CHAPTER 3

Analysing the external
environment

Your learning objecti r this chapter are to be able to:
Lo 3.1 define w@ ustry is and identify the industry in which

various organiSations operate

Lo 3.2 analyse the factors in the macro-environment that influence
future industry growth

Lo 3.3 explain what the five forces model is and identify the key
criticisms of the model

L0 3.4 describe how the five forces model can be used in strategy
development

L0 3.5 recognise the implications of industry turbulence and life-cycle
stages for business strategy
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Lo 3.6 identify the benefits of scenario planning as an
alternative to the five forces model

L0 3.7 describe the differences between markets and industries
as a basis for strategic analysis

Lo 3.8 explain how the diamond model can be used to analyse
international competitiveness and its implications for
organisations

L0 3.9 describe how the five forces model can be applied to
public sector and not-for-profit organisations

How a changing environment has aff the
iron-ore industry

The extraction and export of iron ore from the Pilbara area o ustralia has been an
important component of the Australian economy since the m|d 1970s, production had
reached 100 million tonnes a year (up from around 10 mi nes a decade earlier). Production

from two sides. The main buyers at this point w apanese steel mills and they acted as an
oligopoly, allowing one player (often Nippon
the entire Japanese industry. This kept th generally in the mid-US$20 per tonne range.
At the same time, the industry was b dustrlal disputes. These were creating significant
issues for the main miners in the r often built in overcapacity of around 30 per cent just
to ensure they would be able t eir contractual obligations. This changed in 1986. Cliffs
Robe River (which was late
between March an
not a single mont

remained relatively constant through the 1980s @dus was beset with pressures coming

egotiate the price for the year on behalf of

GI

@to industrial action (which was an extreme outcome given that
ding year had been free from strike action). All employees were
dismissed but they were offered new individual contracts. Unsurprisingly, these were rejected and
a period of tension followed, with demonstrations and very limited activity on the mine site with
only a skeleton workforce in place. By 1987, employee levels had risen back to one-third of the
original levels and this eventually increased to approximately two-thirds of the original numbers.
Productivity, however, doubled per worker. Following the changes at Robe River, similar changes
were made across the big players, BHP and Rio Tinto.

By the late 1990s, there was talk of significantly increased volumes on the basis of the growth
of the Chinese economy. The demand coming out of China was growing significantly every year,
though at this stage this had made little difference to the price, which was still stuck at little more
than US$20 per tonne. In an effort to improve the bargaining position of the iron-ore miners, there
was considerable consolidation to the point that by the time Norths was acquired by Rio Tinto in
2000, Rio Tinto and BHP were the only sizeable producers operating in the Pilbara. Along with
CRVD (today known as Vale), these three producers controlled more than 80 per cent of ship-borne
exports (mainly to Japan, China and Korea).
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macro-
environment
Those general
influences
that affect an
industry.

industry
environment
Factors within
an industry that
affect both its
profitability and
the competitive
position of
organisations
within it.

PART 1 Business strategy

By 2005, Japanese and Chinese buyers were seeking supply from limited producers and prices
were more than US$50 per tonne. These desirable industry conditions attracted interest from other
parties such as Fortescue and even very small players such as Atlas. The production of these smaller
players and the expansion efforts of BHP and Rio saw massive increases in supply and a subsequent
softening in the price.

By 2015, demand from China had levelled out and the price was headed down into the US$50
per tonne range, eventually bottoming out at US$40.8 per tonne in December that year. Many
smaller players exited the industry and while demand remains strong, the level of demand from
China is keeping prices down from the highs of 2011 to 2013. Today, the future is very much tied
to further infrastructure development in China (as the biggest buyer of iron ore) and the level of
competition in the industry similarly varies according to the prevailing spot prices and forward
projections.

In this chapter we analyse the external environment. As we showedgn the model in Chapter 1,
we regard the ‘external environment’ as those factors outsidegthe, orgaiisation that influence its
strategy. Most people find this the most difficult part of the analysis for two reasons. First, the
breadth of the analysis required and the uncertainty add ambigtity that exists due to the many
signals that are received from the environment make ifitegpretation difficult. Second, it deals
with issues that the organisation cannot controlgso mahagement wonders why the organisation
should be concerned with it. However, some of the mest profound influences on an organisation’s
strategy come from environmental factors™(ejg. changes in regulations, rapidly emerging online
technologies and increasingly uncertain ‘¢limate patterns), so we have to conduct this element
of the analysis. These factors havegbeenshown empirically to have a significant impact on firm
profitability, with their impact(depending on the industry, country and how the data was
collected) being estimated a§ contribfiting to between 20 and 40 per cent of the variability in
performance of firms.!

We break the external €nvironment into two sections: the macro-environment and the industry
environment (see Figuted3. ). The macro-environment includes those general influences that
affect an industry, MaCrofenvironment issues tend to affect many industries, but we are concerned
with their effe€t on the growth of the particular industry we are analysing. For instance, the setting
of interest ratésmi a macro-economic policy lever designed to influence the general level of
economic activity. However, for the housing industry, interest rates are a prime determinant of the
demand for new housing. Hence, organisations in the housing industry must carefully monitor
and forecast interest rates, and particularly the home loan mortgage rate, to assist them to predict
future housing demand.

In the industry environment, we consider those factors within the industry that affect both its
profitability and the competitive position of organisations within it. Our consideration of the
industry includes analysing not only the organisation, its competitors and strategic groups, but also
their buyers (customers), suppliers, substitutes and potential new entrants. We also consider the
role of government, which is particularly important in small economy countries, as well as the role
of complementor organisations. Then we turn to the dynamic issues of industry turbulence,
industry life cycles, scenario planning, clusters and networks. Finally, we consider industry analysis
for internationally competitive industries and for the public sector and not-for-profit (NFP)
organisations.
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FIGURE 3.1 The external environment

(AACROENVIRONAZg

Economic

-

International

Social/
cultural

Defining the i r

From a practical
define the industr
business units produ

Spectiv ensure that our analysis is consistent, it is very important to
are)dealing with. An industry is defined as a group of organisations or
ose substitutes. The concept of ‘industry’ is actually a perception, not
a reality.? For instance, a private girls’ school may define itself as being in the ‘girls” school’
industry as it perceives its competitors to be other girls” schools. However, parents may be
choosing between a girls’ school, a co-educational private school and a government school.
Co-educational schools, which are also seeking girls, may define themselves as being in the
‘schools’ industry.

The industry definition should also include a geographic element. This leads to clearer thinking
about who the real competitors are. For instance, most schools compete in closely defined
geographic areas or areas defined by public transport systems. The analysis of the ‘Sydney girls’
schools’ industry is different from the analysis of the ‘Eastern Suburbs girls’ schools’ industry, the
latter being more likely to be a true indicator of the main set of close competitors. A narrow
definition makes it easy to analyse the industry but runs the risk of missing new trends, which
often come from new entrants or substitutes. A wide definition makes it harder to analyse because
it is easy to become lost in the mass of data. However, as Figure 3.2 shows, the definition is not
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LO 3.1

Define what
an industry is
and identify
the industry in
which various
organisations
operate.

industry

A group of
organisations or
business units
producing close
substitutes.
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FIGURE 3.2 Wide and narrow definitions of an industry
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right or wrong. It simply determinesawh

(see next section). The i t issue 15 to be consistent throughout the analysis. Our experience
in strategy planning ops is that failure to define the industry clearly at the start of the

information is analysed under each particular heading.
Under a narrow definition of the
are not ignored but are han

, competing products from outside the narrow definition
itutes or new entrants in the industry analysis framework

analysis is a major {ra
an be difficult if the organisation is competing internationally (e.g. in

nd China). If the industry is defined geographically as ‘the international xx’
industry, a co problem is that the different countries have different environments and
cannot be generalised. Therefore, in practice, it is best to conduct country- or region-specific
analyses rather than one generalised ‘international’ analysis.

The best approach is to define an industry through the eyes of its customers. For example, an
Australian flying from Sydney to London for a holiday has literally dozens of options—from
inexpensive ‘flag carriers’ like Philippine Airlines or Vietnam Airlines, to full-service, first class
offerings from airlines like Emirates and Qantas. Most customers will have criteria to limit their
choices (and make their decision easier). For some it will be as simple as ‘whichever is cheapest’.
For customers such as these, a small number of carriers will be considered, and could thus be seen
to be in direct competition for these consumers’ dollars.

Other consumers will look for an airline with a good safety record, good in-flight service and
speedy connections through Asia or the Middle East on their way to Europe. These types of
customers will compare what is on offer from airlines like Qantas, Singapore Airlines or Cathay
Pacific (for example).
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Analysing the macro-environment 032
nalyse the factors
in the macro-

In analysing the macro-environment, many analysts forget the purpose of the analysis. We are environment that
interested in answering two questions: influence future
industry growth.

1 What are the major trends affecting the future growth of the industry?
2 In summary, will this industry grow faster or slower than average industry growth rates?

Note that the analysis is being conducted at the industry level, not the organisation level. The
specific effects on the organisation can be addressed later, but we are concerned primarily with
the issue of expected future industry growth rates, and the driving forces of that growth. How
far into the future should we look? Since we are undertaking strategic analysis, our time frame of
analysis should be consistent with our definition of ‘long term’ for our particular industry—three
to five years in most cases.

To make analysis of the macro-environment a little easier, we divide it in al types of
trends that might have an important impact on the industry. These are ec ic tical, legal,

technological, sociocultural, demographic, green environment and inter trends. For any

particular industry, one or more types may be very important, may be of little

importance. While we have found that these headings work we ituations, in making
your analysis you may find other headings that are even more usgfu hisig@ practical framework

rather than a theoretical framework. We consider each of al elow.

Economic trends

Economic indicators that might affect an cduld include gross national product and

personal disposable income growth rates, inflati tes, unemployment levels, interest rates,
exchange rates, taxation rates and wage,l Fominstance, the demand for international airline
travel is highly affected by growth in posable income; that is, as individuals’ disposable
1 airline travel increases even faster. International
travel also tends to increase whe e currency is strong (e.g. Australians tend to travel more
ng).

While general e i are important, often a specific indicator would be more relevant

when the Australian dollar4

for future growth age rates are more relevant than general interest rates for the housing
industry; exchange rates heavily impact Australian and New Zealand wine exports). Economies
also have cycles of growth and recession. It is important to be aware of this, rather than simply
extrapolating future growth from past data. The more knowledge you have of the industry, the
more specific will be the macro-environmental factors that you identify.

Political trends

Since industries in most smaller economy countries such as Australia, New Zealand and Singapore
are affected intimately by political influence and legislation, this area is likely to contain several
key trends. One political trend is the provision of health services. Most countries in the OECD
(outside of the USA) have variations of a single payer system whereby the government funds most
basic health care at some base level. However, as the population ages, the proportion of GDP that
is expended on health care increases every year (also coupled with the fact that advances in health
care in terms of equipment and medication invariably add further expense to the system). The
result is that different countries are developing new policies such as co-payments, limits,
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encouraging elements of private insurance, and so on, as ways to limit their expenditure. These
changes create opportunities for some organisations, such as private health insurance funds, but
restrict opportunities for other organisations, such as those that make pharmaceutical products
that are not subsidised through the government-funded Pharmaceutical Benefits Scheme.

Governments influence organisations and entire industries not only through legislation, but
also through government agencies and government administrative regulation. For instance, the
Australian Competition and Consumer Commission has been a very active enquirer into industry
practices and has caused substantial changes in many industry structures and practices, as well as
preventing a number of planned industry consolidations that it felt would reduce competition,
such as in the Australian banking industry. Table 3.1 shows some major future government issues
for most countries.’

TABLE 3.1 Major government issues for the future

Debt/income levels Pension funding

Immigration policy and management Healthcare fundi

Free trade vs. national workforce support

Worker/retiree ratios medical and ethical management

Legal trends

In addition to specific legislation that m political influences, developments in the legal
system can also have an importan, on an industry. For instance, the increased willingness
ssionals for malpractice has led directly to the move by

of courts to award damages again

professionals away from p stiuctures with unlimited personal liability, towards corporate

structures with limited 4iabilityy, Gradually, over the past decades, the legal responsibilities of
company directors sed such that directors can be held responsible (and even jailed) if
ig pect of conditions that led to workplace deaths or other occupational

he introduction of US-style class action litigation in other countries has

shown to b
health and(saf¢
made it easier for dndividuals to pursue actions against organisations, particularly those in the
consumer products area. Food contamination, tobacco and asbestos health suits, chemical

leaching and utility disruptions are some examples. Some legal firms, including Slater and Gordon,
and Maurice Blackburn, have built their business strategy and reputation on pursuing such actions
in Australia. The responsibility of the fast-food industry for the obesity epidemic, the US
Environmental Protection Authority decision that carbon dioxide is a health hazard (just as it
decided tobacco was almost 50 years ago) and the Australian Government’s carbon tax and
requirement for plain, unbranded packaging for cigarettes are recent examples of emerging legal
issues at the industry level.

Technological trends

The world is in the midst of a series of technological revolutions. Most industries are affected.
Online technology for purchasing—and selling—goods and services has changed convenience
levels and expectations, introduced international/global customers, suppliers and competitors to
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industries, and created untold new products and services (e.g. apps, social media) that are a direct
result of the technology. Cloud computing, WiFi, cheap global communications, global
outsourcing, and so on, are also impacting the internal operations of most organisations and
changing the value chain and consequent business model. Many print media sources (e.g. Harvard
Business Review, Fortune, BOSS) publish annual lists of ‘big ideas’ that organisations may need to
consider in their future plans. Table 3.2 lists a variety of technologies that are expected to have
wide-ranging effects on various industries in the future.

TABLE 3.2 Important technologies of the future

3D printing Laparoscopy

Artificial intelligence Nanotechnology

Cloning and bioengineering Neuroscience

Fast broadband/mobile communications Robotic-mediated software
Fracking Social networking

Genetic engineering Solar power

Holographic radiation Voice-activated ¢

Sociocultural trends

Sociocultural trends are often difficult to captur rdtegic analysis because they change almost
imperceptibly. Nevertheless, spotting trends rstanding new attitudes is important for

future success. For instance, changing sfiarital/partner and working relationships have created
d for more convenience foods, longer shopping
ased child care and online dating. The role that
and LinkedIn, as well as many other online channels,

new markets and new needs, such
hours/online shopping, smaller

udes and decisions remains widely underestimated and
misunderstood by trad

Cultural issue e fact that, as a society becomes more multicultural through more
varied immigration sources, assumptions about what is ‘normal’ or ‘acceptable’ become less clear.
One area where this has shown up is in the food industry. Supermarket product ranges now offer
a vast variety of food choices. Indian, Chinese, Thai, Greek, Italian, Japanese, Korean, Malaysian
and Indonesian cuisines, among others, have changed what is eaten, when it is eaten and how it
is eaten. The different attitudes and behaviours of Generations X and Y have also led to significant
changes in the products and services valued and purchased, as well as employment expectations.

Table 3.3 (overleaf) gives some examples of major global sociocultural issues.’

Demographic trends

Demographics are often forgotten in strategic analysis. Organisations assume that their market will
simply grow by x per cent each year. But the key drivers are population growth, plus inflation,
plus some real increase in performance. For instance, assumptions of 2 per cent population
growth, 3 per cent inflation and a real increase in volume of 1 per cent leads to a 6 per cent future
growth rate being assumed.® However, growth in the general population may not translate to
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TABLE 3.3 Major global sociocultural issues

Aged care Immigration management
Environmentalism Labour/people mobility
Flexibility of employment conditions Obesity

Global issue mobilisation Social networking
Growth/size of population

growth in a specific population for a particular industry. For instance, a reducing birth rate will
result in less demand for primary schools (and eventually high schools and universities) and
products associated with children. On the other hand, the number of #lderly people is rapidly

expanding as life expectancies increase. This has implications for j ieg such as hospitals,

retirement villages, home builders and medical businesses, to name & feyw. Changes may extend
beyond age distributions as it is the increasing urbanisation
for new cars in the USA.”

Much of the demographic data are available so that itgf
should be quite predictable. For instance, only
approaching the replacement rate of 2.1 children pe
are already clear. Immigration will become a major

in many countries. Table 3.4 gives some e es of demographic trends in Australia.

The challe \makmg long-term projection

Australia’s populatlon is increase by 50—-100 per cent by 2050. This would seem to be a
very large margin o ttl Australian Bureau of Statistics has developed models based on
high, moderate an umptions. If migration increases to 22 000 people per year and the
number o er female increases from approximately 1.85 at present to 2.0, and
furtherm ectancy at birth continues to extend, then Australia will have more than

40 million pe 2050.

However, at the low end, if migration drops away (possibly due to government policy), fertility
drops down to 1.6 births per female and life expectancy only increases marginally, we will have a
population of around 30 million. In all cases, the proportion of the population that is over 65 is going to
increase, with the moderate assumptions seeing an increase in this age demographic by 60 per cent.

Outside of population projections, our extraction of many key minerals and fossil fuels (e.g. iron
ore, natural gas, bauxite) will continue for many decades to come, but other resources such as lead,
zinc and crude oil will be dwindling. We will remain food secure, but agricultural trade is expected
to drop due to a drop in output on the basis of climate change.

Economically, growth is expected at 2.5 per cent per year (slightly lower than previous decades)
with a shift towards services and away from primary and secondary industries such as agriculture
and manufacturing. Our largest trading partners are expected to be China, India and Indonesia.

Sources: Fulton, B 2013, ‘Where is Australia headed? Some future projections’, The Conversation; Australian Bureau of
Statistics 2014, ‘Does Size Matter?>—Population projections 20 and 50 years from 2013’.8
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Strategy @ work 3.1 gives some of the views of one of managements best thinkers—Peter

Drucker—on the importance of demographic factors for the future.

Strategy @ work 3.1 DRUCKER’S VIEWS ON THE FUTURE IMPACT OF DEMOGRAPHICS

71

Writing in 1997, Drucker believed that the
dominant macro-economic factor for business for
the next 20 years would be demographics, not
economics or technology. He said the dominant
factor would be the underpopulation of developed
countries, not the overpopulation of
underdeveloped countries, and the mix of that
population—specifically, the inability of the
working population of the future to support the
retired population. Drucker believed this would
have the following effects:

* Actual retirement age would increase to 75 for
healthy people.

* Economic growth would come only from
increasing knowledge work productivity and
the number of knowledge workers.

* There would be no single dominant
power because no developed count

to abrupt shifts.
* The information ne
nowledge from
rather than from
customers, suppliers,

inside—tha
competitors, e
* Knowledge workers would be highly valued
and highly mobile, and would not fit into

Green environment trends

conventional organisations—they would be
contractors and consultants.

* There would cease to be one concept of
‘organisation” ‘organisations’ would differ
according to the context and situation.

*  ‘Management’ would be required in all types of
‘organisations’, not just in businesses.

s were fairly radical
been a world power

Many of these prgj
at the time, as t

since Worl [l Jand discussions around
populatio o centre on overpopulation
andth atthis would bring. Certainly
not were correct (e.g. the USA

e dominant world power); however,
of these projections were headed in the
direction (e.g. the massive challenges
countries such as Japan, Germany and ltaly face
due to very low birth rates; and the fact that
people are working longer, and in Australia the
age at which people currently under 50 of age can
access their superannuation has already increased
to 67). It will be interesting to see whether
demographics, technology or economics are the
underlying drivers of change over the next two or
three decades.

Source: Based on Drucker, P 1997, ‘The future that has already
happened’, Harvard Business Review, September—October: 20—4.

Increasingly, industries are facing the unsustainability of existing commercial practices in
terms of their effects on the natural environment. Lack of water, water quality and salinity,
increasing greenhouse gas emissions, deforestation, global warming and decreasing non-
renewable resources are just a few of the major problems facing the world, its industries, its
businesses and its people. Most of the changes required will likely be forced by governments
or powerful single-issue lobby groups because organisations don't include all of the social and
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environmental costs of their actions in their costings and because they don’t want to incur
extra costs when competitors in other locations don't have to follow suit. However, we are
starting to see a trend where organisations’ policies are also making a difference. The biggest
four banks in Australia have all ruled out financing the Adani coal mine and Westpac has
introduced specific criteria that will see it only consider funding coal mines that rate in the top
15 per cent of coal in terms of its thermal qualities. Consequently, even though the Paris
climate change agreement may fail to be as effective as hoped, the choices by individual
organisations may have a lasting impact.

Consumers are also moving down this path with the choices they make. Electric cars, home
solar panels for electricity generation and even the growth of cycling as a transport option are
fundamentally changing the opportunities in certain industries. Table 3.5 gives some examples of
how industries are being affected.

TABLE 3.5 Indicators of the impact of green environmenti

*  McKinsey found that the most cost-effective greenhouse g

dustries

can be made by using

existing low technology in building insulation, fuel efficienc es, lighting,

air-conditioning and water-heating systems, sugar-care bj ricity standby and
forestation.’

o Fossil fuel power without carbon capture and
2030.

e Renewables are expected to increase fr % to 32% of power generation by 2030.

» Toyota's choice of hybrid technology.o ydrogen fuel cells was based on a 50-year assessment

T

radifig schemes in 2013.

of the vehicle industry.

»  China, which became the wo ng carbon emission emitter in 2009, and California

introduced regional emis

e Since 2011, all major ities’have desalination plants for part of their water supply.'°

Interna ds

Different ind s are susceptible to different levels of internationalisation. Primary (e.g.
agriculture) and secondary industries (e.g. manufacturing) tend to be quite international in the
way they operate. However, the service sector constitutes the largest part of most first-world
economies and here some industries are likely to be subjected to high levels of internationalisation
(e.g. consulting and banking) whereas others are primarily local in orientation (e.g. hairdressers,
legal services). Overall, industries are becoming more international in their orientation, with even
traditionally local industries such as legal services starting to feature some multinational players.
Certainly, across all industries, international trends are becoming more important. Suppliers,
competitors and customers are all becoming more international in scope across many industries.
Thus, the reductions of trade barriers, differential labour rates between countries and the increased
speed, availability and low cost of international communications are some of the key international
trends impacting many organisations.

Becker and Freeman found six trends that were thought to be likely to impact on the size
of international business: increasing numbers of customers in emerging economies; a shift of
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activities between and within regions; greater ease in obtaining information and developing
knowledge; increasingly flexible international labour markets; increasing constraints in
supply or usage of natural resources; and increasing communication as a result of technical
innovation.!

Summarising the analysis of the macro-environment

The purpose of analysing the macro-environment is to form a view about the likely future
growth rate of the industry and to identify the key drivers of that growth. A useful way to do
this is to:

e Assess each issue identified as having a significant positive (+) or significant negative (-) effect
on the growth of the industry, compared with the average growth of industries in general. For
instance, if the ‘average’ industry is expected to grow by 5 per cent p.a. over the next three to
five years, and a particular factor in this industry is expected to make it gr r than that
average, assess the factor as (+).

e Summarise the +s and s of all the trends identified, having regardgto th€ relative importance

of each factor. For instance, there may be an equal number of ut if all the major

»

factors are +, the conclusion would be that the industry wo ed to grow faster than

average.

o Identify the key opportunities and threats arising.
o Write down the summary, listing the major reasons fo % onclusion.

Unless these steps are followed, the analysis si resultsin a long list of factors that cannot

be easily understood by anyone else who re w ot later. Summarising forces the analyst to

integrate the factors, and to realise what tion is missing or is actually perceived to be

crucial in reaching the conclusion. Tabl erleaf) summarises a macro-environment analysis
for the Australian wine industry.
While the quantity of infor avatlab

issue is the quality of that

for analysis has rapidly expanded, an emerging
ation and the judgements made by ‘experts’. Tetlock has

summarised large numbei§ o ert views on a wide range of future outcomes occurring. He
concluded that experts are n Te expert, on average, than non-experts in terms of successfully
predicting politi tcomes—in fact, the more famous the expert, the less well they

performed.™

Factors favouring future growth include increasing disposable income in Australia, China and
Asian countries; the continued exposure to ‘fresh’, ‘clean’ and ‘innovative’ value-for-money wines
from Australia; technology changes in production that improve production efficiency, quality
and consistency; and Australia remaining fashionable and desirable worldwide. However,
increasing disposable income is not being replicated in the major export markets of the USA, UK
and some European countries. Prices will be low due to continued worldwide grape surpluses.
There will be increasing legal pressure on alcohol-related industries to encourage responsible
use. The low population growth in major target markets—except for China—will also dampen
future growth prospects. Lack of water availability and pressure on irrigators in the future will
substantially reduce future supply. There will be an increase in the importance of marketing
skills, through branding, promotion, direct sales and customer relationship programs. In
summary, average growth is expected, due exclusively to high export growth in Asian and other
developing markets.
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TABLE 3.6 A macro-environment summary for the Australian wine industry

Factor Issue +/- Effect on growth
Economic Increasing disposable income in Australia +
Variable international economic growth + (China/Asia)/
— (rest of the world)
Worldwide grape surpluses -
Many international lower cost competitors emerging -
Ahigh A$ -
Political Free trade agreement with China +
Wine equalisation tax -
Legal Increasing emphasis on drink-driving -
Technological Increased variety of wine products
Better water use, conservation image
More application of marketing concepts +
Increased focus on quality control +
Socio-cultural Quality wine becoming more fashionable worl +
Australia seen as desirable worldwide f 4 +
More eating out +
Australian wine is fashionabl +/- (varies by country)
Wine is fashionable com m 0 other drinks +/- (varies by market maturity)
Water and other nori=a ic alternatives seen as healthier | —
Demographic Low populatior @A Australia and identified markets -
Green Incre ols reducing irrigation water availability | —
environment

LO3.3

Explain what the
five forces model
is and identify the

key criticisms of

the model.

Industry analysis: the five forces model

The second stage of external environmental analysis is to assess the industry environment. The
aim of industry analysis is to answer the following questions:

e What is the current profitability of the industry?
e What is the expected future profitability of the industry?

Porter developed a framework for analysing five forces that affect industry profitability. This
technique, referred to as the five forces model goes beyond the conventional idea of simply
considering the positions of competitors. (Porter termed this ‘industry rivalry’)"* The analysis also
includes the threat of new entrants, the relative power of suppliers to the industry, the relative power
of buyers (customers) from the industry, and the power of substitutes. Figure 3.3 illustrates the model.
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FIGURE 3.3 The five forces model

Threat
of new
entrants

Rivalry

among

existing
competitors

Bargaining
power of
suppliers

Bargaining
power of
buyers

Threat of
substitute
products or
services
Source: Reprinted by permission of Harvard Business Re m
Michael E Porter, 1998, ‘The Five Competitive For: trategy’,
January, p.4. © 1998 Harvard Business Publishing reserved.
The five forces model is designed to explain rtain industries are more profitable than
others. For instance, why is it that the prescripti maceutical and petroleum industries are

consistently very profitable, while the ag

and travel agency industries are much less

profitable? Porter found that, by usin five forces, consistent differences in industry

profitability could be explained. Induis fitability will be very high if:

1 the threat of new entrants islow
2 the power of suppliers j

3 the power of b islo

4 the power of substi is Tow

5

industry rivalry is lo

An excellent example of this situation is the global prescription pharmaceutical industry, as shown
in Strategy @ work 3.2 (overleaf).

It is useful to consider the full list of factors that Porter developed as potential influences on
each of the five forces. Although not every factor will be important to any particular industry, the
list covers not only well-known economic factors but also many factors that reflect the competitive
behaviour, psychological makeup and values of the organisations in industry.'*

Threat of new entrants
Factors that influence the threat of new entrants to the industry include:
o Economies of scale. Perhaps the most obvious barrier to entering an industry is where there is

a need for large-scale production in order to be cost-efficient (e.g. in the motor vehicle
industry).
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Strategy @ work 3.2

WHY IS THE PRESCRIPTION PHARMACEUTICAL INDUSTRY SO

CONSISTENTLY PROFITABLE?

The prescription pharmaceutical industry has long
been one of the most profitable industries in the
world, earning around double the median US
return on invested capital (11 per cent) for more
than 40 years.” How does the five forces analysis
explain this?

The threat of new entrants is low because of the
very high costs of research and development and
the long time-scales for gaining government
approval of any drugs that are developed.
Furthermore, the intellectual property rights of
existing firms are protected through the patent
system, preventing the replication of existing drugs.

Supplier power is low because the main
suppliers are the researchers and the suppliers of
the raw materials of the drug. In general, there are
many eager researchers compared with the number
of prescription pharmaceutical firms. Also, the raw
materials are usually quite cheap.

Buyer power is low because once the very

there is a trend for people to seek alternative
medicinal approaches, such as natural therapies,
Chinese medicines or acupuncture. However, for
most people rely on
pharmaceutical

serious conditions,
proprietary drugs from
companies.

Industry rivalry has been quite low. While many
prescription pharmaceutical companies appear to
be industry rivals, because of the costs of research
and development each competes only in a small
number of therapeutic areag’sothat, within each
therapeutic area and f icular type of
drug, there are usually w competitors.'® In
fact, the drugs thape sible for the majority
of pharmaceutics profits are protected by
patents andgo oftenhave no real rivals for dealing
with a partic @ ness. Furthermore, there have

a umber of mergers and acquisitions
t 20 years of a value of greater than
) limiting head to head competition.

10 bil
difficult process of finding the right combinatiomef @xample, Glaxo acquired Wellcome and then
materials is discovered and a drug is developed, i company (Glaxo Wellcome) merged with

usually meets a specific need. Buyers have
they are prepared to spend vast amoun
to improve their health.

Power of substitutes is low be
few effective substitutes fo

S

e Proprietary product differences. Where existing products are unique in some way and these

mithKline Beecham to form GlaxoSmithKline.

With low rivalry, low buyer power, low supplier
power, few substitutes and low threat of new
entrants, pharmaceutical companies are very
powerful. And very profitable!

differences cannot be replicated, it is difficult to enter the industry. Prescription pharmaceutical
company patents on new medicines prohibit competitors from producing similar products for
a long time.

Brand identity. 1f existing producers in the industry have established their brands (e.g. as
Microsoft has been able to do in the computing software industry), this can be an effective
barrier to entry. Usually, brand identity is related to proprietary product differences that have
created the brand.

Buyer/customer switching costs. If it is difficult to switch from an existing producer to a
new entrant, even if the new entrant’s product is superior, this can be a significant barrier
to new entrants. For instance, once a software application (e.g. an SAP or PeopleSoft
system) is installed in an organisation and tailored specially for the organisation, it
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becomes very difficult to switch suppliers at a later stage because of the uniqueness of the
software.

Capital requirements. Related to the economies of scale argument, high capital
requirements limit the number of potential new entrants (e.g. to the resources and
chemical industries). New entrants with good ideas but without finance are unable to
break into these industries.

Access to distribution. Inability to distribute the product can kill even the best products. For
instance, independent movie producers find it difficult to gain good access to the public
because most movie theatres are controlled by a small number of chains—Hoyts, Village
Roadshow and Greater Union in Australia—which purchase packages of films direct from the
major US distributors.

Absolute cost advantages. Clearly, if existing organisations have absolute cost advantages over
new entrants, new entry is difficult. Such cost advantages may be built up through production
experience, resulting in efficiencies that are difficult to replicate, control’over, cheap raw

materials, and/or low-cost design, operation or distribution (e.g. pr n of computer
chips)—or they could simply derive from superior resources (such ine with higher
grade ore).

lomy or developing
1es, energy utilities,

Government policy. This remains a barrier in many sma
countries such as China and India. Airlines, post, radio

water suppliers, banking and education are just some,of ndustries that have either

%

policy on foreign investment in some countries can‘also

y government. Government
prevent foreign firms entering

been government owned or have been highly reg

these markets.
Expected retaliation. One of the most impextangbargiers to entry in our view is retaliation from

nsett in 2000 to the entry of Impulse and
o

dustry led to two of the four firms exiting the
eréldramatically cut by all four competitors.

existing competitors. Retaliation by Q

Virgin to the Australian domestic 4
industry in just 12 months, as f:

Bargaining power
A good way to ideutity t

Table 3.7 shows th ica

tant suppliers is to consider the industry cost structure.
irline cost structure.

TABLE 3.7 Typical airline cost structure

Labour 28%
Fuel 35%
Maintenance 16%
Depreciation 5%
Aircraft leasing 3%
Other 17%

Sources: Demir, R 2014, ‘Aviation industry and MRO sector trends Q1 2014, In SlideShare, 2 April, accessed 12 April 2018.
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Factors that influence the power of suppliers to the industry include:'’

Differentiation of inputs. If a supplier’s input is crucial to the final product, that supplier will
have power. For instance, when buying computer packages, customers have come to value the
software more than the hardware. Consequently, the key software suppliers have been able to
maintain their prices much better than hardware suppliers, whose inputs are not perceived to
be differentiated as much as they were.

Switching costs of suppliers and firms in the industry. The cost of switching suppliers may be
high if these supplies are unique and require specialised support. For example, an airline
acquiring a new Airbus series of aircraft that had previously only used Boeing aircraft would
need to train its pilots on these new aircraft, obtain new spare parts and train its engineers in
the new systems, thereby creating very significant switching costs to move to a new aircraft
manufacturer.

Supplier concentration relative to industry concentration. A small number of suppliers means

that suppliers will have power. Car manufacturing is done by onl 20 manufacturers
globally, yet there are hundreds of component manufacturers. #manufacturers will
have a lot of power over component suppliers, other thingsbemg equal.

Importance of volume to suppliers. If the volume being the industry is important to
suppliers, they will be concerned about it and thereforemy1 argain. Supermarket chains

have a great deal of power over suppliers.
Cost relative to total purchases in the industry,
cost of supplies, the industry will not be too

lier’s cost is a small part of the total

ed about it, giving suppliers the power

to raise prices and increase margins without experiencing retaliatory action. However, as
organisations geographically divers ir operations, long distance and international
telephone charges become an imp t and telcos are forced to offer lower prices to try
to avoid major customers swi ppliers or utilising new technologies such as Voice
over IP.

Information about sup uct, If the supplier’s product is complex, intangible or unique,
the industry may hate difficulty understanding exactly what it is buying and may be wary of
substitutes. Pre

power 1 t

works.

Supplier profitability. If suppliers are unprofitable, they will be unable to bargain and are likely
to make close to their best offer at the first opportunity. The reverse will be true for very
profitable suppliers.

Decision makers’ incentives. Often, in purchasing, there are incentives for the purchasing
decision maker (e.g. free tickets, free trips, conferences in exotic locations to learn about
the supplier’s product). The aim of this, and its likely effect, is to give power to the supplier
over the decision maker, regardless of the relative merits of the individual supplier’s
product.

Threat of forward integration. If suppliers are large organisations relative to those in the
industry and/or if suppliers have the power to enter the industry, they will have considerable
power. For instance, petrol refiners are able to operate their own petrol retailing outlets, giving
them a role in setting retail price benchmarks and also providing them with information on
the real cost structures of the retailer.
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Bargaining power of buyers

The bargaining power of buyers from the industry is essentially the mirror image of the
bargaining power of suppliers to it. This time the industry is the supplier, not the buyer, in the
transaction. Therefore, we simply list here the factors, framed in words that reflect the industry’s
position:

o differentiation of outputs

e switching costs of buyers

e industry concentration relative to buyer concentration
e importance of volume to buyers

e cost relative to total buyer purchases

e buyer information about the industry output

e buyer profitability

o decision makers’ incentives

e threat of backward integration.

Power of substitutes

Even organisations that are able to monopolise industries have sub For instance, postal

organisations in most countries have a monopoly on some of a f the postal service.
However, courier services, email and online distribution, of are increasingly effective

substitutes for most of what postal organisations have a oly’ on. The power of substitutes

depends on the following factors:

o Relative price/performance of substitutes tes have a price and a performance level.
For instance, in the alcoholic beverage in -alcoholic beverages are substitutes. If the

is that the drinker becomes more relaxed, the

performance of soft drink, water, d fruit juice is poor. However, if the performance

demanded is refreshment, the beverages may perform this function well. Each

substitute also has a price!

performance for refresh ually better than that of the alcoholic beverages. The picture
is less clear if alcohlic nce is demanded—you pay more for alcohol and it gives better
performance. i ges and performance of substitutes changes relative to products
within the industry, the/threat of each substitute will also change.

o Switching costs. How easy is it for buyers to switch from the industry product to a substitute?
For instance, most canned beer comes in aluminium cans, for cost reasons. However, when
the cost of aluminium escalated rapidly, steel became more economical for can making. Both
can makers and beer producers could switch, but the switch did not take place because of the
potential disruption and upheaval to purchasing relationships, production schedules and
changed operating conditions.

e Buyer propensity to substitute. It may make economic sense for buyers to switch, but in some
industries they don't. For instance, parents who decide to send their children to private schools
could easily switch schools if they were unhappy. However, to switch would be explicit
recognition of an earlier error, it would break parental and children networks, which may be
personally socially valuable, and it would require a degree of time, effort and risk that many are

not prepared to take. Once enrolled, it is usually a five-year commitment, or longer!
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Intensity of industry rivalry

The fifth and final force in Porter’s model is the degree of industry rivalry. We have left this to last
because it is the most obvious of the five forces to consider in analysing competitive position.
Factors that need to be considered are:

o Industry growth rate. 1f the industry is growing fast, the amount of industry rivalry will be
relatively low because there is room for most or all organisations to prosper (e.g. the funds
management industry). On the other hand, if there is no industry growth, as occurs in mature
or declining industries, growth for one organisation can only come at the expense of another
organisation—a win-lose situation that will create severe industry rivalry (e.g. cigarettes or
(non-craft) beer).

e High fixed costs. If fixed costs are a high proportion of total costs, there are opportunities for
marginal cost pricing (pricing below full cost) and these will be marginally profitable, at least

in the short term, for competitors. So, high fixed costs will tend t o high rivalry. The

hotel industry is a great example of this. Much of the cost of a 1 fixed so there is great
opportunity (and temptation) for hotels to sell off unsold r ite cheaply (via Wotif,
Expedia or similar online discounters) because any reven or a room is better than

an empty room.

o Intermittent overcapacity. In some industries (e.g in elting), capacity must be
added in large lumps. Such industries experience s where demand exceeds supply,
followed by expansion of capacity of many« etitors simultaneously (all see the excess

demand and all make the same decision to in capacity rather than lose market share).

This results in severe rivalry during t iod of supply exceeding demand and the industry
is characterised by periods of largeypr and large losses.
e Product differences. Rivalry b ompetitors can be reduced to the extent that their

be extreme.
e Brand identity. 1f
between compefito

important, it generally reflects perceived product differences
his assists in reducing competition within the industry. People will,
for exaniple, still oca-Cola over cheaper brands even if they cannot tell the difference.

f it is easy for buyers to switch from one competitor’s product to another,

will be increased. For example, tyre retailers generally have low switching
costs and are generally very competitive.

o Informational complexity/asymmetry. If products in the industry are complex or it is difficult
to ascertain value (as a function of price versus quality), buyers will find it difficult to
differentiate, reducing rivalry. For instance, when seeking legal advice, a large national law
firm will invariably cost more than a smaller practice operating outside of the CBD. Whether
or not the more expensive option will deliver a better result is very difficult to gauge.

o Concentration and balance. If there are relatively few competitors (ie. the industry is
concentrated) and each competitor is satisfied with its position in the industry (ie. balance
exists), industry rivalry will be relatively low. On the other hand, if there are many competitors
and/or some competitors are not happy with their position in the industry, rivalry will be
significant.

o Diversity of competitors. Coupled with the point above, if competitors have different
backgrounds and interests, they are likely to have different views of the industry. Typically,
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in Australia and other small-economy countries, industry competitors will include a
multinational, a national, and one or more regional or local competitors. Where there is
high diversity in respect of competitors, at least one player is likely to revert to competing
on the basis of price (as least when they come under pressure) and unless there is extensive
differentiation, other players may get caught up in this price-based competition, suggesting
high levels of rivalry.

o Corporate stakes. A related issue is the commitment of competitors to the industry. Some
organisations are divisions of diversified conglomerates, and their parents may not be
committed to the industry if financial results are poor. However, single-business firms
may be prepared to live through poor results because this is their only reason for existing
and the productive resources of the company are unable to be utilised elsewhere.
Microsoft, for example, saw that there was convergence in a range of technologies in the
home—TVs, DVD systems, video game systems and computers. They believed there
would be a central computer style device in most homes in time t 1d link to
various devices and be central to the operation of the home. So, eyen

¢

ugh the Sony

PlayStation dominated the video game console market at the time, gsoft was willing
as it felt that this

, Microsoft took a

to take huge losses to establish a foothold in this industry withst
device was likely to take on an increasing range of activities
loss on every single sale, but as this was just a smallfp overall business, it
continued to invest in subsequent versions (Xbox 360,a ox One) to ensure it built
market share.

e Exit barriers. If it is difficult or costly to withdraw fro industry, competitors may decide

to stay, even if they are making losses. For i ce, BHP?decided to withdraw from steel-
en found it difficult to find a buyer for its

plant. Rather than write off large am

making because the returns were unsatisfagto
its investment, it continued to operate at low

levels of return rather than exit the ventually it floated the operation as OneSteel

(now Arrium), with existing taking a significant stake. Arrium continued to
struggle and even went into ry administration in 2016.
In a practical analysis of 1 Iry, virtually every organisation believes it faces ‘intense’ or

‘high’ rivalry. Apart t s point that, under the law of averages, this is highly unlikely
to be true, it shou m the list of factors here that many industries do not really face
high rivalry. Where growthfis high, products are differentiated and there are few competitors, it is
unlikely that rivalry is actually high. Be wary of simply assuming that rivalry is high without
undertaking rigorous analysis.

Summarising the analysis

At the end of the analysis of each section of the five forces, it is useful to summarise the
relevant factors and conclude whether the power of each force is high, average or low. This
compels managers to reach conclusions and integrate factors, rather than simply make a long
list of unconnected points. Having done this for all five forces, a conclusion can then be
drawn about the current profitability of the industry. For instance, if all five forces are rated
high, industry profitability should be very low. Conversely, if all forces are rated low, industry
profitability should be very high. Most industries, of course, will be somewhere in the
middle, but the sources of power have been identified and these can then be addressed in
later strategic action.

81



82

PART 1 Business strategy

As well as current profitability, the analysis should be used to consider changes in the driving
forces for the industry and the consequent effect on future profitability. For instance, an industry
with many competitors that has low profitability but where the competitors are consolidating will,
other things being equal, become much more profitable in the medium term. Large numbers of
bottle shops selling similar products kept profitability in this industry on par with many other
small owner-run retail businesses. As the supermarket chains of Woolworths and Coles have
acquired more and more businesses (such that they control more than two-thirds of the industry
between them), they have been able to force down the prices they pay to smaller suppliers (mainly
wineries) and reduce head-to-head rivalry. The profitability of the bottle shop industry has
increased (though the profitability of the wine industry has suffered).

There is a danger when summarising that people want to play safe and draw a middle-of-the-
road conclusion. We would discourage you from taking this approach. Draw a good conclusion,
not just a safe one.

The conclusion that an industry has high or low profitability does not nean.that all organisations
in the industry will be similar. Organisational profitability will dep its/position within the
industry and internal efficiencies. An organisation’s position shou essed in the context of
the industry profitability and after industry profitability has b
performer in an unprofitable industry (e.g. SIA or Catha
industry) could have quite low absolute profitability.

ed. For instance, a good

in the international airline

Criticisms of the five forces model

deconstructed and applied to a wi 5t ihdustries; and, applied to the right industries, it
pility. However, some challenges or criticisms are

There is a natural attraction to the five fdel. is relatively easily understood; able to be
0

o It only explains a relativ ount of profit variance. Different studies (using different
methodologies and ive dependent variables) have produced a range of results, but the
most respected studi o show these industry effects as contributing somewhere in the

profit variance, where internal factors (culture, structure, capabilities,
approximately 40 per cent of the variance. Even studies specifically of
eplicate this 2 to 1 ratio.’® In essence, it provides only a partial explanation

o It encourages anti-competitive behaviour. Using the five forces model, the scenario that
would lead to high levels of profitability would be when the industry had high power of
suppliers and buyers, there is no threat of substitution or new entrants and where rivalry is
very low. In essence, the industry environment you would face as a monopolist. Yet most
developed economies have anti-monopoly legislation and in fact government policy is
enacted to try and encourage competition within industries to benefit consumers (and the
overall economy).

o It lacks the necessary dynamism. The underlying logic of the five forces model can be traced
back to research undertaken in the 1930s to 1950s, a time when the business environment
looked very different from what we see today. The model suggests that we make strategic
choices on the basis of the environment we face. However, the rate of change (international
competitors entering new markets, convergence of technologies, liberalisation of different
economies) has radically increased competition, the homogeneity of buyers and the
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availability of suppliers. In essence, the stability of any industry structure analysis is limited
due to this hypercompetition.’ Coupled with changing competitive dynamics (e.g. the
growth of inter-firm alliances) and the fragmenting of markets, the five forces model struggles
to accurately reflect the true dynamics of an industry and how this industry structure may
impact industry profitability.

Strategic analysis and the five forces model

The five forces model provides a basis for strategic analysis that will highlight key considerations
as part of the strategy development process. Some forces will prove to be more important than
others and warrant additional attention. It is possible that there is an opportunity to actively alter
other forces to increase profitability. The analysis may also highlight that the industry is relatively

heterogeneous and that the analysis needs to consider specific subsets withi industry. Not
only are there different subsets, but the industry level analysis may be s nted by a
competitor analysis that considers specific competitors rather than the ind hole. In this

us the role that
e industry structures

along with how changes and trends may create a level of dynam the industry analysis.
i @ mine the major drivers of

¢ss factors (KSFs) or critical

One of the major outcomes of industry analysis is that we
competitive success in an industry. These are called th

success factors (CSFs) and will vary across industries. Fo ce, in the motor vehicle industry,

one of the key drags on performance have been assive Up-front capital costs, coupled with
over-capacity in the industry. This has led td%price discdunting, particularly during periods of low
demand. A key success factor has thus become agement of the up-front capital costs. This
is being managed through modular desi as the Volkswagen A5 platform, which is used in

more than 12 different vehicles ra
Skoda Yeti. In the case of brea
channels. With large supermar

the Audi TT to the Volkswagen Tiguan and the
s,%a critical key success factor are the distribution

—_—

ting to deal with a limited number of large suppliers,
getting shelf space for smaller under the majors, such as Kellogg’s and Uncle Toby’s, can

ible

aller boutique brands.
to industry. In our experience, in practice there are rarely more than
a few that are really i nt. However, KSFs simply determine what the organisation needs to
do well to survive in the industry. In order to have a sustainable competitive advantage, the
organisation not only has to address the KSFs, but also has to develop something that is distinctively
better than that of competitors (see Chapter 2).

Understanding competitors: competitor analysis

While the industry rivalry section of the five forces model analyses the degree of rivalry of the
industry competitors in general, it is also important for an organisation to have a very good specific
profile of each of its major competitors. The following information should be gathered on each
major competitor:

e What is its business strategy? How does it create value for customers?
e What are its capabilities?
e What is its current organisational performance?
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e Who are its key stakeholders and what are their expectations of the organisation?
e What gaps exist between the organisation’s strategy and its actual capabilities and organisational

performance?

Table 3.8 illustrates a brief competitor analysis worksheet that can be expanded or adjusted to
capture the above information in the most useful format. Documenting the process is an extremely
useful exercise for getting implicit understandings out on the table for discussion within an
organisation. This provides a forum for debating and agreeing on important assumptions,
information and facts. It is very useful in discovering both what is agreed and commonly shared
about competitors within the organisation and what is not agreed and not known.

TABLE 3.8 Competitor analysis worksheet—Australian domestic airline industry

Organisation | Virgin Australia

Products and | Economy and business class. Major trunk routes, but has picked up

ec r style routes for

services mining companies in Western Australia. Internationally it flies a ve d set of routes (mainly
to the USA), but has developed alliances with Etihad, Singap nd Delta

Strategy Morphing from low cost into part of the industry duopo range, fuller service airline,
but is still not as widely recognised as Qantas in the premi . Purchase of control of
Tiger Airways in 2013 provided an opportunity t | ch itself against the Qantas group.

Capabilities Marketing and promotion. International alliances:

Performance | Financially the performance has been p h only ore profitable year since 2012. The costs of
upgrading the Virgin experience to full service airline has been enormous and required
further capital raising in 2016.

Key CEO John Borghetti is ex- imis to beat Qantas.

stakeholders SIA wants indirect entr

market and a domestic partner of some quality in Australia

and their for its own customer
expectations | Etihad and Air N d want route extensions/more sales.
Gaps The do m very challenging environment and so the new focus is on China and the
surrou his cost of further expansion will be high.
Comment Aggressive redictable and reliable competitor, and is now established as part of the
‘traditional’ industry. It is becoming a sizeable international operator.
Competitive positioning: strategic groups
In an industry, not all competitors compete directly with each other. There are several different
strategic  groups of competitors. These groups are called strategic groups because each group consists of
groups  competitors competing on similar strategic dimensions (e.g. product quality, range or geographic
The competitors  scope), whereas other organisations in the industry have either a different strategy or a different
withinan  arget product-market.2°
industry that Firms generally stay within their strategic groups due to various mobility barriers. For example,

compete closely
against each
other.

for many years in the airline industry, large full-service carriers lagged low-cost carriers in terms of
profitability. However, the inability to change various asset-based fixed costs (e.g. airport terminal
costs), variable costs (e.g. labour rates and conditions) and service offerings (e.g. frequent flyer
programs, airport lounges) has precluded them from migrating to the low-cost model. Another
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example is the global car industry (see Figure 3.4). Here we see that, although there are many major
competitors, they can be split into at least four or five different strategic groups, using only two axes—
size of car and pricing/image. To carry out a competitive positioning exercise to see what strategic
groups exist in an industry, it is important to use axes that are not correlated (e.g. avoid using
geographical spread of outlets and sales volume) because the aim is to find groups of competitors that
compete using fundamentally different approaches. The exercise can be used to see how different
groups will be affected by or react to industry forces or to any specific changes from individual
competitors in the future. It is useful to consider, too, how significant the mobility barriers are between
the groups—that is, to what extent an organisation in one strategic group might enter another group.*!

It is proposed that firms in the same strategic group are less likely to direct their competitive
energies towards members of the same strategic group and instead focus their energies on members
of other strategic groups. The logic for this is that firms in the same strategic group that are pursuing
the same basic strategy and are likely to have similar resource endowments will struggle to knock

such a competitor out of the market and instead it is possible that some form o icit collusion
may even occur. For example, in the Australian banking industry, the bi anks form one
strategic group. As these banks have rationalised their branch networ re) has been some

urban shopping

Prestige Rolls Royce
Bentley
BMW
Mercedes
Volkswagen Ford
Normal Toyota General Motors
Honda Fiat/Chrysler
Nissan/Renault
Kia Suzuki
Diahatsu  Great Wall
Subaru Hyundai
Many Chinese
manufacturers
Cheap Tata

Small Medium Large
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Extending industry analysis

The basic five forces model provides a snapshot of the industry at the current time. We have found

that several extensions should be considered to get the best value out of it (see Figure 3.5).

FIGURE 3.5 Extended industry analysis worksheet—Australian banking industry

Industry history and trends

* Heavy government regulation

* Globalising banking industry

* Internationalisation of
industry, travel

* ‘Four pillars’ government

Threat of new entrants (medium)
» Overseas banks
+ Financial services companies

restrictions
+ Electronic transactions

Government influences

* Heavy national regulation
(Govt, Reserve Bank)

* Increasing international
harmonisation (Basel |, I)

now normal
Suppliers (low/medium) Industry rivalry (medium)
+ Depositors * 4 majors
* Wholesale fund providers * Regionals
+ Shareholders + Credit unions
+ Staff * Specialist finance providers

* IT systems

Complementors

r: edium)

olesale buyers

arge power)

Large organisations

(medium power)

* Small organisations
(low power)

* Individuals (low power)

* Large construction companies

+ Governments

* International financial
systems

+ Internet platforms
+ Post office, organisations
with large physica
distribution systems

Industry historical background and trends

Buyers’ buyers (high)

+ Commercial investors
(high power)

* International banks,
financiers (high power)

It is useful to include a consideration of the recent history and background of the industry to
understand just how it got to its current position and to identify trends that might be important
in influencing the future direction of the industry. This emphasises that the current position has
arisen from the previous dynamics of the industry—that is, the driving forces identify the factors
that are likely to affect future developments in the industry. Strategy @ work 3.3 shows how the
international power generation industry has developed over time.

The role of government

While the five forces model identifies government as a factor affecting new entrants, it is our
experience that the role of government is pervasive in business in smaller countries. Therefore, we
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Strategy @ work 3.3 THE EVOLUTION OF THE POWER GENERATION INDUSTRY

Power generation has traditionally utilised fossil
fuels in Australia with some limited hydroelectric
power. Most power generation operations were
government owned and the government similarly
owned the distribution infrastructure (i.e. the poles
and wires). Initially the different east-coast
networks were interconnected and many power
generation assets were either privatised or new
generation was allowed to develop that was funded
and owned privately. There was an increase in the
use of gas-fired plants and post 2000 some use of
renewables (mostly in the form of wind farms). As
the government increasingly removed itself from
power generation, there was also a need to split the
ownership of power generation (which could be
done by many players) and the management of the
infrastructure that delivered the power (which
would best be done by a single player).

The challenge with large-scale power plants is
that they tend to add capacity in large blocks.

to be run at full capacity, but their
viability relies on a particular load facte
there has been an exponential leve
the domestic use of solar pa
photovoltaic system. This redu

add a ‘government’ pox to the
issues in the indus
it can affect any of th

with many systems producing more than they
require and feeding excess power back into the
grid. Yet consumers expect to have power available
at all times so there are increasing differences
between average daytime loads and what is
required at peak times, making the delivery of
appropriate economic returns increasingly
challenging for large-scale generators.

Further changes in technology create
additional challenges for traditional power
generators. There is now some uptake of battery
technology at a dom el, which could well
smooth out so aks and troughs that
power generato riently experience. But new
technologi ectric cars will increase the
demand.fo ity and if these cars tend to be
recharg ernight, the smoothing of the demand

e s possible via the use of domestic

es may well be undone. Overall, with the
extent of change that is possible over the next
decade or so, it is difficult to even define the
industry in terms of where the boundaries lie
versus what is a substitute, where the new entrants
will come from, how much demand there will be
from buyers and even who the suppliers will be
with the changing technology mix.

orces model so that the analysis specifically addresses government
Goyernment may well be a significant buyer or supplier in an industry or
1 five forces through regulations. This specific inclusion enables a clear

and transparent understanding of the government’s role or roles in an industry and what it is trying
to achieve (e.g. raising entry barriers, increasing buyer power, increasing competition), and makes
it clearer what organisations have to do to manage government for their best interests.

For instance, in the prescription pharmaceutical industry, the government in many countries is
actually the key buyer, or key determinant of buying patterns. In Australia, if a product gains entry
to the government’s Pharmaceutical Benefits Scheme, the government effectively agrees to purchase
it for the whole country or subsidise its cost to users. If not, the full cost of purchase is paid by the
consumer, making it very expensive to the user and decreasing volumes dramatically. As such,
government policy can be a key determinant of the profitability of prescription pharmaceuticals.

The role of complementors

A recent addition to industry analysis has been the recognition that industries often work with
other industries to deliver a suite of products or services: to deliver greater value to end customers.**
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Complementors are firms that offer complementary products or services to an industry which
add value to the industry. They are in complementary industries, with products that customers
generally need in conjunction with one another. For instance, airlines work with a wide variety of
non-competing, but complementary, partners through their frequent flyer programs and online
booking links to offer more value to airline passengers by allowing them to complete whole travel
packages and also earn more points through these purchases (e.g. rental cars, hotels, insurance,
retail purchases).

Extending the value chain/business system

The five forces model suggests that a simple supplier—producer—buyer relationship exists.
However, buyer behaviour often depends on the buyers own customers (i.e. the buyer’s buyers, or
what is sometimes called the end-customer market). For instance, the existence of wholesalers in
between manufacturers and supermarkets in the retailing industry, the existence of brokers in
nd the existence of

between insurance companies and final consumers in the insurance ind
travel agents in between final consumers and travel providers in the t industry makes the

actual relationship more complex than the five forces framework tis also possible that

nstance, consumers can
avoid travel agents and go direct to the airlines. The same sit securs for suppliers’” suppliers.

under analysis. Consequently, we elpful to add boxes in the value chain to recognise

these relationships. The factors sets of buyers and suppliers are similar, but this double

consideration of the buyi pplying complexity adds insight to the analysis and is
particularly important w e industry has two channels of either suppliers or buyers.
Green sustain nd industry analysis

Green sustainabilifpisa good example of how a macro-environment issue impacts on industry

analysis. The introduction (or banning) of specific technologies, new entrants and exits that arise
from these changes, changes in buyer/customer values, the need for different types of components
from suppliers to match changing customer values, changing government rules around emissions
of all types from operations, and recycling requirements, for example, are just some of the many
changes that will affect the makeup (individual competitors, strategic groups) of the industry, the
size of the industry and the resulting industry profitability. Strategy @ work 3.3 (on page 87)
shows how trends in sustainability (at present being driven at the household level) are
fundamentally changing the dynamics of the power industry.

Industry change and evolution

So far we have concentrated on analysing the current situation for the industry. But industries
change over time and we are interested in the future, which may be different from the past. In this
section we concentrate on those aspects of industry analysis that specifically focus on change.
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Industry turbulence levels

Ansoff argued that it is important to consider the different levels of turbulence in industries.* He
classified turbulence into five different levels (see Figure 3.6). Level 1 turbulence, the least turbulent
environment, is termed a ‘repetitive’ environment, one in which past events are simply repeated.
Such a system could rely on past precedent and seek to minimise change, since the same decisions
and the same processes could be invoked each year. An example of this might be the legal industry,

which relies very heavily on precedent and tradition for its procedures and operations.

FIGURE 3.6 Matching turbulence, aggressiveness and responsiveness

Environmental REPETITIVE EXPANDING CHANGING DISCONTINUOUS ‘SURPRISEFUL
turbulence Repetitive Slow, Fast, Discontinuous, Discontinuous,
incremental incremental predictable unpredictable
Turbulence level @ @ @ @
Strategic STABLE REACTIVE ANTICIPATORY E@N EURIAL CREATIVE
aggressiveness Stable based Incremental Incremental ntinuous Discontinuous
on based on based on ew based on Novel based
precedents experience extrapolati bservable on creativity
pportunities
Organisational STABILITY EFFICIENCY DRIVEN ~ MAF ENVIRONMENTALLY  ENVIRONMENT
responsiveness SEEKING Adapts to e liar DRIVEN CREATING
Rejects change Seeks related Seeks novel
change change change
Responsiveness ~ CUSTODIAL PROD O MARKETING STRATECIC FLEXIBLE
of capability Precedent E % Market driven Driven by the Seeks to create
driven riven environment the environment
Suppress Adapts to Seeks familiar Seeks new Seeks novel
ge change change change change
eeks Seeksoperating  _ _ _  Seeks
s efficiency creativity
Closed Open
system system
Source: Based on Ansoff, | 1990, ‘General management in turbulent environments’, Practising Manager, 11(1):6-217.

Level 2 turbulence is called an ‘expanding’ environment, where the expansion is slow and

incremental. An example of this level might be the building and construction industry. In this
environment, change is predictable and the aim is to absorb change while improving the efficiency
of the existing systems.

Level 3 turbulence is called a ‘changing’ environment. Here, change is still incremental, but
the rate of change is faster. This is a more market-oriented industry, as it seeks to cope with the
rate of change being forced upon it. An example might be the financial planning industry as it
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struggles to cope with large increases in numbers of people seeking to take charge of their
personal investment positions, with the rules being changed continuously. The industry is still
concerned with operating efficiency, which is even more important than at Level 2 since the rate
of change is more rapid. Also, the industry seeks to maintain what it is familiar with. It is not
the nature of change, only the growth rate, that is hard to cope with. No particular new skills
are required.

Level 4 turbulence is characterised as ‘discontinuous’. The past can no longer be relied on to
provide guidance for the future. Now the industry—and its organisations—have to look
outside themselves for new ways of coping, and for the new skills that are required. There is a
need to acknowledge the role of environmental factors. It is no longer good enough to try to
use internal efficiencies to cope with the level of change. An example might be the water
industry. Concerns about sustainability have led to the single concept of ‘water’ being replaced
by pure rain water, grey water, recycled water, desalinated water and black water. New private
sector competitors are emerging and water trading has begun. WHat was banned is now
promoted!

Level 5 turbulence is termed the ‘surpriseful’ environment. N yfis it discontinuous, but

it is also unpredictable. Change may come from sever s simultaneously (e.g.

technological change as well as political change). Indeed, e change may be initiated

by organisations within the industry. The skills n industry now need to be
somewhat generic—for example, flexibility, abilit manage change, creativity and

@ lities. An example of this might be the

innovation—rather than only technically based
multimedia industry.

For each level, Ansoff noted what is d for am organisation to match its strategy to the
turbulence level, as well as what the ational response is likely to be. What we see is that

different types of strategies and ies are required, depending on the turbulence level.

This becomes particularly in t when the turbulence level changes, so that the

organisational capabilities gy of the past are no longer appropriate (e.g. in the media
industry).
Some peoplein's ustries call for a return to the ‘old’ values, systems and procedures.

But unfortunately,(th t 1s never able to be recaptured and it is much more important to

recognise velop new capabilities. For instance, daily newspaper circulations

have been uous decline for 10 years, yet, until 2012, few saw online versions as

more than a s, seeking instead to have ‘better’ print versions with better reporting.
Finally, it became clear that the future of news is online and online capabilities will determine
whether or not current print papers continue to exist or will be replaced by new media such
as The Huffington Post, Crikey and The Conversation. Those organisations that moved early are
better placed to develop the capabilities required to succeed in the new technological

environment.

The industry life cycle

Most industries have a life cycle similar to a product life cycle (see Figure 3.7). There is empirical
evidence to support the view that the life cycle of the industry is an important factor in formulating
organisation strategy.”®

Industry life cycle (ILC) models aim to explain organisation and industry growth and decline
over time. While numerous ILC models have been proposed, with varying numbers of stages,
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FIGURE 3.7 Organisation size and industry life cycle
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Source: Hubbard, G, Pocknee, G & Taylor, G 1996, Practical Australian strategy, Prentice
Australia. Reproduced with permission.

alia, p. 12. © 1996 Pearson

they all assume heightened risk and uncertainty during ea eading to more stable firm

@ by organisations impact their
e processes of accumulation of

and market dynamics during late stages. Decisions tals
later roles and success as the industry emerges, throu
organisational competencies on the one hand unk costs on the other. As a result, ILC

models have significant implications for organisational strategies.”” ILC models also argue that
scale and dominance by organisations are | and often transitory (i.e. different stages can

have different leaders), and technologi€

ges have a major role to play in the shaping of
organisational success.

In the start-up stage of an in he organisations may be quite small. Typically, at this point
of the industry there are mapy different visions (from the organisations) of how the industry will
iffer
performance, targgf mar
were many differe

develop, and many aches to the industry in terms of product type, features,

so on. For instance, when the internet industry began, there
uggested for operating travel sales sites. Some were built on the basis
of buying blocks of s in bulk and selling these; some sold last-minute rooms for large
providers either with or sometimes without making the actual establishment known to the buyer.
Travel review sites such as TripAdvisor moved into sales, and more recently, due to the proliferation
of travel sites, there are aggregators that search all the travel sites to determine which one has the
best price.

As the industry becomes established and standards of operation emerge, it tends to grow
rapidly. For instance, mobile phones have settled on touch technology as the standard (and the
battle is now over other issues, while usage continues to soar). Although most customers are new,
and not familiar with the performance characteristics of the industry, many are attracted to it.
High growth rates enable most organisations to survive, and organisations now have some
experience themselves enabling them to project sales, costs and budget for profits. Cash, however,
is short, as funds are needed for investment to cater for the high growth rates and expansion plans.
Organisations are primarily concerned with keeping up with current demand, not looking towards

the future.
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As growth plateaus towards more normal rates, the industry will mature. The market will
become more knowledgeable and demanding, and not all the original products, organisations or
strategies will survive. For instance, in mobile communications technology, it is not clear whether
the smartphone, the mini-tablet, the tablet or the netbook will become the dominant product, but
not all will be equally successful. Eventually, a shakeout will occur. Some organisations will
withdraw because the return on investment is unsatisfactory. A small group of organisations will
begin to dominate the industry, often through takeover as much as through dominance of their
own products. As firms become more sophisticated and the competition more intense, the use of
strategic management concepts will be required to enable organisations to build and protect their
position.

If the industry enters the decline stage—and here industry life cycles differ from product life
cycles in that industries survive for much longer than any individual products—strategy
becomes even more important in deciding how to maintain a unique position in a win-lose
environment. Sales for one organisation can come only at the expense er organisations in
the industry.?®

An alternative approach to in nalysis:
scenario planning

The five forces model as a rational approach to a ing the external environment has been

criticised as leading to only one view of ure.?’ Critics see this as inflexible and unrealistic,
particularly given the high degree o exity and uncertainty in most environment analyses
2 ticular industry structure for our industry today, it is

e in at least one of the five forces going forward that will

reduce the power of the fi model to inform the strategy development process. New
competitors, alternative anges in customers and their preferences and fragmenting of
the industry are cha

rational/planned a

be seen in many industries. Where there is significant change,
unlikely to be accurate and in such cases scenario planning may open
ers to a broader set of possibilities concerning the future and thus the

y/

Scenario ng is an alternative approach in which several different scenarios are developed
so that an organisation can consider how it would position itself under each.”® This enables the
firm to prepare itself for a variety of futures, rather than just one. Shell became famous for
introducing and using scenario planning in the late 1960s and early 1970s, a technique that it still
used. Scenario planning is most useful in industries where there is rapid change, so that past data
are of limited value and future uncertainty is very high.

Scenario planning tries to build plausible alternative views of the future for the industry,
based on identifying the key environmental influences and drivers of change, but configuring
their importance differently in each scenario. For instance, one approach might be a no change—
incremental change-rapid change set of scenarios. Another might be a customer-driven—
technology-driven—regulation-driven set. Recently, firms in industries such as
telecommunications, banking, entertainment and computing have used scenario planning.’!
Strategy @ work 3.4 gives two scenarios for the global energy industry, which is undergoing
significant change.
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Strategy @ work 3.4 SCENARIOS FOR THE ENERGY INDUSTRY TO 2100

Royal Dutch Shell, after consulting with 300 outside
expertsand 150 of its own employees, has attempted
to predict how the world will source its power, based
on quite different base assumptions.

Scenario 1: ‘Mountains’: a gas-based industry

In this scenario, it is assumed that those in power in
major countries remain in power, that stability is
considered important in society and that market
forces become less important. Under this scenario,
gas (particularly through shale gas) becomes the
pre-eminent energy source, taking over from oil and
coal, but net carbon emissions do not drop to zero
until 2100.

From industry to market analys

Scenario 2: ‘Oceans’: an oil-based industry

In this scenario, power is spread more widely and
politics are less stable, but this results in government
policy becoming less important and market forces
more important. As a result, productivity surges. Oil
and coal remain dominant until 2070, when solar
power takes over. Again, net carbon emissions do
not drop to zero until 2100.

Which scenario seems more appropriate now?

Source: Based on Murp
Australian Financial
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analysis considers the suppliers, the competitors and the customers that form the market, whereas
market analysis is focused on the size and scope of particular sets of customers with similar needs.

The following questions can assist you in gaining a deeper understanding of the industry and
a better knowledge of just how each particular market within the industry actually works.

e What is the growth rate of the industry? In total? By market segments?
e What is the size of the key market segments?

e What value does each market segment seek?

e What are the key features that each segment seeks?

e What is the buyer decision process?

An illustrative worksheet (see Table 3.9) shows how each of the main markets for an industry
might be characterised and analysed. For instance, each market is likely to seek slightly different
characteristics to provide value. Analysis of what products each market uses and what the key
features are of those products to the market can assist in understandi entation. Also, the
current market share of each market and the importance of that ow/and in the future,

when put on paper (as opposed to being inside executives’” heads) illuminating.

TABLE 3.9 Market segment worksheet—office pro mple

Large
businesses

Market share
Value and importance

Segment Description provided to business
Individuals | Students Price Stationery 5% estimated—not

Employees of Ran Computer ancillaries | important

other businesses
Small One- or two- Computer ancillaries | 20% estimated and
businesses | person n Office furniture growing—very

businesse Convenience Electrical equipment | important

Stationery
Dyees Copying

00 employees

Convenience,
including internet,
ordering, delivery,

frequency defended well by
Range existing large-scale
Price suppliers who have

Complete range

5% estimated and
growing. This
market is being

increased service
and reduced prices
to match.

Understanding customers

Following this detailed consideration of the market characteristics, it is often useful to consider also
who the key customers or customer types are, what they use the product for, and what its key benefits
and buying features are to them. We discussed these issues in Chapter 2. This provides further detailed
insights into specific segments compared with the more generalised industry analysis.
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Assessing international competitiveness: Porter’s
diamond model

To explain how several strong global competitors have emerged from the one country in many
different industries, and to assess the potential for a domestic industry to be internationally
competitive, Porter developed a different industry analysis framework.*® This diamond model
framework (see Figure 3.9) is based on empirical analysis of 10 major countries’ internationally
competitive industries. It highlights the counterintuitive proposition that, for an industry to
develop to a world-class level in a country, organisations need to be prodded and pushed by
competitors and customers, and have suppliers and a supporting infrastructure that enable
them to deliver world-class products. The framework also highlights the role of government—a
parameter that we have already mentioned should be added to industry analysis—and the role of
chance—in particular, the timing of events. While it is extremely unusual for s ists to admit
that chance, luck or timing is important, our experience is that this is a ver i@xt practical
issue in implementing strategy.** @

FIGURE 3.9 The diamond model of industry analysis %g

f D Strategy, structur
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4 \
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|

supporting industries

Source: Based on Michael E. Por 990, The Competitive Advantage of Nations’, Harvard Business Review, March—April.

The diamond model helps us to explain why some industries prosper in some regions/
countries.

e Demand conditions. High levels of demand or unique demand patterns help to create strong
local competitors that can then develop both the scale and the capabilities to compete on the
world stage.

e Factor conditions. The presence of supporting factor conditions can help provide an
environment that will support the development of a local industry. Factor conditions comprise
any macro-environmental factor that sits outside of the broader industry and as such can
include the availability of capital, national culture, the institutional environment and the
education system.

o Related and supporting industries. We recognise that, for an industry to flourish it needs
its supplier and ancillary industries (e.g. communications, transport, education, legal) to
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be able to support it and in some cases the strength of these related or supporting
industries may actually form a basis for increased competitiveness among the focal
industry firms.

o Strategy, structure and rivalry. The overall industry structure and the nature of the strategy
pursued also have an impact on the potential of a successful industry developing in a country
or aregion. Where an industry structure is highly competitive, forcing firms to be efficient and
very competitive, such firms are likely to succeed on a global stage. However, it is also possible
for firms that face limited competition locally to benefit financially from this limited competition
and if they use these profits to invest in world-class capabilities or technologies they may be
well placed to succeed internationally.

The other elements in the model are government support and chance: the government may
implement policies that artificially drive up demand or create more favourable factor conditions;

and, sometimes, there may simply be an element of luck. These four onents from Porter’s
original diamond model, along with government policies and luekf provide a basis for
understanding when industries in some countries will be globally whereas others will

be weak and will likely succumb to competition for internation tors.

In comparison to the five forces model, which suggests ere are benefits to obtaining

power over buyers and suppliers, in the diamond mo dustry to flourish, it has to
work with its suppliers and buyers (and perhaps ‘ey, ith its competitors, in terms of
rting industries can be critical. In

d that firms which succeeded on the

encouraging them to compete). Strong relate
respect of strategy, structure and rivalry, Porte

world stage had encountered vigorous etitiomyin their domestic environments before
going into international markets. Bhis nt flies in the face of the ‘national champion’
concept implicit in the industry poli loped in many countries. Porter suggested that
‘national champions’ that did gorous competition at home would, despite their

size, be unprepared for th her and tougher level of international competition.

There are obvious exce hi$ (often in capital intensive industries such as aircraft

manufacturing, or early'stage R&D intensive industries), but overall, domestic organisations

might be better offfactially¥seeking good local competition rather than trying to undermine

or weaken it
Porter at organisations should seek out difficult-to-please customers, since meeting
their needs w rce the organisation to raise its standards and thereby become better placed

to handle international customers. The success of the Japanese laptop computer industry derived
partially from the demand by Japanese consumers for ever smaller and more powerful computers
given the space restrictions in some key Japanese cities.

Regarding the presence of factor conditions, some situations will benefit industries more in one
country than another. The success of second generation digital mobile phones in Europe (e.g.
Nokia and Ericsson) versus the failure of players in the USA can be partially explained by factor
conditions. In Europe, after the challenges of the first generation (i.e. analogue mobile phones),
which used different frequencies in different countries, it made sense to have a pan-European
standard (which was the GSM standard) but in the USA, there was no common standard and at one
point there were four different standards operating, meaning that the phones often could not be
used across state lines. In Europe, there was a history of timed phone calls so people were used to
this concept, but in the USA, local calls were generally free with landlines so consumers struggled
to make use of their mobile phones except when absolutely necessary. Many telecommunications
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markets had been deregulated, allowing for multiple competitors, whereas in the USA the break-up
of the telecommunications monopoly to create AT&T and the ‘baby Bells’ only occurred in the
1980s. Along with other factor conditions (history of working with repeater technology) and
availability of capital, the result was a set of conditions that heavily favoured the development of a
European mobile phone industry. Interestingly, with the next generation of phones, which were
close to mini-computers, the strength of the US computer industry, the creation of apps via small
providers in Silicon Valley and the availability of venture capital to make this happen saw the
pendulum swing back to the USA with the development of the iPhone and other smartphones.

Clusters and networks

The diamond model leads to the suggestion that it is valuable for groups of competitors to exist,
spurring each other on to higher levels of performance. Porter’s evidence also showed that these
competitors worked with each other as well as competing. They were closely connected
geographically, and many of them had arisen from working in the same organisatiemat one time.
Silicon Valley in San Francisco is the best example.*> The Hollywood moyie® is another
example of a geographical cluster of competing and cooperating organi a@

ganisations in an
lwide. For instance,

Ireland encouraged high-tech firms to locate their manufacturi and built related and
supporting infrastructure as well as providing incentives t na’s special economic zones
did the same thing, providing superior support and infr e in particular geographic areas.

Finland created an innovation and technology agency, a venture capital fund and a group of
business accelerators to counter the decline of No
GDP in 2000). This has resulted in a video ;
Birds) and Supercell (maker of Clash of ,800 start-ups by former Nokia employees and
many others in many industries.*

The concept of working toget
may not be geographically bas
global alliance of eight airli s (now 12) to service the whole world (‘oneworld’). No single

airline has the abili o e routes that customers want to fly, as government policy in

most countries hag pre eover of rivals or internal route development (another example
tal factors influencing strategy). Star Alliance, headed by Lufthansa and

United Airlines and no

of macro-environm
ncluding 28 partners, was formed to counter oneworld.

Network effects

Many high-technology industries are characterised by network effects.’” These are present where
the value of the network to users (and hence owners) increases exponentially as new users
commit to the technology; for instance, global auction site eBay’s millions of members offer
goods for sale to one another. The multiplicity of sellers means that buyers will generally find
what they are looking for, while the large number of buyers means that sellers will expect that
there will be one or more buyers for most offerings. If either party were to look to smaller auction
sites, they would generally find the number of transactors smaller and thus both would be less
likely to be satisfied.

When a new technology emerges, there is generally competition among different technological
options. In the case of mobile phones, the rapid increase in touch smartphones as the preferred
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technology meant more applications were developed for them and less and less attention was
given to developing alternative technologies, resulting in a declining community of users, as both
Nokia and Blackberry found by not being able to match Apple’s massive volume of applications,
or apps, in a timely fashion. Once a critical mass of consumers emerges, more users and more
complementary products are attracted, magnifying the critical mass. The attainment of this critical
mass is called the tipping point—where the decline of competitors accelerates and the winning
technology establishes its leadership.

Microsoft is excellent at forming relationships with organisations that have leading technologies
which might be incorporated into its Windows and Office software packages. Organisations that
become linked to Microsoft have a vested interest in Microsoft succeeding. Hence the Wintel
(Microsofts Windows plus Intel’s microprocessor) network has become very strong, as Microsoft
has consistently added new technologies to its range and has pre-installed them for the consumer’s
benefit. Google has a vast number of ‘affiliates’ that work with it to develop search links, increasing
the value of the combined network. These types of developments are ver rtant. They suggest
that industry analysis may need to be performed at the network ley, er than the previously
assumed organisation/firm level.

The five forces model for the p nd not-for-

profit (NFP) sectors

The five forces model was initially developed for ivate sector and it tends to work well in

competitive markets where there are a n er of suppliers, operators within the industry and
buyers. The model does well in proyidi sic understanding of which parties will benefit
the most from transactions and therefore n high profits. But in cases of the public sector

and the NFP sector, these criterig emnot met, and in many parts of the public sector there

may be natural monopolies j he following section details how the five forces model
may be applied to the publi¢ an ectors of the economy.

The five force —the public sector

and their strategists often query whether the five forces model outlined
% In Chapter 2, we noted three different types of public sector organisations:

those with poli aking aims and no products or services, those implementing a strategy where
the product is not priced, and those with products and services, with or without competitors.

The five forces model can still be applied, particularly where there are substitutes for the
product or service (e.g. Australia Post). However, where a public sector organisation has a
legislative monopoly on its product or service (e.g. Taxation Office, Department of Justice, Civil
Aviation Safety Authority) and there are no clear substitutes, a slightly different framework may be
more appropriate.

While there are still ‘suppliers’ to such public sector organisations, there is no ‘industry rivalry’,
little or no chance of ‘new entrants’ or ‘substitutes’, and the ‘buyers’ do not have a choice. Further,
no clear overall goal exists for the organisation, making it susceptible to the political persuasion of
different interest groups and their particular sets of values and interests.

In such cases, the ‘organisation’ is effectively the ‘industry’. The analysis must focus on the
key stakeholders; that is, the individuals and groups that influence the opportunities for, and
constraints on, the operation of the organisation. This ‘influence system’ of organisations



CHAPTER 3 Analysing the external environment

must be documented in the same way that the business system exists for a competitive
organisation. An example of such a system, based on the Australian political system, is

illustrated in Figure 3.10.%

FIGURE 3.10 Public sector industry analysis
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Having documented the system, we are then interested in the same issues as in the five forces
framework—that is, which of the key forces (stakeholders) have power and influence, and why. A
set of questions to pose for a public sector organisation and each of its influence groups includes:

e Why does this stakeholder group affect our organisation (e.g. legal obligations, lobby group
(on behalf of whom?), desire of key individuals in the stakeholder group)?

e How does this stakeholder group affect our organisation?

e How powerful is this stakeholder group? What gives it this power?

e What factors might affect that power in the future?

For example, let us consider the case of a department of social security, which is responsible
for issuing pensions. Pensions are one of the largest costs to a government and they are expected
to increase dramatically over time. Therefore, the government has an interest in closely monitoring,
and reducing, the total dollars spent here. Yet, because many voters are pension recipients, pension
reduction is likely to be very unpopular. (For example, in the USA, whe s become clear that
t ap, the government

ing extremely unpopular

with existing retirees, who assumed the benefits would conti ase over time.)

However, pension recipients are older members of the ¢

who may be less likely to
s@, unless pension recipients

ders as they have an interest in building

their own industries around this particula uct. Strategy @ work 3.5 shows a worked example
for the government department respomnsibleffor/pension decisions.

Strategy @ work 3.5

From an employee perspectiv. ea of social
security is not generally amatt e within the
public service. Despi ount of funds
handled, it is often a rather meghanistic, procedural
operation, not likely to act the best public
servants (areas such as Treasury and Foreign Affairs
are generally much more highly regarded). As to
substitutes, charity bodies or banks could perhaps
also perform the function.®* Charities have the
same welfare aims, and banks have online and
physical distribution systems that could be very
effective in issuing payments.

To summarise briefly, we can see that individual
recipients (users) have little power, except in the
role of voters. The government has a lot of power,
due to the huge sums of money spent here, while
managers and staff are likely to have limited power,

A WORKED EXAMPLE OF PUBLIC SECTOR ANALYSIS

since they are unlikely to be in high demand
elsewhere in the public service. There are
substitutes, though their power is unclear. In this
case, there are no important regulatory bodies. We
have established where the power lies, and why.
Determining a strategy for the department provides
a brief framework for considering how to manage
‘industry’ forces. The department needs to provide
the service efficiently (minimum cost for number of
pensions handled) and effectively (minimum errors,
avoiding unfavourable publicity, and ensuring the
correct recipients receive the correct amounts
while providing reasonable service levels to
pensioners/voters). If it continues to do this, or
finds a better way to achieve it, and its approach is
better than those of substitutes, the government
will continue to fund the department.!
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The case of local councils is interesting. A local council can be treated as a geographic
monopoly in competition with other geographic monopoly councils for funds from the
common provider (the next tier of government above them). In this case, the analysis in
Strategy @ work 3.5 can be applied. However, local councils can also be seen as a mixture of
monopoly legislative services (e.g. the power to charge rates and fees) and a corporation
administering businesses in a variety of industries (e.g. waste collection, road maintenance,
recreation centre provider), all of which have private sector competitors that could do the job.
Under this view, corporate strategy principles should be applied at the council level, and
business strategy principles, including standard industry analysis, at the level of each of the
business units within the council.

The five forces model—the not-for-profit sector

Not-for-profit (NFP) industry analysis is different from both profit-based industmy analysis (the
‘normal’ assumption) and public sector analysis. NFPs (e.g. the credit union indstry, charities,
professional sports industries) are based around economics—they have proditctéwér services to
sell, at a price that needs to cover costs. However, since they do not aimyto wiake/a profit, but only
to cover costs, the question of the overall goal(s) of the industry, and(the otganisations in it, is less
clear (e.g. is it industry wellbeing, break even, best outcomes fop@ustomers?). **

Standard industry analysis can be used to assess industry forcgs that will affect industry future
growth and economic wellbeing (a substitute for profitabilify) aginmost cases there is a competitive
element with other NFP organisations seeking funding, skilled’employees, and so on. However,
the key difference is the role of key stakeholderssand the“impact that their interests have in
positioning the specific organisation. For instance, 4 crédit union, being a cooperative, exists for
the benefit of its members, who are also its customers’ rather than its ‘shareholders’. Charities do
not want to be perceived to be compgfing,sbut¥in practice they compete with hundreds of
organisations promoting alternative charities (¢'g. Red Cross, World Vision, the Salvation Army,
Greenpeace) for revenue for worthy: causes, theugh each has a significantly different ‘product’ or
‘service’. Professional sports clubsiwantithe industry to do well, but their individual aim is to beat
competitors and at least make the finals each year.

For NFP indus@i€s, thefkey 1S to understand both the direct or close industry rivals and
the huge number of subsStitiates that exist, and then to recognise at the organisational level that the
objective is not the highést economic results for (often non-existent) shareholders, but the
outcomes determined by key executives, donors or customers.

Summary

In this chapter we considered two major elements of the external environment—the macro-
environment and the industry environment—as the second part of our business strategy model
of analysis. The analysis performed under these headings is of factors outside the organisation,
but these factors can often be more influential for organisation strategy (and opportunities and
threats to that strategy) than are the more easily focused-on internal issues. The aim of this analysis
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is to understand the expected future growth and profitability of the industry and its drivers in the
future. The identification of key competitors and strategic groups within the industry segments
competitors into more meaningful groupings for analysis.

The analysis is complex, uncertain and difficult to integrate. It can be done for all types of
organisations, not just publicly listed or private sector profit-oriented ones. We have provided
frameworks for all types and all situations. We have expanded the standard industry framework—
the five forces model—to consider historical background and trends, the roles of government and
complementors, industry evolution and scenario planning. The diamond model considers the local
industry’s potential for successfully competing internationally. Finally, we have considered industry
analysis for public sector and NFP organisations.

End-of-chapter questions

1 Consider the ‘national accounting services industry’. What other definitiofis might there be for
organisations competing in this industry? Why might different définitions’be chosen?
2 What is the difference between an ‘industry’ and a ‘market’? Wiien|could an ‘industry’ be a
‘market’ and vice versa?
3 In what industries does government play a big role? In whatindustiies does it have a small role?
How is the government role changing over time? Why is this?
4 What are some of the key technological factorsgthat maydmpact an industry of your choosing
over the next decade?
5 Which macro-environmental factors are likely# be most important in the supermarket
industry in the coming years?
6 What are the factors that determing rivalry when considering an industry structure?
7 Is industry profitability likely togseyhigh or low when the threat of new entrants is high? Why?
8 What are the key criticisms dtlimitations of the five forces framework? Why is a competitor
analysis a separate stepffrom the five forces analysis and how does it provide additional
insight?
9 Name one industry ingyourlocality that might qualify as having a ‘cluster’ or ‘network’ of
competitors. Whatg#easons might explain the existence of this network or cluster?
10 What age the advantages of undertaking a strategic group analysis? Under what circumstances
would suelan analysis be useful?
11 How does seen@rio planning provide additional insight around an industry analysis that cannot
be captured in a traditional five forces analysis?
12 What are the limitations of applying industry analysis to public sector organisations? Can
these be overcome?
13 How might we explain the success of Japanese consumer electronics companies (such as Sony,
Canon, Sharp and Panasonic) in industries such as cameras, headphones and TVs?
14 Considering Porter’s diamond model, what industries might Australia or New Zealand be
leaders in?
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