
"May the Force be with you"

In 1979, Harvard Business Review 
published “How Competitive Forces 
Shape Strategy” by a young economist 
and associate professor, Michael E. 
Porter.
 
Porter's Five Forces framework 
is a simple but powerful tool for 
understanding the competitiveness 
of a business environment, and for 
identifying a strategy's potential 
profitability. Porter recognised that 
companies often keep a close eye 
on their established rivals, but he 
encouraged them to look beyond 
the actions of their competitors and 
examine what other factors could 
impact the business environment. He 
identified five forces that make up the 
competitive environment, and which 
can hurt prospective profits. These are:

  Competitive rivalry: the strength 
of competition in the industry.

 
  Supplier power: the ability of 

suppliers to drive up the prices of 
your inputs.

  Buyer power: the strength of your 
customers to drive down your 
prices.

  The threat of new entrants: the 
ease with which new competitors 
can enter the market if they see 
that you are making good profits 
(and then drive your prices down as 
they erode your market share).

  The threat of substitutes: the 
extent to which different products 
and services can be used in place of 
your own.

These Five Forces are the key 
sources of competitive pressure 
within an industry. Porter stressed 
that it is important not to confuse 
them with more fleeting factors that 
might grab your attention, such as 
industry growth rates, government 
interventions and technological 
innovations. These are temporary 
factors, while the Five Forces are 
permanent parts of an industry's 
structure.

When making new investments, it is 
a useful exercise to look at each of 
the forces in turn, then write your 
observations. Looking at things in this 
way helps you to think through what 
would enhance the industry position 
and increase the profitability with 
respect to each force. What's more, 
if you find it is in a structurally weak 
position, it will raise a red flag and 

then hopefully help you to identify 
companies that are operating in 
stronger industries.

It is therefore no surprise to learn 
that Monarch Airlines collapsed into 
bankruptcy, ceasing its flights and 
forcing the government to step in 
and bring home more than 110,000 
passengers stranded abroad. In 
addition to the stranded passengers, 
another 300,000 travellers were 
deprived out of their future scheduled 
flights and more than 2,000 workers 
are now without jobs, including 
several hundred pilots. Porter himself 
identified several years ago that the 
airline industry provided a classic 
example of his theory.
 
Monarch was an airline competing 
in a cutthroat industry, without the 
scale, brand strength and efficiency 
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union labour forces – bargain away 
the lion’s share of airlines’ profits. 
New players enter the industry in a 
constant stream. Substitutes, although 
not as strong, are readily available – 
such as train or car travel. 

With the third airline failure this year in 
Europe, we anticipate a little respite for 
the remaining carriers, as it alleviates 
some of the pressure on over-capacity, 
but we suspect this will be short lived. 
There continues to be pressure from 
new entrants such as Norwegian, and 
the recent backdrop of higher fuel 
prices will cause further headwinds. 

The most useful thing about Porter’s 
Five Forces, and the reason it became 
so widely adopted in the first place, 
is that it encourages companies to 
look beyond their immediate business 
to their industry as a whole when 
shaping strategy. It opens their eyes to 
game-changing trends early, so they 
can swiftly exploit them. It can also 
identify constraints on profitability 
that they will need to work around, or 
even reshape the forces in their favour 
just to survive.

There are, however, some blind spots 
that you should be aware of when 

needed to survive. In the airline 
industry, scale is important as it allows 
more efficient use of fixed assets and 
greater market power. Operating costs 
at Monarch remained significantly 
above those of key competitors 
such as Ryanair or EasyJet, which 
made it vulnerable to price wars and 
variations in demand in the intensely 
competitive low cost airline sector. 
Its problems have been building for 
some time, but a combination of the 
weak pound and reduced demand for 
terrorist-threatened routes to Turkey, 
Tunisia and Egypt, forced the airline 
to rely more on routes to popular 
holiday destinations in southern 
Europe, such as Spain, where it faced 
stiff competition. Its demise reflects 
changing European aviation markets, 
in which two other carriers, Alitalia and 
Air Berlin, have gone bust this year. 

We have deliberated about making 
investments in the commercial aviation 
industry several times but continue to 
view it as one of the least attractive 
industries because all Five Forces are 
strong. Established rivals compete 
intensely on price. Customers are 
fickle, searching for the best deal 
regardless of carrier. Suppliers – plane 
and engine manufacturers, along with 

utilising Porter’s Five Forces. The first 
is in its composition. As a static model, 
it provides a snapshot of the wider 
industry at some point in the past. This 
can be useful for informing short-term 
strategy, but this can be narrowed by 
rapidly evolving external factors. The 
other weakness is that a lot of people 
use Porter’s Five Forces in ways for 
which it was never intended. Trying to 
apply it to a specific business rather 
than at the line-of-business industry 
level is the most common mistake. 

Porter’s Five Forces can provide 
information to enlighten strategic 
discussions but we must be mindful 
that although numerous factors can 
affect industry profitability in the 
near term, such as weather or the 
business cycle, it is industry structure 
expressed by the competitive forces 
which sets industry profitability in the 
medium and long term. 
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News and views

The issues that have dominated 
news cycles in recent weeks such as 
North Korea, along with some of the 
strongest hurricanes ever recorded 
in the Atlantic Ocean weren’t enough 
to blow over the equity markets. 
While there is a distinct absence of 
the euphoria that usually precedes 
a major correction, the growing 
complacency among investors is a 
little concerning. For now a tightening 
monetary policy backdrop has yet to 
undermine either relative valuations 
or liquidity support, as investors 
continue to draw strength from the 
global economic upswing. 

UK 
The Bank of England turned hawkish 
in September and the market has 
now pencilled in the Monetary 
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Indices
Value as at 

29/09/2017
% Change 
on month

% Change 
year to date

% Change on 
12 months

FTSE 100 Share 7372.26 -0.79% 3.21% 6.85%

FTSE All Share 4049.89 -0.57% 4.56% 7.84%

S&P 500 2519.36 1.93% 12.53% 16.19%

Dow Jones 22405.09 2.08% 13.37% 22.38%

Euro Stoxx 50 EUR 3594.85 5.07% 9.25% 19.74%

Nikkei 225 20356.28 3.61% 6.50% 23.75%

MSCI Emerging Markets 1081.72 -0.55% 25.45% 19.73%

UK Treasury 1.25% 07/22/26 102.02 -2.67% -0.34% -4.76%

Sterling/US$ 1.34 3.89% 8.90% 3.28%

Sterling/Euro 1.13 4.55% -3.01% -1.77%

Source: Bloomberg

Policy Committee (MPC) raising the 
interest rate by a quarter point in 
November. The unemployment rate 
has taken over from wage growth 
as the MPC's near-term rudder for 

policy. Still, the prospect of labour 
market weakness next year means 
this hike is unlikely to be the start 
of a tightening cycle. Governor Mark 
Carney reaffirmed any increases in 
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interest rates would be "at a gradual 
pace and to a limited extent". We 
anticipate any further rise may not 
come until 2019, after Britain has 
left the European Union. The spike 
in sterling did however cause equity 
markets to wobble (a high proportion 
of FTSE 100 companies sales are 
derived in foreign currencies), 
breaking down ominously through 
key moving averages. The low point 
on 15 September however coincided 
with the peak in sterling and equity 
markets soon regained composure to 
recover strongly into month end.  

US 
The Federal Reserve held rates steady 
in September, continuing to lean 
towards a December rate hike. The 
unwinding of Quantitative Easing 
will begin in October, in line with and 
indicative of a favourable economic 
backdrop. Policy makers are aiming 
for a smooth execution, wishing to 
avoid a repeat of the 2013 “taper 
tantrum”. The biggest surprise was 
the forecast update: stronger growth 
this year, a deeper plunge below full 
employment and a longer timeline 
to achieve the inflation target. With 
the US debt ceiling and spending bill 
debates pushed back to December, 
momentum behind accommodative 
financial conditions will likely remain 
unfettered. An impressive run in US 
equity markets, a lack of volatility and 
a soft dollar have all helped. 

Europe 
Data from the eurozone remained 
upbeat and continues to surprise on 
the upside with GDP now forecast to 
rise 2.1% in 2017, up from 1.4% market 
consensus at the start of the year. 
Business and consumer surveys point 

to continued momentum, keeping 
the eurozone on course to deliver 
potentially its strongest calendar year 
of growth in a decade. Despite these 
signals, inflation showed little sign of 
life. In politics, Angela Merkel won a 
fourth term as German chancellor in 
September, but it was a bittersweet 
victory. Her party suffered heavy 
losses, leaving her with little choice 
but to seek a three-way coalition with 
the Free Democrats and the Greens, 
which may limit plans for deeper 
European integration. 

Japan 
The Bank of Japan (BOJ) kept 
its policy settings unchanged, as 
expected but there was a surprise 
dissent from one of the two new 
board members in an 8-1 vote on the 
yield-curve control policy. Goushi 
Kataoka argued that current easing 
is not enough to push inflation to 
target on time. But with the BOJ 
reflation strategy seeing tailwinds 
from US Federal Reserve tightening 
and stronger global demand, his 
view that stimulus is insufficient 
may not gain traction. Japanese 
Prime Minister Shinzo Abe called a 
snap general election for 22 October 
to take advantage of improved 
ratings and opposition disarray. Abe 
signalled a shift in economic policy 
priorities, putting a greater emphasis 
on education and child care, at the 
expense of fiscal consolidation. The 
policy plans are a near-term positive 
for growth, a longer-term negative for 
Japan's debt trajectory.

Emerging markets 
For the first month this year emerging 
equity markets underperformed 
their peers in the developed world, 

although on a year-to-date basis 
they still remain comfortably 
ahead. The most likely excuse for 
profit taking stems from the US 
dollar strengthening against a 
basket of EM currencies following 
hawkish comments from Janet 
Yellen (chairperson of US Federal 
Reserve) regarding US interest rate 
expectations. In addition to this, 
China’s sovereign credit rating was 
cut by S&P Global Ratings for the 
first time since 1999, which may have 
unnerved some investors.

Fixed income 
The determination of central bankers 
to persuade financial markets 
that they are serious about policy 
normalisation is becoming more 
obvious, and reflected in the latest 
increase in global bond yields. The 
US Federal Reserve indicated it would 
not reinvest coupons back into the 
market in October, while the Bank of 
England hinted at the need for rates 
to rise in the medium term. In Europe, 
the market expects an end-of-year 
reduction in Quantitative Easing. 
The sterling corporate bond market 
ended lower on the month but it 
outperformed the gilt market, with 
the premium over government bonds 
that UK companies need to pay to 
borrow falling on the month. 
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Provident Financial – 
an update

In this month’s update I’ve taken 
the opportunity to provide some 
commentary on a company that hasn’t 
fared so well recently. 

Provident Financial had a very strong 
track record, operating in a sustainably 

high margin, high return market 
segment where it is a market leader. 
It has transitioned itself from a Home 
Collected Credit business (face-to-
face doorstep lending) to offering a 
complete suite of loan products to the 
sub-prime market, including credit 
cards and loans (Vanquis bank), motor 
finance (Moneybarn), and short-term 
electronic finance (Satsuma).   

Its distinctively profitable business 
model allows it to “lend short and 
borrow long”, the opposite of most 
lenders and this had enabled it to 
remain consistently profitable for 
over 135 years. Consequently, with 
this historical backdrop the two profit 
warnings announced in June and 
August have come as a shock to many 
investors.
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In the words of its CEO, "I am 
disappointed to report higher than 
expected operational disruption from 
the migration of the home credit 
business to a new operating model." 
On its investor/analyst conference 
call, Provident noted that it believed 
the issues were not a function of 
underlying asset quality, but it simply 
'didn't get it right' in terms of managing 
the transformation of the old part-time 
self-employed agent model to the new 
full-time employed one. 

The “higher operational disruption” 
had manifested itself in two ways; first, 
a poor collections performance and 
second, adverse sales and customer 
retention. As investors, this update 
was extremely disappointing, but our 
initial assessment was that Provident’s 
long track record of strategic, 
operational and financial delivery had 
not disappeared overnight. 

One of the methods we use to identify 
good UK stocks to include in our 
portfolios (and poor stocks to be 
avoided) is a proprietary quantitative 
tool called TESS, which stands for 
Thesis Equity Stock Screen. TESS 
scores are calculated based on 
ratios representing profitability, 
yield, growth, margins, assets and 
momentum, together with historic 
return data. We do not see it as a 
‘black box’ to be followed slavishly 
or thoughtlessly, but more a tool to 
highlight stocks that merit further 
analysis. 

On the back of the Provident warning 
the Thesis research team carried out 
further due diligence and incorporated 
the new information presented by the 
management team, concluding this 
was a transition issue and not a credit 

quality one. With reassurance from the 
Chief Executive and the board that the 
group's other businesses continued to 
trade in line, we were prepared to give 
it time to turn the situation around. 
We felt the 18% fall in its share price 
on the day of the profit warning did 
look somewhat overdone in relation 
to the potential impact on underlying 
earnings. We weren’t prepared 
however to commit further capital at 
this stage, instead we wanted to wait 
for signs that the new home credit 
operating model was working. 

Our cautious optimism that Provident 
Financial would be able to demonstrate 
a return to normalised collections 
couldn’t have been more wrong!  
A second profit warning followed but 
this time the full extent of the problem 
became apparent, resulting in the 
Chief Executive’s abrupt departure, 
home credit profits being slashed, 
the dividend suspended and Vanquis 
bank subject to a Financial Conduct 
Authority (FCA) investigation.

In light of the appalling trading 
performance of Home Credit and 
the announcement that the FCA is 
investigating Vanquis’s Repayment 
Option Plan product, in order to 
protect its capital base, Provident 
withdrew its interim dividend and 
indicated that a full year payment was 
unlikely. Given the multiple levels of 
uncertainty facing the group we had to 
remove the stock from our buy list. 

We have asked ourselves many times, 
is this a Northern Rock moment? 
Probably not – this is more about 
management failings than a market-
wide issue as rivals have been 
taking market share. The stability 
of Provident’s business model, the 

robustness of its franchise in home 
credit and management's previously 
strong track record in meeting 
financial objectives and generating 
stable and dependable earnings, have 
however been called into question. 

The key now for us is what is being 
done to address the issue?

In the first instance the previously 
well regarded group CEO, Peter 
Crook, has resigned. Executive 
Chairwoman, Manjit Wolstenhome, 
has moved swiftly to appoint Chris 
Gillespie as the new Managing Director 
of the struggling Home Collected 
Credit business.  Chris Gillespie was 
previously Managing Director of 
Provident’s Home Collected Credit 
business until 2013, so knows the 
business well. This decisive action to 
try and stabilise and subsequently 
turnaround the Home Collected Credit 
business has been received well by the 
market. To have found an experienced 
industry executive that was willing to 
take on the role so quickly is obviously 
a small positive surprise. 

Given the substantial risk/reward 
trade-off that still exists following the 
significant drop in the shares, we think 
Provident could appeal to higher risk 
investors as it still appears be a viable 
and valuable business at its core. But 
given the complexity of the issues and 
the likely time needed to resolve them, 
we maintain our hold stance for now. 
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