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When an industry with a reputation for difficult economics meets a man-
ager with a reputation for excellence, it is usually the industry that keeps its
reputation intact.

—VVARREN BUFFET

‘ ;\ Jarren Buffet may have overstated the case. Nevertheless, there is considerable ev-

idence to support the idea—explicit in the techniques for portfolio analysis dis-
cussed in Chapter 1—that the industry in which a business operates has a strong
influence on its economic performance. Statistical analyses show that 10-20 percent of
the variation in businesses’ accounting profitability reflects the industries in which they
operate.” The key implication for managers—that the industry environment matters—
is illustrated in Exhibit 2.1, which summarizes the extent to which average profitability
has differed across broad industry groups over nearly two decades.” Note that the ver-
tical axis subtracts out the estimated costs of (equity) capital from reported profitabil-
ity (return on equity) so as to focus on economic profitability instead of accounting
profitability. And the horizontal axis, which maps the size of each industry group in
terms of the amount of equity capital invested in it, links measures of economic prof-
itability to total economic value created or destroyed.

In addition, Exhibit 2.1 suggests a way of visualizing the profit potential afforded
by a business environment—by mapping it into a landscape in which the vertical di-
mension captures the level of economic profitability (or unproﬁtability).4 A two-
dimensional landscape, such as the one shown in Exhibit 2.1, permits inclusion of just
one dimension of choice—in this case, which industry to compete in. A three-dimensional
landscape, such as the one in Exhibit 2.2, allows for two dimensions of choice—for ex-
ample, where to compete along one dimension and how to compete along the other.
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Exhibit 2.1 Average Economic Profits of U.S. Industry Groups (1984-2002)
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CHAPTER 2 Mapping the Business Landscape

Most businesses are best envisioned as operating in a high-dimension space of choices,
with each location in this space representing a different business strategy—that is, a dif-
ferent set of choices about what to do and how to do it. A business landscape maps each
business strategy’s elevation according to its economic profitability. The central chal-
lenge of strategy is to guide a business to a relatively high point on this landscape.

The chapters that follow will elaborate further on the landscape metaphor. In the
context of this chapter, it can be used to highlight the fact that the profitability of di-
rect competitors tends to have a common industry-specific component. Because of this
industry-specific component, the average height above (or below) the zero-margin
line—the average economic margin—will vary systematically across different industries.
Recast in these terms, Exhibit 2.1 suggests that in the last twenty years or so, more than
half of all the equity capital employed in U.S. industry has been invested in industry
groups with average returns on equity and costs of equity capital that fell within four per-
centage points of one another. It is also clear, however, that businesses in some indus-
try groups (e.g., pharmaceuticals) have generally operated on profit plateaus, whereas
businesses in others (e.g., steel) have mostly remained stuck in deep troughs.

Managers’ firsthand experience of such differences in average profitability across
industries largely explains why many tend to take Warren Buffet seriously, despite his
somewhat constraining view of what they can achieve. But managers need to do more
than recognize how profitable particular industry arenas have proved in the past. They
also need to understand the reasons behind such effects in order to decide where and
how their firms will compete, to assess the implications of major changes in the relevant
parts of the business landscape, and to adapt to or, better yet, shape the business
landscape.

Such ambitions combine with the complexities of the real world to place a sizable
premium on finding simple, yet structured ways of thinking about business landscapes.
This chapter begins by describing three successively more general structures that have
been proposed as solutions to this problem: the supply-demand analysis of individual
markets, the “five forces” framework for industry analysis developed by Michael Porter,
and the value net devised by Adam Brandenburger and Barry Nalebuff.” We then ex-
amine the actual process of mapping a business landscape in more detail.

The concept of the business landscape is deliberately meant to be broader than
the usual conception of an “industry.” Although this chapter focuses on so called
industry-level (or population-level) effects on performance, we want to explore such
effects within a broader set of relationships than the ones that have come to be associ-
ated with traditional industry analysis.

SUPPLY-DEMAND ANALYSIS

Supply and demand are the grandparents of all attempts at landscape analysis. The idea
that the interplay of supply and demand determines a natural price goes back—at least
in Western culture—to the scholastic professors (mostly clerics) of the Middle Ages.”
Although many of the elements of supply-demand analysis were formalized by
the scholastics and their successors, Alfred Marshall (in the late nineteenth century) was
the first to combine them into the conventional supply-demand diagram depicted in
Exhibit 2.3.
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: .Exl.li_bit 2.3 Supply-Demand Analysis
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The development of the “Marshallian scissors” was motivated by the continuing
debate about whether “value” was governed by supply-side costs or demand-side will-
ingness to pay. This debate seemed no more reasonable to Marshall than disputes about
whether the lower (or the upper) blade of a pair of scissors is the one that actually cuts
paper. He suggested that price would instead be determined by the “equilibrium” point
at which the demand curve for a particular product, summed across its buyers in de-
creasing order of their willingness to pay, intersected with its supply curve, summed
across its suppliers in increasing order of their costs of production.’

The downward-sloping demand curve that underpins this line of analysis was
treated as self-evident by Marshall, who also introduced the notion of the price-elasticity
of demand. Demand is said to be relatively price-elastic if changes in price induce rel-
atively large changes in the aggregate quantity demand (i.e., it the demand curve is
close to horizontal); it is deemed relatively price-inelastic if the reverse is true (i.e., if
the demand curve is close to vertical). On the supply side, Marshall argued that upward-
sloping supply curves tend to become flatter—or even become horizontal—as the pe-
riod lengthens. He had trouble, however, with his attempts to analyze supply curves
that slope downward rather than upward (i.e., display increasing returns to scale). Ad-
ditionally, his analysis assumed that individual buyers and sellers would be small in re-
lation to the size of the overall market and homogenous in the sense that a given buyer
would have the same willingness to pay for the product of each supplier, and a given sup-
plier would face the same costs in supplying its product to each buyer.

Supply-demand analysis was incorporated relatively quickly into economics and
marketing courses at business schools. It seems to have had less impact on the teaching
and practice of business strategy until the recessions of the 1970s and early 1980s, when
downward shifts in demand curves reinforced the importance of developing a more
thorough understanding of supply curves or, more precisely, cost curves that could help
determine where prices would settle down,

For an example of this sort of analysis, consider Exhibit 2.4, which traces the cost
curve for hospitals in the Greater Boston area in 1991, as developed by Bain and Com-
pany, a consulting firm. This simple piece of analysis helped sensitize the high-cost Har-
vard Medical Center (HMC) teaching hospitals to the dire implications of the expected
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Exhibit 2.4 Supply Curve for Boston Hospitals
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decrease in hospital utilization rates in Massachusetts from 80 percentin 1991 to 40-60
percent by 1999, as “hospital bed days” per person declined from 1.2 per year toward
the national average of 0.6 per year.” Note that with 40-60 percent utilization, the HMC
hospitals were all stuck farther out on the cost curve than its point of intersection with
demand.

This example also illustrates the limitations of Marshallian supply-demand analy-
sis. First, it is unrealistic to treat the hospitals in the local market as individually small
and lacking market power. In fact, the two largest teaching hospitals affiliated with the
HMC, Massachusetts General Hospital and Brigham and Women’s Hospital, decided to
join forces in the aftermath of Bain’s study to attain a combined market share of 21
percent and improve their “clout.” Second, the example also violates the assumption of
homogeneity. Patients’ needs differ, as do hospitals’ relative effectiveness in fulfilling
those needs, to an extent that can only partially be controlled for by adjusting hospitals’
costs on the basis of their case mix. It would therefore be useful to generalize the spe-
cializing assumptions associated with supply-demand analysis in this case and many oth-
ers. The attempt to do so that has met with the greatest success in the business
community is considered next, in its own historical context.

THE “FIVE FORCES" FRAMEWORK

The large-numbers assumption built into conventional supply-demand analysis had al-
ready been relaxed more than half a century before Marshall offered his synthesis. In
1838, Antoine Cournot provided the first analytical characterizations of equilibrium
prices under monopoly and with duopolists (two sellers) independently deciding how
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