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C H A P T E R 3
External Analysis: Industry Structure, Competitive Forces, and Strategic Groups

Overview of the Chapter

In this chapter, we turn our attention to the firm’s external environment: the industry in which the firm operates and the competitive forces that surround the firm from the outside. The chapter starts with a look at macro level influences including political, economic, sociocultural, technological, ecological, and legal. Next, the structure of an industry is analyzed. It has a direct bearing on a firm’s performance. Industry structure captures important economic characteristics such as the number and size of competitors, whether the offering is an undifferentiated commodity like steel or a highly differentiated service like management consulting, and the height of entry and exit barriers. Two strategy highlights are included in the chapter for tangible applications of the concepts discussed. 
Learning Objectives 
LO 3-1 Apply the PESTEL model to organize and assess the impact of external forces on

the firm.
LO 3-2 Apply the structure-conduct-performance (SCP) model to explain the effect of

industry structure on firm profitability.
LO 3-3 Apply the five forces model to understand the profit potential of the firm’s industry.

LO 3-4 Describe the strategic role of complements in creating positive-sum co-opetition
LO 3-5 Understand the role of industry dynamics and industry convergence in shaping the

firm’s external environment.
LO 3-6 Apply the strategic group model to reveal performance differences between clusters

of firms in the same industry.
Chapter Outline

1. CHAPTERCASE 3 Build Your Dreams to Sidestep Entry Barriers
2. The PESTEL Framework (LO 3-1)
a. Political Factors

Strategy Highlight 3.1 UBS Relents to Pressure by U.S. Government

b. Economic Factors
c. Sociocultural Factors
d. Technological Factors

e. Ecological Factors

f. Legal Factors
3. Understanding Differences in Industry Performance: The Structure-Conduct-Performance

Model
 (LO 3-2)

a. Perfect Competition
b. Monopolistic Competition
c. Oligopoly
d. Monopoly

4. Competitive Forces and Firm Strategy: The Five Forces Model (LO 3-3)

a. Threat of Entry

b. The Power of Suppliers
c. The Power of Buyers
d. Threat of Substitutes

e. Rivalry among Existing Competitors
Gaining & Sustaining Competitive Advantage  Five Forces in Airlines vs. Soft Drinks

5. Adding a Sixth Force: The Strategic Role of Complements (LO 3-4)
Strategy Highlight 3.2 Microsoft’s Attractive OS Software Business: How Much

Longer? (LO 3-3)

a. Threat of Entry

6. Changes over Time: Industry Dynamics (LO 3-5)

7. Explaining Performance Differences Within the Same Industry: Strategic Groups (LO 3-6)
a. Mapping Strategic Groups

b. Mobility Barriers
8. CHAPTERCASE 3 / Consider This…
9. Discussion Questions
Lecture Suggested Outline
I

 seq NLA \r 0 \h .
Overview
A seq NL1 \r 0 \h .
We now move to the external analysis portion of the strategy process. By external, we mean outside the boundaries of the firm.  

B

 seq NL1 \r 0 \h .
We review macro-level forces, industry structure, competitive forces, and strategic groups in this chapter.  

II

 seq NLA \r 0 \h .
ChapterCase 3 – Build Your Dreams to Sidestep Entry Barriers
A

 seq NL1 \r 0 \h .
This brief case is designed to engage the students’ attention and engage them in discussing how large firms can often miss strategic opportunities that smaller ones leverage to great advantage. 
Show PowerPoint Slide 3.4

Key Points of Case
 Teaching Tips
Slide 3.4 has an embedded three-minute video of an industry expert discussing the future of the car industry. http://bigthink.com/felixkramer#!video_idea_id=18790. (Click on “Hybrid Car Video” while in slideshow mode if your classroom is connected to the Internet.) 
There are many unknowns for both a new Chinese company getting into the mass production of global automobiles and the future of electric cars. We find the discussion of electric vehicles fits well with the PESTEL model, while the entrance into the automobile industry can be used as an example of the five forces model discussed later in the chapter. Slide 3.5 is provided to further discuss these ideas. 

Show PowerPoint Slide 3.5

Questions on Case
1

 seq NL_a \r 0 \h .
What are their chances of success? 


BYD seems positioned to make a good run at entering the electric vehicle (EV) market. They enjoy good support at home from the Chinese government, they have a track record of successfully selling their batteries competitively to large multinational firms, and they are currently sound financially. The bigger question is probably “What will the electric vehicle market look like in 5 or 10 years?” as the next question may suggest. 
2

 seq NL_a \r 0 \h .
Which PESTEL factors will be most important for electric vehicles in the 21st century? 

Governments in many part of the world are subsidizing purchases of electric and other high-mileage cars. This could help the nascent market get traction to reach economies 
of scale needed to compete against the internal combustion engines now dominant. Economics will matter as consumers across the globe compare the purchase prices and cost of operations of these vehicles. In the medium term, the purchase must make economic sense for the market to grow sustainably. From our experience in teaching this example, students will have many thoughts on this discussion. 
III

 seq NLA \r 0 \h .
The PESTEL Framework  SEQ NLA \r 0 \h 
A

 seq NL1 \r 0 \h .
A macro environmental lens to explore the “big picture” forces acting upon industries. It is an industry analysis tool. 
B

 seq NL1 \r 0 \h .
PESTEL and competitive forces analysis together are used to generate opportunities and threats for the industry (and thus for the firms and strategic groups within the industry). These can be incorporated into a SWOT analysis, which is discussed in Chapter 4. 
Show PowerPoint Slide 3.6

The PESTEL Framework
 Teaching Tips
We have included one slide for each of the six PESTEL forces. We also have one summary slide of all six included. Depending on the time available, what we sometimes do is give the students the more detailed slides and only use the one summary slide for classroom discussion. 
PESTEL is also an easy topic for a quick small group activity. We select an industry the students are familiar with (retailing, fast food, computers, and so on) and then assign each group one of the six PESTEL forces to think about relative to that particular industry. This way, each group has something a bit different to discuss when the whole class is pulled back together. An alternative is to use the case opener about BYD to discuss the PESTEL forces for the nascent electric vehicle industry split into different groups by each force. One of the keys to this discussion is to bring out conflicts and trade-offs among the forces. For example, regarding electric vehicles, can “go green” ecological concerns overcome a higher cost burden for electric cars? Will taxes increase on gasoline to reflect non-market costs of pollution, making the economics shift in favor of electric vehicles? The ecological variables (Slide 3.13) contain an embedded video link to a McKinsey interview with an industry expert on business sustainability. Though at eight minutes, the clip is likely too long to show in class, you may want to show part of it or make it available for your students outside the classroom. 

A McGraw-Hill Connect online interactive exercise is available that covers this topic in more detail. You may wish to assign this as an auto-graded homework for the students. 

IV. 
Structure-Conduct-Performance Model
A. 
According to the SCP model, the underlying industry structure determines firm conduct, which concerns the firm’s ability to differentiate its goods and services and thus influence the price it can charge. Industry structure and firm conduct combine to determine firm performance.
Show PowerPoint Slides 3.17 & 3.18
SCP Model 
 Teaching Tips
The structure-conduct-performance model can be a useful lens to view different industries. It has the benefit of simplicity compared with the five forces model, BUT is also a bit harder for some students to grasp as it is a continuum and may not always yield “black & white” answers. Slide 3.18 has a three-minute embedded video on Australian banks as oligopolies, so if your classroom has an Internet connection, you might choose to click on “Bank Oligopolies Video” while in slideshow mode to bring up the video. 

Additionally, a McGraw-Hill Connect online interactive exercise is available that covers the SCP model in more detail. You may wish to assign this as an auto-graded homework for the students. 

V. 
Competitive Forces and Firm Strategy: The Five Forces Model
A.   Porter’s model aims to enable managers not only to understand their industry environment but also to shape their firm’s strategy. As a rule of thumb, the stronger the five forces, the lower the industry’s profit potential—making the industry less attractive.

 Show PowerPoint Slide 3.20
Five Forces Model
 Teaching Tips
The five forces model is one of the most widely used tools in strategy. It is worth spending some time on it unless your students are already well versed on the subject from other course work. We have provided a slide for each of the five forces plus the diagram of the model (Exhibit 3.3). A quick small group activity can be used to assess the students’ familiarity with the concepts here. As noted earlier, the BYD entrance into the electric automobile industry may make a good topic of discussion around the five forces. We like to assign different forces to different groups in the classroom to be sure to get a variation of thoughts presented. Alternatively, later in this slideshow we have provided a slide with teaching tips on using Small Group Exercise 2 from the back of the chapter. This exercise asks the students to evaluate technology shifts such as e-readers and iPads on the textbook publishing industry. 

Michael Porter wrote his original work on the subject over 30 years ago. However, he updated this work in 2008 and you may want to review his article in HBR for more details on the model. (Porter, M. E. (2008), “The five competitive forces that shape strategy.”)
Additionally, a McGraw-Hill Connect online interactive exercise is available that covers the five forces model in more detail. You may wish to assign this as an auto-graded homework for the students. 

VI. 
Gaining & Sustaining Competitive Advantage  Five Forces in Airlines vs. Soft Drinks

A. 
Here we use a relatively poor performing industry (U.S. airlines) and compare it with a typically profitable industry (soft drinks). 
B.
Students can see pretty easily that the forces between the two industries are quite different. 
Show PowerPoint Slides 3.27 & 3.28
Airlines vs. Soft Drinks
 Teaching Tips
It should become apparent if you were going to invest some money buying stock in a firm over the long term that a strong firm in the soft drink industry is likely to win out over such a firm in the airline industry. However, less clear is what to do if you wanted to start a new company. The barriers to entry in the soft drink industry are such that it would be quite difficult to compete with Coca-Cola and Pepsi on a national or even regional level. Newer firms are tending to enter in niche spaces such as the super-caffeinated energy drinks to avoid direct competition with a powerhouse like Pepsi. 

Slide 27 has an embedded video at the bottom. It is a 13-minute-long interview with Michael Porter. He uses the airline vs. soft drinks industries as examples of applying the five forces model. The URL is also posted next. It was taped in the summer of 2008 and is referenced in the text (endnote 37). 
http://www.youtube.com/watch?v=mYF2_FBCvXw 

VII. Adding a Sixth Force: The Strategic Role of Complements
A. 
Many scholars and managers believe the addition of complements is useful to the five forces model (with the notable exception of Dr. Porter himself). In this section, we introduce complements and reconfigure the model into three sets of opposing forces determining industry attractiveness. 

B. 
We also provide a slide (# 3.33) on Strategy Highlight 3.2 covering the virtuous cycle of Microsoft and Intel. The personal computer industry, in particular, has been strongly impacted by complements such as the Internet, which have provided strong incentives for growth. 

Show PowerPoint Slides 3.30–3.33
Role of Complements
 Teaching Tips
We have highlighted Exhibit 3.5 (five forces plus complements model) to show the pairing of forces on the industry. In our classes, this has helped the students understand how forces can work together or pull in different directions. Strategy Highlight 3.2 is an example of two forces working together (albeit sometimes to the detriment of the PC assemblers). The following small group exercise may be a case of the forces working 
in different directions between textbook publishers, ebook providers, college bookstores, students, and professors. The outcome is still unclear…

C. 
We also provide a slide (# 3.33) on a small group exercise from the back of the chapter. Suggested answers to the questions are provided in the answer section that follows. 

Show PowerPoint Slide 3.34

Small Group – Textbooks or iPads

VIII. Changes over Time: Industry Dynamics
A. 
A shortcoming of the tools we have covered thus far is that they are all point-in-time specific. Managers must be aware of this drawback and take steps to discern how to view a change in events as a critical feature of their strategy process. 

Show PowerPoint Slide 3.35
Industry Dynamics
IX. 
Strategic Groups
A. 
Strategic groups are a concept that will help the students start to think about business-level strategies (covered in detail in Chapter 6). Here they are useful to show that all competitors within an industry are NOT equal. 

Show PowerPoint Slide 3.37 & 3.38
Mapping Strategy Groups
 Teaching Tips
We have found that the mapping of strategic groups is useful in helping students understand the competitive dynamics within industries. This can also be used as a small group activity in the classroom. Display the airline example provided and ask each group of students to select a different industry and plot out some of the firms they may know in that industry (retailing of various types, restaurants, and consumer brands are often selected by our students).

If you are using the McGraw-Hill Connect online system, there is an interactive exercise covering strategic groups in more detail. You may wish to assign it as an auto-graded homework assignment. 

X. 
 CHAPTERCASE 3 / Consider This…
A.  We revisit the opening case, with extended information focusing on the success of BYD in its home market of China. Suggested answers to the case questions are provided in the following.  
Show PowerPoint Slide 3.39
BYD Consider This…
XV.  Take-Away Concepts
A.  Here we select a few of the key items from the chapter for quick review.  

END OF CHAPTER ANSWER GUIDE

 Teaching Tips
A variety of case, discussion, ethics, and explicit small group questions are provided at the end of every chapter. Instructors may find it useful to assign some for homework and some for general class discussion. We would encourage you to have a couple of small group activities during the first few classes of the semester. Many concepts in strategy do not yield hard and fast answers, and if the students have a chance to interact early on in the course, it helps stimulate better discussions on issues of nuance or context, which are internalized best through discussion or intensive written assignments. 
We have found that having a brief small group activity early in the class period helps generate better discussions for the entire class period. There are at least three reasons for this. First, it gets students out of the “sit back and absorb” mode since they need to contribute ideas to the team. Second, it allows the students to speak up in class discussions about what the group thought. This is a more comfortable method for many than stating their own viewpoint for the class to critique. Finally, having the small group discussion lets the students verify some of their own thoughts and strengthens the logic of their points before they express them to the whole class. 

CHAPTERCASE 3 / Consider This…
Thinking about this chapter’s opening case, answer the following questions.

1. Which PESTEL factors are the most salient for the electric automotive industry of the 21st century? (A variety of answers may be given here. The following are two of the most important to consider.)
· Economic factors—due to the current rate of unemployment and economic downfall. This makes an impact on the number of possible consumers for ANY new car and especially relatively untried electric ones. However, this can also be put as an advantage since it provides a reason to delay launching in more developed economies and continue to build a market for high-end users in developing countries. 
· Technological factors—capture application of knowledge to help create new products and processes. The key questions about this industry are also all related to the battery. How safe is it? How expensive is it? How long will it last? How many miles can it go between charges, and so on. Young consumers seek new technology relentlessly. For example, the creation of iPad. The technology was vastly available after the creation of the iPhone; it just needed a little more current innovation to make it the high-demand product it is today. It is yet to be determined if the electric vehicle market will take off with these early adaptors. 
2. Think about the automotive industry in your home country. Is it structured more like an oligopoly or monopolistic competition? Do you think the structure would change for an electric vehicle strategic group within the overall automotive industry? 

· The automotive industry in the U.S. is structured more as an oligopoly competition because of the domination of a few firms that compete in this industry. The structure may change a bit if electric vehicles entered the market; however, it wouldn’t interrupt the current mix. It would most likely be an entry of a niche product to the market, and successful firms are likely to be purchased by larger ones for the same scale reasons prevalent in today’s market. 

3. Using the industry attractiveness framework, explain the overall automotive industry. How would it change for the electric automotive industry? 

· In reference to the industry attractiveness framework, it is necessary for the overall automotive industry to review the pairing of forces. For example, the infrastructure of roads is a key complement, while an infrastructure of railroads would be a key substitute. In the electric vehicle (EV) industry, clearly current internal combustion engines would be a key substitute (it would be outside the electric vehicle industry). Less obvious perhaps is that a currently very limited infrastructure of charging stations is likely to be needed as a key complement for EVs. Also, vertical sources that would determine the bargaining power of suppliers and buyers will be different between the overall auto industry and EVs. It is likely that if EVs gain traction in developed economies, this would be succeeded by mergers and acquisitions that increase the size of companies and heighten their power.

Discussion Questions
1. Why is it important for an organization to study and understand its external environment?

It is important because it can affect the industry and firm’s performance. The PESTEL framework, for instance, is helpful because it acts as a guide, allowing managers to mitigate threats and leverage opportunities accordingly.
2. How do the competitive forces in Porter’s five forces model affect the profitability of the overall industry? For example, in what way might strong forces increase industry profits, and in what way do strong forces reduce industry profits? 

Weaker five forces equal greater industry profit potential, emphasizing attractiveness. However, the greater the five forces are, the lesser the industry profit potential, reducing the attractiveness to competitors.
3. What is a strategic group? How can studying such groups be useful in industry analysis? 

A strategic group is a set of companies that pursues a similar strategy within a specific industry in their quest for competitive advantage. Studying such groups can be helpful in industry analysis to evaluate a firm’s competitors and differentiate themselves from the competition.
4. How do mobility barriers affect the structure of an industry? How do they help us explain firm differences in performance? 

Mobility barriers affect the structure of an industry because they separate one strategic group from another on the basis of industry-specific factors. They help us explain firm differences in performance between groups of firms in the same industry.
Ethical/Social Issues
Ethical/Social Issues

5. Strategy Highlight 3.1 discussed Swiss bank UBS’s release of over 4,000 names of U.S. citizens suspected of not paying U.S. taxes. The government’s case was helped immensely by a former employee at UBS who cooperated with prosecutors on details of how such transactions occur. The “whistle-blower,” a U.S. citizen, has been lauded for his help in the investigation. Yet, in January 2010 he also began serving a 40-month prison sentence for his own guilty plea for helping his clients at UBS evade taxes.
 Some in the industry believe such a surprisingly long prison term, despite his cooperation with investigators, will dramatically reduce motivation for other potential whistle-blowers to come forward. 
a. What is the proper role for a multinational firm in cases where government regulations across countries are in conflict? 
This is clearly a difficult area as UBS and many other firms have discovered. It is important for firms to adhere to the local laws and regulations as they operate their businesses. When these laws conflict, firms sometimes find they need to modify their business models. Other times, the guidance from international agencies and governance structures may be used to handle disputes and seek resolutions. 
b. What is the responsibility of individual employees to their employers and to their government when there seems to be a conflict? 

It is the Individual’s responsibility to seek guidance from their employers when any conflicts arise in the term of their employment. Likewise, when employers have an issue with their government, the direction of general counsels and other attorneys can help with the situation. Whistle-blower rules will vary, but each employee also has the right to “vote with their feet” and leave a firm that is conducting business in a manner not consistent with that person’s values. 
Small Group Exercise 1 (Ethical/Social Issues)
As part of a sales team for one of the most expensive and widely marketed drugs, your task is to consider the approach to take with doctors who may be reluctant to prescribe Avastin due to the high cost of the treatment for the benefits received.
  
The key issue here is a conflict between what is good for the firm and what is good for the patient. End-of-life issues are particularly difficult in health care since a huge portion of health care costs, on average, are expended in the final few months of life. It is not the job of the sales team to decide the “value of a life” or even a few months of a life, but it is their job to present the evidence of extending the life. It is between the doctor and the patient (and perhaps others) to determine how to use the medicines applied. One point in favor of the Genentech position here is that the doctor should be encouraged to discuss all options with the patient, including the use of Avastin.   

Small Group Exercise 2 

Use the five forces plus complements model to think through the various impacts such technology shifts may have on the textbook industry. 
1) How should the managers of a textbook publishing company respond to such changes? 
Though the percent of electronic textbook adaptions was less than 5 percent in 2010, smart business leaders in the textbook industry will not ignore this technological threat to their business. The user interface experience of Kindle and iPad is far superior to that of prior notebooks and netbooks. This key complement seems likely to rapidly increase electronic adoption rates by students. The managers should consider ways of weakening the five forces to achieve a greater industry profit potential with added attractiveness. It is important that managers position their company in a way through partnerships or other means to prepare for direct electronic connections with students. The next big question is “What is the revenue model for the bookstore if the large textbook sales are going to be eroded?”… But that’s a different small group exercise! 
2) Will the shifts in technology be likely to raise or lower the textbook industry-level profits? Please explain. 

The shifts in technology will be likely to raise textbook industry-level profits if new technology is readily implemented into the current mix. The textbook industry is currently struggling due to rivalry amongst existing competitors. A focus to create tailored products to customers’ needs should be initiated to be able to increase industry profitability as producers are able to raise prices and revenues. One key point we like to bring out in discussions is who is the buyer of a textbook? The students painfully know they pay the cost of the books but have no choice in the selection of the book. The force of the buyer is really with the instructor. But who is the supplier to the textbook industry? Well, once we get past the paper and binding supplies, which are commodities… the supplier is the “content provider.” Hmm, this again is the experienced instructor who has taken the thought and time to determine the material for the textbook. 
Strategy Term Project

Project Overview

The goal of the strategy term project is to give the student practical experience with the elements of strategic management. We will briefly discuss that project module questions and offer some guidance for the modules at the end of each chapter.
Module 3: External Analysis 
In this section, you will study the external environment of the firm you have previously selected for this project. 
1. Here, students will look over annual reports and press clippings (or websites) for insights on the INDUSTRY for the firm they have selected. It is important at this stage for the student to clearly define what industry they are going to use for the analysis. Much of the rest of this section and some others is dependent on a crisp and clear definition of 
who is IN and OUT of the industry definition. If you are looking at the automobile industry, are BYD and TESLA new entrants in the electric vehicle market in that industry or not? The particular answer is not as important as BEING CONSISTENT with how it is applied across the tools in this and succeeding chapters.
2. One way to think about this is to compare: How do the forces in the student’s industry compare to those described in airlines and soft drinks in the chapter?

3. Encourage the students to create strategic maps of the industry so they can think more deeply about the rival firms in it and identify who the closest competitors are likely to be. 
4. Students will have to do some research for this question. One good source will be historical annual reports, so ask them to pull up a report from, say, five years ago and see how the industry is described, and then compare the difference between those descriptions and the ones in the current annual report.  

myStrategy3: IS MY JOB THE NEXT ONE BEING OUTSOURCED?

Questions

1.
Which aspects of accounting do you think are more likely to resist the outsourcing trends discussed earlier? Think about what aspects of accounting are the high-value activities versus the routine, standardized ones. (If it’s been a while since you took your accounting courses, reach out for information to someone in your strategy class who is an accounting major.)

· The types of accounting that are more likely to resist outsourcing are the non-routine and high-value activities since they require more attention and compliance with all licenses and laws applicable to that state or territory. Also, jobs that interface directly with clients will be more likely to remain local (though never assume this given today’s video-conferencing capabilities!).
2.
What industries do you think may offer the best U.S. (or domestic) job opportunities in the future? Which industries do you think may offer the greatest job opportunities in the global market in the future? Use the PESTEL framework and the five forces model to think through a logical set of reasons that some fields will have higher job growth trends than others. 
· In the U.S., and globally, among the top industries for job opportunities are health care, Internet services, and perhaps the energy fields (as discussed in Chapter 1). Refer to Exhibit 3.6 for a look at the top and bottom industries from a profit perspective—and remember that jobs follow profits. 
3. Do these types of macro environmental trends affect your thought process about selecting a career field after college? Why or why not? Explain. 
· These types of macro environmental trends affect the choices of career field after college due to the fact that many students don’t want to be in risk of having their jobs outsourced. With businesses recruiting globally for many occupations in this era, it is important to try to work in an environment with job security without the stress of being easily replaced abroad.
� “Crying foul, ex-UBS banker starts prison term,” The Wall Street Journal, January 9, 2010.


� Sources: Mayer, R. J. (2004), “Two steps forward in the treatment of colorectal cancer,” New England Journal of Medicine, 350: 2406–2408; “A cancer drug shows promise, at a price that many can’t pay,” The New York Times, February 15, 2006. Arthaud-Day, M., Rothaermel, F. T., and Zhang, W. (2012), Genentech: After the Roche Merger, in Rothaermel, F. T. (2012), Strategic Management: Gaining & Sustaining Competitive Advantage (Burr Ridge, IL: McGraw-Hill).
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