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Intel: The Incredible Profit Machine

Intel makes chips—and money.! You know what chips are—microprocessors, the things
that power your PC (and almost everyone else’s). As for the money, Intel sold 60 million
microprocessors in 1996, earning $5.2 billion on total revenues of $21 billion. And in 199772
Even better. On about $25 billion in revenue, profits neared $7 billion. Intel also spends
money—about $5 billion a year on state-of-the-art fabrication facilities (“fabs” for short) and
R&D. It's in the habit of building new fabs ($1.5-$2 billion just for starters) in advance of
demand. Then there’s R&D, whose costs are estimated to exceed $250 million for each new
high-performance microprocessor. Not to mention the $500 million it forks over annually to
help develop the PC platform, creating new applications that need more and more power.
So Intel did it—it built a better mousetrap. But it wasn’t always that way. Take 1986, for
example: Revenues? Just $1.27 billion. Profits? Worse—it lost $173 million. How do we
explain the difference 10 years make?

In 1971 Intel created one of the first microprocessors. A microprocessor is the central
processing unit (CPU) of a computer system. Intel’s big break came in 1981 when it intro-
duced its third-generation version, the 8088. IBM chose that chip for its PCs—the personal
computers. But IBM wasn’t about to depend on a single supplier for its all-important CPUs.
It required that Intel agree to second-sourcing. That is, Intel had to license the right to make
8088 chips to other manufacturers, including AMD. When the next generation, the 80286
(a.k.a. the 286), was released, Intel did pretty well, but AMD did better: Intel’s share of total
286 sales was 32% while AMD’s was 52%. Not what Intel had in mind.

So, in 1985, Intel did it again—it made a better mousetrap again, only better. It introduced
the 386 chip. Then it changed the rules: no more second-sourcing. If IBM or anyone else
wanted 386 chips, they had to go to Intel. They wanted. They went . . . big time. And
competitors like AMD and Cyrix? They wound up scrambling to build 386 chips—clones—
of their own, a feat that eluded them until 1991. With the 386 market all to itself, Intel made
a cool $2 billion in profit. When AMD and others finally came out with 386 clones, Intel
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dropped its prices on 386 processors by 35%, but even so, by late 1992 the competitors’
clones had a 60% share of 386 sales.

However, that didn’t really matter. Besides dropping its 386 price, Intel countered entry
by the clones withits “Intel Inside” branded-ingredient strategy. Under its branded-ingredient
strategy, Intel underwrote computer manufacturers’ advertising, picking up 50% of the costs
for ads that featured the “Intel Inside” logo. Intel's reputation for reliability and compatibil-
ity became a household word—and an implicit seal of approval. More importantly, it had
already released its 486 chip in 1989. The demand for more computer horsepower meant
that Intel’s 486 was now the preferred chip. Clones of the 486 weren’t introduced until
1992 (Cyrix) and 1993 (AMD). Then Intel did it again. It introduced the Pentium in 1993.
The combination was hard to beat: (i) aggressive pricing of the 486 and Pentium; (ii) Pen-
tium’s clear performance superiority (glitch or no glitch); and (iii) careful cultivation of brand
loyalty, with the “Intel Inside” campaign and trademark protection for the Pentium brand
name. And the clones didn’t beat them. Intel’'s competitors were marginalized. By 1995,
Intel's market share of x86 processors exceeded 85%, AMD had just under 9%, Cyrix
had 1.8%, while the others divided up the remaining 3.8%. At the same time, Intel’s gross
margins—the difference between price and unit manufacturing cost—were huge, averaging
over 60%.

Consolidating its position as the dominant microprocessor firm, Intel introduced the Pen-
tium Pro in 1995 and the Pentium Il in 1997. Not until 1997 were AMD and Cyrix capable
of offering chips with Pentium-class performance, at which point they had to deal with Pen-
tium 1. And when Pentium Il came out, the rules changed again. This version featured
a proprietary connection or cartridge. Computer manufacturers that wanted to switch to
alternative suppliers in the future would have to redesign their motherboards. By some
estimates, more than 70% of 1998 PCs contained the Pentium 1l

Intel has not only been able to establish and maintain its dominance in the market
for x86 processors—the so-called Wintel standard. Its microprocessors have also either
vanquished or marginalized all other families of microprocessors. Its market share over the
period 1993-1998 for all general-purpose microprocessors was 80%.2 Worldwide market
share in 1996 for the x86 family was 92.8%. Despite impressive speed advantages over
the Pentium, IBM/Motorola’s Power PC (which is the power in Apple’s PowerPCs) and
Digital’s Alpha microprocessor had market shares of only 3.3% and 0.1%.* With the increase
in-the performance of its chips, Intel-is now starting to-dominate other segments of the
computer industry. In 1997 over 97% of servers priced under $10,000, 75% of servers
priced between $10,000 and $25,000, and 50% of all workstations sold contained Intel
chips.*
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