How to Think About Competition

Step 1:  Forget Everything You Learned in Economics

· The model of perfect competition gave a way of analyzing industries where there were so many firms, each of which was very small, that no one had any control over anything external to the firm.

· The model of pure monopoly assumed that the firm had so much power as to make competition irrelevant.

· But in most industries “rivalry” is the key.

Step 2:  Think About What Really Makes an “Industry” Competitive

· Porter’s “Five Forces” have gotten a lot of attention.  And while like all magic lists (e.g., Seven Habits,etc) one can argue that they tend to oversimplify, omit things that matter and restate the obvious, Porter’s list is an excellent starting place.  So, in Porter World, profitability depends critically on 

· Rivalry among existing firms

· Potential rivalry from entrants 

· The availability and positioning of  substitute products and complement products
· Bargaining power of customers

· Bargaining power of suppliers

Rivalry With Existing Firms

· The question of rivalry forces us to address a more basic question of how you define an “industry”

· We could say firms are in a common industry if they use common processes in the goods and services they produce.  

· Ferrari and Ford might be considered to be in the same industry since they use similar technologies to make cars, even though don’t the people who buy Fords probably don’t also consider Ferraris.

· We could also say firms are in a common industry if they are competing for the same customers.

· Ferrari and Hattaras Yachts might be considered in the same industry.

· Clearly, the definition of industry you use depends on the type of question you’re trying to answer.  Notice that while we usually think about “rivalry among firms” as being about competition for customers, firms also compete for resources.

· The U.S. Census Bureau provides a complete industry classification system called the North American Industry Classification System (NAICS pronounced Nakes) .  As they describe it Economic units that use like processes to produce goods or services are grouped together. This "production-oriented" system means that statistical agencies in the United States will produce data that can be used for measuring productivity, unit labor costs, and the capital intensity of production; constructing input-output relationships; and estimating employment-output relationships and other such statistics that require that inputs and outputs be used together.
· The NAICS places each establishment in a 5-digit group, with higher digits indicating a more specialized subsection of the industry.  Here is how they describe the hierarchy and an example of how the Census Bureau uses it to report data
	NAICS

	2-digit
	Sector

	3-digit
	Subsector

	4-digit
	Industry Group

	5-digit
	NAICS Industry

	
	


	21 
	Mining
	25,000 
	173,988,778 
	509,006 
	20,798,257 

	


	211 
	Oil & gas extraction
	8,312 
	102,837,467 
	110,881 
	5,510,560 

	


	212 
	Mining (except oil & gas)
	7,348 
	51,252,625 
	229,319 
	9,421,600 

	


	213 
	Support activities for mining
	9,340 
	19,898,686 
	168,806 
	5,866,097 


 

· Some might argue that we can define an industry as a broad grouping and then worry about “niches” within grouping.  But this seems to me just a kind of word game that avoids the real question.  (You are allowed to disagree, as many economists who think about strategy like to use this idea.)

· Issue:  can an industry be defined with nothing more than an analysis of cross-elasticity?

· Once there is an agreement on the relevant industry, there are a number of ways of measuring concentration.  A couple of the most popular are

· N-firm concentration ratio the percent of industry sales accounted for by the largest N (usually four or eight) firms.

· The number may be easy to calculate (at least if the data is public) but like all summary statistics, it may be misleading (think about why).
· Hirfindahl Index:  H = s21 + s22 +…+ s2n (where si is the market share of firm i.  A monopoly would have a market share of 1 and in general the H falls as the industry is less concentrated. 
· The big question, of course, is how does concentration affect prices and profitability.  There is an enormous economic literature on this topic that lives lots of room for differing interpretations.  My own summary is that concentration probably matters some but other things matter as well.  You certainly can’t say that more concentrated industries are always less competitive.  
Entry Barriers

· David Kreps (a very highly regarded economist who teaches this kind of stuff at Stanford’s Graduate School of Business) makes a distinction between “tangible” and “psychological” entry barriers.  He defines a tangible as “anything that would put a rival at a disadvantage in the competition after entry takes place”.  Not a bad way of putting it, although an earlier generation of economists would have simply said that an entry barrier is anything that creates a cost advantage for the incumbent firm(s).  Let’s think about how Kreps’s list of tangible barriers fits.

· Scale advantages (think about whether this by itself is enough)

· Scope advantages (same question)

· Knowledge advantages (but does this have to effect the rivalry)

· Financial resources (but does this matter if financial markets are efficient)

· Favored access to special resources (isn’t this just like knowledge advantages)

· Favored access to distribution channels (same question)

· Goodwill (see discussion of scale and scope)

· Customer lock in (intriguing and complex—is it more common now than in the past?)

· Legal restrictions (good stuff but, regrettably, not on the syllabus for this class)  

· Psychological barriers (the “Crazy Eddie” effect).  One of the many good things about formalizing strategy by means of game theory (our next topic) is that it gives us a way of thinking carefully about something like rational irrationality.

· If you want to make a distinction between “mobility barriers” and “entry barrier” feel free.  But I have to be convinced that this really matters.  

