Chapter 3 Corporate Appraisal: External Analysis
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1.
Analysing the Environment
1.1
All organizations are open systems, i.e. they exist within a complex environment and have a variety of interchanges with that environment. Understanding the nature of the business environment and the changes taking place within it is therefore a vital part of business analysis.
1.2
The environment may be divided for convenience into three concentric layers:

(a)
Macro-environment

(b)
Industry or sector

(c)
Competitors and markets
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2.
PESTEL Analysis

2.1
Introduction
2.1.1
PESTEL is useful checklist for general environmental factors, but remember in the real world these factors are often interlinked. The acronym PESTEL is sometimes replaced by SLEPT, in which the environmental protection aspect is folded into the other five, or even by STEEPLE, where the extra E stands for ethics.

2.1.2
The PESTEL model looks at the macro-environment, using the following headings:

(a)
Political. The political environment includes taxation policy, government stability and foreign trade regulations.

(b)
Economic. The economic environment includes interest rates, inflation, business cycles, unemployment, disposable income and energy availability and cost.

(c)
Social. The social/cultural environment includes population demographics, social mobility, income distribution, lifestyle changes, attitudes to work and leisure, levels of education and consumerism.

(d)
Technological. The technological environment is influenced by government spending on research, new discoveries and development, government and industry focus of technological effort, speed of technological transfer and rates of obsolescence.

(e)
Ecological environment. The ecological environment, sometimes just referred to as the ‘environment’, considers ways in which the organization can produce its goods or services with the minimum environmental damage.
(f)
Legal. The legal environment covers influences such as taxation, employment law, monopoly legislation and environmental protection laws.
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2.2
The political environment

2.2.1
Government is responsible for providing a stable framework for economic activity and, in particular, for maintaining and improving the physical, social and market infrastructure. Public policy on competition and consumer protection is particularly relevant to business strategy.

(a)
Government policy

2.2.2
Government policy affects the whole economy, and governments are responsible for enforcing and creating a stable framework in which business can be done. A report by the World Bank indicated that the quality of government policy is important in providing three things.

(i)
physical infrastructure (e.g. transport)

(ii)
social infrastructure (e.g. education, welfare safety net, law enforcement, equal opportunities)

(iii)
market infrastructure (e.g. enforceable contracts, policing corruption)

(b)
Public policy on competition

2.2.3
Monopoly generally exploits customers, but it may have both economic disadvantages and economic advantages.

2.2.4
A beneficial monopoly achieves economies of scale in an industry where the minimum efficient scale is at a level of production that would mean having to achieve a large share of the total market supply. In these circumstances, monopoly may be tolerated but is likely to be regulated or even taken into government ownership. Many utilities, such as railways, telecommunications and power generation fall into this category.

2.2.5
A monopoly would be detrimental to the public interest if cost efficiencies are not achieved. Consumer protection policies may be required.

2.2.6
Several firms could behave as monopolists by agreeing with each other not to compete. This could be done in a variety of ways. For example, by exchanging information, by setting common prices or by splitting up the market into geographical areas and operating only within allocated boundaries.

2.2.7
Such a collusive oligopoly is called a cartel and is illegal in most jurisdictions. For example, in 2007, British Airways was fined heavily by the US Department of Justice and the UK’s Office of Fair Trading for colluding with its rival Virgin Atlantic in fixing how much extra to charge on passenger and cargo flights, to cover fuel costs.

	2.2.8
	Example 1 – The Competition Commission in the UK

	
	The activity of the Competition Commission in the UK is a good example of the way governments may approach the problem of monopoly. The Office of Fair Trading may ask the Competition Commission (CC) to investigate if it appears that competition is being prevented, distorted or restricted in a particular market. The Secretary of State may do the same if any proposed takeover or merger would create a firm that controlled 25% or more of the market and where a merger appears to lead to a substantial lessening of competition in one or more markets. The Commission will then investigate the proposed merger or takeover and recommend whether or not it should be allowed to proceed.


(c)
Anticipating changes in the law

2.2.9
The governing party’s election manifesto should be a guide to its political priorities, even if these are not implemented immediately.

2.2.10
The government often publishes advance information about its plans for consultation purposes.

(d)
Political risk

2.2.11
The political risk in a decision is the risk that political factors will invalidate the strategy and perhaps severely damage the firm. Examples are wars, political chaos, corruption and nationalization.

2.2.12
A political risk checklist was outlined by Jeannet and Hennessey. Companies should ask the following six questions.

(i)
How stable is the host country’s political system?

(ii)
How strong is the host government’s commitment to specific rules of the game, such as ownership or contractual rights, given its ideology and power position?

(iii)
How long is the government likely to remain in power?

(iv)
If the present government is succeeded, how would the specific rules of the game change?

(v)
What would be the effects of any expected changes in the specific rules of the game?

(vi)
In light of those effects, what decisions and actions should be taken now?

2.3
The economic environment

2.3.1
The economic environment affects firms at national and international level, both in the general level of economic activity and in particular variables, such as exchange rates, interest rates and inflation.

2.3.2
The following factors may need to be considered at local and national level:

	Factors
	Impact

	Overall growth or fall in GDP
	Increased/decreased demand for goods and services

	Local economic trends
	Type of industry in the area. Office/factory rents. Labour rates. House prices.

	Inflation
	Low in most countries; distorts business decisions; wage inflation compensates for price inflation

	Interest rates
	How much it costs to borrow money affects cash flow. Some businesses carry a high level of debt. How much customers can afford to spend is also affected as rises in interest rates affect people’s mortgage payments.

	Tax levels
	Corporation tax affects how much firms can invest or return to shareholders. Income tax and sales tax (e.g. VAT) affect how much consumers have to spend, hence demand.

	Government spending
	Suppliers to the government (e.g. construction firms) are affected by spending.

	The business cycle
	Economic activity is always punctuated by periods of growth followed by decline, simply because of the nature of trade. 


2.3.3
The forecast state of economy will influence the planning process for organizations which operate within it. In times of boom and increased demand and consumption, the overall planning problem will be to identify the demand. Conversely, in times of recession, the emphasis will be on cost-effectiveness, continuing profitability, survival and competition.

2.3.4
Impact of international factors on the economic environment:

	Factors
	Impact

	Exchange rates
	Cost of imports, selling prices and value of exports; cost of hedging against fluctuations

	Characteristics of overseas markets
	Desirable overseas markets (demand) or sources of supply (cheap imports?)

	International capital markets
	Generally, advanced economies accept that demand and supply set the value of their currencies, using interest rates only to control inflation.

	Large multinational companies (MNCs)
	MNCs have huge turnovers and significant political influence because of governments’ desire to attract capital investment.

	Government policy on trade/protection
	Cost of barriers to trade, effect on supplier interests of free trade, erection of reciprocal barriers, possibility of dumping


2.4
The sociocultural environment

2.4.1
The social and cultural environment features long-term trends and people’s beliefs and attitudes.

2.4.2
Factors of importance to organizational planners:

	Factors
	Impact

	Growth
	The rate of growth or decline in a national population and in regional populations.

	Age
	Changes in the age distribution of the population. In some countries, there may be an increasing proportion of the national population over retirement age. In others there are very large numbers of young people.

	Geography
	The concentration of population into certain geographical areas.

	Ethnicity
	A population might contain groups with different ethnic origins from the majority.

	Household and family structure
	A household is the basic social unit and its size might be determined by the number of children, whether elderly parents live at home and so on. In the UK, there has been an increase in single-person households and lone parent families.

	Employment
	In part, this is related to changes in the workplace. Many people believe that there is a move to a casual flexible workforce; factories will have a group of core employees, supplemented by a group of insecure peripheral employees, on part time or temporary contracts, working as and when required.

	Wealth
	Rising standards of living lead to increased demand for certain types of consumer good. This is why developing countries are attractive as markets.


2.4.3
Implications of demographic change
(a)
Changes in patterns of demand: an ageing population suggests increased demand for health care services: a young growing population has a growing demand for schools, housing and work.

(b)
Location of demand: people may be moving to the suburbs and small towns.

(c)
Recruitment policies: there may be relatively fewer young people so firms will have to recruit from less familiar sources of labour (and the retirement age may need to be increased).

(d)
Wealth and tax: patterns of poverty and hence need for welfare provisions may change. The tax base may alter.

	2.4.4
	Example 2

	
	In some countries there has been a growth in the awareness of ‘health living’ and ‘healthy eating’. This has affected companies in industries such as health and leisure (the demand for fitness clubs), clothing (the demand for sportswear and running shoes) and food manufacture (the demand for organic food).

As a result, a large number of consumers have been prepared to pay more to obtain goods and services that offer healthier living and healthier foods.

Companies might need to consider whether the trend towards healthy living will continue, and if so, how they should respond to the continuing change in society.


2.5
Technological environment

2.5.1
Technology contributes to overall economic growth. The production possibility curve describes the total production in an economy. There are three ways in which technology can increase total output.

(a)
Gains in productivity (more output per units of input)

(b)
Reduced costs (e.g. transportation technology)

(c)
New types of product

2.5.2
Effects of technological change on organizations

(a)
The type of products or services that are made and sold.

(b)
The way in which products are made, e.g. process automation, new raw materials.

(c)
The way in which goods and services are sold. The growth of direct selling via the internet has had a significant impact on the implementation of business strategy.

(d)
The way in which markets are identified. Database systems make it much easier to analyse the market place.

(e)
The way in which firms are managed. IT encourages delayering of organizational hierarchies, homeworking, and better communication. Technology has also enabled greater integration between buyers and suppliers via the use of Extranets.

(f)
The means and extent of communications with external clients. The financial sector is rapidly becoming electronic – call centres are now essential to stay in business, online banking is becoming increasingly common, and the internet and interactive TV are featuring in business plans.

2.6
Ecological environment

2.6.1
For business entities in some industries, environmental factors have an important influence on strategic planning and decision-making. They are particularly important for industries that are:
(a)
subject to strict environmental legislation, or the risk of stricter legislation in the future (for example, legislation to cut levels of atmospheric pollution)

(b)
faced with the risk that their sources of raw materials will be used up (for example, parts of the fishing industry and timber production industry)

(c)
at the leading edge of technological research, such as producers of genetically modified foods.
2.6.2
Environmental protection is now a key aspect of corporate social responsibility. Pressure on businesses for better environmental performance is coming from many quarters.

(a)
Green pressure group have increased their membership and influence dramatically.

(b)
Employees are increasing pressure on the businesses in which they work for a number of reasons – partly for their own safety, partly in order to improve the public image of the company.

(c)
Legislation is increasing almost by the day. Growing pressure from the green or green-influenced vote has led to mainstream political parties taking these issues into their programmes, and most countries now have laws to cover lan use planning, smoke emission, water pollution and the destruction of animals and natural habitats.

(d)
Environmental risk screening has become increasingly important. Companies in the future will become responsible for the environmental impact of their activities.
2.7
Legal environment

2.7.1
The legal environment consists of the laws and regulations affecting an entity, and the possibility of major new laws or regulations in the future.

2.7.2
Laws and regulations vary between different countries, although international regulation is accepted in certain areas of commercial activity, such as banking.
2.7.3
Strategic decisions by an entity might be affected by legal considerations. For example:
(a)
an international company might locate some operations, for tax reasons, in a country with a favourable tax system

(b)
decisions to relocate operations from one country to another could be affected by the differences in employment law in the two countries, or by new employment legislation

(c)
in many industries, companies are faced with environmental legislation or health and safety legislation, affecting the ways in which they operate, as well as the design of the products they make and sell.

3.
Scenario Building

3.1
Meaning

3.1.1
A scenario is a detailed and consistent view of how the business environment of an organization might develop in the future (JS&W).

3.1.2
Scenario planning is a method of forecasting based on the analysis of different possible situations or scenarios that might occur in the future.

3.1.3
Scenarios are built with reference to key influences and change drivers in the environment. They inevitably deal with conditions of high uncertainty, so they are not forecasts: they are, rather internally consistent views of potential future conditions.

3.1.4
Macro scenarios are used to consider possible future environmental conditions overall. Industry scenarios deal with an individual industry in more detail.

3.2
Macro scenarios

3.2.1
Macro scenarios use macro-economic or political factors, creating alternative views of the future environment (e.g. global economic growth, political changes, interest rates, etc.).

3.2.2
Building scenarios – Keeping the scenario process simple is the way to get most out of scenario building.

(a)
Normally a team is selected to develop scenarios, preferably of people from diverse backgrounds. The team should include “dissidents” who challenge the consensus and some reference outsiders to offer different perspectives.

(b)
Most participants in the team draw on both general reading and specialist knowledge.

3.2.3
Steps in scenario planning (Mercer).

	Steps
	Comment

	1.
Decide on the drivers for change
	· Environment analysis helps determine key factors.

· At least a ten year time horizon is needed, to avoid simply extrapolating from the present.

· Identify and select the important issues and degree of certainty required.

	2.
Bring drivers together into a viable framework
	· This relies almost on an intuitive ability to make patterns out of “soft” data, so is the hardest part of the process.

· Items identified can be brought together as mini-scenarios.

· There might be many trends, but these can be grouped together.

· It is inappropriate to attempt to allocate probabilities.

	3.
Produce seven to nine mini-scenarios
	· The underlying logic of the connections between the items can be explored.

	4.
Group mini-scenarios into two or three larger scenarios containing all topics
	· This generates most debate and is likely to highlight fundamental issues.

· More than three scenarios will confuse people.

· The scenarios should be complementary not opposite. They should be equally likely. There is no ‘good’ or ‘bad’ scenario.

· The scenarios should be tested to ensure they hang together. If not, go back to Step 1.

	5.
Write the scenarios
	· The scenarios should be written up in the form most suitable for managers taking decisions based on them.

· Most scenarios are qualitative rather than quantitative in nature.

	6.
Identify issues arising
	· Determine the most critical outcomes, or branching points which are critical to the long term survival of the organization.

· Role play can be used to test what the scenarios mean to key actors in the future of the business.


3.3
Industry scenarios

3.3.1
Porter believes that the most appropriate use for scenario analysis is if it is restricted to an industry. An industry scenario is an internally consistent view of an industry’s future structure. It is not a forecast, but a possibility. A set of scenarios would reflect the possible future implications of current uncertainties.

3.3.2
Using scenarios to formulate competitive strategy
(a)
A strategy built in response to only one scenario is risky, whereas one supposed to cope with them all might be expensive.

(b)
Choosing scenarios as a basis for decisions about competitive strategy.

3.3.3
Approach for the industry scenarios:

	Approach
	Comment

	1.
Assume the most probable
	This choice puts too much faith in the scenario process and guesswork. A less probable scenario may be one whose failure to occur would have the worst consequences for the firm.

	2.
Hope for the best
	A firm designs a strategy based on the scenario most attractive to the firm: this is wishful thinking.

	3.
Hedge
	The firm chooses the strategy that produces satisfactory results under all scenarios. Hedging, however, is not optimal. The low risk is paid for by a low reward.

	4.
Flexibility
	A firm taking this approach plays a ‘wait and see’ game. It is safer, but sacrifices first-mover advantages

	5.
Influence
	A firm will try and influence the future, for example by influencing demand for related products in order that its favoured scenario will be realized in events as they unfold.


4.
Industry Competition: Five Forces Model

4.1
Competition analysis

4.1.1
Analysing competition is an important part of strategic position analysis.

(a)
It is also important to assess the strength of competition in a market, and try to understand what makes the competition weak or strong.

(b)
A company should also monitor each of its major competitors, because in order to obtain a competitive advantage, it is essential to know about what competitors are doing.
4.1.2
Porter’s Five Forces model provides a framework for analyzing the strength of competition in a market. It is not a model for analyzing individual competitors, or even what differentiates the performance of different firms in the same market. In other words, it is not used to assess why some firms perform better than others.

4.1.3
In addition, the Five Forces model can be used to explain why some industries are more profitable than others, so that companies operating in one industry are able to make bigger profits than companies operating in another industry. Profitability is affected by the strength of competition: the stronger the competition, the lower the profits.
4.2
The Five Forces

4.2.1
Michael Porter (‘Competitive Strategy’) identified five factors or ‘forces’ that determine the strength and nature of competition in an industry or market. These are:
(a)
The threat of new entrants to the industry

(b)
The threat of substitute products or services

(c)
The bargaining power of customers

(d)
The bargaining power of suppliers

(e)
The rivalry amongst current competitors in the industry
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(a)
Threat from potential entrants

4.2.2
The significance of this threat depends on how easy or how difficult it would be for new competitors to enter the market. In some markets, the cost of entering a new market can be high, with new entrants having to invest in assets and establish production facilities and distribution facilities. In other markets, the cost of entering the market can be fairly low.

4.2.3
The costs and practical difficulties of entering a market are called ‘barriers to entry’.
(a)
When barriers to entry are low. If new entrants are able to come into the market without much difficulty, firms already in the market are likely to keep prices low and to meet customer needs as effectively as possible. As a result, competition in the market will be strong and there will be no opportunities for high profit margins.

(b)
When barriers to entry are high. When it is difficult for new competitors to enter a market, existing competitors are under less pressure to cut their costs and sell their products at low prices.
4.2.4
A number of factors might help to create high barriers to entry:

	Factors
	Comment

	Economies of scale
	Economies of scale are reductions in average costs that are achieved by producing and selling an item in larger quantities. In an industry where economies of scale are large, and the biggest firms can achieve substantially lower costs than smaller producers, it is much more difficult for a new firm to enter the market. This is because it will not be big enough at first to achieve the economies of scale, and its average costs will therefore be higher than those of the existing large-scale producers.

	Capital investment requirements
	If a new entrant to the market will have to make a large investment in assets, this will act as a barrier to entry, and deter firms from entering the market when they do not want the investment risk.

	Access to distribution channels
	In some markets, there are only a limited number of distribution outlets or distribution channels. If a new entrant will have difficulty in gaining access to any of these distribution channels, the barriers to entry will be high.

	Time to become established
	In industries where customers attach great importance to branding, such as the fashion industry, it can take a long time for a new entrant to become well established in the market. When it takes time to become established, the costs of entry are high.

	Know-how
	This can be time-consuming and expensive for a new entrant to acquire.

	Switching costs
	Switching costs are the costs that a buyer has to incur in switching from one supplier to a new supplier. In some industries, switching costs might be high. For example, the costs for a company of switching from one audit firm to another might be quite high, and deter a company from wanting to change its auditors. When switching costs are high, it can be difficult for new entrants to break into a market.

	Government regulation
	Regulations within an industry, or the granting of rights, can make it difficult for new entrants to break into a market. For example, it might be necessary to obtain a licence to operate, or to become registered in order to operate within an industry.


(b)
Threat from substitute products

4.2.5
There is a threat from substitute products when customers can switch fairly easily to buying alternative products (substitute products).
4.2.6
The threat from substitutes varies between markets and industries.

	4.2.7
	Example 3

	
	(a)
Domestic heating systems. Consumers might switch between gas-fired, oil-fired and electricity-fired heating systems.

(b)
Transport. Customers might switch between air, rail and road transport services.

(c)
Food and drink products. Consumers might switch between similar products, such as coffee and tea.


4.2.8
When there are substitute products that customers might buy, firms must make their products more attractive than the substitutes. Competition within a market or industry will therefore be higher when the threat from substitute products is high.
4.2.9
Threats from substitute products may vary over time. There are many examples in the past of industries that have been significantly affected by the emergence of new substitute products.
	4.2.10
	Example 4

	
	(a)
Plastic containers and bottles became a significant substitute for glass containers and bottles.

(b)
Synthetic fibres became a substitute for natural fibres such as wool and cotton.

(c)
Word processors and personal computers became a substitute for typewriters, and the market for typewriters was destroyed.


(c)
Bargaining power of suppliers

4.2.11
In some industries, suppliers have considerable power. When this occurs, they might charge high prices that firms buying from them are unable to pass on to their own customers. As a result, profitability in the industry is low, and the market is competitive.
4.2.12
Porter wrote: ‘Suppliers can exert bargaining power over participants in an industry by threatening to raise prices or reduce the quality of purchased goods or services. Powerful suppliers can thereby squeeze profitability out of an industry unable to recover cost increases in its own prices.’
	4.2.13
	Example 5

	
	An example of supplier power is possibly evident in the industry for personal computers. Software companies supplying the computer manufacturers (such as Microsoft) have considerable power over the market and seem able to obtain good prices for their products. Computer manufacturers are unable to pass on all the high costs to their own customers for PCs, and as a consequence, profit margins in the market for PC manufacture are fairly low.


4.2.14
Porter suggested that the bargaining power of suppliers might be strong in any of the following situations:
(a)
when there are only a small number of suppliers to the market

(b)
when there are no substitutes for the products that are supplied

(c)
when the products of a supplier are differentiated, and so distinctly ‘better’ or more suitable than the products of rival suppliers

(d)
when the supplier’s product is an important component in the end-products that are made with it

(e)
when the industry supplied is not an important customer for the suppliers

(f)
when the suppliers could easily integrate forward, and enter the market as competitors of their existing customers.
4.2.15
The bargaining power of suppliers also depends on the importance of the product they supply. For example, for a firm that manufactures cars the bargaining power of engine suppliers will be greater than the bargaining power of suppliers of car mirrors.
(d)
Bargaining power of customers

4.2.16
Buyers can reduce the profitability of an industry when they have considerable buying power. Powerful buyers are able to demand lower prices, or improved product specifications, as a condition of buying. Strong buyers also make rival firms compete to supply them with their products.
	4.2.17
	Example 6

	
	In the UK, a notable example of buyer power is the power of supermarkets as buyers in the market for many consumer goods. They are able to force down the prices from suppliers of products for re-sale, using the threat of refusing to buy and switching to other suppliers. As a result, profit margins in the manufacturing industries for many consumer goods are very low.


4.2.18
Porter suggested that buyers might be particularly powerful in the following situations:
(a)
when the volume of their purchases is high relative to the size of the supplier

(b)
when the products of rival suppliers are largely the same (‘undifferentiated’)

(c)
when the costs of switching from one supplier to another are low

(d)
when the cost of purchased item is a significant proportion of the buyer’s total costs

(e)
when the profits of the buyer are low

(f)
when the buyer’s product is not affected significantly by the quality of the goods that it buys

(g)
when the buyer has full information about suppliers and prices.
(e)
Competitive rivalry

4.2.19
Competition within an industry is obviously also determined by the rivalry between the competitors. Strong competition forces rival firms to offer their products to customers at a low price (relative to the product quality) and this keeps profitability fairly low.
4.2.20
Porter suggested that competitor rivalry might be strong in any of the following circumstances:
(a)
when the rival firms are of roughly the same size and economic strength

(b)
when there are many competitors

(c)
when there is only slow growth in sales demand in the market

(d)
when the products of rival firms are largely the same (‘undifferentiated’)

(e)
when fixed costs in the industry are high, so that firms still make some contribution to profit even when they cut prices

(f)
when supply capacity can only be increased in large incremental amounts (for example, in electricity supply industry, where increasing total supply to the market might only be possible by opening another power generation unit)

(g)
when the costs of withdrawing from the industry are high, so that even unprofitable companies are reluctant to leave the market.
4.3
The Five Forces model summarized
4.3.1
The Five Forces model is summarised below, showing some of the key factors that help to determine the strength of each of the forces in the industry or market.
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4.3.2
The five forces is one of the three or four most important models in the field of strategy and is explicitly referenced in the Study Guide P3 so could be specifically required to answer an exam question. Therefore you must study it carefully and be able to apply it. In particular, you need to be able to decide which of the five categories properly describes a given strategic problem which may be discussed in a scenario. Pay particular attention to the nature of the substitutes.

	4.3.3
	Example 7

	
	The Five Forces model can be used to analyse the competition for Amazon, the company that supplies books, CDs and DVDs through online ordering on its website. It has no direct competitor.
· Threat from potential entrants. This is likely to be fairly low, because of the costs of establishing a selling and distribution system and the time it might take a new competitor to create ‘brand awareness’.

· Suppliers’ bargaining power. Amazon obtains its books and other products from a large number of different suppliers. The bargaining power of most suppliers is therefore likely to be weak, with suppliers needing Amazon more than Amazon needs individual suppliers.

· Customers’ bargaining power. Amazon has a very large customer base, and the bargaining power of customers is non-existent.
· Threat from substitutes. Substitutes are bookshops, shops selling CDs and DVDs, internet downloads of films and music, and possibly eBay and other online auction sites as a channel for selling second-hand books. In the longer term electronic books might be another substitute.

· Competitive rivalry. Amazon has no direct competitor.
In conclusion, the major competition in the market served by Amazon is probably the threat from substitute products.
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