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			Porter’s five forces

			Key information

			
					Names: Porter’s five forces

					Uses: analysis of the competitive environment of an industry

					Why is it successful? This model enables you to:	understand the industry and the nature of relations between the various participants in the market in which the company operates;

	identify the performance and influence factors of the sector;

	evaluate how changes within an industry can affect its profitability.




					Key words:	Competition: a significant aspect of a market characterised by the companies that are positioned there, fighting with each other to hold the largest market share.

	Competitive advantage: the value created by the company and perceived by the customers that differentiates it from other industry players and brings better profitability, a differentiation force for negotiation.

	Industry concentration: the power of certain participants in specific sectors. If only a few companies share the market, the industry is said to be concentrated.

	Profitability: the ratio between the initial investment and the financial results.

	Strategy: determining a set of actions to be taken and resources to be used in order to achieve the objectives initially set over the long term and to converge towards the creation of a unique and desirable position in a competitive environment.

	Transfer costs: also called ‘switching costs’, they are the resources that will be necessarily invested during the transition from one system/process/technology, etc. to another.




			

			Introduction

			Since all companies evolve in a competitive environment, differentiation has become paramount and sometimes vital. In addition to being constantly careful not to lose the market share already acquired for a strategic business unit (SBU), the company must continually reaffirm its differences to maintain and create its own competitive advantage.

			Developed in 1979 by Michael E. Porter (born in 1947), a business strategy professor at Harvard, the five forces model allows business executives to anticipate trends within an industry and changes in competition in order to influence it by making strategic choices that will enable them to obtain or maintain a competitive advantage.

			Definition of the model

			The five forces model is an essential tool for understanding the competitive structure of an industry. This simple analytical tool is effective for identifying the competitors – in the broad sense – of a company, but also for understanding how they can reduce its ability to generate profit.

			The complete analysis examines five forces: customer bargaining power, supplier bargaining power, the threat of substitute products, the threat of new entrants, and intra-industry competition. The first four elements operate independently from one another whilst intensifying the rivalry within the industry.

		


		
			Theory

			Throughout the 1970s, Michael E. Porter wrote and published a series of articles dedicated to the strategy that led to the publication of the book Competitive Strategy: Techniques for Analyzing Industries and Competitors, a strategy bible that has since been translated into 19 different languages. In the book, he developed a powerful model that revolutionised the theory, practice, and also the teaching of the strategy throughout the world: the five forces model.

			This approach focuses on the different forces that shape and influence the competitive environment of an industry. From a strategic point of view, this analysis technique is crucial to determine the positioning of a company in a market, but also to fight against the competition. It is necessary to clearly identify:

			
					the company’s relationship with the other industry players, including:	customers

	suppliers

	producers of substitute products

	potential new entrants

	competitors




					and, thereby, the five forces:	bargaining power of customers

	bargaining power of suppliers

	threat of substitute products

	threat of new entrants

	intra-industry rivalry.




			

			Bargaining power of customers

			The influence of customers in a competitive environment depends on their ability to negotiate. This can actually force companies to lower their prices, demand greater quality or additional services, or even take advantage of the competition between the different actors. In doing this, consumers directly influence the profitability of the market as they have an impact on the costs of the product.

			Customers have even more power if:

			
					there are only a few customers or they purchase large volumes;

					products available on the market are standardised and differ very little from competing products;

					the transfer cost from one supplier to another is low;

					they can directly integrate the supplier’s activities into their own production chain.

			

			Bargaining power of suppliers

			Similarly, suppliers can have an impact on the profitability of a company by imposing their own conditions (in terms of cost or quality) in the same way as the customers.

			The power of suppliers is significant when:

			
					they are particularly concentrated or in a monopoly situation;

					they have many customers from different industries;

					the transfer cost is high;

					they offer differentiated products and there are no substitute products for what they offer;

					they are able to incorporate more activities into their core business further down the supply chain.

			

			Suppliers have a direct power over an industry by (re)negotiating the terms of a contract between themselves and their clients (companies) and by constantly searching for the best prices.

			Threat of substitute products

			Substitute products offer alternatives to the existing offer in a sector. They respond to similar needs in a different or innovative way. For example, email is a substitute for regular post, just like the MP3 is a substitute for the Walkman.

			Present in every industry, substitute products become real threats when:

			
					they offer a better quality;

					the cost of transferring to the substitute product is low;

					the price of the substitute product is lower.

			

			More generally, substitute products pose a threat by gaining market share and putting pressure on prices.

			Threat of new entrants

			New entrants shake up the market by reaching a previously unoccupied position, by delivering greater value to new consumers. Their desire to win new market share increases the pressure on prices and policies on cost and investment rates.

			The threat of new entrants is stronger when:

			
					there is no patent to protect technologies, which allows easy access to them;

					barriers to entry and the capital requirements are very low;

					economies of scale are weak;

					there are few cultural barriers;

					replacement costs for the customer are low;

					companies already established in this sector do not have very strong brand images;

					customers are not necessarily loyal to the companies that supply to them;

					the likelihood of revenge from actors already established on the market is low;

					the government provides aid and subsidies for new entrants.

			

			
				
					Barriers to entry

					Within an industry, the expression ‘barrier to entry’ means the level of difficulty – due to natural or artificial obstacles – faced by a player who wants to break into an industry, particularly in terms of the initial investment required. Artificial obstacles can be placed by players already on the market. High barriers to entry guarantee the original players some protection against new entrants.

					As for the barriers to exit, they are psychological as they concern, for the customer, the effort required to leave the sphere of influence of a product to enter that of another product.

				

			

			Intra-industry rivalry

			At the heart of the model, the internal rivalry of the sector can be influenced and evaluated by the other forces of the model. Competitors are constantly fighting within the sector to increase or simply maintain their position in this field. Internal competition can take many forms and result in actions such as:

			
					lower prices;

					introduction of new products;

					advertising campaigns;

					improvement of product ranges and services.

			

			The intensity of the competition depends on the number of companies active in the sector, their respective size and the scale of their market share. It can increase if:

			
					the sector is not concentrated, i.e. when competitors are numerous and of comparable size;

					the industry growth rate is weak;

					barriers to entry are low and/or barriers to exit are high;

					the degree of product differentiation is low;

					fixed costs are high.

			

			The configuration of the five forces differs for each industry. Depending on the intensity, the hierarchy and dynamics of these forces, it will be possible to identify the critical success factors (CSF), i.e. the strategic elements to gain control of, in order to ensure a sustainable competitive advantage.

			[image: ]

			The more intense the forces, the less the companies have room for manoeuvre: they present a less attractive return on investment. Conversely, the weaker the forces, the more profitable the companies will be as they are protected from their competitors. It is therefore crucial to invest in activities benefiting from sustainable competitive advantages to ensure the profitability of a project and allow a company to retain its margins and market share.

			Hence, the performance of a company will depend on its ability to fight against and influence this competitive environment.

		


		
			Limitations and extensions

			The key contribution made by Porter lies in the classification of the different economic factors that affect the profits of an industry, in a model that includes the vertical integration of the value chain, as well as the competition within a market.

			Nonetheless, Porter’s model also has limitations and can be criticised for several reasons.

			Limitations and criticisms

			A poor and incomplete model

			Several scientific articles and publications have questioned the relevance of Porter’s five forces. Among the most frequent criticisms, we find:

			
					Underestimating opportunities. By focusing only on existing and future threats and the defence of market share, the five forces model leaves very little room for the analysis of the opportunities within a market. It does not take into account the dynamics of interactions and possible partnerships between players within an industry.

					Overlooking the creation of value. In his model, Porter focuses primarily on the barriers to entry and the market structure to ensure higher than average profits. However, in doing so he neglects the central concept of creating value for customers and the development of new products and services within the company.

					Primacy of the industry. By focusing his approach on the structure of an industry, Porter’s model shows itself to be identical for all active competitors in the same market. Therefore, it becomes necessary to take account of other parameters in an enlarged competitive analysis – e.g. the strengths and core competencies of active organisations in the industry. Indeed, companies can occupy unique and enviable positions within their market, positions that may isolate them from certain forces.

					Overlooking the variation in demand. Porter’s model ignores factors that can influence demand. Thus, it does not take into account economic principles such as changes in income or consumer tastes.

					Qualitative analysis. Through its qualitative nature, Porter’s model does not allow you to accurately estimate the intensity of the forces. For example, although the application of the model may suggest that the threat of new entrants is high, it does not offer a tool to calculate the probability of these entries. For this reason, the model is particularly useful for identifying trends and changes within a sector.

			

			An outdated model

			Other analysts go as far as to argue that the five forces model is incompatible with a globalised economy and the development of new technologies. In line with the vision of a strategy based on competition and the importance of barriers to entry, this model is undermined by the current economy, which leaves room for new entrants in different forms and is regularly renewed. We have seen many times in recent years the competitive advantage of large enterprises being invalidated because of radical innovations. For example, Kodak, formerly a leader in the professional photography industry, was forced to file for bankruptcy in January 2012.

			Similarly, Porter’s five forces model does not include the synergies and interdependencies of the business portfolios of large companies that exist in a globalised economy.

			Related models and extensions

			Porter’s five (+1) forces
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			Porter’s original model can be supplemented by a sixth force, whose influence is far from insignificant: public authorities. In this case, we are referring to the five (+1) forces model.

			Although it was not included in the first model, except in the form of a supplier or customer, the government must nevertheless be taken into account for its regulatory role. Indeed, companies facing each other in a market are forced to conform to the legal framework specific to each geographical territory. This way, parameters such as standards and regulations, taxes or diplomatic relations maintained by a state also structure the market.

			In his most recent work, Porter rejects this extension of the model. According to him, the government cannot be considered a force, but a factor. The best way to understand the impact of a government on the economy is to analyse how the measures taken by the public authorities within a state can affect the five forces.

			As he does with public authorities, Porter also stresses the importance of ‘supplements’. These products and services are used in a complementary manner to the products offered by the industry studied. The supplements come into play when the benefit of the two products combined is greater than the value of each product separately. These can play a significant role, particularly in the area of new technology (e.g. specific software in the telecommunications industry), because they affect demand.
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