
 

   
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 INTRODUCTION 

An industry is a group of companies or organisations producing similar products 
or services. For example, Bumiputra Commerce Berhad, Malayan Banking 
Berhad, RHB Berhad, Alliance Bank, Citibank, Hongkong Shanghai Banking 
Corporation and Standard Chartered Bank are in the banking industry. Proton, 
Perodua, Naza Motors and DRB Hicom are in the automobile industry. 

In trying to understand better the nature of competition and the external forces 
affecting the business in the industry, it is necessary to conduct an industry 
analysis. According to Michael Porter (1980), an industry analysis can provide a 
comprehensive understanding on the nature of industry, its structure and 
competitive forces affecting competition in the industry.  

It should be noted that in some strategic management textbooks, some authors 
consider industry analysis as part of the external environmental analysis, while 
others have taken it separately as in this module. It is argued in this module that 
industry analysis is considered separate from the external environmental analysis 
as the forces affecting competition in the industry can be controlled to some 
extent; while the other external environmental forces are generally beyond the 
control of the organisation or the industry.  

In this topic, we will identify the nature of the industry and the factors affecting 
the structure of the industry. Then, an analysis of the competitive forces will be 
conducted. Finally, the value chain analysis will be discussed. 
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LEARNING OUTCOMES 

By the end of this topic, you should be able to:

1.  Differentiate between the nature and structure of industry; and  

2.  Elaborate on the five forces model that provides a competitive
strategy framework and foundation for analysing industry
situations. 
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NATURE AND STRUCTURE OF INDUSTRY 

The basic premise of industry analysis is that the level of industry profitability is 
determined by the characteristics of the industry structure. This is based on the 
underlying theory of the industry structure-conduct-performance approach in 
industrial economics. The two reference points are the theory of monopoly and 
the theory of perfect competition, which represent the two ends of the spectrum 
of the industry structure (Grant, 1994).  
 
When there is a single firm in an industry and new firms are unable to enter, then a 
monopoly exists. In this situation, competition is absent and the monopolist can fully 
exploit customers' need for the product to earn maximum profit. However, when 
there are many firms in an industry, and all are producing identical products with 
no restrictions upon entry, then a perfect competition exists. In this situation, a price 
competition can cause profits to fall to a competitive level, which may just cover the 
firm's cost of capital. These two extremes are rare, and in the real world, industries 
fall between the range of these two spectrums. It should also be noted that the 
specific categorisation of industry structure may not be an easy task nor can it 
provide a precise example, but it can provide an overview of the real world 
situation. The spectrum of industry structure is shown in Table 6.1. 
 

Table 6.1: Spectrum of Industry Structure 

Characteristics 
of Industry 
Structure 

Number 

of Firms 

Barriers 
to Entry 
or Exit 

Product 
Differentiation 

Examples 
in Malaysia 

Perfect 
Competition 

Many None None Banking, 
Insurance 

Oligopoly Few Moderate/High High Petroleum, Oil 
and Gas 

Duopoly Two Moderate/High Moderate/High Airline 

Monopoly One Very High Entry 
Barrier 

Varies Railway 
Transport 

Source: Revised and adapted from Grant, (1994) 
 

6.1 

ACTIVITY 6.1 

Compile a list of organisations in the industry in which you are 
currently working. 
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Based on the industrial economic theory, Porter (1980) suggests that the 
profitability of an industry can best be understood by understanding the 
dynamics of the five key forces affecting the structure of an industry. The five 
competitive forces are the threat of new entrants, the threat of substitute products 
or services, the bargaining power of suppliers, the bargaining power of buyers 
and the rivalry among existing competitors. 
 
The strength of the five forces varies from industry to industry, thus determining 
the long-term profitability of an industry. These forces can determine the 
profitability of the industry because firms can shape the prices they want to 
charge or the costs that they have to bear or the investment required to compete 
in the industry. Entry of new entrants into the industry can limit the potential 
profitability of existing firms in the industry, while strong bargaining power of 
buyers or suppliers can also reduce the firm's profitability. Intense competition 
among existing firms can erode the profits of the industry. Finally, availability of 
product substitutes can also erode the firm's profitability in the industry.  
 
It should be noted that every industry is unique and has its own distinctive 
structure. For example, in the pharmaceutical industry, entry barriers are high 
due to heavy investment costs for research and development activities and 
economies of scale in the longer term. In Malaysia, the barriers to entry in the 
insurance and banking industry are extremely high as the government does not 
issue any new licences for the industry. On the other hand, the barriers to entry 
for the hotel and tourism industry are relatively low. The structure of an industry 
is relatively stable but can change over time as the industry evolves. For example, 
the rapid development of the electronic and computer systems and services has 
changed the nature of competition in the airline industry, both in terms of 
providing electronic services to potential buyers and sophisticated services in the 
airlines range of services. This has heightened the investment costs of 
competition in the airline industry. 

  
FIVE FORCES MODEL 

Porter (1980) suggests a framework for analysing competition in the industry. The five 
forces affecting the nature of competition and profitability in the industry are: 

(a) Threat of new entrants;  

(b) Threat of substitute products or services;  

(c) Bargaining power of suppliers;  

(d) Bargaining power of buyers; and  

(e) Rivalry among existing competitors. 

6.2 
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The relationship between these five forces is illustrated in Figure 6.1 below. 
 

 

Figure 6.1: Five forces model 
Source: Porter, M., (1980) 

6.2.1 Threat of New Entrants 

Whenever new firms enter a particular industry, the intensity of competition 
among firms increases. To reduce this threat, there must be sufficient barriers to 
entry in the industry. For example, in the financial services industry in Malaysia, 
barriers to entry are high due to the unavailability of new business licences as it 
is the Central Bank's policy not to issue new licences. Other forms of barriers to 
entry include: 
 
(a) Economies of Scale 
 Firms cannot enter the industry due to the high economies of scale such as 

high production costs per unit enterprises. 
 
(b) Product Differentiation 
 Brand identification creates a barrier to entry, forcing new entrants to 

compete with established brands. For instance, local brands versus 
international brands for tea products. 

 
(c) Capital Requirements 
 The need for high capital or set-up costs can deter firms from entering the 

industry, such as the airline industry. 
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(d) High Switching Costs 
 Switching costs refer to the cost of changing from one supplier to another. 

This can be difficult for certain firms in the industry as it may involve high 
costs. 

  
(e) Access to Distribution Channels 
 Limited access to the channels of distribution can deter firms from entering 

the market. 
  
(f) Cost Disadvantages Independent of Size 
 Some firms may have cost advantages regardless of their size. In such cases, 

the cost advantages can be due to tax incentives or allowances given by the 
government for locating the premises in certain areas. This incentive cannot 
be enjoyed by other firms in different locations. 

 
(g) Government Policy 
 Government policy can also deter entry of new firms as the government 

wants to control the number of players in the industry.  

 
Despite these threats  to new entrants, new firms might enter the industry with 
higher quality products, lower prices and substantial marketing resources. In 
such a case, strategic managers need to monitor the development of these 
competing firms and prepare for counterattack strategies. 

6.2.2 Threat of Substitute Products or Services 

Firms in an industry may also compete with other firms in other industries which 
produce substitute products. Products are considered a substitute when they can 
satisfy the same consumer needs as another product. 
 
Product substitutes, therefore, can reduce the profit potential in an industry by 
placing ceiling prices that other firms can charge (Porter, 1980). For example, tea 
can be considered as a substitute for coffee. If the price of coffee goes up high 
enough, coffee drinkers will slowly switch to tea. Thus, the competitive pressure 
arising from substitute products increase as the relative price of substitute 
products declines and the consumer's switching costs decrease. As such, product 
substitutes have an effect on an industry when the switching costs are low. 
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6.2.3 Bargaining Power of Suppliers 

The bargaining power of suppliers can affect the intensity of competition in an 
industry. Suppliers can do this by raising prices or reducing the quality of 
purchased goods or services. The bargaining power of suppliers is considered 
powerful when the number of suppliers in the industry is dominated by a few 
companies. In the petroleum industry, suppliers are powerful as only a few of 
them dominate the industry while there are many fragmented buyers. Suppliers 
can also enhance their profitability when they find that they offer products or 
services that are unique and when they have built up switching costs. For 
example, in the word processing software industry, it is not easy to change to 
other suppliers as it can be more costly to the buyer.  
 
The bargaining power of suppliers is also high when product substitutes are not 
easily available, such as electricity supply. Thus, buyers have less bargaining power 
and the potential profitability of the industry can be sustained. The bargaining 
power of suppliers is also high when the supplierÊs product is an important part of 
the buyerÊs business. This is also the case when suppliers have the ability or 
opportunity to integrate forward into the buyerÊs business, thus acting as a 
competitor in the buyerÊs industry. For example,  a tyre  manufacturer acquiring a 
tyre shop will be a competitor to other tyre shops that it supplies tyres to. 

6.2.4 Bargaining Power of Buyers 

Buyers can affect the profit potential in an industry by forcing the product or 
service prices down. As such, their bargaining power would be high, and they 
can demand for higher quality products, and play competitors against each 
other. A buyer or group of buyers in an industry can be powerful if some of the 
following conditions hold: 
 
(a) The buyer purchases a large proportion of the seller's product or service; 

 
(b) The buyer has the potential to integrate backward by producing the product 

itself; 
 

(c) There are many alternative suppliers because the product is undifferentiated; 
 

(d) Changing supplier costs are low; 
 

(e) The product purchased represents a high percentage of the buyer's cost, 
thus providing an incentive to shop around for lower costs; 
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(f) The buyer earns low profits, and therefore is sensitive to cost and service 
differences; and 
 

(g) The purchased product is not important to the final quality, and thus can be 
easily substituted without adversely affecting the quality of the final 
product. 
 

For example, if Proton purchased a large percentage of Sime Tires total tyre 
production, Proton could easily make all sorts of demand on Sime Tires 
marketing people. This would also be the case if Proton gets its tyres from 
Goodyear or Dunlop. The bargaining power of Proton is high here, particularly 
when there are close substitutes. On the other hand, Proton may not have much 
bargaining power with glass manufacturers like Malaysia Sheet Glass, as they are 
a limited few who can produce high quality automobile glass sheets. Thus, a firm 
with a high bargaining power can command higher levels of profitability than 
those with lower levels of bargaining power.  

6.2.5  Rivalry among Existing Firms 

Rivalry among competing firms in an industry is not an uncommon occurrence. 
This is because each firm in an industry is jockeying for a better position than the 
other competing firms. A strategic move by one competitor can only be 
successful to the extent that the move provides competitive advantage over the 
rival firms. However, when the rival firms retaliate with counter strategic moves, 
like reducing the price, going for aggressive advertising, providing high quality 
and superior products, offering service warranty and many others, this could 
dampen the earlier move of the firm in the industry. Thus, the nature of 
competition would be intense and could be heightened with the presence of one 
or some of these factors: 
 
(a) When the number of competitors is high, the intensity of competition 

would also be high. For example, when one firm provides price discounts, 
others would follow suit. 
 

(b) When the rate of industry growth is high, there are many opportunities for 
other firms to grow within the industry. However, when the rate of growth 
is low, this may force firms to take aggressive action to increase their sales. 
For example, when there is a decrease in passenger traffic, airlines may 
resort to price war tactics.  
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(c) When the product or service offered is undifferentiated, and the customer's 
switching cost is low, customers will jump to another supplier, thus 
generating intense rivalry among the firms. In Malaysia, this happened in 
the mid-1990s when BP started a campaign on its new image and corporate 
colour. BP introduced special offers to buyers of BP petrol, from free gifts to 
cash discounts. The other petroleum suppliers also made similar offers, 
including offering a house as one of the prizes in a lucky draw contest. This 
was stopped by the government as it was destroying the image of 
petroleum industry.  
 

(d) When the fixed costs of the firm are high, or the product is perishable, firms 
may cut prices to reduce the potential losses in fixed costs. As such, it is not 
uncommon to find airlines offering low prices on standby seats or limited 
duration travel seats. This is also true for agribusiness-related products. 
 

(e) When the production capacity has to be increased to obtain economies of 
scale, firms may produce in large volumes and then reduce the prices later, 
hoping to recoup their costs from a higher level of sales. This is particularly 
true for the production of computer microchips, and in the chlorine and 
vinyl chloride business. 
 

(f) When exit barriers are high and firms find it difficult to get out of the 
industry, the intensity of competition increases. Exit barriers may be high as 
the fixed assets of the business cannot be sold easily or there are no takers 
in other businesses. Furthermore, when investment costs are high, firms are 
reluctant to exit without getting reasonable returns on their investment 
costs. 
 

(g) The intensity of competition among firms can be high when the rivals  
are diverse. Different firms have different strategies and cultures. 
Consequently, the way to compete may differ and vary.  

 
The five forces model provides a competitive strategy framework and foundation 
for analysing a particular industry, whether in manufacturing or services. 
Strategic managers can use the framework to determine the profit potential and 
nature of competition in the industry, thus suggesting whether it is a lucrative 
industry or not. The five forces model only provides the basic framework, but 
strategic managers must have the information and knowledge to analyse the 
industry situation. 
 


