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The Industry Environment

Fragmented Industries

There is the need to continually formulate and implement
business-level strategies to sustain competitive
advantage over time in different industry environments.

% Different industry environments present
different opportunities and threats.
< A company’s business model and strategies
have to change to meet the environment.
< Companies must face the challenges of
developing and maintaining a competitive
strategy in:
* Fragmented Industries + Mature Industries
* Embryonic Industries  + Declining Industries
* __Growth Industries
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A fragmented industry is one composed of a large
number of small and medium-sized companies.

<+ Reasons for fragmented industries
» Low barriers to entry due to lack of economies of scale
= Low entry barriers permit constant entry by new companies

+ Specialized customer needs require small job lots of
products - no room for a mass-production &

« Diseconomies of scale &

< Strategies Ce o 57
+ Chaining — networks of linked outlets to : \'—ll'
achieve cast leadershi p P’

« Franchising - for rapid ?((owth with proven business concepts,
reputation, management skills and economies of scale

« Horizontal Merger ~ acquisition to obtain economies and growth
« IT and Internet ~ to develop new business models
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The Industry Environment

Strategy in Action

<+Positioning a company to sustain
competitive advantage over time in
different kinds of industry
environments

+Different industry environments
present different opportunities and
threats

A company’s business model has to
change to meet the environment
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<+Clear Channel Creates a National Chain
of Local Radio Stations
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Embryonic and Growth Industries

An embryonic industry is one that is just

beginning to develop when technological innovation

creates new market or product opportunities.

A growth industry is one in which first-

time demand is expanding rapidly as G %
BN 40

many new customers enter the market.

Strategy is determined by market demand

+ Innovators and early adopters have different needs from
the early and late majority

= Company must be prepared to cross the chasm between
the early adopters and the later majority
Companies must understand the factors that affect a
market's growth rate — in order to tailor the business
model to the changing industry environment.

Market Characteristics:
Embryonic and Growth Industries

< Reasons for slow growth in market demand
Limited performance and poor quality of the first products

« Customer unfamiliarity with what the new product can do for
them

- Poorly developed distribution channels
« Lack of complementary products
+ High production costs

< Mass markets typically start to develop when:

» Technological progress makes a product easier to use and
increases its value to the average customer.

Key complementary products are developed that do the same.
Companies find ways to reduce production costs allowing

.

hion Miffin Company. 3|7

them to lower prices.
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Market Development and
Customer Groups

Market penetration

Initin] growth tripgered by
o emargants of stondard.

Emb}ydnic Growth . " Matura

Market Share of Different
Customer Groups

Staga of davelopment
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Strategic Implications: Crossing
the Chasm

% Crossing the chasm between early
adopters and the early majority

» Innovators and early adopters are
technologically sophisticated and will tolerate
engineering imperfections (the early majority
are not)

Innovators and early adopters are typically
reached through specialized distribution
channels (the early majority are not)
Innovators and early adopters are relatively few

in number and not particularly price sensitive
(the early majority are not)
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Strategy in Action

“+AOL, Prodigy, and the Chasm

@ prodigy.
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The Chasm: AOL and Prodigy
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Strategy in Mature Industries

Strategies for deterring entry of rivals
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Film

“+*McDonald’s

Four Nonprice Competitive
Strategies
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Products
Existing New

Existing

Marksting Segments

New
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Strategies to Manage Rivalry in
Mature Industries (cont’d

“+Market penetration

» Expanding market share in existing
markets

“+Product development

» Creating new or improved products to
replace existing ones

“*Market development

« Finding new market segments for a
company’s products

Strategy in Action
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Strategies to Manage Rivalry in
Mature Industries

++Price signaling

* Tit-for-tat strategy
<+Price leadership

« Formal price leadership is illegal
“*Nonprice competition

* Product differentiation

Strategy in Action
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“*Nonprice Competitive Strategies at Nike
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Strategy in Declining Industries

“Leadership

+ A company seeks to become the dominant player
< Niche

» Focusing on pockets of demand that are

declining more slowly than the industry as a
whole

<»Harvest

» Optimizing cash flow
«»Divestment

» Selling off the business

Strategy Selection in a Declining
Industry
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Strategy in Action

“+How to Make Money in the Vacuum Tube
Business

Closing Case
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*Warfare in Toyland
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i computer processing power and speed while
i providing stunning graphic capabilities. By com-
: binirig both kinds of chips, AMD’s goal was to
i ‘obtain a competitive advantage over Intel. Intel’s
i CPUs have only very basic graphic processing
i ‘power-—enough for ordinary PC tasks but not

sufficient for powerful gaming applications,
¢ video processing, or sophisticated graphic inter-

! faces such as those inside Apple’s PCs. GPUs are

“the heart of all gaming consoles, and Nvidia pro-.

 vided the chip used in the first Xbox. Currently

: 'AMD’s ATI division supplies the GPU that pow-

- ers the Nintendo Wii, and Nvidia’s GPU is inside

the PlayStation3. Nvidia scored a major coup in’

. 2009 when Apple announced that all its new PCs
¢ 'would contain Nvidia’s advanced GPUs because

: ‘of their state-of-the-art performance. Neverthe-
¢ less, in 2009, ATI also introduced powerful new
i. GPUs that compete with Nvidia’s. Today, both

Nvidia and ATI compete to provide the GPUs in

the PCs offered by makers such as Dell, HP, and

Lenovo; in addition, Intel and AMD compete to
prowde the CPU in these PCs.
The complex, competitive situation betWeen

these three companies has led to major changes.
in their business models, competitive position-
! ing, and strategies in the maturing PC market. -
i For example, fierce competition between AMD |

and Intel came to a head in 2005 when AMD

. introduced a new generation 64-bit CPU that -
: performed better than Intel’s, and its stock price

¢ shot up as Intel struggled to catch up. But Intel, :

- a broad differentiator with massive ‘resources '}

invested heavily, innovated an even more power-

ful CPU, and by 2007, it had matched and out- ‘

: performed AMD?’s. At the same time, Intel had
: the resources to make its next-generation CPUs

smaller, something which is increasingly impor-

tant today because of the need to cool the small- -
er-sized laptops. AMD’s stock price plunged as '}«
Intel’s soared because it had lost its lead in CPUs ..

and because in 2007 it still had no viable GPU to
compete with Nvidia’s.

Then, as noted, in 2008 Nvidia recelved a :
‘. and proﬁtablhty o' er tlme

¢ major shock When AMD’s ATI introduced its

ensure. that they can pro

L Wlth ‘upenor products and;




PART 3 Strategies

il

I gést competttors Vlacom with 220 and
: The company started out with ‘'only one

‘ W fragmented because a federal law
p ”fxom owning more than 40 sta-

nomies of scale from havmg a na-
aining local ties to the commumty ;

are be nd mcst radio stations’ budgets and snnply
cost of goods sold too much. Moreover, adver-
tising ‘rateshad to be kept at a level that both large national

companies and small local ones would find acceptable; they
could not simply be raised to cover higher costs.

Clear Channel’s managers began to experiment with
information technology and the Internet and took advan-
tage of emerging digital technology that allowed for the
easy and rapid manipulation and transfer of large volumes

. of data. By the late 1990s, music and programming could

easily be recorded, stored in digital format, and edited. Its
managers hit on a strategy called “voice tracking.” To obtain
economies of scale, Clear Channel employed popular re-
gional or national DJs to record its daily programs, and
these same DJs customized their productions to suit the
needs of local markets. For example, one technology allows
DJs to isolate and listen to the end of one track and the be-
ginning of the next; then they can insert whatever talk,
news, or information is appropriate between tracks as and
when they like. The local stations supply this local informa-
tion; after they have customized their program, the DJs

-send it over the Internet, where the local operators handle
- it. This practice has enormous advantages. On the cost side,

the programming costs of a limited number of popular DJs

. are much lower than the cost of employing an army of local
- 'DJs. On the differentiation side, the quality of program-

ming is much higher because Clear Channel can invest
more in its programming and because the appeal of some
DJs is much higher than others. Over time, higher-quality
programming increases the number of listeners, and this at-

. tracts more national advertisers, whose digital advertise-
~-ments can be easily inserted in the programming by local

operators,

In addition, Clear Channel is developing its own pro-
prietary brand name, KISS, across its radio stations so that
when people travel, they will be attracted to its local sta-
tions wherever they are. It also hopes this move will stim-
ulate word-of-mouth advertising. As its brand becomes
national, this widened scope will attract larger advertisers

-and boost its sales revenues. To speed this process, Clear

Channel is also linking its different businesses—for exam-
ple, it is the largest billboard and concert operator in the
United States—to its KISS label. It hopes that the resulting
increased customer demand will drive up advertising rev-
enues, which will allow it to start or buy more radio stations
and expand its reach, thereby lowering its cost structure and
increasing its future profitability.®
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v propnetary onhne shoppmg network the system would
+ . give its customers the ability to buy anythmg, even plarie
" tickets, ‘online. IBM knew about compiiters,” anid: Sears-
L knew about retail. It seemed like thie perfect marriage.. - -

P mulated halfa mrlhon users. There was little sense‘of com-:

was another small. competltor, AOL but in the- words of
i Oneé Prodrgy executive, “Tt was just a- little ‘thing off to the
o side” Ten years. Tater, the little thing] had become the largest
online service in the ‘World, Wlth 33 million members, and

Why d1d Prodrgy fall? The company appeared to be

. of strategiés to-formulate the busmess model in particu-

L tomers were trying to satisfy by using the Internet. -

- petition at the time, The largest competrtor, CompuServe,‘
" was conservatively managed and it pursued-afocused: -
~* “business model based on servicing the needs of technical - -
- users, ‘and financial ‘services (CompuServe was.owned by ..
.7 H&R Block, Ametica’s largest tax Teturn service).-There - fomers

'compentlve issue as the market developed. When it was in-

Prod1gy had ‘exited the’ online: busmess altogether after
IBM and Sears had mvested and lost some - $1.2 bllhon on.

focusmg on the mass: miarket; Tts target: customers. ‘were
- ot computer—orlented early adopters bt typrcal middle--
" class-Americans. And its business model to sell products
R online seemed correct; surely this ultrmately had to be- -
',",.".f"come a major application: of the Internet:: The' problem-s
-+ was that Prodigy’s managers ‘did nof chioose the right set:- S ‘
' ___growmg by. leaps and bounds and Prongy was losmg cus-
. tomers ata rapid-pace because its strateg1es hiad pushed .
ot the; value frontier. AOL, by correctly sensirig the way

',customer needs were. changing and then providing a dif-

" lar, they did not understand the: full s range of needs cus—_

- - One'of the surpnse early dnvers of customer demandj ,
'.,{j,.for online services, and .a major factor in creating, the ~
.;mass market, was e-mail: AOLS strategy was’ to offer 1tsf "'.r;‘-tchasm Wlth ease.

servrce for satlsfymg customer needs, and its strategy was ._'
to qurckly 1mplement the software that would soon makev ;
chatrooms one of its most popular featires.. e
“The. lawyers at. Prodlgy s',.corporate headquarters,’f '

: however, feared that Prodlgy ‘nmight be held legally liable .
Launched in the fall of 1990, the service quickly : accu-

for- comments made in’ chatrooms or events that arose .
from them, and. they drscouraged Prodigy from offermg ‘
this” 'service. . This: censorshrp, lack of chatrooms, and

';-,fcharges for e- marl rankled members, who soon started to '
' swrtch in droves to AOL.- o : :

The Tature of the software mterface used to allow s
'onnect to-an onlme service also became a critical

troduced, Prodlgy s prrmmve graphical user interface was ac-
ceptable by the PC standards of the time, which were based
on Microsoft’s MS- DOS operatmg system. When Microsoft
mtroduced its fmuich | more user-friendly Windows 3.0 sys-

* tems in 1990, AOL moved quickly to redesrgn its software in- .
. terface 10 be compatlble with Windows,. and thiis made AOL .

miuch easier to- use. Prodlgy, ‘however, Wwas part owned by
IBM, hich'at that timie was trying to promote its own Tiew

“PC operating system, thié ill-fated OS/2. So Prodigy dragged" ’
its feet It waited to unplement a Windows version of its own .-
' -[mterface until December 1993, by which. tlme it had lost the
ma]onty of Windows users to AOL.. -

By 1996, the - battle ‘was- effectrvely over AOL was

ferentiated product. that met those needs, crossed the
b '
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Mrategy in Action
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In the mature and saturated fast food industry, competi-
tion for customers by hamburger chains has been intense.
McDonald’s, the industry leader, has been under intense
pressure to maintain its profit margins, because as the
price of fast food has fallen, price wars have periodically
broken out. Taco Bell started the first price war in the
industry when it introduced its $.99 taco. Taken aback,
McDonald’s and other burger chains, such as Burger King
and Wendy’s, had to find ways to lower their costs and
prices. As a result of price competition, all the burger
chains were forced to learn how to lower their cost struc-
tures to make a cheaper hamburger. Today, constant
innovation in food preparation is the name of the game,
and companies have been able to lower their prices.

With most fast food restaurants now offering compa-
rable prices, the focus of competition has shifted to other
aspects of their products. First, the major chains com-
peted by introducing bigger burger patties to increase
market penetration. Burger King started the battle in an
aggressive campaign to increase its market share at the
expense of McDonald’s. It added a full ounce of beef to its
1.8 ounce regular patty and followed this with an intense
advertising campaign based on the slogan, “Get Your
Burger's Worth,” directed at McDonald’s burger, which
then was 40 percent lighter. The campaign worked for
Burger King for a while, and its market share rose by 18
percent, but then in a nonprice tit-for-tat, McDonald’s
announced that it would enlarge its regular patty by 25
percent to beat back the challenge from Burger King and
from Wendy’s, which has always offered a larger burger
(and whose “Where’s the Bee?” slogan helped it gain
market share).

Burger King and McDonald’s have also pursued mar-
ket penetration by opening up new kinds of restaurants to
attract customers. Because all of the big chains have thou-
sands of restaurants each, many analysts thought that the
market was saturated, meaning that it would not be prof-
itable to open more restaurants. However, McDonald’s in
Particular has opened hundreds of restaurants in new
locations, such as gas stations and large retail stores (for
example, Wal-Mart), and new kinds of restaurants, such
as small ones at airports and those that contain indoor
Playgrounds. These moves have helped it protect its mar-
et share and maintain its margins.

'Fast Food Is a Ruthless Business

The main burger chains are also constantly experi-
menting with product development and introducing
improved kinds of burgers to appeal to regular cus-
tomers—burgers that add cheese, bacon, different kinds
of vegetables, and exotic sauces, and new kinds of burg-
ers, such as diet or low-fat burgers to attract new cus-
tomers. They also all introduced whole-meal offerings,
such as McDonald’s “value meals,” to provide a competi-
tive package to attract customers. Individual restaurants
are also allowed to customize their menus to suit the
tastes of customers in the region in which they are
located. For example, McDonald’s restaurants in New
England have lobster on the menu, and those in Japan
serve sushi. Such product development is a major part of
competitive strategy in the industry.

Recognizing the competition from other kinds of fast
food chains such as those specializing in chicken or Mex-
ican food, the burger chains have also moved to broaden
their menus. McDonald’s, for example, offers chicken
dishes, pizza, and salads and increasingly tries to be a one-
stop shop for all kinds of foods. This is a form of product
proliferation designed to keep customers coming back. It
makes it more difficult for a competitor or potential
entrant to find a new food niche to take advantage of and
attract away customers.

In the mature fast food industry, developing new
competitive strategies to fend off attacks by other compa-
nies within the industry and to protect and enhance com-
petitive advantage is a never-ending task for strategic
managers. Indeed, recently, a franchisee in Orlando
announced a new gourmet McDonald’s restaurant. In a
restaurant featuring gilded decor and sophisticated game
and media rooms, they will serve white pizza, barbecue
pizza, créme blur cheesecake with raspberry oculus, and
cappuccino. Can this really be McDonald’s?

Sources: R. Gibson, “Bigger Burger by McDonald’s: A Two Ounce,”
Wall Street Journal, April 18 1996, p. B1. www.mcdonalds.com
(2002). D. Leonhardt, “McDonald’s: Can It Regain Its Golden
Touch?” Business Week, February 28, 1998, pp. 22-27. D. Leonhardt
and A. T. Palmer, “Getting off Their McButts,” Business Week, Feb-
ruary 22, 1999, pp. 65-66. “Gourmet McDonald’s? Central Florida
Has It,” Orlando Sentinel, December 19, 2001, p. A4.




Nonprice Competitive Strategies at Nike

Nike, headquartered in Beaverton, Oregon, was founded
by Bill Bowerman, a formet University of Oregon track
coach, and Phil Knight, an entrepreneur in search of a
profitable business opportunity. Bowerman's goal was to
dream up a new kind of sneaker tread that would enhance
a runner’s traction and speed, and he came up with the
idea for Nike's "waffle tread” after studying the waffle
iron in his home. Bowerman and Knight made their shoe
and began by selling it out of the trunk of a car at track
meets. From this small beginning, Nike has grown into a
company that sold more than $18 billion worth of shoes
in the $40 billion athletic footwear and apparel industries
in 2008 and made more than $1.8 billion in profit.

Nike's amazing growth came from its business
model, which from the beginning was based on differ
entiation; its strategy was to innovate state-of-the-art
athletic shoes and then to publicize the qualities of its
shoes through dramatic "guerrilla” marketing. Nike's
marketing is designed to persuade customers that its
shoes are not only superior but also a high fashion state-
ment and a necessary part of a lifestyle based on sport-
ing or athletic interests. Nike's strategy to emphasize the
unigqueness of its product obviously paid off as its market
share soared. However, the company received a shock
in 1998, when its sales suddenly began to fall; it was
becoming more and more difficult to design new shoes
that its existing customers perceived to be significantly
better and worth their premium price—in other words, its
strategy of market penetration and product development
was no longer paying off. Phil Knight recruited a team of
talented top managers from leading consumer products
companies to help him change Nike's business model in
some fundamental ways.

In the past, Nike shunned sports like golf, soccer,
rollerblading, and so on, and focused most of its efforts

on making shoes for the track and basketball market seg-
ments. However, when its sales started to fall, it realized
that using marketing to increase sales in a particular mar
ket segment {market penetration) can only grow sales
and profits so far. So Nike took its existing design and
marketing competencies and began to craft new lines
of shoes for new market segments. In other words, it
began to pursue market development and product pro-
liferation as well as the other nonprice strategies. For
example, it revamped its aerobics shoes and launched
a line of soccer shoes and perfected their design over
time; by the mid-2000s, it took over as the market leader
from its archrival Adidas. In addition, it launched its Total
90 Il shoes, which are aimed at the millions of casual
soccer players throughout the world who want a shoe
they can just "play” in.

To take advantage of its Competencxes in design
and marketing, Nike decided to enter new market
segments by purchasing other footwear companies’
that offered shoes that extended or complemented its
product lines. Continuing its pursuit of product prolif-
eration, it bought Converse, the maker of retro-style
sneakers, and Official Starter, a licensor of athletic
shoes and appare! whose brands include the low:
priced Shaq brand. Allowing Converse to take advarn-
tage of Nike's in-house competencies has resulted in
dramatic increases in the sales of its sneakers. Nik
also entered another market segment when it boug
Cole Haan, the dress shoemaker. Nike also entere
the athletic apparel market to use its skills there, an
by 2004, apparel sales were more than $1 billior
Nike's new strategies significantly strengthened
differentiation business mode!, which is why its ma
ket share and profitability have continued to incré
and are the envy of its competitors.

Sources: http://www.nike.com, press release, 2004; "The New Nike," http://www.yahoo.com {2004), September 12; A. Wong, “Nike:
Just Don't Do It Newsweek, November 1, 2004, 84; hitp://www.nike, 2009.
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CHAPTER 5 Business-Level Strategy and Competitive Positioning

Strategy in Action
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Warfare in Toyland

oys ‘R’ Us, based in Paramus, New Jersey,
o grew at an astonishing 25 percent annual rate
(e throughout the 1980s and today holds a 20
percent share of the $15 billion retail toy
market, which makes it the industry leader. To reach its
commanding position, the company used a strategy of
market penetration based on developing a nationwide
chain of retail outlets and a cost-leadership sirategy. To
lower costs, Toys ‘R’ Us developed efficient materials-
management techniques for ordering and distributing toys
to its stores. It also provided only a low level of customer
service. Together, these moves allowed it to obtain a verv
low expense-to-sales ratio of 17 percent. Toys 'R’ Us then
used its low costs to promote 2 philosophy of everyday
low pricing. The company deliberately set out to undercut
the prices of its rivals, and it succeeded. In fact, its two
largest competitors in the 1980s, Child World and Lionel,
went bankrupt.2* Pursuing a market-penetration strategy
based on low cost thus brought spectacular results for
Tovs 'R' Ls.
In the 1990s. however. the company’s communding
position was threatened by a new set of rivals, which were

74

also pursuing market-penetration strategies. Companies
such as Wal-Mart, Kmart, and Target Stores rapidly ex-
panded the number of their stores and beat Toys 'R’ Us.at
its own game by selling toys at prices that were often be-
low those of Toys 'R’ Us. Indeed, Toys 'R’ Us saw its sales
fall from 25 percent in 1990 to 17 percent by 1999, and
Wal-Mart is now the market leader with 18 percent.

The new competition squeezed profits for Tovs ‘R’ Us
and forced the company to turn to nonprice compelition
to attract customers. For example, Toys 'R’ Us promoted
its wide range of products as a competitive advantage; it
made its stores more attractive; and it wlso increased the
level of customer service by offering customers more
personalized attention. In addition, it also went on-line
and is in the process of developing a major Web pres-
ence. However, it was slow to do so and eToys, an Inter-
net start-up. is the current leader in this market
seament.*? However. analysts feel that Tovs 'R" Us. under
newly appointed CEO Bob Mooy, is rebuilding its brand
name and that the company is poised to regain its lead-
ing position in the industry.



