UNIT 5 COMPETITIVE FORCES

Objectives

After reading this unit you should be able to understand the:

[ competitiveenvironment ;

[ competitive forces of the competitive environment;

[ Porter’sfiveforcesframework to analyze competitive environment;
[ processfor analyzing the external environment; and

[ concepts of strategic groups and scenario planning.
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5.1 INTRODUCTION

Inunit 4, we discussed thefirst level of the external analysisi.e. understanding of the
macro environment, which have an influence on the success or failure of an
organisation’sstrategies. However, it istheimmediate competitive environment which
also influences an organisation and therefore hasto be understood al ongside the
general environment. Theimpact of the changes of the macro environment isfelt on
the organisation and its strategies through their influences on the competitive forces of
the competitive environment. Hence an indepth understanding of theindustryis
competitive character isthe next important step for an organization as part of its
external analysis.

52 COMPETITIVE ENVIRONMENT

The competitive environment refersto the situation which Organisation’ sface within
its specific area of operation, and this can be understood at an industry level or with
respect to smaller groups called Srategic groups (Refer appendix). Generally
understood, an industry in the economy isrecognized as agroup of firms producing
the same principal product or more broadly the group of firms producing products
that are close substitutes for each other and in agiven industry different organisations
have different intermediate basis of understanding itsrelative position with respect to
other organisationsin the industry.

17



Strategic Analysis

18

Organisation within anindustry with similar strategic characteristics, following
similar strategies or competing on similar bases are called strategic groups. These
characteristics for a particular group will be different from those in other strategic
groups in the same industry or sector. There may be many different characteristics,
which distinguish between strategic groups. For example size, breadth of product
range, geographical coverage, quality or service levelsor marketing spend. The
concept of strategic groups when used helpsin understanding who are the most direct
competitors of any given organization and on what basis competitiverivalry islikely
to take place within each strategic groups.

There are competitive forces beyond direct rivalswhich shape up the competitive
environment that can be better understood with the Five forces framework discussed
below.

Activity 1

Take the automabile industry in Indiaand identify strategic groupswhich may be
possibletoform using few parameters discussed above.

53 PORTER'SFIVE FORCESFRAMEWORK

Thefiveforcesframework developed by Michael Porter isthe most widely known tool
for analyzing the competitive environment, which helpsin explaining how forcesin
the competitive environment shape strategies and affect performance. The framework
as shown in Figure 5.1 suggests that there are competitive forces other than direct
rivals which shape up the competitive environment. These competitiveforcesare as
follows:

1) Therivalry among competitorsin theindustry
2) Thepotential entrants

3) Thesubstitute products

4) Thebargaining power of suppliers

5) Thebargaining power of buyers

However, thesefive forces are not independent of each other. Pressuresfrom one
direction can trigger off changesin another which is capable of shifting sources of
competition. In thefollowing section each of these fiveforcesarediscussed in detail
asto understand how each of these forces affect an Industry’s environment so that one
can identify the most appropriate strategic position within the industry.

1) Threat of New Entrants

Entry of afirmin and operatingina marketisseenas athreat to the established
firmsin that market. The competitive position of the established firmsis affected
because the entrants may add new production capacity or it may affect their market
shares. They may also bring additional resources with them which may force the
existing firmsto invest more than what was not required before. Altogether the
situation becomes difficult for the existing firmsif not threatening always and
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Source: Adapted from M.E. Porter, Competitive Strategy, Free Press, 1980, p. 4

therefore they resort to raising barriersto entry. These barriers are intended to
discourage new entrants and this may be done by organisations, be in any one or more
ways, as discussed below:

a)

b)

Economies of Scale: Firmswhich operate on alarge scale get benefits of lower
cost of production because of the economies of scale. Sincethe new firm
normally would start its operation at asmaller scale and therefore will have a
relatively higher cost of production, its competitive position in theindustry gets
adversely affected. Thisbarrier created through large scale of operation is not
only applicablefor production side but it can be extended to advertising,
marketing, distribution, financing, after sales customer service, raw materials,
purchasing and Research and Devel opment aswell. For example, you would
have noticed in durableindustry the kind of investmentswhich playerslike
Samsung and L G do on advertising and promotions normally and specially
during eventslike World Cup cricket match. Thismakesit nearly impossible for
any new third player to launch and sustain such intensive and investment driven
maketing attack.

Learning or Experience Effect: The theory explaining the experience curve or
the learning curve suggests that as firms produce they grow more efficient and
thisbringsthem cost benefits. The efficiency levelsachieved isan outcome of the
experience, which teaches the organization better ways of doing things. This

again keeps any new entrant at a disadvantage.
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f)

Q)

h)

Cost Disadvantage | ndependent of Scale: New entrants may face disadvantages
which are independent of the operations. It may be on account of the lack of
proprietary product knowledge such as patents, favourable access to raw
material, favourable locations, existing plants built and equipped years earlier at
lower costs, lower borrowing costs etc.

Brand benefits: Buyers are often attached to established brands. Differencesin
physical or mere perceived value make existing products unique and the new
entrants have to tire out to beat such brands and change the mindset of the
customers.

Capital Requirements: High investments required for a start up in any business
isanother deterrent for new entrants bringing down the possibility of increased
competition.

Switching Costs: Switching costs, which is nothing but the expenses (financial
or psychological) which acustomer incursin switching from one seller to
another. Cases where such an expenseis higher, new entrantsfind it difficult to
establish or survive. Such costs may be because of a strong brand association or
the comfort level acustomer may be enjoying or it may be on account of a
particular technology like Windows operating systemswhich most customersuse
and therefore will find it inconvenient to switch to asystem like LINUX so
easily.

Accessto Distribution Channel: Any such critical activity like distribution
channel in the business can be abarrier for the entrants when accessibility to
themisfound to be difficult. Most existing firmsin FMCG industry are found to
have a strong favourabl e distribution channelswhich isvery difficult to
penetrate. For examplein Indiayou can think of HLL which commands a deeply
entrenched distribution network.

Anticipated Growth: Incumbentsin arapidly growing market arelesslikely to
respond to anew entrant when the market’s growth offers enough opportunities
to share. But anew entrant position will be opposite in aslowly growing market.

In addition to the above, few general entry barriers exist in each industry’s case, for
example, regulatory policies, tariffsand international trade restrictions are few such
additional factors.

Activity 2

Identify any industry of your choice and illustrate the possibility of new entrants
entering in that industry and why? Do you see any barriers being raised by the existing

players?

2) Bargaining Power of Suppliers

Business organizations have alarge dependency on suppliers and the latter influence
their profit potential significantly. Suppliers’ decisions on prices, quality of goods and
services and other terms and conditions of delivery and payments have significant
impact on the profit trends of an industry. However, suppliers’ ability to do all these
depends on the bargaining power over buyers.



Suppliers' bargaining power would normally depend on: Competitive Forces

a) Importance of the Buyer to the Supplier Group: The size of the supplies taken
by aparticular buyer islikely to put the buyersin arelatively advantageous
position. The same may be found trueif the supplier tendsto get animage
advantage by supplying to a particular firm. Consequently in dealing with such
buyers, suppliers’ bargaining power is naturally reduced. Just opposite happens
when buyer is not so important to the supplier and the latter then islesslikely to
offer favourable termsto win or retain the customer.

b) Importance of the Supplier’s Product to Buyers: Here the position may just be
opposite of the above situation where suppliers have a better bargaining power
coming from their sheer size or image.

c) Greater Concentration Among Suppliersthan among Buyers: An industry,
whichislargely dominated by afew large firmsisahighly concentrated industry.
Such few firms hold greater power with them asthe proportion of theindustry’s
total output isin hands of such large firms. This gives such firms greater power
over those who do businesswith them. The converseistrue when industry has
low concentration in suppliers. A higher concentrated supplier position may be
possible on account of the sources of raw materials available, R & D or patent
rights available with fewer firms.

d) High Switching Costsfor Buyers: In this case buyers suffer because of the
suppliers advantageous position or by the nature of suppliesitself, the buyers
haveto face a higher switching cost.

€) Credible Threat of Forward I ntegration by Suppliers: Suppliersin agiven
situation may see an opportunity in moving up the value chain and may seriously
think of getting into the business of what its buyers have been doing till now.
Any indication of that nature from supplier side puts the buyers at the receiving
end asthey fedl threatened because of anew player in that market and of losing
an assured source of supplies. A recent example may be of Reliance which has
decided to move from exporation and refining of oil to seeling of oil throughits
own retail petrol pumps.

Activity 3

Identify any industry of your choice and study the suppliersfor the industry. Examine
their strengths using the parameters discussed above as compared to buyers.

3) Bargaining Power of Customers

Customerswith a stronger bargaining power relative to their suppliers may force
supply prices down or demand better quality for the same price and may demand more
favourable terms of business. For instance, there will always be adifferencein the
bargaining power between an individual s buying different construction material like
cement, steel or bricks and areal estate builder buying them for the number of
properties he may have been building over so many years.
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Few of the following facts attach greater power to buyers:

a) Undifferentiated or Sandard Supplies: A supplier, given the nature of
productsit supplies, may have avery limited choicein providing any
differentiated products and this enables a customer to get the deal at the most
favourableterms. In aperfectly competititve market situationswith large number
of suppliers, prices automatically are at their lowest.

b) Customer’sPrice Sensitivity: Customer’s buying behaviour vary with respect
to their sensitivity to prices. Depending on how important the item isfor the
customer’s usage and proportion he may be spending on theitem concerned,
buyers' sensitivity to pricevaries. Any customer with high price sensitivity gains
advantage in its bargaining power.

¢) Accuratelnformation about the Cost Sructureof Suppliers: A more
informed customer is capabl e of negotiating with suppliers. Whenever such
customers notice adeclinein the supplier’s costs they would always bargain for
aproportional decreasein price. Thisaspect ismore relevant in today’s context
of global markets where cost benefits can come from anywherein the world at
any point in time for various reasons. There may be ageneral declinein prices of
aproduct in world market because of aglut situation or somewhere some new
discoveriesmay have pulled the prices down.

d) Greater Concentrationin Buyer’'sIndustry thanin Supplier’sIndustry and
Relatively lar ge Volume Pur chase: Thismeansthat buyers are large and more
powerful than suppliers. Government departments|ike police department when
negotiating for large orders of security weapons or intelligence equipmentswill
necessarily command agreater hold than its supplier astherewill be only few
number of such institutions buying them at agiven point of time.

e) Crediblethreat of Backward I ntegration by Buyers: Different from forward
integration which suppliers tend to attempt at, buyersin order to hold their
position stronger in the market may integrate in backward manner. Thiswill
mean that the buyer extends sitself to the previous stage of manufacturing or
distribution for which it had been dependent on supplierstill now. An example
could be of an entertainment channel which airs programmes outsourced from
organizations producing them outside, get into the business of producing its
programmesin house.

4) Threat of Substitutes

Often firmsin an industry face competition from outside industry products,

which may be close substitutes of each other. For example, with the new
technologiesin place now the electronic publishing are the direct substitutes of the
texts published in print. Similarly, newspaper find their closest substitutesin their
online version, though it may be a smart strategic move to position them as
complementary products.

However, the competitive pressure, which any industry may face, depends primarily
on threefactors:

1) whether the substitutes available are attractively priced;

2) whether buyersview substitutes available as satisfactory in terms of their quality
and performance;

3) how easily buyers can switch to substitutes.
Generally it is observed that the availability and acceptability of substitutes determine

an upper price limit to aproduct. When relative prices of the product in question rise
above that of the substitute products, customers tend to switch away from them.



Activity 4 Competitive Forces

Identify any industry of your choice and study the substitutes for the products of the
industry.

5) CompetitiveRivalry

Thelevel of rivalry isminimum in aperfectly competitive market where there are
large number of buyers and sellers and the product is uniform with everyone. Sameis
true for amonopoly market where there is only one player and the type of product is
also one. However in case of oligopoly or monopolistic competition, where you will
find few players and the market conditions allow them to differentiate their products
and services, competition if found to be fierce. Few of the following factors explain
thelevel of rivalry:

a) The Stability of Environment: An unstable environment islikely to call for a
hyper-competitive situation and of the several factorsthat affect stability could
betechnological innovation, changesin government regulations, customers
profileand their needs. In an industry which witnesses high movementsin terms
of entry or exit, the rules of the game may change too frequently. One of such
instances of fierce competition could be noticed on account of the onslaught of
new technologieslike CDMA affecting the general environment of telecom
industry in India. The entry of Reliance IndiaMobilewith CDMA technology
intensified the rivalry between telecom playersto such an extent that the
government had to intervenethrough itsinstitution, Telecom Regulatory
Authority of India (TRAI).

b) The Life Expectancy of Competitive Advantage: There areindustries for
example consumer electronics or white goodsin which the fruits of innovations
do not last longer and hence the companies do not even bother to patent them.
Thishasan adverseimplication for the stability of the competitive environment
leading to intenserivalry. Length of innovation cycle, patent protection or
switching costs between rivals are few factors, which may impact thelife
expectancy of competitive advantage.

¢) Characterigtics of the strategies pursued by competitors: This aso has or may
have an impact on the general approach to rivalry. For example, in amarket
segmented approach on part of the competitor leadsto lesser rivalry situation.
Also thekind of goals, which competitors pursue has an impact on therivalry.
Competitors pursuing the goal of increased market sharewill lead to increased
rivalry again.

Lastly, few implications can be picked up from the five forces framework itself.

Lower threatsto entry or ahigher possibility for substitutes have the potential of
increasing rivalry. A lower engagement between supplier will result into alesser
rivalry. So will be the effect when buyers face higher switching costs.

In an overall assessment, two critical observationsregarding rivalry can be made here.
First apowerful competitive strategy employed by onerival can greatly intensify the
competitive pressure on other rivals. Second, the frequency and rigor with which
rivals use any or all competitive weapons at their disposal can be amajor determinant
of whether the competitive pressures associated with rivalry are cutthroat, fierce,

strong, moderate or weak. 23
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Activity 5

| dentify two separate industries, which you may consider arerelatively stable and
unstabl e respectively. Comment on the nature of rivalry, which may be existingin
thoseindustries. A similar exercise you may repeat considering the life expectancy of
competitive advantages.

54 PROCESSFOR ANALYZING THE EXTERNAL
ENVIRONMENT

Let us now seethe processfor analyzing the external environment. This consists of
three stepswhich are asfollows:

Step1:  Identifying the firms—onindustry asawhole or there may be sub focus
groups called strategic groups. (see appendix)

Step2:  Intelligence gathering or environmental scanning on the general
environment of theindustry or strategic group.

Step3:  Organizationa Environment Information-Scenario planning isaprocess
suitable for the purpose and form the best inputs for the strategy
formulation process.

Theinformation can be gathered from the following sources:

1) Interna

i)  Newspaper/Magazine/Net

iii) Government

iv) Survey Secondary Database

v)  Customer and Suppliers

vi) Competition

Using these sources the environmental analysisfor any organization can be done.

5.5 SUMMARY

Theimmediate competitive environment influences an organization and therefore has
to be understood alongside the general environment. The fiveforcesmodel help usin
understanding any industry by identifying the strengths of each of the five forces and
the nature of competitive pressure that each force generates. It also enables an
understanding of the overall structure of competition. The competitive structure of an
industry sounds unattractive when rivalry among firms are strong, there exists low
entry barriers and substitutes are more common along with, when both suppliers and
buyers command a higher bargaining power. In case of reverse position the
competitive structureisfound to be lucrative.

Itistherefore achallenging task for managersto imitate and formul ate strategies
which can effectively neutralize the negative impact on the competitive structure of
industry generated by theseforces.
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56 KEY WORDS

Competitive Environment refersto the situation which organization’sface withinits
specific arenaof operation.

Bar gaining Power isdecided by therel ative strengths or weaknesses between two
players or partners.

Learning or Experience Effect suggeststhat asfirms produce they grow more
efficient and thisbrings them cost benefits.

Switching Costs are the expenses (financial or psychological) which acustomer
incursin switching from one seller to another.

Concentration in an Industry: Anindustry largely dominated by afew largefirmsis
ahighly concentrated industry.

5.7 SELF ASSESSMENT QUESTIONS

1) Explainthe competitive environment for any industry and discuss external
analysisframework of that industry.

2) Explainbriefly thefiveforcesframework and useit for analyzing competitive
environment of any industry of your choice.

3) How the nature of markets determine the competitiverivalry between firms?
Explain with suitable examples.

4)  Write short notes on Strategic groups and Scenario Planning.
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1. Strategic Groups

They are conceptual clustersin the sense that they are grouped together for purposes
of improving analysis and understanding competition within their industry. They do

not necessaryily belong to any formal group such as an industry, trade, association or
any strategic alliances and they do not necessarily differ in their average profitability.

Research has shown that industries vary greatly in the similarity of their firmsin
terms of strategies pursued and we need to analyze the two types of industries
differently. For industries, which are considered heterogeneous comprising multiple
strategic groups, it would be inappropriate and misleading to combine different
strategies groupsin the same environmental analysis. For examplein afour-wheeler
automobile industry, strategic groups can be thought of Cars, Multi-utility Vehicles
(MUVs) or Sports car vehicles.

Strategic groups are merely conceptual clustersin order to facilitate analysis and
therefore the categorizing of firms may beinway whichisbeneficia or insightful. Size
of the firms may be one of the criterion when analysisisto be understood how giants
differ from smaller firms. Geographic distribution, breadth of markets, products/
service quality may be few othersto determine strategic groups. Furthermoreit often
makes senseto use different combinations of strategic dimensionsto more precisely
indentify groups.

In ahomogeneousindustry it is reasonablefor all the competitorsto be considered as
part of the same strategic group in asingle industry-wise analysis.

Competitivelntelligence

Itistheinformation which isrelevant to strategy formulation regarding the
environmental context withinwhich afirm competes. Such intelligence has several
USses:

a) Providing description of the competitive environment that inform strategist and
guide strategy formulation;

b) Chalenge common assumption about the competitive environment;
¢) Forecasting future devel opment in the competitive environment;
d) Identifying and compensating for exposed competitive weaknesses;
€) Determining when astrategy isno longer viable or sustainable;

f)  Indicating when and how strategy should be adjusted to changing competitive
environment.

2. Scenario Planning

Scenarios aretoolsfor ordering on€e’s perceptions about alternative future
environmentsin which today’s decisions might be framed. In practice, scenarios
resemble a set of stories, written or spoken, built around carefully constructed plots.
These stories can express multipl e perspectives on complex events; scenariosgive
meaning to these events. Scenarios are powerful planning tools precisely becausethe
futureisunpredictable. Unlike traditional forecasting or market research, scenarios
present alternative images instead of extrapolating current trends from the present.
Scenarios also embrace qualitative perspectives and the potential for sharp
discontinuitiesthat econometric models exclude. Consequently, creating scenarios
reguires decision-makersto question their broadest assumptions about the way the
world works so they can foresee decisionsthat might be missed or denied.
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Within an organi zation, scenarios provide acommon vocabulary and an effective Competitive Forces
basisfor communicating complex —sometimes paradoxical — conditionsand options.
Good scenarios are plausible and surprising, they have the power to break old
stereotypes, and their creators assume ownership and put them to work. Using
scenariosis rehearsing the future. By recognizing the warning signals, the threats and
opportunitiesthat is unfolding, one can avoid surprises, adapt, and act effectively.
Decisionswhich have been pre-tested against arange of what may offer are more
likely to stand the test of time, produce robust and resilient strategies, and create
distinct competitive advantage. Ultimately, the result of scenario planningisnot a
more accurate picture of tomorrow but better thinking and an ongoing strategic
conversation about the future.

Exampleof Scenario Planning at an Energy Producing Firm

Understanding the business of an energy producing firm and the environment it faces,
Scenario planning can be found useful in the following ways:

[ Creating alignment between energy situation and firm’svision and purpose.
(“What isour 21st century businessidea?’).

[ Sparking innovation and new forms of value creation (“What new products and
servicesmight replace thetraditional one?").

[ It will involve many peoplewth ability-to-perceive and/or ability-to-act as
effective participantsin the process.

[ It will provide space for multiple interpretations to make sense of what is
happening.
[ By including people from abroad spectrum of backgrounds, scenario planning

will be capable of creating early breakthroughsin perception and understanding,
alowing the firm to get grip of the new environment it can’t escape from.

Implementation of Scenario Planning

A company wideinvolvement in Scenario Planning leadsto better resultin afirm. A
cross-functional team isinstituted for theidentification and monitoring of issues.
Employees are encouraged to participate by an incentive based process. The onus of
refining and final implementation of the suggestionsthen lies on the crossfunctional
team. With the following steps indicated, you will be getting a better understanding of
thewhole process:

STEP 1: ldentification of the I ssues

Understand the effects of external factors on business and these the factors can be:

[ Technology driven (new product, I T based integration)
[ Political (deregulation, instability)

[ Economic (sudden downturns, boom)

[ Competitive positioning (movesfrom competitors)

Parti cipants need not limit themselves to above mentioned factors only, any factor that
may have an impact on the company is acceptable.

STEP 2: Classification of the I ssues

[ Support theissueidentified with reports/propositions/any other method.
[ Determine the uncertainty and kind of impact of theissue.
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STEP 3 Analyzing and Problem Solving

Based on above classification a display board of the issues as per their classification
can be used to communicate theissue to all and the following sequence can be taken
for analysis and problem solution:

D. category high impact-low uncertainty; highest priority issues, need to be
addressed immediately and more cautiously. All employees must
first focus on these issues.

B. category high risk issues, need to be observed closely and monitored
strictlyi because of high uncertainty involved.

C. category low impact-low uncertainty; these issues can be used for long
term planning.

A. category High uncertainty-low impact; because of low impact to the

organization and high degree of uncertainty involve, theseissues
can be altogether discarded.

The analysis and problem solution proposition part can be done on anindividual or
team basi s depending upon the interest of the participant(s). All ideas/reports should
then be submitted to the cross functional team for further analysis and implementation.
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