The Five Competitive Forces That Shape Strategy
Summary of Michael E. Porter, Harvard Business Review, January 2008 (pp. 78–93)
This is a word summary of Michael Porter’s 2008 update to his original article on the five forces, which was published in 1979. The original article is now only available to paid subscribers – so I have created this summary as an alternative.
The core argument
Porter’s thesis is that a strategist’s job is to understand and cope with competition, and that managers usually define competition too narrowly, as if it came only from today’s direct rivals. Competition for profit also comes from customers, suppliers, potential entrants and substitute products. These five forces together define an industry’s structure, and structure, not whether an industry is high-tech or low-tech, mature or emerging, regulated or not, sets its profitability in the medium and long run.
The article is Porter’s update of his classic 1979 HBR piece. It restates the framework, corrects common misunderstandings, and extends it to show how companies can shape industry structure.
The evidence offered is the spread of returns across US industries between 1992 and 2006. Average return on invested capital (ROIC) ran from near zero to more than 50%. Soft drinks and prepackaged software averaged 37.6%, against 5.9% for airlines and 14.9% for US industry as a whole. Porter prefers ROIC to return on sales or profit growth because it accounts for the capital needed to compete.
The five forces
The strongest force or forces determine an industry’s profitability and matter most for strategy. The most important force is not always the obvious one. In photographic film, for example, fierce rivalry was not the main problem. The binding constraint was a superior substitute, digital photography.
	Force
	Stronger (worse for profit) when…

	Threat of new entrants
	Entry barriers are low and entrants expect weak retaliation from incumbents. It is the threat of entry, not actual entry, that holds profits down.
Seven barriers: supply-side economies of scale; demand-side benefits of scale (network effects); customer switching costs; capital requirements; incumbency advantages independent of size; unequal access to distribution channels; restrictive government policy.

	Power of suppliers
	The supplier group is more concentrated than the industry it sells to, does not depend on it for much of its revenue, offers differentiated products, has no substitutes, faces customers with high switching costs, or can credibly integrate forward. Example: Microsoft and PC makers.

	Power of buyers
	Buyers are few or buy in large volumes, products are standardised, switching costs are low, or buyers can credibly integrate backward. Buyers are also more price sensitive when the product is a big share of their costs, they earn low profits, or the product has little effect on their quality or other costs.

	Threat of substitutes
	A substitute offers an attractive price-performance trade-off and buyers’ cost of switching is low. Substitutes cap prices and are easy to overlook, because they include doing without, buying used, or doing it yourself.

	Rivalry among existing competitors
	Competitors are numerous or of similar size, growth is slow, exit barriers are high, or rivals are highly committed to the business. Price competition is most likely when products are near-identical, fixed costs are high and marginal costs low, capacity must be added in large increments, or the product is perishable.


Rivalry: the basis of competition matters
How firms compete matters as much as how hard. Rivalry that gravitates to price is the most destructive, because price cuts are easy to see and match, and they transfer profit directly to customers. Competition on features, service, delivery or brand tends to raise customer value and support higher prices. Competition is zero-sum when rivals chase the same customers on the same dimensions. It can be positive-sum when each serves different segments, which can raise average profitability and expand the industry. US casinos are the example given.
Factors, not forces
Porter warns against mistaking visible industry attributes for structure. Each of the following works only through its effect on the five forces:
1. Industry growth rate: fast growth does not guarantee attractiveness. It can empower suppliers and draw in entrants, and personal computers grew fast while being among the least profitable industries.
1. Technology and innovation: advanced technology alone does not make an industry attractive. Mundane, low-tech industries with high entry barriers or price-insensitive buyers are often more profitable than “sexy” ones.
1. Government: not a sixth force. Specific policies, such as patents, union-friendly rules or bankruptcy law, should be analysed for their effect on each of the five forces.
1. Complementary products and services: also not a sixth force. Complements can raise or lower entry barriers, substitution and rivalry, so their impact has to be traced through the five forces.
How industry structure changes
Structure is relatively stable and profitability differences are persistent, but structure shifts through changes in entry barriers, supplier or buyer power, substitutes, and the basis of rivalry. Examples include:
1. Patent expiry: three firms entered the market for Merck’s Zocor the day its patents expired.
1. Retail consolidation squeezing appliance makers, and the internet strengthening airlines against travel agents.
1. Technology turning microwave ovens and flash memory into real substitutes.
1. Internet brokerage cutting marginal costs and intensifying commission competition.
Porter also warns that eliminating rivals through consolidation is a risky strategy. The resulting profit windfall tends to attract new entrants and provoke backlash from customers and suppliers.
Implications for strategy
Understanding the forces is the starting point for strategy. They show why industry profitability is what it is, and they point to three kinds of action, ideally used together.
1. Position the company
Build defences against the forces or find a position where they are weakest. Paccar, which holds about 20% of the North American heavy-truck market, targeted owner-operators, who have limited buying clout and strong emotional ties to their trucks. It tailored its products and value chain to them and, per the article, earns a 10% price premium and has been profitable for 68 years straight.
2. Exploit industry change
Industry shifts open up new positions for those who understand the forces. Analysts predicted that digital distribution would let thousands of new music labels flourish. Porter argues they misjudged the real barrier to entry. It was not physical distribution but the big labels’ ability to pool risk and promote new artists. The real structural change came when the majors let Apple’s iTunes become a powerful new gatekeeper, and the number of major labels fell from six in 1997 to four.
3. Shape industry structure
A firm can lead its industry in ways that alter the forces in its favour, either by redividing profit away from suppliers, buyers, substitutes and entrants, or by expanding the total profit pool. Sysco, the largest food-service distributor in North America, introduced private-label brands, added services such as credit and menu planning, and invested in IT and distribution centres. This raised entry barriers and shifted competition away from price alone. Porter argues that industry leaders have a special responsibility for improving industry structure, since it is a public good. He also describes a dark side: IBM’s open architecture in the early PC industry ceded control of key components to Microsoft and Intel, encouraged price rivalry and left IBM dominant in an unattractive industry.
Practical guidance
Define the industry carefully
Many strategy errors come from defining the industry too broadly or too narrowly. Two products belong in the same industry if their five forces are very similar and in separate industries if the structures differ markedly. Car motor oil and truck lubricants are Porter’s example of distinct industries. The same logic sets geographic scope: similar structure across countries implies global competition, and sharply different structure means each region may be its own industry.
Steps in industry analysis
1. Define the relevant industry and identify and group the participants.
1. Assess the drivers of each force to see which are strong and which weak, and why.
1. Determine overall structure and test it against actual long-run profitability.
1. Analyse recent and likely future changes in each force.
1. Identify aspects of structure that the company, competitors or entrants might influence.
Porter recommends using a time horizon of a full business cycle, typically three to five years, and judging average profitability over that period. He also recommends quantifying the forces where possible, for example buyer cost share or the sales needed to fill an efficient plant.
Common pitfalls
1. Drawing industry boundaries too broadly or too narrowly.
1. Making lists instead of rigorous analysis.
1. Giving all forces equal attention instead of digging into the most important ones.
1. Confusing effect (price sensitivity) with cause (buyer economics).
1. Using static analysis that ignores trends, or confusing cyclical changes with structural ones.
1. Using the framework to declare an industry attractive or unattractive, rather than to guide strategic choices.
Conclusion
Porter closes by arguing that thinking structurally about competition matters more in a world of open competition and relentless change, and that it helps managers see wider threats and spot opportunities. He extends the point to investors: the five forces help distinguish short-term blips from structural change. He argues that if executives and investors both focused on structure rather than transient financial projections, capital markets would work better for companies and the economy.
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