Chapter 18 – Porter’s Five Forces (May they be with you)

The main question addressed in this chapter is “What determines the profitability of a firm?” with implications as to what can be done to improve this profitability.  The most popular checklist is Michael Porter’s Five Forces, as outlined in his 1980 book Competitive Strategy:

	Force
	A firm will be more profitable…

	1. Rivalry among existing firms
	…the less intense the rivalry

	2. Potential entrants (barriers to entry)
	…the higher the barriers to entry

	3. Substitute products (and complements)
	…the fewer the substitute products to what it sells and the stronger the firms selling complementary products

	4. Bargaining power of customers
	…the weaker the bargaining power of customers

	5. Bargaining power of suppliers
	…the weaker the bargaining power of suppliers


18.1 The industry and important niches

The first level analysis, before looking at a specific firm, is to study the profitability of the industry as a whole.  How broadly or narrowly can we define this industry? There is no hard-and-fast rule: the general question is: “Which firms face roughly the same conditions?”  

Within each industry there are niches [not pronounced like Nietzsche], or specialized markets, which may be subject to different competitive forces than their broader industry.  A niche may be a more relevant unit of analysis in those cases. 

18.2 Force 1: Potential entrants

Firms in a profitable industry remain profitable to the extent that barriers to entry impede potential entrants.

Two types of barriers: 1) tangible and 2) psychological (belief that existing firms will fight entry)

	Tangible barriers to entry
	Comment

	1. Scale-based cost advantages
	Firms are large, because fixed costs are high and efficient scale is large

	2. Scope-based cost advantages
	Firms share certain fixed costs among a number of different products (e.g. distribution of a wide variety of products)

	3. Knowledge-based cost advantages
	Firms hold proprietary information (experience, R&D)

	4. Financial resources and extending market power
	Firms have ability to fight off entrants (e.g. by cutting prices)

	5. Favored access to resources
	E.g. airlines control counter space and slots in airports

	6. Favored access to distribution channels
	E.g. shelf space in supermarkets

	7. Customer good-will and reputation
	Loyal customer base

	8. Customer lock-in
	Can be dangerous, some firms will avoid getting locked in

	9. Legal and political restrictions
	Licenses, aid (especially for foreign vs domestic firms)


Mobility barriers: what barriers to entry are called when competition comes from within.  

18.3 Force 2: Substitute and complementary products

Substitutes: Impact is to restrain industry participants from charging high prices: demand is more elastic.

Complementary products: Impact is beneficial to players (airlines benefit from Boeing/Airbus rivalry).

18.4 Force 3&4: Bargaining power of customers and suppliers

What makes a customer/supplier powerful?

· Supplier has unique franchise, supplier industry is concentrated, not restrained by substitutes

· Client industry is highly concentrated, there are substitutes, client resists price raises.

18.5 Force 5: Rivalry

Vicious and cut-throat competition is bad, restrained rivalry is good. 

[Chapter 19 supposedly provides deeper insights than this…]

18.6 Monopoly and oligopoly

[Announces following chapters] Main point is that Porter’s Five Forces apply to industries (or niches) with few participants and industries with a single firm.
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