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« A company’s strategy is key to the investment process, guiding how it

achieves value creation.
» Value creation happens when:
o Investments in people drive growth.

o Assets generate cash flows exceeding their costs over time.
« Sustainability means finding and investing in attractive opportunities for

the long term.
» Success is measured by:

o The spread between return on invested capital (ROIC) and the
weighted average cost of capital (WACC).

o How much can be invested in this positive spread

« Companies in the same industry can achieve sustainable value creation.
o Example: Coca-Cola and PepsiCo rank among the top U.S. stocks for
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industries.

A study at >250,000 US manufacturing firms from
1963 to 1982. A typical industry should look like

« New players’ entering and exiting the industry
are frequent.

« Entry/exit affects 15-20% of industry volume.

« New players are smaller than existing firms.

« High entry barriers result in profitable, growing

« Rate of firms exiting is higher in mature or
declining industries.

» 60% of firms exit within 5 years.

« ~80% of firms exit within 10 years.

Bargaining Power of Suppliers
« Supplier controls price and quality.

« Few suppliers dominate important resources.
» Suppliers with unique offerings have a stronger

position.

to scarcity and difficulty of replacement.

< Threat of New Entrants

« Entry barriers protect incumbents.
» High costs deter new players.

« Existing brands discourage new entrants.

Bargaining Power of Buyers
Buyers influence pricing through competition.

Low switching costs boost buyer’s power.
Price-sensitive buyers look for low-cost, pressure

company’s margins.
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Industry Rivalry

« Intense competition lowers profits
« Similar products creates price wars
» Fixed costs drive intense competition

Example: Airline suppliers hold significant power due | Example: Airline customers prioritize price, easily

3 Threats of
Substitutes

Substitute products
affect pricing.
Cheaper substitutes
limit company

earnings.

Technology creates

new substitutes.
Example: Airlines faces
cars, trains and ships as

Example: Airlines require huge capex and regulatory
approvals.

Theory of Disruptive Innovation

« Christensen studied why resource-rich incumbents lose to smaller challengers.

« Sustaining improves existing products; disruptive offers simpler, cheaper alternatives.

 Disruptive Innovation is cheaper and simpler, attracting low-end market users first.
« Success comes from new business models, not just technology.

« Newcomers adopt superior models incumbents can’t mimic without losing profits.

« Disruption can vary between firms.

« Disruptors' Profitability is low margins but high volume can lead to strong returns.

« Low-end targets existing markets; new-market creates demand from non-consumers.

« Incumbents often exceed demand, opening doors for disruptors.

« Competition moves from features to convenience and speed.

» Established firms struggle to adapt to low-end threats.

- Small steel mills started small but eventually displaced big players.

« Incumbents avoid low-margin segments, letting disruptors grow.

« Industries shift from vertical to horizontal integration as they mature.
« Supply chains specialize, enabling horizontal integration.

Vertical Integration Examples: Tesla excels with vertical integration in EVs.
Ford's EV Struggle: Modularization increased costs and inefficiency in Ford’s EVs.
Incumbents revisit vertical integration for software and EVs. Analyzing vertical vs.
horizontal shifts is crucial for profitability.

Example: Airlines offering largely similar services

Market Concentration
Measures industry control by top companies.
» Key metrics: Herfindahl-Hirschman Index (HHI) and C4 index.
« Concentration drivers: Efficiency, network effects, and industry consolidation.
» Network effects: More users increase product value and demand.
« Consolidation impact: Can limit competition and raise prices.
» Decrease factors: New entrants, antitrust actions, regulatory changes.
« Antitrust example: AT&T breakup, airline deregulation.
» Profit link: Market share ties to profitability better than concentration.
Industry categorization: Guides strategies for different industry structures.
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substitutes.

Importance of Strategy
Essential for assessing long-term
investment potential.

» Value creation: Generated when
investments yield cash flows
exceeding capital costs.

« Sustainability: Involves long-term
attractive investment opportunities.

» Quantifying value: Measure positive
spread between ROIC and WACC.

« Duration of value: Time frame a
company can sustain positive ROIC
spread.

« Value vs. competitive advantage:
Value creation possible without
industry dominance.

« Example: Coca-Cola and PepsiCo
sustain long-term U.S. stock returns.

« Challenge of longevity: High returns
attract competitors, pressuring
sustainability.

« Market maturation: Leads to zero-
sum market share competition.

« Best practices diffusion: Reduces
distinctiveness between firms over
time.

Sometimes, investing can be simple.
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