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The u:.:mm_m between U.S, service stations and their suppliers—big oil
....Q:Huw.:nmlr_m another E—m:..w:sm example. When the popularity D_. E85
ethanol—a mixwre containing 85 percent etk land 15 p I
began te rise in the mid to late 2000s, many U5, service a..n:cgm were prohib-
ited from carrying the aliernative fuel. Ofl companies that do not supply E85
lose sales every time a driver fills the tank with the ethanol mix. As a result,
many prohibit their franchisees from carrying fuel from other producers.
Service stations that are allowed to carry E85 are often required to dispense
it from a pump on a separate island not under the main canopy—a costly
endeavor. Because there are only a few major oil companies and thousands of
service stations in the United States, the oil companies are able to wield most
of the power.®

The conditions that make suppliers powerful are similar to those that affect
buyers. Specifically, suppliers are powerful under the following circumstances.
1. The supplying industry is dominated by one or a few companies. Concentrated sup-

pliers typically exert considerable control over prices, quality, and selling terms when

seiling to fragmented buyers,

2, There are no st products, g buyers in relalion to their suppliers.

8. The buying industry is not a major custemer of the suppliers. If a particular industry
does not represent a significant _.,n__n.ni..ﬁn of the £__._ _._.._m" sales, then the suppli-
ers conyoPthe: balafigewsf pov mp R
custapie " : ."Mu: ships em_a are likely -
to cofis _um_:b. e .___., tirice—vhang E@Z:mw -

g |

on channels, o retail outlels, then they

3-8 Limitations of Porter’s Five ‘-
Forces Model

Generally speaking, the five forces model is based on the assumptions of the
tivn (10} perspective on strategy, as opposced 1o the resource-
based perspective. Although the model serves as a useful analytical tool, it has
several key limitations, Firsy, it the existence of a clear, recognizable
industry. As complexity associated with industry definition increases, the ability
to draw coherent conclusions from the model diminishes, Likewise, the model
addresses only the behavior of firms in an industry and does not account for the
role of parmerships, a growing phenomenon in many industrics. When firms
work together, either overtly or covertly, they create complex relationships that
are not easily incorporated into industry models.

Second, the model does not consider that some firms, most notably large
ones, can often take steps to modify the industry structure, thereby increas-
ing their prospects for profits. For example, large airlines have been known
to lobby for hefty safety restrictions to create an entry barrier to potential
upstarts. Mega-retailer Wal-Mart even employs its own team of lobbyists on
Capitol Hill.

Third, the model assumes that industry factors, not firm resources, com-
prise the primary determinants of firm profit, This issue continues o be
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widely debated among both scholars and executives.® This limitation reflects
the ongoing debate between IO theorists who emphasize Porter's model and
resource-based theorists who emphasize firmespecific characteristics, The
resource-based perspective is addressed later in the strategic management
process.

Finally, a firm that competes in many countries ypically must analyze and be
concerned with multiple industry structures. The nature of industry competition
in the international arena differs among nations, and may present challenges
that are not present in a firm's host country.® One’s definition of McDonald’s
industry may be ted to fast-food outlets in the United States, but may also
include a host of sit-down restaurants when other countries are considered.
Diffi industry definit for a firm across borders can make the task of
assessing industry structure quite complex.

These challenges ith g, a thorough of the industry via the
five forces model is a critical fivst step in developing an understanding of compet-
itive hehavion within an industr s
prewides insight into profissecking opportmit
within an industry {see Case Analysis 3-2).

Step 3: Potential Profitability of the _mn_:ma.t

Farter's five forces model n:om_.. B

in step 2, by examining threat of entry, y amang existing competitgrs, pressure
from substilute products, and the bargaining powsr of c yars m:u SUpY f
the specific factors identified in thie V8 s (85 &9 4
should be assessed _:aa_ch ..11 e flive 1 w sald |
with regard to its positive, ne 2, ut i ol bl in
industry, It is also uselul to provide an overall ider i
effect of all five forces) of potential profitability that identifies the _:n_cmS‘ as mnrm-
profitable, unprofitable, or somewhere in between,

Step 4: Who Has Succeeded and Failed in the Industry, and Why? What Are
the Critical Success Factors?

Every industry has recent winners and losers. To understand the critical success
factors (CSFs)-factors that tend to be essential for success for most or all competi-
tors within a given industry—one must identify the companies that are doing well and
those that are doing poorly, and determine whether thelr performance levels appear
to be associated with similar factors. For example, McDonald's, Burger King, and Taco
Bell are successtul players in the fast-food industry, In contrast, Rax and Hardee's have
been noted for their subpar parformance. Are any common factors partially responsi-
ble for the differences in performance? Consider that many analysis have noted that
consistency and speed of senice are critical success factors in the fast-food industry.
Indeed, McDonald's, Burger King, and Tace Bell are all noted for their fast, consistent
service, whereas Rax and Hardee's have struggled in this area,

A business may succeed even If it does not possess a key industry CSF; how-
ever, the likelihood of success is diminished greatly. Hence, sirategies that do not
shore up weaknesses in CSF areas should be considered carefully before being
implemented.

Critical Success
Factors (CSFs)
Factors that are gener-
ally prarequisitas for
SUCLESS aMang most
or all competitors in a
given Industry.
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3-9 Summary

An industry is a group of companies that produce similar products or services.
Michael Porter has identified five basic competitive industry forces that can uld.
mately influence profitability at the firm level: intensity of rivalry among incum-
bent firms in the industry, the threat of new entrants in the industry, the threat
of substitute products or services, bargaining power of buyers of the industy’s
outputs, and bargaining power of suppliers 1o the indusuy. Firms tend to operate
quite profitably in industries with high enuy barriers, low intensity of competi-
tion among member firms, no substitute products, weak buyers, and weak suppli-
ers, These relationships are tendencies, however, and do net mean that all firms
will perform in a similar manner because of industry factors. Although Porter's
model has its shorcomings, it represents an excellent starting point for position-
ingab i

among its comp 5

relative market share
substitute products
e r p—,

clfing cosls ¥

harriers to entry
critical success factors
exit bagriers Pl

b

-

whose sgles have been

- Visit the Web sites of several major Wﬂ&:u%nﬂm:r. o ldeolily some. bu
m._wrﬁ vaa? ts. Why has

Idendify the industey(s) in which eagh one o u_‘.&m.,., 0 ad¥ersely affagtedihy
Would you categorize them in the Same _%cw.‘.‘. of § ks occd
in different industries (fast food, fammilyere SWausnts Sy |08 0n, a0 & whith Re™syppliers have

etc.)? Why or why not?

2. ldentify an industry that has low barriers to entry and
ore that has high barriers, Explain how the difference
in eniry barriers influences competitive behavior in the
twa industries.

strong bargaining power and anathef indusiry in
which the buyers have most of the bargaining power,
Haw does this affect potential profitability in both
industrigs?

Arue or False

1
2

Each firm cperates in a single, distinct industry.

All industries follow the stages of the industry life

cycle medel

3. The likelihood that new firms will enter an industry
is contingent on the extent to which barriers to entry
have been erected.

4. Higher capital requirements for enlering an indus-
try ultimately raise average profitability within that
industry,

5. Subsfitute products are produced by competitors in

the same industry.

6. A key limitation of Porter's five forces model is its
reliance on resource-based theory.

Multiple Choice

7. Indusiry growth is no longer rapid enough to sup-
port a large number of competitors in which stage
of industry growth?

A. growth
B. shakeout
C. maturity

D. decline



