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Competitive Strategy 
 
The following summary is based on a superb book titled The Value Imperative: Managing for Superior Shareholder 

Returns, James McTaggart, Peter Kontes, Michael Mankins, The Free Press, 1994.   
See also Michael Porter, Competitive Strategy, The Free Press, 1986. 

 
When competitive forces are at work in a free enterprise system any industry that exhibits 
a capacity for superior wealth creation will attract investment from other players.  As the 
forces of competition intensify, industry margins inevitably decline while at the same 
time the quality of industry output improves.  This phenomenon reflects the inevitable, 
inexorable shift in value from producer to consumer.  Ultimately it will occur in every 
industry.  Indeed it is a characteristic of a mature industry and the vast majority of 
businesses are in mature industries. 
 
The firms that survive and prosper are those that can see and understand the forces of 
change and the competitive opportunities they present.  They are firms in which 
managers understand that the value they create for their firm is directly linked to the 
value they create for their team members and customers because only in those 
circumstances will employees be willing to contribute in significant and valuable ways 
and customers will be willing to pay premium prices: the necessary ingredient to 
maintain margin. 
 
The fundamental purpose of a business is to create value for its owners.  For a business to 
create value for its owners in the sense of increasing their wealth the measure of value 
must be a positive economic profit. 
 
Economic profit is defined as net operating profit after allowing for arms length 
compensation for working owners and the cost of capital employed.  In most industries, 
and in particular in mature industries, the average firm does not yield an economic profit.  
In other words, most industries are unattractive industries. 
 
However, in all industries there are firms that consistently yield a positive economic 
profit.  These firms have adopted a superior business strategy which is reflected in a 
competitive advantage in relation to their co-competitors and a positive value alliance in 
relation to their customers and team members. 
 
A firm has a positive value alliance with its customers and team members when both the 
firm and the other stakeholders realize value from the transactional relationship.  The key 
to competitive advantage therefore is to create a business model that provides products 
and/or services to customers at a price that creates value for both the firm and its 
customers.  To do that the firm needs to have a similar value alliance with its team 
members in relation to the dimensions of value they seek.  It is a business model that 
other firms in the industry (or outside the industry) do not or can not replicate. 
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Competitive Forces and their Impact on Market Economics 

 
There are five forces of competition that determine fundamental industry or market 
economics.  That is, they determine industry cost structure and prices and therefore 
profitability.  The five forces of competition are: 
 

� Threat of entry 

� Supplier pressure 

� Intensity of direct competition from rivals 

� Customer pressure 

� Intensity of indirect competition from substitute products 
 
It is useful to break these into two groups: those that act as limiting forces and those that 
represent direct forces. The limiting forces are the intensity of indirect competition, and 
the threat of entry by other firms.  The direct forces on economic profitability are the 
intensity of direct competition, customer pressure and supplier pressure.   
 
The limiting forces do not impact directly on industry economic profitability but their 
presence and intensity will prevent firms in the industry raising prices to levels that will 
encourage entry, attack or regulation.  In that sense they impose a ceiling on prices and 
economic profit.  If prices are too high or there is unexploited value to be extracted from 
an industry new entrants will inevitably enter.  For example, a reduction in regulatory 
barriers in the accounting services sector allowed American Express enter and because 
the industry is so fragmented there is little that the incumbents can do about it. 
 
Whereas the limiting forces impose a ceiling on economic profit the direct forces 
determine how low the floor will be in the industry.  These forces are what the average 
firm confronts every day in the market.  There are four determinants of the strength of 
these direct forces.  They are: 
 
The amount of excess capacity in the industry.   

If there is excess capacity it is likely that aggressive pricing will be adopted by firms in 
an attempt to win market share. This is particularly common in industries that are capital 
intensive and therefore have a high fixed cost structure (e.g. the airline industry.)  But it 
will also be seen in industries that have low barriers to entry because there will always be 
someone out there willing to enter irrespective of the economic profit (e.g. accounting 
and most small business industries.) 
 
The degree of standardization of the product or service.   

If the product or service is essentially generic in nature and if customers are unable to 
base purchase decisions on anything other than price it is likely that margins will be low.  
This probably applies to 90% of all business entities! 
 

The number and concentration of rival firms. 
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If the industry is highly concentrated it is likely that it will have more mature and rational 
competition.  In these circumstances, prices will tend to settle at a level that is high 
enough to yield an economic profit but low enough to act as a barrier to entry.   
 
This is one of the reasons we see industry concentration occur in traditionally fragmented 
industries as they reach maturity.  The consolidators realize that low industry profits are 
transitory and once the process of consolidation is complete, margins will typically 
improve (e.g. American Express Tax and Business Services.) 
 
Furthermore, to the extent that the consolidators are able to create value from, and for, the 
traditional customers of that industry by offering access to a broader product or service 
line there is further scope to enhance economic profit that would not be available to the 
smaller existing firms. 
 
The growth in natural demand. 

When demand is growing rapidly there is adequate profit for all firms without them 
resorting to price driven competitive strategies.  In these circumstances, where there are 
also low barriers to entry, new firms will enter the industry almost unnoticed.  If (or 
when) growth slows economic profits quickly disappear.  There is then excess capacity.  
Firms typically interpret this as a slowdown rather than as a fundamental change in 
industry structure and the competitive landscape.  This view is fed by the memory of past 
success and limited alternative options other than to remain in the industry. 
 
The Forces of Competition Impact on ALL Industries 

 
No industry and no firm within an industry can escape the forces of competition.  
Inevitably, they serve to drive down the economic profit of the average firm to a neutral 
or negative position. 
 
The only strategy that will work for any firm in any industry is one based on 
differentiating and/or dominating a niche.  To do that it must carefully select its 
customers and know how to create value for them by knowing precisely what products 
and services they need.  It must do that efficiently so that it’s costs (including the cost of 
capital) are lower than the value (and hence prices) it creates.  It must also select who its 
competitive rivals are going to be.  If it elects to compete against firms that have the same 
strengths and characteristics, it’s success will be short lived.  It must also build a strategy 
on initiatives that competitors will find difficult or impossible to replicate. 

 
The 5 Forces of Competition as Determinants of Industry Structure 

The fundamental characteristics of an industry are governed by the 5 forces of 
competition . The relative significance of each force varies across industries and can 
change over time. Simply understanding the structure of your industry gives you a 
decided advantage over competitors  who  don 't understand . 

The 5 forces of competition determine price, cost, volume, and the resources a 
business requires. In other words, they determine profitability . Let 's look at each one. 
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The threat of new entrants and barriers to  entry 

Where the barriers to enter an industry are low, prices tend to be driven down as new 
entrants attempt to buy market share with lower prices . This affects the margins 
enjoyed by all businesses, and those with higher costs cannot survive. Almost by 
definition, this is the pervading characteristic of  industries in which small businesses 
predominate, such as retailing and contracting . 

To understand the strategic significance of this competitive force, we need to 
understand the barriers to entry. Barriers to entry take two forms: 

 

1. Those that dissuade firms from establishing themselves in an industry in the first place. 
From the incumbents ' point of view, these are the most comforting barriers . 

2. . Those that quickly become evident after a business enters the industry and discovers the 
difficulty of surviving. Ironically these industry characteristics explain why new entrants 
are usually  bad competitors-they think price is the only competitive variable they have to 
work with . 

 

The most obvious barrier to entry is the amount of capital required to set up the 
business. This may prevent you from setting up a steel works business, but not a coffee 
shop. It might also prevent you from establishing a department store to compete with 
J.C. Penney, but not a niche store to compete head-to-head with one of Penney 's 
departments . 

Related to capital required is the question of economies of scale. If capital requirements 
are high, volume and market share become crucial. Otherwise unit costs are prohibitive . 

Another barrier to entry is the economy of cumulative learning experience. This barrier 
is generally better understood by successful industry incumbents than less-experienced 
new entrants. Only after a new business enters an industry does it discover that it can 't 
compete on the same level as more experienced businesses . Even with the most 
competitive pricing strategy, it cannot take away the incumbent 's advantage and, 
therefore, margin . 

Not dissimilar to the advantage gained from experience is that of brand image and/or 
proprietary product differences. New entrants quickly learn that it is extremely difficult 
to win  market  share from a strong brand leader. The implication here is that brand 
positioning is a major defensive competitive strategy. 

Another barrier to successful entry is known as the switching cost incurred by a 
customer . If the cost to switch patronage from one business to another is high, the 
customer will be less inclined to change. The cost does not need to be a hard 
monetary cost. It may simply be an inconvenience cost. Businesses that concentrate 
on building strong long-term relationships with their customers are, in effect, 
increasing the switching costs their customers believe they will incur if they were to 
move to another business. 

Access to proprietary technology or product design is a strong barrier to entry. This 
means the proprietor will be in a stronger cost position or enjoy the strength of the brand 
that embodies the technology or design . 
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Another obvious barrier is regulatory policy. For example, only certain people are 
permitted to open  a pharmacy in Australia , and only a certain number of pharmacies 
are permitted to operate in a specific locality. The threat of new entrants is, therefore, not 
a major concern for existing pharmacists . However, they do need a strategy to 
successfully compete against other pharmacies in their geographic region, as well as 
businesses that sell complimentary or substitute products . 

A change in government policy can completely change the nature of competition in an 
industry. Australians will remember how Bob Ansett built Budget Car Rental by forcing 
the government to change its policy on airport concessions for car rental businesses . To 
enter the industry, Ansett first had to change the rules of the competition . Once there he 
rewrote the book on hand-to-hand combat and won lots of battles-although he 
eventually lost the war. It is sobering to note, however, that he lost in the end because he 
failed to change his pricing strategy when he became the market leader. 

One of the least understood barriers to entry is the significance and power of a 
preexisting  distribution network. Many businesses have failed in their attempts to enter 
an industry because they were unable to establish a cost-effective distribution network 
or couldn't do it quickly enough . In its broadest sense, this embraces everything from 
store location (for retailers) to distribution and retail shelf space (for manufacturers ). 
Superior product features and price are not sufficient unless it can be distributed in a 
cost-effective manner. 

Access to necessary input can effectively prevent businesses from entering an industry . 
If, for example, an existing concrete business owns all the sand and gravel quarries in a 
certain area, it is unlikely that any other concrete businesses would be able to enjoy the 
same cost structure. However, if another supply source were discovered or if there were 
a change in manufacturing technology that determined the cost structure, the game 
could change. 

Potential retaliation from existing businesses is also a barrier to entry. In those 
industries where the other barriers are low, existing businesses are more likely to fight 
hard to defend their position . Retaliation can include legal action, lobbying of 
regulatory authorities, fierce price competition , advertising to prevent the new entrant 
from establishing a foothold, and so on. 

 

The  bargaining  power of suppliers 

You can look at this issue from two perspectives-as the supplier and as the prospective 
buyer. As a supplier, you seek to increase your bargaining power with your customers . 
As a buyer, you seek to reduce or counter your supplier's bargaining power. 

The greater a supplier's bargaining power, the lower the margins in the industry. If the 
nature of an industry is such that a significant element of its cost structure is effectively 
controlled or determined by one or a small number of suppliers, it would not be 
regarded as an attractive industry unless other favorable conditions exist. 

A supplier's bargaining power is determined by: 

• The number of suppliers a business can choose from. 

• Whether there are other products the business can substitute for the supplier 's product or service. 
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• The relative importance of the business to the supplier's business and the relative importance of the 
industry to the supplier 's business 

• The importance of the supplier 's product or service to the success of the business The 

capacity of the supplier to forward-integrate into the business ' industry 

• The capacity of the business to backward-integrate into the supplier's industry 

• The switching costs that would be incurred if the business transferred to another supplier 

• Labor should also be considered in the context of a supplier's power. If labor is tightly organized or 
highly specialized, it can exert considerable power over the business . 

 

The  bargaining  power of buyers 

This is effectively a mirror image of supplier power. If a business has to deal with 
strong buyers, it will have considerably less scope to set prices . A buyer 's bargaining 
power is determined by: 

• The proportion of a business ' total sales taken by the buyer The relative 
importance to the buyer of the product or service The number of businesses a 
buyer can choose to deal with 

• The degree of differentiation between the business' products or services and those 
supplied by other businesses in the industry 

• The magnitude of the buyer 's switching costs 

• The buyer's understanding of the business ' operations, particularly its cost 
structure 

• The buyer 's capacity to backward-integrate with the business ' industry (i.e. make 
rather than buy) 

Many small businesses find themselves being squeezed at both ends. They are subject to 
strong supplier power, which largely determines their cost structure. At the other 
extreme, they have limited scope to exert control over their buyers as a group, if not 
individually . 

When this is combined with low entry barriers and intense rivalry within the industry, 
margins will be low. Even in such cases, strategic options are available. However, one 
option should always be to exit the industry and invest skill and resources in a more 
favorable industry. 

A major supem1arket chain offering low-cost house brands is an excellent example of a 
business that adopts a strategy to combat supplier strength . This keeps suppliers from 
being able to extract value from brand image. In turn, the switching cost incurred by the 
buyer (supermarket chain) is reduced if  it  moves to another  supplier. Furthermore, by 
positioning  that  product  as a  low-cost  substitute,  it reduces the volume of brand-
name products . This, m tum, strengthens the buyer 's negotiating position . 

 

The threat of substitute products 

"Substitute products" refers to products that essentially perform the same function as the 
business ' product in character or form of manufacture, but it is not considered a product 
of the business or industry. 
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For example, the pharmaceutical industry has traditionally focused its resources on 
developing and marketing chemical-based compounds. In recent years there has been a 
reemergence of natural health care products consumers, which consumers believe are 
credible substitutes for traditional pharmaceuticals. Pharmaceutical businesses combat 
this trend by lobbying governments to raise the regulatory requirements for businesses 
in the natural health industry; in so doing, they raise barriers to entry as well as the cost 
structure of the industry . Interestingly the first businesses to enter the natural health 
care industry built market volume in an environment with very little regulation . These 
businesses now also are seeking to protect their position by insisting on greater 
regulation . 

Another aspect of this competitive force concerns products that are totally different. For 
example, swimming pool manufacturers sell fun, relaxation, personal comfort, and 
image. So, too, do private tennis court contractors and luxury car dealers. The point, of 
course, is that these businesses create a competitive advantage simply by explaining the 
benefits of purchasing their products . 

In the case of businesses that sell to retailers, what actually is being sold is not a product 
per se. It is a means by which the retailer can make a profit. In other words, the retailer 
selects products and suppliers on the basis of the return from the time, effort, space, and 
cost of the products he stocks. 

In this sense, retailers sell shelf space and a sales force to manufacturers . In fact it is 
common for large retailers to actually charge a fee for this service-both direct fees, such 
as line fees, and indirect fees, such as advertising levies, extended payment terms, and 
special discounts . This is an example of the power of buyers interacting with the 
existence of substitute products . 

 

Rivalry among existing businesses in the industry 

This generally is regarded as the place where the competitive battles are waged . 
Businesses within the industry seek to win market share by means of price, advertising , 
customer service, performance guarantees, trading terms, and so on. Some forms of 
competition, such as heavy price discounting, can quickly and seriously injure an 
industry. The only beneficiary is industry customers . In the long run, even they may not 
benefit . 

For example, no one benefits if the result is that less competitors force the cost of 
business up through fancy packaging, generous trading terms, outrageous bonus offers, 
or big budget advertising . However, when competition takes this form, it can also 
expand the total market and/or increase the degree of product differentiation from an 
industry perspective . 

The intensity and nature of rivalry in an industry depends on: 

The number of businesses in the industry. The more businesses in an industry, the 
more likely one of them will do something that could be destabilizing . In industries 
dominated by a small number of businesses , there is no question where market 
strength resides . When the elephants fight, however, it's inevitable that some ants will 
be killed. 
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Small businesses that are taking on dominant market leaders head to head. They can 
never win. They must pursue a flanking, highly focused strategy. Similarly the 
market leader must adopt a different strategy (based on defense) than the No. 2 
business . 

The size of entry barriers . The lower the barriers , the greater the rivalry . 

Market growth rate. If it's high, there's plenty to go around. If it's slow, rivalry 
intensifies  

Cost structure. If fixed costs are high, volume is crucial for profitability, and 
prices based on marginal costs are lower. If entry barriers are relatively low, using 
price as a principal competitive variable will never ensure long-run profitability . 

The nature of the industry product. lf its value diminishes with the  passage  of  

time  (high storage costs), as is the case with perishables , fashion goods, and 

businesses that sell time, the inclination  is to discount  price to ensure  sales. 

The degree of product or service differentiation that can be achieved. The more a 

firm can differentiate itself in a way that is perceived to be valuable to customers, the 
stronger its competitive position  and the less likely it will  be subject to attack by 

other   businesses . 

The magnitude of switching costs. lf they are high, there is much greater customer 

stability. Therefore, the return from attempts to win market share is lower. 

The cost of capacity increments and the extent of industry surplus capacity. This is  

related  to cost structure but also involves another issue. If a business has reached its 

capacity limit  and it  can only be expanded in a large increment at great cost, the  

decision  to  do  so  will  be  predicated on winning increased market share, which 

may have a destabilizing effect on the industry. 

The strategic stakes. If businesses are playing for high stakes that require industry 

dominance, competition is more volatile . If a business occupies a position in several  

industries  and  its overall strategy calls for dominance of you r industry, even at the 

cost of losses, the industry is likely to be highly volatile . 

The diversity of competitors. If businesses have interests in other industries and 
your industry is not their primary interest, they are less likely to play by the rules and 
they will be more volatile . Under these circumstances, it is very hard to judge what 
they're likely to do. This makes tactical planning difficult . Being flexible is critical. 

The sophistication of competitors. lf the industry is characterized by businesses 

with informed and sophisticated management , competition  is  more  stable and 

predictable.  For  example,  if it is generally understood that rarely are there winners 

from head-to-head price  competition  and that the long-run profitability of an 

industry has as much to do with pricing as  it does  with  market share, all businesses 

have a stake in competing wisely and  focusing  on  developing market  size rather 

than  market share. 

Exit barriers. If it costs more to leave an industry than to stay, competition is more 
intense. This is particularly true in industries that have a high fixed-cost structure 
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arising from capital intensity. It is also more likely if the industry is the only one in 
which the rival businesses compete. 

It can also be seen on the smallest scale. For example, what can a contractor do other 

than practice his or her trade? The exit barrier in this case is not so much the loss 

incurred if the truck and tools are sold-it's that the contractor is single-purpose trained 

. Exit barriers also arise for reasons based on emotions rather than economics. 

The problem with high exit barriers is that surplus capacity does not leave the 

industry. When combined with other characteristics of competitive rivalry, surplus 

capacity  drives  down  margins through  its effect on costs or on  prices. 

 

The  environment  and competitive forces 

Things have a habit of changing. When this happens, businesses that do not change the  

way  they compete (i.e., their strategy) risk failure or relegation to the bottom of the 

performance pile as  opportunities  are missed . 

Take, for example, a change in industry regulation , the entry or emergence of a 

dominant player, the availability of a new technology that changes cost structure or 
market accessibility, the discovery    of new sources of raw materials or substitute 
inputs, or progressive changes  in  consumer  tastes  arising from wider choice or 

changes  in disposable   income. 

There are literally hundreds of things that could change the forces of competition and 

their relative importance . Businesses that do not consciously and continually monitor 

their environment and assess the changes will, at best, be ordinary performers . Change 

is both the source and consequence of innovation, and innovation is pivotal to achieving 

competitive advantage. 

 

The Special Characteristics of Fragmented   Industries 

A fragmented industry is one in which no firm has a dominant market share and can 

therefore shape industry structure. Most small and medium sized businesses operate in 

fragmented industries so it is important to understand their special characteristics . It  is 

also  important  to note that  some industries  can have both high levels of concentration 

and a high degree of fragmentation . For example, in the accounting services sector 

approximately  50% of industry  market  share (when  measured  by  revenue)  is 

concentrated in the biggest 100 firms while tens of thousands of small firms share in the 

remaining  50%. 

There are a number  of reasons  for industries to be fragmented.  In Competitive  
Strategy:  Techniques  of Analyzing Industries and Competitors, The Free Press, 1980, 
Michael Porter describes them  in  detail, what  follows is a  brief summary. 

Low  barriers  to entry.  This  is why  most  fragmented  industries  are populated  by  
small firms. 

Absence of economies of scale. Typically there are few scale economies in fragmented 

industries . Production processes are  standardized  and tend  to utilize  more  or  less the  
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same technology  available at relatively low cost to any organization that wishes to enter 

the industry. Furthermore , because the principal industry processes and not complex  

there  is  little  experience  curve  effect  that  might otherwise give incumbents a cost 

advantage of new entrants. For these  reasons  the cost  structure  of firms in these  

industries  is more or less the same. 

High transportation costs. If transport cost  is high  relative to the  cost of production  it  

is unlikely that large scale plants will achieve sufficient cost savings to compensate for 

the cost of distribution of the products or services. 

Erratic sales fluctuations. Small firms are more adept at absorbing sales  fluctuations  

than  large  scale operations . One reason for that is that small firms tend to have lower 

relative fixed costs in their total cost structure than large scale operations which means 

they have lower production break-even points . 

No  size  advantage  in  dealing  with  customers  or  suppliers.  If an  industry's  

customers  or  suppliers are so large that even very big firms would have  little 

economic  strength in  dealing with them there  is  no incentive for firms to get bigger. 

Often  dominant  customers  or suppliers  will  create the conditions for firms to remain 

small and the industry fragmented  by  spreading  their  business  and  encouraging entry 

for example, by providing  finance,  expertise  and/or  granting  distribution  territories  

and  long term  supply contracts to  independent firms. 

On the other hand, firms in fragmented industries often serve firms in other fragmented 
industries and these firms, while having the power of choice, will still  prefer  to deal  
with  a  firm  of their  own  size that deal with a larger one. This gives small firms some 
measure of protection from competition from significantly bigger competitors but it 
does not remove the intensity  of  competition  they  face  from others  of their  own  
approximate size. 

Diseconomies of scale. Large firms are usually less nimble than small ones. This is 
particularly  true where there is a need for overhead to remain low, where there is a 

diverse product line that  requires  a high level of customization and/or interface 
between the customer and the manufacturer (or personal service firm), where there is a 
high level of creative content, where there  is  a  need  for  close  local control or where  

local  image and contacts  are critical. 

Diverse market needs. If local or regional tastes are diverse small firms will tend to 
dominate  because there is insufficient scale economies to favor a large scale producer 

given the variety of product and the high transportation costs involved . 

Potential for high product differentiation . Where products or services are capable of 

being highly differentiated it is difficult for a large scale firm to assume a dominant 
position in the  market .  This  is why differentiation is such an effective strategy for 
small  firms  to  compete  effectively  with  larger firms. 

Exit barriers. When exit barriers exist many marginal producers  will  stay  in  the  

industry  and  effectively bid down prices . This form of economic irrationality results in 

the industry being  less attractive to consolidation because there will always  be  some  

firms that  will  not  exit.  Exit  barriers may arise for a variety of reasons including : an 
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owner not being able to apply his/her  skills  in  other areas, not wishing to realize a loss 

of capital, desiring the lifestyle  that  self-employment  represents,  being  attracted to 

the romantic  characteristics  of the industry (farming, fishing). 

Regulatory prohibition of concentration . This  may  come  from  government  or  

industry  regulation .  The accounting services sector for many years operated in an 

environment in which government and industry regulation  favored fragmentation . 

 

Competing in Fragmented Industries 

Fragmented industries typically exhibit very intense  competition  between  firms  and  

often  the bargaining power that firms have with customers and suppliers  is also very 

weak.  The result  of this  is low levels of profitability  and a constraint on growth   

potential. 

To be highly successful in a fragmented industry a firm must position itself so that it 

addresses the fundamental economic forces in the industry and in fact, uses them to its 

advantage. The essence of competition in fragmented industries is high levels of 

personal service, local contacts and reputation, tight operational control and the ability 

to react to changed circumstances quickly. The key strategic initiatives that firms in 

these industries can pursue reflect these things. 

Tightly managed decentralization . Rather than seeking scale economies  through  large 

size, firms that wish to pursue a growth strategy should consider replicating themselves 

at multiple locations and allowing a high level of decentralized management and 

control. Franchising is a classic example of this strategy in action and it has the added 

advantage that the capital required for growth is readily available from the franchisees . 

A key to the success of this strategy is to centralize those business processes where scale 

economies can be achieved, for example in research and development, advertising, 

group purchasing, contracting with national customers. 

Systematize key business  processes .  This follows logically from the above idea.  

Small businesses in general are poorly run and have few structured and documented 

systems in place. This  fact coupled with relatively high levels of team turnover and a 

lack of customer loyalty contribute to inefficiencies and consequential higher operating 

costs than they need to incur. 

Owner-managers spend most of their time working in the business doing the technical 
work of the  business rather than leading and managing the business . They don't  
consider  that they  have time to  focus on the business  as opposed to what  it  does. 

For this reason there is considerable opportunity for other firms  to  improve  their  

operational  efficiencies through investing in process systematization , team training 
and  empowerment .  This will lead to productivity improvements and lower costs so 
that  even  at prevailing  industry  prices, margins will be higher. It will also lead to 

greater customer loyalty because service  outcomes  are  more predictable . 

Increase value added . Fragmented industries are characterized by products that are 
commodities. Buyers have difficulty differentiating commodities on any dimension 
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other than price and that tends  to keep prices low. One obvious (but often ignored) 
strategy is to add value into the commodity offering by providing additional service 
with the product . 

For example, an agricultural fertilizer distributor may offer a free soil testing kit or  
service,  an  accounting firm may offer a business performance review with  financial  
statements  prepared  for  clients, a building contractor may provide a free property 
investment analysis service and arrange financing for qualified investors, a 
manufacturer (or  distributor)  may  conduct  retail  management training courses for its 
retail customers, a  bookstore  may  offer  book  reading  sessions  for  children each 
week. 

There are an infinite number of possibilities for adding  value to generic products  or 

services  either by  the firm alone or in association with other businesses that would like 

to gain exposure to the firm's customers. 

Specialization . Many firms in fragmented industries try to be all things to all people 

with the result that they do not serve any particular customer group very well and have 

unnecessarily high operating costs. Specialization could be along the lines of product, 

service or customer segments (or sub- segments), type of order (e.g. only large or 

small), geographic area. It is very difficult to dominate a fragmented industry (some 

would say it's impossible because of the defining economic characteristics of the 

industry) but it is not difficult to "own " a segment of the industry particularly in a 

defined geographic area . The key is to select a segment that is fundamentally attractive 

because of its growth potential or perhaps because it represents customers who are not 

price sensitive or perhaps because there is a good alignment between the firms core 

competencies and the segment's needs . 

Competitive Strategy 
 
Having an understanding of the competitive forces at work in your industry is the first 

stage  in  developing a competitive strategy. The second stage is to decide on a way to 
position  yourself to your  best  advantage in the  industry, given the structure of the  
industry and your distinctive  strengths  . 

Competitive  strategy  is  succinctly summarized  by Keniche Ohmae: 

 
What business strategy is all about-what distinguishes it from all other kinds 

of business planning-is, in a word, competitive advantage. Without 

competitors, there would be no need for strategy, for the sole purpose of 

strategic planning is to enable the business to gain, as efficiently as possible, 

a sustainable edge over its competitors. Corporate strategy, thus, implies an 

attempt to alter a business ' strength relative to that of its competitors in the 

most efficient way. 
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Ohmae goes on to highlight the distinction between strategic thinking (and actions) and 

operational thinking (and actions) . Strategic thinking involves thinking about how to 

position yourself in a relative sense-that is, relative to your competitors in the industry. 

Operational thinking is more concerned with the financial health and efficiency of the 

business in an absolute but internal sense. This, of course, may have important strategic 

implications, in which case it forms part of the strategic plan, but does not in itself 

constitute the plan . 

Ohmae reminds us that the type of thinking we need to use when strategizing is 

different than the way we think about operational issues. He likens it to the difference 

between going into battle and going on a diet . 

 

The two generic competitive  strategies: low cost vs. differentiation 

Michael Porter suggests there are only two generic competitive strategies-low cost and 
product or service differentiation. A business that positions itself to have lower costs 

than other businesses enjoys higher profitability than its competitors-provided it also 
has parity or approximate parity with the bases of product or service differentiation . 
The latter provision is important because the business' cost advantage may be competed 

away if it cannot match other businesses in relation to the market perception of product 
or service quality. It is important to understand that in pursuing a low-cost strategy, a 
business  does not necessarily  seek also to charge a low price for its products . 

However, if price is regarded as the major competitive weapon, then  clearly  low cost  
must be the focus of management attention. 

The second source of competitive advantage is product or service differentiation . A 

business that positions itself so that it alone meets a need valued  by customers will  

enjoy a competitive  advantage .  As in the case of low cost, there is also a provision . 

The business ' cost structure must be such that the value it creates for itself (through 

differentiation  and the  premium  price this  implies)  is  not  lost  by high costs. 

A differentiator is able to charge premium prices for its products because it has 

positioned  itself  in  a  way that customers perceive to be valuable . Alternatively, the 

advantage achieved through effective differentiation  may be reflected  by greater 

market  share where prices  are equivalent. 

For example, Coca-Cola has been able to use marketing to differentiate and achieve 

market share leadership without price discounting. People in the advertising game use 

Coke as an example  of the  power of institutional (as opposed to direct response) 

advertising. What they forget to mention is that  Coke was the first major player in the 

market, which , particularly in consumer products , is a critical strategic advantage. 

Furthermore Coke has invested literally hundreds of millions of  dollars  in advertising 

to position itself in people's minds . Having the option to spend that kind of money is a 

competitive  advantage that  comes with  being No. 1. 

A business that achieves low cost must ensure that it gives sufficient attention to product 

and service quality to reap the benefits of its cost advantage. A business that has a 
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differentiation advantage must achieve cost parity in all areas of its operation other than 

those specifically related to its source of differentiation . 

 
Competitive  scope: broad target segment versus narrow target   segment 

Two variants of low cost and differentiation arise when we consider competitive  scope. 

These variants are particularly relevant, though not exclusive, to smaller  businesses .  

Low  cost  and  differentiation  may be looked at in the context of a broad competitive 

scope or a narrow competitive scope. The term "competitive scope" is used to refer to 

the breadth of  industry  coverage  and/or  the  breadth  of  segmented  customer scope. 

For example, in Australia the Coles-Myer group covers a very broad range of the retail 

industry,  from food supermarkets to K-Mart discount stores to upscale department 

stores. It would be said to have  a broad target coverage, both in terms of retail 

segmentation and customer segmentation . The strategy it adopts in each segment  

reflects  its position  in that segment. 

Businesses do not have to compete across a wide industry range  to  achieve  

competitive  advantage. They may choose to focus on a broad segment or a narrow 

segment. Porter describes corporations that pursue a narrow target  as having  a focus 

strategy. Businesses that  elect to pursue a focus strategy may  do so to achieve a cost 

advantage  or a  differentiation  advantage. Although  a  focus  strategy generally  is the 

only option available for smaller businesses, large businesses  can and do pursue  such  

a  strategy. It is also the generic strategy underlying  all  successful franchise   groups. 

For a focus strategy to succeed, businesses with broad industry  coverage  must  be  
operating sub optimally in certain segments.  In other words, because  of the nature  of 

the  5 forces of competition, the broad targeter  must have  relative  disadvantages  
compared with the focuser in certain   segments. 

A second condition for a business to successfully compete with a focused strategy is the 
attractiveness of the market segment itself. This partially depends on the extent to which 
broad targeters are unable to address the needs of the narrow segment. It also depends 
on the ability of the focuser itself to create and hold a competitive advantage compared 
to other would-be focusers. In other words, it again comes back to the 5 forces of 
competition as they relate to the segment. 

The next  illustration  shows examples  of competitive strategies in the retail   industry. 



 

  Page 15  

Competitive Strategies  in the Retail Industry 
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To develop a strategy to achieve competitive advantage, it is critically important  to  
understand  that though a business may possess numerous strengths and weaknesses 
compared  with  its competitors, it  will achieve competitive advantage only if it can 
create a lower  cost  structure  or  a  differentiated  product or service. Porter suggests, 
'The  significance  of  any  strength  or  weakness  a  business  possesses is ultimately a 
function of its impact on relative cost or differentiation. Cost advantage and 
differentiation,  in turn, stem from  industry  structure." 

Understanding the relationship between a business' strengths and weaknesses and the 
industry structure is key to developing a successful business strategy. Most strategic 
planning fails because the business' strengths, weaknesses, opportunities, and threats are 
reviewed without reference to the underlying characteristics of the industry, without 
regard to other key players in the industry, and without consideration of the needs and 
expectations of customers . 

 

A sound strategy that went wrong: The case of Compass  Airlines 

This example shows how a change in government policy alters industry structure and 
provides a competitive  opportunity . 

Prior to the deregulation of the Australian airline industry,  there  were  two  major  
domestic  airlines. One, now known as Qantas Domestic, was owned by the federal 
government; the other, Ansett, was a public business. For many years the two airlines 
enjoyed a "duopoly ." Though the  service  in  Australia had always been quite good and 
the safety record  impeccable,  fares  were  high  by  international standards . 

When the government announced plans to deregulate the industry, Brian Gray, an 
experienced airline executive, proposed to launch a new company to compete with the 
two majors. It was to be called Compass Airlines . Gray understood the industry, and he 
developed a focused low-cost strategy: 
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1. He would  service only the  major  routes  linking the capital cities. 

2. He was aware of the high level of fixed costs in the industry, so he selected aircraft that 
had lower operating costs than the fleet owned by the majors . He believed he could 
operate profitably on fares that were 20% lower than his competitors . 

3. He selected people who were very customer focused, and he planned to position the airline 
accordingly . 

Within 2 years of start-up, Compass failed twice, first under Gray's control and again 
under  the control of Southern Cross Airlines . It is arguable that it could never have 
succeeded because its founder and subsequent management chose to ignore several 
basic elements of industry structure. For example, Ansett and Qantas were firmly 
entrenched . They not only enjoyed exceptionally high industry profiles, but also had 
awesome sales and marketing networks already in placa move they made when the 
prospect of deregulation became evident in the 1980s. The sales network turned out to 
be the decisive factor in the battle for market share. 

Because of the high fixed-cost structure inherent in the industry, the two majors had no 
choice but to fight tooth and nail to hold market share. The long-run stakes were so high 
they could not let Compass win the price war. Although they made their money on the 
major trunk routes that Compass targeted, they also had an opportunity to generate 
revenue from other sectors and could use this to subsidize price war losses. Clearly, 
they were hurt by Compass in the price war, and this was reflected by their earnings. 
But they were not mortally injured-only Compass suffered that  fate. 

It is not clear whether Gray really believed that the nonbusiness market segment could 
be serviced or would be an attractive segment to target. Certainly his public statements 
indicated he anticipated support from this segment. However, one wonders if he did any 
market research . This market travels infrequently and usually for recreational purposes; 
reaching a destination quickly is not, therefore, critical. They also plan their trips well in 
advance and have the luxury of taking advantage of advanced purchase fares and 
standby rates . Alternate modes of transportation such as car, train, and bus have very 
low prices compared to air travel. To win this market on price, Gray had to get very 
close to the prices offered by the alternative modes . But those prices are below the cost 
of operating an airline. 

What Gray didn't seem to realize was that he couldn't survive unless he won over the 
business  market . Ansett and Qantas owned that market. Businesspeople travel 
regularly at full fare. Because the business pays the cost, the travelers are not overly 
price-sensitive. They enjoy facilities such as the Golden Wing Club and Flightdeck. 
Furthermore , they've always flown with Ansett or Qantas, so why bother changing? 

Gray also failed to give sufficient consideration to the service provided by  Ansett and 
Qantas-prior  to deregulation , it was quite good. This meant that regular travelers were 
not chafing at the bit to transfer their patronage. A new business would need to give 
them a very good reason to switch. 

Compass complained that it was not given adequate access to airport facilities . It also 
sought assistance from the Trade Practices Commission to gain "fairer" access to travel 
agencies. As the saying goes, if you can 't stand the heat, don 't play near the fire. If 
these were considered to be critical success factors, Gray should have dealt with them 
early in his planning . 
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In the final days of his corporation 's life, Gray also complained that the federal 
government, a major user of air travel, did not give Compass a fair chance. Once 
again, Gray should have factored that possibility into his analysis and addressed it 
accordingly . 

What it all comes down to is that Compass simply failed to get its sums right. The 
market could not be expanded quickly enough, nor could sufficient market share be 
won on the basis of price . That would have allowed Compass to achieve an average 
seat occupancy rate at an average price that would cover its operating costs within the 
time frame its capital base allowed . Compass acquired only about 7% market share, 
whereas it needed 15%. 

If Compass had started with $500 million in paid-up capital (or whatever it needed) and 
didn't need to reach break-even for 5 years, it probably would still be in business today. 
Undoubtedly it would be putting real pressure on the other two businesses .If its 
competitors had known Compass was willing to invest $500 million, they would 
probably have decided they couldn't afford a price war. Under these circumstances, 
the optimal strategy would have been for them to rationalize their own operation 
and allow Compass to take a share of the total market while simultaneously 
encouraging an industry strategy designed to expand the total market . 

 

Strategy in the context of a small  business 

Michael Gerber makes the point that a big business is nothing more than a small 

business that got it right . There are two distinct ways to sustain controllable growth in a 

business . The first is to have a lot of capital. The second is to have a sound strategy 

focused on a definite market need . However, to the extent that the supply of capital is 

finite, the survival and self-sustaining profitability of a business demands the presence 

of a sound strategy-even when the biggest players are involved. When the strategy is 

right, profit follows. Where there's profit potential , there's access to capital. 

Few, if any, small businesses have the option to compete on a  broad  scope other than  

at a  regional  level. Indeed it could be said that all businesses start with  a  focused  

strategy, and their  competitive scope broadens as a result of their strategy's being 

appropriate to the time and place. Given this, most small business strategizing must 

concentrate on meeting a particular market  need . To earn  superior profit, the business 

must do so more efficiently (lower cost) or in a manner perceived  to  be  more valuable  

by customers  (differentiation) . 

The next illustration shows the positions a business may occupy in an industry  in  

relation  to  the  market's perception of its product or service value and its underlying 

cost structure compared to other businesses . 
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Business Position and Market Perception 

 

 

Businesses in Position 3 have the greatest potential to achieve  high  levels  of 
profitability  because  of their low cost structure and scope for differentiation and, 
therefore, premium pricing. In contrast, businesses  in Position  7 are virtually assured of 
failure, with those in Positions  6 and  8 not far  behind. 
 
Most  firms in industries  or industry  segments that are dominated  by  smaller 
businesses  are in  Position 9. That is, they sell an essentially undifferentiated product, 
and because  they  conduct  business  according to the conventional wisdom of their  
industry, they have  more or less the same cost  structure  as other firms. 
 
Sound strategy implies a repositioning of the business in the matrix by moving either up, 
through more effective differentiation , or across, through more effective cost 
management . Ideally management should work on both directions simultaneously; that 
is, head for Position 3 in the matrix . Both movements require a marketing focus. An 
interpretive rider should be added here: In an absolute sense, this is likely to be an 
incongruent strategic objective because, except in rare circumstances, a business  is 
unlikely to enjoy the lowest cost in its industry and be a premium-priced differentiator 
(An exception might be if the business enjoys a specific proprietary technology that is 
simply unavailable to any other business .) 

However, in a relative sense, it is possible to simultaneously pursue low cost and 
differentiation. What we're talking about here is a relative cost structure that is lower by 
industry standards than other businesses that sell products or services with lower 
differential characteristics. For example, McDonald 's has a low-cost structure compared 
to other businesses in its industry, and it offers a continually differentiated dining 
experience. 

Marketing is the means by which the perception of value is created in the minds of 
customers . In some cases, it should also be acknowledged that product or service 
functionality also are critically important. But having superior functionality is not 
sufficient on its own to guarantee success or high perceived value. 
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Marketing is also central with respect to cost structure. Clearly marketing has a cost in 
its own right. But more importantly, marketing is the means by which sales volume is 
achieved. And, to the extent that a business has any fixed costs, additional volume 
drives unit costs down . Marketing is the lure that brings customers into a business , 
entices them to purchase, inclines them to return, and encourages them to advocate the 
business or its product to their friends and associates. 

In short, marketing is the means by which a business positions itself in the minds of the 
people it serves or wishes to serve. To succeed, a business must have a sound marketing 
strategy. To fully benefit from that, it must have an appropriate cost structure. 
Marketing is the vehicle needed to drive a business away from Position 9. 

 
Differentiation  strategy  in small businesses 

How might a business position itself favorably in the market it serves? The key is the 5 
forces of competition previously described. A favorable position would be one in which 
: 

• The business has many loyal customers . 

• It is not subject to dominance by either suppliers or buyers, particularly in relation 

to the prices it pays or receives . 

• It produces a product or service for which there are no close substitutes. 

• Other businesses in the industry, or potential entrants, find it difficult to encourage 
its customers to switch patronage . 

• The business has low costs compared to other businesses in the industry . 

The second consideration pertains to the attractiveness of the industry and/or the 
segment in which the business operates. Although a business may be able to create a 
relative competitive advantage, is the industry or segment itself extremely unattractive ? 
For example, because of acute price sensitivity, perhaps management would be better 
advised to direct its skill and resources to a more attractive industry or segment. 

As mentioned previously, an attractive industry is one that exhibits favorable forces of 
competition . But by definition, what makes it attractive is that it is difficult to enter or 
otherwise take market share away from the leader. Only a small number of entrenched 
businesses may, in fact, regard the industry or segment as attractive. Some might even 
concede that it is downright horrible, but they don't know what they can do about it. 
Many of our clients fall into this group . It's our job to help reposition them . 

In our experience there are limited opportunities for repositioning a business via low-
cost strategy. Not that they don 't exist, but the opportunities are less numerous 
compared to the potential of a focused differentiation strategy. Most Boot Camp firms 
have had experience and success in the differentiation area . And for all practical 
purposes, the opportunities are endless . 
 


