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Session 6 Recap – Chap 6: Industry Analysis 

Industry analysis attempts to answer 2 questions:

1. What characteristics of a market context are important determinants of a firm’s profitability? To answer this question, analyze competitor’s behavior, industry demand, the effects of firm entry, etc.

2. Given a firm’s market context and assets, what strategic actions can a manager take to improve his/her firm’s performance? 
In general, the effects of industry on the performance of a firm are most visible when a fundamental change in the industry takes place. Examples are:

· OPEC price increases in the 70s impacted profitability of plastics companies, which use petroleum derivatives as a primary input.

· APS cameras and film in the 90s reduced demand for 35mm film processing

· Entry of foreign competitors in the US car market reduced profitability of US automakers in the 70s and 80s. These new entrants increased the level of competition and also led a shift in demand towards smaller cars.

Frameworks for Industry Analysis

Traditionally, industry analysis is conducted from the perspective of incumbent firms – firms active in the industry at the time of the analysis. However, it can also be done from the perspective of a prospective entrant.

Industry analysis focuses on long-run performance of the industry, in order to uncover the fundamental structure conditions that affect firm performance.

The logic of industry analysis is the following:

1. The value chain in which firms participate (suppliers to industry firms to buyers) creates value

2. The participants in the chain will divided up that value among themselves

Industry analysis therefore enables firms to think systematically about how they might increase the total value created and maximize the share of it they capture as profit

Several older frameworks for analyzing industries are presented in the book (Structure-Conduct-Performance and Porter’s Five Forces). However the framework that they really want us to use (and captures the ideas in SCP and Porters anyway) is to define PIE – Potential Industry Earnings – and determine how to divide it up.

Value Creation: defining PIE

PIE is the maximum potential profits that can be captured by the value chain. This is illustrated by the area under the demand curve for end buyers and above the opportunity cost of resources line (sum of marginal costs by the companies in the value chain to deliver the product). In other words, PIE is the total value created minus the opportunity cost of resources required to produce that value. Two things to note about PIE:

· In general, it’s better to participate in an industry that has a bigger PIE

· An industry is more attractive as the share of PIE that it can capture increases.

Determinants of PIE are:

· Anything that changes the demand curve, i.e.

· Existence of Substitutes – less is better, more is worse. (NOTE: in the analysis, use “close substitutes” to define the industry – products that are perceived to be viable alternatives by buyers. The US DOJ has a specific definition of substitutes described in the chapter if you’re really interested)

· Existence of complements (products used in conjunction with those of incumbent firms, i.e. computer hardware and software) – more complements at lower prices is good, less at higher prices is, well, less good.

· Demographic changes (i.e. population growth, income growth, changes in tastes, etc)

· Anything that changes opportunity cost of resources

· Cost reductions by suppliers and/or incumbents

· State of technology

· Fluctuations in input prices

Capturing Value – dividing PIE

To assess ability of the incumbent firm to capture value, use Porter’s forces and rank each on a scale from low to high to determine how PIE is allocated within the value chain.

1. Effects of Competition

· Assume that no other layer in the chain is capturing PIE (i.e. no buyer and supplier power)

· Intensity of competition: more intense limits share of PIE, less intense (approaching a monopoly) increases share of PIE. Rule of thumb – industry where no firm has large market share (dispersed) is more competitive than one in which one or few firms have large share (concentrated)

· Product differentiation: more differentiated = less competitive.

· Behavior of competitors: cooperative behavior (i.e. use of cartels to control production and set prices) reduces competition

2. Barriers to Entry (and Incumbency Advantage)
· If firms are earning high returns, other firms will want to enter, leading to increased competition

· Barriers to Entry: 

a. Production or Distribution Technology

b. Scale – in some industries where scale efficiencies are impt (i.e. autos), small companies cannot enter and be competitive.

c. Brand Name/Reputation – if either are strong, makes it difficult for entrant to convince buyers to switch.

d. Legal – i.e. trade barriers, patent protection

· Incumbents have incentive to create barriers to entry, i.e. by lobbying for trade barriers, invest in excessive brand development.

3. Supplier Power

· Look at suppliers immediately adjacent to incumbents in the value chain, and evaluate their bargaining strength with incumbents.

· Competition among suppliers is major factor. Highly competitive = low supplier power.

4. Buyer Power 

· (evaluate same way as Supplier Power)

· Look at buyers immediately adjacent to incumbents in the value chain, and evaluate their bargaining strength with incumbents. If buyers are in competitive market, their power will be low. If buyers are consolidated, then power is higher.
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