BDSS Chapter 10
Chapter 10’s about industry analysis, which basically the investigation of the micro-environment (as opposed to macro). Two frameworks were proposed as main analysing tools: Porter’s Five Forces Analysis and Brandenburger & Nalebuff’s Value Net. Whereas Porter describes how suppliers, distributors, and competitors might destroy a firm’s profits. Brandenburger and Nalebuff’s key insight is that firms often enhance firm profits.

The author first identified some limitations of Five-Forces which might be worth mentioning. These are:

(-) 1. It pays little attention to factors that might affect demand e.g. changes in consumer income, taste, etc.

(-) 2. It focuses on the whole industry rather than on that industry’s individual firms.

(-) 3. No explicit role of the government has been incorporated in the model, except when the government is the buyer or supplier.

     -The author suggested the government to be regarded as the sixth force, as it can profoundly influence the dynamic of the industry.

(-) 4. The Five-Forces analysis is qualitative.

Five-Forces Analysis

-The main idea is that we go through each force and ask ourselves if the force “is sufficiently strong to reduce or eliminate the industry profit”.

1. Internal Rivalry: refers to the jockeying for share by firms within a market. To begin with, therefore, we have to define the market (So basically go through the process of Chapter 2 in MN416).

-Sometimes, if you are unsure whether a firm is your rival, you can always exclude it from your consideration of internal rivalry and still consider it when you assess substitutes and complements.

-Of course, the competition is actually characterised by either price or non-price competition. To the extent that firms can pass cost increases along to consumers in the form of higher prices, non-price competition is less likely to erode profits than is price competition. What follows consider the factors which heat up “price” competition:

i. There are many sellers in the market: According to SCP paradigm, more players result in lower market price. It is very hard to sustain collusion and coordination problem becomes much more difficult.

ii. The industry is stagnant or declining (market growth is low or negative): Firms cannot expand their own output without stealing from competitors. 

iii. Firms have different costs: Lower cost firms may have an incentive to lower the price to the extent that higher cost firms cannot match so as to drive them out of the market (war of attrition).

iv. Excess capacity: Firms with excess capacity may be under pressure to boost sales. As a point of reference, think about Bertrand competition compared to Cournot (where capacity utilisation is more or less full).

v. Products are undifferentiated/buyers have low switching costs: When this happens, it is easier/ more possible to undercut rivals’ price and win more customers (Bertrand Homogeneous vs Bertrand Differentiated).

vi. Prices and terms of sales are unobservable/prices cannot be adjusted quickly: This correspond to point 3&4 of lecture 8 MN416. Namely, when information about sales is not obvious and when it takes longer time to adjust price (to retaliate), companies are more tempted to defect from collusion.

vii. Large/infrequent sales orders: Lecture 8 point 4.2: Lumpiness of order. When orders are lumpy, transactions take place rather infrequently. So it takes longer time to track the defection and to retaliate.

viii. Industry does not use “facilitating practices”. Imagine the industry without the practices of price umbrella, price leadership, or price announcement; would it be more difficult to coordinate in such industries?

xi. Strong exit barriers: if assets are specialised and have no much alternative value, players don’t have any choice but turn back to fight hard (price war).

2. Entry: Entry erodes incumbent’s profits in two ways. First, entrants divide up market demand among more sellers. Second, entrants decrease market concentration, thereby heating up internal rivalry. The following tends to affect the threat of entry.
i. Production entails significant economies of scale: If MES is so far away, small/inefficient entrants may not be able to enter, otherwise they would be at disadvantage in terms of production efficiency.

ii. Government protection of incumbent:
iii. Consumers highly value reputation/ consumers are brand loyal: In this case, diversifying entrants using brand umbrella may be more successful in entering new industry.

iv. Access of entrants to key inputs, including technological know-how, raw materials, distribution, and locations. If they can’t secure these key success factors, then they cannot overcome this structural barrier to entry.

v. Experience curve: Steep learning curve serves as another barrier to entry for small/inefficient entrants.

vi. Network externalities: This gives advantage to incumbents with a large installed base.

vii. Expectations about post-entry competition: E.g. Does the incumbent have a reputation for predatory pricing? 
3. Substitutes and complements: Through Five-Forces does not directly consider demand, it does consider two important factors that influence demand—substitutes and complements Substitutes erode profits in the same way as entrants by stealing business and intensifying internal rivalry. Complement, no the other hand, boost the demand for the product in question, thereby enhancing profit opportunity for the industry.

i. Availability of close substitutes and/ or complements (perform cross elasticity of demand)

ii. Price-value characteristics of substitutes/complements. E.g. seeming close substitutes may pose little threat if they are priced too high.

iii. Price elasticity of industry demand: When the industry-level price elasticity is large, rising industry prices tend to drive consumers to purchase substitutes (Beware, this is not the same point as i!).

4+5: Supplier Power and Buyer Power: In the following, the author talks about each factor in terms of supplier power relative to the downstream industry that it sells to. An analogous factor can be assessed when considering buyer power.
i. Competitiveness of the input market: If inputs are purchased in competitive markets, then inputs prices will be determined by the forces of supply and demand.
ii. The relative concentration of the industry in question, its upstream, and its downstream industry. E.g. If suppliers are more concentrated, then their (direct) bargaining power is more.

iii. Purchase volume of downstream: large purchasers have more bargaining power (so suppliers have less).

iv. Availability of substitute inputs: If there are a lot of substitutes available, then suppliers don’t hold much bargaining power.

v. Relationship-specific investment: whoever invests can potentially be held up and therefore has less power.

vi. Threat of forward integration by suppliers: If credible, firms may be forced to accept the high supply price.

vii. Ability of suppliers to price discriminate: If suppliers can price discriminate, they can raise prices they charge to more profitable firms.

Competition and Value Net

Some examples of positive interactions

-Efforts by competitors to set technology standards that facilitate industry growth

-Efforts by competitors to promote favourable regulations or legislation.

-Cooperation among firms and their suppliers to improve product quality to boost demand

Value Net consists of four main elements: supplier, customer, competitors, and complementors. Essentially, value net captures the same idea as Five-Forces, except for the fact that whereas Five-Forces analysis assess threats to profits, Value Net assesses opportunities. A complete Five-Forces analysis should, therefore consider both the threats and opportunities each force poses.  

