compete
on costs

Feasble
Environmental
Changes
List all changessuch as:

Major increasein raw
material costs

Downturn in sales

Increasein cost con-
sciousness of buyers

Degreeto which the

Vulnerability of Event will Provoke
the Competitor Retaliation by
to the Event the Competitor

Effectivenessof the
Competitor's Retaliation
to the Event




70 COMPETITIVE STRATEGY

the feasible strategic moves some firm might make and then the envi-
ronmental and industry changes that could possibly occur (including
probable moves by competitors). These events can then be subjected
to the questions listed across the top. The resulting matrix should
help pick the most effective strategy, given thereality that competi-
tors will respond, and can facilitate rapid response to industry and
environmental events that will expose a competitor's weaknesses.
(Concepts for making competitive moves are discussed in detail in
Chapter 5.)

PICKING THE BATTLEGROUND

Assuming that competitors will retaliate to moves a firm initi-
ates, itsstrategic agendaisselecting thebest battleground for fighting
it out with its competitors. This battleground is the market segment
or dimensionsof strategy in which competitorsareill-prepared, least
enthusiastic, or most uncomfortable about competing. The best bat-
tleground may be competition based on costs, centered at the high or
low end of the product line, or other areas.

Theideal isto find a strategy that competitors are frozen from
reacting to given their present circumstances. The legacy of their
past and current strategy may make some moves very costly for com-
petitors to follow, while posing much less difficulty and expense for
theinitiating firm. For example, when Folger's Coffeeinvaded Max-
well House strongholds in the east with price cutting, the cost of
matching these cuts were enormous for Maxwell House because of
itslarge market share.

Another key strategic concept deriving from competitor analy-
sis is creating a situation of mixed motives or conflicting goals for
competitors. This strategy involves finding moves for which retalia-
tion, though effective, would hurt the competitor's broader posi-
tion. For example, as IBM responds to the threat of the minicom-
puter with itsown minicomputer, it may hasten the declinein growth
of itslarge computersand accelerate the changeover to minicomput-
ers. Placing competitors in a situation of conflicting goals can bea
very effective strategic approach for attacking established firms that
have been successful in their markets. Small firmsand newly entered
firms often have very little legacy in the existing strategies.in the in-
dustry and can reap great rewards from finding strategies that penal-
izecompetitors for their stakein these existing strategies.
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Realistically, competitors will not often be completely frozen or
even torn by mixed motives. In this case, the questions posed above
should help toidentify those strategic moves that will put theinitiat-
ing firm in the best position to fight the competitive battle when it
comes. This means taking advantage of an understanding of compet-
itor goals and assumptions to avoid effective retaliation whenever
possible and picking the battlefield where the firm's distinctive abil-
ity represents the most formidable artillery.

Competitor Analysisand Industry Forecasting

An analysis of each significant existing and potential competi-
tor can be used as an important input to forecasting future industry
conditions. The knowledge of each competitor's probable moves
and capacity to respond to change can be summed up, and competi-
torscan be seen asinteracting with each other on asimulated basisto
answer questionssuch asthe following:

¢ What are the implications of the interaction of the probable
competitors' moves that have been identified?
Arefirms' strategies converging and likely to clash?

¢ Do firms have sustainable growth rates that match the indus-
try's forecasted growth rate, or will agap be created that will
inviteentry?
Will probable moves combine to hold implications for indus-
try structure?

The Need for a Competitor I ntelligenceSystem

Answering these questions about competitors creates enormous
needs for data. Intelligence data on competitors can come from
many sources. reports filed publicly, speeches by a competitor's
management to security analysts, the business press, the sales force,
afirm's customers or suppliers that are common to competitors, in-
spection of a competitor's products, estimates by the firm's engi-
neering staff, knowledge gleaned from managers or other personnel
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who have left the competitor's employment, and so on. Souces of
data are described in more detail in Appendix B. It is unlikely that
data to support a full competitor analysis could be compiled in one
massive effort. The data to make the subtle judgments implied by
these questions usually come in trickles rather than rivers and must
be put together over a period of time to yield a comprehensive pic-
tureof the competitor's situation.

Compiling the data for a sophisticated competitor analysis
probably requires more than just hard work. To be effective, thereis
the need for an organized mechanism— some sort of competitor in-
telligence system—to insure that the process is efficient. The ele-
ments of a competitor intelligence system can vary according to the
particular firm's needs, based on its industry, its staff capability,
and its managements' interests and talents. Figure 3-4 diagrams the
functions that must be performed in developing the data for sophis-
ticated competitor analysis and gives some options for how each
function might be performed. In some companies all these functions
can be performed effectively by one person, but this seemsto be the
exception rather than the rule. There are numerous sources for field
data and published data, and many individuals in a company can
usually contribute. Furthermore, compiling, cataloging, digesting,
and communicating these datain an effectivefashion are usualy be-
yond the capabilities of one person.

Oneobservesa variety of alternativewaysfirmsorganizeto per-
form these functionsin practice. They range from a competitor anal-
ysisgroup that is part of the planning department and performs all
the functions (perhaps drawing on othersin the organization for col-
lecting field data); to a competitor intelligence coordinator who per-
forms the compiling, cataloging, and communication functions; to a
system in which the strategist does it all informally. All too often,
however, no one is made responsible for the competitor analysis at
al. There seems to be no single correct way to collect competitor
data, but it is clear that someone must take an active interest or
much useful information will be lost. Top management can do a lot
tostimulate the effort by requiring sophisticated profiles of competi-
tors as part of the planning process. Asa minimum, some manager
with the responsibility to serve as the focal point for competitor in-
telligence gathering seems to be necessary.

Each of the functions can also be performed in a number of dif-
ferent ways, as noted in Figure 3-4. T he options shown cover arange
of degrees of sophistication and completeness. A small firm may not
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have the resources or staff to attempt someof the more sophisticated
approaches, whereas a company with a large stake in successfully
reading some key competitors should probably be doing all of them.
Whatever the level of sophistication, theimportance of the commu-
nication function cannot be stressed enough. Gathering data is a
waste of time unless they are used in formulating strategy, and cre-
ative ways must be devised to put these data in concise and usable
form to top management.

Whatever the mechanism chosen for competitor intelligence
gathering, there are benefits to be gained from one that is formal
and involves some documentation. It is all too easy for bits and
pieces of data to belost, and the benefits that come only from com-
bining these bitsand pieces thereby foregone. Analyzing competitors
istoo important to handle haphazardly.
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Market Signals

A market signal is any action by a competitor that provides a direct
or indirect indication of itsintentions, motives, goals, or internal sit-
uation. The behavior of competitors provides signals in a myriad of
ways. Somesignals are bluffs, some are warnings, and someare ear-
nest commitments to a course of action." Market signals are indirect
means of communicating in the marketplace, and most if not all of a
competitor's behavior can carry information that can aid in compet-
itor analysis and strategy formulation.

Recognizing and accurately reading market signals, then, is of
major significance for developing competitive strategy, and reading
signalsfrom behavior isan essential supplement to competitor anal-
yss (Chapter 3). Knowledge of signaling isalso important for effec-
tive competitive moves, to be discussed in Chapter 5. A prerequisite
to interpreting signals accurately is to develop a baseline competitor
analysis. an understanding of competitors future goals, assump-
tions about the market and themselves, current strategies, and capa-
bilities. Reading market signals, a second-order form of competitor
analysis, rests on subtle judgments about competitors based on the

'Thereis substantial evidence to be found in the experimental literatureon oli-
gopolies, aswell as in casual observation of competitivebehavior, that market sig-
naling occurs. For an interesting experimental study that verifies the importance
of signaling, see Fouraker and Siegel (1960).

75
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comparison of known aspectsof their situations with their behavior.
Aswewill see, the many subtletiesin interpreting signals will require
ongoing comparisons between behavior and the sort of competitor
analysisin Chapter 3.

Typesdf Market Signals

Market signals can have two fundamentally different functions:
they can be truthful indications of a competitor's motives, inten-
tions, or goals or they can be bluffs. Bluffs are signals designed to
mislead other firmsinto taking or not taking an action to benefit the
signaler. Discerning the difference between a bluff and a true signal
can often involve subtle judgments.

Market signalstake a variety of forms, depending on the partic-
ular competitor behavior involved and the medium employed. In dis-
cussing different forms of signals, it will be important to indicate
how they may be used as bluffs, and how a bluff and a true signal
might be distinguished.

Theimportant forms of market signalsareas follows:

PRIOR ANNOUNCEMENTSOFMOVES

Theform, character, and timing of prior announcements can be
potent signals. A prior announcement is a formal communication
made by a competitor that it either will or will not take some action,
such as building a plant, changing price, and so on. An announce-
ment does not necessarily insure that an action will be taken; an-
nouncements can be made that are not carried out in practice, either
because nothing was done or a later announcement nullified the ac-
tion. This property of announcements adds to their signaling value,
aswill be discussed.

In general, prior announcements can serve a number of signal-
ing functions that are not mutually exclusive. First, they can be at-
tempts to stake out a commitment to take an action for the purposes
of preempting other competitors. If a competitor announces a major
new capacity addition which is sufficient to meet all expected indus-
try growth, for example, it may be trying to dissuade other firms
from adding capacity, which would lead to industry overcapacity.
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Or as has been typical of IBM, a competitor may announce a new
product well before it is ready for the marketplace, seeking to get
buyers to wait for its new product rather than buy a competitor's
product in the interim.? Berkey, for example, has charged initsanti-
trust suit against Kodak that Eastman Kodak disclosed new camera
products far in advance of production to discouragesales of compet-
ing products.

Second, announcements can be threats of actions to be taken if
a competitor follows through with a planned move. If firm A learns
of competitor B's intentions to lower its price on selected itemsin the
product line (or competitor B announces such intentions), for exam-
ple, then firm A might announce the intention to lower its price sig-
nificantly below B’s. This may deter B from going through with the
pricechange, because B now knows that A is unhappy with the lower
price and iswilling to start a price war.

Third, announcements can be tests of competitor sentiments,
taking advantage of the fact that they need not necessarily be carried
out. Firm A might announce a new warranty program to see how
othersin theindustry will react. If they react predictably, then A will
follow through with the change as planned. If competitors send sig-
nals of displeasure or announce somewhat different warranty pro-
grams than A has proposed, then A might either withdraw the
planned move or announce a revised warranty program to match
that of itscompetitors.

This sequence of actions suggests a fourth role of announce-
ments related to their role as threats. Announcements can be a
means of communicating pleasure or displeasure with competitive
developments in theindustry." Announcing a move that fallsin line
with a competitor's move might indicate pleasure, whereas announc-
ing a punishing move or a substantially different approach to the
same end can indicate displeasure.

A fifth and common function of announcements is to serve as
conciliatory steps aimed at minimizing the provocation of a forth-

'See Brock (1975).

‘Competitors can also comment on their pleasure or displeasure directly through
interviews, speeches to security analysts, and so on. But announcing that they will
do something, in response to a firm's move, is usualy a more binding commit-
ment to their position than mere statements of pleasure or displeasure. Thisis be-
causereneging on an announcement carries a greater cost in credibility than taking
an action inconsistent with what wassaid in an interview or speech. Sometimesin-
terviews and speeches are used to signal displeasure to cause another firm to
change its mind, and if thistactic is not successful an announcement is made that
the firm will follow the move.
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coming strategic adjustment. The announcement seeksto avoid hav-
ing a strategic adjustment touch off a round of unwelcomed retalia-
tion and warfare. For example, firm A might decide that pricelevels
need to be adjusted downward in the industry. Announcing this
move well ahead of time, and justifying it in terms of specific
changes in costs, can avoid having firm B read the price change asan
aggressive bid for market share and retaliating vigorously. Thisrole
of announcements is particularly common when a necessary strate-
gic adjustment is not meant to be aggressive. However, announce-
ments like these can also be designed to lull competitorsinto a sense
of security in order to facilitate theimplementation of an aggressive
move. Thisisone of many instances when a signal can be a double-
edged sword.

A sixth function of announcements is to avoid costly simulta-
neous moves in areas like capacity additions, where bunching of new
plant additions would lead to overcapacity. Firms might announce
expansion planswell in advance, facilitating the scheduling of capac-
ity additions by competitors in a sequence that will minimize overca-
pacity.*

A final function of announcementscan be communication with
the financial community, for purposes of boosting stock price or im-
proving the reputation of the company. This common practice
means that firms often have a public relations motive in presenting
their situationin the best possible light. Announcements of thischar-
acter can cause trouble by sending inappropriate signals to compet-
itors.

Announcements can also sometimes serve the purpose of coa-
lescing internal support for a move. Committing the firm to do
something publicly can be away of cutting off internal debate about
its desirability. Announcements of financial goals not infrequently
servethisfunction of rallying support.

It should be clear from the above discussion that an entire com-
petitive battle can be waged through announcements before a single
dollar of resources is expended. A fairly recent sequence of an-
nouncements among producers of computer memories provides an
illustration of this occurrence. Texas Instruments announced a price
for random access memories to be available two years hence. One
week later, Bowmar announced a lower price. Three weeks later,
Motorola announced an even lower price. Finally, two weeks after

'Such a process not infrequently breaks down. See Chapter 15, " Capacity Ex-
pansion.--
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this, Texas Instruments announced a price of half of Motorola's,
and the other firmsdecided not to produce the product. Thus, before
any major investments were actually made, Texas Instruments had
won the battle.” Similarly, trading announcements back and forth
can settle the size of a price change or form of a new dealer rebate
program without the need to disrupt the market and risk a battle by
actually introducing one scheme and then having to change or with-
draw it later.

Discerning whether a prior announcement is an attempt at pre-
emption or isaconciliatory moveisobviously acrucial distinction to
make correctly. A place to start in making such a distinction is with
an analysis of the lasting benefits that might accrue to the competi-
tor from preemption.® If there are such lasting benefits, a preemp-
tive motive must be taken as a strong possibility. If there are few
benefits from preemption, on the other hand, or if the competitor
acting in its narrow self-interest could have done better through a
surprise move, then conciliation may be indicated. An announce-
ment that discloses an action much less damaging to others than it
might have been, given the competitor's capabilities, may usually be
viewed as conciliatory. Another clueto motives is the timing of the
announcement relative to when the action is set to occur. Announce-
mentsfar in advance of a movetend to beconciliatory, other things
being equal, though it isdifficult to generalize completely.

It should beclearly noted that announcementscan be bluffs, be-
cause they need not always be carried out. As described, an an-
nouncement can be a way to communicate a firm's commitment to
carrying out a threat for purposes of causing a competitor to either
back down from or tone down a move or to not initiate it in the first
place. For example, a firm can announce a large plant designed to
maintain its share of industry capacity in the face of other capacity
announcements it seeks to have cancelled, where the effect of its
plant will be to create major overcapacity in the industry. If a bluff
for these purposes fails, there may be little incentive for the bluffer
to carry out the threat. However, whether or not a threat or other
commitment iscarried out hascritical implications for the credibility
of futurecommitments and future announcements. In extreme cases

'For such an outcome to occur Texas Instruments must have also credibly
demonstrated its commitment, from other actions, that it woul d actually sell
memoriesat the low prices. Without this, entry by competitors would not have
been deterred. (SeeChapter 5.)

'Chapter 15 discussestheconditions supporting a preemptive strategy.
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an announcement can be a bluff designed to trick competitors into
expending resources in gearing up to defend against a nonexistent
threat,

Prior announcements by competitorscan and do occur in a vari-
ety of media: official press releases, speeches by management to se-
curities analysts, interviews with the press, and other forms. The
medium chosen for the announcement is one clue to its underlying
motives. The more formal the announcement, the more the an-
nouncing firm wants to be sure that the message will be heard, and
the broader the audience it probably seeksto reach. The medium for
the announcement al so affects who will seeit. An announcementin a
specialized trade journal islikely to be noticed only by competitors
or other industry participants. This may carry a different connota-
tion from an announcement made to a broad audience of security
analysisor to thenational business press. A prior announcement toa
broad audience may be a way of establishing a **public'* commit-
ment to do something that is perceived by competitors as being hard
to back down from, with the consequent deterrent value.'

ANNOUNCEMENTSOF RESULTSOR ACTIONSAFTER THE
FACT

Firmsoften announce (verify) plant additions, salesfigures, and
other results or actions after they have occurred. Such announce-
ments may carry signals, particularly to the degree that they disclose
data that are hard to get otherwise and/or are surprising for the an-
nouncing firm to make public. The after-the-fact announcement has
the function of insuring that other firms know and take note of the
data disclosed—which can influencetheir behavior.

Likeany announcement, an ex post announcement can bewrong
or more likely mideading, although this does not seem to be com-
mon. Many such announcements refer to data like market shares
that are not audited nor are subject to full SEC screening procedures
and liability. Firms sometimes announce misleading data if they be-
lieve such data can be preemptive or can communicate commitment.
Anexampleof thistactic isannouncing salesfigures that include the
sales of some related products outside the narrow product category
in the total, that is, inflating apparent market share. Another tactic

'See Chapter 5 for a discussion of the significance of commitment and deterrence
in competitivesituations.
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is to quotefinal capacity for a new plant, even though reaching that
capacity will take a second addition, while representing the final ca-
pacity implicitly asinitial capacity.® If the firm can learn about or
deduce such misleading practices, they will carry important signals
about the competitor's objectivesand true competitive strengths.

PUBLIC DISCUSSIONSOF THE INDUSTRY BY COMPETITORS

It is not uncommon for competitors to comment on industry
conditions, including forecasts of demand and prices, forecasts of
future capacity, the significance of external changes such as material
cost increases, and so on. Such commentary isladen with signals be-
cause it may expose the commenting firm's assumptions about the
industry on which it is presumably building its own strategy. As
such, this discussion can be a conscious or unconscious attempt to
get other firms to operate under the same assumptions and thereby
minimize the chances of mistaken motives and warfare. Such com-
mentary can also contain implicit pleas for price discipline: ** Price
competition is still very harsh. The industry is doing a lousy job of
passing along increased costs to the consumer.’”® ** The problem in
thisindustry is that some firms do not recognize that these current
priceswill be detrimental to our ability to grow and produce a qual-
ity product in the long run.”’*® Or discussions of the industry may
contain implicit pleas that other firms add capacity in an orderly
fashion, not engage in excessive advertising competition, not break
ranks in dealing with large customers, or any number of other
things, as wel asimplicit promises to cooperate if othersact ** prop-
erly."

Of course, the firm making the comments may be seeking to in-
terpret industry conditionsin such a way astoimprove itsown posi-
tion. It may prefer that prices fall, for example, and may therefore
describe industry conditions so that its competitors prices appear
too high, even though competitors might truly be better off holding
their price levels. This possibility implies that firms reading the sig-
'This action is to be clearly distinguished from announcing existing capacity

accuratelyand also ssimultaneously announcing plansfor futureexpansion.

'President of Sherwin-Williams Coating Group, commenting on the paint industry
in " A Thin Coating of Profit for Paint Makers," Business Week, August 14,
1977.

“Executiveof a leading commodities producer in a speech to security analysts.



82 COMPETITIVESTRATEGY

nals in their competitor's commentary must verify industry condi-
tions themselves and search for areas in which a competitor's posi-
tion might be improved by its interpretation of the facts, thereby
compromising itsintentions.

In addition to commentary on the industry generally, competi-
tors sometimes comment on their rival's movesdirectly: ** The recent
extension of credit to dealers was inappropriate for X and Y rea-
sons.” Such commentary can signal an indication of pleasureor dis-
pleasure with a move, but likeany other public announcement, there
are alternativeinterpretations of its purposes. It may be self-serving
by slanting the interpretation of the desirability of the competitor's
move so that its own position isimproved.

Sometimes firms praise competitors by name or the industry
generally. This has occurred, for example, in hospital management.
Such praise is usually a conciliatory gesture aimed at reducing ten-
sions or ending undesirable practices. It is most common in indus-
triesin which all firmsareaffected by theindustry's collectiveimage
with thecustomer group or financial community.

COMPETITORS DISCUSSIONSAND EXPLANATIONSOF
THEIR OWN MOVES

Competitors often discuss their own movesin public or in fo-
rums where the discussion is likely to reach other firms. A common
example of the latter is to discuss a move with major customers or
distributors, in which case the discussion will almost surely be circu-
lated around theindustry.

A firm's explanation or discussion of its own move can serve,
consciously or unconsciously, at least three purposes. First, it may
be an attempt to get other firmsto see thelogic of a move and hence
follow it or to communicate that the move is not to be taken as a
provocation. Second, explanations or discussions of moves can be
preemptive gestures. Firms introducing a new product or entering a
new market sometimes fill the press with stories about how costly
and difficult the move was to make. This may deter other firmsfrom
trying. Finally, such discussions of moves may be an attempt to
communicate commitment. The competitor can stress the large
amount of resources expended and its long-run commitment to a
new areato try to convincerivasthat it is there to stay and to not at-
tempt to displaceit.
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COMPETITORS TACTICSRELATIVETO WHAT THEY
COULD HAVE DONE

Relativeto what a competitor could have feasibly chosen to do,
the prices and advertising levelsactually chosen, the size of capacity
additions, specific product characteristics adopted, and so on, all
carry important signals about motives. T o the degree that its choices
of strategic variables was the worst it could have taken with respect
to damaging other firms, thisisa strong aggressive signal. If it could
have hurt competitors more with strategies other than the one
chosen, which werewithinitsset of feasiblealternatives (e.g., aprice
higher than the competitor's cost might justify), this potentially sig-
nals conciliation. A competitor behaving in a way inconsistent with
its narrowly defined self-interest may implicitly be signaling concili-
ation aswell.

MANNER IN WHICH STRATEGIC CHANGESARE INITIALLY
IMPLEMENTED

A competitor's new product can beinitially introduced in a pe-
ripheral market, or it can immediately be aggressively sold to the key
customers of its rivals. A price change may be made initially on
products that represent the heart of a competitor's product line, or
the price changes can be first put into effect in product or market
segments where the competitor does not nave a great interest. A
move can be made at the normal time of the year for adjustments of
its type, or it can be made at an unusual time. These are just exam-
ples of how the manner in which almost any strategic change isim-
plemented can help differentiate between a competitor's desireto in-
flict a penalty and its desire to make a move in the best interests of
the industry as a whole. As usual where such motives are involved,
however, thereis therisk of bluffs.

DIVERGENCEFROM PAST GOALS
If acompetitor has historically produced products exclusively at

the high end of the product spectrum, its introduction of a signifi-
cantly inferior product is an indication of a potential major realign-
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ment in goals or assumptions. Such a divergence from past goalsin
any other area of strategy carries a similar message. These diver-
gences should probably lead to a period of intense attention to sig-
naling and competitor analysis.

DIVERGENCE FROM INDUSTRY PRECEDENT

A move that diverges from industry normsis usually an aggres-
sive signal. Examples include discounting products that have never
been discounted in theindustry and plant construction in an entirely
new geographic area or new country.

THE CROSS-PARRY

When onefirm initiates a move in one area and a competitor re-
sponds in a different area with one that affects the initiating firm,
the situation can be called a cross-parry. Thissituation occurs not in-
frequently when firms competein different geographic areas or have
multiple product lines that do not completely overlap. For example,
an East-Coast-based firm entering the western market may see a
western firm in turn entering the eastern market. A situation not far
from this occurred in the roasted coffee industry. Maxwell House
has long been strong in the East, whereas Folger's strength isin the
West. Folger's, acquired by Procter and Gamble, moved to increase
its penetration in the eastern markets through some aggressive mar-
keting. Maxwell countered, in part, by cutting prices and raising
marketing expenditures in some of Folger's key western markets.
Another example may be occurring in the machinery sector. Deere
entered the earthmoving industry in the late 1950s with a strategy
similar to Caterpillar's. Deere has recently pushed even harder to
penetrate some of Caterpillar's key markets. Rumors are now ram-
pant that Caterpillar is planning to enter the farm equipment indus-
try, where Deereisstrong. '

The cross-parry response represents a choice by the defending
firm not to counter the initial move directly but to counter it indi-
rectly. By responding indirectly, the defending firm may well be try-
ing not to trigger a set of destructive moves and countermovesin the
encroached-upon market but yet clearly to signal displeasure and
raise the threat of serious retaliation later.

A rumor, aswell asan actual move, can serveasacross-parry.
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If the cross-parry is directed toward one of the original initia-
tor's " bread and butter** markets, it may be interpreted as a serious
warning. If it is directed toward a minor market, it may signal a
warning of things to come but also the hope of not triggering any
unsettling or hasty counterresponse by the original initiator. A re-
sponsein a minor market may also signal that the defender will raise
the ante with a more threatening cross-parry later if the initiator
does not back off.

The cross-parry can be a particularly effective way to discipline
a competitor if thereisa great divergence of market shares. For ex-
ample, if the cross-parry involvesa price cut, the cost of meeting this
price cut for the firm with the bigger share may be a lot greater than
for the firm sending the signal. This fact can increase the pressure
placed on the original instigator to back off.

An implication of all this analysis is that maintaining a small
position in such cross-markets can be a useful potential deterrent.

THE FIGHTING BRAND

A form of signal related to the cross-parry is the fighting brand.
A firm threatened or potentially threatened by another can introduce
a brand that has the effect—whether this is the only motivation for
the brand or not—of punishing or threatening to punish the source
of the threat. For example, Coca-Cola introduced a new brand
caled Mr. Pibb in the mid-1970s which tasted very much like Dr.
Pepper, a brand that was gaining market share. Maxwell House in-
troduced a coffee brand called Horizon, which had similar charac-
teristics and package design to Folger’s, in some markets where Fol-
ger’s was seeking to gain position. Fighting brands can be meant as
warnings or deterrents or as shock troops to absorb the brunt of a
competitive attack. They are also often introduced with little push or
support before any serious attack occurs, thereby serving as a warn-
ing. Fighting brands can also be used as offensive weapons as part of
alarger campaign.

PRIVATEANTITRUST SUITS

If afirm filesa private antitrust suit challenging a competitor, it
can be taken as a signal of displeasure or in some cases as harass-
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ment or a delaying tactic. Private suits can thus be viewed a lot like
cross-parries. Since a private suit can be dropped at any time by the
initiating firm, it is potentially a mild signal of displeasure relative
to, for example, a competitive price cut. The suit may be saying,
"You have pushed too far thistime and had better back off,"" with-
out taking the risks that would accompany a direct confrontation in
the marketplace. For the weaker firm suing the stronger firm, the
suit may be a way of sensitizing the stronger firm so that it will not
undertake any aggressive actions while the suit is outstanding. If the
stronger firms feels itself under legal scrutiny, its power may be ef-
fectively neutralized.

For large firms suing smaller firms, private antitrust suits can
be thinly velled devices to inflict penalties. Suits force the weaker
firm to bear extremely high legal costs over along period of timeand
also divert itsattention from competing in the market. Or, following
the argument above, a suit can be a low-risk way of telling the
weaker firm that it is attempting to bite off too much of the market.
The oustanding suit can be left effectively dormant through legal
maneuvering and selectively activated (inflicting costs on the weaker
firm) if the weaker firm showssigns of misreading thesignal.

TheUseof History in IdentifyingSignals

Studying the historical relationship between a firm's announce-
ments and its moves, or between other varieties of potential signals
and the subsequent outcomes, can greatly improve one's ability to
read signals accurately. Searching for signs a competitor may have
inadvertently given before making changesin the past can also help
to uncover new types of unconscious signals unique to that competi-
tor. Do certain activities by the sales force always precede a product
change? Do product introductions always occur after a national
sales meeting? Do price changes in the existing line always precede
the introduction of a new product? Does the competitor always an-
nounce capacity addition whenitslevel of capacity utilization reaches
acertain figure?

Of course, in interpreting such signals there is always the possi-
bility of divergence from past behavior; idealy a full competitor
analysis will uncover economic and organizational reasons why such
a divergence might occur ahead of time.
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Can Attention to Market SignalsBea Distraction?

Given the subtlety of interpreting market signals, one can take
the view that too much attention to them can be a counterproductive
distraction. Rather than getting all tangled up second-guessing com-
petitors' words and actions, holds this view, companies should focus
their timeand energy on competing.

Although situations might be imagined in which top manage-
ment become so preoccupied with signals that the important tasks of
managing the business and building a strong strategic position were
neglected, this hardly justifies abandoning this potentially valuable
source of information. Strategy formulation inherently contains
some explicit or implicit assumptions about competitors and their
motives. Market signals can add greatly to the firm's stock of knowl-
edge about competitors, and therefore improve the quality of these
assumptions. Ignoring themislike ignoring competitors altogether.
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Competitive Moves

In most industries a central characteristic of competition is that
firms are mutually dependent: firms feel the effects of each others
moves and are prone to react to them. In thissituation, which econo-
mists call an oligopoly, the outcome of a competitive move by one
firm depends at least to some extent on the reactions of its rivals.'
""Bad" or "irrational"" reactions by competitors (even weaker com-
petitors) can often make ' good™* strategic moves unsuccessful. Thus
success can be assured only if the competitors choose to or areinflu-
enced to respond in a non-destructive way.

In an oligopoly the firm often faces a dilemma. It can pursue
the interests (profitability) of the industry as a whole (or of some
subgroup of firms), and thereby not incite competitive reaction, or it
can behavein itsown narrow self-interest at the risk of touching off
retaliation and escalating industry competition to a battle. The di-
lemma arises because choosing strategies or responses that avoid the
risk of warfare and make the industry as a whole better off (strate-
giesthat can be called cooperative) may mean that the firm gives up
potential profits and market share.

The situation is analogous to the classis Prisoners' Dilemmain
game theory, one version of which goes as follows. Two prisoners Sit

'An oligopoly fallsin between a monopoly, wherethereisonly one firm, and the
perfectly competitiveindustry, where there are so many firmsand entry is so easy
that firms do not really affect each other but respond to.overall market condi-
tions.
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in jail, each with the choice of squealing on each other or maintain-
ing silence. If neither prisoner squeals, both go free. If they both
squeal, both get hanged. If one prisoner talksand the other does not,
however, the squealer not only gets off scot-free but also collects a
bounty for histrouble. Both prisoners taken together are better off if
they can avoid squealing at all. But acting in his own self-interest,
each prisoner has an even greater incentive to squeal provided the
other does not have the same idea. Translating this problem into the
setting of oligopoly, if firmsare cooperative they all can makea rea-
sonable profit. However, if one firm makesa self-interested strategic
move to which others do not retaliate effectively, it can earn even
higher profits. If its competitors retaliate vigorously against the
move, though, everybody can be worse off than if they wereall co-
operative.

This chapter presents some principles for making competitive
moves in such a setting. It considers both offensive moves to im-
prove position and defensive moves to deter competitors from taking
undesirable actions. First, this chapter draws on Chapter 1 to ex-
plore the general likelihood of competitive outbreaks in an industry,
which sets the context in which any offensive or defensive move must
be made. Next, some important considerations in making various
kinds of competitive moves are examined, including nonthreatening
or cooperative moves, threatening moves, and moves designed for
deterrence. This discussion will illustrate the crucial role of estab-
lished commitment in making moves, and approaches to doing so
will be examined in detail. Finally, some approaches that firms take
to promoteindustry cooperation will be discussed briefly.

In addition to drawing on Chapter 1, this chapter will necessar-
ily draw on the basic principles of competitor analysis described in
Chapter 3and thediscussion of market signalsin Chapter 4. Compet-
itor analysisis obviously a prerequisite to considering any offensive
or defensive move, and market signals are tools both for under-
standing competitors and for use in actually implementing compet-
itive moves.

Industry Instability: TheLikelihood of
CompetitiveWarfare

Thefirst question for the firm in considering offensive or defen-
dve moves is the general degree of instability in the industry or the
industry-wide conditions that may mean a move will touch off wide-
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spread warfare. Some industries require much softer treading than
others. The underlyingstructureof anindustry, discussed in Chapter
1, determines the intensity of competitive rivalry and the genera
ease or difficulty that cooperative or warfare-avoiding outcomes can
be found. The greater the number of competitors, the more equal
their relative power, the more standardized their products, the
higher their fixed costs and other conditions that tempt them to try
to fill capacity, and the slower the industry's growth, the greater is
the likelihood that there will be repeated efforts by firms to pursue
their own self-interest. They will take actions like shading prices
(squealing), where almost sure retaliation will touch off recurring
boutsof retaliation that keep profitslow. Similarly, the morediverse
or asymmetrical are competitors goals and perspectives, the greater
their strategic stakes in the particular business and the less seg-
mented the market, the harder it will be to properly interpret each
others' moves and sustain a cooperative outcome. Broadly speaking,
both offensive and defensive moves are more risky if these condi-
tionsfavor intenserivalry.

Some other conditions in an industry can make outbreaks of ri-
valry moreor lesslikely. A history of competing or continuity d in-
teraction among the parties can promote stability since it facilitates
the building of trust (the belief that competitors are not out to bank-
rupt each other), and leads to more accurate forecasts of how com-
petitors will react. Conversely, lack of continuity will raise the
chances of competitive outbreaks. Continuity of interaction not only
depends on a stable group of competitors but also isaided by a stable
group of general managers of thesecompetitors.

Multiple bargaining areas, or situationsin which firmsareinter-
acting in more than one competitive arena, can also facilitate a sta-
ble outcome in an industry. For example, if two firms compete in
both the U.S. and European markets, one firm's gain in the U.S.
market might be offset by the other firm's gains in Europe, gains
which neither firm would tolerate individually. Multiple markets
provide a way in which one firm can reward another for not attack-
ing it,* or conversely, provide a way of disciplining a renegade. In-
terconnectionsthrough joint venturesor joint participations can aso
promote stability in an industry through fostering a cooperative ori-
entation and exposing the players to fairly complete information
about each other. Full information is usually stabilizing because it

*Or " ddepayments" in thejargon of gametheory.
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helps firms avoid mistaken reactions and keeps them from attempt-
ing ill-advised strategicinitiatives.

Industry structure influences the position of the competitors,
the pressures on them to make aggressive moves, and the degree to
which their interests are likely to conflict. Structure thus sets the
basic parameters within which competitive moves are made. How-
ever, structure does not fully determine what will take place in a
market. Rivalry also depends on the particular situations of individ-
ua competitors. Another step in assessing industry instability and
the general context for making moves is competitor analysis. Using
the techniques described in Chapter 3, it is necessary to examine the
probable moves each competitor will make, the threat provided by
moves made by its rivals, and the ability of each competitor to de-
fend itself effectively against such moves. Thisanalysisisa prerequi-
site to developing strategies for deterrence or in deciding where and
how to make offensive moves. Here it will be assumed that such
analysis has already been done.

Thefinal part of assessing industry instability isdetermining the
nature of theinformation flow among firmsin the market, including
the extent of their shared knowledge of industry conditions, and
ability to communicate intentions effectively through signaling. This
flow of information will bea central focus of this chapter.

Competitive M oves

Becausein an oligopoly afirm is partly dependent on the behav-
ior of itsrivals, selecting the right competitive move involves finding
one whose outcome is quickly determined (no protracted or serious
battle takes place) and also skewed as much as possible toward the
firm's own interests. That is, the goal for the firmisto avoid desta-
bilizing and costly warfare, which spells poor results for all partici-
pants, but yet still outperform other firms.

Onebroad approach isto use superior resources and capabilities
to force an outcome skewed toward the interests of the firm, over-
coming and outlasting retaliation—we might call this the brute force
approach. Thissort of approach is possibleonly if the firm possesses
clear superiorities, and it is stable only as long as the firm maintains
these superiorities and as long as competitors do not misread them
and incorrectly attempt to change their positions.
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Some companies seem to view competitive moves as entirely a
game of brute force: sheer resources are massed to attack arival. A
firm's strengths and weaknesses (Chapter 3) certainly help definethe
opportunitiesand threatsit faces. However, even sheer resourcesare
often not enough to insure the right outcome if competitors will be
tough (or worse, desperate or seemingly irrational) in their responses
or if competitors are pursuing greatly different objectives. More-
over, possession of clear strengths is not always realistically avail-
able to every firm seeking to improveits strategic position. Finaly,
even with clear strengths, awar of attritioniscostly to thevictor and
vanquished alike and is best avoided.

Competitive moves are also a game of finesse. The game can be
structured and moves selected and executed in such a way as to maxi-
mize their outcome no matter what resources are available to the
firm. ldeally, a battle of retaliation never beginsat all. Making com-
petitive moves in oligopoly is best thought of as a combination of
whatever bruteforce the firm can muster, applied with finesse.

COOPERATIVEOR NONTHREATENING MOVES

Moves that do not threaten competitors' goalsarea place to be-
gin in searching for waysto improve position. Based on a thorough
analysis of competitors goals and assumptions, using the frame-
work in Chapter 3, there may be moves the firm can make to in-
crease its profits (or even its share) that do not reduce the perform-
ance of its significant competitors or threaten their goals unduly.
Three categories of such movescan be usefully distinguished:

* movesthat improve the firm's position and improve competi-
tors' positions even if they do not match them,

* movesthat improve the firm's position and improve competi-
tors positionsonly if a significant number match them;

* moves that improve the firm's position because competitors
will not match them.

Thefirst case involves theleast risk if such moves can beidenti-
fied. One possibility isthat the firm may beengaged in practices that
not only diminish its performance but also spill over to diminish the
performance of competitors, such as an inappropriate advertising
campaign or poor pricing structure out of linewith theindustry. The
existence of such possibilitiesisareflection of weak past strategy.
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The second case is more common. In most industries, there are
moves that would improve everybody's situation f all firms fol-
lowed. For example, if every firm reduced its warranty from two
years to one year, all the firms' costs would fall and profitability
would increase, provided that aggregate industry demand was not
sensitive to warranty terms. Another example is a change in costs
that calls for a price adjustment. The problem with such moves is
that all firms may not follow, because the move, though improving
their positions absolutely, is not optimal for them. For example, the
firm with the highest product reliability will lose a competitive ad-
vantage if the warranty period is reduced. Competitors also may not
follow because one or more firms see the chance to improve their rel-
ative position by not following, assuming that othersdo follow.

In selecting a move of this second type, the key steps are (1) as-
sessing the impact of the move on each and every major competi-
tor, and (2) assessing the pressures on each competitor to forego the
benefits of cooperating for the possible benefits of breaking ranks.
This assessment is a problem in competitor analysis. When making
moves whose success is contingent on competitorsfollowing, therisk
isthat competitorswill not follow. Thisrisk isnot great if thechosen
move can be cheaply rescinded or if shifts in relative company posi-
tion are either slow to occur or easy to redress. However, such a
move can be very risky if the relative positions potentially gained by
firms that choose not to participate are significant and hard to win
back.

Identifying the third category of nonthreatening moves— moves
that competitors will not follow — depends on a careful understand-
ing of the opportunities provided by competitors' particular goals
and assumptions. It involves finding moves to which competitors
will not respond because they do not perceive a need to do so. For
example, a competitor may attach little significance to the Latin
American market, focusing instead on Canadaasan export opportu-
nity. Inroads into Latin America at the expense of local companies
may not matter at all to this competitor.

Moveswill be perceived as nonthreatening if:

¢ competitors do not even notice, because the adjustments are
largely internal for the firm making them;

e competitors will not be concerned about them because of
their self-perceptions or assumptions about the industry and
how to competein it;
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e competitors' performanceisimpaired little if at all measured
by their own criteria.

An example of a move combining a number of these character-
istics was Timex’s entry into the watch industry in the early 1950s.?
Timex’s entry strategy was to produce a very low-price watch (with-
out jeweled bearings), which wasso inexpensivethat it did not pay to
have it repaired. This watch was sold through drugstores and other
nonconventional watch outlets instead of through jewelry stores.
The Swissdominated the world watch industry at the time with high-
quality, high-priced watches sold through jewelry stores and mar-
keted as precision instruments. The Swiss industry was growing
briskly in the early 1950s. The Timex watch was so different from
the Swiss watch that the Swissdid not seem to perceiveit ascompeti-
tion at al. It did not threaten their image of quality, nor did it
threaten their position with jewelers or as the leading producers of
high-quality, high-priced watches. The Timex watch probably cre-
ated primary demand initially, rather than taking sales from the
Swiss. Furthermore, the Swiss were growing, and Tirnex was no
threat to their performance at al initialy. As a result, Timex was
able to gain a secure foothold in the lower end of the market without
even attracting theattention of the Swiss.

Executing moves so as to improve everyone's position requires
that competitors understand that the move is not threatening. Such
moves can bea common and recurring adaptation necessary because
of changed industry conditions. Yet all three categories of non-
threatening movesinvolve some risk that the move may be misinter-
preted as aggression.

Firms can use a wide variety of mechanisms to avoid misin-
terpretation in such situations, though none is foolproof. Active
market signaling (Chapter 4) through announcements, public com-
mentary about the change, and the like is one option in indicating
benign intentions. For example, an elaborate discussion in the press
of cost increases that justify making a price change may help com-
municate intentions. The firm making such a move also can disci-
pline competitors who fail to follow, such asthrough selective adver-
tising campaigns or selling efforts directed at those competitors
customers. Another approach to easing risks of misinterpretation is

*For background, see Note on the Watch Industriesin Switzerland, Japan and the
United States, Intercollegiate Case Clearinghouse9-373-090; and Timex (A), In-
ter collegiateCase Clearinghouse 6-373-080.
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reliance on a traditional industry leader. In some industries, one
firm historically takes the leadership role in adjusting to new condi-
tions; other firms wait for it to move first and then follow. Another
mechanism is to associate prices or other decision variables to some
ereadily visible index, such as the consumer price index, to facilitate
adjustments. Focal points, to be discussed below, are a coordinating
mechanism that can also be employed.

THREATENING MOVES

Many moves that would significantly improvea firm's position
do threaten competitors, since thisis the essence of oligopoly. Thusa
key to the success of such movesis predicting and influencing retalia-
tion. If retaliation israpid and effective, then such a move may leave
the mover no better off or even worse off. If retaliation is very bit-
ter, theinitiator can actually comeout a lot worse off than it started.

In considering threatening moves, the key questions are as fol-
lows:

How likely isretaliation?

How soon will retaliation come?

How effective will retaliation potentially be?

How tough will retaliation be, where toughness refers to the
willingness of the competitor to retaliate strongly even at its
own expense?

5. Can retaliation beinfluenced?

AW PE

Because the framework for competitor analysisin Chapter 3 ad-
dresses a number of these questions, we will concentrate our atten-
tion here on predicting lags in retaliation to offensive moves. Many
of these considerations can be turned around to help develop defen-
svestrategy. Influencing retaliation will also be discussed in the sec-
tion on commitment later in this chapter.

LAGS IN RETALIATION

Other things being equal, the firm will want to make the move
that gives it the most time before its competitors can effectively re-
taliate. In a defensive context, the firm will want competitorsto be-
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lievethat it will retaliate quickly and effectively to their moves. Lags
inretaliation stem from four basic sources:

® perceptua lags;

¢ |agsin mounting a retaliatory strategy;

e inability to pinpoint retaliation, which raisesitsshort-run cost;
e |ags caused by conflicting goals or mixed motives.

The first source, perceptual lags, involves delay in competitors
perceiving or noticing the initial strategic move, either because the
move was kept secret or introduced quietly away from competitors'
centers of attention (e.g., with small customers or foreign custom-
ers). Sometimes, by being secretive or keeping a low profile, a firm
can make a move or build a new capability before competitors can
effectively retaliate. Also, competitors may not immediately per-
ceivea move as significant because of their goals, perceptions of the
marketplace, and so on. The example of the introduction of the
Timex watch serves here as well. Long after Timex began to cut into
the sales of the Swissand American producers, the Timex watch was
seen by them asan inferior junk product not requiring retaliation.

Perceptual lags depend partly on the mechanisms firms have in
place for monitoring competitive behavior, and theselags can bein-
fluenced. When competitors are dependent on outside statistical
sources like trade associationsto provide the base data against which
they compute market share, then they may not be able to notice
moves until such dataare published. Perceptual lags may sometimes
be lengthened by diversionary tactics, such as introducing a product
or making some other movein an area away from that in which the
key initiative isto take place. From a defensive point of view percep-
tual lags may be shortened by having a competitor monitoring sys-
tem in place which continually assembles data from the field sales-
force, distributors, and so on. With careful monitoring, competitors
can actually learn about moves ahead of time because the competitor
must make advance commitments for advertising space, equipment
delivery, and the like. If systems for competitor monitoring are
known to competitors, al the better for deterrence.

Lagsin mounting aretaliatory campaign vary with the type of
initial move. Retaliation to a price cut can beimmediate, but it may
takeyears for a defensive research effort to match a product change
or for modern capacity to be put on stream to match a competitor's
new plant. A new automobile model requires three years from plan-
ning to introduction, for example. A large, modern blast furnace for
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producing pig iron or an integrated papermaking plant requires
three to five yearsto build.

These lags in retaliation can also be influenced by a firm's ac-
tions. A firm can pick offensive moves against which competitors
face a slow process of mounting effective retaliation, given natural
lead times coupled with internal weaknessses. From a defensive
standpoint, retaliation time can be shortened by building up retalia-
tory resources even though they may never be used. For example,
new product offerings may be developed but held in reserve, machin-
ery can be ordered at the risk of modest cancellation payments, and
SO on.

Lags caused by the inability to pinpoint retaliation are anal o-
gous to the problem of having to disassemble an entire television set
to replace onefaulty transistor. Particularly for larger firms reacting
to moves by smaller ones, retaliatory moves may haveto be general-
ized to all customers rather than restricted to the customers or mar-
ket segments that are being contested. For example, to match a price
cut by a small competitor, a large firm may haveto givea pricedis-
count to all its customers, at enormous expense. If a firm can find
moves that are much less costly for it to make than they are for its
competitors to respond to, it can produce lags in retaliation and
sometimes even deter retaliation altogether.

Lagsin retaliation caused by conflicting goalsor mixed motives
are a final important situation which has wide applicability in the
study of competitive interaction. Thisis the situation, introduced in
Chapter 3, in which one firm makes a move that threatens some of a
competitor's business, but if the competitor retaliates quickly and
vigoroudly, it hurtsitself elsewhere in its business. This effect poten-
tially creates a lag in retaliation (and a reduction in its effectiveness)
or even prevents retaliation altogether. Part of thelag may bein the
extra time needed to thrash out internal conflicts.

Finding a situation that catches the key competitor or compet-
itors with conflicting goals is at the heart of many company suc-
cessstories. The slow Swiss reaction to the Timex watch provides an
example. Timex sold its watches through drugstores, rather than
through the traditional jewelry store outletsfor watches, and empha-
sized very low cost, the need for no repair, and the fact that a watch
was not a status item but a functional part of the wardrobe. The
strong sales of the Timex watch eventually threatened the financial
and growth goals of the Swiss, but it also raised an important dilem-
mafor them werethey to retaliateagainst it directly. The Swisshad a
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big stake in the jewelry store as a channel and a large investment in
the Swissimage of the watch asa pieceof fine precision jewelry. Ag-
gressive retaliation against Timex would have helped legitimize the
Timex concept, threatened the needed cooperation of jewelers in
selling Swisswatches, and blurred the Swiss product image. Thusthe
Swissretaliation to Timex never really came.

There are many other examples of this principle at work. Volks-
wagen’s and American Motor's early strategies of producing a
stripped-down basic transportation vehicle with few style changes
created a similar dilemma for the Big Three auto producers. They
had a strategy built on trade-up and frequent model changes. Bic’s
recent introduction of the disposable razor has put Gillette in a diffi-
cult position: if it reactsit may cut into the sales of another product
in its broad line of razors, a dilemma Bic does not face.* Finally,
IBM has been reluctant to jump into minicomputers because the
move will jeopardizeitssales of larger mainframe computers.

Finding strategic moves that will benefit from a lag in retalia-
tion, or making moves so as to maximize the lag, are key principles
of competitive interaction. However, seeking to delay retaliation
cannot be made a principle of strategy without qualification. A dow
but tough retaliation may leave the initiating firm worse off than a
quick but less effective one. Thus to the extent that there is a trade-
off betweenthelagin retaliation and theeffectiveness and toughness
of that retaliation, thefirm will haveto balance thetwo in selectinga
move.

DEFENSIVEMOVES

Thus far we have been talking about offensive moves, but the
need to deter or defend against moves by competitors can be equally
important. The problem of defense, of course, isthe opposite of the
problem of offense. Good defense is creating a situation in which
competitors, after doing the analysis described above or actually at-
tempting a move, will conclude that the moveis unwise. As with of-
fensive moves, defense can be achieved by forcing competitors to
back down after a battle. However, the most effective defense is to
prevent the battle altogether.

'For a description of Bic's move, see " Gillette: After the Diversification That
Failed," Business Week, February 28, 1977.
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Toprevent a move, it is necessary that competitors expect retali-
ation with a high degree of certainty and believe that the retaliation
will be effective. Some approaches to achieving this effect have been
discussed and others will be introduced as part of the generalized
concept of creating commitment, discussed below.

Even if a move cannot be prevented, however, there are some
other approachesto defense,

DiscipLINE AS A FORM oF DEFENSE

If a competitor makes a move and the firm immediately and
surely retailiates against it, this disciplining action can lead the ag-
gressor to expect that retaliation will always occur. The morethedis-
ciplining firmisableto aim itsretaliation specificaly at theinitiator,
and the moreit can communicate that itstarget is the initiator rather
than any other firm, the more effective such disciplineislikely to be.
For example, a fighting brand which is a copy of a particular com-
petitor's product is more effective discipline than a more generalized
new product.’ Conversely, if the retaliation must be generalized
(e.g., a price cut that applies to al customers and not just those
shared with the initiating price cutter), the more expensive and less
effective the discipline is likely to be. Also, when the response to a
move must be generalized rather than focused on the firm initiating
the battle, retaliation runs a greater risk of starting a chain reaction
of moves and countermoves— which makes discipline morerisky.

DENYING A BASE

Once a competitor's move has occurred, the denial of an ade-
quate base for the competitor to meet itsgoals, coupled with the ex-
pectation that this state of affairs will continue, can cause the com-
petitor to withdraw. New entrants, for example, usually have some
targets for growth, market share, and ROI, and some time horizon
for achieving them. If a new entrant is denied its targets and be-
comes convinced that it will be along time before they are met, then
it may withdraw or deescalate. Tactics for denying a base include
strong price competition, heavy expenditureson research, and so on.
Attacking new productsin the test-market phase can be an effective
way to foretell afirm's future willingness to fight and can be less ex-
pensive than waiting for the introduction to actually occur. Another

'For examples of fighting brands, see Chapter 4.
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tactic is using special deals to load customers up with inventory,
thereby removing the market for the product and raising the short-
run cost of entry. It can be worth paying a substantial short-run
priceto deny a baseif afirm's market position isthreatened. Essen-
tial to such a strategy, however, isa good hypothesis about what a
competitor's performance targetsand time horizon are.

An example of such a situation may be Gillette's withdrawal
from digital watches. Although claiming it had won significant mar-
ket shares in test markets, Gillette bowed out, citing the substantial
investments required to develop technology and margins lower than
those available in other areas of its business. Texas Instruments
strategy of aggressive pricing and rapid technological development
in digital watches probably had a substantial impact on this decision.

Commitment

Perhaps the single most important concept in planning and exe-
cuting offensive or defensive competitive moves is the concept of
commitment. Commitment can guarantee thelikelihood, speed, and
vigor of retaliation to offensive movesand can be the cornerstone of
defensive strategy. Commitmentsinfluence the way competitors per-
celvether positions and those of rivals. Establishing commitment is
essentialy a form of communicating the firm's resources and inten-
tions unequivocally.® Competitors face uncertainty about a firm's
intentions and the extent of its resources. Communicating commit-
ment reduces the uncertainty and causes the players to calcul ate their
rational strategiesfrom new assumptions, which avoids warfare. For
example, if a firm can commit itself unequivocally to vigorously re
pulsing a given move, its competitors may take this reaction asa cer-
tainty rather than a probability in formulating their own strategies.
They are thus less likely to act in the first place. The trick in com-
petitive interactionsisto stake out commitments in such a way asto
maximize thefirm's own market position.

¢It should be stressed that the term communication is not used in theliteral sense.

Nevertheless, some modes of signaling and establishing commitments are under
review by the U S antitrust authorities because of theconcern that they may beef-
fective in leading to tacit collusion in industries. Although this interpretation 1s
novel and unproven, managers must be aware of its existence.
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There are three major types of commitment in the competitive
setting, each designed to achieve deterrence of adifferent type:

e commitment that the firm is unequivocally sticking with a
move it ismaking;

o commitment that thefirm will retaliateand continueto retali-
ateif acompetitor makes certain moves,

e commitment that the firm will take no action or forgo an ac-
tion.

If the firm can convinceitsrivalsthat it iscommited to a strate-
gic moveit is making or plans to make, it increases the chances that
rivals will resign themselves to the new position and not expend the
resources to retaliate or try to cause the firm to back down. Thus
commitment can deter retaliation. The more entrenched and stub-
born thefirm appears in itsintentions to carry out a move, the more
likely this outcomeis. If competitors perceiveagrim and committed
competitor, they may be convinced that if they retaliate the competi-
tor will countermove to keep its new position, and so on in a down-
ward spiral.

The second form of commitment isanalogous, but it relatesto a
firm's reaction to possible initiatives by competitors. If the firm can
convinceits rivals that it will retaliate strongly and with certainty to
their moves, they may conclude that it is not worth making the move
at al. This role of commitment is to deter threatening moves in the
first place. The more competitors perceive the prospect of dogged,
bitter retaliation to the point of severely hurting everyone's profits,
the less likely they are of initiating the chain of events in the first
place. This is analogous to the situation in which the robber says,
"gtick 'em up, | want your money," and the deranged-looking vic-
tim says™'If you takeit, I will explode this bomb and kill us both!"

The third form of commitment, that of not taking a damaging
action, might be termed creating trust. This form of commitment
can beimportant in deescalating competitive battles. For example, if
the firm can convince its rivals that it will follow a price increase
rather than attempt to undercut it, it may help stop a pricewar.

The persuasiveness of a commitment is related to the degree to
which it appears binding and irreversible. The value of a commit-
ment is as a deterrent, and deterrent value increases with the certain-
ty with which the competitor sees the commitment being honored.
Theirony isthat if the deterrent fails, the firm may be sorry it has
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made the commitment (the victim doesn't really want to blow him-
sf up). Thefirm faces the difficult trade-off of reneging on itscom-
mitment, reducing its credibility in subsequent situations, or paying
the price of fulfilling the commitment.

Both the fact of a commitment and its timing are crucial. The
firm that can commit itself first may bein the position to make other
firms take its behavior as given in their maximizing calculations
about what to do, thereby skewing the outcomein itsfavor. Thiscan
be especially effective when firms basically are seeking a stable out-
come but disagree onits precise form. When two firms are locked in
a vigorous battle for position and have widely divergent interests,
early commitment may belesshelpful.'

COMMUNICATINGCOMMITMENT

Communicating commitment, either to pursue a move or to re-
taliate against a competitor's action, can be done through a variety
of mechanisms and with a variety of signaling devices. The building
blocksof acrediblecommitment are thefollowing:

® assets, resources, and other mechanisms to carry out the com-
mitment quickly;

® a clear intention to carry out the commitment, including a
history of adherance to past commitments;

* inability to back down or perceived moral resolve not to back
down;

¢ ahility to detect compliance to the termsto which the commit-
ment refers.

The necessity of having the mechanismsto carry out a commit-
ment in order to communicate its seriousness is obvious. If a firm
appears unbeatable, a battleis unlikely to occur. Particularly visible
assets for carrying out commitments are excess cash reserves, excess
production capacity,® a large corps of salespersons, extensive re-
search facilities, small positions in a competitor's other businesses
which can be used in retaliation, and fighting brands. Lessvisibleas-
sets are such things as on-the-shelf but unintroduced new products

'For experimental evidencethat supportsthisconclusion, see Deutsch (1960).

*For a discussion of therelated point that excess capacity can providea deterrent to
entry, see Spence (1977).
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which are set to go directly against a competitor's key market. Disci-
pline mechanismsisaterm applied to such assets or resources, which
are intended to punish a competitor if it makes a move undesirable
from the point of view of the firm. Many of the assets listed above
can beeffective discipline mechanisms.

The building of such assetsto carry out acommitment can play
an important role in establishing commitment. Mere possession of
the assets is not enough, however. Competitors must know about
their presence for them to have deterrent value. Insuring that com-
petitors are aware of the assets to carry out commitments sometimes
involves public announcements, discussions with customers that will
spread' around the industry, and cooperation with the business press
to the point of producing articles noting the existence of such assets.
Highly visible resources are particularly valuable as deterrents since
they minimize therisk of being misread or ignored by competitors.

Theclear intention to carry out a commitment must similarly be
communicated for a commitment to be credible. Oneway to do sois
through a pattern of consistent behavior. The past isusualy used by
competitorsasan indication of how reliableand tough afirmislike-
ly to bein its reactions, and a well-orchestrated series of past reac-
tion (which may be onlessimportant or even trivial matters) can bea
persuasive signal of future intentions. The clear intention to carry
out acommitment isalso enhanced by noticeable actions that reduce
thelag in retaliating, like defensive R&D programs already under-
way which are known to competitors. Announcements or leaks of
theintention to carry out acommitment are also communicating de-
vices, although they do not usually communicate with the serious-
nessof past behavior.

Extremely effective in communicating commitment are known
factors that makeit difficult and costly if not impossible for the firm
to back down. For example, a publicized long-term contract with a
supplier or customer is an indication of along-run stakein trying to
enter and stay in amarket. Sois buying a plant rather than leasing it,
or entering a market as a fully integrated producer rather than just
an assembler. Commitment to retaliate to a competitor's moves can
bemadeirreversible by written or verbal agreements with retailers or
customers to meet price cuts, guarantees of an equivalent quality
product, cooperative advertising support to meet a competitor's ac-
tion, and so on. Declaring commitments to theindustry or financial
community in public statements, publicizing targets for market
share, and a variety of other devicescan let competitors know that a
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firm will be embarrassed publicly if it has to back down. This knowl-
edge will tend to deter them from trying to forceit to do so.

Pursuing this line of thinking, the more the competitor thinks
the firm is bordering on being irrational in pursuing itscommitment,
the more wary it will be in taking that firm on. Irrationality is com-
municated in competitive situations by such things as past actions,
lawsuits, and public statements. Behavior that tells competitors the
firm is serious can occur in all parts of a business. What is said to
suppliers, to customers, to distribution channels, and in public can
communicate more or less seriousness about being in the business or
about sticking to acommitment for thelong haul.

It isimportant to note that great resources are not always neces-
sary for commitment to be communicated. The firm with a large
market share or broad product line, for example, will usualy have
conflicting goals in retaliating to some moves, as previously dis-
cussed. Thesmall firm, however, may have much to gain and littleto
lose by initiating a move or by retaliating to others' moves. A price
cut the firm initiates may have an enormous impact on the large
competitor, given that competitor's higher volume, for example. Al-
though the smaller firm has fewer resources to carry out its threats,
it can also partially compensate through toughness or irrationality.

Finally, the ability d afirm to detect compliance is central to
the effectiveness of its commitment to retaliate. If a competitor be-
lievesit can " cheat"* and go undetected, it may be tempted to do so.
But if the firm can demonstrate its ability to know immediately of
any price shading, quality adjustments, or forthcoming new prod-
ucts, for example, its commitment to retaliate becomes more credi-
ble. Known systems of monitoring sales, talking to customers, and
for interviewing distributors are examples of waysto communicatea
high probability of detection. It should be noted that buyers may
have the incentive to report secret price cuts even if they do not ac-
tually occur in order to encourage discounting. This can undermine
the stability of a market whereinformation is poor or suppliers can-
not verify buyer claims.

An evolving competitive battle involving Baxter Travenol Lab-
oratoriesin intravenous solutions, blood containers, and related dis-
posable health care products is an interesting example of some of
these ideas about commitment.® Baxter ($800 million), in a strong
market position, faces a challenge from the McGaw division of
American Hospital Supply Corporation ($1.5 billion), developer of

°For a description, see” A Miracleof Sorts," Forbes, November 15, 1977.



Competitive Moves 105

a new container for intravenous solutions. Although the Food and
Drug Administration had not given its approval to the new compet-
itive product as of November 1977, Baxter reportedly had already
begun to take action to communi cateits commitment to resist theen-
try. Hospital purchasing agents were reporting increased price com-
petition. Baxter was reported to be offering large discounts on many
lines and was going especialy hard after McGaw accounts. Baxter
also had been spending heavily on research and had engaged in re-
portedly vicious price cutting when another competitor entered the
market in the early 1970s. Baxter's toughness and resolvein meeting
this recent competitive challenge has apparently been well communi-
cated.

TRUST ASA COMMITMENT

Our discussion has focused on communicating commitment to
stick with a move or to retaliate, but in somesituations firms find it
desirable to make commitments to not make a damaging move or to
end aggression. Although this course may seem easy, competitors
are usualy wary of a firm's conciliatory gesture, especialy if they
have been stung by that firm in the past. They may aso be wary if
letting down their guard givestheinitiating firm a chance of getting
ajump on them that is hard to recoup. How, then, do firmsactually
go about communicating conciliation or building trust?

Once again the range of possibilities observed in practice is
large, and the principles already described in communicating com-
mitment apply. A persuasive way to communicate trustworthiness is
for the firm to demonstrably take some diminution in its perform-
ancethat accruesto the benefit of competitors. For example, thereis
substantial evidence that General Electric yielded market share in
cyclical downturns in the turbine generator business to avoid severe
pricedeterioration and took the share back in cyclical upturns.'®

Focal Points

A problem leading to instability in oligopoly isin coordinating
theexpectations of competitors about what the eventual market out-
come will be. To the extent that competitors have divergent expecta-

" Qultan (1974), vol. 1.
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tions, jockeying will continue to occur and the prospect of outbreaks
of warfareislikely. Thomas Schelling's work on game theory'* sug-
geststhat an important part of reaching an outcomein such a setting
isthediscovery of afocal point, or some prominent resting place on
which the competitive process can converge its expectations. The
power of focal points residesin the need and desire of competitors to
mutually achieve some stable outcome to avoid difficult and unset-
tling moves and countermoves. Focal points can take the form of
logical price points, percentage markup pricing rules, round-number
divisions of market shares, informal sharings of the market on some
geographic or customer basis, and so on. Thetheory of focal points
Is that competitive adjustments will finally settle on such a point,
which then servesasa natural sticking place.

The concept of focal points raises three implications for com-
petitive rivalry. First, firms should seek to identify a desirable focal
point as early as possible. The faster the focal point can be reached,
thelessthe costsof jockeying around searching for it arelikely to be.
Second, industry prices or other decision variables may besimplified
so that a focal point can beidentified. This may involve, for exam-
ple, establishing standard grades or products to replace a complex
array of itemsintheline. Third, itisinthefirm's interest to try to st
up the game to make the focal point that is best for it seem to
emerge. This may mean introducing a terminology in the industry
that leads to adesirablefocal point, such as talking in terms of prices
per square foot rather than in terms of absolute prices. It can aso
take the form of structuring the sequence of strategic movesin such
away asto makea satisfactory focal point (from the firm's prospec-
tive) appear to emerge naturally.

A Note on Informationand Secrecy

In part because of the proliferation of the business pressand in-
creased requirements for public filings, companies are disclosing
more and more about themselves. Although some of thisis legaly
required, much of what is written in annual reports, stated in inter-
views or speeches, or comes out via other meansis not statutorily re-
quired. Disclosure may stem more from concern with the stock mar-

11Schelling (1960).
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ket, managers' pride, inability to control statements by employees,
or simply from lack of attention.

Asshould be clear from the discussion in this chapter, informa-
tion is crucial to both offensive and defensive competitive moves.
Sometimes selective release of information can serve very useful pur-
poses, in market signaling, communicating commitment, and the
like; but often information about plans or intentions can make it a
great deal easier for competitors to formulate strategy. For example.
if an impending new product is disclosed in detail, competitors will
be able to focus their resources in preparing a response. Contrast
this situation with the one in which disclosure of the new product's
natureis very vague; competitors are then obliged to prepare arange
of defensive strategies, depending on what shape the new product ac-
tually takes.

Selective disclosure of information about itself is a crucial re-
source the firm has in making competitive moves. The disclosure of
any information should only be made as an integral part of compet-
itivestrategy.



6

Strategy Toward Buyers
and Suppliers

This chapter develops someof theimplications of structural analysis
for buyer selection, or the choice of target customers or customer
groups. It also explores some implications of structural analysis for
purchasing strategy. Policies toward both buyersand toward suppli-
ersare often looked at too narrowly, with the primary focus on oper-
ating problems. Yet through attention to broad issues of strategy
toward buyers and suppliers, the firm may be able to improve its
competitive position and reduce its vulnerability to their exercise of
power.

Buyer Selection

Most industries sell their products or services not to a single
buyer but to a range of different buyers. The bargaining power of
this group of buyers, viewed in aggregate terms, is one of the key
competitive forces determining the potential profitability of an in-
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dustry. Chapter 1 has examined some of the structural conditions
that makeanindustry's buyer groupasawhole moreor lesspowerful.

Yetitisrarethat the buyer group facing an industry is homoge-
neous from a structural standpoint. Many producer-goods indus-
tries, for example, sdll products to firms in a wide variety of busi-
nessesthat use the product in differing ways. These firms can differ
widely in their volumes of purchases, the importance of the product
as an input to their production processes, and so on. Buyers of con-
sumer goods can also vary a great deal in the quantity of a product
they purchase, in income, in education, and along many other di-
mensions.

An industry's buyers can also differ in their purchasing needs.
Different buyers may requirediffering levelsof customer service, de-
sred product quality or durability, needed information in sales pre-
sentations, and so on. These differing purchasing needs are one rea-
son why buyers have different structural bargaining power.

Buyers differ not only in their structural position but also in
their growth potential, and hence in the probable growth of their
volume of purchases. Selling an electronic component to a firm like
Digital Equipment in the rapidly growing minicomputer industry of -
fersgreater prospects for growth than selling the same component to
ablack and whitetelevision manufacturer.

Finally, for avariety of reasons the costs of servicing individual
buyers differ. In electronic component distribution, for example,
servicing buyers who order components in small quantitiesisa great
dedl more costly (as a percentage of sales) than serving higher-vol-
ume purchasers because the costs of servicing an order are largely
fixed with respect to quantity shipped. The primary costs are paper-
work, processing, and handling, which are not greatly affected by
the number of components involved.

As a result of this heterogeneity, buyer selection— the choice of
target buyers—becomes an important strategic variable. Broadly
speaking, the firm should sall to the most favorable buyers possible,
to the extent it hasany choice. Buyer selection can strongly affect the
growth rate of the firm and can minimize the disruptive power of
buyers. Buyer selection with attention to structural considerationsis
an especialy important strategic variable in mature industries and in
those where barriers caused by product differentiation or technolog-
ical innovation are hard to sustain.

Some concepts for buyer selection will be developed below. Af-
ter identifying the characteristics of favorable, or *"good,"" buyers,
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some strategic implications of buyer selection will be discussed. One
such key implication isthat a firm can not only find good buyers but
also can create them.

A FRAMEWORK FOR BUYER SELECTION AND STRATEGY

There are four broad criteria, drawn from the previous discus-
sion, that determine the quality of buyers from a strategic stand-
point:

® Purchasing needs versuscompany capabilities

* Growth potential

intrinsic bargaining power

propensity to exercise this bargaining
e Cost of servicing power in demanding low prices

* Structural position <_

Buyers' different purchasing needs carry strategic implications
if afirm hasdiffering capabilities for serving these needs relative to
competitors. The firm will improve its competitive advantage, other
things being equal, if it targets its efforts toward buyers whose par-
ticular needs it is in the best relative position to serve. The signifi-
cance of the growth potential of buyers for strategy formulation is
self-evident. The higher the growth potential of a buyer, the more
probably its demands for the firm's product will be increasing over
time.

Buyers' structural position isusefully divided into two parts for
purposes of strategic analysis. Intrinsic bargaining power isthelever-
age the buyers can potentially exert over sellers, given their clout and
the alternative sources of supply available. Thisleverage may or may
not be exercised, however, because buyers also differ in their pro-
pensity to exercise their bargaining power to force down a seller's
margins. Some buyers, even though they may purchase large quanti-
ties, are not particularly price sensitive. Or they are willing to trade
price against other product attributes in a way that preserves the
margins of the sellers. Both intrinsic bargaining power and the pro-
pensity to exercise it are crucial strategically, because unexercised
power isathreat that can be unleashed by industry evolution. Buyers
who have not been price sensitive can rapidly become so as their in-
dustries mature, for example, or as some substitute product begins
to put pressureon their own margins.
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Thefinal key buyer characteristic from a strategic standpoint is
the costs to the firm of servicing particular buyers. If these costs are
high, then buyers that are **good buyers'™ based on other criteria
may lose their attraction, because the costs more than offset any
higher margins or lower risksin serving them.

These four criteriado not necessarily all movein the samedirec-
tion. The buyers with the greatest growth potential can also be the
most powerful and/or the most ruthless in exercising their power,
though not necessarily. Or the buyers with little bargaining power
and low price sensitivity may be so costly to service that the benefits
of higher realized prices may be outweighed. Finally, the buyers the
firm is best suited to serve may fail all the other tests. Thus the ulti-
mate choice of the best target buyersis often a weighing and balanc-
ing process among these factors, measured against the firm's goals.

To assess where a particular buyer falls with respect to the four
criteriais a matter of applying the concepts of structural and com-
petitor analysisto their situations. Some of these factors will now be
discussed.

PURCHASING NEEDSRELATIVETO A FIRM'S CAPABILITIES

The need to match buyers particular purchasing needs with the
relative capabilities of the firm is self-evident. Such a match will al-
low the firm to achieve the highest level of product differentiation
vis-arvisits buyers compared to competitors. It should also minimize
the cost of serving these buyers relative to competitors. For example,
if the firm has strong engineering and product development skills it
will achieve the greatest relative advantage in serving the buyers who
place greatest stress on custom varieties. Or if the firm enjoys an ef-
ficient logistical system relative to its competitors, this advantage
will be maximized by serving the buyers for whom cost is crucial or
for whom thelogistics of reaching them are most complex.

Diagnosing the purchasing needs of particular buyers is a mat-
ter of identifying all the factorsthat enter into each buyer's purchase
decision and the factors involved in executing the purchase transac-
tion (shipping, delivery, order processing). Thesecan then beranked
forindividual buyers or buyer groups within the total buyer popula-
tion. Identifying the firm's own relative capabilities can draw on the
tools of competitor analysis presented in Chapter 3.
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BUYER S GROWTH POTENTIAL

The growth potential of a buyer in an industrial business is
determined by three straightforward conditions:

¢ thegrowth rateof itsindustry;

¢ thegrowth rateof its primary market segment(s);

* its change in market share in the industry and in key seg-
ments.

The growth rate of the buyer's industry will depend on a variety of
factors, such as the position of theindustry vis-a-vissubstitute prod-
ucts, thegrowth of the buyer group to which it sells, and so on. The
broad factors determining long-run industry growth are described in
Chapter 8, " Industry Evolution.™"

Some market segments within an industry will usually be grow-
ing faster than others. Thus the buyer's growth potential also de-
pends in part on what segments it is primarily serving or those it
could and will potentially serve. Assessing the growth potential of
particular segments requires basically the same analysis as assessing
the growth potential of theindustry, although at a lower level of ag-
gregation.

The market share of a buyer in its industry and in particular
market segments is the third element in growth analysis. Both the
buyer's current shareand thelikelihood that this share will move up
or down isa function of the buyer's competitive situation. Assessing
this state requires a competitor analysis as wel as a diagnosis of
present and future industry structure, as is outlined in other chap-
ters.

All three of these elements jointly determine the growth poten-
tial of the buyer. If a particular buyer isin a strong position to gain
share, for example, it may offer possibilities for substantial growth
even in a mature or declining industry.

The growth potential of a household buyer is determined by an
analogousset of factors:

* demographics,
® quantity of purchases.

The first factor, demographics, determines the future size of a
particular consumer segment. The number of well-educated consum-
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ers over twenty-five will be increasing rapidly, for example. Any
stratum of income, education, marital status, age, and so on can be
similarly analyzed by using demographic techniques.

The quantity of the product or service the particular consumer
segment Will purchase is the other key determinant of its growth
prospects. Thiswill be determined by such factors as the existence of
substitutes, social trends which shift underlying needs, and so forth.
As with demand for industrial goods, the underlying factors deter-
mining long-run demand for consumer goods will be discussed in
Chapter 8.

INTRINSIC BARGAINING POWER OF BUYERS

The factors 'that determine the intrinsic bargaining power of
particular buyers or buyer segmentsare similar to those described in
Chapter 1, which determine the power of theindustry's buyer group
as awhole, although they will need to be extended somewhat. Here |
will present the criteria that identify buyers without much intrinsic
bargaining power, relative to others, because these will be good buy-
ersfor purposes of buyer selection:

They purchase small quantities relative to the sales of sellers.
Small-volume buyers will have less|everage to demand price conces-
sions, freight absorption, and other special considerations. The vol-
ume of purchases of a particular buyer will be most significant in
giving it bargaining leverage when the seller has high fixed costs.

They lack qualified alternative sources. If the particular buyers
needs are such that there are few alternative products that will meet
them satisfactorily, their bargaining leverage is limited. For exam-
ple, if the buyer needs an unusually high-precision part because of
thedesign of thefinal product, there may be few sellers that can sup-
ply it. A good buyer, using this criterion, is one who has a need for
featuresof the particular seller's product or service that are unique.
Qualified alternative sources can also be limited by needs for exten-
gve testing or field trials to insure seller compliance with needed
specifications, such asiscommon in telecommunications equipment.

They face high shopping, transactions, or negotiating costs.
Buyerswho face particular difficultiesin securing alternative quotes,
negotiating, or conducting transactions generally have lessintrinsic
Power. The cost to them of finding a new brand or new supplier is
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great, and they areforced to stick with their existing ones. For exam-
ple, buyerslocated in isolated geographic areas may have such diffi-
culties.

They lack a credible threat of backward integration. Buyers
who are in a poor position to backward integrate lose an important
bargaining lever. The buyers of a product usually differ greatly in
this ability. For example, of the numerous purchases of sulfuric
acid, only the large users, who are fertilizer manufacturers or oil
companies, are realy in this position. The other buyers of sulfuric
acid have less bargaining leverage. The factors that determine the
feasibility of backward integration by a particular buyer are dis-
cussed in Chapter 14, " The Strategic Analysis of Vertical Integra
tion."

They face high fixed costs of switching suppliers. Some buyers
will face particularly high switching costs becauseof their situations.
For example, they may havetied the specifications of their product
to that of a particular supplier or made heavy investmentsin learn-
ing how to usea particular supplier's equipment.

Themajor sourcesof switching costsare asfollows:

¢ costs of modifying products to match a new supplier's prod-
uct;

e costs of testing or certifying a new supplier's product to in-
suresubstitutability;

* investmentsin retraining employees,

* investmentsrequired in new ancillary equipment that is neces
sary to use a new supplier's products (tools, test equipment,
etc.);
cost of establishing new logistical arrangements;

® psychiccostsof severinga relationship.

Any of thesecan be higher for particular buyersthan for others.

Switching costs may also afflict the seller, who may haveto bear
fixed costs of changing buyers. Switching costs facing sellers yidd
bargaining power to buyers.

PRICESENSITIVITY OF BUYERS

Individual buyers can also differ greatly in their propensity to
exercise whatever bargaining power they have in bargaining down
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seller margins. Buyers who are not price sensitive at all, or who are
willing to trade price for performance characteristics of the product,
are usually good buyers. Once again the conditions determining the
pricesensitivity of individual buyersaresimilar to those determining
the price sensitivity of the buyer group as a whole, presented in
Chapter 1, with a number of extensions.

Buyers who are not sensitive to price tend to fall into one or
moreof thefollowing categories:

Thecost of the product isa small part of the cost of the buyer's
product cost and/or purchasing budget. If the product isa relatively
low-cost item, the perceived benefits of price shopping and bargain-
ing tend to below. Note that the relevant cost is the total cost of the
product per period, not the unit cost. Unit costs may below, but the
number of units purchased may make the item very important. The
efforts of the consumer or purchasing agent, whichever is applica-
ble, will tend to be directed toward the higher-cost items. For indus-
trial buyers, this often means that senior, specialist purchasing
agents and company executives buy high-cost items, and more jun-
ior, generalist purchasing agents handle all the low-cost items as a
group. For consumer buyers, a low-cost item does not justify the
high costs of shopping and product comparison. Asa result, conve-
nience may be a major motive in purchase, and purchase will be
based on less** objective™ criteria.

The penalty for product failureis high relative to its cost. If a
product that fails or does not meet expectations causes the particular
buyer to pay a substantial penalty, then the buyer will tend not to be
price sensitive. The buyer will be much more concerned about qual-
ity, willing to pay a premium for it, and will tend to stick with prod-
uctsthat have proven themselvesin the past. A good example of this
product characteristic is found in the electrical products industry.
Here electrical controls sold to buyers for use in production ma-
chines may encounter lower price sensitivity than controls sold to
buyers using them for more mundane applications. Failure of the
controls for a piece of expensive production equipment canidleit as
wdl as a number of workers, if not an entire production line. Prod-
ucts sold to buyers who will use them in interrelated systems may
also imply particularly high failure costs, because failure of the
Product may bring the whole system down.

Effectiveness of the product (or service) can yield major savings
or improvement in performance. Turning the previous condition
around, if the product or service can save the buyer time and money
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if it performs well or can improve the performance of the buyer's
product, then the buyer will tend to beinsensitive to price. For exam-
ple, an investment banker's or consultant's services can produce ma-
jor savingsthrough accurate pricing of stock issues, valuation of ac-
quisition candidates or approaches to solving company problems.
Buyers with particularly difficult pricing decisions, or with high
stakes in solving problems, will tend to be willing to pay a premium
for the very best advice. Another example is provided by the *log-
ging" of oil fields. Companies like Schlumberger use sophisticated
electronic techniques to detect the probable presence of ail in rock
formations. Accurate readings can yield major savings in drilling
costs, and oil drilling companies happily pay high feesfor this serv-
ice, particularly the companies that face very difficult and costly
wells because of great depth or offshore location. Related to savings
like these are savings to the buyer from timely delivery, rapid prod-
uct servicing in the event of breakdowns, and many others. Some
buyers are willing to pay premiums to companies that can perform
wdl in areas such as these. Products that can yield the buyer im-
provements in performance include such things as prescription drugs
and electronic equipment.

The buyer competes with a high-quality strategy to which the
purchased product is perceived to contribute. Those buyers compet-
ing with a high-quality strategy are often quite sensitive about thein-
puts they purchase. If they perceive that the input enhances the per-
formance of their product or if the brand of theinput carries prestige
value which will reinforce their high-quality strategy, they will tend
to be insensitive to the price of inputs. For these reasons manufac-
turers of costly machinery often will pay a premium for electric mo-
torsor generators made by the prestige supplier.

The buyer seeks a custom designed or differentiated variety. If
the buyer wantsa specially designed product, then this desireisoften
(though not always) accompanied by the willingnessto pay a premi-
um price for it. This situation can lock the buyer into a particular
supplier or suppliers, and it may bewilling to pay a premium to keep
those suppliers happy. Such buyers may also believethat such extra
effort deserves compensation. A good example of a company built
on such a strategy is Illinois Tool Works, who goes to elaborate
lengths to custom design its fasteners to specific customer's needs.
Thispolicy hasled to high margins and great customer loyalty.

A buyer with high intrinsic bargaining power, however, may de-
mand unique or custom products but not be willing to pay extra for
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them. Serving these buyers puts the seller in the worst of situations,
becauseit elevates costs without elevating margins.

The buyer is very profitable and/or can readily passon the cost
of inputs. Highly profitable buyers tend to be less price sensitive
than those in marginal financial condition, unless the purchased
product isa major cost item. Some of this attitude may be based on
the fact that the highly profitable buyers fall into one of the catego-
rieslisted above, and part may beattributable to a higher propensity
to assure the seller a fair return. Although it could be argued that
highly profitable buyers are that way because they are good bargain-
ers, in practice it seems that the priorities of such buyers are placed
lesson aggressive bargaining over priceand morein other areas.

The buyer is poorly informed about the product and/or does
not purchasefrom well-defined specifications. Buyers who are poor-
ly informed about the cost of an input, demand conditions, or crite-
ria on which alternative brands should be evaluated tend to be less
price sensitive than very well-informed buyers. If buyers are very
wdl informed about the state of demand and suppliers' costs, on the
other hand, they can be ruthless price bargainers. This is the case
with many large purchasers of commodities. Poorly informed buy-
ers, however, tend to be swayed by subjective factors and to be less
certain about squeezing suppliers margins. However, the buyer must
not be so poorly informed as to not recognize that competing prod-
uctsdiffer.

The motivation of the actual decision maker isnot narrowly de-
fined asthe cost of inputs. The price sensitivity of the buyer depends
in part on the motivation of the actual purchaser or decision maker
in the buyer's organization, which can vary a great deal from buyer
to buyer. For example, purchasing agents are often rewarded for
cost savings, which makes them very narrowly price oriented, where-
as plant managers may have a longer-run outlook based on plant
productivity." Depending on the size of the company and many other
factors, a purchasing agent, plant manager, or even senior executive
may be the actual decision maker. In consumer goods, different
membersof the family may be the decision maker for different prod-
ucts. Different consumers can have different motivation systems.
Themorethe decision maker's motivation is not narrowly defined as
minimizing the cost of inputs, the less price sensitive the buyer is
likely to be.

'For adiscussion of thispoint see Corey (1976).
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The factors promoting price insensitivity can work jointly. For
example, most buyers of Letraset, a high-speed transfer process for
lettering artwork and drawings, are architects and commercia art-
ists. For them the cost of the lettering is small compared to the cost
of their time, and attractive lettering reflects strongly on the overall
impression left by design work they havedone. Architectsand artists
are most concerned with instant availability of a large selection of
different lettering styles. As a result, buyers of Letraset tend to be
extremely price insensitive and have allowed Letraset to earn very
high margins.

The factors discussed above also mean that large buyers are not
necessarily the most price sensitive. For example, large buyers of
construction machinery use their equipment heavily and generaly
purchase a wide line of machines, preferring to deal with one sup-
plier. A single supplier allows them to take advantage of partsinter-
changeability and interacting with a single service organization.
They are willing to pay a premium for areliableline of machines, so
that they can be kept intensively utilized, and for products whose
servicecostsare low. Small contractors, on the other hand, only pur-
chase a few types of construction machinery and often use them less
intensively. They are much more sensitive about purchase price since
thecost of equipment isa major cost item to them.

COSTSOF SERVING BUYERS

The costs of serving different buyers of a product can vary
greatly, usually for one of thefollowing reasons:

® order size

¢ sdling direct versusthrough distributors;

* required lead time;

¢ steadiness of order flow for purposes of planning and logis
tics,

e shipping cost;

selling cost;

need for customization or modification;

Many of the costs of serving buyers can be hidden, and some are
quite subtle. They can be obscured by overhead allocation. Usualy
to ascertain the cost of serving different types of buyersa firm mugt
do a specia study, because data in sufficient detail are rarely a part
of normal operating statements.
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BUYER SELECTION AND STRATEGY

The notion that buyers differ along the four dimensions previ-
ously discussed means that the choice of buyers can beacritical stra-
tegicvariable. Not all firms havetheluxury of selecting their buyers,
and not all industries have buyers that differ significantly along
thesedimensions. In many cases, however, the option of buyer selec-
tionis present.

The basic strategic principle in buyer selection is to seek out and
attempt to sell to the most favorable buyers available based on the
criteria outlined above. As was noted earlier, the four criteria may
yield conflicting implications for the attractiveness of a particular
buyer. The buyer with the most growth potential may also have the
most power and be the most price sensitive, for example. Thus the
choice of the best buyer must balance all four criteria against the
capabilities of thefirm relativeto itscompetitors.

Different firmswill bein differing positions to select buyers. A
firm with high product differentiation may be able to sdll to good
buyersthat are unavailable to many of its competitors, for example.
Theintrinsic power of buyers may also vary for different firms. A
vay large firm or one with unique product variety may be less af -
fected by the size of the buyer than a smaller firm, to cite just one
possibility. Finally, firms have differing capabilities with respect to
serving particular buyers' needs. Thus the most favorable buyersto
&l to will depend on the position of the individual firm in some
respects.

There are a number of other strategic implications of buyer se-
lection:

The firm with a low-cost position can sell to powerful, price-
sengitive buyers and still be successful. If a firmisthelow-cost pro-
ducer, no matter how powerful or price sensitive the buyer the firm
will be able to earn above-average margins for its industry, because
the seller can meet the prices of its competitors and still earn better
returns than they do. But there is an element of circularity in this
statement in some businesses. The seller may sometimes haveto sell
to""lousy" buyersif it isto achieve a cost advantage because it needs
thevolume.

The firm without a cost advantage or differentiation must be se-
lectiveabout itsbuyersifit desiresan above-average return. Without
a cost advantage, the firm must focusits efforts on buyers who are
less pricesensitiveif it isto outperform theindustry average. Thisre-
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quirement may mean that such a firm must deliberately give up sales
volume in order to maintain such a focus. Without a cost advantage,
building volume for its own sake is self-defeating because it exposes
the firm to less and less favorable buyers. This principle reinforces
the notion of generic strategies described in Chapter 2. If the firm
cannot achieve cost leadership, it must be careful not to become
stuck in the middle by selling to powerful buyers.

Good buyers can be created (or the quality of buyersimproved)
through strategy. Some of the characteristics of buyers that make
them favorable can be influenced by the firm. For example, oneim-
portant strategy is to build up switching costs— by persuading the
customer to design the firm's product into his product, by develop-
ing custom varieties, by assistancein training of customer personnel
to usethefirm's product, and so on. Furthermore, clever selling can
shift the decision maker for the product from an individual who is
price sensitive to one who isless price sensitive. The product or serv-
ice can be improved to yield potential savings to particular types of
buyers; and many other actions can be taken to improve the quality
of the buyer from the firm's point of view, by affecting the charac-
teristics of good buyers previously identified.

This analysis suggests that one way in which the formulation of
strategy can be viewed is to create favorable buyers. It is obviously
better, as a matter of strategy, to create good buyers that are locked
into the particular firm rather than to create ones that will be good
buyersfor any competitor.

The basis of buyers choice can be broadened. An approach to
creating good buyers which is so important as to warrant separate
discussion is broadening the basis of buyers choice. Ideadly, the
basis can be shifted away from purchase price and in directions
where thefirm has some distinctive abilities or where switching costs
can becreated.

There are two fundamental ways to broaden buyers choice.
The first is to increase the value added the firm provides to the
buyer,? which involvessuch tactics as

® providing responsive customer service;
® providing engineering assistance;

¢ providing credit or rapid delivery;

* creating new featuresof the product.

'Theodore Levitt would term this selling the buyer an " augmented” product; se
L evitt (1969).
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The notion hereissimple. Increasing value added broadens the attri-
butes on which choiceis potentially based. It may allow thetransfor-
mation of a product which is a commodity itself to one that can be
differentiated.

A distinct but related way to broaden the basis of buyers' choice
isto redefine the way the buyer thinks about the product's function,
even if the product and service offering itself is the same. Here the
buyer is shown that the cost or value of the product to him is not
only the initial purchase price but involves such additional factors
as’

* resaevaue;
* maintenance cost and downtime over the product's life;
¢ fuel cost;

® revenuegenerating capacity;

e cost of installation or attachment.

If the buyer can be convinced that such factors as these enter into the
actual total cost or value of the product, then the firm has the poten-
tial opportunity of demonstrating that its product has superior per-
formance along these dimensions and thereby justifiesa price premi-
um and buyer loyalty. Of course, thefirm must beable to deliver on
its promises of superiority, and itsclaims must beto someextent dis-
tinctive vis-a-vis its competitors or the potential higher margins will
soon be eroded. Widening the basis of buyers choice requiresa com-
bination of effective marketing on this basis and product develop-
ment that supports the story convincingly. General Electric has prac-
ticed this strategy very successfully for decades in the large turbine
generator industry.

High-cost buyers can be eliminated. A commonly used strategy
to boost return on investment is to eliminate the high-cost buyers
from the customer base. This tactic can often be quite effective since
there is a common tendency to proliferate marginal customers, par-
ticularly in the growth phase of an industry's development. Elimi-
nating high cost buyers is also often fruitful since the costs of serving
individual buyers are rarely studied. However, it is crucial to recog-
nize that there are other aspects to the desirability of buyers than
merely their costs of servicing. High-cost buyers can bevery pricein-
sengitive, for example, and amenable to price increases that more

"This notion has been carefully developed by McKinsey and Company in the notion
of the" economic valueto thecustomer.” See Forbus and Mehta (1979).
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than cover thecost of serving them oncethetrue cost of serving them
has been ascertained. Or high-cost buyers may offer significant con-
tributions to a firm's growth which can be essential in reaping
economies of scale or necessary for other strategic purposes. Thusa
decision to eliminate high-cost customers should involve a study of
all four elementsof buyer attractiveness.

Thequality of buyerscan changeover time. Many of the factors
determining a buyer's quality can change. As an industry matures,
for example, buyers tend to become more price sensitive in many
businesses because their own margins are squeezed and they are
more expert purchasers. From a strategic standpoint, then, it isim-
portant not to base a strategy on selling to buyers whose quality will
erode. Conversely, early recognition of a buyer group that is likely
to become particularly favorable represents a major strategic oppor-
tunity. Penetrating such buyers early may be easy if they have low
switching costs and few other competitors areinterested. Oncein the
door, switching costs can be elevated through strategy.

Switching costs should be considered in making strategic moves.
In view of the potential importance of switching costs, the impact of
all strategic moves on switching costs should be considered. For ex-
ample, the presence of switching costs means that it is often much
cheaper for a customer to upgrade or augment an already purchased
product then replace it altogether with another brand. Thisconsider-
ation may allow thefirm with unitsalready in placeto earn very high
margins on upgrading, aslong as upgrading is priced properly in re-
lation to the cost of competitors' new units.

Purchasing Strategy

Theanalysis of suppliers power in Chapter 1 coupled with are-
verse application of the principlesof buyer selection can help a firm
in formulating purchasing strategy. Although there are many aspects
of purchasing strategy, procedures, and organization that go wel
beyond the scope of this book, someissues can be usefully examined
by using the industry structure framework. Key issuesin purchasing
strategy from astructural standpoint are as follows:

e gtability and competitivenessof the supplier pool;
¢ optimal degreeof vertical integration;
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e allocation of purchases among qualified suppliers;
e creation of maximum leverage with chosen suppliers.

The first issue is the stability and competitiveness of suppliers.
From astrategic point of view, it is desirable to purchase from sup-
pliers who will maintain or improve their competitive position in
termsof their products and services. Thisfactor insures that the firm
will purchase inputs of adequate or superior quality/cost to insure
its own competitiveness. Similarly, selecting suppliers who will con-
tinue to be able to meet the firm's needs will minimize the costs of
changing suppliers. Structural and competitor analysis, discussed
throughout this book, can be used to identify how a firm's suppliers
will fare along these dimensions.

The second issue, vertical integration, will be postponed until
Chapter 14, which examines the strategic considerations in decisions
tointegrate vertically. Here | assume that the firm has decided what
items to purchase outside, and the question is how to purchase them
so asto create the best structural bargaining position.

In alocating purchases among suppliers and creating bargain-
ing power, the third and fourth issues, we can turn to structural anal-
yss. In Chapter 1, the following conditions were identified as lead-
ing to powerful suppliers of a particular input:

e concentration of suppliers;

¢ |ack of dependence on the customer for a substantial fraction
of saes;

¢ switching costs facing the customer;

e auniqueor differentiated product (few alternative sources);

e threat of forward integration.

The analysis of buyer selection earlier in this chapter added a num-
ber of other conditionsin which the supplier will hold the power vis-
avisthe buyer:

* buyer lacksa crediblethreat of backward integration;
* buyer faces high information, shopping, or negotiating costs.

In purchasing, then, the goal is to find mechanisms to offset or
surmount these sources of suppliers power. In some cases this
power is built into industry economics and is out of the firm's con-
trol. In many cases, however, it can be mitigated by strategy.

Spread Purchases. Purchases of an item can be spread among
alternate suppliers in such a way as to improve the firm's bargaining
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position. The business given to each individual supplier must be
large enough to cause the supplier concern over losing it— spreading
purchases too widely does not take advantage of structural bargain-
ing position. However, purchasing everything from one supplier
may yield that supplier too much of an opportunity to exercise
power or build switching costs. Cutting across these considerations
is the purchaser's ability to negotiate volume discounts, which is
partly a matter of bargaining power and partly a matter of supplier
economics. Balancing these factors, the purchaser should seek to
create as much supplier dependence on its business as possible and
reap the maximum volume discounts without exposing itself to too
great arisk of falling prey to switching costs.

Avoid Snitching Costs. Good purchasing strategy, from a
structural standpoint, involves the avoidance of switching costs. The
common sources of switching costs have been identified earlier, and
other subtle areas exist as well. Avoiding switching costs means
resisting the temptation to become too dependent on a supplier for
engineering assistance; insuring that employees are not coopted;
avoiding suppliers efforts to create a custom-variety or custom-en-
gineered application without a clear cost justification that outweighs
possible future exercise of leverage; and so on. This policy may in-
volve deliberately requiring that an alternate supplier's product is
used some of the time, disapproving investments in ancillary equip-
ment that are tied to a particular supplier, and resisting supplier
products that involve specialized training procedures for employees,
among other things.

Help Qualify Alternate Sources. It may be necessary to en-
courage alternate sources to enter the business, through funding de-
velopment contracts and contracts for a small part of purchases.
Some purchasers have actually helped capitalize new sources or gone
overseas to persuade foreign firmsto come into the business. It may
also be desirable to help new suppliers minimize their costs of be-
coming qualified sources. Mechanisms range from extreme atten-
tiveness to finding new suppliers by the purchasing staff to subsidiz-
ing the cost of testing new suppliers products.

Promote Standardization. All firms in an industry may be
well served by promoting standardization of specificationsin thein-
dustries from which they purchase inputs. This policy helps reduce
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suppliers product differentiation and undercuts the erection of
switching costs.

Create a Threat of Backward Integration. Whether or not the
purchaser actually desires to backward integrate into,an item, its
bargaining position is helped by the presence of a credible threat.
Thisthreat can be created through statements, leaked word of inter-
nal studies of the feasibility of integration, creation of contingency
plans for integration with consultants or engineering firms, and
so on.

Use of Tapered Integration. When the volume of purchases
alow it, a great deal of bargaining leverage can be gained through
tapered integration, or partial integration into a particular item
while buying some or even the magjority of it from outside suppliers.
This process was briefly discussed in Chapter 1 and will be examined
further in Chapter 14.

The objective of all these approaches is obviously to lower the
total long-run costs of purchasing. It should be recognized that using
some of them may actually raise some aspects of narrowly defined
purchasing cost. For example, maintaining alternative sources or
fighting against switching costs can involve expenses that could be
avoided in the short run. However, the ultimate purpose of such ex-
pensesisto improve the bargaining position of the firm and henceits
long-run input costs.

A number of points emerge. First, it isimportant to avoid the
situation in which too narrow a short-run cost-cutting orientation
undermines potentially valuable purchasing strategies like those out-
lined above. Second, any additional costs created by such a purchas-
ing strategy must be weighed against its long-run benefits in mitigat-
ing suppliers' bargaining power. Finally, since the cost of purchasing
from different suppliers can vary, the firm should purchase from
low-cost suppliers unless there are offsetting benefits in terms of
long-run bargaining power.
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Structural Analysis
Within Industries

The structural analysis of an industry in Chapter 1 is based on the
identification of the sources and strength of the five broad competi-
tive forces that determine the nature of competition in the industry
and its underlying profit potential. The focus of the analysis so far
has been on the industry as a whole, and at this level the analysis
raises numerousimplicationsfor competitivestrategy. Some of these
have been described in previous chapters. It is clear, however, that
industry structural analysis can be used at greater depth than thein-
dustry as a whole. In many if not most industries, there are firms
that have adopted very different competitive strategies, along such
dimensions as breadth of product line, degree of vertical integration,
and so on, and have achieved differing levelsof market share. Also,
some firms persistently outperform othersin terms of rate of return
on invested capital. IBM's return has consistently exceeded that of
other mainframe computer manufacturers,” for example. General

'IBM’s average rate of return on equity capital for the years 1970-75 was 19.4
percent, despite a large pool of unused cash, compared to 13.7 percent for Bur-
roughs, 9.3 percent for Honeywell, and 4.7 percent for Control Data. See the Janu-
ary issueof Forbesannually for thisand other profitability comparisons.
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Motors has persistently outperformed Ford, Chrysler, and AMC. In
other industries, smaller firmssuch as Crown Cork and Seal and Na-
tional Can in the metal can industry, and Estee Lauder in cosmetics
outperform larger ones.

Thefive broad competitive forces provide a context in which all
firmsin an industry compete. But we must explain why some firms
are persistently more profitable than others and how this relates to
their strategic postures. We must also understand how firms' differ-
ing competenciesin marketing, cost cutting, management, organiza-
tion, and so on relateto their strategic postures and to their ultimate
performance.

This chapter will extend the concepts of structural analysis to
explain differencesin the performance of firmsin the sameindustry,
at the same time providing a framework for guiding the choice of
competitive strategy. It will also build on and amplify the notion of
generic strategies described in Chapter 2. Structural analysis within
industries, as well asapplied toindustries asawhole, will proveto be
auseful analytical tool in strategy formulation.

Dimensionsof CompetitiveStrategy

Companies' strategies for competing in an industry can differ in
awidevariety of ways. However, the following strategic dimensions
usualy capture the possible differences among a company's strategic
optionsin a given industry:

* specialization: the degree to which it focuses its efforts in
terms of the width of its line, the target customer segments,
and the geographic markets served,;
brand identification: the degree to which it seeks brand iden-
tification rather than competition based mainly on price or
other variables. Brand identification can be achieved via ad-
vertising, salesforce, or avariety of other means,

* push versus pull: the degreeto which it seeks to develop brand
identification with the ultimate consumer directly versus the
support of distribution channelsin selling its product;

* channd selection: the choice of distribution channels ranging
from company-owned channels to specialty outlets to broad-
line outlets;
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product quality: itslevel of product quality, in terms of raw
materials, specifications, adherence to tolerances, features,
and soon;

technological leadership: the degree to which it seeks techno-
logical leadership versus following or imitation. It isimpor-
tant to note that a firm could be a technological leader but
deliberately not produce the highest quality product in the
market; quality and technological |eadership do not necessar-
ily go together;

vertical integration: the extent of value added as reflected in
the level of forward and backward integration adopted, in-
cluding whether the firm has captivedistribution, exclusiveor
owned retail outlets, an in-house service network, and so on;
cost position: the extent to which it seeks the low-cost posi-
tion in manufacturing and distribution through investment in
cost-minimizing facilities and equipment;

service: the degree to which it provides ancillary serviceswith
its product line, such as engineering assistance, an in-house
service network, credit, and so forth. This aspect of strategy
could be viewed as part of vertical integration but is usefully
separated for analytical purposes,

pricepolicy: its relative price position in the market. Price po-
sition will usually be related to such other variables as cost
position and product quality, but priceis a distinct strategic
variable that must be treated separately;

leverage: the amount of financial leverage and operating lev-
erageit bears;

relationship with parent company: requirements on the be
havior of the unit based on the relationship between a unit
and its parent company. Thefirm could bea unit of a highly
diversified conglomerate, one of a vertica chain of bus-
nesses, part of acluster of related businessesin a general sec-
tor, asubsidiary of aforeign company, and so on. The nature
of the relationship with the parent will influence the objec-
tives with which the firm is managed, the resources available
toit, and perhaps determine someoperationsor functions that
it shareswith other units (with resulting cost implications), &
has been discussed in Chapter 1;

relationship to home and host government: in international
industries, the relationship the firm has developed or is sub-
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ject to with its home government as well as host governments
in foreign countries whereit is operating. Home governments
can provide resources or other assistance to the firm, or con-
versely can regulate the firm or otherwise influence its goals.

Host governments often play similar roles.

Each of these strategic dimensions can be described for afirm at
differing levels of detail, and other dimensions might be added to re-
finethe analysis; the important thing is that these dimensions pro-
videan overall picture of thefirm's position.

The scope for strategic differences along a particular dimension
clearly depends on the industry. For example, in a commodity busi-
ness like ammonium fertilizer, no firm has much brand identifica-
tion and product quality is essentially uniform. Yet firms differ
widely in backward integration, the degree to which they provide
service, integration forward into dealerships, relative cost positions,
and relationships to their parents.

Thestrategic dimensions are related. A firm with a low relative
price (such as Texas Instruments in semiconductors) usually has a
low-cost position and good though not superior product quality. To
achieveits low costs such a firm probably has a high degree of verti-
cd integration. The strategic dimensions for a particular firm usu-
aly form an internally consistent set, asin thisexample. Anindustry
normally has firms with a number of different though internally
consistent combinations of dimensions.

StrategicGroups

The first step in structural analysis within industries is to char-
acterize the strategies of all significant competitors along these di-
mensions. This activity then allows for the mapping of the industry
into strategic groups. A strategic groupisthegroup of firmsinanin-
dustry following the same or asimilar strategy along the strategic di-
mensions. An industry could have only one strategic group if all the
firmsfollowed essentialy the same strategy. At the other extreme,
eech firm could be a different strategic group. Usualy, however,
therearea small number of strategic groups which capture the essen-
tid strategic differences among firmsin the industry. For example,
in the major appliance industry one strategic group (with GE as the
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prototype) is characterized by broad product lines, heavy national
advertising, extensiveintegration, and captive distribution and serv-
ice. Another group consists of speciaist producers like Maytag fo-
cusing on the high-quality, high-price segment with selective distri-
bution. Another group (like Roper and Design and Manufacturing)
produces unadvertised products for private label. One or two addi-
tional groups might beidentified aswell.

Notethat for purposes of defining strategic groups, the strategic
dimensions must include the firm's relationship to its parent. In an
industry likeammonium fertilizer, for example, somefirmsaredivi-
sions of oil companies, some are divisions of chemical companies,
some are parts of farmers' cooperatives, and the rest are indepen-
dents. Each of these different types of firmsis managed with some-
what differing objectives. Often relationships to the parent aso
translate into differences in the other dimensions of strategy —for
example, all thedivisions of oil companiesin nitrogen fertilizer have
quitesimilar strategies— becausethe relationship hasalot to do with
the resources and other strengths available to the firm and the phi-
losophy with which it is operated. The same sorts of arguments ap-
ply to the differing relationships firms may have with their home
and/or host goverments, which also must be part of defining strate-
gicgroups.

Strategic groups often differ in their product or marketing ap-
proach, but not always. Sometimes, asin corn milling and the manu-
facture of chemicals or sugar, groups products are identical but
manufacturing, logistics, and vertical integration approaches differ.
Or firms might be following strategies but have differing relation-
ships to parent companies or host governments that affect their ob-
jectives. Strategic groups are not equivalent to market segments or
segmentation strategies but are defined on the basis of a broader
conception of strategic posture.

Strategic groups are present for a wide variety of reasons, such
as firms' differing initial strengths and weaknesses, differing times
of entry into the business, and historical accidents. (I will have more
to say on this subject later in this chapter.) However, once groups
have formed, the firmsin the same strategic group generally resem-
ble one another closely in many ways besides their broad strategies.
They tend to have similar market shares and also to be affected by
and respond similarly to external events or competitive movesin the
industry because of their similar strategies. This latter characteristic
isimportant in using a strategic group map as an analytical tool.
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The strategic groups in an industry can be displayed on a map
like the hypothetical one shown in Figure 7-1. The number of axes
are obviously limited by the two-dimensional character of a printed
page, which means that the analyst must select a few particularly im-
portant strategic dimensions along which to construct a map.? It is

Group A
Full line, ver-
Full tically integrated,
Line low manufacturingcost,
low service,
moder ate quality
Group C
Moderate line,
assembler, medium
8 price, very high
'S customer service,
S low quality, low
'ﬁ price
(% Group B
Narrow line,
assembler,
high price,
high technology,
high quality
Group D
Narrow line,
NeLlrrow highly automated,
ine .
low price, low
service

High Vertical Assembler
Integration

Vertical Integration
FIGURE7-1. A Map of Strategic Groups in @ Hypothetical Industry

Theconcepts discussed below will aid in the process of doing so.
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useful to represent the collective market share of the firmsin each
strategic group with the size of symbols for subsequent analysis.

The strategic group is an analytical device designed to aid in
structural analysis. It is an intermediate frame of reference between
looking at the industry as a whole and considering each firm sepa-
rately. Ultimately every firm is unique, and thus classifying firms
into strategic groups inevitably raises questions of judgment about
what degree of strategic difference is important. These judgments
must necessarily relate to structural analysis. a differencein strategy
among firms is important enough to recognize in defining strategic
groupsif it significantly affects the structural position of thefirms. |
will return later to these practical considerations of mapping strate-
gic groups and using the map asan analytical tool.

In therare case of only one strategic group existing in an indus-
try, the industry can be analyzed fully by using the techniques of
structural analysis presented in Chapter 1. In this case theindustry's
structure will yield the same potential level of sustainable profitabil-
ity to al firms. The actual profitability of particular firmsin thein-
dustry should differ in the long run only insofar as they differ in
their ability to implement the common strategy. If there are severa
strategic groups in an industry, however, the analysisis more com-
plicated. The profit potential of firmsin different strategic groupsis
often different, quite apart from their implementation abilities, be-
cause the five broad competitiveforces will not haveequal impact on
different strategic groups.

STRATEGICGROUPSAND MOBILITY BARRIERS

Entry barriers have been viewed so far as industry characteris-
tics that deter new firms from coming into the industry. The major
sources of entry barriers that have been identified are economies o
scale, product differentiation, switching costs, cost advantages, ac-
cess to distribution channels, capital requirements, and government
policy. Yet although some of the sources of entry barriers will pro-
tect al firmsin theindustry, it is clear that overall entry barriersde
pend on the particular strategic group that the entrant seeks to join.
Entering the appliance industry as a nationally branded, broad-line,
vertically integrated firm will be a great deal more difficult than en-
tering asan assembler of a narrow line of unbranded goodsfor smdl
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private label accounts. Differences in strategy may imply differences
in product differentiation, differencesin the achievement of econo-
mies of scale, differencesin capital requirements, and potential dif-
ferencesin al the other sources of entry barriers. If barriers caused
by production economies of scale exist, for example, they will be
most significant in protecting the strategic group consisting of firms
with large plants and extensive vertical integration. Economies of
scale in distribution, if they exist in the industry, will create barriers
to entry into strategic groups with captive distribution organiza-
tions. Cost advantages from accumulated experience, if they areim-
portant in theindustry, create barriers protecting the groups consist-
ing of experienced firms (although not inexperienced ones). And so
on for each other source of entry barriers.

Differences in firms' relations to their parents may affect entry
barriers as well. The strategic group including those firms that have
avertical relationship to their parents, for example, may enjoy supe-
rior accessto raw materials or larger financial resources with which
to retaliate against potential entrants than a strategic group consist-
ing of independent competitors. Or firms who share distribution
channels with another division of their parent company may reap
economies of scale that their competitors cannot match, thereby de-
terring entry.

This view that entry barriers depend on the target strategic
group carries another important implication. Entry barriers not only
protect firmsin a strategic group from entry by firms outside thein-
dustry but also provide barriers to shifting strategic position from
one strategic group to another. For example, the narrow-line, un-
branded appliance assembler described earlier will face many if not
mogt of the same difficulties in entering the strategic group consist-
ing of the broad-line, nationally branded, integrated firms as would
an entirely new entrant. Factors creating entry barriers that result
from competing with a particular strategy —because they affect
economies of scale, product differentiation, switching costs, capital
requirements, absolute cost advantages, or access to distribution—
elevate the cost to other firms of adopting that strategy. Thiscost of
adopting the new strategy can eliminate the expected gains from the
change.

The same underlying economic factors leading to entry barriers
can thus be framed more generally as mobility barriers, or factors
thet deter the movement of firms from one strategic position to an-
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other. The movement of a firm from a position outside the industry
to a strategic group in the industry (entry) becomes one of a contin-
uum of possibilities, using this broader concept of barriers.

Mobility barriers provide the first major reason why some firms
in an industry will be persistently more profitable than others. Dif-
ferent strategic groups carry with them different levels of mobility
barriers, which provide some firms with persistent advantages over
others. Thefirmsin strategic groups with high mobility barriers will
have greater profit potential than those in groups with lower mobil-
ity barriers. These barriers also provide a rationale for why firms
continue to compete with different strategies despite the fact that all
strategies are not equally successful. One asks oneself why successful
strategies are not quickly imitated. Without mobility barriers, firms
with successful strategies would be quickly imitated by others, and
firms profitability would tend toward equality except for differ-
ences in their abilities to execute the best strategy in an operational
sense. Without deterrents, for example, computer manufacturers
like Control Dataand Honeywell would jump at the chance to adopt
IBM’s strategy, with its lower costs and superior service and distri-
bution network. The existence of mobility barriers means that some
firmslike IBM can enjoy systematic advantages over others, through
economies of scale, absolute cost advantages, and so on, which can
be overcome only by strategic breakthroughs that lead to structural
change in the industry, and not merely through better execution. Fi-
nally, the presence of mobility barriers means that market shares of
firmsin some strategic groupsin an industry can be very stable, and
yet there can be rapid entry and exit (or turnover) in other strategic
groupsin theindustry.

Just like entry barriers, mobility barriers can change; and as
they do (such asif the manufacturing process becomes more capital
intensive) firms often abandon some strategic groups and jump into
new ones, changing the pattern of strategic groups. Mobility barriers
can also beinfluenced by firm choices of strategy. A company in an
undifferentiated product industry, for example, can attempt to cre
ate a new strategic group (with higher mobility barriers) by investing
heavily in advertising to develop brand identification (like Perdueis
doing in fresh chicken). Or it can try to introduce a new manufactur-
ing process with greater economies of scale (Castle & Cooke and
Ralston Purinain mushroom farming)." Investmentsin building mo-

3See " Mushrooming Business," Forbes, July 15, 1977.
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bility barriers are generally risky, however, and to some extent trade
short-term profitability for long-term profitability.

Some firms will face lower costs than othersin overcoming par-
ticular mobility barriers depending on their existing strategic posi-
tions and their inventory of skills and resources. Diversified firms
can also enjoy reductionsin mobility barriers because of opportuni-
ties for sharing operations or functions. The implications of these
factors for decisions to enter new businesses will be discussed in
Chapter 16.

After mapping the strategic groups in an industry, the second
step in structural analysis within an industry is to assess the height
and composition of the mobility barriers protecting each group.

MOBILITY BARRIERSAND GROUP FORMATION

Strategic groups form and changein anindustry for avariety of
reasons. First, firms often begin with or later develop differencesin
skills or resources, and thus select different strategies. The well-situ-
ated firms outdistance others in the race toward the strategic groups
protected by high mobility barriers astheindustry develops. Second;
firms differ in their goals or risk posture. Some firms may be more
prone to making risky investments in building mobility barriers than
others. Business units that differ in their relationship to a parent
company (e.g., being verticaly related, unrelated, or a free-standing
firm) may differ in goalsin waysthat will lead to differences in strat-
€gy, as may international competitors with different situations in
their other markets than domestic firms.

The historical development of an industry provides another ex-
planation for why firms differ in their strategies. In someindustries,
being an early entrant provides access to strategies more costly to
later entrants. Mobility barriers from scale economies, product dif-
ferentiation, and other causes may also change, either as a result of
firm'sinvestments or exogenous causes. Changing mobility barriers
mean that early entrantsinto the industry may pursue very different
strategies than later entrants, some of which may not beavailableto
later entrants. Theirreversibility of many forms of investment deci-
sons sometimes precludes early entrants from adopting the strate-
giesof thelater entrants who have the advantages of hindsight.
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A related point is that the process of historical evolution of an
industry tends to lead to the self-selection of different types of en-
trantsat different times. For example, later entrantsinto an industry
may tend to be firms with increased financial resources who can af-
ford to wait until some of the uncertainties in the industry are re-
solved. Firms with few resources, on the other hand, could have
been compelled to enter early when capital costsof entry werelow.

Changes in the structure of theindustry can either facilitate the
formation of new strategic groups or work to homogenize groups.
For example, as an industry increases in total size, strategies involv-
ing vertical integration, captive distribution channels, and in-house
servicing may become increasingly feasible for the aggressive firm,
promoting the formation of new strategic groups. Similarly, techno-
logical changes or changes in buyers behavior can shift industry
boundaries, bringing entirely new strategic groups into play.* Con-
versely, maturity in an industry, which lessensthe buyer's desire for
service capability or for the reassurance embodied in the manufac-
turer having a full product line, can work to reduce the mobility bar-
riers that accrue to some strategic dimensions, leading to a reduction
in the number of strategic groups. As a consequence of al these fac-
tors, wewould expect to seethearray of strategic groups and thedis
tribution of profit rates of firms within an industry change over
time.

STRATEGIC GROUPSAND BARGAINING POWER

Just as different strategic groups are protected by differing mo-
bility barriers, they enjoy differing degrees of bargaining power with
suppliersor customers. If weexaminethe factorsleading to the pres
ence or absence of bargaining power discussed in Chapter 1, it isap-
parent that they relate to some extent to the strategy adopted by the
particular firm. For example, concerning bargaining power with
buyers, Hewlett-Packard (HP) is in a strategic group in electronic
calculators emphasizing high quality and technological leadership
and focusing on the sophisticated user. Although such a strategy
may limit HP’s potential market share, it does exposeit to less price
sensitive and less powerful buyers than the firms competing with es-

“Technological or buyer changes can increaseor decrease product substitutability,
and henceshift relevant industry boundaries.
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sentialy standardized products in the mass market, where buyers
have little need for sophisticated product features. Relating this ex-
ampleto the terminology of Chapter 1, HP’s products are more dif-
ferentiated than those of the mass market competitors, its buyersare
more quality-oriented, and the cost of the calculator is smaller rela-
tiveto the buyers budgets and to the value of the service they want it
to perform. An example where different strategic groups have dif-
fering bargaining power with suppliers is the much greater volume of
purchases and threat of backward integration that large, broad-line,
national department store chains like Sears have as bargaining levers
with suppliers relativeto local, single-unit department stores.

Strategic groups will have differing amounts of power vis-a-vis
suppliers and buyers for two categories of reasons, both illustrated
in the examples above: Their strategies may yield them differing de-
grees of vulnerability to common suppliers or buyers; or their strate-
gies may involve dealing with different suppliers or buyers with cor-
respondingly different levels of bargaining power. The extent to
which relative power can vary depends on the industry; in some in-
dustries all strategic groups could be in essentially the same position
with respect to suppliers and buyers.

The third step in structural analysis within an industry, then, is
to assess the relative bargaining power of each strategic group in the
industry with itssuppliers and buyers.

STRATEGICGROUPSAND THE THREAT OF SUBSTITUTES

Strategic groups may also face differing levels of exposure to
competition from substitute products if they are focusing on differ-
ent parts of the product line, serving different customers, operating
a different levels of quality or technological sophistication, have
different cost positions, and so on. Such differences may make them
more or less vulnerable to substitutes even though the strategic
groupsareall in the sameindustry.

For example, a minicomputer firm focusing on business cus-
tomers, selling machines complete with software to perform a wide
variety of functions, will be less vulnerable to substitution from mi-
crocomputers than a firm primarily selling to industrial buyers for
repetitive process-control applications. Or a mining company with a
low-cost ore source may be less vulnerable to a substitute material
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whose advantage is solely based on price than a mining company
with a high-cost ore source that has based itsstrategy on a high leve
of customer service.

Therefore, thefourth step in structural analysiswithin anindus-
try is to assess the relative position of each strategic group vis-avis
substitute products.

STRATEG CGROUPSAND RIVALRY AMONG FIRMS

The presence of more than onestrategic group in an industry has
implications for industry rivalry, or competition in price, advertis-
ing, service, and other variables. Someof the structural features that
determine the strength of competitive rivary (Chapter 1) may apply
toal firmsin theindustry and thus providethe context in which the
strategic groups interact. Broadly speaking, however, the existence
of multiple strategic groups usually meansthat theforces of compet-
itiverivalry are not faced equally by all firmsin theindustry.

Thefirst point to be madeisthat the presence of several strate-
gic groups will often affect the overall level of rivalry in theindustry.
Their presence will generally increase rivalry because it implies
greater diversity or asymmetry among firms in the industry in the
sense defined in Chapter 1. Differencesin strategy and external cir-
cumstances mean that firms will have differing preferences about
risk taking, time horizon, price levels, quality levels, and so on.
These differences will complicate the process of firms understanding
each others' intentions and reacting to them, and will thus increase
thelikelihood of repeated outbreaks of warfare. Theindustry witha
complicated map of strategic groups will tend to be more competi-
tive as a whole than one with few groups. Recent research has veri-
fied this point in a number of contexts.®

Not all differencesin strategy areequally significant in affecting
industry rivalry, however, and the process of competitive rivary is
not symmetrical. Some firms are more exposed to damaging price
cutting and other forms of rivalry from other strategic groups than
others. Four factors determine how strongly the strategic groupsin
an industry will interact in competing for customers:

¢ the market interdependence among groups, or the extent to
which their customer targets overlap;
sSee Hunt (1972); Newman (1978); Porter (1976, Chaps. 4, 7).
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¢ the product differentiation achieved by the groups;

¢ the number of strategicgroupsand their relative sizes,

¢ the strategic distance among groups, or the extent to which
strategies diverge.

The most important influence on rivalry among strategic groups
is their market interdependence, or the degree to which differ-
ent strategic groups are competing for the same customers or com-
peting for customers in distinctly different market segments. When
strategic groups have high market interdependence, differences
in strategy will lead to the most vigorous rivalry, for example, in fer-
tilizer where the customer (the farmer) is the same for all groups.
When strategic groups are targeting very different segments, their
interest in and effect on each other is much less severe. As the cus-
tomers they are selling to become more distinguished, the rivalry be-
comes more (but not the same) as if the groups were in different in-
dustries.

The second key factor influencing rivalry is the degree of prod-
uct differentiation created by the groups' strategies. If divergent
strategies lead to distinct and differing brand preferences by custom-
ers, then rivalry among the groups will tend to be much less than if
the product offerings are seen as interchangeabl e.

The more numerous and more equal in size (market share) the
strategic groups, the more their strategic asymmetry generally in-
creases competitive rivalry, other things being equal. Numerous
groups imply great diversity and a high probability that one group
will trigger an outbreak of warfare by attacking the position of other
groups through price cutting or other tactics. Conversely, if groups
are greatly unequal in size—for example, one strategic group con-
stitutes a small share of an industry and another is a very large
share—their strategic differences are likely to have little impact on
the way they compete with each other, since the power of the small
group to affect the large groups through competitive tacticsis prob-
ably low.

Thefinal factor, strategic distance, refers to the degree to which
strategies in different groups diverge in terms of the key variables,
such as brand identification, cost position, and technological |eader-
ship, as well as in external circumstances, such as relationships to
parents or governments. The more the strategic distance among
groups, other things being equal, the more vigorous competitive
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skirmishing is likely to be among the firms. Firms pursuing widely
different strategic approaches tend to have quite different ideas
about how to compete and a difficult time understanding each
others' behavior and avoiding mistaken reactions and outbreaks of
warfare. In ammonium fertilizer, as an instance, oil company partic-
ipants, chemical company participants, cooperatives, and indepen-
dents al have very different objectives and constraints. For exam-
ple, tax benefits and unusual motives haveled cooperatives to expand
even when overall industry conditions were poor. Oil companiesdid
the same thing for different reasons in the 1960s.

All four factors interrelate to determine the pattern of rivalry
for customers among strategic groups in an industry. For example,
the most volatile situation, likely to be associated with intense com-
petition, is the one in which several equally balanced strategic
groups, each following markedly different strategies, are competing
for the same basic customer. Conversely, a situation likely to be
more stable (and profitable) is one in which there are only a few
large strategic groups that each compete for distinct customer seg-
ments with strategies that do not differ except along a few dimen-
sions.

A particular strategic group will face rivalry from other groups
based on the factors just discussed. It will be most exposed to bouts
of rivalry from the other strategic groups that share market interde-
pendence. Thevolatility of this rivalry will depend on the other con-
ditionsidentified above. A particular group will be most exposed to
rivalry from other strategic groups, for example, if they compete for
the same market segments with products perceived as similar, are
relatively equal in size, and follow quite different strategic ap-
proaches for getting the product to market (have high strategic dis-
tance). Achieving stability will be extremely difficult for such a stra-
tegic group, and outbreaks of aggressive warfareare likely to insure
a very competitive outcome for it. However, a strategic group that
has a large collective share and/or targets itsefforts to distinct mar-
ket segments not served by other strategic groups and achieves high
product differentiation is likely to be more insulated from inter-
group rivalry. Thesecure strategic groups that are the most insulated
from rivalry will only be able to maintain profitability, however, if
mobility barriers protect them from shifts in strategic position by
other firms.

Thus, strategicgroups affect the pattern of rivalry wthin thein-
dustry. This process is illustrated schematically by the strategic
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group map shown in Figure7-2, which issimilar to Figure7-1 except
that the horizontal axisisthe target customer segment of the strate-
gic group in order to measure market interdependence. The vertical
axis is another key dimension of strategy in the industry. The let-
tered symbols are strategic groups, their size proportional to the col-
lective market shareof firmsin thegroup. The shape of thegroupsis
used to represent their overall strategic configuration, with differ-
ences in shape representing strategic distance. Applying the analysis
presented earlier, it is clear that Group D will be much less affected
by industry rivalry than Group A. Group A competes with similarly
large Groups B and C, who use very different strategies to reach the
same basic customer segment. Firmsin these three groups arein con-
stant warfare. Group D, on the other hand, competes for a different
segment and interacts most strongly in reaching this segment with
Groups E and F, who are smaller and follow similar strategies (they
could be viewed as **specidist™ producers following the **round*
strategy or closevariantstoit).

The fifth step in structural analysis within an industry, then,
IS to assess the pattern of market interdependence among stra-
tegic groups and their vulnerability to warfare initiated by other
groups.

®
Strategic c

Dimension A
© : >

Target Customer Segment

FIGURE7-2. Strategic Group Mapping and Intergroup Rivalry
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Strategic Groupsand a Firm's Profitability

We have seen that differing strategic groups can have varying
situations with respect to each and every competitive force acting on
an industry. We are now in a position to answer the question posed
earlier; namely, what factors determine the market power and hence
profit potential of individual firmsin an industry, and how do these
factorsrelate to their strategic choices?

Building on the concepts already presented, the underlying de-
terminants of afirm's profitability areasfollows:

CoMMON INDUSTRY CHARACTERISTICS

1 Industry-wide elements of structure that determine the
strength of the five competitive forces and that apply equally
to all firms; these traits include such factors as the rate of
growth of industry demand, overall potential for product
differentiation, structure of supplier industries, aspects of
technology, and so on, that set the overall context of compe-
tition for all firmsin theindustry.

CHARACTERISTICS OF STRATEGIC GROUP

2. Theheight of mobility barriersprotecting thefirm's strategic
group.

3. The bargaining power of the firm's strategic group with
customersand suppliers.

4. The vulnerability of the firm's strategic group to substitute
products.

5. The exposure of the firm's strategic group to rivalry from
other groups.

Firm's PosiTion wiTHIN ITsSrraTEGIC GROUP

Thedegreeof competition within the strategicgroup.
Thescaleof thefirm relative to othersinitsgroup.

Costsd entry into thegroup.

The ability of the firm to execute or implement its chosen
strategy in an operational sense.

©®No
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Industry-wide characteristics of market structure raise or lower
profit potential for all firmsin the industry, but not all strategiesin
theindustry haveequal profit potential. The higher the mobility bar-
riers protecting the strategic group, the stronger thegroup's bargain-
ing position with suppliers and customers, thelower thegroup's vul-
nerability to substitute products, and the less exposed thegroupisto
rivalry from other groups, the higher the average profit potential of
firmsin that group will be. Thusa second critical set of determinants
of afirm's success is the position of its strategic group in the indus-
try, which has been amplified in earlier sections.

The third category of determinants of a firm's position, which
has not been discussed so far, iswhere the firm stands within its stra-
tegic group. A number of factors are crucial to this standing. First,
the degree of competition within the group is important because
firms in the group may compete away potential profits among
themselves. Thiseffect is morelikely to occur if thereare many firms
in thestrategic group.

Second, all firmsfollowing the same strategy are not necessarily
equally positioned from a structural standpoint. Specifically, a
firm's structural position may be affected by its scale relative to
othersinitsstrategic group. If there are any economies of scale oper-
ating that are large enough so that costs are still declining in the
range of market shares held by firmsin the group, then the firms
that have relatively small shareswill have lower profit potential. For
example, although Ford and GM have relatively similar strategies
and could be classified in the same strategic group, GM’s greater
scaleallows it to reap some of the economiesinherent in the strategy
that Ford cannot, such as in research and development and model
changeover costs. Firms like Ford have overcome scale-related mo-
bility barriers and gotten into the strategic group, but they still face
some cost disadvantages relativeto alarger firmin the group.

Thefirm's position in itsstrategic group al so depends on its cost
d entering the group. The skills and resources available to the firm
in entering a group may giveit an advantage or disadvantage relative
toothersin the group. Some of these skills or resources for entry are
based on the firm's position in other industries or its previous suc-
Cess in other strategic groups in the same industry. For example,
John Deere could get into almost any strategic group in the construc-
tion equipment industry more cheaply than most firms because of its
strong position in farm equipment. Or Procter and Gamble's Char-
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min could enter the national brand toilet tissue group more cheaply
because of the combination of Charmin's past technological accom-
plishments coupled with Procter and Gamble's distribution strength.

The costs of entry into a group can be affected by the firm's
timing d entry intoit. In someindustries it may be more expensive
for late entrants into a strategic group to establish their position
(e.g., higher cost of establishing an equivalent brand name; higher
cost of finding good distribution-channels because of foreclosure of
channels by other firms). Or the situation may be reversed if newer
entrants can purchase the latest equipment or use new technology.
Differencesin timing of entry may also translate into differencesin
cumulative experience and hence costs. Thusdifferencesin timing of
entry may translate into differences in sustainable profitability
among membersof the samestrategic group.

Thefinal factor entering into theanalysisof a firm's position in
its strategic group is its implementation ability. Not all firms pursu-
ing the samestrategy (thusin the samestrategic group) will necessar-
ily be equally profitable even if the other conditions that have been
described areidentical. Some firms are superior in their ability to or-
ganize and manage operations, develop creative advertising themes
with equal budgets, make technological breakthroughs with the
same expenditures on R&D, and so on. These sorts of skillsare not
structural advantagesof the sort created by mobility barriers and the
other factors discussed above, but they may well be relatively stable
advantages. The firmsthat have superior implementation ability will
be more profitable than other firmsin the strategic group.

This cascading array of factors jointly determine the profit
prospects of theindividual firm, and at the same time, its prospects
for market share. The firm will be most profitableif it isin a favor-
able industry, a favorable strategic group within that industry, and
has a strong position in its group. New entrants do not eliminate the
attractiveness of the industry because of entry barriers; the attrac-
tiveness of a strategic group is preserved by mobility barriers. The
strength of a firm's position in its group is the result of its history
and theskillsand resources available toit.

This analysis makes it clear that there are many different ki nds
of potentially profitable strategies. Successful strategies can be
based on a wide variety of mobility barriers or approaches to dealing
with the competitive forces. The three generic strategies described in
Chapter 2 represent the broadest difference in approach; many vari-
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ations of these are possible. Much stress has recently been placed on
cost position as the determinant of strategic position. Although cost
is one approach to developing barriers, it should be clear that there
aremany others.

In view of theinteracting nature of the considerations determin-
ing firm profitability, the profit potential of a firm is strongly af-
fected by the competitive outcome in those strategic groups that are
market interdependent and have higher mobility barriers. Thestrate-
gic groups with higher mobility barriers have greater profit potential
than the less protected groups if competition w thin them is not too
great. However, if competition within them isfierce for some reason
and their prices and profits are thereby lowered, it can also destroy
the profitability of the firms in the interdependent groups less pro-
tected by mobility barriers. Lower prices (or higher costs through
advertising and other forms of non-price competition) spill over via
market interdependence so that less protected groups must respond,
driving down their own profits. Thisisarisk that must be assessed in
choosing a strategicgroup.

A good example of this process is seen in the soft drink indus-
try. If Cokeand Pepsi get into a price war or advertising battle, their
profits are diminished, but not nearly so much as those of the region-
al and local brandswho inevitably are affected because their produc-
es are competing for the same customers. Competition among
Coke, Pepsi, and the other major brands, protected by substantial
mobility barriers, lowers the profit umbrella over the regional and
local brands. They tend to lose not only profits but relative share.

ARE LARGE FIRMSMORE PROFITABLETHAN
SMALL FIRMS?

There has been much recent discussion about strategy arguing
that the firm with the largest market share will be the most profit-
able.® The previous analysis suggests that whether thisis true or not
depends on the circumstances. If large firmsin an industry compete
in strategic groups that are more protected by mobility barriers than
smaller firms, in stronger positions relative to customers and suppli-
ers, more insulated from rivalry with other groups, and so on, then

'See, for example, Buzzell et al. (1975).



146 COMPETITIVESTRATEGY

thelarge firmswill indeed be more profitable than smaller firms. For
example, inindustries like brewing and the manufactureof toiletries
and television sets, where there are substantial economies of scale in
manufacturing, distributing, and servicing a full product line as well
aseconomies of scalein national advertising, then thelarge firms in
theindustry will probably be more profitable than smaller firms. On
the other hand, if economies of scale in production, distribution, or
other functions are not too great, smaller firms following specialist
strategies may be able to achieve higher product differentiation or
greater technological progressiveness or superior servicein their par-
ticular product niches than larger firms. In such industries, smaller
firms may well be more profitable than larger, broader-line firms (as
in women's clothing and carpets).

It is sometimes argued that if firms with small shares are more
profitable than those with large shares, it reflects a mistakein indus-
try definition. Proponents of the dominant role of market share ar-
gue that we should define the market more narrowly, in which case
"small** firms will indeed have a larger share of a speciaized seg-
ment than does a broad-line firm. But if we usea narrow market def-
inition, we should also define the market narrowly in industries
where broad-line firms happen to be the most profitable. In such
cases we would often find that large firms did not necessarily have
the highest share of every segment but yet reaped advantages of
overall scale. Ascribing the higher profitsof specialized, small-share
firmsto specialized market definition begs the question we are seek-
ing to answer; namely, under what industry circumstancescan a firm
select a specialist strategy (to take just one strategic option) without
being vulnerable to economies of scale or product differentiation
achieved by broader-line firms? Or under what circumstances is
overal sharein theindustry unimportant? Theanswer will differ by
industry, depending on thearray of mobility barriers and the other
structural and firm-specificfeaturesthat | have outlined.

Empirical evidence suggests that the relationship between the
profitability of larger shareand smaller share depends on the indus-
try. Exhibit 7-1 compares the rate of return on equity of the largest
firms accounting for at least 30 percent of industry sales (Ileaders) to
therateof return on equity of the medium-sized firmsin thesamein-
dustry (followers). In this calculation small firms with assets less
than $500,000 were excluded. Although some of theindustriesinthe
sampleare overly broad, it isstriking that followers were noticeably



EXHIBIT 7-1.

Relative Profitability of Industry Leaders and Industry Followers'

Follower's Rate of Return
Much Higher (4.0or more
Percentage Points)than

Leader's Rate of Return
2.5t0 4.0 Percentage

Points Higher than

Follower's Rate of Return
.5t0 4.0 Percentage Points
Higherthan Leader's

Leader's Rate of Return
Much Higher (4.0or more

Percentage Points)than

Leader Return Return Follower's Return Follower's Return

Meat products Sugar Dairy products Wine

Liquor Tobacco (besides Grain mill products Soft drinks

Periodicals cigarettes) Beer Soap

Carpets Knit goods Drugs Perfumes, cosmetics, and
Leather goods Women's clothing Jewelry toilet preparations

Optical, medical, and

Men's clothing

Paint

ophthalmic goods Footwear Cutlery, hand tools, and
Pottery and related general hardware
products Householdappliances
Electric lighting Radio and television
equipment Photographic equipment
Toys and sporting and supplies
goods

Source: Porter (1979).

'Includes 26 of a comprehensive sample of 38 consumer industries for the years 1963-65. In the 12 other industries not listed, average

leader's group rate of return generally exceeded, and in some cases equaled, follower's group rate of return.
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more profitable than leadersin 15 of 38 industries. Theindustriesin
which the followers' rates of return were higher appear generally to
be those where economies of scale are either not great or absent
(clothing, footwear, pottery, meat products, carpets) and/or those
that are highly segmented (optical, medical and ophthalmic goods,
liquor, periodicals, carpets, and toys and sporting goods). The in-
dustries in which leaders' rates of return are higher seem to be gen-
erally those with heavy advertising (soap; perfumes; soft drinks;
grain mill products, i.e., cereal; cutlery) and/or research outlays and
production economies of scale (radio and television, drugs, photo-
graphic equipment). Thisoutcomeisas we would expect.

STRATEGICGROUPSAND COST POSITION

Another comparatively recent phenomenon in thinking on strat-
egy formulation is that cost position is theonly sustainablefactor on
which to build a competitive strategy. The firm with lowest costs,
holds this view, will always bein a position to invade the territory of
other areas of strategy, like differentiation, technology, or service,
on which other strategic groups are based.

This view is seriously misleading, even putting aside the fact
that low-cost position is by no means easy to sustain. As described
most broadly in Chapter 2, in most industries there are a variety of
ways to create mobility barriers or otherwise build a solid structural
position. These different strategies will usually involvediffering and
often conflicting sets of functional policies. A firm attempting to
achieve the greatest effectiveness at one strategy will rarely also be
most effective in serving the needs met by others. Low-cost position
within the strategic group may well be crucial, but low-cost position
overall is not necessarily important or the only way to compete.
Achieving low-cost position overall often involves a sacrifice in
other areas of strategy, like differentiation, technology, or service,
on which other strategic groups are based.

It is true, however, that strategic groups competing on bases
other than low cost must be constantly aware of the differential be-
tween their costs and those of the overall low-cost strategic groups.
If this differential becomes large enough, then customers may bein-
duced to switch to the lower-cost groups despite a sacrifice in qual-
ity, service, technological progressiveness, or other areas. Relative
cost position among groupsisa key strategic variablein thissense.
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Implicationsfor Formulation of Strategy

Formulating competitive strategy in an industry can be viewed
as the choice of which strategic group to compete in. This choice
may involve selecting the existing group that involves the best trade-
off between profit potential and the firm's costs of entering it, or it
may involve the creation of an entirely new strategic group. Struc-
tural analysis within an industry points to the factors that will deter-
mine the success of a particular strategic positioning for the firm.

As described in the Introduction, the broadest guidance for the
formulation of strategy is stated in terms of matching a firm's
strengths and weaknesses, particularly its distinctive competence, to
the opportunities and risk in its environment. The principles of
structural analysis within an industry allow us to be much morecon-
crete and specific about just what a firm's strengths, weaknesses,
distinctive competence, and industry opportunitiesand risks are. A
firm's strengths and weaknesses can belisted asfollows:

Strengths
factors that build the mobili-
ty barriers protecting its stra-
tegic group;
factors enhancing the bar-
gaining power of itsgroupvis-
a-vis buyersand suppliers;
factors insulating its group
from rivary from other
firms;
greater scale relative to its
strategic group;
factors allowing lower costs
of entry into its strategic
group than others;
strong implementation abili-
ties vis-a-vis its strategy rela-
tive toits competitors;
resources and skills allowing
the firm to overcome mobili-
ty barriers and move into
even more desirable strategic
groups.

Weaknesses
factors that lower the mobili-
ty barriers protecting its stra-
tegic group;
factors worsening the bar-
gaining power of its group
visavis buyers and sup-
pliers,
factors exposing its group to
rivalry from other firms;
smaller scale relative to its
strategic group;
factors causing higher costs
of entry into its strategic
group than others;
weaker implementation abili-
ties vis-a-vis its strategy rela-
tivetoitscompetitors,
the lack of resources and
skills that would allow the
firm to overcome mobility
barriers and move into more
desirablestrategic groups.
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If the key mobility barriersinto a firm's strategic group are based,
for example, on its broad product line, proprietary technology, or
absol ute cost advantages due to experience, these sources of mobility
barriers definesome of thefirm's key strengths. Or if the most desir-
able strategic group in the firm's industry is protected by mobility
barriers resting on the achievement of economies of scale through a
captive distribution and service organization, the lack of such a fac-
tor becomes one of the firm's key weaknesses. Structural analysis
gives us a framework for systematically identifying a firm's key
strengths and weaknesses relative to competitors. These strengths
and weaknesses are not cast in concrete but can change as industry
evolution realignsthe relative position of strategicgroupsor asfirms
innovate or make investments to changetheir structural position.

This framework for viewing strengths and weaknesses illumi-
nates two fundamentally different types: structural and implementa-
tional. Structural strengths and weaknesses rest on the underlying
characteristics of industry structure, such as mobility barriers, deter-
minants of relative bargaining power, and so on. As such they are
relatively stable and difficult to overcome. Strengths and weaknesses
in implementation, based on differencesin afirm's ability to execute
strategies, rest on people and managerial abilities. Assuch, they may
be more ephemeral, though not necessarily. In any case, it isimpor-
tant to makea distinction between the two in analysis of strategy.

The strategic opportunitiesfacing the firm in its industry can
also be made more concrete by using these concepts. Opportunities
can bedivided into a number of categories:

* createa new strategicgroup;

¢ shift toamorefavorably situated strategic group;

¢ strengthen the structural position of theexisting group or the
firm's position in thegroup;

¢ shift to a new group and strengthen that group's structural
position.

Perhaps the class of opportunities with the highest payoff isin
creating a new strategic group. Technological changes or evolution
in the structureof theindustry often open up possibilities for entirely
new strategic groups. Even without such stimuli, the visionary firm
might be able to perceive a new, favorably situated strategic group
not perceived by its competitors. American Motors, for example,
identified a uniquely positioned compact car in the mid-1950s, for a
timeovercoming serious disadvantagesvis-a-visthe Big Three. Timex
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created a new conception of a low-price, reliable watch, coupling
new manufacturing techniques with a new distribution and market-
ing approach. Morerecently, Hanes created an entirely new group in
hosiery with its L’eggs strategy. Although vision is a scarce com-
modity, structural analysis can help direct thinking toward the areas
of changethat would yield the highest payoff.

Another class of potential strategic opportunity is represented
by the more favorably situated strategic groups in the industry that
the firm might chooseto enter.

A third type of strategic opportunity is the possibility for the
firm to make investments or adjustments that improve the structural
position of its existing strategic group or its position within the
group, for example, increase mobility barriers, improve position vis-
aVvissubstitute products, strengthen marketing ability, and so on. It
isalso possibleto view such investments and adjustments as creating
anew and better strategicgroup.

A final type of strategic opportunity is that of entering other
strategic groups and increasing their mobility barriers or otherwise
improving their position. Structural evolution in an industry is a
powerful creator of possibilities to make thischange aswell astoim-
provethefirm's position in itsexisting group.

Therisks facing a firm can beidentified by using the same basic
concepts:

* risksof other firmsentering itsstrategicgroup;

* risks of factors reducing the mobility barriers of the firm's
strategic group, lowering power with customers or suppliers,
worsening position relative to substitute products, or expos-
ing it togreater rivalry;

* risks that accompany investments designed to improve the
firm's position by increasing mobility barriers;

* risks of attempting to overcome mobility barriers into more
desirable strategic groupsor entirely new groups.

Thefirst two can be viewed as threats to the firm's existing position,
or risks of inaction, whereas the latter are risks of pursuing opportu-
nities.

Thefirm's choiceof strategies, or which strategic group to com-
petein, is a process of relating all these factors. Many, if not most,
major strategic breakthroughs come about because of changing
structure. Structural analysis shows how a firm's existing strategic
position coupled with existing industry structure translates into per-
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formance in the marketplace. If industry structure is unchanging,
then the cost of overcoming mobility barriers to move to another
strategic group already occupied by other firms may well eliminate
the benefits. However, if the firm can perceive an entirely new stra-
tegic position that is favorablestructurally, or if it can changeits po-
sition at a time when industry evolution lowers the cost of shifting,
then a truly significant improvement in performance can result. The
framework identified here should illuminate what tolook forin such
arepositioning.

The three generic strategies identified in Chapter 2 represent
three broad and consistent approaches to successful strategic posi-
tioning. In the context of this chapter, they are different broad types
of strategic groups that can be successful depending on the econom-
icsof the particular industry. Thischapter hasadded a lot moreflesh
and blood to the analysis of the generic strategies. It is clear, based
on this chapter, that the generic strategies rest on creating (in differ-
ent ways) mobility barriers; favorable position with buyers, suppli-
ers, and substitutes; and insulation from rivalry. Our extended con-
cept of structural analysis, then, is a way of making the notion of
generic strategies clearer and more operational .

The Strategic Group Map asan Analytical T ool

Weare now in a position to return to a discussion of the strate-
gic group map as an analytical tool. The map isa very useful way to
graphically display competition in an industry and to see how indus-
try changes or how trends might affect it. It isa map of ' strategy
space,”" instead of price and volume.

I'n mapping strategic groups, the few strategic variables used as
axes of the map must be selected by the analyst. In doing so, a num-
ber of principles will prove useful. First, the best strategic variables
to use as axes are those that determine the key mobility barriersin
the industry. For example, in soft drinks the key barriers are brand
identification and distribution channels, which thus serve as useful
axes in a strategic group map. Second, in mapping groups it is im-
portant to select as axes variables that do not move together. For ex-
ample, if al the firms with high product differentiation also have
broad product lines, then both these variables should not serve as
axes on the map. Rather, variablesthat reflect the diversity of strate-
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gic combinations in the industry should be selected. Third, the axes
for a map need not be continuous or monotonic variables. For exam-
ple, the target channelsin the chain saw industry are servicing deal-
ers, mass merchandisers, and sellers of private labels. Some firms
focuson one of these, whereas some attempt to span the range. Ser-
vicing dealers are most distinct from private label in terms of re-
quired strategy, and mass merchandisers are somewhere in between.
In mapping the industry, it is perhaps most illuminating to array
firmsas shown in Figure7-3. Firmsare located to reflect their mix of

FIGURE7-3. lllustrative Map of the U.S. Chain Saw industry
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channels. A final principleisthat an industry can be mapped severd
times, using various combinations of strategic dimensions, to help
the analyst see the key competitive issues. Mapping is a tool to help
diagnose competitive relationships, and thereis no necessarily right
approach.

Having constructed a strategic group map of an industry, a
number of analytical stepscan beilluminating:

I dentifying Mobility Barriers. The mobility barriers that pro-
tect each group from attacks from other groups can be identified.
For example, the key barriers protecting the high quality/dealer-ori-
ented group in Figure 7-3 are technology, brand image, and an estab-
lished network of servicing dealers. The key barriers protecting the
private label group, on the other hand, are economies of scale, expe-
rience, and to some extent relationships with private label custom-
ers. Such an exercisecan be very illuminating in predicting threats to
the various groups and probable shiftsin position among firms.

Identifying Marginal Groups. A structural analysis like that
described earlier in this chapter can identify groups whose position is
tenuous or marginal. These are candidates for exit or for attemptsat
moving into another group.

Charting Directions of StrategicMovement. A very important
use of the strategic group map is to chart the directions in which
firms' strategies are moving and might shift from an industry-wide
point of view. This task is most easily done by drawing arrows ema
nating from each strategic group that represent the direction in
which the group (or a firm in the group) seems to be moving in stra-
tegic space, if any. Doing this for all groups might show that firms
are moving apart strategically, which can be stabilizing to industry
competition, particularly if it involves increasing separation of the
target market segments served. Or such an exercise might show that
strategic positions are converging, which can be very volatile.

Analyzing Trends. It can beilluminating to think through the
implications of each industry trend for the strategic group map. Is
the trend closing off the viability of some groups? Where will firms
in that group shift? Is the trend elevating the barriers held by some
groups? Will the trend reduce the ability of groups to separate them-
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selves along some dimension? All these factors can lead to predic-
tionsabout industry evolution.

Predicting Reactions. The map can be used to predict reac-
tions of theindustry to an event. Firmsin a group tend to react sym-
metrically to disturbancesor trendsgiven thesimilarity of their strat-

egies.
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Industry Evolution

Structural analysis gives us a framework for understanding the com-
petitive forces operating in an industry that are crucial to developing
competitive strategy. It is clear, however, that industries' structures
change, often in fundamental ways. Entry barriers and concentra-
tion have gone up significantly in the U.S. brewing industry, for ex-
ample, and the threat of substitutes has risen to put a severe squeeze
on acetylene producers.

Industry evolution takes on critical importance for formulation
of strategy. It can increase or decrease the basic attractiveness of an
industry asan investment opportunity, and it often requires the firm
to make strategic adjustments. Understanding the process of indus-
try evolution and being able to predict changeareimportant because
the cost of reacting strategically usually increases as the need for
change becomes more obvious and the benefit from the best strategy
is the highest for the first firm to select it. For example, in the early
postwar farm equipment business, structural change elevated theim-
portance of a strong exclusive dealer network backed by company
support and credit. The firms that recognized this change first had
their pick of dealersto choosefrom.

This chapter will present analytical tools for predicting the evo-
lutionary process in an industry and understanding its significance
for the formulation of competitive strategy, The chapter begins by
describing some basic conceptsin the analysis of industry evolution.

156
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Next | will identify the driving forces that are at the root of industry
change. Finally, some important economic relationships in the evo-
lutionary process will be described and strategic implications ex-
plored.

BasicConceptsin Industry Evolution

Thestarting point for analyzing industry evolution is the frame-
work of structural analysisin Chapter 1. Industry changes will carry
strategic significanceif they promise to affect the underlying sources
of the five competitive forces; otherwise changes are important only
in a tactical sense. The simplest approach to analyzing evolutionisto
ask the following question: Are there any changes occuring in thein-
dustry that will affect each element of structure? For example, do
any of the industry trends imply an increase or decrease in mobility
barriers? An increase or decrease in the relative power of buyers or
suppliers? If thisquestion isasked in a disciplined way for each com-
petitive force and the economic causes underlying it, a profile of the
significant issuesin theevolution of an industry will result.

Although this industry-specific approach is the place to start, it
may not be sufficient, because it is not always clear what industry
changes are occurring currently, much less which changes might oc-
cur in the future. Given the importance of being able to predict evo-
lution, it is desirable to have some analytical techniques which will
ad in anticipating the pattern of industry changes that we might ex-
pect to occur.

PRODUCT LIFECYCLE

The grandfather of concepts for predicting the probable course
of industry evolution is the familiar product life cycle. The hypothe-
gsisthat an industry’ passes through a number of phasesor stages—
introduction, growth, maturity, and decline—illustrated in Figure
81 These stages are defined by inflection points in the rate of
growth of industry sales. Industry growth follows an S-shaped curve

There is some controversy about whether the life cycle applies only to individual
Products or to whole industries. The view that it applies to industries is summa-
rized here.
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because of the process of innovation and diffusion of a new prod-
uct.* The flat introductory phase of industry growth reflects the dif-
ficulty of overcoming buyer inertia and stimulating trials of the new
product. Rapid growth occurs as many buyers rush into the market
once the product has proven itself successful. Penetration of the
product's potential buyers is eventually reached, causing the rapid
growth to stop and to leve off to the underlying rate of growth of
the relevant buyer group. Finally, growth will eventually taper off as
new substitute products appear.

Astheindustry goes through itslife cycle, the nature of compe-
tition will shift. I have summarized in Figure 8-2 the most common
predictionsabout how an industry will change over the life cycleand
how this should affect strategy.

The product life cycle has attracted some legitimate criticism:

1. Theduration of the stages varies widely from industry toin-
dustry, and it is often not clear what stage of the life cyclean indus-
try isin. This problem diminishes the usefulness of the concept as a
planning tool.

2. Industry growth does not always go through the S-shaped
pattern at all. Sometimes industries skip maturity, passing straight
from growth to decline. Sometimes industry growth revitalizes after
a period of decline, as has occurred in the motorcycle and bicyclein-
dustriesand recently in the radio broadcasting industry. Some indus-
tries seem to skip the slow takeoff of the introductory phase alto-
gether.

FIGURE8-1. Stagesof the Life Cycle
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Kotler (1972), pp. 432-433; see also Polli and Cook (1969), pp. 385-387.
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FIGURES8-2 Predictionsof Product Life Cycle Theories About Strategy, Competition,and Performance
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3. Companies can afect the shape of the growth curve through
product innovation and repositioning, extending it in a variety of
ways.® If acompany takesthelife cycleasgiven, it becomesan unde-
sirable self-fulfilling prophesy.

4. The nature of competiticn associated with each stage of the
life cycleisdifferent for different industries. For example, somein-
dustries start out highly concentrated and stay that way. Others, like
bank cash dispensers, are concentrated for a significant period and
then become less so. Still others begin highly fragmented; of these
some consolidate (automobiles) and some do not (electronic compo-
nent distribution). The same divergent patterns apply to advertising,
R&D expenditures, degree of price competition, and most other in-
dustry characteristics. Divergent patterns such as these call into seri-
ous question the strategic implications ascribed to thelife cycle.

The real problem with the product life cycleasa predictor of in-
dustry evolution is that it attempts to describe one pattern of evolu-
tion that will invariably occur. And except for the industry growth
rate, thereislittle or no underlying rationale for why the competitive
changes associated with the life cycle will happen. Since actual in-
dustry evolution takes so many different paths, thelifecycle pattern
does not always hold, evenif it isa common or even the most com-
mon pattern of evolution. Nothing in the concept allows us to pre-
dict when it will hold and when it will not.

A FRAMEWORK FOR FORECASTING EVOLUTION

Instead of attempting to describe industry evolution, it will
prove more fruitful tolook underneath the process to seewhat realy
drives it. Like any evolution, industries evolve because some forces
are in motion that create incentives or pressures for change. These
can be called evolutionary processes.

Every industry begins with an initial structure— the entry bar-
riers, buyer and supplier power, and so on which exist when the in-
dustry comes into existence. This structure is usualy (though not al-
ways) a far cry from the configuration the industry will take later in
its development. Theinitial structure results from a combination of
underlying economic and technical characteristics of the industry,
the initial constraints of small industry size, and the skills and re-

'For adiscussion of thesemethods, see L evitt (1965).
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sources of the companies that are early entrants. For example, even
an industry like automobiles with enormous possibilities for econo-
mies of scale started out with labor-intensive, job-shop production
operations because of thesmall volumesof cars produced during the
early years.

Theevolutionary processes work to push theindustry toward its
potential structure, which israrely known completely as an industry
evolves. Imbedded in the underlying technology, product character-
istics, and nature of present and potential buyers, however, thereis
arange of structures the industry might possibly achieve, depending
on thedirection and success of research and development, marketing
innovations, and the like.

It is important to realize that instrumental in much industry
evolution are the investment decisions by both existing firmsin the
industry and new entrants. In response to pressures or incentives cre-
ated by the evolutionary process, firms invest to take advantage of
possibilities for new marketing approaches, new manufacturing fa-
cilities, and the like, which shift entry barriers, alter relative power
against suppliersand buyers, and so on. Theluck, skills, resources,
and orientation of firms in the industry can shape the evolutionary
path the industry will actually take. Despite potential for structural
change, an industry may not actually change because no firm hap-
pens to discover a feasible new marketing approach; or potential
scale economies may go unrealized because no firm possesses the fi-
nancial resources to construct afully integrated facility or simply be-
cause no firm isinclined to think about costs. Because innovation,
technological developments, and the identities (and resources) of the
particular firms either in the industry or considering entry intoit are
S0 important to evolution, industry evolution will not only be hard
to forecast with certainty but also an industry can potentially evolve
inavariety of waysat avariety of different speeds, depending on the
luck of the draw.

Evolutionary Processes

Although initial structure, structural potential, and particular
firms investment decisions will be industry-specific, we can general-
ize about what are the important evolutionary processes. There are
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some predictable (and interacting) dynamic processes that occur in
every industry in oneform or another, though their speed and direc-
tion will differ from industry toindustry:

long-run changesin growth;
¢ changesin buyer segments served;
buyers learning;
reduction of uncertainty;
diffusion of proprietary knowledge;
accumulation of experience;
expansion (or contraction) in scale;
changesin input and currency costs,
product innovation;
marketing innovation;
process innovation;
structural changein adjacent industries;
government policy change;
entries and exits.

Each evolutionary process will be described, with attention to
its determinants, its relationship to other processes, and its strategic
implications.

LONG-RUN CHANGESIN GROWTH

Perhaps the most ubiquitous force leading to structural change
isachangein thelong-run industry growth rate. Industry growth isa
key variable in determining the intensity of rivalry in the industry,
and it setsthe pace of expansion required to maintain share, thereby
influencing the supply and demand balance and the inducement the
industry offers to new entrants.

Therearefiveimportant external reasonswhy long-run industry
growth changes:

DEMOGRAPHICS

In consumer goods, demographic changes are one key determi-
nant of the size of the buyer pool for a product and thereby the rate
of growth in demand. The potential customer group for a product
may be as broad as all households, but it usually consists of buyers
characterized by particular age groups, income levels, educational
levels, or geographic locations. Asthe total growth rate of the popu-



Industry Evolution 165

lation, its distribution by age group and income level, and demo-
graphic factorschange, thesetranslate directly into alterations in de-
mand. A particularly vivid current example of this situation is the
adverse effect of the reduced U.S. birthrate on demand for baby
products of al types, whereas products catering to the 25-to-35-year-
old age group are currently enjoying the effects of the post-World
War 11 baby boom. Demographics also represent a potential prob-
lem for the recording and candy industries, which have traditionally
sold most heavily to the pre-20-year-old age group, which is current-
ly shrinking.

Part of the effect of demographic changes is caused by income
elasticity, which refers to the change in a buyer's demand for a prod-
uct as his/her income rises. For some products (mink golf club
covers), demand tends to rise disproportionately with buyers' in-
come. For other products, demand rises less than proportionally as
incomes rise, or even falls. It isimportant from a strategic point of
view to identify where an industry's product lies in this spectrum,
because it is critical to forecasting long-run growth as general in-
come levels of buyers change both in a firm's home country and in
potential international markets. Sometimes industries can shift their
products up or down the scale of income elasticity through product
innovation, however, so the effects of income elasticity are not nec-
essarily a foregone conclusion.

For industrial products, the effect of demographic changes on
demand is based on the life cycle of customer industries. Demo-
graphics affect consumers demand for end products, which filters
back to affect the industries supplying inputs toward those end prod-
ucts.

Firmscan attempt to cope with adverse demographics by widen-
ing the buyer group for their product through product innovations,
new marketing approaches, additional service offerings, and so on.
These approaches’ can in turn affect industry structure by raising
economies of scale, exposing the industry to fundamentally different
buyer groups with different bargaining power, and so forth.

TRENDS IN NEEDS

Demand for an industry's product is affected by changesin the
lifestyle, tastes, philosophies, and social conditions of the buyer
population which any society tends to experience over time. For ex-
ample, in thelate 1960sand early 1970s there were such shiftsin the
United States as a return to *" nature,"" increased leisure time, more
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casual dress, and nostalgia. These trends boosted demand for back-
packs, blue jeans, and other products. The recent **back to basics™
movement in education is creating new demand for standardized
reading and writing tests, to give another example. There have aso
been social trends such as anincreasein the crime rate, the changing
role of women, and increased health consciousness that have in-
creased demand for some products (bicycles, day care) and reduced
demand for others.

Trends in needs like these not only directly affect demand but
also affect thedemand for industrial productsindirectly through in-
tervening industries. Trendsin needs affect the demand in particular
industry segments as well as total industry demand. Needs may be
newly created or just made more intense by social trends. For exam-
ple, property theft hasincreased quite dramatically in thelast twenty
years, greatly increasing the demand for security guards, locks,
safes, and alarm systems. The rising expected losses due to theft
have justified greater spending to prevent it.

Finally, changes in government regulation can increase or de-
crease needs for products. For example, demand for pinball and slot
machines isgrowing asa result of impending and already passed leg-
islation that legalizesgambling.*

CHANGE INTHE RELATIVE PoSITION OF SUBSTITUTES

Demand for a product is affected by the cost and quality,
broadly defined, of substitute products. If the cost of a substitute
fallsin relativeterms, or if itsability improves to satisfy the buyer's
needs, industry growth will be adversely affected (and vice versa).
Examples are the inroads that television and radio have made on the
demand for liveconcerts by symphony orchestrasand other perform-
ing groups; the growth in demand for magazine advertising spaceas
television advertising rates climb sharply and prime advertising tele-
vision time becomes increasingly scarce; and the depressing effect of
rising prices on the demand of such products as chocolate candy and
soft drinks relative to their substitutes.

In predicting long-run change in growth, a firm must identify
all the substitute products that can meet the needs its product satis-
fies. Then technological and other trends that will affect the cost or
quality of each of these substitutes should be charted. Comparing
these with theanal ogous trends for the industry will yield predictions

'See Dun's, February 1977



Industry Evolution 167

about future industry growth rates and identify critical ways in
which substitutes are gaining, thereby providing leads for strategic
action.’

CHANGES IN THE PosiTioN oF COMPLEMENTARY PRODUCTS

Theeffective cost and quality of many productsto the buyer de-
pends on the cost, quality, and availability of complementary prod-
ucts, or products used jointly with them. For example, in many areas
of the United States mobile homes are primarily sited in mobile
home parks. In thelast decade there has been a chronic shortage of
these parks, which has limited demand for mobile homes. Similarly,
demand for stereophonic records was strongly affected by the avail-
ability of stereophonicaudio equipment, which in turn was affected
by the cost and reliability of thisequipment.

Just as it is important to identify substitutes for an industry's
product it is important to identify complements comprehensively.
Complementary products should be viewed broadly. For example,
credit at prevailing interest ratesisacomplementary product to pur-
chases of durable goods. Specialized personnel are a complemerltary
product to many technically oriented goods (e.g., computer pro-
grammers to computers and mining engineers to coal mining).
Charting trends in cost, availability, and quality of complementary
products will yield predictions about long-run growth for an indus-
try's product.

PENETRATION OF THE CUSTOMER GROUP

Most very high industry growth rates are the result of increasing
penetration, or sales to new customers rather than to repeat custom-
es. Eventually, however, it is a fact of life that an industry must
reach essentially complete penetration. Its growth rate is then deter-
mined by replacement demand. Renewed periods of adding new cus-
tomers can sometimes be stimulated by product or marketing
changes, which broaden the scope of the customer base or stimulate
rapid replacement. However, al very high growth rates eventualy
cometoan end.

Once penetration is reached the industry is selling primarily to
repeat buyers. There may well be major differences betweeen selling
to repeat and first-time buyers that haveimportant consequences for

‘Government policies can affect a product's position vis-a-vis substitutesin areas
like safety regulation (that raisescosts), subsidies, and soon.
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industry structure. The key to achieving industry growth when sell-
ing to repeat buyers is either stimulating rapid replacement of the
product or increasing per capita consumption. Since replacement g
determined by physical, technological, or design obsolescence as per-
ceived by the buyer, strategies to maintain growth after penetration
will hinge on affecting these factors. For example, replacement de-
mand for clothing is stimulated by annual and even seasonal style
changes. And the classic story of General Motors' ascendency over
Ford is an example of how model changes stimulated demand after
market saturation for the basic (one color: black) automobile oc-
curred.

Whereas penetration most often means that industry demand
will level off, for durable goods, achieving penetration can lead to
an abrupt drop in industry demand. After most potential customers
have purchased the product, its durability implies that few will buy
replacements for a number of years. If industry penetration has been
rapid, thissituation may translate into several very lean yearsfor in-
dustry demand. For example, industry sales of snowmobiles, which
underwent very rapid penetration, fell from 425,000 units per year in
the peak year (1970-1971) to 125,000 to 200,000 units per year in
1976-1977.¢ Recreational .vehicles underwent a similar though not
quite so dramatic decline. The relation between the growth rate after
penetration and growth before penetration will be a function of how
fast penetration has been reached and the average time before re
placement, and thisfigure can be calcul ated.

The decline in industry sales for durables means that manufac-
turing and distributing capacity will inherently overshoot demand.
As a result, a serious decline in profit margins usually occurs, and
some producers may exit. Another characteristic of the demand for
durable goods is that growth fueled by penetration can overshadow
cyclicality despite the fact that the product is inherently sensitive to
the business cycle. An industry approaching penetration will thus
haveitsfirst deep cycle, exacerbating the problem of overshooting.

Propuct CHANGE

The five external causes of industry growth have presupposed
no change in the products offered by the industry. Product innova-

‘A Smoother Trail for Snowmobile Makers,"” Business Week, December 13,
1976.
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tion by the industry, however, can alow it to serve new needs, can
improve the industry's position vis-a-vissubstitutes, and can elimi-
nate or reduce the necessity of scarce or costly complementary prod-
ucts. Thus product innovation can improve an industry's circum-
stances relative to the five external causes of growth, and thereby
increasetheindustry's growth rate. Product innovations have played
a major part in fueling the rapid growth of motorcycles, bicycles,
and chain saws, for example.

CHANGESIN BUYER SEGMENTSSERVED

The second important evolutionary process is change in the
buyer segments served by the industry. For example, early electronic
calculators were sold to scientists and engineers, only later to stu-
dentsand hill payers. Light aircraft wereinitialy sold to the military
and later to private and commercial users. Related to thisis the pos-
sbility that additional segmentation of exi sting buyer segments can
take place by creating different products (broadly defined) and mar-
keting techniques for them. A final possibility is that certain buyer
segmentsare no longer served,

The significance of new buyer segments for industry evolution
isthat the requirements for serving these new buyers (or eliminating
requirements for serving obsolete segments) can have a fundamental
impact on industry structure. For example, although early buyers of
the product may not have required credit and field servicing, later
buyers might. If the provision of credit and in-house service creates
potential economies of scale and raises capital requirements, then
entry barrierswill risesignificantly.

A good exampleis provided by changes occurring in the optical
character reader business in the late 1970s. This industry and its
leader, Recognition Equipment, have been producing large, expen-
Sve optical scanning machines to sort checks, credit cards, and mail.
Each machine has been custom-made, requiring special engineering
and produced on a job-shop basis. In recent years, however, small
wands for use with retail point-of-sale terminals have been devel-
oped. In addition to opening up a vast potential market, the wands
are amenable to high-volume, standardized manufacturing and will
be purchased in large quantities by individual buyers. This develop-
ment promises to change economies of scale, capital requirements,
marketing methods, and many other aspects of industry structure.
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Analysis of industry evolution, then, should includean identifi-
cation of all potential new buyer segments and their characteristics.

LEARNING BY BUYERS

Through repeat purchasing, buyers accumulate knowledge
about a product, its use, and the characteristics of competing
brands. Products have a tendency to become more like commodities
over time as buyers become more sophisticated and purchasing tends
to be based on better information. Thus thereis a natural force re-
ducing product differentiation over time in an industry. Learning
about the product may lead to increasing demands by buyers for
warranty protection, service, improved performance characteristics,
and so forth.

An exampleis the aerosol packaging industry. Aerosol packag-
ing first cameinto usein consumer goods in the 1950s. The package,
an extremely important part of marketing many consumer goods,
often represents an important cost item to the marketing company.
In the early years of aerosol packaging, consumer marketers were
unfamiliar with how to design aerosol applications, how aerosol
containers were filled, and how best to market aerosol products. A
contract aerosol filling industry sprang up to assemble and fill aero-
sol packages, and this industry also played a major role in assisting
consumer marketing companies find new aerosol applications, solve
production problems, and so on. Over time, however, consumer
marketers|earned a great deal about aerosols and began developing
their own applicationsand marketing programs, in some cases actu-
aly initiating integration backward. Contract fillers found it in-
creasingly difficult to differentiate their services, and their role be-
came increasingly one of supplying commodity aerosol containers.
As a result, contract fillers profit margins were severely squeezed,
and many left theindustry.

A buyer's learning tends to progress at different ratesfor differ-
ent products, depending on how important the purchase is and the
buyer's technical expertise. Smart or interested (because it is an im-
portant product) buyerstend to learn faster.

Offsetting buyer's experience is change in the product or in the
way it is sold or used, such as new features, new additives (hexa-
chlorophine), style changes, new advertising appeals, and the like.
This development nullifies some of the buyer's accumulated knowl-
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approach if its early bets about the appropriate strategy prove
wrong.

DIFFUSIONOF PROPRIETARY KNOWLEDGE

Product and process technologies developed by particular
firms (or suppliers or other parties) tend to become less proprietary.
Over time, a technology becomes more established and knowledge
about it more widespread. Diffusion occurs through a variety of
mechanisms. First, firms can learn from physical inspection of com-
petitors' proprietary products and from information gleaned from a
variety of sources about the size, location, organization, and other
characteristics of competitors' operations. Suppliers, distributors,
and customers are all conduits for such information and often have
strong interest in promoting diffusion for their own purposes (e.g.,
creating another strong supplier). Second, proprietary information
isalso diffused asit becomes embodied in capital goods produced by
outside suppliers. Unless firms in the industry make their own capi-
tal goods or protect the information they give to suppliers, the tech-
nology may become purchasable by competitors. Third, personnel
turnover increases the number of people who have the proprietary
information and may provide a direct conduit for theinformation to
other firms. Spin-off firmsfounded by technical personnel who have
left pioneering companies are common, as is the practice of hiring
away personnel. Finally, specialized personnel who are expert in the
technology invariably become more numerous from sources such as
consulting firms, suppliers, customers, response of university techni-
cal schools, and so on.

In the absence of patent protection, therefore, proprietary ad-
vantages will tend to erode, as hard asit is for some firms to accept
this fact. Thusany mobility barriers built on proprietary knowledge
or specialized technology tend to erode over time, as do those caused
by shortages of qualified, specialized personnel. These changes
makeit easier not only for new competitors to spring up but also for
suppliers or customersto vertically integrate into theindustry.

Returning to the previously discussed aerosol example, over
time the new aerosol technology became better and better known.
Since the production volume needed to achieve efficient scale in
aerosol packaging was relatively small, many large consumer mar-
keting companies could support their own captive filling operations.
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As knowledge about the technology and specialized personnel be-
came more common, many of these companies verticaly integrated
into aerosol filling or could threaten to do so. This development left
the contract filler in the role of meeting emergency demand and in a
very adverse bargaining situation. The response of many contract
fillers was to invest in improving filling technology and to invent
new aerosol applications to restore their technological advantage.
This strategy proved to be increasingly difficult, and the contract
fillers position weakened substantially over time.

Therate of diffusion of proprietary technology will depend on
the particular industry. The more complex the technology, the more
specialized the required technical personnel, the greater the critical
mass of research personnel required, or the greater the economies of
scalein the research function, the Slower proprietary technology will
tend to diffuse. When heavy capital requirements and economies of
scalein R&D confront imitators, proprietary technology can provide
alasting mobility barrier.

One key offsetting force to diffusion of proprietary technology
Is patent protection, which legally inhibits diffusion. However, this
protection is unreliable in preventing diffusion since patents can be
sidestepped by similar inventions. The other offsetting force to dif-
fusion is the continual creation of new proprietary technology
through research and development. New knowledge will provide
companies with additional periods of proprietary advantages. How-
ever, continual innovation may not pay if the diffusion period is
short and buyers' loyaltiesto pioneering firms are not very strong.

Two of many possible patterns of mobility barriersarising from
proprietary technology are illustrated in Figure 8-3. Economies of
scdein research wereinitially low in both industries since theinitial,
crude, breakthrough innovations that created the product could be
made by small groups of research personnel. This situation is rela-
tivedy common, having occurred in such industries as minicomput-
ers, semiconductors, and others. Proprietary technology provided a
modest initial mobility barrier in such an industry, but one that was
soon eroded by diffusion. In oneindustry, the complex technology
led to increasing economies of scale in the research function. In the
other, there was little opportunity for continued technological inno-
vation and hence little need for further research on a significant
sde In the first industry, then, mobility barriers from proprietary
technology quickly rose again to a level higher than the initia one.
Eventually they tailed off as opportunities for further innovation
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waned and diffusion took over. In the other industry, mobility bar-
riers from proprietary technology quickly sunk to alow level. Thus
one industry would probably have a profitable maturity phase,
whereas the other would be dependent on other sources of barriersto
prevent profit erosion to the competitive level. In the aerosol exam-
ple, the nature of the technology did not allow the secondary in-
creasein entry barriers.

From a strategic point of view, the diffusion of knowledge
about technology means that to maintain position (1) existing know-
how and specialized personnel must be protected, whichis very diffi-
cult to doin practice;' (2) technological development must occur to
maintain the lead; or (3) strategic position must be shored up in
other areas. Planning for the defense of strategic position against
technological diffusion takes on high priority if afirm's existing po-
sition is heavily dependent on technological barriers.

ACCUMULATION OF EXPERIENCE

In some industries, whose characteristics were identified in
Chapter 1, unit costs decline with experience in manufacturing, dis
tributing, and marketing the product. The significance of the learn-
ing curvefor industry competition is dependent upon whether firms

'Some firms have been successful through defensive innovation and patenting. If
thefirm can discover and patent the best alternative technologiesaswell astheone
they use, the difficulty of the entrant is greatly increased. Such strategies have
been followed by Bulova with the Accutron watch and Xerox with Xerography.
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with more experience can establish significant and sustainable leads
over others. For theseleadsto persist, firmsthat are behind must be
unable to catch up by copying the methods of leaders, buying new
and more efficient machinery the leaders may have pioneered, and
so on. If firms that are behind can leapfrog, the leaders may beat a
disadvantage from bearing the expense of research, experimenta-
tion, and introduction of new methods and equipment in the first
place. The tendency for proprietary technology to diffuse works
against thelearning curve to some extent.

When experience can be kept proprietary, it can be a potent
forcein industry change. If the firm is not gaining experience the
fastest, it must prepare strategically to either practice rapid imitation
or build strategic advantages in other areas besides cost. Doing the
latter requires the firm to adopt generic strategies of differentiation
or focus.

EXPANSION (OR CONTRACTION)IN SCALE

A growing industry is, by definition, increasing its total scale.
Thisgrowth is usually accompanied by increasesin the absolute size
of the leading firms in the industry, and firms gaining market share
must be increasing in size even more rapidly. Increasing scalein in-
dustry and firm has a number of implications for industry structure.
First, it tends to widen the set of available strategies in ways that of -
ten lead to increased economies of scale and capital requirementsin
the industry. For example, it may allow larger firms to substitute
capital for labor, adopt production methods subject to greater econ-
omies of scale, establish captive distribution channels or a captive
service organization and utilize national advertising. Increasing scale
also can make it feasible for an outsider to enter the industry with
substantial competitive advantages by being the first to adopt such
changes.®

Theway in which increasing scal e operates on industry structure
isillustrated by light aircraft in the 1960s and early 1970s. In thisin-
dustry, growth allowed Cessna (the industry leader) to shift its pro-
duction process from job shop to quasi-mass production. This
change resulted in a cost advantage for Cessna because it reaped
economies of scale in mass production asyet unavailable to its major
competitors. If Cessna's two leading competitors also reach the scale

'Contraction of industry scale has therever seeffects.
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to begin more capital-intensive mass production, barriers to entry
into theindustry by outsiders will increase markedly.

Another consequence of industry growth is that strategies of
vertical integration tend to become more feasible, and increased ver-
tical integration tends to elevate barriers. Increasing industry scale
also means that suppliersto theindustry are selling it larger volumes
of goods, and the industry's customers as a group are purchasing
larger quantities. To the extent that individual suppliers or buyers
areincreasing their sales or purchases as well, there may be tempta-
tionsfor them to begin forward or backward integration into thein-
dustry. Whether or not integration actually occurs, the bargaining
power of suppliersor buyerswill go up.

There may also be a tendency for large industry scale to attract
new entrants, who can makeit tougher for existing leaders, particu-
larly if the entrants are large, established firms. Many large firms
will enter a market only after it has reached a significant absolute
size(to justify thefixed costs of entry and make a material contribu-
tion to their overall sales), even though they have been probable po-
tential entrants right from the industry's birth as a result of skillsor
assets they bring from their existing businesses. For example, in the
recreational vehicle industry the initial entrants were new firms
started from scratch and relatively small diversifying mobile home
producers whose production process was similar to that of making
recreational vehicles. As the industry got large enough, big farm
equipment and automotive companies began to enter. These firms
had ample resources for competing in recreational vehicles drawn
from their existing operations, but they left it to the smaller firmsto
develop the market and prove that a significant market existed be-
fore they entered.

CHANGESIN INPUT COSTSAND EXCHANGE RATES

Every industry usesa variety of inputs to its manufacturing, dis
tribution, and marketing process. Changes in the cost or quality of
these inputs can affect industry structure. The important classes of
input costs subject to change are the following:

* wagerates(encompassing the full costs of labor);
* material costs;
® cost of capital;



Industry Evolution 177

e communication costs (including media);
e transportation costs.

The most straightforward effect is in increasing or decreasing
the cost (and price) of the product, thereby affecting demand. For
example, the cost of producing movies has risen quite markedly in
recent years. This rise is squeezing independent producers relativeto
well-financed movie companies, particularly since movie tax shelters
have been circumscribed by 1976 tax legidation. This development
has cut a major avenue of financing for independent producers.

Changes in wage rates or capital costs may change the shape of
the industry's cost curve, altering economies of scale or promoting
substitution of capital for labor. Escalating labor costs in service
cdls and deliveries are fundamentally affecting strategy in many in-
dustries. Changes in the cost of communication or transportation
can promote reorganization of production, which affects entry bar-
riers. Changes in communication costs may lead to use of different
cost-effectiveselling media(and thereby changesin theleve of prod-
uct differentiation), changed distribution arrangements, and so on.
In addition, changes in transportation costs can shift geographic
market boundaries, which either increases or decreases the effective
number of competitorsin theindustry.

Exchangerate fluctuations can also have a profound effect on
industry competition. The devaluation of the dollar against the yen
and many European currencies, for example, has triggered signifi-
cant shiftsin position in many industries since 1971.

PRODUCT INNOVATION

A major source of industry structural change is technological
innovations of various types and origins. Innovation in product is
one important type. Product innovation can widen the market and
hence promote industry growth and/or it can enhance product dif-
ferentiation. Product innovation also can have indirect effects. The
processof rapid product introduction, and associated needsfor high
marketing costs, may itself create mobility barriers. Innovations
may require new marketing, distribution, or manufacturing methods
that change economies of scale or other mobility barriers. Signifi-
cant product change can also nullify buyer experience and hence im-
Pact purchasing behavior.
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Product innovations can come from outside or inside theindus-
try. Color television was pioneered by RCA, a leader in black and
white television. However, electronic cal culators were introduced by
electronics companies and not mechanical calculator or dlide rule
producers. Thus forecasting product innovations involves examining
possible external sources. Many innovations flow vertically, origi-
nated by customersand suppliers, where the industry isan important
customer or source of inputs.

An exampleof theinfluence of product innovation on structure
is the introduction of the digital watch. Economies of scale in pro-
ducing digital watches are greater than thosein producing most con-
ventional watch varieties. Competing in digital watches also requires
large capital investments and an entirely new technological base
compared to conventional watches. Thus mobility barriersand other
aspects of thestructure of the watch industry are changing rapidly.

MARKETING INNOVATION

Like innovations in product, those in marketing can influence
industry structure directly through increasing demand. Break-
throughs in the use of advertising media, new marketing themes or
channels, and so forth can alow reaching new consumers or reduc-
ing price sengitivity (raising product differentiation). For example,
movie companies have boosted demand by advertising moviesontele-
vision. The discovery of new channels of distribution can similarly
widen demand or raise product differentiation; innovations in mar-
keting that makeit more efficient can lower the cost of the product.

Innovations in marketing and distribution also have effects on
other elements of industry structure. New forms of marketing can be
subject to increased or decreased economies of scaleand hence affect
mobility barriers. For example, the shift in marketing wine from
low-key magazine advertising to network television has raised the
mobility barriers in the wine industry. Marketing innovations can
also shift power relative to buyers, and affect the balance of fixed
and variablecosts and hence the volatility of rivalry.

PROCESSINNOVATION

Thefinal class of innovation that can change industry structure
Is that in the manufacturing process or methods. Innovations can
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make the process more or less capital intensive, increase or decrease
economies of scale, change the proportion of fixed costs, increase or
decrease vertical integration, affect the process of accumulating ex-
perience, and so on—all of which affect industry structure. Innova-
tions that increase scale economies or extend the experience curve
beyond the size of national markets can lead to industry globaliza-
tion (see Chapter 13).

An example of the way in which interacting evolutionary proc-
esses can trigger manufacturing changes is found in changes occur-
ring in the computer service bureau businessin 1977. Computer serv-
ice bureaus provide computer power and a library of programsto a
wide variety of users, including those in business, education, and fi-
nancial institutions. Traditionally service bureaus have been local or
regional organizations serving primarily smaller businesses with sim-
ple computer packages in areas like accounting and payroll. How-
ever, a substitute product, the minicomputer, has made cheap com-
puter power easily accessible to even small organizations. As a
result, forces have been set in motion which are promoting the devel-
opment of large regional and national service bureaus. First, more
sophisticated programs are being developed to differentiate the serv-
ice bureau from the minicomputer, which require substantial invest-
ments. The economies of spreading such investments over a large
number of users are promoting concentration. Second, pressure to
offer computer power at low cost is putting a premium on efficient
use of facilities. This development is adding to the impetus toward
national companies to take advantage of time zone changes to make
use of off-hours capacity. Third, computer technology continues to
increase in complexity, raising technological barriers to establish a
service bureau at least in the short run. So all these forces built upin
the evolutionary process have led to a change in the manufacturing
processof the leading service bureaus.

Manufacturing innovations that change structure can come
from outside the industry as well as from within. Developments in
computerized machine tools and other manufacturing equipment by
equipment suppliers, for example, may lead to increased scale econ-
omiesin production in an industry. The 1950s innovations by fiber-
glass producers that led to the use of fiberglass in boats greatly re-
duced the difficulty of designing and building pleasure boats. This
reduction in entry barriers triggered the entry of a large number of
new companies into the industry with disastrous consequences for
profits, many failing between 1960 and 1962 as the industry under-
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went a shake-out. In the metal container industry, suppliers of steel
expended substantial resources to help defend steel cans against the
inroads of the aluminum can through innovations reducing the
gauge of steel and techniques for lower-cost can manufacture. All
these examples suggest that the firm must broaden its view of tech-
nological change beyond industry boundaries.

STRUCTURAL CHANGE IN ADJACENT INDUSTRIES

Since the structure of suppliers and customers' industries af-
fects their bargaining power with an industry, changes in their struc-
ture have potentially important consequences for industry evolution.
For example, there has been substantial chain-store development in
theretailing of clothing and hardware in the 1960sand 1970s. As the
structure of retailing has become concentrated, the retailers bar-
gaining power with their supplying industries has increased. Apparel
makers are getting squeezed by retailers, who are ordering closer and
closer to the selling season and demanding other concessions. Manu-
facturers' marketing and promotional strategies have had to adjust,
and concentration in apparel manufacturing is forecast to increase.
The mass merchandising revolution in retailing generally has had
similar effects on many other industries (watches, small appliances,
toiletries).

Whereas changes in the concentration or vertical integration of
adjacent industries attract the most attention, more subtlechangesin
the methods of competition in the adjacent industries can often be
just as important in affecting evolution. For example, in the 1950s
and early 1960s record retailers dropped the policy of allowing con-
sumers to play recordsin the store. The effects of this change in the
adjacent recording industry proved to be profound. Since the con-
sumer could no longer sample records in the store, what radio sta
tions played became critical to record sales. However, because ad-
vertising rates were becoming increasingly tied to sustained audience
size, radio stations wereshifting to the** Top 40”’* format, that is, re-
peatedly playing only the leading songs. It became extremely diffi-
cult to get a new, unproven record aired on the radio. The changein
retailing created a powerful new element for the recording indus-
try —radio stations—which changed the strategic requirements for
success. It also forced the recording industry to purchase advertising
time for new record releases on radio stations, the only sure way to
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assurethat new recordings were played, and generally increased bar-
riersinto the recording industry.

The importance of changes in the structure of adjacent indus-
tries points to the need to diagnose and prepare for structural evolu-
tion in supplying and buying industries, just asin theindustry itself.

GOVERNMENT POLICY CHANGE

Government influences can have a significant and tangible im-
pact on industry structural change, the most direct through full-
blown regulation of such key variables as entry into the industry,
competitive practices, or profitability. For example, pending na-
tional health insurance legislation with cost-plus reimbursement will
fundamentally affect profit potential in the proprietary hospital and
clinical laboratory industries. Requirements for licensing, an inter-
mediate form of government regulation, tend to restrict entry and
thereby provide an entry barrier protecting existing firms. Changes
in government pricing regulation also can have a fundamental im-
pact on industry structure. A current exampleisthe profound conse-
quences that have accompanied the shift from legally fixed commis-
sions to negotiated commissions in securities transactions. Fixed
commissions created a price umbrella for securities firmsand shifted
competition from price to service and research. Ending fixed com-
missions has shifted competition to price and resulted in mass exit
from theindustry, either through outright failure or mergers. Mobil-
ity barriersin the new environment are dramatically increased. Gov-
ernment actions can also dramatically increase or decrease the likeli-
hood of international competition (see Chapter 13).

Lessdirect forms of government influence on industry structure
occur through the regulation of product quality and safety, environ-
mental quality, and tariffs or foreign investments. The effect of
many new product quality and environmental regulations, though
they surely achieve some desirable social objectives, is to raise capi-
tal requirements, elevate economies of scale through the imposition
of research and testing requirements, and otherwise worsen the posi-
tion of smaller firms in an industry and raise barriers facing new
firms.

Anexampleof theimpact of quality regulation isin the security
guard industry. Criticism has mounted over thelack of training that
companiesgivetheir guardsin the use of weapons, arrest techniques,
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and so on, and legidlation to require mandatory training of a speci-
fied duration ison the horizon. Although such a requirement will be
easily met by the larger companies, many smaller companies may be
severely hurt by the increased overhead and the need to compete for
higher skilled employees.

ENTRY AND EXIT

Entry clearly affectsindustry structure, particularly entry by es-
tablished firms from other industries. Firms enter an industry be-
cause they perceive opportunities for growth and profits that exceed
the costs of entry (or of surmounting mobility barriers)." Based on
case studies of many industries, industry growth seems to be the
most important signal to outsiders that there are future profits to be
made, even though this can often be a poor assumption. Entry also
follows particularly visibleindications of future growth, such as reg-
ulatory changes, product innovations, and so on. For example, the
energy crisis and recent proposed legislation to provide federal sub-
sidy have evoked rapid entry into solar heating even though demand
for solar heatingisstill quite low.

Theentry into an industry (by either acquisition or internal de-
velopment) of an established firm is often a major driving force for
industry structural change.'® Established firms from other markets
generally have skills or resources that can be applied to change com-
petition in the new industry; in fact this often provides a major moti-
vation for their entry decision. Such skills and resources are very
often different from those of existing firms, and their application in
many cases changes the industry's structure. Also, firms in other
markets may be able to perceive opportunities to change industry
structure better than existing firms because they have no ties to his-
torical strategies and may bein a position to be more aware of tech-
nological changes occurring outside theindustry that can be applied
tocompeting init.

An example will serve to illustrate. In 1960, the U S. wine in-
dustry was composed primarily of small family firms producing pre-

*The decision toenter a new industry isdiscussed in detail in Chapter 16.

“Entry into the domestic market of foreign firmsalready in theindustry elsewhere
in the world can also have major structural repercussions: The competitive norms
may be very different in foreign markets, and strategic approaches may be very
different aswell.
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mium wines and selling them in regional markets. There was little
advertising or promotion, few firms had national distribution, and
the competitive focusof most firmsintheindustry wasclearly onthe
production of fine wines." Profits in the industry were modest. In
the mid-1960s, however, a number of large consumer marketing
companies (e.g., Heublein, United Brands) either entered the indus-
try through internal development or purchased existing wine produc-
ers. They began investing heavily in consumer advertising and pro-
motion for both low-cost and premium brands. Since severa of
these firms had national distribution through liquor stores because
they produced other alcoholic beverages, they rapidly expanded dis-
tribution for their brands nationally. Frequent introduction of new
brand names became the rule in the industry, and many new prod-
ucts were introduced at the low end of the quality spectrum, which
old-linecompanies had generally downplayed while they developed a
name for U.S. wines. The profitability of the industry leaders was
excellent. Thus the entry of a different type of firm into the U.S.
wineindustry has caused or at |east speeded up a significant structur-
al change in the industry, and one which the early family-controlled
participants in the industry had neither the skills, the resources, nor
theinclination to cause themselves.

Exit changes industry structure by reducing the number of firms
and possibly increasing the dominance of the leading ones. Firms ex-
it because they no longer perceive the possibility of earning returns
on their investment that exceed the opportunity cost of capital. The
exit process is impeded by exit barriers (Chapter 1), which worsen
the position of remaining, healthier firmsand may lead to price war-
fareand other competitive outbreaks. Increasesin concentration and
the ability of an industry's profitability to climb in response to in-
dustry structural shifts also will be impeded by the presence of exit
barriers.

The evolutionary processes are a tool for predicting industry
changes. Each evolutionary process is the basis of a key strategic
question. For example, the potential impact of government regula-
tory change on an industry's structure means that a company must
ask itself, " Are there any government actions on the horizon that
may influence some element of the structure of my industry? If so,
what does the change do for my relative strategic position, and how

" Theonly important exception was Gallo, which asa result wasto play a major role
intheindustry.
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can | prepare to deal with it effectively now?'* A similar question
can be formulated for each of the other evolutionary processes dis-
cussed above. The set of questions that result should be asked on a
repeated basis, perhaps even formally through thestrategic planning
process.

Furthermore, each evolutionary process identifiesa number of
key strategic signals, or pieces of key strategic information, for
which thefirm must constantly scan itsenvironment. Theentry of an
established firm from another industry, a key development affecting
a substitute product, and so on should cause a red light to go in the
minds of executives charged with maintaining the strategic health of
a business. Thisred light should trigger a chain of analysisto predict
the significance of the change for the industry and the appropriate
response.

Finally, it is important to note that learning, experience, in-
creasing market size, and severa other of the processes discussed
above will be operating even f thereare no important distinct events
to signal this. The implication is that regular attention should be
given to structural changes that may be resulting from these hidden
Processes.

Key Relationshipsin Industry Evolution

In the context of this analysis, how do industries change? They
do not change in a piecemeal fashion, because an industry isan inter-
related system. Change in one element of an industry's structure
tends to trigger changes in other areas. For example, an innovation
in marketing might develop a new buyer segment, but serving this
new segment may trigger changes in manufacturing methods, there-
by increasing economiesof scale. The firms reaping these economies
first will also bein a position to start backward integration, which
will affect power with suppliers—and so on. One industry change,
therefore, often sets off a chain reaction leading to many other
changes.

It should be clear from the discussion in this chapter that
whereas industry evolution is aways occurring in nearly every bus-
ness and requires a strategic response, there is no one way in which
industries evolve. Any single model for evolution such asthe product
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life cycle should therefore be rejected. However, there are some par-
ticularly important relationships in the evolutionary process that |
will examinein thissection.'?

WILL THE INDUSTRY CONSOLIDATE?

It seems to be an accepted fact that industries tend to consoli-
date over time, but as a general statement, it simply is not true. In a
broad sample of 151 4-digit U.S. manufacturing industries in the
1963-1972 time period, for example, 69 increased in 4-firm concen-
tration more than 2 percentage points, whereas 52 decreased more
than 2 percentage points over the same period. The question of
whether consolidation will occur in an industry exposes perhaps the
most important interrelationship among elements of industry struc-
ture—that involving competitive rivalry, mobility barriers, and exit
barriers.

Industry Concentration and Mobility Barriers Move Together.
If mobility barriersare high or especialy if they increase, concentra-
tion almost always increases. For example, concentration has in-
creased in the U.S. wineindustry. In the standard-quality segment of
the market, which represents much of the volume, the strategic
changes described earlier in this chapter have greatly increased bar-
riersto mobility (high advertising, national distribution, rapid brand
innovation, etc). As a result, the larger firms have gotten further
ahead of smaller ones, and few new firms have entered to challenge
them.

No Concentration Takes Place if Mobility Barriers Are Low or
Falling. Where barriersarelow, unsuccessful firms that exit will be
replaced by new firms. If a wave of exit has occurred because of an
economic downturn or some other general adversity, there may be a
temporary increase in industry concentration. But at the first signs
that profits and sales in the industry are picking up, new entrants
will appear. Thus a shake-out when an industry reaches maturity
does not necessarily imply long-run consolidation.

“Industry evolution has implications for the optimal timing of entry into an
industry; they arediscussed in Chapter 10.
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Exit BarriersDeter Consolidation. Exit barriers keep compan-
ies operating in an industry even though they are earning subnormal
returns on investment. Even in an industry with relatively high mo-
bility barriers, the leading firms cannot count on reaping the benefits
of consolidation if high exit barriers hold unsuccessful firmsin the
market.

Long-run Profit Potential Depends on Future Structure. In
the period of very rapid growth early in thelife of anindustry (espe-
cialy after initial product acceptance has been achieved), profit
levelsare usually high. For example, growth in sales of skiing equip-
ment were in excess of 20 percent per year in the late 1960s, and
nearly al firms in the industry enjoyed strong financial results.
When growth levels off in an industry, however, thereisa period of
turmoil as intensified rivalry weeds out the weaker firms. All firms
in theindustry may suffer financially during this adjustment period.
Whether or not the remaining firms will enjoy above-average profit-
ability will depend on the level of mobility barriers, as wel as the
other structural featuresof theindustry. If mobility barriers are high
or haveincreased as the industry has matured, the remaining firms
in the industry may enjoy healthy financial results even in the new
era of dower growth. If mobility barriers are low, however, dower
growth probably means the end of above-average profitsfor thein-
dustry. Thus mature industries may or may not be as profitable as
they werein their developmental period.

CHANGESIN INDUSTRY BOUNDARIES

Structural change in an industry is often accompanied by
changes in industry boundaries. Asdiscussed in Chapter 1, industry
boundaries are a judgmental placement of the dotted line in Figure
8-4.

Industry evolution has a strong tendency to shift these bounda-
ries. Innovations in the industry or those involving substitutes may
effectively enlarge the industry by placing more firms into direct
competition. Reduction in transportation cost relative to timber
cost, for example, had made timber supply a world market rather
than onerestricted to continents. Innovations increasing the reliabil-
ity and lowering the cost of electronic surveillance devices have put
them into effective competition with security guard services. Struc-
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tural changes making it easier for suppliersto integrate forward into
the industry may well mean that suppliers effectively become com-
petitors. Or buyers purchasing private label goodsin large quantities
and dictating product design criteria may become effective competi-
tors in the manufacturing industry (Sears-Roebuck). Part of the
analysis of the strategic significance of industry evolution is clearly
an analysis of how industry boundaries may be affected.

FIRMSCAN INFLUENCE INDUSTRY STRUCTURE

Asdescribed briefly in Chapter 1 and highlighted here, industry
structural changecan beinfluenced by firms' strategic behavior. If it
understands the significance of structural changefor its position, the
firm can seek to influence industry change in ways favorable to it,
either through the way it reacts to strategic changes of competitors
or in thestrategic changes it initiates.

Another way a company can influence structural changeisto be
very sensitiveto external forces that can cause theindustry to evolve.
With a head start, it is often possible to direct such forces in ways
appropriate to the firm's position. For example, the specific form of
regulatory changes can be influenced; the diffusion of innovations
coming from outside the industry can be altered by the form that li-
censing or other agreements with innovating firms take; positive ac-
tion can beinitiated to improve the cost or supply of complementary
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products through providing direct assistance and help in forming
trade associations or in stating therr case to the government; and so
on for the other important forces causing structural change. Indus
try evolution should not be greeted as a fait accompli, to be reacted
to, but asan opportunity.



Generic Industry
Environments

Part Il builds on the foundation of analytical techniques for for-
mulating competitive strategy (in Part 1) to consider the more
specific analysis of strategy in important types of industry envi-
ronments. Industry environments differ most strongly in their
fundamental strategic implications along a number of key di-
mensions:

¢ industry concentration;
¢ state of industry maturity;
exposure to international competition.

In Part 1l, I select a number of generic industry environments
based on these dimensions for in-depth consideration. In each
of these environments, the crucial aspects of industry structure,
key strategic issues, characteristic strategic alternatives, and
strategic pitfalls are identified.

Five important generic environments are singled out for
Considerationin Part ll. Chapter 9 examines competitive strategy
in fragmented industries, or industries where the level of indus-
try concentration is low. Chapters 10, 11, and 12 consider strat-

189
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egy formulation in industries at fundamentally differing states of
maturity: Chapter 10 examines the emerging or new industry;
Chapter 11, the industry undergoing the difficult transition from
rapid growth to maturity; and Chapter 12, the unique problems of
the industry that is declining. Finally, Chapter 13 examines strat-
egy formulation in global industries, an increasingly common in-
dustry setting in the 1980s.

The environments examined in Part It are all based on one
key structural dimension of the industry, and each chapter devel-
ops the implications for competitive strategy of this one dimen-
sion. Although some of the chapters examine environments that
are mutually exclusive (an industry might be emerging or declin-
ing but not both, for example), some of the industry environ-
ments may not be. For example, a global industry might also be
fragmented or be undergoing transition to maturity.

The reader should begin by characterizing the environment
of the particular industry being studied into the framework of
Part Il. In industries that fall into more than one of the environ-
ments examined, the problem of setting competitive strategy is
one of reconciling the strategic implications flowing from each
of the important aspects of the industry's structure.
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Competitive Strategy In
Fragmented Industries

An important structural environment in which many firms compete
is the fragmented industry, that is, an industry in which no firm has
a significant market share and can strongly influence the industry
outcome. Usually fragmented industries are populated by a large
number of small- and medium-sized companies, many of them pri-
vately held. There is no single precise quantitative definition of a
fragmented industry, and such a definition is probably unnecessary
for purposes of discussing the strategic issuesin thisimportant envi-
ronment. The essential notion that makes these industries a unique
environment in which to compete is the absence of market leaders
with the power to shapeindustry events.

Fragmented industries are found in many areas of an economy,
whether in the United States or some other country, and are com-
mon in areas such as thefollowing:

SErvices;

retailing;

distribution;

wood and metal fabrication;
agricultural products;
""creative'" businesses.

19
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Some fragmented industries, such as computer software and televi-
sion program syndication, are characterized by products or services
that are differentiated, whereas others, such as oil tanker shipping,
electronic component distribution, and fabricated aluminum prod-
ucts, involve essentially undifferentiated products. Fragmented in-
dustries also vary gregtly in their technological sophistication, rang-
ing from high technology businesses like solar heating to garbage
collection and liquor retailing. Exhibit 9-1 lists the U.S. manufactur-
ing industriesin which the share of theindustry accounted for by the
top four firms was 40 percent or less in 1972. Although this list
leaves out distribution, services, and many other industries that do
not fall into the manufacturing sector or have not yet emerged as
censusindustries, it does provide anillustration of how broad the ar-
ray of fragmented businessesis.

This chapter will examine the special problems of formulating
competitive strategy in fragmented industries, seen as oneimportant
generic industry environment. As with the other chaptersin Part 11,
thischapter is not intended as an exhaustive primer for competing in
any particular fragmented industry. The full range of analytica
techniques and concepts presented elsewherein this book should be
combined with the concepts in this chapter to draw conclusions
about competitive strategy in any particular industry.

The chapter is divided into a number of sections. First, | will
consider the reasons why industries are fragmented, because under-
standing this is essential to strategy formulation. Second, | will

EXHIBIT 91. lllustrativeFragmented Industriesin U.S.
Manufacturing, 1972

Total Total
Market Share Market Share
Industry of Top 4 Firms of Top 8 Firms
(4-digit) (%) (%)
Meat-packing 22 37
Sausagesand other prepared
meats 19 26
Poultry dressing 17 26
Poultry and egg processing 23 36
Condensed and evaporated milk 39 58
Icecream and frozen desserts 29 40
Fluid milk 18 26

Canned fruitsand vegetables 20 31
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EXHIBIT 81. Continued

Total Total
Market Share Market Share
Industry of Top 4 Firms of Top 8 Firms
(4-digit) {%) (%)

Dehydrated fruits, vegetables,

soups 33 51
Frozen fruits and vegetables 29 43
Flour and other grain mill

products 33 53
Bread, cake, and related products 29 39
Confectionary products 32 42
Animal and marine fats and oils 28 37
Fresh and frozen packaged fish 20 32
Narrow fabric mills 20 31
Knit outerwear mills 16 26
Finishing plants, cotton 27 41
Tufted carpets and rugs 20 33
Yarn mills, except wool 21 31
Throwing and winding mills 35 51
Lace goods 34 51
Paddings and upholstery filling 28 40
Cordage and twine 36 56
Men's and boys' suits and coats 19 31
Men's and boys' dress shirts and

nightwear 22 31
Men's and boys' neckwear 26 36
Men's and boys' separate trousers 29 41
Women's and misses' blouses

and waists 18 26
Women's and misses' dresses 9 13
Women's and misses' suits and

coats 13 18
Women's and children's

underwear 15 23
Children's dresses and blouses 17 26
Children's coats and suits 18 31
Fur goods 7 12
Robes and dressing gowns 24 39
Waterproof outer garments 31 40
Leather and sheep-linedclothing 19 32
Apparel belts 21 32
Curtains and draperies 35 43
Canvas and related products 23 2

Sawmills and planing mills,
general
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Total Total
Market Share Market Share
Industry of Top4Firms  of Top8Firms
(4-digit)

Wood kitchen cabinets 12 19
Mobile homes 26 37
Prefabricatedwood buildings 33 40
Upholstered household furniture 14 23
Metal household furniture 13 24
Mattresses and bedsprings 24 31
Wood office furniture 25 38
Folding paperboard boxes 23 35
Corrugated and solid fiberboxes 18 32
Periodicals 26 38
Book publishing 19 31
Book printing 24 36
Commercial printing, letterpress 14 19
Commercial printing, lithographic 4 8
Typesetting 5 8
Photoengraving 13 19
Paints and allied products 2 34
Fertilizers, mixing only 24 38
Adhesives and sealants 19 31
Paving mixtures and blocks 15 23
Lubricating oils and greases 31 44
Leather tanning and finishing 17 28
Leather gloves and mittens 35 50
Women's handbags and purses 14 23
Cement, hydraulic 26 46
Brick and structural clay tile 17 26
Concreteblocks and bricks 5 8
Ready-mixedconcrete 6 10
Steel wire and related products 18 30
Steel pipe and tubes 23 40
Aluminum foundries 23 30
Brass, bronze, and copper

foundries 20 28
Plumbing fittings and brass goods 26 42
Heating equipment, except

electric 2 31
Fabricated structuralmetal 10 14
Metal doors, sash, and trim 12 19
Fabricated platework (boiler

shops) 29 35
Sheet metalwork 9 15
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EXHIBIT 9-1. Continued

Total Total
Market Share Market Share
Industry of Top 4 Firms of Top 8 Firms
(4-digit) (%) (%)
Conveyorsand conveying

equipment 22 32
Machine tools, metal forming

types 18 33
Specialdies, tools, jigs, and

fixtures 7 10
Architecturalmetalwork 14 21
Screw machine products 6 9
Bolts, nuts, rivets, and washers 16 25
Iron and steel forgings 29 40
Plating and polishing 5 8
Metal coating and allied services 15 23
Valves and pipe fittings 1 21
Wire springs 26 38
Fabricated pipe and fittings 21 32
Machine tool accessories 19 30
Food products machinery 18 27
Textile machinery 31 46
Paper industries machinery 32 46
Pumps and pumping equipment 17 27
Blowers and fans 26 37
Industrial furnaces and ovens 30 43
Radioand TV communication

equipment 19 33
Truck and bus bodies 26 34
Boat building and repairing 14 23
Engineering and scientific

instruments 22 33
Jewelry, precious metal 21 26
Dolls 22 34
Games, toys, and children's

vehicles 35 49
Sporting and athletic goods,

N.E.C. 28 37
Costume jewelry 17 27
Artificial flowers 33 44
Buttons 31 47
Signs and advertisingdisplays 6 10
Burial caskets 25 34

Source: U.S. Bureau of the Census, 1972 Census of Manufactures, " Concentra-
tion Ratios in Manufacturing," Table 5.
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discuss some approaches to stimulating structural change that cap
overcome industry fragmentation. Third, where overcoming frag-
mentation is unworkable, | will examinesome of the alternatives for
coping with a fragmented structure. Related to this discussion, some
traps companies fall into in competing in fragmented industries wil]
beidentified. Finally, 1 will present a basic analytical framework for
the formulation of competitive strategy in fragmented industries,
drawing on theearlier sections of thischapter.

What Makesan Industry Fragmented?

Industries are fragmented for a wide variety of reasons, with
greatly differing implications for competing in them. Some indus-
triesarefragmented for historical reasons— because of the resources
or abilities of the firms historically'in them—and there is no funda-
mental economic basis for fragmentation. However, in many indus
tries there are underlying economic causes, and the principal ones
seemto beasfollows:

Low Overall Entry Barriers. Nearly al fragmented industries
have low overall entry barriers. Otherwise they could not be popu-
lated by so many small firms. However, although a prerequisite to
fragmentation, low entry barriers are usualy not sufficient to ex-
plain it. Fragmentation is nearly always accompanied by one or
more of the other causesdiscussed below.

Absence of Economies of Scale or Experience Curve. Most
fragmented industries are characterized by the absence of significant
scale economies or learning curvesin any major aspect of the bus-
ness, whether it be manufacturing, marketing, distribution, or re-
search. Many fragmented industries have manufacturing processes
characterized by few if any economies of scale or experience cost de
clines, because the process isa simple fabrication or assembly opera
tion (fiberglass and polyurethane molding), is a straightforward
warehousing operation (electronic component distribution), has an
inherently high labor content (security guards), has a high personal
service content, or isintrinsically hard to mechanize or routinize. In
an industry likelobster fishing, for example, the unit of production
istheindividual boat. Having multiple boats does little to lower fish-
ing costs because all boats are essentially fishing in the same waters
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with the same chance of a good catch. Thus there are many, many
small operators with roughly equal costs. Until recently, mushroom
farming has been similarly resistant to cost savings through scale or
learning. Finicky mushrooms have been grown in caves by many
small operators who know the ""black art' required. Recently this
situation has started to change, however, as will be discussed fur-
ther.

High Transportation Costs. High transportation costs limit
the size of an efficient plant or production location despite the pres-
ence of economies of scale. Transportation costs balanced against
economies of scale determine the radius a plant can economically
service. Transportation costs are high in such industries as cement,
fluid milk, and highly caustic chemicals. They are effectively high in
many service industries because the serviceis "' produced™ at the cus-
tomer's premises or the customer must come to where the service is
produced.

High Inventory Costs or Erratic SalesFluctuations. Although
there may be intrinsic economies of scale in the production process,
they may not be reaped if inventory carrying costs are high and sales
fluctuate. Here production has to be built up and down, which
works against the construction of large-scale, capital-intensive facil-
itiesand operating them continuously. Similarly, if salesarevery er-
ratic and fluctuate over a wide range, then the firm with large-scale
facilities may not have advantages over the smaller, more nimble
firm, even if the large firm's production operations are more effi-
cient in a fully loaded state. Small-scale, less specialized facilities or
distribution systems are usually more flexible in absorbing output
shifts than large, more specialized ones, even though they may have
higher operating costs at a steady operating rate.

No Advantages of Size in Dealing with Buyers or Suppliers.
Thestructure of the buyer groups and supplier industries is such that
afirm gains no significant bargaining power in dealing with these
adjacent businesses from being large. Buyers, for example, might be
so large that even a large firm in the industry would only be
marginally better off in bargaining with them than a smaller firm.
Sometimes powerful buyers or suppliers will be powerful enough to
actually keep companies in the industry small, through intentionally
spreading their business or encouraging entry.

Diseconomies of Scale in Some Important Aspect.
Diseconomies of scale can stem from a variety of factors. Rapid
product changes or style changes demand quick response and intense
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coordination among functions. Where frequent new product intro-
ductions and style changes are essential to competition, allowing
only short lead times, a large firm may be less efficient than a
smaller one—which seems to be true in women's clothing and other
industriesin which style playsa major rolein competition.

If maintaining a low overhead is crucial to success, this factor
can favor the small firm under theiron hand of an owner-manager,
unencumbered by pension plans and other corporate trappings and
less subject to scrutiny by government regulators than the larger
firm.

A highly diverse product line requiring customization to indi-
vidual usersrequires a great deal of user-manufacturer interface on
small volumes of product and can favor the small firm over the
larger one. The business formsindustry may be an example of onein
which such product diversity has led to fragmentation. The top two
North American business form producers hold only about a 35 per-
cent share of the market.

Although there are exceptions, if heavy creative content is re-
quired, it is often difficult to maintain the productivity of creative
personnel in a very large company. One sees no dominant firmsin
industriessuch asadvertising and interior design.

If close local control and supervision of operationsis essential
to success the small firm may have an edge. In some industries, par-
ticularly services like nightclubs and eating places, an intense
amount of close, personal supervision seems to be required. Absen-
tee management works less effectively in such businesses, as a gen-
eral rule, than an owner-manager who maintains closecontrol over a
relatively small operation.’

Smaller firmsare often more efficient where personal serviceis
the key to the business. The quality of personal service and the cus
tomer's perception that individualized, responsive service is being
provided often seem to decline with the size of the firm once a thres-
hold is reached. This factor seems to lead to fragmentation in such
industries as beauty careand consulting.

Where a local image and local contacts often are keys to the
business the large firm can be at a disadvantage. In some industries
like aluminum fabricating, building supply, and many distribution

'A related situation is one in which the business requires long or unusual hours,
such as agricultural supply dealers sdlling a large per centage of the year's volume
of productslike fertilizer and seed in a matter of a few frenetic weeks. It isdifficult
toget anyone but an owner-manager to make therequired sacrifices.
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businesses, a local presence is essential to success. Intense business
development, contact building, and sales effort on a local level are
necessary to compete. In such industries a local or regional firm can
often outperform a larger firm provided it faces no significant cost
disadvantages.

Diverse Market Needs. In some industries buyers tastes are
fragmented, with different buyers each desiring special varieties of a
product and willing (and able) to pay a premium for it rather than
accept a more standardized version. Thus the demand for any partic-
ular product variety issmall, and adeguate volume is not present to
support production, distribution, or marketing strategies that would
yidd advantages to the large firm. Sometimes fragmented buyers
tastes stem from regional or local differences in market needs, for
example, in the fire engine industry. Every loca fire department
wants its own customized fire engine with many expensive bells,
whistles, and other options. Thus nearly every fire engine sold is
unique. Production is job shop and almost purely assembly, and
there are literally dozens of fire engine manufacturers, none of
whom has a major market share.

High Product Differentiation, Particularly i Based on Image.
If product differentiation is very high and based on image, it can
placelimitson afirm's sizeand provide an umbrella that allowsinef-
ficientfirmsto survive. Large size may beinconsistent with an image
d exclusivity or with the buyer's desireto have a brand all hisor her
own. Closely related to this situation is onein which key suppliers to
theindustry value exclusivity or a particular imagein the channel for
their products or services. Performing artists, for example, may pre-
fer dealing with a small booking agency or record label that carries
theimage they desire to cultivate.

Exit Barriers. If there are exit barriers, marginal firms will
tend to stay in the industry and thereby hold back consolidation.
Adde from economic exit barriers, managerial exit barriers appear
to be common in fragmented industries. There may be competitors
with goals that are not necessarily profit-oriented. Certain busi-
nesses may have a romantic appeal or excitement that attracts com-
petitorswho want to bein the industry despite low or even nonexist-
at profitability. This factor seemsto be common in such industries
as fishing and talent agencies.
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Local Regulation. Local regulation, by forcing the firm to
comply with standards that may be particularistic, or to beattuned to
alocal political scene, can bea major source of fragmentation in an
industry, even where the other conditionsdo not hold. Local regula
tion has probably been a contributing factor to fragmentation in in-
dustries likeliquor retailing and personal servicessuch asdry clean-
ing and fitting eyeglasses.

Government Prohibition of Concentration. Legal restrictions
prohibit consolidation in industries such as electric power and televi-
sion and radio stations, and McFadden Act restrictions on branch
banking across state lines are impeding consolidation in electronic
funds transfer systems.

Newness. Anindustry can befragmented becauseit is new and
no firm or firms have yet developed the skills and resources to com-
mand a significant market share, even though there are no other im-
pediments to consolidation. Solar heating and fiber optics may wdl
have been in thisstate in 1979.

It takes the presence of only one of these characteristics to block
the consolidation of an industry. If none of them are present in a
fragmented industry, then thisis an important conclusion, aswill be
discussed below.

Over coming Fragmentation

Overcoming fragmentation can be a very significant strategic
opportunity. The payoff to consolidating a fragmented industry can
be high because the costs of entry into it are by definition low, and
there tend to be small and relatively weak competitors who offer lit-
tlethreat of retaliation.

| have stressed earlier in this book that an industry must be
viewed as an interrelated system, and this fact applies to fragmented
industries as well. An industry can be fragmented because of only
one of the factorslisted in the previous section. If this fundamental
block to consolidation can be somehow overcome, this often triggers
a process by which theentire structure of theindustry changes.
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The beef cattleindustry provides a good example of how a frag-
mented industry can changein structure. Theindustry has historical-
ly been characterized by a large number of small ranchers grazing
cattle on rangelands and transporting them to a meat-packer for
processing. Raising cattle has traditionally involved few economies
of scale; if anything, there could well be diseconomies of control-
ling a very large herd and moving it from area to area. However,
technological developments have led to the wider use of the feedlot
as an alternative process for fattening cattle. Under carefully con-
trolled conditions, the feedlot has proven to beafar cheaper way to
put weight on animals. Constructing feedlots requires large capital
outlays, though, and there appear to besignificant economiesof scale
in their operation. Asaresult, somelarge beef growers, such as lowa
Besf and Monfort, are emerging and the industry is concentrating.
These large growers are beginning to be large enough to backward
integrate into processing of feeds and to forward integrate into meat
processing and distribution. Thelatter has led to the development of
brand names. In this industry the fundamental cause of fragmenta-
tion was the production technology utilized for fattening cattle.
Once this impediment to consolidation was removed, a process of
structural change was triggered which has encompassed many ele-
ments of industry structuregoing far beyond feedlots alone.

COMMON APPROACHESTO CONSOLIDATION

Overcoming fragmentation is predicated on changes that unlock
the fundamental economic factors leading to the fragmented struc-
ture. Some common approaches to overcoming fragmentation are as
follows:

Create Economies of Scale or Experience Curve. As in the
beef cattle industry, if technological change leads to economies of
scaeor asignificant experiencecurve, then consolidation can occur.
Economies of scale created in one part of the business can sometimes
outweigh diseconomiesin another.

In manufacturing, innovations leading to mechanization and
greater capital intensity have led to consolidation in the industry
supplying laboratory animals for medical research and in the mush-
room farming industry mentioned earlier in this chapter. In labora-
tory animals, Charles River Breeding L aboratories has pioneered the
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use of large, costly breeding facilities where sanitary conditions and
all aspects of the animals' environment and diet are carefully con-
trolled. Such facilities yield a superior animal for research and also
unlock the fundamental cause of fragmentation in the industry. In
mushroom farming, afew large companies have entered the industry
and pioneered sophisticated processes for controlled mushroom
growth by using conveyors, climate controls, and other devices that
reduce labor costs and boost yields. These processes involve signifi-
cant economies of scale, capital outlays, and technological sophisti-
cation and have provided a basisfor consolidation to occur in thein-
dustry.

Innovations that create economies of scale in marketing can
also lead to industry consolidation. For example, the widespread
adoption of network television as the primary means of marketing
toys has been accompanied by significant industry consolidation.
The emergence of the exclusive, full-line dealer offering financing
and service has brought about consolidation among earthmoving
equipment manufacturers, with Caterpillar Tractor the major bene-
ficiary.

The same basic arguments apply to creating scale economiesin
other functions, such asin distribution, service, and elsewhere.

Standardize Diverse Market Needs. Product or marketing in-
novations can standardize heretofore diverse market needs. For ex-
ample, the creation of a new product might coalesce buyers' tastes; a
design change might dramatically lower the cost of a standardized
variety, leading buyers to judge the standardized product a better
value than the expensive, custom variety. Modularizing a product
might allow components to be produced in large volumes and there-
by reap economies of scale or experience cost declines while main-
taining the heterogeneity of final products. The potential for such
innovations is clearly limited by the underlying economic character-
istics of the industry, but in many industries the limiting factor to
consolidation has seemed to be ingenuity and creativity in finding
ways to deal with the causes of fragmentation.

Neutralize or Split Off Aspects Most Responsible for Fragmen-
tation. Sometimes the causes of industry fragmentation are cen-
tered in oneor two areas, such asdiseconomiesof scalein production
or fragmented buyer tastes. One strategy for overcoming fragmenta-
tion is to somehow separate those aspects from the rest of the busi-



Competitive Strategy in Fragmented Industries 203

ness. Two striking examples of this are campgrounds and fast food.
Both these businesses rely on the need for tight local control and
maintaining good service. They must also intrinsically consist of
small individual locations, because any potential economies of scale
in campground or fast-food facilities are offset by the need to locate
near customers, or near the many major highways and vacation
spots. Both the campground and fast-food industries have been his-
torically fragmented, with thousands and thousands of small,
owner-managed operations. Yet there are significant economies of
scale in marketing and purchasing in both these businesses, particu-
larly if national saturation can be achieved which allows the use of
national advertising media. In both industries, fragmentation was
overcome by franchising the individual locations to owner-manag-
ers, who operated under the mantle of a national organization
which marketed the brand name and provided central purchasing
and other services. Close control and maintenance of service arein-
sured, as well as the benefits of economies of scale. This concept has
spawned such giants as KOA in campgrounds and McDonald's, Piz-
za Hut, and many others in fast food. Another industry in which
franchising is unlocking fragmentation today is real estate broker-
age. Century 21 is rapidly expanding sharein this highly fragmented
industry by franchising local firms, allowing them to operate auton-
omously with their local names but doing so under the umbrella of
the nationally advertised Century 21 name.

When the causes of fragmentation center around the production
or service delivery process, as in the examples above, overcoming
fragmentation requires decoupling production from the rest of the
business. If buyer segments are numerous or where extreme product
differentiation leads to preferences for exclusivity, it may be possi-
ble— through the use of multiple, scrupulously disassociated brand
names and styles of packaging—to overcome the constraints placed
on market share. Another caseisthat in which an artist or other cus-
tomer or supplier wants to deal with asmaller, more personalized or-
ganization with a particular image or reputation. In the record in-
dustry, this desire has been dealt with by the use of multiplein-house
labels and contracts with associated labels, all of which use the same
record pressing, marketing, promotion, and distribution organiza-
tion. Each label is set up independently and strives to create the per-
sonal touch for itsartists. Yet the overall market share of the parent
company can be significant, as in the case of CBS and Warner
Brothers, each with about 20 percent of the market.
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This basic approach to overcoming fragmentation recognizes
that the root cause of the fragmentation cannot be altered. Rather,
the strategy is to neutralize the parts of the business subject to frag-
mentation to allow advantages of sharein other aspects to comeinto

play.

Make Acquisitions for a Critical Mass. In some industries
there may ultimately be some advantages to holding a significant
share, but it is extremely difficult to build share incrementally be-
cause of the causes of fragmentation. For example, if local contacts
areimportant in selling, it isdifficult to invade the territory of other
firms in order to expand. But if the firm can develop a threshold
share, it can begin to reap any significant advantages of scale. In
cases such as this, a strategy of making many acquisitions of loca
companies can be successful, provided the acquisitions can be inte-
grated and managed.

Recognize Industry Trends Early. Sometimes industries con-
solidate naturally as they mature, particularly if the primary source
of fragmentation was the newness of the industry; or exogenous in-
dustry trends can lead to consolidation by altering the causes of frag-
mentation. For example, computer service bureaus are facing in-
creasing competition from minicomputers and microcomputers.
This new technology means that even the small- and medium-sized
firm can afford to have its own computer. Thus, service bureaus in-
creasingly have had to service the large, multilocation company to
continue their growth and/or to offer sophisticated programming
and other services in addition to just computer time. This develop-
ment has increased the economies of scale in the service bureau in-
dustry and isleading to consolidation.

In the service bureau example, the threat of substitute products
triggered consolidation by shifting buyers needs, and thereby stimu-
lating changes in service that were increasingly subject to economies
of scale. In other industries, changesin buyers' tastes, changesin the
structure of distribution channels, and innumerable other industry
trends may operate, directly or indirectly, on the causes of fragmen-
tation. Government or regulatory changes can force consolidation
by raising standards in the product or manufacturing process be-
yond the reach of small firms through the creation of economies of
scale. Recognizing the ultimate effect of such trends, and positioning
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the company to take advantage of them, can be an important way of
overcoming fragmentation.

INDUSTRIESTHAT ARE "' STUCK"

So far | have concentrated on industries whose fragmentation is
rooted in industry economics and on ways of overcoming fragmen-
tation that address these root causes. Y et acritical point to recognize
for purposes of strategy is that many industries are fragmented, not
for fundamental economic reasons, but because they are " stuck™ in
a fragmented state. Industries become stuck for a number of
reasons.

Exigting Firms Lack Resources or Skills.  Sometimes the steps
required to overcome fragmentation are evident, but existing firms
lack the resources to make the necessary strategic investments. For
example, there may be potential economies of scale in production,
but firms lack the capital or expertise to construct large-scale facili-
ties or to make required investments in vertical integration. Firms
may also lack the resources or skills to develop in-house distribution
channels, in-house service organizations, specialized logistical facili-
ties, or consumer brand franchises that would promoteindustry con-
solidation.

Exigting FirmsAre Myopic or Complacent. Even though firms
have the resources to promote industry consolidation, they may be
emotionally tied to traditional industry practices that support the
fragmented structure or otherwise unable to perceive opportunities
for change. This fact, possibly combined with the lack of resources,
mey partly explain the historical fragmentation of the U.S. winein-
dustry. Producers had long been production-oriented and had made
apparently little effort to develop national distribution or consumer
brand recognition. A number of large consumer goods and liquor
companies bought their way into the industry in the mid-1960s and
reversed this orientation.

Lack of Attention by Outside Firms. If the previous two con-
ditionsare present, someindustries remain fragmented for long peri-
ods of time, despite presenting ripe targets for consolidation, be-
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causeof lack of attention by outside firms. No outsiders perceive the
opportunity to infuse resources and a fresh perspective into the in-
dustry to promote consolidation. Industries that escape attention
(and offer ripe prospects for entry) tend to be those off the beaten
track (manufacture of labels, mushroom farming) or those lacking
glamour or any apparent excitement (manufacture of air filtersand
grease filters). They may also be too new or too small to be of inter-
est to major established firms which have the resources to overcome
fragmentation.

If afirm can spot an industry in which the fragmented structure
does not reflect the underlying economics of competition, this can
provide a most significant strategic opportunity. A company can en-
ter such an industry cheaply because of its initial structure. Since
there are no underlying economic causes of fragmentation, none of
the investment costs or risks of innovations to change underlying
economic structure need be borne.

Coping with Fragmentation

In many situations, industry fragmentation is indeed the result
of underlying industry economics that cannot be overcome. Frag-
mented industries are characterized not only by many competitors
but also by a generally weak bargaining position with suppliers and
buyers. Marginal profitability can be the result. In such an environ-
ment, strategic positioning isof particularly crucial significance. The
strategic challengeis to cope with fragmentation by becoming one of
the most successful firms, although able to garner only a modest
market share.

Since every industry is ultimately different, thereis no general-
ized method for competing most effectively in a fragmented indus-
try. However, there are a number of possible strategic alternatives
for coping with a fragmented structure that should be considered
when examining any particular situation. These are specific ap-
proaches to pursuing the low cost, differentiate, or focus generic
strategies described in Chapter 2 in the peculiar environment of the
fragmented industry. Each is directed at either better matching the
firm's strategic posture to the particular nature of competition in
fragmented industries or neutralizing the intense competitive forces
that are usually therulein theseindustries.
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Tightly Managed Decentralization. Since fragmented indus-
tries often are characterized by the need for intense coordination,
local management orientation, high personal service, and close con-
trol, an important alternative for competition is tightly managed de-
centralization. Rather than increasing the scale of operations at one
or a few locations, this strategy involves deliberately keeping indi-
vidual operations small and as autonomous as possible. This ap-
proach is supported by tight central control and performance-
oriented compensation for local managers. This strategy is being
practiced with great success by Indal in the aluminum extrusion and
fabricating industry in Canada, by several growing chains of small-
and medium-sized newspapers that have sprung up in the United
States over the past decade, and by the highly successful Dillon
Companies in the food retailing industry, just to name a few exam-
ples. Dillon, for instance, has-a strategy of acquiring a group of
small, regional grocery chains and keeping them autonomous, each
with its own name, buying group, and so on. This system is rein-
forced with central control and a strong promotion-from-within pol-
icy. The strategy has avoided the homogenizing of individual units
and resulting insensitivity to local conditions that plague some food
chains, and asa by-product, has kept unionization low.

Theessential notion of this type of strategy is to recognize and
cater to the causes of fragmentation but to add a degree of profes-
sionalism to the manner in which local managers operate.

" Formula™ Facilities. Another alternative, related to the pre-
vious one, is to view the key strategic variable in the business as the
building of efficient, low-cost facilities at multiple locations. This
strategy involves designing a standard facility, whether it be a plant
or a service establishment, and polishing to a science the process of
constructing and putting the facility into operation at minimum cost.
The firm thereby lowers its investment relative to competitors
and/or provides a more attractive or efficient location from which
to do business. Some of the most successful mobile home producers,
such as Fleetwood, Inc., havefollowed this strategy.

Increased Value Added. Many fragmented industries produce
products or services that are commodities or otherwise difficult to
differentiate; many distribution businesses, for example, stock simi-
lar if not identical product linesto their competitors'. Incasessuch as
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these, an effective strategy may beto increase the value added of the
business by providing more service with sale, by engaging in some
final fabrication of the product (like cutting to Size or punching
holes), or by doing subassembly or assembly of components before
they aresold to the customer. Enhanced product differentiation, and
thereby higher margins, that cannot be achieved on the basic product
or service may be achievable through such activities. This concept
has been successfully implemented by a number of metal distributors
who have positioned themselves as " metal service centers,"" engag-
ing in simplefabrication operationsand providing agreat deal of ad-
vice to the customer in what had historically been a purely pass-
through business. Some electronic component distributors have
similarly been successful in subassembly of connectors from individ-
ual components or assembling kits.

Value added can also sometimes be enhanced by forward inte-
gration from manufacturing into distribution or retailing. This step
may neutralize buyers power or allow greater product differentia-
tion by better controlling the conditions of sale.

Specialization by Product Type or Product Segment. When
industry fragmentation results from or is accompanied by the pres-
ence of numerousitemsin the product line, an effective strategy for
achieving above-average results can be to speciaize on a tightly con-
strained group of products. Thisapproach isone variant of the focus
strategy described in Chapter 2. It can alow the firm to achieve
some bargaining power with suppliers by developing a significant
volume of their products. It may also allow the enhancement of
product differentiation with the customer as a result of the special-
ist's perceived expertise and image in the particular product area.
The focused strategy allows thefirm to be better informed about the
product area and potentially to invest in its ability to educate
customers and to provide servicesrelating to the particular area. The
cost of such a strategy of specialization may be some limitation in
the growth prospectsfor the firm.

An intriguing example of product specialization coupled with
increasing value added is provided by Ethan Allen, a highly success-
ful participant in the fragmented U.S. furnitureindustry. Ethan Al-
len has specidized in early American furniture offering a line that
allows the consumer to draw together individual items into profes-
sionally designed rooms:
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Weare sling what you can do with the product, not the product
itself. We offer the middle-class a service that only therich could
afford.?

The integrated concept allows Ethan Allen to charge up to a 20
percent premium for its products, which is plowed into heavy televi-
sion advertising. The company also sdlls only through a unique net-
work of independent, exclusive retail outlets, which alows it to en-
hance differentiation and avoid the hard bargaining of department
stores and discount houses. Although the firm's market shareisonly
about 3 percent, its profitability iswell above average.

Specialization by Customer Type. |If competition isintense be-
cause of a fragmented structure, a firm can potentially benefit by
specialization on a particular category of customer in the industry—
perhaps the customers with the least bargaining leverage because
they purchase small annual volumes or because they are small in ab-
solute size. Or the firm might specialize in the customers who are the
least price sensitive® or who most need the value added the firm can
provide along with the basic product or service. Like product spe-
cialization, customer specialization may limit growth prospects for
thefirm in return for offering higher profitability.

Specialization by Type of Order. Regardless of the customer,
the firm can specialize in a particular type of order to cope with in-
tense competitive pressure in a fragmented industry. One approach
isto service only small ordersfor which the customer wantsimmedi-
ate delivery and is less price sensitive. Or the firm can service only
custom orders to take advantage of less price sensitivity or to build
switching costs. Once again, the cost of such specialization may be
somelimitation in volume.

A Focused Geographic Area. Even though a significant indus-
try-wide shareis out of reach or there are no national economies of
scae (and perhaps even diseconomies), there may be substantial
economies in blanketing a given geographic area by concentrating
facilities, marketing attention, and sales activity. This policy can
economize on the use of the sales force, alow more efficient adver-
*“Nat Ancell’s Unique Selling Proposition,” Forbes, December 25, 1978.

'See Chapters 1 and 6 for a discussion of the characteritics that affect the
bargaining power of buyersand their pricesensitivity.



210 COMPETITIVE STRATEGY

tising, allow a single distribution center, and so on. Having bits and
pieces of business in a number of areas, on the other hand, accentu-
ates the problems of competing in a fragmented industry. The blan-
keting strategy has been quite effective for food stores, which re-
main a fragmented industry despite the presence of some large
national chains.

Bare Bones/No Frills. Given theintensity of competition and
low margins in many fragmented industries, a simple but powerful
strategic alternative can be intense attention to maintaining a bare
bones/no frills competitive posture—that is, low overhead, low-
skilled employees, tight cost control, and attention to detail. This
policy places the firm in the best position to compete on price and
still make an above-average return.

Backward Integration. Although the causes of fragmentation
can preclude alarge share of the market, selective backward integra-
tion may lower costs and put pressure on competitors who cannot af -
ford such integration. Of course, the decision to integrate should be
made only after a complete analysis, which is discussed in Chap-
ter 14.

Potential Strategic Traps

The unique structural environment of the fragmented industry
offers a number of characteristic strategic traps. Some common
traps, which should serve as red flags in the analysis of strategic al-
ternatives in any particular fragmented industry, areasfollows:

Seeking Dominance. The underlying structure of a frag-
mented industry makes seeking dominance futile unless that struc-
ture can be fundamentally changed. Barring this, a company trying
to gain a dominant share of afragmented industry isusually doomed
to failure. The underlying economic causes of fragmentation usually
insure that the firm exposes itself to inefficiencies, loss of product
differentiation, and whims of suppliers and customersas it increases
its share. Trying to be al things to all people generally maximizes
vulnerability to the competitive forcesin a fragmented industry, al-
though it may be an extremely successful strategy in other industries
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in which there are cost advantages to volume production and other
economies.

An example of a company that learned this lesson the hard way
was Prelude Corporation, which had the stated goal of being the
" General Motors of the lobster industry.”’* It built a large fleet of
expensive, high-technology lobster boats; established in-house main-
tenance and docking facilities; and vertically integrated into trucking
and restaurants. Unfortunately, the economics were such that its
vessas had no significant advantage in catching lobsters over other
fishermen, and its high overhead structure and heavy fixed costs
maximized the company's vulnerability to the inherent fluctuations
of the catch in the industry. The high fixed costs also led to under-
cutting on price by small fishermen who did not measure their busi-
nesses against corporate ROI targets but seemed satisfied with a
much lower return. Theresult wasa financial crisisand eventual ces-
sation of operations. Nothing in the Prelude strategy addressed the
causes of fragmentation in its industry, and hence its strategy of
dominance wasfutile.

Lack of Strategic Discipline. Extreme strategic discipline is
nearly always required for effective competition in fragmented in-
dustries. Unless the cause of fragmentation can be overcome, the
competitive structure of fragmented industries generally requires
focus or specialization on some tight strategic concept like those ar-
ticulated in the previous section. Implementing these may well re-
quire the courage to turn away some business, as wdl as to go
against the conventional wisdom of how things are done in the busi-
nessgenerally. An undisciplined or opportunistic strategy may work
in the short run, but it usually maximizes the exposure of the firm to
the intense competitive forces common in fragmented industries in
thelonger run.

Overcentralization. The essence of competition in many frag-
mented industries is personal service, local contacts, close control of
operations, ability to react to fluctuations or style changes, and so
on. A centralized organizational structure is counterproductive in
most cases, because it lows response time, lowers the incentives of
those at the local level, and can drive away skilled individuals neces-
sary to perform many personal services. Whereas centralized control

'For an extended description of Prelude see PreludeCorporation, Harvard Business
School, ICCH #4-373-052, 1968.
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Is often useful and even essential in managing a multiunit enterprise
in afragmented industry, centralized structure can bea disaster.
Similarly, theeconomic structure of fragmented industriesis of -
ten such that a centralized production or marketing organization is
subject to no economies of scale, or even diseconomies. Thus cen-
tralization in these areas weakens rather than strengthensthe firm.

Assumption that CompetitorsHave the Same Overhead and Ob-
jectives. The peculiar nature of fragmented industries often means
that there are many small, privately held firms. Also, owner-manag-
ers may have noneconomic reasons for being in the business. Under
these circumstances, the assumption that these competitors will have
an overhead structure or objectives of acorporation is a serious er-
ror. They often work out of homes, use family labor, and avoid reg-
ulatory costs and the need to offer employee benefits. Even though
such competitors may be ""inefficient,"” it does not mean that their
costs are high relative to those of a corporation in the same business.
Similarly, such competitors may be satisfied with much different
(and lower) levels of profitability than a corporation, and they may
be much more interested in keeping up volume and providing work
for their employees than profitability per se. Thus their reactions to
price changes and to other industry events may be a lot different
than the ' normal** company.

Overreactions to New Products. In a fragmented industry the
large number of competitors almost always insures that the buyer
will exercisea great deal of power and beableto play onecompetitor
against the other. In such a setting, products early in their life can
often appear as salvations to an otherwise intense competitive situa-
tion. With rapidly growing demand and buyers generally unfamiliar
with the new product, price competition may be modest and buyers
may be clamoring for education and service from the firm. Thisis
such a welcomed relief in the fragmented industry that firms make
major investments in gearing up to respond. At the first signs of ma-
turity, however, the fragmented structure catches up with demand
and the margins that were there to support these investments disap-
pear. Thus there is a risk of overreacting to new products in ways
that will raise costs and overhead and put the firm at a competitive
disadvantage in the price competition that is a fact of life in many
fragmented industries. Although coping with new productsis a diffi-
cult problem in al industries, it seems especialy difficult in frag-
mented businesses.



Competitive Strategy in Fragmented Industries 213

Formulating Strategy

Collecting the ideas that have been discussed earlier, wearein a
position to outline a broad analytical framework for formulating
competitive strategy in fragmented industries (see Figure 9-1). Step
oneis to conduct a full industry and competitor analysis to identify
the sources of the competitive forces in the industry, the structure
within theindustry, and the positions of the significant competitors.
With this analysis as background, step two is to identify the causes
of fragmentation in the industry. It isessential that thelist of causes
be complete and that their relationship to the economics of the in-
dustry be established. If there is no underlying economic basis for
the fragmentation, thisis an important conclusion, as has been dis-
cussed.

Step three is to examine the causes of industry fragmentation
one by onein the context of the industry and competitor analysis in
step one. Can any of these sources of fragmentation be overcome
through innovation or strategic change? Is the infusion of resources
or afresh perspectiveall that is necessary? Will any of the sources of
fragmentation be altered directly or indirectly by industry trends?

Stepfour depends on a positive answer to one of the preceding
guestions. If fragmentation can be overcome, the firm must assess
whether or not the implied future structure of the industry will yield
attractive returns. To answer this question the firm must predict the
new structural equilibrium in the industry once consolidation occurs
and must then reapply structural analysis. If the consolidated indus-

FIGURE®9-1 Steps for Formulating Competitive Strategy in
Fragmented Industries

StepOne What isthe structure of theindustry and the positions
of competitors?

SepTwo Why is theindustry fragmented?

StepThree Can fragmentation be overcome? How?

Step Four Isovercoming fragmentation profitable? Where should
thefirm be positioned to do so?

SepFive If fragmentationisinevitable, what isthe best alterna-

tivefor coping with it?
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try does promise attractive returns, the final question is, What is the
best, defendable position for the firm to adopt to take advantage of
industry consolidation?

If the chances of overcoming fragmentation analyzed in step
three are unfavorable, stepfive is to select the best alternative for
coping with the fragmented structure. This step will involve a con-
sideration of the broad alternatives presented above, as wel as
others that may be appropriate to the particular industry, in light of
the particular resourcesand skills of thefirm.

Besides providing a series of analytical processes to go through
periodically, these steps also direct attention to the key piecesof data
in analyzing fragmented industries and in competing in them. The
causes of fragmentation, predictions about the effects of innovation
on these causes, and identification of industry trends that might alter
the causes of fragmentation become essentia requirements for envi-
ronmental scanning and technological forecasting.



10

Competitive Strategy In
Emerging Industries

Emerging industries are newly formed or re-formed industries that
have been created by technological innovations, shifts in relative
cost relationships, emergence of new consumer needs, or other eco-
nomic and sociological changes that elevatea new product or service
to the level of a potentially viable business opportunity. Emerging
industries are being created all the time; some of the many creations
of the 1970s include solar heating, video games, fiber optics, word
processing, bio-separation media, personal computers, and smoke
alarms. From a strategic standpoint, the problems of an emerging
industry are also present when an old business experiences a funda-
mental change in its competitive rules coupled with growth in scale
by orders of magnitude, caused by the sorts of environmental
changes just described. For example, bottled water has been around
for many years, but the ascendance of Perrier is symptomatic of a
growth and redefinition of the business that are fundamental. When
such growth and redefinition have occurred, an industry must con-
front strategic issues that do not differ substantially from those of
anindustry beginning anew.

The essential characteristic of an emerging industry from the
viewpoint of formulating strategy is that there are no rules of the
game. The competitive problem in an emerging industry is that all

215
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the rules must be established such that the firm can cope with and
prosper under them. The absence of rulesis both a risk and a source
of opportunity; in any caseit must be managed.

This chapter will examine the problems of competitive strategy
in this important structural environment, building on the analytical
base developed in Part |. First the structural and competitor charac-
teristics of emerging industries will be outlined, to highlight the
competitive environment in such a setting. Next, | will identify the
characteristic problemsencountered in the development of a new in-
dustry, that limit its growth and arecentral to the jockeying for posi-
tion among competitors. The factors that determine the buyers or
buyer segmentsthat will beearly buyers, or ** early adopters,"* of the
new industry's product will beidentified. Identifying these buyers is
crucial, not only for formulating competitive strategy directly, but
also for forecasting industry development since early adopters can
have a major impact on the way in which an industry designs, pro-
duces, delivers, and marketsits product.

Having identified some key aspects of the environment in
emerging industries, | will then consider some important strategic
choices that firms in them must face and some strategic alternatives
that can be successful in coping with them. Finally, some analytical
tools for forecasting the future of emerging industries will be pre-
sented, along with principles for selecting emerging industries that
offer favorable prospects as candidates for entry.

The Structural Environment

Although emerging industries can differ a great deal in their
structures, there are some common structural factors that seem to
characterize many industries in this stage of their development. Most
of them relate either to the absence of established bases for competi-
tion or other rules of thegameor to theinitial small sizeand newness
of theindustry.

COMMON STRUCTURAL CHARACTERISTICS

Technological Uncertainty. Thereisusualy agreat deal of un-
certainty about the technology in an emerging industry: What prod-
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uct configuration will ultimately prove to be the best? Which pro-
duction technology will prove to be the most efficient? For example,
in smoke alarms thereis continued uncertainty over whether photo-
glectric or ionization detectors will win out as the favored alterna-
tive; both are currently being produced by different companies.' The
Philips and RCA approaches to video disc technology are contend-
ing for adoption as the industry standard, as did alternative ap-
proaches to television set technology in the 1940s. Alternative pro-
duction technologies may also be present, all of which have been
untried on a large-scale basis. In the manufacture of optical fibers,
for example, thereare at least fivedifferent processes backed by dif-
ferentindustry participants.

Strategic Uncertainty. Related to the technological uncertain-
ty, but broader in cause, are a wide variety of strategic approaches
often being tried by industry participants. No *"right"* strategy has
been clearly identified, and different firms are groping with differ-
ent approaches to product/market positioning, marketing, servic-
ing, and so on, as well as betting on different product configurations
o production technologies. For example, solar heating firms are
taking a wide variety of stances with respect to supplying compo-
nents versus systems, market segmentation, and distribution chan-
nels. Closely related to this problem, firms often have poor informa-
tion about competitors, characteristics of customers, and industry
conditions in the emerging phase. No one knows who all the compet-
itorsare, and reliable industry sales and market share data are often
smply unavailable, for example.

High Initial Costs but Steep Cost Reduction. Small produc-
tion volume and newness usualy combine to produce high costs in
the emerging industry relative to those the industry can potentially
achieve. Even for technologiesfor which the learning curve will soon
levd off, thereis usually a very steep learning curve operating. ldeas
come rapidly in terms of improved procedures, plant layout, and so
on, and employees achieve major gainsin productivity as job famil-
larity increases. Increasing sales make major additions to the scale
and total accumulated volume of output produced by firms. These
factors are accentuated if, as is common, the technology in the

‘Abernathy usefully terms this the absence of a " dominant design” for the product
a service. See Abernathy (1978).
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emerging phase of the industry is more labor intensive than it may
ultimately become.

Theresult of asteeplearning curveisthat theinitially high costs
are declining at a very high proportional rate. If the gains due to
learning are combined with increasing opportunities to reap econo-
mies of scale as the industry grows, the cost declines will be even
morerapid.

Embryonic Companiesand Spin-offs.  Theemerging phase of
the industry is usually accompanied by the presence of the greatest
proportion of newly formed companies (to be contrasted with newly
formed units of established firms) that the industry will ever experi-
ence. Witness the many new firms populating such contemporary
emerging industries as personal computers and solar heating and
which characterized the early automobile industry (Packard, Hud-
son, Nash, and dozens of others) and early minicomputer industry
(e.g., Digital Equipment, Data General, Computer Automation).
Without established rules of the game or scale economies as deter-
rents, newly formed companies arein a position to get into emerging
industries (this situation will be discussed further).

Related to the presence of newly formed companies is that of
many spin-off firms, or firms created by personnel leaving firmsin
the industry to create their own new firms. Digital Equipment
spawned a number of spin-offsin minicomputers (e.g., Data Gener-
al) asdid Varian Associates (e.g., General Automation), and Honey-
well, and we could cite many other industries in which spin-offswere
numerous. The phenomenon of spin-offsis related to a number of
factors. First, in an environment of rapid growth and perceived op-
portunity, the rewards of equity participation may seem attractive
when compared to a salary at an established company. Second, be-
cause of the fluidity of technology and strategy in the emerging
phase, employees of established firms are often in a good position to
think up new and better ideas, taking advantage of their proximity to
the industry. Sometimes they leave in order to increase their poten-
tial rewards, but not infrequently spin-offs occur because the em-
ployee with a new idea confronts an unwillingness of his superior to
try it, perhaps because it undermines much of the investment the
firm has madein the past. Data General wasformed, so industry ob-
serverstell it, when Edson de Castro and a handful of other Digital
Equipment employees could not sell Digital on a new product idea
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they believed had high potential. Provided industry structure does
not provide substantial entry barriers to newly created firms, spin-
offs can bea common phenomenon in emerging industries.

First-Time Buyers. Buyers of the emerging industry's product
or serviceare inherently first-time buyers. The marketing task isthus
one of inducing substitution, or getting the buyer to purchase the
new product or serviceinstead of something else. The buyer must be
informed about the basic nature and functions of the new product or
service, be convinced that it can actually perform these functions,
and be persuaded that the risks of purchasing it are rationally borne
given the potential benefits. Right now, for example, solar heating
companies are struggling to persuade homeowners and homebuyers
that the cost savings of solar heating are real, that systems will per-
form reliably, and that they need not wait for further government
tax incentives to commit to the new technology. | will have much
more to say later about the factors prompting buyers to commit
themselvesearly to a new product or service.

Short Time Horizon. In many emerging industries the pres-
sureto develop customers or produce products to meet demand is so
great that bottlenecks and problems are dealt with expediently rather
than asa result of an analysis of future conditions. At the sametime,
industry conventions are often born out of pure chance: Confronted
with the need to set a pricing schedule, for example, one firm adopts
atwo-tiered price that the marketing manager used in his previous
firm, and the other firmsin the industry imitate for lack of a ready
alternative. In both these ways ** conventional wisdom," which was
discussed in Chapter 3, iscreated.

Subsidy. In many emerging industries, especially those with
radical new technology or that address areas of societal concern,
there may be subsidization of early entrants. Subsidy may come
from a variety of government and nongovernment sources; heavy
subsidiesin solar energy and conversion of fossil fuels into gas are
particularly prominent examples of the early 1980s. Subsidiescan be
awarded directly to firmsin the form of grants, or can operate indi-
rectly through tax incentives, subsidizing buyers, and so on. Subsi-
diesoften add a great degree of instability to an industry, which is
made dependent on political decisions that can be quickly reversed



220 COMPETITIVESTRATEGY

or modified. While subsidies are obviously beneficial to industry de-
velopment in some respects, they often deeply involve government
bodiesin an industry, which can be a mixed blessing. Yet the need to
overcomestartup difficulties leads many emerging industries to seek
subsidies; aquaculturists are actively lobbying for them in 1980.

EARLY MOBILITY BARRIERS

In an emerging industry, the configuration of mobility barriers
is often predictably different from that which will characterize the
industry later in its development. Common early barriers are thefol-
lowing:

* proprietary technology;

® accesstodistribution channels;

® access to raw materialsand other inputs (skilled labor) of ap-
propriate cost and quality;

¢ cost advantages due to experience, made more significant by
the technological and competitive uncertainties,

* risk, which raises the effective opportunity cost of capital and
thereby effective capital barriers.

Asdiscussed in Chapter 8, some of these barriers— such as pro-
prietary technology, access to distribution, learning effects, and
risk —have a strong tendency to decline or disappear in importance
as the industry develops. Although there are exceptions, early mobil-
ity barriers are usually not brand identification (it is just being cre-
ated), economies of scale(theindustry istoo small to allow them), or
capital (today's large firms can generate prodigious capital for a
low-risk investment).

The nature of the early barriersisa key reason why we observe
newly created companies in emerging industries. The typical ealy
barriers stem less from the need to command massive resources than
from the ability to bear risk, be creative technologically, and make
forward-looking decisions to garner input supplies and distribution
channels. These same sorts of barriers also help explain why estab-
lished companies are often not the first firms into new industries,
even if they have obvious strengths, but climb on the bandwagon
later. Established companies may place a higher opportunity cost on
capital and are often ill-prepared to take the technological and prod-
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uct risks necessary in the early phases of industry development. For
example, the toy companies were relatively late entrants into video
games despite some obvious strengths like knowledge of customers,
brand names, and distribution. The dizzying technological change
appears to have been too intimidating. Similarly, the traditional vac-
uum tube firms were late entrants into semiconductor manufacture,
and the electric coffee percolator manufacturers were beaten in auto-
matic drip coffee makers by new firms such as Mr. Coffee. There
may be some advantages to!ate entry, however, that will be dis-
cussed | ater.

ProblemsConstraining Industry Development

Emerging industries usually face limits or problems, of varying
severity, in getting the industry off the ground. These stem from the
newness of the industry, its dependence for growth on other outside
economic entities, and externalities in its development that result
fromits need toinduce substitution by buyerstoits product.

Inability to Obtain Raw Materials and Components. The de-
velopment of an emerging industry requires that new suppliers be es-
tablished or existing suppliers expand output and/or modify raw
materials and components to meet the industry's needs. In the proc-
ess, severe shortages of raw materials and components are very com-
mon in emerging industries. For example, acute shortages of color
picture tubes in the mid-1960s was a major strategic factor affecting
industry participants. Video game chips, particularly those for sin-
gle-chip games pioneered by General Instrument, were very scarce
and all but unavailable to new entrants for over ayear after their in-
troduction.

Period of Rapid Escalation of Raw Materials Prices. Con-
fronted with burgeoning demand and inadequate supply, prices for
key raw materials often skyrocket in the early phases of an emerging
industry. Thissituation is partly simple economics of supply and de-
mand and partly the result of suppliers realizing the value of their
products to the desperate industry. As suppliers expand (or industry
participants integrate to ease bottlenecks), however, prices for raw
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materials can fall off just as sharply. This fall-off will not happen
when supplies of raw materials cannot expand easily, such asin min-
eral bearing landsand skilled labor.

Absence of Infrastructure. Emerging industries are often
faced with difficulties like those of material supply caused by the
lack of appropriateinfrastructure: distribution channels, service fa-
cilities, trained mechanics, complementary products(e.g., appropri-
ate campsites for recreational vehicles; coal supplies for coal gasifi-
cation technology), and thelike.

Absence of Product or Technological Standardization. |nabil-
ity to agree on product or technical standards accentuates problems
in the supply of raw materials or complementary products, and can
impede cost improvements. The lack of agreement is usually caused
by the high level of product and technological uncertainty that still
remainsin an emerging industry.

Perceived Likelihood of Obsolescence. An emerging indus-
try's growth will beimpeded if buyers perceive that second- or third-
generation technologies will significantly make obsolete currently
available products. Buyers will wait instead for the pace of techno-
logical progress and cost reduction to slow down. This phenomenon
has been present in such industries as digital watches and electronic
calculators.

Customers Confusion. Emergingindustriesare often beset by
customers' confusion, which results from the presence of a multi-
plicity of product approaches, technological variations, and con-
flicting claims and counterclaims by competitors. All these are
symptomatic of technological uncertainty and the resulting lack of
standardization and general technical agreement by industry partici-
pants. Such confusion can limit industry sales by raising the new
buyers perceived risk of purchase. For example, the conflicting
claims being made by ionization versus photoelectric smoke alarm
manufacturers are believed by some observers to be causing buyers
to postpone purchases. An article summarizes a similar problem for
the solar heating industry in 1979:

But also important for the industry's future health will be its de-
gree of successin matching equipment performance to customer
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expectation. " Overenthusiasm,ignoranceand sefish interestsare
endangering the success of applying a great energy source to
America's needs," said Loff at the Denver solar conference.
While Loff emphasized that inaction on the tax incentives was a
root causeof industry malaise, heaso blamed uninformed** solar
messiahs, problems and failures with solar heating systems in
buildings, and . . . irresponsibleclams of suppliers.”’?

Erratic Product Quality. With many newly established firms,
lack of standards, and technological uncertainty, product quality is
often erratic in emerging industries. This erratic quality, even if
caused by only a few firms, can negatively affect theimageand cred-
ibility of theentireindustry. Video game defects, such as the burning
of television picture tubes, have set back early growth in much the
same way as the erratic performanceof digital watches (and of newly
established franchised automobile tune-up centers) has led to cus-
tomers' suspicion.

Imageand Credibility with the Financial Community. Asare-
sult of newness, the high level of uncertainty, customer confusion,
and erratic quality, the emerging industry's image and credibility
with thefinancial community may be poor. Thisresult can affect not
only the ability of firms to secure low-cost financing but also the
ability of buyersto obtain credit. Although difficulty in financingis
probably the most common situation, someindustries (usually high-
technology businesses or ** concept’ companies) seem to be an ex-
ception. In industries like minicomputers and data transmission,
even newly started firms have enjoyed a status as darlings of Wall
Street, with very high multiples and effectively cheap money.'

Regulatory Approval. Emerging industries often face delays
and red tapein gaining recognition and approval by regulatory agen-
desif they offer new approaches to needs currently served by other
meansand subject to regulation. For example, modular housing was
severely crippled by inflexibility in building codes, and new medical
products now face long periods of mandatory precertification test-
ing. On the other hand, government policy can put an emerging in-

" The Coming Boom in Solar Energy," Business Week, Octaber 9, 1978.
*See Fruhan (1979) for other examples.
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dustry on the map almost overnight, as it has by mandating smoke
alarms.

If the emerging industry is outside a traditionally regulated
sphere, regulation sometimes comes abruptly and can slow the
industry's progress. For example, mineral water wastraditionally ig-
nored by regulators until the industry greatly expanded in the mid-
1970s. Having reached significant size, however, minera water pro-
ducers are being drowned in regulations about labeling and health.*
The same phenomenon occurred in bicyclesand chain saws; once a
growth boom increased the size of the industry, regulatorstook no-
tice.

High Costs. Because of many of the structural conditions de-
scribed earlier, the emerging industry is often faced with unit costs
much higher than firms know they will eventually be. This situation
sometimes requires firms initially to price below cost or severdy
limit industry development. The problem is starting up the cost-vol-
umecycle.

Responseof Threatened Entities. Someentity isalmost aways
threatened by the advent of an emerging industry. It may be thein-
dustry producing a substitute product, labor unions, distribution
channels with ties to the old product and preferring the certainty of
dealing with it, and so on. For example, most electric utilities are
lobbying against solar energy subsidies because they believe solar
power will not relieve needs for peak load electrical capacity. Con-
struction unions fought bitterly against modular housing.

The threatened entity can fight the emerging industry in a num-
ber of ways. Oneisin theregulatory or political arena; another isat
the collective bargaining table. In the case of an industry threatened
by substitution, its response can take the form of foregoing profits
by lowering prices (or raising costs such as marketing) or making
R&D investments aimed at making the threatened product or service
more competitive. Figure 10-1 illustrates the latter choice.® If the
threatened industry chooses to invest to try to bring its quality-
adjusted costs down, it isclear that the target at which learning and
scale-related cost reductions in the emerging industry must shoot isa
moving one.

" 'Mineral Water Could Drown in Regulation," Business Week, June 11, 1979.
'"This diagram wassuggested by John Forbus of McKinsey & Company.
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FIGURE10-1. Response of Threatened Industry to Substitution

The propensity of the threatened industry to forego profits in
pricing or aggressively investing in cost reduction to hold volume
will beadirect function of theexit barriers(see Chapters 1 and 12) in
the threatened industry. If they are high because of specialized as-
sets, high perceived strategic importance, emotional ties, or other
causes, then the emerging industry may well face determined and
even desperateeffortsby the threatened industry to stem its growth.

Early and LateMarkets’

One of thecrucial questions for strategic purposes in an emerg-
ing industry is often the assessment of which markets for the new in-
dustry's product will open up early and which will come later. This
assessment not only helps focus product development and marketing
efforts but also is essential to forecasting structural evolution, since
the early markets often exert a major influence on the manner in
which an industry develops.

Markets, market segments, and even particular buyers within
market segments may have greatly different receptivity to a new
‘The ideas in this section have benefited greatly from work by Margaret O.

Lawrence, then research assistant in Business Policy at the Harvard Business
School.
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product. A number of criteria seem to be crucial in determining this
receptivity, some of which can beinfluenced or overcome by firmsin
theemerging industry.'

Nature of the Benefit. Perhaps the single most important de-
terminant of the receptivity of the buyer to a new product or service
isthe nature of the expected benefit. We can imagine a continuum of
benefits ranging from a new product that offers a performance ad-
vantage unachievable through other meansto one that offers solely a
cost advantage. Intermediate cases are those offering an advantage
in performance but onethat could bereplicated through other means
at higher cost.

Theearliest markets purchasing a new product, other things be-
ing equal, are usually those in which the advantage is one of per-
formance. This situation occurs because the achievement of a cost
advantage in practice is often viewed with suspicion when buyers
confront the newness, uncertainty, and often erratic performance of
the emerging industry, among other factors to be discussed later.
Whether the benefit from the new product isone of cost or perform-
ance, however, the receptivity of the buyer depends on a number of
other aspectsof the natureof the benefit it offers:

PERFORMANCE ADVANTAGE

* How large is the performance advantage for the particular
buyers? Buyers will differ in this regard because of differ-
encesin their situations.

* How obvious isthe advantage?

* How pressing is the need for the buyer to improve along the
dimension offered by the new product?

¢ Does the performance advantage improve the competitive po-
sition of the buyer?

e How strong is competitive pressure to compel changeover?
Performance advantages that help counter a threat to the
buyer's business or are defensive in nature usually stimulate
adoption beforethose that offer a chance toimprove compet-
itively on an offensive basis.

® How priceand/or cost sensitive isthe buyer, if the added per-
formance entails higher cost?

'These criteriacan also be applied to forecasting early markets for a new product
varietyin an established industry.



Competitive Strategy in Emerging Industries

CosT ADVANTAGE

* How largeisthecost advantage for the particular buyer?

* How obviousisthe advantage?

¢ Can alasting competitive advantage be gained from lowering
costs?

* How much competitive pressure compels changeover?
How cost-oriented is the prospective buyer's business
strategy?

In some cases, buyers are compelled by regulatory fiat (or by
fiat from other entitites, like insurancecompaniesin order to qualify
for insurance) to purchase a new product that serves a particular
function. In such cases buyers usually will purchase the lowest cost
alternative that meets the technical requirements.

State of the Art Required to Yield Significant Benefits. A sec-
ond key factor in determining whether buyers will adopt the new
product early is the technological performance their application de-
mands of the product. Some buyers may be able to achieve valuable
benefits even with rudimentary versionsof the new product, whereas
others will require more sophisticated varieties. For example, scien-
tists in the laboratory were satisfied with relatively high-cost and
low-speed minicomputers to solve data processing problems for
which no real alternatives existed. Conversely, accounting and con-
trol applications required lower-cost and more sophisticated ver-
sions, and these applications developed later.

Cost of Product Failure. Buyers who face a relatively high
cost of product failure will usually be slower in adopting a new prod-
uct than ones whose risk is lower. Buyers whose use for the new
product involves plugging it into an integrated system often face
vay high failure costs, as do buyerswho pay particularly high penal-
tiesfor interrupted service of the product for some reason. The cost
of failure also depends on the resources of the buyers. For example,
wedlthy individuals are probably less concerned that their newly pur-
chased snowmobile does not work or does not provide the claimed
benefits than are individuals for whom the purchase will effectively
negate possibilities for acquiring other leisure-time products.

Introduction or Switching Costs. The costs of introducing a
new product or of substituting the new product for an existing one
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will differ for different buyers. These costs are analogous to switch-
ing costs, which are discussed in Chapters 1 and 6, and include the
following:

e costsof retraining employees,

e costsof acquiring new ancillary equipment;

e write-offs due to undepreciated investment (net of salvage
value) in old technology;

e capital requirements for changeover;

e engineering or R&D costs of changeover;

e costsin modifying interrelated stages of production or related
aspects of the business.

Changeover costs can be subtle. For example, when adopting
the new coal gasification technology instead of purchasing gas from
a utility, a prospective buyer often must cope with changes in the
chemical propertiesof the gas. For some buyers this affects the per-
formance of the gas in their downstream manufacturing operations
and requiresinvestmentsin modification there.

Changeover costs are often influenced by the pace of change-
over, when the paceisdiscretionary, and also by such factors as

e whether the new product is serving a new function or replac-
ing an existing product; replacement often involves the added
cost of retraining, undepreciated investment, and so on;

¢ length of redesign cycles; it is usually easier to substitute a
new product during a period of normal redesign than if the
substitution requires an unscheduled redesign.

Support Services. Closely related to changeover costsin influ-
encing timing of adoption are the requirements the buyer faces for
support services (e.g., engineering, repair) to cope with the new
product, relative to the capability of the buyer. For example, if the
new product requires skilled operators or service technicians, it is
likely to be adopted first by buyers who either have such resources
already or have experiencein dealing with them.

Cost of Obsolescence. For particular buyers, the degree to
which successive generations of technology in the emerging industry
will makeearly versionsof the product obsolete varies. Some buyers
can obtain all the benefits they really need from the first generation,
whereas others will beforced to acquire successivegenerations of the
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new product to remain competitive. Depending on their changeover
costs (discussed above), the latter buyers may be more or lesswilling
to buy early.

Asymmetric Government, Regulatory, or Labor Barriers. The
degree to which regulatory barriers to adopting the new product are
present may differ for various buyers. Food and pharmaceutical
producers are closaly monitored concerning any change in their man-
ufacturing operations, for example, whereas firmsin many other in-
dustries can change their processes freely. The same asymmetry can
apply toinertiacreated by labor agreements.

Resourcesto Change. Buyerswill differ with respect to the re-
sources they have available for changeover to the new product, in-
cluding capital, engineering, and R&D personnel.

Perception of Technological Change. Buyers may differ in
their comfort with and experience in technological change. In busi-
nesses characterized by rapid technological progress and possessing
a high degree of technological sophistication, a new product can
seem a great deal less threatening than in a very stable, low-technol-
ogy industry. Related to thisfactor, technological changein somein-
dustries is viewed as an opportunity to improve strategic position,
whereas in others it has always been a threat. The former are more
likely to be the early buyers of a new product than the latter, other
thingsbeing equal.

Personal Risk to the Decision Maker. Buyers will be slowest to
adopt a new product when the responsible decision maker faces the
greatest perceived risk if the decision to adopt provesincorrectin the
near to medium term. This perceived personal risk may vary a great
deal, depending on the ownership or power structureof the buyer.

Strategic Choices

Formulation of strategy in emerging industries must cope with
the uncertainty and risk of this period of an industry's development.
The rules of the competitive game are largely undefined, the struc-
ture of the industry unsettled and probably changing, and competi-
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tors hard to diagnose. Yet all these factors have another sde—the
emerging phase of an industry's development is probably the period
when the strategic degrees of freedom are the greatest and when the
leverage from good strategic choices is the highest in determining
performance.

Shaping Industry Structure. The overriding strategic issue in
emerging industriesis the ability of thefirm to shape industry struc-
ture. Throughitschoices, thefirm can try to set therulesof thegame
in areas like product policy, marketing approach, and pricing strat-
egy. Within the constraints set by the underlying economics of the
industry and its resources, the firm should seek to definethe rulesin
theindustry in a manner that will yield it the strongest position in the
long run.

Externalitiesin Industry Development. In an emerging indus-
try, a key strategicissueis the balance thefirm strikes between indus-
try advocacy and pursuing its own narrow self-interest. Because of
potential problems with industry image, credibility, and confusion
of buyers (outlined in Section II in this chapter), in the emerging
phase the firm is in part dependent on others in the industry for its
own success. The overriding problem for the industry is inducing
substitution and attracting first-time buyers, and it is usually in the
firm's interest during this phase to help promote standardization,
policesubstandard quality and fly-by-night producers, and present a
consistent front to suppliers, customers, government, and the finan-
cial community. Industry conferences and associations can be a use-
ful device, as can the avoidance of strategies that degrade competi-
tors. For example, in the hospital management industry that has
grown up since 1970, all the participants are critically dependent on
theindustry's image of professionalism and its credibility with lend-
ers. Firmsinthisindustry have had a practiceof actually praising the
industry and their competitorsby name.

This need for industry cooperation during the emerging period
often seems to raise an internal dilemma for firms, who are driven
toward pursuing their own market position, often to the detriment
of industry development. A firm may resist standardization on prod-
ucts, needed to aid ease of repair and promote customers' confidence,
because it wants to maintain uniqueness or garner the advantage of
having its particular product variety adopted as standard. Thereisa
fine line of judgment that determines whether or not such an ap-
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proach isoptimal in thelong run. Some firmsin the smoke alarm in-
dustry, for example, are advocating industry standards that will hurt
other firms. At the sametime, buyers confusion is continuing about
just what kind of alarm is best. The question is whether the industry
is developed enough for such confusion to be a significant problem
for futureindustry growth.

Itis probably a valid generalization that the balance between in-
dustry outlook and firm outlook must shift in the direction of the
firm as theindustry begins to achieve significant penetration. Some-
times firms who have taken very high profiles asindustry spokesper-
sons, much to their and the industry's benefit, fail to recognize that
they must shift their orientation. Asaresult, they can beleft behind
astheindustry matures.

Another implication of externalities in industry development is
the possibility that a firm may have to competeinitially with a strat-
egy it ultimately does not want to follow or participate in market
segmentsit plansto drop out of in thelong run. These'*temporary**
actions may be necessary to develop theindustry, but onceit isdevel-
oped thefirmisfreeto seek itsoptimal position. For example, Corn-
ing Glass Works has been forced to invest in research on connectors,
splicing techniques, and light sources for fiber optic applications—
even though in the long run Corning seems to want to be a fiber and
cable supplier only — becausethe quality of available equipment and
techniques has been an impediment to the development of fiber op-
ticsgenerally. Such investments outside the firm's ideal long-run po-
sition are part of the cost of pioneering.

Changing Role of Suppliersand Channels. Strategicaly, the
firmin an emerging industry must be prepared for a possible shift in
the orientation of its suppliers and distribution channels as the in-
dustry growsin sizeand proves itself. Suppliers may becomeincreas-
ingly willing (or can be forced) to respond to the industry's special
needsin terms of varieties, service, and delivery. Similarly, distribu-
tion channels may become more receptive to investing in facilities,
advertising, and so forth in partnership with the firms. Early exploi-
tation of these changes in orientation can give the firm strategic lev-
erage.

Shifting Mobility Barriers. As outlined above in this chapter,
the early mobility barriers may erode quickly in an emerging indus-
try, often to bereplaced by very different ones as the industry grows
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in size and as the technology matures. This factor has a number of
implications. The most obvious s that the firm must be prepared to
find new ways to defend its position and must not rely solely on
things like proprietary technology and a unique product variety on
which it has succeeded in the past. Responding to shifting mobility
barriers may involve commitments of capital that far exceed those
that have been necessary in theearly phases.

Another implication is that the nature d entrants into the in-
dustry may shift to more established firms attracted to thelarger and
increasingly proven (less risky) industry, often competing on the
basis of the newer forms of mobility barriers, like scale and market-
ing clout. Thefirm in an emerging industry must forecast the nature
of probable potential entrants based on its assessment of present and
future barriers, coupled with the attraction the industry will hold to
varioustypesof firmsand their ability to hurdlethebarriers cheaply.

Another implication related to increasing industry sizeand tech-
nological maturity is that customers or suppliers may integrate into
theindustry — which has occurred in such industries as aerosol pack-
aging, recreational vehicles, and electronic calculators. The firm
must be prepared to secure supplies and markets if integration oc-
cursor stop integration moves by theway in which it competes.

TIMING ENTRY

A crucial strategic choice for competing in emerging industries
is the appropriate timing of entry. Early entry (or pioneering) in-
volves high risk but may involve otherwise low entry barriers and
can offer alargereturn. Early entry is appropriate when the follow-
ing general circumstances hold:

* Image and reputation of the firm areimportant to the buyer,
and the firm can develop an enhanced reputation by being a
pioneer.

® Early entry can initiate the learning processin a businessin
which the learning curve is important, experience is difficult
toimitate, and it will not be nullified by successivetechnolog-
ical generations.

e Customer loyalty will be great, so that benefits will accrue to
thefirm that sellsto the customer first.

¢ Absolute cost advantages can be gained by early commitment
to supplies of raw materials, distribution channels, and so on.
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Early entry isespecially risky in thefollowing circumstances:

e Early competition and market segmentation are on a basis
different to that which will be important later in industry de-
velopment. The firm, therefore, builds the wrong skills and
may face high costs of changeover.

e Costs of opening up the market are great, including such
thingsas customer education, regulatory approvals, and tech-
nological pioneering, and the benefits of opening up the mar-
ket cannot be made proprietary to the firm.

e Early competition with small, newly started firms will be
costly, but these firms will be replaced by more formidable
competition later.

e Technological change will make early investments obsolete
and allow firms entering later to have an advantage by having
the newest productsand processes.

Tactical Moves. The problems limiting development of an
emerging industry suggest some tactical moves that may improve the
firm's strategic position:

e Early commitments to suppliers of raw materials will yield fa-
vorable prioritiesin times of shortages.

¢ Financing can be timed to take advantage of a Wall Street
love affair with theindustry if it happens, evenif financing is
ahead of actual needs. Thisstep lowers thefirm's cost of cap-
ital.

GCPI NGW THCOWPETI TCRS

Coping with competitorsin an emerging industry may beadif-
ficult problem, particularly for firms that have been pioneers and
have enjoyed major market shares. The proliferation of newly
formed entrants and spin-offs may cause resentments, and the firm
must confront the external factors described previously which make
it in part dependent on competitors for the development of the in-
dustry.

One common problem in emerging industries is that pioneers
expend excessive resources defending high market shares and re-
sponding to competitors who may have little chance of becoming
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market forces in thelong run. This can be partly an emotional reac-
tion. Although it may sometimes be appropriate to respond to com-
petitors vigorously in the emerging phase, it is more likely that the
firm's efforts are best spent in building its own strengths and in de-
veloping theicdustry. It may even be appropriate to encourage the
entry of certain competitors, perhaps through licensing or other
means. Given the characteristics of the emerging phase, the firm of-
ten benefits from having other firms aggressively selling the indus-
try's product and aiding in technological development. The firm
may also want competitors who are known quantities, rather than
preserving a large share for itsalf but inviting entry by major estab-
lished firms as the industry matures. It is difficult to generalize
about the appropriate strategy, but only in rare cases will it be feasi-
bleand profitable to defend a near monopoly market share asthein-
dustry growsrapidly, even though the firm has oneinitially.

Techniquesfor Forecasting

The overriding aspect of emerging industries is great uncertain-
ty, coupled with the certainty that change will occur. Strategy cannot
be formulated without an explicit or implicit forecast of how the
structure of the industry will evolve. Unfortunately, however, the
number of variablesthat enter into such aforecast isusualy stagger-
ing. Asaresult, an approach for reducing the complexity of thefore-
casting process is highly desirable.

The device of scenariosisa particularly useful tool in emerging
industries. Scenarios are discrete, internally consistent views of how
the world will look in the future, which can be selected to bound the
probable range of outcomes that might feasibly occur. Scenarios can
be used for forecasting in emerging industries as shown in Figure
10-2. The starting point for forecasting is estimating the future evo-
lution of product and technology, in such termsas cost, product va
riety, and performance. The analyst should select a small number of
internally consistent product/technology scenarios that encompasses
the range of possible outcomes. For each of these scenarios, the ana
lyst then creates a scenario of which markets will open up and what
their sizeand characteristics will be. Here the first feedback 1oop oc-
curs, since the nature of the markets that open up early can shape the
way in which the products and technology evolve. The analyst must
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FIGURE10-2. Forecastingin an Emerging Industry

attempt to build this interaction in an iterative way into the
scenarios.

The next step is to develop the implications for competiton for
each product/technology/market scenario and then forecast the
probable success of different competitors. This process may well in-
volve forecasting the entry of new firms, and accomplishing it will
involve further feedbacks, because the nature and resources of com-
petitors can influence the direction an industry takes in its develop-
ment.

Having developed the scenarios as outlined, the firmisin a po-
sition to examine its position, assessing which scenario it will bet on
or how it will behave strategically if each scenario actually occurs.
Thefirm may choose to try to cause the most advantageous scenario
to occur if it has resources; or it may be forced by limited resources
or great uncertainty to maintain flexibility. In any case, the firm will
benefit by identifying explicitly the key events which will signal
whether one scenario or another is actually occurring, in order to
create an agenda for its strategic planning and technological moni-
toring.

Which Emerging I ndustriesto Enter

Thechoice of which emerging industry to enter is dependent on
the outcome of a predictive exercise such as the one described above.
Anemerging industry isattractiveif itsultimate structure (not itsini-
tial structure) is one that is consistent with above-average returns
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and if the firm can create a defendable position in theindustry in the
long run. Thelatter will depend on its resources relative to the mobil-
ity barriersthat will evolve.

Too often firms enter emerging industries because they are
growing rapidly, because incumbents are currently very profitable,
or because ultimateindustry size promises to be large. These may be
contributing reasons, but the decision to enter must ultimately de-
pend on a structural analysis. Chapter 16in Part 111 of this book dis-
cussesthedecision to enter an industry in considerably more detail.
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The Transition to
Industry Maturity

As part of their evolutionary process, many industries pass from pe-
riods of rapid growth to the more modest growth of what is com-
monly called industry maturity. Snowmobiles, hand calculators, ten-
nis courts and equipment, and integrated circuits are just a few of
the industries going through such a process in the mid- and late
1970s. As discussed in Chapter 8, industry maturity does not occur
a any fixed point in an industry's development, and it can be de-
layed by innovations or other events that fuel continued growth for
industry participants. Moreover, in response to strategic break-
throughs, mature industries may regain their rapid growth and
thereby go through more than one transition to maturity. With these
important qualifications in mind, however, let us consider the case
in which a transition to maturity is occurring and possibilities for
forestalling such a transition have been exhausted.

When it occurs, the transition to maturity is nearly always a
critical period for companies in an industry. It is a period during
which fundamental changes often take place in companies com-
petitive environment, requiring difficult strategic responses. Firms
sometimes have trouble perceiving these environmental changes
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clearly; even when they are perceived, responding to them can re-
quire changes in strategy that firms balk at making. Moreover, the
impact of transition to maturity extends beyond strategic considera-
tions, holding implications for the organizational structure of the
firm and therole of itsleadership. These administrative implications
are at the heart of some of the difficultiesin making the required
strategic adjustments.

This chapter will examine some of these issues, drawing on the
analytical basein Part | of this book. It will focuson identifying the
strategic and administrative problems raised by the transition rather
than on an analysis of the process itself. Industry evolution itself is
treated in moredepth in Chapter 8.

Industry Change during Transition

Transition to maturity can often signal a number of important
changes in an industry's competitive environment. Some of the
probabl e tendencies for changeare as follows:

1. Slowing growth means more competition for market share.
With companies unable to maintain historical growth rates merely
by holding market share, competitive attention turns inward toward
attacking the shares of the others. This situation occurred in 1978in
the dishwasher business, which was becoming saturated, when both
GE and Maytag began to attack Hobart aggressively in the higher-
price segments of the market. Increased competition for market
share requires a fundamental reorientation in a company's perspec-
tiveand a completely new set of assumptions about how competitors
will behave and react. Competitor analysis like that described in
Chapters 3 and 4 must be repeated. Knowledge of competitors
characteristics and their reactions that has been gained in the past
must be reassessed, if not discarded. Not only are competitors prob-
ably going to be more aggressive, but also the likelihood of misper-
ceptions and "irrational’* retaliation is great. Outbreaks of price,
service, and promotional warfare are common during transition to
maturity.

2. Firmsin the industry increasingly are selling to experienced,
repeat buyers. The product is nolonger new but an established, legit-
imate item. Buyers are often increasingly knowledgeable and experi-
enced, having already purchased the product, sometimes repeatedly.
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The buyers focus shifts from deciding whether to purchase the
product at all to making choices among brands. Approaching these
differently oriented buyers requires a fundamental reassessment of
strategy,

3. Competition often shifts toward greater emphasis on cost
and service. As a result of sower growth, more knowledgeable
buyers, and usually greater technological maturity, competition
tends to become more cost- and service-oriented. This development
shifts the requirements for success in the industry and may require a
dramatic reorientation of the "*way of life"" in a company used to
competing on other grounds. The added pressure on costs may also
increase requirements for capital by forcing the firm to acquire the
most modern facilities and equipment.

4. There is a topping-out problem in adding industry capacity
andpersonnel. As the industry adjusts to slower growth, the rate of
capacity addition in the industry must slow down as well or overca-
pacity will occur. Thus companies orientations toward adding ca-
pacity and personnel must fundamentally shift and be disassociated
fromthe euphoriaof the past. A firm isconfronted with the need to
monitor competitors' capacity additions closely and to time its ca-
pacity additions with precision. Rapid growth will nolonger quickly
cover mistakes by rapidly eliminating excess capacity.

These shifts in perspective rarely occur in maturing industries,
and overshooting of industry capacity relative to demand is com-
mon. Overshooting leads to a period of overcapacity, accentuating
the tendency during transition toward price warfare. The greater the
gzeof efficient increments of capacity in theindustry, the more dif-
ficult the topping-out problem. It isalso moredifficult if the person-
nd to be added are highly skilled and require long periods to locate
and train.

5. Manufacturing, marketing, distributing, selling, and re-
search methods are often undergoing change. These changes are
caused by increased competition for market share, technological ma-
turity, and buyer sophistication. (Some of the possible changes have
been discussed in Chapter 8.)The firm is faced with the need for
either a fundamental reorientation of its functional policiesor some
strategic action that will make reorientation unnecessary. If the firm
mug respond to such changesin functional policy, capital resources
and new skills are almost always required. Adoption of new manu-
facturing methods may accentuate the problems of overcapacity dis-
cussed above.
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6. New products and applications are harder to come by,
Whereas the growth phase may have been one of rapid discovery of
new products and applications, the ability to continue product
change generally becomesincreasingly limited, or the costs and risks
greatly increase, as the industry matures. This change requires,
among other things, a reorientation of attitude toward research and
new product development.

7. International competition increases. As a consequence of
technological maturity, often accompanied by product standardiza-
tion and increasing emphasis on costs, transition is often marked by
the emergence of significant international competition. The forces
leading to internationalization of an industry are discussed in detail
in Chapter 13, asare some of the key implications of global competi-
tion. International competitors often have different cost structures
and different goals than domestic firms and a home market base
from which to operate. Significant exports or foreign investment by
domestic firms usually predates transition to maturity in alarge mar-
ket like the United States.

8. Industry profits often fall during the transition period,
sometimes temporarily and sometimes permanently. Slowing
growth, more sophisticated buyers, more emphasis on market share,
and the uncertainties and difficulties of the required strategic
changes usually mean that industry profitsfall in the short run from
the levels of the pretransition growth phase. Some firms may be
more affected than others, the firms with smaller share usualy the
most. Falling profits reduce cash flow during a period when it may
be sorely needed. They also tend to send stock prices tumbling for
publicly held companies and increase the difficulty of raising debt fi-
nancing. Whether or not profits will rebound depends on the level of
mobility barriers and other elements of industry structure which
have been discussed in Part I.

9. Dealers margins fall, but their power increases. For the
same reasons that industry profits are often depressed, dealers mar-
gins may be squeezed, and many dealers may drop out of the bus-
ness—often before the effect on manufacturers' profits is notice-
able. This factor may be seen recently among dealers of televison
receivers and recreational vehicles. Such trends tighten competition
among industry participantsfor dealers, who may have been easy to
find and hold in the growth phase but not upon maturity. Thus,
dealers power may increase markedly.
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Some Strategicl mplicationsof Transtion

The changes that often accompany transition to maturity repre-
sent possible changesin the basic structureof theindustry. Each ma-
jor element of industry structure often is changing: overall mobility
barriers, the relative significance of various barriers, theintensity of
rivalry (it usually increases), and so on. Structural change nearly al-
ways means that firms must respond strategically, becauseit implies
that the fundamental nature of competition changes correspondingly
in theindustry.

Some characteristic strategic issues often arise in transition.
These are presented as issues to examine rather than generalizations
that will apply to all industries; like humans, all industries mature a
littledifferently. Many of these approaches can bea basisfor theen-
try of new firmsinto an industry even though it is mature.

OVERALL COST LEADERSHIPVERSUSDIFFERENTIATE
VERSUSFOCUS—THESTRATEGICDILEMMA MADE ACUTE
BY MATURITY

Rapid growth tends to mask strategic errors and allow most, if
not all, companies in the industry to survive and even to prosper fi-
nancially. Strategic experimentation is high, and a wide variety of
strategies can coexist. Strategic sloppinessis generally exposed by in-
dustry maturity, however. Maturity may force companies to con-
front, often for the first time, the need to choose among the three
generic strategies described in Chapter 2. It becomes a matter of sur-
vival.

SOPHISTICATED COST ANALYSIS

Cost analysis becomes increasingly important in maturity to (1)
rationalize the product mix and (2) price correctly.

RaTIONALIZING THE PrODUCT MIX

Although a broad product line and frequent introduction of
new varieties and options may have been possible during growth,
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and often necessary and desirable for industry development, thissit-
uation may no longer be viable in the mature setting. Cost competi-
tion and fights for market share are too demanding. As a result, a
guantum improvement in the sophistication of product costing is
necessary to allow pruning of unprofitableitemsfrom thelineand to
focus attention on items either that have some distinctive advantage
(technology, cost, image, etc.) or whose buyers are **good'* buyers.'
Average costing for groups of products, or the loading of average
overhead for costing purposes, becomes inadequate for evaluating
the product line and possible additions to it. The need to rationalize
the product line sometimes creates the need to install computerized
costing systems, which had not been of high priority during the in-
dustry's developmental years. Such line pruning has been crucia to
RCA’s successwith Hertz, for example.

Correct PrICING

Related to product line rationalization is the change in pricing
methodology that is often necessary in maturity. Although average-
cost pricing, or pricing the line as a whole rather than as individual
items, may have been sufficient in the growth era,? maturity often
requires increased capability to measure costs on individual items
and to price accordingly. Implicit cross-subsidization within the
product line through average-cost pricing hides products whose mar-
kets cannot support their true costs and gives away profits in those
situations in which buyers are not price sensitive. Cross-subsidiza-
tion also invites price cutting or new product introductions by com-
petitors against the items priced artificially high. Competitors who
lack the costing sophistication to price rationally, and hence who re-
tard the adjustment of prices on unrealistically low-priced items, are
sometimes a problem in matureindustries.

Sometimes other aspects of pricing strategy can and should be
changed in maturity. For example, Mark Controls has achieved
great successin the tough valve business by eliminating unprofitable
lines and also by renegotiating contracts with buyersto include esca
lator clauses for inflation. Contracts in the industry traditionally
had been fixed price, and inflation adjustments were not critical to
raising pricesin the growth phase; no other firm had ever had to ne-
gotiate escalator clauses. However, they have proved to be of great

'See Chapter 6.
'Average-cost pricing may have been desirable to develop the full product line and
establisha market position.
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benefit in the mature phase, when making price increases stick has
becomeincreasingly difficult.

We might summarize this and the other pointsin this section by
saying that an enhanced level of **financial consciousness' along a
variety of dimensions is often necessary in maturity, whereas in the
developmental period of theindustry areas such as new products and
research may have rightly held center stage. Raising financial con-
sciousness may be more or lessdifficult in the industry depending on
the training and orientation of management. In the Mark Controls
case, for example, it took a financially oriented outsider to initiate
financial innovationsin an industry dominated by established family
firms.

PROCESSINNOVATION AND DESIGN FOR MANUFACTURE

The relative importance of process innovations usually in-
creasesin maturity, as does the payoff for designing the product and
its delivery system to facilitate lower-cost manufacturing and con-
trol.> Japanese industry has put a great premium on this factor, to
which many attribute its success in industries such as television re-
ceivers. Designing for manufacture has also been key to Canteen
Corporation's improvements in position in the maturing industrial
food service business. Canteen has moved from allowing local cooks
latitude in the preparation of meals toward common dish formula-
tions nationwide. This change has improved the consistency of the
quality of meals, alowed easier shifting of cooks among locations,
facilitated easier control of operations, and led to other cost-savings
and productivity improvements.*

INCREASING SCOPE OF PURCHASES

Increasing purchases of existing customers may be more desir-
able than seeking new customers. Incremental sales to existing cus-
tomers can sometimes be increased by supplying peripheral equip-
ment and service, upgrading the product line, widening theline, and
0 on. Such a strategy may take the firm out of the industry into re-
lated industries. This strategy is often less costly than finding new

'For an intriguing study documenting thissituation, see Abernathy (1978).
‘For a brief description, see BusinessWeek, August 15, 1977.
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customers. In a mature industry, winning new customers usually
means battling for market share with competitorsand is consequent-
ly quiteexpensive.

Thisstrategy has been or is being practiced successfully by such
firms as Southland Corp. (7-Eleven Stores), Household Finance
Corporation (HFC), and Gerber Products. Southland is adding fast
food, self-service gas, pinball machines, and other lines to its stores
to capture a bigger shareof itscustomers' dollarsand to increase im-
pulse buying and avoid the cost of establishing new locations. Simi-
larly, HFC is adding new services, such as tax preparation, larger
loans, and even banking, to broaden the product lineit can sell toits
very large customer base. Gerber's strategy of '"more bucks per
baby'" is another variation of the same approach. Gerber has added
infant clothes and other infant products to its dominant baby-food
line.

BUY CHEAPASSETS

Sometimes assets can be acquired very cheaply asa result of the
company distress that is caused by transition to maturity. A strategy
of acquiring distressed companies or buying liquidated assets can
improve margins and create a low-cost position if the rate of techno-
logical changeis not too great. Thisstrategy has been employed suc-
cessfully by little-known Heilman in the brewing industry. Despite
increasing concentration at the top of the industry, Heilman grew at
18 percent per year from 1972-1976 (to $300 million in sales in
1976), with a return on equity in excess of 20 percent, by acquiring
regional brewers and used equipment at bargain prices. Industry
leaders have been blocked from acquisitions by the antitrust laws
and have been forced to build large new plants at current prices.
White Consolidated also employs a variant of this strategy. It spe-
cializesin purchasingdistressed companies, such asSundstrand's ma-
chine tool business and Westinghouse's appliance business, at prices
below book value and then reducing overhead. In many cases this
strategy resultsin a profitablegoing concern.

BUYER SELECTION

As buyers become more knowledgeable and competitive pres
suresincrease in maturity, buyer selection can sometimes be a key to
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continued profitability. Buyers who may not have exercised their
bargaining power in the past, or had less power because of limited
product availability, will usually not be bashful about exercising
their power in maturity. ldentifying **good buyers and locking
themin, asdiscussed in Chapter 6, becomescrucial.

DIFFERENT COST CURVES

There is often more than one cost curve possiblein an industry.
The firm that is not the overall cost leader in a mature market can
sometimes find new cost curves which may actually makeit a lower-
cost producer for certain typesof buyers, product varieties, or order
sizes. This step is key to implementing the generic strategy of focus
described in Chapter 2. Consider Figure 11-1, for example:

Specialist in short lots,
custom designed products
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Unit Cost
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leader ship strategy

!
!
|
|
i

Volume o Particular
Product or Variety

FIGURE 11-1. Alternative Cost Curves

Thefirm explicitly designing its manufacturing process for flex-
ibility, rapid setups, and short lots (general purpose, computer-con-
trolled machines, for example) may well enjoy cost advantages over
the high-volume producer for servicing custom orders or small lots.
A viable strategy in such a situation is to focus on orders in the cir-
ded area of Figure 11-1. Cost curve differences allowing such a
strategy may be based on small orders, custom orders, particular
small-volume product varieties, and others. Wickham Skinner has
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described how such manufacturing strategies can be implemented in
his concept of the'" focused factory.’’*

COMPETING INTERNATIONALLY

A firm may escape maturity by competing internationally where
the industry is more favorably structured. This straightforward ap-
proach has been practiced, for example, by Crown Cork and Seal in
metal containers and crowns, and Massey-Ferguson in farm imple-
ments. Sometimes equipment that is obsolete in the home market
can be used quite effectively in international markets, greatly lower-
ing the costs of entry there. Or industry structure may be a great dea
more favorableinternationally, with less sophisticated and powerful
buyers, fewer competitors, and the like. The drawbacksto this strat-
egy are the familiar risks of international competition and the fact
that it may only postpone maturity rather than deal with it.

SHOULDTRANSITIONBE ATTEMPTED AT ALL?

It should not be taken as given that the strategic shifts required
to compete successfully in a maturing industry should be attempted
at all, in view of the substantial and perhaps new types of resources
and skills that may be required. The choice depends not only on re-
sources but also on the number of other firmswho have the capabil-
ity to keep playing in the industry, the expected duration of the tur-
moil in the industry while adjustmentsto maturity are made, and the
future prospects for industry profits (which depend on future indus-
try structure).

For some companies, a disinvestment strategy may be better
than making further reinvestments with an uncertain payout—which
is what Dean Foods has done in fluid milk. Emphasis at Dean has
been on cost cutting and highly selective investments in cost-saving
equipment rather than on expansion of market position.

Industry leaders may or may not be in the best position to make
the adjustments required by transition if they have substantial iner-
tia built into their strategies and strong ties to the strategic require-
ments of the growth phase of the industry's development. The flex-
ibility of a smaller firm may prove advantageous in transition,

'Skinner (1974).
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provided the resources needed to adjust areavailable. Thesmall firm
may also be able to segment the market easier. Similarly, a new firm
entering the industry during the transition phase, possessing finan-
cia and other resources but no tiesto the past, is often able to estab-
lish a strong position. The turmoil caused by the transition period
yields opportunities for the potential entrant provided long-run in-
dustry structureisfavorable.

StrategicPitfallsin Transtion

In addition to failure to recognize the strategic implications of
transition described above, there is the tendency for firms to fall
prey to some characteristic strategic pitfalls:

1. A company's selfperceptions and its perception of the in-
dustry. Companies develop perceptions or images of themselves and
their relative capabilities (**we are the quality leader'”; "*we provi.de
superior customer service'), which are reflected in the implicit as-
sumptions that form the basis of their strategies (see Chapter 3).
These self-perceptions may be increasingly inaccurate as transition
proceeds, buyers' priorities adjust, and competitors respond to new
industry conditions. Similarly, firms have assumptions about the in-
dustry, competitors, buyers, and suppliers which may beinvalidated
by transition. Yet altering these assumptions, built up through ac-
tua past experience, issometimesadifficult process.

2. Caught in the middle. The problem of being caught in the
middle described in Chapter 2 is particularly acute in transition to
maturity. Transition often squeezes out the slack that has made this
strategy viable in the past.

3. The cash trap—investments to build share in a mature mar-
ket. Cash should be invested in a business only with the expectation
of being able to removeit later. In a mature, slow-growing industry,
the assumptions required to justify investing new cash in order to
build market share are often heroic. Maturity of the industry works
against increasing or maintaining margins long enough to recoup
cash investments down the road, by making the present value of cash
inflowsjustify the outflows. Thus businesses in maturity can be cash
traps, particularly when afirmis not in a strong market position but
is attempting to build a large market share in a maturing market.
Theoddsareagainst it.
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A related pitfall is placing heavy attention on revenues in the
maturing market instead of on profitability. Thisstrategy may have
been desirable in the growth phase, but it usually faces diminishing
returns in maturity. Hertz may very wel have had this problem in
thelate 1960s, offering RCA much opportunity for achieving a prof-
it turnaround in the mid-1970s.

4. Giving up market sharetoo easily in favor of short-run prof-
its. In the face of the profit pressuresin transition, there seems to be
atendency for some companiesto try to maintain the profitability of
the recent past—whichis done at the expense of market share or by
foregoing marketing, R&D, and other needed investments, which in
turn hurts future market position. Unwillingness to accept lower
profits during transition can be seriously shortsighted if economies
of scalewill be significant in the mature industry. A period of lower
profits may beinevitable whileindustry rationalization occurs, and a
cool head is necessary to avoid overreaction.

5. Resentment and irrational reaction to price competition
(" wewill not compete on price"). Itisoften difficult for firmsto ac-
cept the need for price competition after a period in which it has not
been necessary, and therefore, when avoiding it may have been a sa
cred rule. Some managements even view price competition as un-
seemly or beneath their dignity. This can be a dangerous reaction to
transition, when a firm willing to price aggressively may be able to
takeshare that will becrucial to establishing a low-cost position for
thelong run.

6. Resentment and irrational reaction to changes in industry
practices (" they are hurting the industry’’). Changes in industry
practices, such as marketing techniques, production methods, and
the nature of distributor contracts are often an inevitable part of
transition. They may beimportant to the industry's long-run poten-
tial, but thereis often resistance to them. Substitutions of machines
for hand methods are resisted, as they have been in some sporting
goods businesses, and firms are unwilling to begin aggressively mar-
keting their products (** marketing does not work in thisindustry; it
requires persona selling™). And so on. Such resistance can put a
firm seriously behind in adapting to the new competitive environ-
ment.

7. Overemphasis on “‘creative,’” “‘new’’ products rather than
improving and aggressively salling existing ones. Although past suc-
cess in the early and growth phases of an industry may have been
built on research and on new products, the onset of maturity often
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means that new products and applications are harder to come by. It
is usually appropriate that the focus of innovative activity should
change, putting standardization rather than newness and fine tuning
at a premium. Yet this development is not satisfying to some com-
panies and is often resisted.

8. Clinging to " higher quality” as an excuse for not meeting
aggressive pricing and marketing moves of competitors. High qual-
ity can be a crucial company strength, but quality differentials have
atendency to erode as an industry matures (see Chapter 8). Even if
they remain, more knowledgeable buyers may be willing to trade
quality for lower prices in a mature business where they have pur-
chased the products before. Yet it isdifficult for many companies to
accept the fact that they do not possess the highest quality product or
that their quality is unnecessarily high.

9. Overhanging excess capacity. As a result of capacity over-
shooting demand, or because of capacity increases that inevitably
accompany the plant modernization required to competein the ma-
ture industry, some firms may have some excess capacity. Its mere
presence creates both subtle and unsubtle pressures to utilize it, and
it can be used in waysthat will underminethe firm's strategy. For ex-
ample, overhanging capacity can push a firm into the middle, in the
terminology of Chapter 2, rather than maintaining a more focused
approach. Or it can lead to managerial pressuresto fall into the cash
trap. It is often desirable to sell off or scrap excess capacity rather
than hold it. Obviously, however, capacity should not be sold to
anyone who will useit in the same business.

Organizational Implicationsof Maturity

We tend to think of requirements for organizational change as
resulting from major shiftsin strategy and from evolution in thesize
and diversification of a company. The necessary fit between organi-
zational structureand a firm's strategy holds equally truein industry
maturity, and the transition to maturity can be one of the critical
points in the development of an organizational structure and sys-
tems. Particularly in the area of control and motivational systems,
thereare some subtle adjustments that must take place.

On the strategic level, we have discussed how a firm must be
Prepared to adjust its key competitive priorities to the often differing
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requirements of industry maturity. More attention to costs, cus-
tomer service, and true marketing (as opposed to selling) may be re-
quired. Reduced attention to introducing new products versus refin-
ing old ones may be necessary. Less ™ creativity" and more attention
to detail and pragmatism is often what is needed in the mature bus-
iness.

These shifts in competitive focus obviously require changes in
organizational structure and systems to support them. Systems de-
signed to highlight and control different areas of the business are
necessary. Tighter budgeting, stricter control, and new performance-
based incentivesystems may well be required in the mature business,
all more formal than those used previously.® Control of financial as-
sets such as inventory and accounts receivable may take on greater
importance. All these sorts of changes have been key to successful
company turnarounds in industries such as nursing homesand recre-
ational vehiclesthat have recently gonethrough transition.

More coordination across functions and among manufacturing
facilities must often occur for the company to be cost competitive.
For example, industry maturity means that regional plants hereto-
fore operating independently may well have to be tied together and
better coordinated, requiring not only new systems and procedures
but also major changesin the plant managers' jobs.

There can sometimes be resistance to changes along these lines.
The company that has prided itself on pioneering and on a high-
quality product may find it very difficultto engage in ** distasteful ™
price competition and in aggressive marketing, as was discussed pre-
vioudy. Competition along these dimensions is often resented deep
down in the organization, all the way to the shop floor and the sales
force. Sacrificing quality for costs and close monitoring of costsare
resisted. Furthermore, new reporting requirements, new controls,
new organizational relationships, and other changes are sometimes
seen as a loss in personal autonomy and as a threat. A company
must be prepared to reeducate and remotivate personnel at all levels
asit enters the maturity stage.

‘In the transition from an entrepreneurally managed to a more professionally
managed company, organization and systems must become mor e rationalized, for-
mal, and impersonal. Whereasthis transition isdifficult in itself, it isimportant t-
note that the organizational transition requiredto cope with industry maturity may
also involve a different structureand different focal points for the key managerial
systems, as a result of the changes in the competitive environment brought on by
maturity. If these two transitions have to occur simultaneously in a company, it
raisesa seriouschallenge.
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General management must also be aware of subtle changes in
the motivational climate in the organization that can accompany
transition to industry maturity. In the growth period which preceded
transition, opportunities for advancement have usually been great,
excitement has been high for the participants in the rapidly growing
enterprise, and intrinsic job satisfaction has obviated the need for
much in the way of formal internal mechanisms to build company
loyalty. Yet in the more mature competitive environment, there is
less growth, less glamour, less excitement, and the spirit of pioneer-
ing and uniqueness tends to fade. This development raises a number
of extremely difficult problemsfor general management.

1. Scaled down expectations for financial performance. The
standards for acceptable growth and profits must often be reduced
in managers' minds. If managers try to meet the old standards, they
may take actions that are extremely dysfunctional for the long-run
health of thecompany in the mature market unlessit has an extreme-
ly strong market position. The scaling-down process is difficult be-
cause astrong tradition of achieving financial results may have been
built up through past successes by the organization. | hasten to add
that general management of the organization is subject to the same
problemsin revising its own expectations.

2. Moredisciplinefrom the organization. All the common envi-
ronmental changes in a mature industry previously described allow
lessslack and require greater discipline from the organization in exe-
cuting its chosen strategy. This need extends to all layersof the orga-
nization in tangibleand intangible ways.

3. Scaled-down expectations for advancement. Past rates of
personal advancement are unlikely to be possiblein the more mature
environment. Yet managers may have learned to define success in
terms of advancement at the old pace. Many managers may leave
during the transition process for these reasons, and the pressure the
organization places on the general manager can be great. The chal-
lenge for general management is to find new ways to motivate and
reward personnel. The pressure of transition in this area leads some
companies to diversify to provide the growth and advancement pos-
sihilitiesof those of the past. Diversifying solely for this reason can
beaseriouserror.

4. More attention on the human dimension. In the process of
adapting to the new climate of the mature industry, and the shifting
strategic priorities implied, there will usually bea need to place more
attention internally on the human dimension. Organizational mecha-
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nisms are required to build more company identification and loygl-
ty, and more subtle motivational devices must be developed thap
those that have sufficed during the rapid growth phase. Support angd
encouragement internally are needed to replace the external stimulj
and rewards of the past and to provide a backstop for the difficult
internal adjustments in organizational climate that may berequired.

5. Recentralization. The pressures industry maturity places on
cost control may sometimes require the reversal of previous moves
to create autonomous profit centers, at the plant level and elsewhereg,
This is particularly true if the profit center organization was de-
signed to facilitate the addition of new products or to open up new
markets astheindustry devel oped.

A shift back to a more functional organization increases central
control, can eliminate substantial overhead, and can enhance the
possibilities for coordination among units. Coordination may be-
come more important than entrepreneurship in the mature business.
Crown Cork and Seal achieved a dramatic turnaround by using this
approach, troubled Texfi is now attempting it in its textiles,’ and
Burger Kingisusing it to take on McDonald's.

Industry Transition and the General Manager

Industry transition to maturity, especially when it requires
many of the strategic adjustments described above, often signals a
new ""way of life' in a company. The excitement of rapid growth
and pioneering are replaced by the need to control costs, compete on
price, market aggressively, and so on. Thischangein the way of life
has important implications for the general manager.

The atmosphere of the company may well change in ways the
general manager may find undesirable. He or she cannot provide as
much opportunity and advancement for personnel and must increas
ingly measure performance closely through detailed and formal sys
tems. The old informality and personal friendships may be hard to
maintain in such an environment. The skills required of the genera
manager shift as the key requirements of the organization shift.
Tight cost control, cross-functional coordination, marketing, and 0
on may be very different skills than those required to build the orga-

'Business Week, August 1S, 1977.
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nization in a rapidly growing industry. These new skills are both
strategic and administrative, and thus the adaptation isdoubly diffi-
cult.® Finally, the mood or feeling of excitement and pioneering the
general manager has felt in the past may give way to one of increas-
ing pressure to keep up and concern for survival. Often a sort of
malai se appears.

Thustransition to maturity is often a difficult period for a gen-
eral manager, particularly for the founding entrepreneur but not ex-
clusvely so. Some unfortunate but common outcomes are as
follows:

e Denies transition: The general manager fails to recognize and
accept the changes required or lacks the required skills. Asa-
result, the historical strategy and organizational arrange-
ments are doggedly continued. Thissort of rigidity isa com-
mon reaction to strategic difficulty not only during transition
but also in other adverse company situations.®

¢ | eaves active management: Recognizing that either the new
way of lifein the company is nolonger satisfactory or that his
or her managerial skills are inadequate for the new environ-
ment, the general manager relinquishescontrol.

The implication of industry transition for the general manager
carries an important message not only for the general manager him-
«df but also for the corporate management of diversified compan-
ies. The standards for measuring business unit managers usually
need to changein a mature business, as do the skills and orientation
of the general manager. 1t may be, for these reasons, that rotation of
managers is appropriate as a division enters maturity. Thereisa ten-
dency in diversified companies to apply the same standards to divi-
son managers regardless of their fundamentally different strategic
situations and to expect managers skilled in one setting to manage
wdl in another. Attention to the managerial implications of transi-
tion to maturity isoneway to avoid thesedifficulties.

'In the classic transition from an entrepreneurally to professionally managed
company, the adaptation in skills required of the general manager islargely along
organizational and administrativelinesonly.

*See Porter (1976b).
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Competitive Strategy In
Declining Industries

For purposes of strategic analysis, declining industries are treated
here as those that have experienced an absolute decline in unit saes
over asustained period." Thus, decline cannot be ascribed to the bus
iness cycle or to other short-term discontinuities, such as strikes or
material shortages, but represents a true situation in which end-game
strategies must be developed. There have always been industries in
decline, but the prevalence of this difficult structural environment
has probably increased with slower world economic growth, product
substitution resulting from rapid cost inflation, and continued tech-
nological change in areas like electronics, computers, and chemicals.
Although deceptively familiar as a phase of the product life cycle,
declining industries have not received much study. The decline phase
of a businessischaracterized in thelife-cyclemodel asone of shrink-
ing margins, pruning product lines, falling R&D and advertising,
and a dwindling number of competitors. The accepted strategic pre-
scription for decline is a " harvest' strategy, that is, eliminating in-
.vestment and generating maximum cash flow from the business,
'This chapter has benefited greatly from work by Kathryn Rudie Harrigan, my

student at Harvard and now Assistant Professor of Businessat the University of
Texasat Dallas.
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followed by eventual divestment. The product portfolio models in
common use for planning today yield the same advice for declining
industries: Do not invest in slow or negative-growth, unfavorable
markets but pull cash out.

However, in-depth study of a wide spectrum of declining indus-
tries suggests that the nature of competition during decline as well as
the strategic alternatives available to firms for coping with decline
areagreat deal more complex. Industriesdiffer markedly in the way
competition responds to decline; some industries age gracefully,
whereasothers are characterized by bitter warfare, prolonged excess
capacity, and heavy operating losses. Successful strategies vary just
as widely. Some firms have reaped high returns from strategies ac-
tualy involving heavy reinvestment in a declining industry that make
their businesses better cash cows later. Others have avoided losses
subsequently borne by their competitors by exiting before the decline
wasgenerally recognized, and not harvesting at all.

This chapter will apply the analytical toolsof Part | to the pecu-
liar environment of declining industries, in cases where the decline it-
«f is beyond the control of incumbent firms.? First | will describe
the structural conditions that determine the nature of competition
during the decline phase and the hospitability of the industry to
those firms that remain. Next | will identify in some detail the gen-
enic strategic alternatives (end-game strategies) available to the firm
in decline. The chapter will conclude with some principles for choos-

ing astrategy.

Structural Determinantsof Competition in Decline

In the context of the analysisin Chapter 1, a number of struc-
tural factors take on a particular importance in determining the na-
tureof competition in the decline phase of anindustry. Shrinkingin-
dustry sales make this phase potentially volatile. However, the ex-
tent to which the incipient competitive pressure erodes profitability
depends on some key conditions, which influence how easily capaci-

'Decline may sometimes be reversed through innovations, cost reduction, and shifts

in other circumstances. Some approaches to staving off decline are discussed in
Chapter 8. Our focus in this chapter is on industries in which available remedies
have been exhausted and the strategic problem thus becomes coping with decline.
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ty will leave the industry and how bitterly the remaining firms wij
try to stem