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PREFACE

The origins of this book lay in a module that I developed and taught at the University of East 
London in the early 1980s. The content and themes were further developed in my teaching at 
Queen Mary, University of London and, for the last 11 years at King’s College, London. A key 
theme running through the book is the inter-related nature both of business activities themselves 
and their relationships with the strategic, organizational and environmental contexts in which 
they operate. A second important theme is the identification of key issues in business. These two 
themes have guided the development of this, the seventh edition.

The book was aimed originally at first and second year undergraduates studying business and 
management, to give them a multidisciplinary approach to their studies and an insight into the 
real world of business. However, the book has been found to be useful wherever there is a need 
for an overview of business or a treatment of business and the environment. As a result, the book 
has been adopted on MBA and specialist Masters programmes and on some professional courses.

This edition picks up on the ideas developed in previous editions:

•	 Businesses are perceived as operating through a complex network of inter-relationships 
and our Business in Context model is a simplification of this complexity.

•	 While business activities are undoubtedly influenced by their strategic, organizational and 
environmental contexts, those same business activities help shape those very same con-
texts.

•	 In all aspects of business life we need to remind ourselves that decisions are made by 
people. An understanding of behavioural and political issues is therefore important, as is 
the need to view issues from a number of different perspectives to gain a more complete 
understanding.

•	 Very rarely can we view business activities in isolation, as decisions made in one area in-
evitably have significant consequences, not only for other parts of the same business but 
for other businesses and even the wider community.

xv
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xvi

•	 Many of the new ideas, issues and techniques that have emerged over the years are 
undoubtedly products of influences that were operating at the time. While some have stood 
the test of time, others have become passing fashions and fads.

The major change in this edition is that I have been greatly assisted by a co-author. Jane Burns’ 
background is in the IT industry, where she worked for many years on very large scale com-
munications and organizational change programmes. Jane specializes in dealing with the human 
factors and issues associated with change. She is a Principal Teaching Fellow in Management at 
University College London where she teaches marketing communications and business research. 
She has brought fresh insights to much of the text, contributed some of the new cases and added 
a range of useful examples.

In this edition all the chapters have been updated to reflect the changes that have taken place 
in businesses themselves and in the business environment and new concepts such as the gig 
economy have been added. Nearly all the data and tables have been brought up to date, includ-
ing those associated with the cases. All the cases from the previous edition have been updated, 
some of them radically as with Hewlett-Packard and Executive Pay. The London Zoo case has 
been updated to reflect its new existence as ZSL. Some cases have disappeared and new ones 
added. The new cases are an examination of tax avoidance by multinationals focusing on Apple 
in Ireland, Moonpig, Anheuser-Busch InBev and Carillion.

The core elements of previous editions are retained:

•	 each chapter starts with a set of learning objectives

•	 each chapter highlights key concepts and provides a separate explanation of these

•	 throughout each chapter students are invited to reflect on key ideas and concepts and link 
them to their own experiences

•	 each chapter illustrates key issues by using cases, all written by the authors, to support the 
information in the chapter

•	 each chapter is supported by a summary, a list of discussion questions and suggestions for 
further reading

•	 there is a glossary at the back containing useful short definitions of all the major concepts 
in the book. 

This book, like its predecessors, takes a broad sweep of business and its environment. A great 
deal of selectivity is inevitable and the main criteria for the inclusion of material has always been 
that it interested us. Many of the ideas are attributed to their rightful source, but many are the 
product of our experiences in business and the years discussing business issues with students, 
friends and colleagues. We thank all of them for their contribution, with the rider that the mis-
interpretations and mistakes are all our own.

David Needle, May 2018

PREFACE
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1

LEARNING OBJECTIVES At the end of this chapter you should be able to:

•	 Define and illustrate business as a broadly based and varied activity.

•	 Identify and illustrate the key activities of business and the relationships between them.

•	 Identify the strategic, organizational and environmental contexts within which business 
operates.

•	 Articulate the complex interactions that operate within and between business activities 
and their contexts.

•	 Use the Business in Context model to analyze a variety of business situations and cases.

•	 Define systems and contingency theories as they apply to business and assess their 
 contribution to an understanding of business.

1

THE CONCEPT OF BUSINESS  
IN CONTEXT

INTRODUCTION

The theme of this book is that businesses are complex. They cannot be understood by reference to 
their activities alone. These activities – which include innovation, operations, marketing, human 
resource management, finance and accounting – take place in a set of contexts. It is our conten
tion that they can only be understood fully when those contexts within which they operate are 
also understood. In this first chapter we will explain what we mean by business and identify the 
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CHaPTER 1  THE CONCEPT OF BUSINESS IN CONTEXT 2

We introduce briefly two theoretical approaches to the analysis of business organizations: the 
systems and contingency approaches. These are often used as the starting point for our analysis 
throughout this book and reference will be made to them in other chapters. We will conclude this 
first chapter by outlining the layout of this book.

BUSINESSES aND THEIR CONTEXTS

In this text we present a broad view of business. Businesses operate in all kinds of areas, includ
ing manufacturing industry, retailing, banking and other financial services, transport, media 
and entertainment. The publishers of this book are engaged in a business activity, involving 
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FIGURE 1.1 Business in Context model

relevant contexts. It is also our contention that the relationship between business activities and 
these contexts is dynamic. The Preface introduced a model of business. We present the model in 
Figure 1.1 and use it to illustrate the elements of this dynamic relationship. This model can be 
used to analyze industrial and service sectors as well as the events at a single firm.
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BUSINESSES aND THEIR CONTEXTS 3

the production, marketing and selling of books to generate income both to make profits and to 
finance future operations. Businesses also vary considerably in terms of size. The corner news
paper and grocery store is a business, as is the Japanese car giant, Toyota.

We challenge the view that businesses are exclusively profit oriented. Business systems and 
methods operate in all kinds of organizations. In 2017, the 24 Russell Group Universities (the 
UK’s leading research based universities) had an average income in excess of £688 million and 
four of the universities, Oxford, Cambridge, UCL and Manchester each had income of over 
£1 billion. The figures are much higher in the USA where the operating revenue for New York 
University in 2017 was US$9.8 billion, Stanford US$6.3 billion and Harvard just short of US$5 
billion. In short most universities are fairly complex organizations in which all the activities 
normally associated with business may be identified. For example, there are few colleges that 
do not market their courses, seek to increase their revenues or have to operate in dynamic and 
competitive markets both at home and overseas. Hospitals, too, are large complex organiza
tions experiencing the type of management problems found in businesses anywhere. In any case, 
the distinction between profit and nonprofit organizations has become blurred. All universities 
and colleges must rely increasingly on generating their own income owing to changes that have 
taken place in public funding. In the UK, the growth of medical provision outside the National 
Health Service (NHS) has seen the growth of profit oriented private hospitals which compete in 
the marketplace for customers and advertise their services internationally as well as nationally. 
In countries such as the USA this has always been the case.

A business is the organized effort of individuals to produce and provide goods and services to meet the needs 
of society. We view business as a broad concept, incorporating profit-making concerns such as  manufacturing 
firms and banks, and non-profit-making or not-for-profit concerns such as schools, hospitals and charities.

KEY CONCEPT 1.1 BUSINESS

Business activities
As can be seen from Figure 1.1, a number of business activities have been identified. In this book 
we deal with them as five groups:

•	 innovation

•	 operations

•	 marketing

•	 human resource management

•	 finance and accounting.

Each of these groups is sufficiently broad to cover a number of related functions. When exam
ining business activities there are two points to consider. First, the activities interact with one 
another. For example, operations decisions influencing the quantity and quality of the goods pro
duced and the services provided will have implications for the other functional areas. Can products 
and services be designed to differentiate them from competitors’ offerings? Is there a market and 
where does it exist? Can staff be recruited in sufficient numbers and with sufficient skills? Can the 
planned operation be financed? Second, as we have already indicated, these activities do not exist 
in a vacuum, but are shaped by, and in turn shape, the contexts within which they operate. In the 
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CHaPTER 1  THE CONCEPT OF BUSINESS IN CONTEXT 4

Business in Context model we have identified three types of context: strategic, organizational and 
environmental. In addition, we view these within the context of globalization.

Business contexts
At the strategic level we are concerned with those management decisions, and the influences 
on those decisions, that determine the direction of business activities. Strategic decisions will 
influence such factors as the range of products and services, the amount spent on advertising, 
the numbers and type of people employed, as well as the shape and nature of the organization. 
Strategies are often a question of reconciling opportunities and constraints which exist within 
both the organization and the environment in which it operates. The managing director of a small 
firm with a potentially profitable innovation often faces a strategic dilemma. Its organizational 
size means that expanding production capacity is impossible and its credit standing is such that it 
may be unable to raise sufficient development capital. The availability of finance is, in any case, 
a function of the economic and political climate. The options may be to sell the idea for develop
ment by a larger firm or simply sell out to a larger organization, both of which may be person
ally unacceptable to the owner of the small business. In this way, strategic issues are inseparable 
from the organization and environment in which they operate and can, in fact, alter those two 
other contexts. It is widely accepted that the structure of a firm is often a product of its strategy 
(Chandler, 1962, offers a forceful argument for this). Economic, cultural and political global
ization have changed the nature of business and created globally complex business structures. 
The overseas investment strategies of large multinational corporations have been seen to have 
considerable influence on the economic and political affairs of other nations, especially those in 
the developing world.

Strategies are invariably the product of managers and we explore the concept of management 
and leadership in Chapter 7, which sets the immediate context for strategic decisions. A theme 
in business strategy and a currently popular rhetoric of business leaders and annual reports is 
that of corporate social responsibility (CSR). We explore both the rhetoric and reality of business 
ethics and CSR in Chapter 9.

A strategy comprises a set of objectives and methods of achieving those objectives. A strategy is usually formu-
lated by top management and is based on a mixture of careful analysis of the environment and the organization, 
the personal preferences of the managers involved, and a process of negotiation with various other stakeholders.

KEY CONCEPT 1.2 STRaTEGY

At the organizational level we are concerned with issues grouped under the following headings:

•	 goals

•	 structure

•	 ownership

•	 size

•	 organizational or corporate culture.

Many such issues are interrelated. The public ownership of business firms may well mean the 
pursuit of social as well as business goals, and publicly owned firms invariably have bureaucratic 
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structures. This is partly a function of organizational culture and partly a function of the large 
size of most public sector operations. All firms as they increase in size tend to adopt more for
malized structures. Such organizational factors can place limitations on the nature of business 
activities. Formalized structures can inhibit certain types of product and process development and 
size, when the business is small, can be a restriction on expansion, as we saw in our illustration 
of strategic issues. In more general terms these organizational factors combine with management 
strategy to create distinctive organizational cultures.

An organization refers to the way in which people are grouped and the way in which they operate to carry out 
the activities of the business. We define the key elements of the organization as the goals of the business and 
the way they are formulated, ownership and control, size, structure and organizational culture.

KEY CONCEPT 1.3 ORGaNIZaTION

We have identified five factors that operate at the environmental level:

•	 the economy

•	 the state

•	 technology

•	 labour

•	 cultural and institutional differences.

The influence of all these elements and their interaction with individual organizations takes 
place within the context of globalization. The increasing need to view all businesses in a global 
context is dealt with in Chapter 2.

Some of these factors are deliberately broad. We examine the workings of the economy and 
its interaction with business activity as well as the nature of competition. Coverage of the state 
includes discussion of government, legal and political issues. The examination of labour focuses 
on the workings of the labour market. The review of cultural and institutional differences exam
ines those issues that differentiate businesses in different countries and covers historical, cultural, 
political, economic and legal and regulatory differences.

As with the other factors in the model, there is considerable interaction between these environ
mental factors. The behaviour of labour markets is a function of the level of economic activity as 
well as legal provisions dealing with issues such as trade union membership and discrimination, 
which in turn reflect the policy of governments. The composition of the labour market reflects 
changes in technology, economic and social changes, and government policy. The mobility of 
labour within and between countries varies with the social and cultural traditions of those coun
tries as well as with the laws on immigration and work permits. Technological innovations are 
often motivated both by declining economic fortunes and by direct state intervention. Similarly, 
we can cite illustrations of the interaction between the environment and our other contexts. The 
technological complexity of the product market in which the firm operates will largely determine 
the extent of its research and development (R&D) activity, and hence its strategies and structure. 
In the 21st century, human resources policies and practices are determined by cost considerations 
in an increasingly competitive global business environment.

The interplay that typifies the relationship between business activities and the contexts in 
which they operate will be a constant theme in this book. We will attempt to show that many 
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CHaPTER 1  THE CONCEPT OF BUSINESS IN CONTEXT 6

of the relationships are two way. The economic environment referred to above not only shapes 
businesses but is, in turn, a product of business activity. Changes in technology are products of 
innovation activity at the level of the firm. We are thus able to build up a model of business as a 
constant interplay of interactions and influences.

INTERaCTION–INFLUENCE, SYSTEMS aND CONTINGENCY aPPROaCHES

It has been stressed elsewhere in this introductory chapter that the various elements of the Busi
ness in Context model interact with one another and influences go backwards and forwards 
across the various levels (see Figure 1.1). We are presenting an interaction–influence model. The 
idea of such a model for businesses is not new but forms the basis of the systems and contingency 
approaches that have been developed as part of organization theory. It is not our intention to 
present either a comprehensive review or a critique of these two approaches. Instead, we present 
a brief summary of their main ideas. Their importance as far as we are concerned is that they 
offer the student of business an important framework for analysis.

The systems approach
The systems approach assumes that all organizations are made up of interdependent parts which 
can only be understood by reference to the whole. As such, organizations may be analyzed in 
terms of inputs, processes and outputs, as illustrated in Figure 1.2. It may be seen from this that 
there are many similarities with the Business in Context model.

Inputs

Materials
Labour

Methods

Finance

Technology

Information

Outputs

Goods
Services
Pro�t
Information
Waste
Job (dis)satisfaction
Economic growth

Process

Strategy formulation

Innovation

Operations

Marketing

Human resource management

Accounting processes

FIGURE 1.2 The systems approach

The development of systems thinking from an organizational perspective starts with the 
 analogy of the firm as a living organism. To be effective, the firm, like the organism, must adapt 
to its environment to survive. The inputs, processes and outputs must be balanced so the firm 
can obtain equilibrium, especially with its environment. The application of the systems approach 
in organizational analysis first gained prominence through the use of a sociotechnical systems 
perspective. This is based on the assumption that the social system of the firm and its technical 
system interact in a complex way.
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The contingency approach
The contingency approach starts with an analysis of the key environmental variables, which 
shape the organization. It then proceeds with the assumption that the successful firms are those 
that adapt to the key influences and achieve some kind of best fit with their environment. This 
approach has been very influential in the area of corporate strategy. The strategist attempts to 
match the environmental opportunities and threats with the organization’s own strengths and 
weaknesses to develop an optimum strategy for the firm in question.

Both the systems and contingency approaches are based on the concept of an organization 
interacting with elements in its environment and adapting to them. Both systems and contingency 
approaches have been criticized for focusing on a limited range of environmental variables, for 
being deterministic, and for ignoring both the influence of the organization on its environment 
and the values and behaviour of management and the workforce. It is our view that such criticisms 
place unnecessary limits on the use and value of both approaches. In developing our model of 
business we wish to use systems and contingency thinking to present a broad analytical frame
work, enabling us to gain a greater insight into the way businesses operate. We are concerned 
to show, however, that businesses, while influenced by their environments, are not wholly deter
mined by them. Business strategies can and do influence environmental contingencies and most 
managers will attempt to control the environment in which they operate.

The systems approach is a view of business involving two related concepts. First, businesses are made up of a 
series of interactions, involving business activities, the various aspects of the organization, and aspects of the 
 environment. What we identify as a business is the sum total of all these influences and interactions. Second, the 
systems approach views business as a series of inputs from the environment, internal processes and eventual 
outputs.

KEY CONCEPT 1.4 THE SYSTEMS aPPROaCH

The contingency approach focuses on the relationship between the organization and its environment. It embraces 
the notion that business activities and the way they are organized are products of the environment in which they 
operate. The most successful businesses are therefore those that are organized to take advantage of the prevail-
ing environmental influences. The contingency approach can be traced through the work of Woodward (1965) and 
Burns and Stalker (1966), although the term itself was popularized in the work of Lawrence and Lorsch who wrote:

Organizational variables are in a complex interrelationship with one another and with conditions in 
the environment. If an organization’s internal states and processes are consistent with external 
demands . . . it will be effective in dealing with the environment.

(Lawrence and Lorsch, 1967, p. 157)

KEY CONCEPT 1.5 THE CONTINGENCY aPPROaCH

THE STRUCTURE OF THIS BOOK

The chapters that follow will analyze each of the elements of the Business in Context model. 
The chapters have been grouped into three parts. The first part will examine the environmental 
context and begins with a review of globalization. The second part focuses on the organizational 
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CHaPTER 1  THE CONCEPT OF BUSINESS IN CONTEXT 8

and strategic aspects and includes coverage of both management and leadership and business 
ethics, both linked to strategy.

Part 1: The environmental context
Chapter 2 Globalization
Chapter 3 The environment and business: the economy and the state
Chapter 4 The environment and business: technology and labour
Chapter 5 Cultural and institutional frameworks

Part 2: The organizational and strategic contexts
Chapter 6 Organizational aspects of business
Chapter 7 Management and leadership
Chapter 8 Strategy
Chapter 9 Business ethics and corporate social responsibility

Part 3: The functional context
Chapter 10 Innovation
Chapter 11 Operations
Chapter 12 Marketing
Chapter 13 Human resource management
Chapter 14 Finance and accounting

SUMMaRY

•	 In this introductory chapter the workings of the Business in Context model have been outlined and 
in so doing mapped out the rest of this book.

•	 In the model, variables are identified that interact with business. These variables have been 
arranged in levels, which have been termed environmental, organizational and strategic. It is 
believed that understanding the way businesses and their activities operate is enhanced by placing 
them in this contextual framework.

•	 The theoretical underpinnings of the model are discussed with reference to the systems and contin-
gency approaches to organizational analysis.

DISCUSSION QUESTIONS

1 The five environmental, five organizational variables and five business activities have been 
identified in the model. By necessity these represent broad categories. What elements 
might be considered under the various headings used in the model of business?

2 Take in turn an industry, a firm and a specific issue, and analyze each using the Business 
in Context model.

3 What is the value of the systems and contingency approaches to an understanding of business?
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PART ONE
THE ENVIRONMENTAL CONTEXT

2 Globalization

3 The environment and business: the economy and the state

4 The environment and business: technology and labour

5 Cultural and institutional frameworks
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LEARNING OBJECTIVES At the end of this chapter you should be able to:

•	 Define globalization and the key issues and debates associated with it.

•	 Describe and assess the different perspectives on globalization.

•	 Assess the main causes and drivers of globalization as a concept.

•	 Assess the impact of globalization on the economy and on the production of goods 
and services.

•	 Define the global factory and the global supply chain and assess their impact on the 
 production of goods and services.

•	 Assess the relationship between globalization and political change and between 
 globalization and culture change.

•	 Identify the limitations of globalization.

•	 Articulate the links between globalization and the development of the multinational 
and transnational corporations.

•	 Articulate the links between globalization and offshore outsourcing and between 
 globalization and strategic alliances and joint ventures.

GLOBALIZATION

2
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CHAPTER 2  GLOBALIZATION12

INTRODUCTION

Globalization is seen by many to be the dominant force in business today. The term is frequently 
used by academics, journalists and politicians. It is clear that something has happened that has 
changed whole economies and changed the markets, strategies and the behaviour of people in 
most organizations. However, a problem with all these usages is the imprecise and variable nature 
of the definition of globalization itself. Dicken (2015, p. 4) argues:

(Globalization) has become not only one of the most used, but also one of the most misused 
and one of the most confused words around today.

In this chapter we will examine the key developments, leading to some definitions of globaliza-
tion. We will analyze the driving forces and pose the question, ‘When did it start?’ We will review 
globalization economically, politically and culturally. Our main focus will be an examination of glo-
balization and its impact on the production of goods and services. In doing so we will review in turn:

1. the growth of global markets
2. the development of the global factory
3. the growth of the global supply chain
4. the multinational organization
5. strategic alliances and joint ventures
6. the growth of offshore outsourcing.

Given the view of Dicken, expressed above, and of other sceptics we will then review a number 
of perspectives on globalization. We start, however, by reviewing aspects of globalization within 
the framework of our Business in Context model.

Globalization is a process in which the world appears to be converging economically, politically and culturally. 
Globalization is seen by many as a fundamental change where national borders become irrelevant, a process 
accelerated by developments in information communication technology. It is considered by many to be the 
dominant force in modern business. In economic terms, many firms are producing goods and services for global 
markets, using labour in various locations in the world and using global sources for raw materials and compo-
nents. In the past 20 years there has been an acceleration of cultural exchange across the globe, helped, in 
part, by advances in travel and communications. Business and cultural globalization have been accompanied 
by political globalization through the activities of supranational bodies such as the United Nations (UN), World 
Trade Organization (WTO) and the European Union (EU). There are strong links between globalization and the 
multinational corporation (Key Concept 2.3).

KEY CONCEPT 2.1 GLOBALIZATION

GLOBALIZATION AND THE BUSINESS IN CONTEXT MODEL

Globalization is pervasive and has an impact on all areas of business activity and the context 
within which those activities operate.

In terms of the environmental context, we shall see in this chapter how globalization has 
affected all aspects of our model:

•	 the world economy is now more closely interlinked through global markets and the global 
organization of the production of goods and services
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WHAT IS GLOBALIZATION? 13

•	 linked to the above, trade has increased dramatically in the past 50 years, largely through 
the activities of multinational companies

•	 nation states have been brought together to form alliances for trade and defence

•	 key features of a global economy are the speed and coverage of both technology transfer 
and information transfer, the latter facilitated by the Internet

•	 as well as the increase in the trade of manufactured goods, there is strong evidence of 
increased flows of services, money, ideas and people

•	 there is also evidence to suggest that cultures around the world are moving more closely 
together both in terms of lifestyle and certain core values.

In terms of the organizational context the following aspects can be observed:

•	 ownership patterns of organizations around the world have become more complex as a 
result of the activities of multinationals in establishing subsidiaries, cross-border acquisi-
tions and joint ventures and through the growth of contract outsourcing

•	 we shall see that the impact of globalization is not confined to large organizations and that 
many changes have occurred in the small business sector

•	 in many organizations new structures and cultures have emerged to respond to global changes.

In terms of strategy, there has been a shift in emphasis from a national competitive focus to a 
global focus. Global strategies have emerged in product development, the production of goods 
and services, distribution and the management of labour. These in turn have affected business 
activities. For example:

•	 the ease of technology transfer and the increase in collaborative ventures have changed the 
nature of innovation and Research and Development (R&D) and the production processes 
in many firms

•	 operations now involve the coordinated efforts of a number of organizations across the globe

•	 For most organizations marketing has become a global activity to complement the growing 
importance of global products and global markets. Firms must devise policies for  attracting, 
retaining and relocating staff operating globally. They must find ways of managing staff 
with different cultural backgrounds in different locations. Finance has become a global 
resource with the acquisition of funds, the movement of money and taxation becoming 
global issues. This has led to a corresponding adaptation of accounting procedures. An 
example of the  taxation strategies used by multinationals can be found in Case 2.2.

However, as we shall see as this chapter unfolds, not everyone is convinced of the all-embracing 
impact of globalization and some are critical of its impact. Students should be aware that many 
issues related to globalization are contentious.

WHAT IS GLOBALIZATION?

A standard definition of globalization is offered by the World Bank:

The global circulation of goods, services and capital, but also of information, ideas and 
 people. It has shaped all of the 20th century, albeit with large cyclical variations and has 
become an increasingly visible force in recent decades.

(World Bank, 2000, p. 1)
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CHAPTER 2  GLOBALIZATION14

Scholte (2005) acknowledges the main elements of this definition as part of a framework 
he uses to define globalization. He identifies five elements: internationalization; liberalization; 
universalization; westernization; and deterritorialization. He argues that while globalization is 
dependent upon all five strands, it is only the last that provides a true understanding of global-
ization and marks it as a distinctive change in the conduct of human affairs. We examine each 
of the elements briefly.

•	 internationalization involves the rapid growth in international trade of goods, services, 
money and information and the development of global networks for both production and 
finance activities

•	 liberalization involves the creation of free markets around the world, incorporating 
changes that have taken place in such countries as China and the former Soviet Union. 
It also involves the liberalization of information, by making much more information 
 available to many more people through the Internet

•	 universalization is a process of convergence. This can occur in a number of different ways. 
The World Trade Organization has established rules of free trade for member nations, 
which currently include the majority of active trading nations in the world. The EU has 
a legal framework, within which member states must operate. Such regulations involve 
 product requirements such as setting limits for fuel emissions on motor vehicles. Univer-
salization also occurs through a convergence of consumer tastes leading to the growth of 
global products and global markets

•	 westernization involves the dominance of western values with particular influence from 
the USA. This has resulted in the convergence of some cultural values such as a move  
to  individualism over collectivism and a preference for rules over relationships in the  
conduct of business. We return to these cultural themes later in this chapter and again 
in Chapter 5.

Scholte argues that all the above have been present for some time and have emerged and 
 re-emerged as powerful forces at certain times in history. This is acknowledged also by the World 
Bank definition. However, Scholte sees the distinctiveness of globalization as:

•	 deterritorialization. This is a relatively recent phenomenon and is a process that places less 
emphasis on national boundaries and geographical barriers. Goods, money, people, knowl-
edge and ideas now flow between countries as never before. Scholte argues that each of the 
other four developments can take place in a world that is made up of distinct territories 
and can be defined in terms of national boundaries. Globalization makes national bound-
aries less relevant. While there is plenty of evidence for this, there is recent evidence of the 
reverse as seen in the move for the independence of Catalonia from Spain and the referen-
dum in the UK voting to leave the EU.

Nonetheless, Scholte sees globalization as a ‘reconfiguration of social geography by the 
 transplanetary and supraterritorial connections between people’. (Scholte, 2005, p. 8).

This theme is also taken up by Waters, who defines globalization as:

A social process in which the constraints of geography on social and cultural arrangements 
recede and in which people become increasingly aware that they are receding.

(Waters, 1995, p. 3)
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Both Scholte and Waters see globalization as a fundamental change in social relations at all 
levels. The key issue is one of geography or territory. Oceans, mountain ranges and deserts no 
longer pose insurmountable barriers; we can fly over them. Through telephone calls, the Internet 
and the electronic transfer of finance we can undertake instant transactions across many coun-
tries. Satellite television is now commonplace and is taken for granted. In almost all parts of the 
world, there were live broadcasts of every game in the 2018 soccer World Cup in Russia and of 
most events in the 2016 Olympic and Paralympic Games in Rio de Janeiro.

When General Motors expanded its operations into Europe through the acquisition of Opel 
in Germany in 1929 there were no passenger flights linking the two countries and travel was a 
tedious and lengthy journey involving train and boat. Travelling to meetings in either Germany 
of the USA took several days. There was no fax, no email and the ability to place a direct dial 
telephone call was some 40 years away. The main form of communication was by letter or 
telegraph.

What is happening now is that, through developments in electronic communications and travel, 
the world of many people has expanded beyond their national territory. We interact with  others 
and gain access to information across borders with relatively few barriers and state controls. 
Unfortunately, this widening of our horizons also means that the lack of environmental care in 
one country can affect the lives of people in a different country.

The next two definitions focus on the changes that have taken place in the economy and in 
markets, stressing the role played by developments in electronic communications and travel. 
Castells considers that significant changes have taken place and are attributed to information 
and communications technology. This has enabled people and organizations to interact and work 
together as never before. For example, in both manufacturing and finance, activities in different 
firms across the globe are linked. Dealers in the stock exchanges and finance houses of Tokyo, 
Hong Kong, Frankfurt, London and New York are in continuous 24 hour communication. 
Changes in one country have an immediate impact on others. Nowadays, it is not necessary for 
designers of a new car at General Motors to travel between the USA and Germany. Americans 
and Germans can work together as a team at the same time on the same project using the same 
computer software, although one team is working in Germany and the other in the USA.

A global economy is something different: it is an economy with the capacity to work as a unit 
in real time on a planetary scale.

(Castells, 1996, p. 92)

The globalization of markets has only been made possible in the late twentieth century by 
 dramatic changes in transportation and communications technologies, for information, 
 people, goods and services.

(Castells, 1996, p. 96)

We return to these themes later in our discussion of the global market, global factory and 
global supply chains.

What are the main similarities and differences between the definitions of globalization offered in the last section? 
Which definition do you prefer and why?

REFLECTION POINT
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WHEN DID GLOBALIZATION START?

Michael Porter traces globalization back to the 19th century (Porter, 1990) with developments in 
industrialization and the expansion of trade. Geoffrey Jones charts the rise of what he terms ‘the 
first global economy’ from 1880 to its peak in 1914 (Jones, 2005). Others go back much further, 
citing the Roman Empire and the spread of Islam as examples of globalization before the 14th 
century, although none of these earlier examples involve the extensive trade and coordinated 
production that typify global business today.

A key factor in the move to a global economy has been those developments that have led to 
growth in capitalist economies. Marx identified that capitalism was concerned with accumula-
tion. In a competitive capitalist system, firms must increase the scale of production to continue 
to accumulate profit. This leads inevitably to them seeking new markets as national markets 
become too small to fulfil their needs. Capitalism is also concerned with commodification; this 
involves broadening the scale of consumption. New products and services must be developed to 
contribute to the process of accumulation. According to Marx this resulted in the opportunity to 
make money in ways previously not considered by putting a price on something that was previ-
ously thought to have no economic value. We can see this today, as in the selling of information 
via mobile phones or from telephone chat lines or even from the sale of mobile phone ring tones.

As a result of these processes, firms have sought to develop products and services and to 
increase sales volume by seeking global markets. Through global production and global mar-
kets, firms are able to achieve economies of scale and move costs to where they are cheapest, e.g. 
manufacture products or establish call centres in low wage countries.

Many assume that globalization has been essentially a linear development with periods of 
acceleration. However, as we noted in the previous section, the World Bank definition speaks 
of ‘cyclical variations’. Jones (2005) goes much further, charting the disintegration of the global 
economy between 1914 and 1950. The factors involved in this disintegration were as follows:

•	 two world wars, 1914–18, 1939–45, restricted trade and the movement of goods and people

•	 the Great Depression of the late 1920s and early 1930s caused a reduction in the economic 
activity of most countries, the rise of mass unemployment and the collapse of the interna-
tional financial system

•	 the Cold War of the post-1945 era, restricted trade between Western liberal economies and 
the state controlled economies of the Soviet Union and Eastern Europe. This was accompa-
nied by the spread of communism across both China and Eastern Europe

•	 economic problems after the Second World War in Germany and Japan were created as a 
direct result of defeat, restrictions imposed by other countries such as the USA, and wide-
spread war damage to the economic infrastructure

•	 protectionism by governments through the introduction of import tariffs to discourage 
trade and by companies creating cartels (agreements with other companies on price and on 
which markets to enter).

In general the result of these impediments was a reduction in trade and in foreign investment 
and the closure of large areas of the world to free trade.

The period after 1950 saw a growth in both trade and foreign direct investment. Commenta-
tors such as Scholte and Castells identify the greatest changes, if not the most significant trends, 
as occurring since the 1960s, the era of the post-industrial revolution. For example, the first inter-
national direct dialling systems did not appear until 1963, and then only between London and 
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Paris. While we can now watch live sporting events from around the world almost every night, 
the first satellite television broadcast did not occur until 1967 (Scholte, 2005).

Straw and Glennie (2012) now speak of the ‘third wave of globalization’ that features much 
greater interconnectivity, especially between businesses, and a changing balance of economic 
power (see Chapter 3), not just involving China and the rest of the BRIC economies (Brazil, 
 Russia, India and China) but also the Republic of Korea, Mexico, Indonesia and Turkey.

Globalization has been made possible by a number of developments.

THE CAUSES AND DRIVERS OF GLOBALIZATION

Linked to the historical development of globalization, we can identify a number of causal factors 
and driving forces. We can identify factors that emerge from the environment within which busi-
nesses operate and are external to the firm, and those that are internal to the firm in that they are 
generated by the strategies of the organizations themselves.

Factors external to the firm

•	 The importance of rational knowledge. In the 19th century the primacy of rational knowl-
edge emerged and influenced most cultures. Rational knowledge emphasizes knowledge 
derived from scientific, objective methods and sees the importance of knowledge to solving 
problems and controlling our lives and environment. Knowledge related to science and 
technology became especially important to the industrial revolution in the 18th and 19th 
centuries and in the post-industrial revolutions from the 1960s onwards.

•	 The growth of trade. From 1950 to 2000 there was a 20-fold increase in the international 
trade of merchandise. This compares with an increase in production of only 6-fold for the 
same period (Dicken, 2015). From 1995 to 2006 the value of international trade rose from 
$5 trillion to $12 trillion (Straw and Glennie, 2012). Individual national economies have 
become interconnected through trade. This relatively recent trend adds support to the view 
of globalization as a modern phenomenon.

•	 Technological innovations. A world economy that is networked electronically is only pos-
sible through developments in transport, particularly air travel, communications and data 
processing. The developments in computer technology and the falling costs of information 
storage, transmission and processing are particularly significant here. The key developments 
have taken place in information and communications technology (ICT), involving comput-
ers, microelectronics and fibre optics and the creation of the Internet. (We deal with ICT in 
more detail in Chapter 4). Such innovations in transport and communications have facili-
tated the easier movement and increased flows of people, goods, money, information and 
ideas. Castells (1996) sees such innovations as the main facilitator of the global economy.

•	 Changing world politics. In Europe, the fall of the Berlin Wall symbolized a changing politi-
cal map with the liberalization of former state controlled economies and the creation of 
emerging markets in such countries as Russia, Poland, Hungary and the Czech Republic. In 
some of those countries the political transformation to free market economies has facilitated 
their membership of the EU. Changes towards liberalization have also taken place in the 
large economies of China and India. Not only have such changes led to increased trade, they 
have also led to the expansion of multinational firms and foreign investment in new areas. 
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Bartlett and Ghoshal (1995) believe that changing government policies linked to changing 
political economies have influenced trade and investment more than anything else.

•	 Changing markets. Yip (2003) refers to this as market globalization, a process that 
involves two elements: the emergence of groups of customers around the world with simi-
lar needs that are satisfied by global products; and the emergence of growing market econ-
omies such as the Asian tigers (Hong Kong, Singapore, the Republic of Korea and Taiwan) 
and new market economies in such as China and Russia.

•	 Regulations. A networked world economy has been made that much easier to achieve by 
the agreement on global standards. Standardization can be seen in such fields as computer 
systems, civil aviation and intellectual property rights. The role of governments has been 
crucial in the promotion of standardization and integration. Global and regional organiza-
tions such as the UN, WTO, EU, North American Free Trade Association (NAFTA) and the 
Association of South East Asian Nations (ASEAN) have contributed to the standardization 
process as well as being products of globalization and integration.

Factors internal to the firm
•	 The growth of foreign direct investment (FDI). FDI is the investment and management 

of overseas operations by companies, leading to the growth of multinational companies 
(see below and discussed later in this chapter). The most dramatic increases in investment 
occurred in the 1990s. Between 1990 and 2000 outflows of FDI rose from US$200 billion 
to US$1200 billion (United Nations, 2004).

•	 Multinational corporations. Multinational companies are, like regional and global organi-
zations, both products and drivers of globalization. Multinational corporations (MNCs) or 
multinational enterprises (MNEs) are the product of global expansion. They have also con-
tributed towards the diffusion of technology and ideas and the convergence of processes 
and management practices. A feature of MNCs in the past 20 years has been the increase 
in the number of joint ventures and strategic alliances, which have resulted in yet greater 
integration. We examine the role of multinationals and alliances in more detail later in this 
chapter. In particular we will focus on the changing role of the multinational enterprise.

•	 Innovation. The development products, processes and developments in management and 
organization that are unique has given many firms a competitive advantage in the growth 
of global market share. Such advantage has been reinforced by an internationally recog-
nized process for the protection of intellectual property.

•	 Costs. In the need to accumulate and to remain in business in an increasingly competitive 
world economy, attention to costs has become paramount. Global sales mean that econ-
omies of scale in production can be achieved. Global sourcing means that raw materials, 
components, labour and finance can be accessed from anywhere in the world and often 
price is the key driver. The attractiveness of cheap labour economies in countries such as 
China, Thailand, Vietnam and Indonesia has meant that the search for cost reduction has 
resulted in jobs switching out of more developed economies. For example, the produc-
tion of Dyson branded goods has moved out of the UK entirely. The ever present need to 
develop new products increases the cost. Particularly in scientifically and technologically 
complex industries such as cars, mobile phones and pharmaceuticals, the cost of R&D has 
risen disproportionally to other costs. Competition has driven firms to bring out prod-
ucts at more frequent intervals as product life cycles are shortened. The net result of these 
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developments is that most national markets are too small to achieve a return on invest-
ment and global markets and operations become a necessity. In Case 2.2 we examine how 
multinational companies both choose and move their registered location to obtain lower 
tax rates on their profits. Yip (2003) refers to all these developments as cost globalization.

Three general points can be made from our discussion of the causes of globalization:

1. While we distinguish between internal and external forces, there is significant overlap and 
causation between the two. For example, the growth of FDI is clearly a function of politi-
cal change and the liberalization of markets in such as Russia, Eastern Europe and China 
and reflects the expansion of global products with a convergence in consumer tastes. It 
also reflects an individual firm’s strategic response to both rising development costs and 
saturated home markets.

2. Some authors stress the importance of some factors over others. Scholte and Castells give 
prominence to ICT while Bartlett and Ghoshal emphasize the role of changing government 
regulations. Yip on the other hand emphasizes market change and costs.

3. Some of the drivers of globalization could be viewed as consequences. So, globalization is 
clearly a product of increased trade. However, increased trade is also a product of a glob-
ally linked economy.

We now turn our attention to examine the features of globalization by looking at economic 
and production aspects, incorporating the global market, global factory and global supply chain, 
before a detailed examination of the nature and structure of multinational corporations.

Which of the causes and drivers identified above do you consider the most influential and why?

REFLECTION POINT

GLOBAL MARKETS

Global markets have been created in a wide variety of consumer goods. The globalization of 
markets was referred to in a seminal article by Levitt (1983). He identified that a qualitative 
change had occurred in markets with the appearance of standardized global products. He 
argued that cultural difference was an overstated barrier and that many products had gone 
global. He cited jeans, pizzas and Chinese food among others as examples of national products 
that had gone global. However, the expansion of the global market was seen more in terms of 
electrical goods and automobiles. He argued that as products had become more technical and 
competition had increased, then the rising cost of product development could only be met by 
economies of scale, standardized global products and larger markets. He further argued that 
the global media and the reduced costs of communication and travel had created the demand 
for such products.

While Levitt’s argument is logical there are limits to the growth of standardized global prod-
ucts. There are political barriers in the form of import quotas and taxes and economic barriers in 
that some products may not be affordable in some countries. We know also that so-called global 
products are customized to satisfy local tastes, McDonalds being a prime example. While it can 
be argued that there are even greater pressures for cost reduction now than in 1983, organizations 
have developed a greater capacity for flexible manufacturing and product variation.
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The idea of the global product has been supported by global branding and global advertising 
campaigns and the growth in global retailers. Companies such as Zara, Apple and McDonalds 
can be seen in prime locations in major cities around the world. In addition to consumer goods, 
financial goods are also traded globally, including foreign exchange, shares and insurance. To 
meet the expansion of global trade in the financial sector, stock exchanges have emerged around 
the world. Flows of capital now account for the majority of cross-border transactions. Financial 
markets are linked and work together in real time. The availability of information across the 
world is instantaneous. Such networked financial markets have been held responsible for the 
crash that affected many Asian economies in 1997. The rapid economic growth of many Asian 
economies attracted considerable overseas investment. At the first hint of trouble, many of those 
investors withdrew. This was apparent to all in a networked information system and others fol-
lowed. Most recently, we have seen global markets emerge for communication and information 
products such as mobile phones alongside new forms of product, where profit is derived from 
telephone calls and obtaining information from the Internet.

Globally organized production
Globally organized production systems have been established to integrate production across 
many countries. Dicken (2015), while casting doubt on the truly global nature of globalization, 
acknowledges the extent of integration of production networks involving many firms in many 
different types of activity in different countries.

Cars, computers, clothing, footwear, tennis balls and many other products are now assembled 
using components from several countries. A company such as Nike sources trainers and other 
goods from low wage economies. In one example, Nike used South Korean firms located in 
Indonesia with components shipped from China, and the operation was financed by the Japanese.

Understanding of the processes involved in globally organized production depends upon our 
understanding of a number of related concepts. In this section we examine the global factory 
and the global supply chain. In the next section we look at multinationals and their role in the 
development of strategic alliances, joint ventures and outsourcing.

Global factory
The global factory encompasses the activities of a global firm, or a global network of firms, 
that organizes servicing production, distribution, marketing, design, branding and innova-
tion of a set of products and services. As will be seen, these products and services and their 
subcomponents, inputs and intellectual property may not be owned by a single firm at any 
one time but their component activities are controlled by a system described here as the 
global factory.

(Bartels, Buckley and Mariano, 2009, p. 1)

Typically in the global factory components are made by a number of different firms in differ-
ent locations around the world and then brought together at the stage of final assembly. This is 
sometimes referred to as the fine slicing of the production process and as a modular supply chain.

The process is illustrated by Friedman (2006). He bought a Dell Inspiron notebook computer 
and set about tracking down the origin of its parts. His findings are summarized in Table 2.1 and 
in Figure 2.1 and illustrate the concept of globally organized production.
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TABLE 2.1 Friedman’s Dell Notebook

Activity Place

Design Texas, USA and Taiwan
Assembly Malaysia

Component Place of origin

Hard drive US firm in Singapore or Japanese firm in Thailand
Microprocessor US firm in Costa Rica, Philippines, Malaysia or China
Power cord UK firm in India, Malaysia or China
Power adaptor Thailand
Battery US firm in Mexico or Malaysia
Graphics card China
CD/DVD drive Philippines
Memory Germany, South Korea, Japan or Taiwan
Motherboard Taiwan
Keyboard Japanese firm in China
Wireless card US firm in China or Malaysia
Modem China

LCD display from a factory in South Korea
(Samsung or LG Philips LCD), Japan (Toshiba
or Sharp), or Taiwan (Chi Mei Optoelectronics,
Hamstar Display, or AU Optronics)

Battery from a US-owned
factory in Malaysia
(Motorola), a Japanese-
owned factory in Mexico or
Malaysia or China (Sanyo), or
a South Korean or Taiwanese
factory (SDI or Simplo)

Cooling fan from a
factory in Taiwan (CCI
or Auras)

Modem from a
Taiwanese-owned
company in China
(Asustek or Liteon)
or a Chinese-owned
company in China
(Foxconn)

Hard disk drive from a US
owned factory in Singapore
(Seagate), a Japanese-owned
company in Thailand (Hitachi
or Fujitsu), or a Japanese-
owned factory in the
Philippines (Toshiba)

Motherboard from a Korean-
owned factory in China
(Samsung), a Taiwanese-owned
factory in China (Quanta), or a
Taiwanese-owned factory in
Taiwan (Compal or Wistron)

Keyboard from a
Japanese-owned
factory (Alps) or a
Taiwanese-owned
factory (Sunrex or
Darfon), all in China

Intel microprocessor from
Intel factory in China,
Malaysia, the Philippines,
or Costa Rica

Memory from a factory
in Japan (Elpida), South
Korea (Samsung),
Taiwan (Nanya), or
Germany (In�neon)

FIGURE 2.1 Example of a Dell Notebook

Source: Adapted from Friedman (2006).
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The illustration of the Dell notebook demonstrates some key features of the global factory. These 
features usually comprise the following:

1. An original equipment manufacturer (OEM) like Dell or Apple controls the design, devel-
opment, branding and marketing of the finished product.

2. The product is made by a number of manufacturers in different parts of the world. For 
many products these are selected on the basis of cost.

3. Some parts are made by multinational firms from advanced industrial economies operating 
in developing economies as wholly owned subsidiaries or joint ventures. Other parts are 
made by outsourcing them to contract manufacturers. The same part can be produced by 
a number of different suppliers, offering flexibility to maintain supply at all times.

4. The product is assembled in one or more countries using parts from a variety of countries. 
Assembly can be organized regionally, but this is not always the case. Friedman’s Dell 
computer was bought in the USA but assembled in Malaysia, even though at the time Dell 
had an assembly plant in the USA.

5. The process has led to the establishment of regional warehouses and distribution centres.

While there has been a shift away from multinationals using wholly owned subsidiaries to a 
greater involvement of joint ventures and contract manufacturers, the OEM retains significant 
control of the entire process. The OEM controls less tangible, high value activities such as design, 
marketing, branding and management skills and consequently makes it difficult for local firms to 
compete since these activities are more difficult to copy.

A global factory relates to the disaggregation of the production process across a number of different firms in 
different countries. This form of manufacture and even the production of services has become increasingly com-
mon and is generally driven by the need to reduce costs and enabled by changes in both production technology 
and communications.

KEY CONCEPT 2.2 THE GLOBAL FACTORY

The factors which have made the global factory possible are similar to those that have brought 
about globalization that we discussed earlier. With the global factory, the key factors are:

1. Technology change has enabled the mass production of standardized products to the same 
quality in any number of different locations. In this way the production process has been 
codified to make the manufacture of components possible in contractor firms that were not 
involved in the design and development of the original product.

2. Technology change in information and communications has made possible low cost global 
communications aiding both information flows and effective control.

3. Easy access to pools of cheap labour.
4. The introduction of cheaper means of transport through container shipping and cheaper flights.

A modular system of production is established in which the contract firms must be flexible enough 
to cope with changing demand and operate at a low enough cost to gain the contract (Bartels, 
Buckley and Mariano, 2009). The Dell production network is a good example of a cost driven 
process. The contract manufacturers and the multinational subsidiaries are located in developing 
countries with relatively low cost labour. This is not the case with the Boeing 787 Dreamliner 
(see Figure 2.2).
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FIGURE 2.2 Example of a Boeing 787 Dreamliner

Wing box: Mitsubishi Heavy Industries (Japan)
Wing ice protection: GKN Aerospace (UK)

Vertical Stabilizer: Boeing
Commercial Airplanes (USA)

Raked wing tips: Korean Airlines
Aerospace division (Korea)

Horizontal Stabilizer:
Alenia Aeronautica (Italy)

Aux. power unit: Hamilton
Sundstrand (USA)

Passenger doors:
Latécoére Aéroservices (France)

Cargo doors: Saab (Sweden)

Prepreg composites:
Toray (Japan)

Landing gear: Messier-Dowti (France)
Electric brakes: Messier-Bugatti (France)
Tyres: Bridgestone Tyres (Japan)

Final assembly: Boeing
Commercial Airplanes (USA)

Tools/Software: Dassault Systemes (France)
Navigation: Honeywell (USA)
Pilot control system: Rockwell Colins (USA)
Wiring: Safran (France)

Engine: GE Engines (USA)
Rolls Royce (UK)

Flight deck seats:
Ipeco (UK)

Escape slides: Air Cruisers (USA)

Forward fuselage:
Kawasaki Heavy Industries (Japan)
Spirit Aerosystems (USA)

Centre fuselage: Alenia Aeronautica (Italy)

Rear fuselage:
Boeing South Carolina (USA)

Lavatories:
Jamco (Japan)

Doors & windows:
Zodiac Aerospace (USA)
PPG Aerospace (USA)

Centre wing box:
Fuji Heavy Industries
(Japan)

Engines nacelles: Goodrich (USA)

Boeing developed the 787 Dreamliner as its new flagship passenger carrier and started to take 
orders in 2004. The production network involved 22 suppliers in the USA and 28 in other countries. 
Boeing was the designer and final assembler as well as the integrator of the production network. The 
great majority of the overseas suppliers were chosen for their technological skills and not on the basis 
of a supply of cheap labour. The project illustrates the difficulties of coordinating the global factory 
network. Customers such as the Japanese carrier ANA were promised delivery of the aircraft in 
2008. By 2009 the first test flight had not taken place and the plane was delivered in late 2011. Delay 
was due to a combination of factors involving problems in the manufacture of many components, 
problems at the assembly stage and at the aircraft testing stage. Post-delivery problems were discov-
ered with aspects of the fuselage manufacture, with the engine and with the hydraulic system. These 
problems continued throughout 2013 and on more than one occasion the aircraft was grounded.

The global factory concept extends to the service industry. Globally interlinked service provision 
operates in such areas as accounting (e.g. PricewaterhouseCoopers), and consulting (e.g.  McKinsey). 
Some of the administration for British Airways and Lufthansa is done in India. Some firms use 
accounting staff in offshore locations to chase bad debts when paying head office accounting staff 
to do this would not be cost-effective. Some hospitals in the USA and the UK use  radiographers in 
India to analyze scans.

Some of these examples see the global outsourcing of service work moving into skilled, high 
value added work. Yet many regard operating services in this way to be more difficult than manu-
facturing. The main reason is that most services require human interaction and are often customized 
to the needs of individual clients. This can make service work more expensive to operate and more 
difficult to outsource. As a result, service work in many organizations tends to be kept in house.
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Even with these difficulties there is plenty of evidence of the outsourcing of call centre work. 
Taylor et al. (2013) note an increase in call centre employment in India of 700 per cent 2002 to 
2009 and estimate revenues derived from international call centre work in India at over $26 bil-
lion. There are a number of reasons for this increase in outsourced call centre activity. Indian call 
centres operate at 10 per cent of the cost of those in the USA (Batt, Doellgast and Kwon, 2006); 
the transactions have been standardized in such a way that those interacting with customers have 
little discretion and follow tightly controlled scripts. This type of service work has therefore been 
codified as is the case in manufacturing; and developments in communications technology enable 
interaction with customers over great distances, which in the case of India is supported by a reliable 
telecommunications network. There does however remain a potential conflict between customer 
focus and cost efficiency (Taylor, 2010). This is partly resolved in that the majority of call centres 
in India deal with high volume, low discretion, simple transactions, while more complex customer 
focused work as in business to business transactions is retained in house (Taylor et al., 2013).

What do you consider to be the main problems and issues involved in managing a global production network?
Consider something you have bought. Do you think it was the product of a global production chain? If so, 

can you identify the origins of its component parts?

REFLECTION POINT

FIGURE 2.3 iPhone value chain
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Global value chains
The global value chain is closely associated with the concept of the global factory and represents 
the build up of value along a supply chain made up of a number of international partners. This 
has resulted in the vast increase in the international trade of components rather than of finished 
products. We examine the value chain again in relation to strategy in Chapter 8.

An examination of most global value chains reveals that different values and revenues are 
derived at different stages in the chain. A classic example of this process is offered by the iPhone 
(see Figure 2.3).
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We can see from the value chain of the iPhone that the key value added activities are kept in house 
by Apple and include R&D, design, branding and marketing. In our discussion of the global factory 
we saw how the OEM tends to keep these activities in house as a means of keeping control of the 
process and preventing competition from lower cost local suppliers. With the iPhone the more techni-
cally complex parts such as the touchscreen and chip design are subcontracted to companies in the 
UK or Germany. The least value added component is manufacture, the assembly of the parts, which 
is outsourced either to Taiwan or China, although most iPhones are now assembled in China. The 
assembly process represents only about 1 per cent of the cost of the iPhone. In this way the greatest 
potential for profit accumulation is retained by Apple. This is typical of many global supply chains and 
there is little wonder that its shape as seen in Figure 2.3 is sometimes referred to as the ‘smiley curve’.

Gereffi (1999) identifies two main types of global value chain. Producer driven chains coordi-
nate production across several companies as in the manufacture of computers and mobile phones 
illustrated in Table 2.1 and Figures 2.1 and 2.3. The original designer develops and controls 
key technologies and organizes the production and assembly of components across a number 
of subcontractor firms. Buyer driven chains are typically found in large retail operations and 
large clothing and footwear manufacturers. These companies establish chains, often in low wage 
economies, to provide low cost goods that are branded to represent the retailer or the clothing or 
footwear manufacturer. Nike is a good example of a buyer driven approach and buys relatively 
unsophisticated products from a range of low cost producers, which Nike then sells at a relatively 
high price on the strength of a global brand.

Later work by Gereffi, Humphrey and Sturgeon (2005) offer a further classification of global 
supply chains based on how they are governed. A broad distinction can be made between those 
governed by markets and those governed by hierarchies (a control system within the same firm). 
Within this they identify:

•	 modular chains involving a range of suppliers making components to the lead firm’s design 
typical of the electronics, automobile and computer industries

•	 captive chains exist where small supplies are dependent on powerful large buyers as often 
found in the fresh food industry or with such firms as Nike as it operated prior to 2000

•	 relational chains in which the lead firm and the suppliers build up a close relationship based 
on trust and the experience of working together. This is often seen as a desired model in many 
sectors whereby close coordination can create synergies and flexible operating systems that are 
mutually beneficial. Nike moved in this direction following criticisms of their captive approach.

However, with all chains the key issues are issues of coordination and control as we saw with 
the case of the Boeing 787 Dreamliner.

THE MULTINATIONAL CORPORATION

We have already noted that an important aspect of globalization has been the market dominance 
of the multinational corporation. In the last section we have seen its role in the operation of the 
global factory and the global supply chain. We have also noted a shift from the wholly owned 
overseas subsidiary to the use of outsourcing using contract manufacturers and service providers. 
In this section we will explore the characteristics and activities of MNCs. We also examine what 
some commentators see as the transformation of the traditional MNC into the transnational 
corporation (TNC). We then examine the characteristics of the relatively recent growth of inter-
national joint ventures and offshore outsourcing.
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Trade and finance have always been international and there are many interesting examples of 
early multinationals, e.g. the Hudson Bay Company and the Dutch East India Company. Kikko-
man, the Japanese company manufacturing soy sauce, established a factory in Denver, USA in 
the 1890s to supply the Chinese who were working on the expanding rail network. The British 
American Tobacco Corporation had established itself in China by 1914 and employed 25000 
Chinese workers by 1920. The company invested in cinemas and the film industry in China in the 
1920s, not only to sell cigarettes and tobacco at cinemas but also to feature cigarette smoking in 
its films to promote sales (these and many more examples can be found in Jones, 1996). It was 
not until the post-war period that the large US conglomerate with its divisional structure was 
attracted to expanding European markets. While Europe initially provided an open door to such 
investment, later protectionist policies, set up by the then European Economic Community (EEC), 
now the EU, accelerated the growth of US subsidiaries in Europe. Their location enabled them 
to trade as local businesses and gain the benefits of Europe-wide free trade agreements. Japanese 
firms have also invested in both Europe and the USA for the same reasons.

A multinational firm is one that operates and is managed from bases in a number of countries. Ownership of 
assets in a foreign country was considered a defining feature of the multinational. However, changes in the global 
economy involving the rapid expansion of global networks of supply and production involving wholly owned 
subsidiaries, joint ventures and outsourcing have focused the defining feature of the MNC in terms of the range 
of global activities over which the firm has influence. While small firms can and do operate multinationally, most 
multinationals are large corporations with diverse interests coordinated by a centrally planned global strategy. 
Multinational growth was originally associated with firms from the USA and Europe, although there has been a 
significant growth in multinational activity from firms in Asia, notably from Japan and more recently from China. 
Over 80 per cent of the world’s largest 500 MNCs originate from the USA, the EU or Japan.

KEY CONCEPT 2.3 THE MULTINATIONAL CORPORATION

Characteristics of the multinational corporation
There seems to be no agreed definition for a multinational corporation. The United Nations 
 Conference on Trade and Development (UNCTAD) publishes its transnationality index compris-
ing the unweighted average of three measures:

1. per cent foreign to total assets
2. per cent foreign to total sales
3. per cent foreign to total employment.

While the data produced by UNCTAD identifies the world’s largest multinational corporations 
it offers no guidance as to what level should be reached on each of the three measures before a 
company can be considered a multinational. We maintain that the characteristics of a multina-
tional company must include more than a simple engagement in a foreign country and involves:

•	 a headquarters and operations in one country and operations in one or more other countries

•	 FDI, implying both ownership and overseas operations

•	 control of a globally networked supply chain and systems of production

•	 a substantial management presence overseas

•	 some form of centrally planned global strategy

•	 the diffusion of management ideas and practices
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The significant expansion of coordinated activities as part of the global factory and the global 
supply chain, discussed earlier, has led to a revised definition of the multinational as:

A coordinated system or network of cross-border value generating activities, some of which 
are carried out within the hierarchy of the firm, and some of which are carried out through 
informal social ties or contractual relationships. Thus an MNE is not defined by the extent 
of the foreign production facilities it owns but by the sum total of its value creating activities 
over which it has significant influence.

(Cantwell, Dunning and Lundan, 2010, p. 569)

MNCs and the global economy
The multinational has influenced national economies in a variety of ways. Many multinational 
companies are very large indeed, controlling much of global production, global resources and 
global money flows. The past 25 years have seen a significant growth in the number and scope of 
multinationals. In 1990, around 35 000 multinationals could be identified. By 2001 that number 
had increased to 65 000 with around 850 000 affiliate companies between them (UNCTAD cited 
in Chandler and Mazlish, 2005). Between 1983 and 2001 the world gross domestic product (GDP) 
rose 173 per cent but the capital assets of the world’s biggest 50 firms rose 686 per cent (UNCTAD 
cited in Chandler and Mazlish, 2005). This growth in capital assets is a measure of the expansion 
of these firms. While some of that expansion is accounted for by growth in their country of origin, 
a greater part is due to the growth of FDI. We have already referred to this in our earlier section 
on the causes of globalization. It should be noted that although the largest growth in FDI has been 
experienced by multinationals in the developing countries (with much investment currently flow-
ing into China), by far the greatest amount of capital flow in terms of FDI is between countries 
in the developed economies as between the USA and Western Europe. The developed economies 
also possess the greatest amount of FDI stock, the total overseas capital assets of multinationals.

Table 2.2 shows that if we equate GDP with sales, then 10 of the largest 30 economic entities 
in 2015 are companies. Such data raise issues about the relative power of corporations and nation 
states and the impact that the former can have on the latter. While, in most cases, governments 
are accountable to their electorate, multinationals are accountable, if at all, to only their most 
powerful global shareholders.

In 2015 the world’s largest companies increased their representation in the world’s top 30 eco-
nomic entities based on revenues. Indeed if the list were extended then 69 of the top 100 positions 
are taken by corporations. This is due in part to a slowdown of the economies of the richest nation 
states but also it is an indication of the relative power in economic terms of the large corporations.

However, can we compare corporate revenues in terms of sales with national revenues in terms 
of taxes? Legrain (2002) sees such tables as highly misleading. He argues that nation states have 
far more power than individual companies, in that they can impose taxes, go to war and make 
laws which affect the lives of every citizen. (We examine the role of the state in more detail in the 
next chapter.) Nonetheless we could argue that the economic size of some of these companies 
gives them considerable political power.

Do you believe that firms can be as powerful as nation states? What arguments and evidence can you bring to 
support your position?

REFLECTION POINT
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TABLE 2.2 The world’s top 30 economic entities in 2015 by revenues in $US billion

Source: ‘Global Justice Now’ 2016.

USA 3251
China 2426
Germany 1525
Japan 1439
France 1253
UK 1101
Italy 876
Brazil 631
Canada 585
Walmart (USA) 482
Spain 474
Australia 426
Netherlands 337
State Grid (China) 330
China National Petroleum (China) 299
Sinopec Group (China) 294
Republic of Korea 291
Royal Dutch Shell (Netherlands/UK) 272
Mexico 260
Sweden 251
Exxon Mobil (USA) 246
VW (Germany) 237
Toyota (Japan) 237
India 236
Apple (USA) 234
Belgium 227
BP (UK) 226
Switzerland 222
Norway 220
Russia 216

Rationale for the development of MNCs
Many reasons have been put forward to explain why multinationals have emerged. Many of these 
factors operate together. For example, the growth of multinational activity in China, through 
joint ventures, is both a product of access to a potentially large market and to cheap labour. The 
following points identify the main reasons, some of which are linked to the drivers of globaliza-
tion discussed earlier in this chapter:

•	 Expansion overseas enables firms to protect themselves against the cyclical problems of 
national economies. The early expansion of US firms, such as Esso and General Motors, 
overseas was a product of a saturated home market and a recession.
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•	 The traditional motivation for multinational growth was associated with accessing raw 
materials. Through vertical integration and the acquisition of firms further down the 
 supply chain, key supplies could be secured for both domestic and overseas operations.

•	 The need for new markets was an imperative due to the growing investments in process and 
product technologies. The size of such investments meant that home markets were too small 
and overseas expansion was imperative to exploit economies of scale. Large markets are par-
ticularly attractive, hence the amount of FDI in the USA, the EU and more recently China.

•	 MNC expansion particularly through mergers, acquisitions and joint ventures was also 
seen as protection against competition. Such collaborations gave access to both expanded 
markets and economies of scale. Indeed, any expansion offers the potential for the exploi-
tation of economies of scale.

•	 A major motivation was the need to reduce costs. Locations were favoured that gave 
access not only to low cost materials, but also low cost labour, rents and low rates of 
 corporate taxation. The expansion of multinational manufacturers in China, Vietnam and 
Indonesia has been to transfer labour intensive activities to low cost labour markets. Part 
of the attractiveness of Singapore to overseas firms was the availability of government-
built factory shells, government rent subsidies and favourable tax rates.

•	 Overseas location is often motivated by the need to overcome import controls and  tariff 
barriers. Under EU law, firms operating within an EU country, irrespective of their  origin, 
are classed as an EU producer and therefore not subject to import restrictions. This resulted 
in large numbers of US and Japanese firms locating operations within the EU.

•	 The expansion of multinationals has been facilitated by changes in organizational structure 
to assist control. These have included such structural developments as the creation of divi-
sions and profit centres and by developments in transport and electronic communications.

An analysis of the above rationale reveals a combination of reactive and proactive explanations. 
In part MNEs are reacting to such factors as downturns and market saturation at home and being 
proactive by moving into growth markets and reducing costs by accessing low cost labour markets.

A theory of multinationals?
Many of the above reasons have been incorporated in attempts to develop a theory of multina-
tionals. Most of these theories have emerged since 1960, although some, notably economies of 
scale and scope and transaction cost theory, have their origins in much earlier work. However, 
in all cases the predictive capability of such ‘theories’ leaves much to be desired.

A simple explanation is based on economies of scale and economies of scope. The concept 
of economies of scale suggests that increased size of operation brings with it a reduction in unit 
costs. In other words, the larger a firm becomes, the cheaper it is to produce goods and services. 
This is due to a range of factors including benefits from increased specialization, the experience 
of staff and the ability of larger firms to borrow more money at favourable rates. A related 
concept, economies of scope, refers to reduced costs associated with a range of products. Such 
benefits may include the centralization and sharing of functions such as marketing, distribution 
and accounts, the opportunity to create a family of brands and the ability to cross-subsidize by 
transferring revenues across the firm. The size and scope of multinationals enables them to benefit 
from such advantages.
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The Uppsala School (see for example Johanson and Vahlne, 1977) based a theory largely on 
the basis of the development of Swedish firms such as Sandvik, Volvo and Atlas-Copco. They 
concluded that going multinational is generally an incremental process that begins with exporting 
and moves to establishing operations in another country. The choice of country is important and 
the most favourable locations are those with the greatest similarity to the country of origin in 
terms of culture, language and business practices. They refer to this as ‘psychic distance’. Firms 
move first to countries where they feel most comfortable and the greater the psychic distance the 
greater the barriers to expansion in that country. IKEA took several years to establish itself in 
Sweden before moving first into Norway and then to Denmark. Its rapid global expansion beyond 
Scandinavia only began a few years later.

Not all multinationals appear to follow this incremental sequence. Attention has been given 
in recent years to a group of companies that have been labelled as ‘born globals’. Such compa-
nies move rapidly into a wide range of foreign markets, Google being a prime example. Many, 
however, are relatively small high-tech companies such as Logitech that have developed leading 
edge products and/or operate in niche markets. The product is designed for the global market 
and the founders usually have international backgrounds with existing global networks in place.

The Eclectic Paradigm, probably the most comprehensive approach to theory to date was con-
ceived by John Dunning (1993). He argues that three factors are necessary to explain a company 
‘going multinational’. He took the approaches of three different attempts at theoretical explana-
tion and placed them together. The three factors he identifies are:

•	 Ownership factors. Dunning argues that to be successful in an overseas market, a multi-
national must possess certain advantages over local firms. Such advantages could include 
superior technology, superior brands, greater access to finance, superior forms of distribu-
tion and superior organization and management.

•	 Location factors. The reason to operate overseas may be due to any number of reasons 
that operate in the host country. These might include operating in that country to avoid 
import tariffs or to take advantage of cheap labour or low rates of taxation or the avail-
ability of specific resources.

•	 Internalization factors. This is based on the notion of transaction costs. These are the costs 
involved in doing business. For example, a firm wishing to do business in a foreign market 
may seek a partner in that country either as a manufacturer or distributor or both. There 
are potential problems in such a relationship. The partner in the host country will require 
some form of payment and their activities will need to be monitored and controlled. 
 Additional costs are incurred in drawing up contracts and other such legal fees. Further-
more, the firm wishing to expand in another country is often basing decisions on host 
country firms with limited information. How does it know it has selected the best partner 
possible? Risks may be involved in that the host country partner may acquire the intellec-
tual property of the expanding firm and emerge as a competitor. For some or all of these 
reasons firms that wish to expand in foreign markets may wish to apply greater controls 
and reduce risk by keeping all activities in house. This explains why many  multinationals 
expand by entering new markets by establishing their own operations on a greenfield 
site or by purchasing a firm and creating a wholly owned subsidiary. Williamson (1975) 
referred to this as a choice between markets and hierarchies. Dealing with the  marketplace 
is much less predictable than controlling operations within the same firm through an 
arrangement of subsidiary organizations (hierarchies).
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Dunning’s theory is comprehensive and widely quoted. However it is less a predictive theory 
than a combination of several theories to provide a comprehensive explanation. Moreover it fails 
to acknowledge the characteristics of the global factory that we discussed earlier. With the growth 
of outsourcing, internalization has less to do with the ownership of assets such as a subsidiary 
company and is increasingly related to the control of key activities such as design, development, 
branding and marketing which add most value and generate most of the revenue.

Which of the three factors – ownership, location and internalization – is the most persuasive in explaining the 
growth of the multinational firm?

REFLECTION POINT

From multinational to transnational
In the past 10 years or so, some writers have used the term TNC rather than MNC to reflect the 
changes brought about by globalization. Bartlett and Ghoshal (1995) and Bartlett and Beamish 
(2011) see the transnational as the latest culmination of changing strategic approaches focusing 
on the twin elements of cost and responsiveness.

The changing strategies are presented as a series of stages which Bartlett and Beamish identify 
as international, multidomestic, global and transnational mentalities.

The international mentality focuses on the export of products manufactured at home. Some of 
the marketing is local, as in the use of agents, but the product is hardly modified. Many companies 
operated in this way in the early stages of their development. Microsoft still operates in this way.

The multidomestic mentality sets up operations in one, but usually more, overseas countries 
and both produces and markets local products for local markets. There is usually considerable 
product variation. The car industry operated in this way for many years and many food and 
cosmetic companies still do. However, such a focus on local responsiveness can be costly, with 
duplication of R&D, marketing and other functions. In addition, several decentralized companies 
operating independently can create problems of coordination and control.

The global mentality is typified by increased competition and the expansion of operations. 
There is a focus on cost reduction, achieved through switching operations to low cost countries. 
Cost reduction is also achieved by product rationalization leading to economies of scale. Car firms 
switched from multidomestic to global operations as in the case of the European car industry. 
An integrative global strategy emerges that results in global products for global markets made at 
low cost in different locations, as in the case of firms producing microchips. Companies such as 
Coca-Cola and Sony are typical global companies.

The transnational mentality attempts to address the pressures of operating in a global econ-
omy. These were defined by Bartlett and Ghoshal (1995) as the need to be locally responsive; the 
need to be cost efficient and the demand for constant innovation to respond to changing markets 
and increased competition. The transnational therefore achieves both the local responsiveness of 
the multidomestic operation with the economies of scale and cost reduction of the global opera-
tion. The transnational company displays a number of features:

•	 Firms are neither centralized nor decentralized but gain competitive advantage from both 
the integration of global resources to achieve economies of scale and from flexibility 
and the capability to respond to local market needs. Cross-border operation becomes a 
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necessity for survival as high volume sales become essential to recover investment costs, 
particularly those associated with shorter product life cycles.

•	 The strategies move away from the focus on a single issue of market, supply or cost to 
embrace a mixture of motives. Low cost operation in cheap labour economies may be 
pursued for mass market goods, whereas accessing skill and know-how may be more sig-
nificant with more complex, high value added products. LG, the Korean electronics firm, 
uses South-East Asian locations for its mass market products, such as televisions and video 
recorders. The same firm uses its US operations, and the experience of its US subsidiaries 
to develop more advanced products. In another vein, high cost start-up operations in such 
countries as China can be offset by more profitable ventures elsewhere.

•	 Technology transfer and the diffusion of R&D across partner companies becomes impor-
tant. There is a broader exchange of ideas and core competencies and the focus becomes 
global learning and worldwide innovation.

•	 Transnational companies are associated with a corresponding growth in joint ventures 
and alliances. These enable the TNC to share costs, access new markets, pool expertise 
and knowledge. The strategic and structural issues are flexibility, responsiveness, innova-
tion, speed and integration. Different types of organization are created. Barriers are broken 
down vertically through the reduction in the layers of management and a reduction in the 
importance of hierarchies. Barriers are also broken down horizontally through the integra-
tion of suppliers and distributors.

•	 A transnational mentality emerges based around a corporate rather than a national culture.

There are some who question whether the transnational has emerged as defined in this way. 
In a study by Hu (1996), few examples were found of truly transnational companies. He argued 
that most so-called transnationals operate from a central base in their country of origin and 
they are, in most cases, owned, controlled and managed by home country nationals. He further 
argues that only bi-national firms, such as Shell and Unilever, can be considered truly global. This 
represents a cautious view, which may be challenged by the changes that have taken place in the 
automotive industry. Some European car companies, such as Renault and Ford have stakes in 
Japanese firms and, in the case of Renault, have placed a chief executive in charge of Nissan. Fiat 
have expanded their network into the USA through their acquisition of Chrysler. As we will see 
in Case 2.1,  Daimler-Benz have significantly expanded their presence in China through a series of 
joint ventures.

The growth of the global economy has resulted in many multinationals becoming truly international businesses 
with weakening ties with their original country of origin. Some writers have referred to such firms as TNCs. A trans-
national integrates global resources to achieve economies of scale which have the capability of responding to 
local markets. Flexibility, responsiveness and innovation replace control and cost as primary strategic objectives.

KEY CONCEPT 2.4 THE TRANSNATIONAL CORPORATION

As if in support of Hu’s point, many texts on international business refer to the concept of 
transnationality, but offer few examples, and in some cases none whatsoever. Bartlett and Beamish 
(2011) add to the confusion by claiming that the transnational firm is as much about a ‘mentality’ 
as it is about strategies and structures, a phenomenon that is difficult to observe. The US fast food 
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chain McDonald’s offers some of the features of the transnational company. It has an operat-
ing style that is extremely standardized, in terms of process, brand and franchise arrangements. 
However, it has product and marketing variations in response to local needs and preferences.

Can McDonald’s be called a transnational company? What other companies do you believe meet the require-
ments to be called transnational and why?

REFLECTION POINT

Throughout our discussion of multinationals we have made several references to both inter-
national joint ventures and to outsourcing. We now examine both these arrangements in a little 
more detail.

Strategic alliances and joint ventures
In all types of business, in most parts of the world, there is a long history of firms working 
together to achieve mutual advantages; however, the increase in alliances and joint ventures has 
been a phenomenon of the business world in the past 30 years. The phenomenon is a product of 
globalization accompanied by increased competition, the attractiveness of emerging markets in 
developing nations and, for advanced economies, declining growth rates and the increasing cost 
of home operations, particularly in terms of labour and R&D.

Strategic alliances and joint ventures are essentially strategic options, where there is some 
advantage in working in collaboration with another partner rather than going it alone or subcon-
tracting to an export agency or contract provider. Alliances and joint ventures may be a faster and 
more effective way for new market entry, a more cost-effective means of product development 
or distribution, or simply a means of survival. Alliances and joint ventures represent less radical 
forms of collaboration than are found in mergers or acquisitions. A merger or an acquisition 
may not be wanted by any of the parties or they might be too costly. In some cases the kind of 
ownership patterns involved in a merger or acquisition would be politically difficult, as was the 
situation, until recently, in India and as currently operates in China in certain sectors such as 
the automotive and energy industries. In general, joint ventures must add more value than either 
wholly owned subsidiaries or contract outsourcing.

The difference between a strategic alliance and a joint venture is usually the depth of the con-
tractual relationship. Joint ventures generally involve an element of shared ownership or involve 
fairly restrictive contractual obligations as with licensing and franchise agreements. In terms of 
ownership patterns a number of variations are possible:

•	 joint ownership with control by one party

•	 joint ownership with shared control

•	 majority/minority ownership with variations in control

•	 a third company owned and/or controlled by two or more other companies.

The final category is perhaps the most common form of joint venture, particularly between 
firms of different countries. When this happens it is called an international joint venture (IJV).

A strategic alliance occurs when two companies agree to cooperate on a specific venture or 
have an arrangement to share facilities. Contractual arrangements can and do exist, but generally 
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they are less restrictive than those found under licensing or franchise agreements and rarely 
involve shared ownership. In the manufacturing industry, a pattern is emerging where compa-
nies such as Daimler-Benz establish alliances with suppliers. At the main Mercedes factory, near 
Stuttgart, the supplier of tyres (Continental) has established operations next to the main assembly 
plant, and their production plans are tied in with those of Mercedes. In the airline industry a 
number of national carriers have joined together to form alliances. Two of the largest are the Star 
 Alliance which had 28 members in 2017, including Lufthansa, United and Singapore Airlines and 
the One World Alliance with 13 members in 2017 including British Airways, American Airlines 
and Cathay Pacific.

Alliances in the airline industry offer customers advantages in the form of single booking, 
ticketing and baggage handling across routes and airlines within the same alliance. For alliance 
partners, there are potential cost savings via shared ticketing, check-in facilities, baggage handling 
and customer interaction, with further savings possible in such areas as maintenance.

Joint ventures are forms of collaboration between firms to achieve specific strategic objectives such as tech-
nology transfer, new market entry or new product development. Joint ventures usually involve some element 
of shared ownership as in the case of two firms collaborating to establish a new company. Many joint ventures 
involve firms from different countries and these are sometimes referred to as international joint ventures or IJVs.

KEY CONCEPT 2.5 JOINT VENTURES

The remainder of this section will focus on joint ventures, although many of the issues raised 
are also applicable to strategic alliances.

Reasons for the growth of joint ventures
These can be identified as follows:

•	 Survival and growth in the face of increased global competition. In the automobile indus-
try the need for survival and growth has also caused competitors to work together on joint 
projects, as with Ford and Volkswagen creating a new people carrier, built through a joint 
venture in Portugal. Across all types of industry, a joint venture may be the only effective 
way for some small firms to compete and survive.

•	 Market growth and new market entry. A joint venture can extend product distribution 
networks into new areas. All partners may gain access to a bigger market. This is  especially 
true with IJVs. In some cases, a joint venture is a political necessity to gain entry into 
 certain markets, such as China. Despite this restriction being lifted following China’s 
 membership of the WTO, it is still a requirement in some types of industry, such as auto-
mobiles and is still a preferred mode of entry for many foreign firms. In India, until rela-
tively recently, foreign firms could only operate in a joint venture in the country where the 
Indian partner held the majority share. That restriction has now been lifted, reflecting the 
growing influence of globalization on joint venture activity and the need for more flexible 
arrangements. As a consequence there has been a corresponding growth in FDI in India.

•	 Technology transfer is a motivator behind many joint ventures, particularly for firms 
in transitional and emerging economies. In China, the key exchange in many IJVs  
between Chinese firms and those from the West or Japan is the transfer of technology to 
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the Chinese firm in return for market entry. This happened in the case of the joint venture 
between Chrysler and the Beijing Auto Works to manufacture the Jeep (see Case 2.1).

•	 Access to specific core competencies. An important strand in the development of the theory 
of strategic management is the belief that specific knowledge, skills and technology can be 
harnessed to differentiate a firm from its competitors and give it competitive advantage. 
This is referred to as a core competence and will be discussed further in Chapter 8 in our 
discussion of strategic issues. A core competence could reside in a specific area of knowl-
edge and expertise, a specific technology or operating system or even an effective system of 
customer care. Through joint ventures, a firm may acquire core competencies or exchange 
complementary core competencies to benefit both parties. In this way a specialist credit 
insurer may work together on a project with a specialist surety firm, each contributing 
their knowledge and skills.

•	 Synergy is where an outcome is achieved by an activity that is greater than the sum of its 
constituent parts. In a joint venture the pooling of knowledge, skills and technology may 
achieve such synergy. This is particularly important as many projects and even industries 
(such as biotechnology) are interdisciplinary by nature. Techniques can also be created, 
for example to reduce the time taken to develop new products, vital in an increasingly 
competitive market. Two different firms working together and pooling knowledge and 
resources can often create solutions that would not be possible in a wholly owned subsid-
iary. A MNE working with a local firm can gain market and local operating knowledge 
that would be difficult if they were working alone.

•	 Cost reduction is the aim of many joint ventures. Through the pooling of both market 
demand and resource supply, two or more firms can achieve economies of scale across 
global operations. In the case of some IJVs, high volume, low-tech work can be concen-
trated in low labour cost regions. Better deals can be struck through bulk purchasing from 
suppliers. Duplicated activities can be consolidated with a saving on labour, buildings costs 
and overheads.

•	 Reduced risk is achieved by sharing the risk between two or more partners. The develop-
ment of the Airbus is the result of a joint venture between the aerospace industries of the 
UK, France, Germany and Spain. The development of the project comprised high front 
end expenditure and difficult market entry so that the industry of no single country was 
prepared to accept the risk. IJVs can be a better way of dealing with uncertainty through 
the use of local knowledge, local networks and local political knowledge. This is especially 
true in countries that are less well developed economically.

•	 Increased control of the supply chain may be achieved by joint ventures between manu-
facturers of goods and services and their suppliers and distributors. In this way News 
 Corporation around the world operates together with a part-owned partner, TNT, to 
 distribute its newspapers.

•	 Create tailored local situations A firm operating internationally may gain distinctive 
 competence through partnership with a local firm to offer specific goods and services to 
meet the needs of local markets, to work more effectively with local labour or to increase 
market share through knowledge of the market.

In most joint ventures it is not one factor that predominates but a combination of the above. 
In the case of Airbus Industry, the collaboration between the UK, France and Germany which 
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started in 1970, a number of factors were at work. A joint venture reduced entry costs for the 
companies involved in a notoriously expensive business. The partners were supported by their 
respective governments, initially in a move to compete on a global scale with US firms, Boeing 
and McDonnell Douglas. In addition, there was a clear demand from European airlines for a new 
type of medium-range carrier (Lyons, 1991).

However, many commentators believe that the rationale for joint ventures has changed. In 
the 1970s and 1980s the main motivation was one of control – of markets, resources, the sup-
ply chain and even forming alliances with competitors to discover and head off their initiatives. 
The model that developed in transitional and emerging markets was for a multinational from 
an advanced economy to form a joint venture with a local firm and gain market entry in return 
for limited technology transfer. In this way, Chrysler formed a partnership with the Beijing Auto 
Works to create the Beijing Jeep Corporation. Through the joint venture, Chrysler gained entry 
to the Chinese market but carefully controlled the extent of the technology transfer. The type of 
Jeep built in China was an older model no longer made in the USA.

While this type of relationship continues to exist, there emerged in the 1990s a new rationale. 
Control and competition were replaced by collaboration. This was sought with customers, sup-
pliers, governments and even competitors as part of the development of global strategies.

Problems and issues with joint ventures
Case 2.1 illustrates many of the issues involved in a joint venture between an established western 
firm and a firm from a less developed but changing economy. Such economies are often referred 
to as transitional, a concept we deal with in Chapter 3.

CASE 2.1 FROM JEEP TO MERCEDES: THE STORY OF A CHINESE JOINT VENTURE

This case examines an IJV in China between a west-
ern multinational and a local Chinese partner. Part 
One charts the development of the joint venture, in 
particular the early days with a US partner (AMC and 
then Chrysler) and focuses on the motives, problems 
and issues encountered, many of which are typical 
of many IJVs. Part Two examines the changes that 
occurred when Chrysler merged with Daimler-Benz 
and was then demerged a few years later. The original 
IJV was set up to produce the US-designed Jeep. Pro-
duction was stopped on the Jeep in 2006 as Daimler-
Benz assumed total control and the IJV then focused 
entirely on the production of Mercedes vehicles.

Part One: 1983–2006

The Beijing Jeep Corporation was established in 
1983 as a joint venture between American Motors 
Corporation (AMC), manufacturers of the Jeep, and 
the Beijing Auto Works, with AMC owning 31 per cent 
and Beijing owning 69 per cent. The intention was 
that AMC would be allowed to purchase more equity 
with profit from the operation. Production of the Jeep 

began in 1984 and joined the existing production 
of the Russian designed four-wheel drive BJ2020, 
the first of its kind in China, but a vehicle far less 
sophisticated and less reliable than the Jeep. The 
focus in the early years was on the production of 
military and government vehicles. The original joint 
venture between BAIC and AMC established a third, 
independent company, the Beijing Jeep Corporation 
(BJC). The original agreement was for 20 years with 
the option to renew if both parties and the Chinese 
government were agreeable.

AMC was one of the smaller motor manufacturers 
in the USA and the company was bought by Chrys-
ler, the third largest US producer, in 1987. By 1998, 
Beijing Auto Works had become Beijing Automotive 
Industry Holding Company Ltd (BAIC). In the same 
year Chrysler merged with Daimler-Benz to form 
Daimler-Chrysler. Responsibility for the joint venture 
in the West therefore passed from AMC to Chrysler 
to Daimler-Chrysler within a 15-year period. During 
that period the Chinese government had taken steps 
to liberalize its economy and give more freedom for 
decision making to individual managers. By 1998, the 
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stake of Daimler-Chrysler in Beijing Jeep had risen 
to 42.4 per cent, the Chinese holding 57.2 per cent. 
In 2005, the name of Beijing Jeep was changed to 
Beijing-Benz Daimler-Chrysler Automotive Company 
Ltd, and ownership was split 50–50 between Daimler-
Chrysler and the Chinese.

BAIC reported directly to the Beijing municipal 
government and was a typical state owned Chinese 
company, whose production output was a function 
of targets set by a centrally planned economy. BAIC 
was originally established in the 1950s with backing 
from the former USSR.

The original benefits to AMC passed on to Chrys-
ler were many. The financial risk involved was mini-
mal. The initial investment was low and, in any case, 
the Beijing municipal government contracted to pay 
this back as share dividend. Moreover, the Ameri-
cans would be allowed to increase their stake if the 
company was profitable. A further financial gain for 
AMC/Chrysler came through the sale of kit versions 
of the Jeep and parts. AMC/Chrysler sold these to 
the Chinese joint venture at a profit. AMC/Chrysler 
therefore benefited both from the sale of the Jeep 
made by BJC and through the sale of the parts to 
BJC. Since a joint venture was the only route into 
the Chinese market (and still is in the automotive 
industry), AMC/Chrysler gained entry to an emerg-
ing market with considerable potential, particularly 
for the sales of four wheel drive vehicles. AMC and 
Chrysler were keen to control the extent of technol-
ogy transfer to the new company. The model to be 
produced in China was an older version of that being 
produced in the USA. AMC/Chrysler were therefore 
doing what many had done before them, notably Fiat 
in the USSR. They were extending the product life 
cycle of an older product and its parts through its 
manufacture in an emerging economy. BJC would 
therefore offer no competition in export markets and 
AMC/Chrysler were not handing over state of the art 
technology to the Chinese. An additional benefit to 
AMC/Chrysler was learning more about the Chinese 
market and about joint ventures generally.

There were a number of benefits for BAIC and for 
the Chinese economy in general. They were gain-
ing access to western technology not just in terms 
of product but in terms of manufacturing processes 
as well. They were gaining a vehicle with a global 
brand and reputation. AMC/Chrysler was contracted 
to assist BAIC set up a local R&D centre. The knowl-
edge gained from the West and from R&D could be 

disseminated to other industries. As well as technol-
ogy transfer, the Chinese were also gaining knowl-
edge of management practices and techniques. The 
Jeep as a global brand would have export potential, 
with an initial focus on other emerging economies, 
and the promise of hard currency earnings for the Chi-
nese. Although initially reliant on kits and parts from 
the USA, the intention was to shift the emphasis to 
local suppliers. The joint venture was therefore impor-
tant in the development of the local supply chain, 
involving both suppliers and distributors, to the benefit 
of Chinese industry generally. In general, the joint ven-
ture was part of the wider process in China of learning 
more about the West and its business methods. It also 
offered the promise of expansion and job creation.

From the early days of the joint venture in the 
1980s there were several problems.

State bureaucracy. Although BJC was set up as 
an autonomous company it was soon clear to AMC/
Chrysler that the hand of central planning by the Chi-
nese was evident in everything the company did. In 
the early days, BJC was seen by the Chinese gov-
ernment more as a means of controlling the flow of 
foreign exchange than as the potential for a manu-
facturing company. AMC/Chrysler managers were 
frustrated by the politics and bureaucracy of doing 
business in China.

Accounting systems. BJC operated with Soviet 
style accounting systems that provided vital informa-
tion to a centrally planned economy. However, these 
were inadequate for the management of a joint ven-
ture with accountability needed in the USA. There 
were no cash flow statements, budget forecasts or 
cost accounting information, all essential parts of a 
USA accounting system.

Localization. The initial plan was that 80 per cent 
of the Jeep would be manufactured locally by the 
end of 1990. Only half of that target was achieved, 
the main problems being delivery times and quality. 
For example, there was a high initial investment in 
press shop machinery, which stamped out the body 
shapes. However, this was dependent on using high 
quality steel, which none of the local suppliers was 
able to deliver. The machinery lay idle until imported 
steel from Japan was used.

After sales. Income derived from servicing vehi-
cles and parts sales make a greater contribution to 
the profit margins of most major vehicle manufac-
turers than the sales of new vehicles. This was not 
the case at that time in China. Chinese companies 
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were preoccupied with meeting production targets 
and after sales customer care was not a consider-
ation. Moreover, as a manufacturer of four wheel drive 
vehicles, the majority of early sales were to the state. 
State employees traditionally had little interest in 
maintenance. If something needed to be fixed it was 
just as easy to order a replacement vehicle.

Human resource issues. The initial joint venture 
employed more than 4000 Chinese and six expatriate 
workers from the USA. There were problems of labour 
discipline. Productivity at BJC was only 65 per cent 
of that at the Chrysler Jeep plant in Ohio. As China 
had a full employment policy, there was a reluctance 
to dismiss poor performers. Also, there were prob-
lems involving the expatriate workers. They were paid 
much more than their Chinese counterparts, which 
caused some resentment. Of the first 25 expatriates 
sent by AMC/Chrysler, only one spoke Mandarin 
Chinese and only three completed their full tour of 
duty. Many expats complained about living condi-
tions in China and all considered it a hard posting. 
There were differences of cultural perception based 
on the concept of age. The first USA workers were 
fairly young and China was seen as an important 
part of their management development. The fact 
that they were young disappointed the Chinese, who 
equate youth with inexperience. As a result, Chrysler 
changed its policy and sent older managers close to 
retirement age. The Chinese preferred this, assuming 
that as they were older they had more experience 
and status. The policy also served to revitalize the 
careers of some Chrysler managers.

Sales and profits. Between 1984 and 1996 over 
half a million vehicles were built by BJC. During that 
period sales increased annually by an average 29 
per cent and profit by an average 7 per cent. In 1996, 
BJC was ranked third among the top 500 foreign-
invested companies in China, and the company 
received several honours both locally and nationally. 
However, from a record production of 80 000 Jeeps 
in 1995, only 30 000 were made in 1998. Between 
1998 and 2002 the company suffered heavy losses.

When Daimler came on the scene in 1998 it inher-
ited a company with an ageing plant that produced 
two outdated models. These were the Jeep Super 
Cherokee and the BJ2020, which was still essen-
tially based around 40 year old Soviet technology. 
BJC had problems competing with new entrants to 
the four wheel drive market in China, notably Volk-
swagen and General Motors, with the Japanese not 

far behind. All offered newer models than the Jeep, 
with state of the art technology, greater comfort and 
added features at competitive prices. Profits at BJC 
had disappeared and the company was inefficient 
even by Chinese standards. For example, while BJC 
was building 5 vehicles per employee per year, the 
VW plant at Shanghai was building 24. The labour 
force at BJC, which had risen to 8000 when produc-
tion was soaring, had been cut back to 4000 and 
by 2003 was only 3200. Daimler still considered BJC 
to be over staffed. Daimler-Chrysler was therefore 
faced with a dilemma. The contract was available for 
renewal in 2003. The company could be used as a 
platform for the introduction of the Mercedes range 
but massive investment would be required, and some 
commentators predicted that BJC would be sold off.

Daimler-Chrysler itself was facing financial prob-
lems relating to the merger and to the sluggish per-
formance of Chrysler cars in the USA. In 2001 the 
company had announced 20 per cent job losses 
and the closure of six plants. Beijing, however, was 
relatively unscathed, benefitting in part from the 
switch in the locus of control from the USA to Beijing, 
now officially the North-East Asia headquarters of 
Daimler-Chrysler.

Daimler-Chrysler chose to invest, with a large 
capital injection in plant, the introduction of advanced 
technology and establishing a new management 
team. The investment amounted to some US$226 mil-
lion. In 2001, cooperation between Daimler-Chrysler 
and BAIC was extended for 30 years until 2033 and it 
announced that the flagship model of the range, the 
Grand Cherokee, was to be built in Beijing. By 2003, 
the company was making three types of Jeep, the 
Grand Cherokee, the Super Cherokee and the Jeep 
250. In addition, the BJ2020 was re-branded as the 
City Cruiser. Daimler-Chrysler pledged to introduce 
a new model every year and planned to assist BJC 
extend its sales and service network from 11 provinces 
in 2001 to cover all 23 provinces in China. By 2003 the 
company was back to profit of about US$24 million.

By 2005, the company had built two new plants, 
one to make the Jeep and other sport utility vehicles 
(SUVs), and the second to concentrate on Mercedes 
and Chrysler saloon cars. It had dropped the City 
Cruiser but produced a version as a military vehicle. 
The company made the Grand and Super Cherokee 
but the Jeep 250 became a version of the Cherokee 
made entirely from local parts. The company had also 
branched out into the manufacture of other SUVs, 
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producing Mitsubishi Pajero Sport and  Mitsubishi 
Outlander. At the time, Mitsubishi was 37 per cent 
owned by Daimler-Chrysler (although Daimler- 
Chrysler was soon to sell its shares). A step forward 
was the production of Mercedes Benz E class cars 
and the Chrysler 300C, a large saloon using Mer-
cedes technology. Plans were made to build the 
Mercedes C Class and the Chrysler Sebring. The 
manufacture of Mercedes cars especially offered 
the company much greater profit potential than the 
Jeep alone. The company also licensed the manufac-
ture of small vans to Fuzhou in China and to Taiwan. 
A significant development was that Daimler-Chrysler 
became the first company in China to offer financing 
for both passenger and commercial vehicles.

Part Two: 2006–2013

Jeep production was halted in 2006 just before the 
demerger of Chrysler and Daimler-Benz. In May 2007, 
Daimler-Chrysler announced the sale of 80.1 per cent 
of Chrysler US to the private equity investment com-
pany Cerberus (the remaining 19.9 per cent was sold 
by Daimler in 2009). The value of Chrysler at the time 
of the 1998 merger was US$36 billion. The sale in 
2007 was worth US$7.4 billion. This was accompa-
nied by the withdrawal from Mitsubishi. The Jeep was 
still available in China but only as a US import. With 
an increase in price to incorporate import tariffs, by 
2012 sales had fallen to 46 000.

Daimler-Benz kept the plant and became the sole 
foreign partner with 50 per cent equity in the newly 
named IJV, Beijing Benz Automotive Ltd (BBAC). The 
company was originally registered in 2005. BBAC 
produced Mercedes C Class, E Class cars and GLK 
Class SUVs. Plans were drawn up to expand facili-
ties to build Mercedes compact cars, establish a new 
engine plant in 2013 and set up a new R&D centre 
both for vehicle testing and for joint development 
of components with suppliers. At the beginning of 
2013 BBAC employed over 9000 people. The 2012 
performance gave Daimler some concern as sales 
had fallen by 11 per cent and revenues by 2.8 per 
cent from the previous year. This was at a time when 
the Chinese market in car sales had been growing at 
around 10 per cent per year. The company appointed 
a new chief executive to oversee its China operations.

In 2013 sales had improved and not including 
Hong Kong, 228 000 vehicles were sold in China. 
The Chinese market became the third largest for 

Daimler-Benz behind Germany and the USA and cur-
rently one in six of all Mercedes cars sold worldwide 
are sold in China. Sales forecasts for 2015 were for 
300 000 vehicles. Seventy-five new dealer outlets were 
added in 2013 making 300 in all, covering 150 cities. 
The company sees China as crucial in establishing 
itself as the leading brand in the luxury car market.

Daimler-Benz involvement in China is coordinated 
by Daimler Greater China Ltd (DGRC), established 
in 2001 in Beijing and responsible for all activities in 
China, Hong Kong, Macau and Taiwan. The activities 
now include the manufacture of cars, vans, trucks 
and buses; a finance company dealing with financing 
purchase and leasing; R&D; and a spare parts com-
pany. DRGC is involved in a number of joint ventures 
(most 50–50 equity with BAIC). These include:

Beijing Benz Automotive Ltd (Established in 2005 
for Mercedes cars and SUVs)

Fujian Benz Automotive Limited (Established in 
2007 for Mercedes vans)

Beijing Foton Daimler Automotive Co Ltd (Estab-
lished in 2011 for medium and heavy duty trucks 
and to locate a new engine plant)

Shenzen BYD New Technology Co Ltd (Estab-
lished in 2011 to develop electric vehicles under 
the Denza brand).

Daimler-Benz in shifting its focus towards the manu-
facture of electric cars has planned five battery pack 
assembly plants to open in 2019, three to be located 
in Germany, one in the USA and one in China. In 2017 
the company announced a US$755 million invest-
ment in China, together with BAIC, as part of a global 
initiative to produce an electric version of every Mer-
cedes model by 2022. China has been selected as a 
key market because of the high number of large cities 
and to coincide with the Chinese government policy 
to replace conventional fuel driven cars as part of the 
drive against pollution. The first electric car planned 
by Daimler-Benz for China is the EQC, a battery pow-
ered crossover SUV.

Chrysler and the Jeep

Chrysler was declared bankrupt in 2009 and like 
the other US car giant General Motors the company 
effectively came under the ownership for a time of the 
US and Canadian Governments and by the Union of 
Auto Workers (to protect the healthcare provision of 
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current and past employees). The company has since 
been acquired by Fiat, the Italian car manufacturer, 
initially as the majority shareholder with the remaining 
41 per cent shares taken up in 2014. A joint venture 
was formed to produce the Jeep in China with Fiat’s 
existing Chinese partner the Guanzhou Automobile 
Group. Some 9 years after Jeep production was halted 
in China a version of the Jeep Cherokee was produced 
by the joint venture in 2015 at its Chansha plant, fol-
lowed by the Jeep Renegade in Guanzhou a year later. 
This was part of a new global strategy to double Jeep 
production and sales around the world by manufactur-
ing in the USA, Italy, China, Brazil and India.

Questions

1 What were the main reasons for the joint venture 
between AMC/Chrysler and BAIC, formerly the 
 Beijing Auto Works? What benefits were to be 
gained by both parties?

2 What were the early problems and issues 
encountered by this joint venture?

3 Assess the dilemma facing Daimler-Chrysler in 
1998. Was the company justified in its decision 
to invest?

4 Assess the motives of Daimler-Benz since 2001.

CASE 2.1 (Continued )

A generic approach to evaluating joint ventures has been developed by Medcof (1997). He 
uses the model of the ‘4 Cs’ based on the concepts of capability, compatibility, commitment and 
control. These and other issues are dealt with below:

•	 Many joint ventures create organizational complexities, which can increase costs. Project teams 
and coordinating committees have to be set up. Staff have to be seconded from their regular 
roles and much time can be taken up in meetings and travelling. The chief executives of Renault 
and Volvo believed that a merger would be cheaper than a joint venture in the long term as it 
would cut out most of the joint committees and cut down on the number of meetings.

•	 The success of any joint venture is dependent upon a strategic fit between the parties con-
cerned. Joint ventures are likely to be more successful where the partner firms offer comple-
mentary core competencies. For many years Renault and Volvo were engaged in a joint venture 
built on joint technical development and shared distribution. The joint venture was a success, 
largely because Volvo was strong in large cars, Renault in small ones; Volvo was strong in 
North America, while Renault had a larger market share in South America. Capability is con-
cerned with what each of the parties brings to the joint venture and is about the expectations 
each has of the other. In the case of General Motors and Daewoo in South Korea, GM manag-
ers felt that the alliance was weakened by the Koreans’ lack of concern for quality. In the BJC, 
there were numerous delays due to the inability of local suppliers to produce on time and to 
the required quality. The service and spare parts industry was relatively undeveloped in China. 
Chrysler officials accused the Chinese of poor labour discipline and low productivity, while 
Chrysler managers, with one exception, were unable to speak Mandarin Chinese.

•	 Problems of compatibility arise in working together and often do not emerge until the 
implementation phase. Such problems can arise as a result of differences in culture, man-
agement style and personality and in administrative and accounting procedures. A major 
difficulty in establishing joint ventures between universities, involving the exchange of 
students, occurs around differences in teaching style, differences in the academic calendar 
and different requirements for assessment. With Beijing Jeep there were problems arising 
from differences between the US and Chinese accounting systems, and the high pay of the 

Sources: Aiello (1991); a variety of media and internet sources 2004–2018.
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Americans compared with the local managers became a source of resentment for the locals. 
The biggest problem for Chrysler, however, lay in its frustrations arising from the highly 
political nature of doing business in China, such as dealing with a cumbersome bureau-
cracy and having to accept local suppliers recommended by local government.

•	 Commitment is the extent to which the partners are willing to continue to invest resources 
and effort, more especially when problems arise either in fulfilling expected objectives or 
between the partners themselves. Many alliances fail through a lack of staying power.

•	 A number of problems can arise out of issues of control. In a study of Japanese joint ven-
tures with US companies, Lei (1989) found that almost invariably the Japanese company 
was the dominant partner and there was a widespread fear (sometimes well founded but 
sometimes not) that Japanese firms would take over the critical skills of the US partner and 
give little in return. One of the reasons for failure in the Renault–Volvo collaboration was 
the belief among the Swedes that French management and strategies would predominate 
in the new company. Control becomes even more of an issue when joint ventures involve 
more than two partners. The collapse in 2009 of the joint venture between the French 
company, Danone and the Chinese soft drinks producer, Wahaha, was a classic failure of 
both control and commitment. Wahaha brought to the joint venture a well-known Chinese 
brand, but then used the brand in several of its other companies when Danone believed the 
brand would only be used in the joint venture. There was clear mistrust and a lack of com-
mitment on both sides (Zhang and Van Deusen, 2010).

There is also the problem of measuring performance outcomes. Brouthers et al. (1997) argue 
that this is far from simple, since it depends on the rationale behind the joint venture. For example, 
financial criteria alone would be inappropriate if the reason for the joint venture was either technol-
ogy transfer or expanding market share. They cite the case of the alliance between the airlines KLM 
(Holland) and Northwest (USA). The alliance would appear to be successful on financial grounds, 
yet initially the senior managers encountered difficulties in working together. Although it is a broad 
generalization, several studies have commented that the primary motivation of western companies 
in joint ventures is cost reduction, while that of eastern companies lies in knowledge acquisition. 
The evidence on performance is very mixed. Successful alliances have been shown to outperform 
single businesses (Medcof, 1997), but against this there are many failed joint ventures and alliances. 
From the above points it can also be seen that attention to such issues as strategic fit, compatibility, 
capability, commitment and control will do much to ensure the success of a joint venture. It is for 
this reason that many writers focus on the importance of careful analysis in partner selection.

What are the specific advantages and disadvantages for the different parties in a joint venture in a transitional 
economy between a local company and an established multinational from a developed economy?

REFLECTION POINT

Outsourcing and offshoring
In our discussions of the global factory, global supply chain and in our section on multinationals 
we have made several references to the growth of outsourcing. When discussing this in relation 
to developments in the global economy, we speak of offshore outsourcing. The terms offshoring 
and outsourcing frequently get confused.
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Outsourcing involves getting another company to carry out part of the process. It is a contrac-
tual and therefore a market relationship. In manufacturing, another company is often contracted 
to provide components or even large parts of the finished product. This is common in the auto-
motive, computer and clothing and footwear industries. Many firms outsource the provision and 
maintenance of their IT needs or get another firm to handle their payroll. In many universities 
the catering and cleaning functions are outsourced to private firms. Much of the outsourcing is 
done by firms within the same country.

Offshoring involves moving a process to another country. In many multinationals, the process 
is performed by a unit in the same firm that is located overseas and therefore is not a form of out-
sourcing. This involves equity in another country and is a relationship based on ‘hierarchy’, i.e. all 
the controls are within the same firm. However, where a firm not only locates an activity in another 
country but contracts this activity to another firm, it is referred to as offshore outsourcing.

Initially, such activities involved relatively low skilled operations in manufacturing industry. 
Two developments have occurred. The range of activities has expanded to include the service 
sector and high-skilled work. For example, Hill (2007) cites the Bank of America moving IT work 
to India, the Massachusetts General Hospital in the USA outsourcing the interpretation of CT 
scans to radiographers, also in India, and the consulting firm Accenture moving thousands of IT 
jobs to the Philippines and India.

Both offshoring and offshore outsourcing have attracted a great deal of interest and generated 
considerable debate. We will examine this debate in terms of the assumed benefits and problems. 
Such benefits and problems apply both to firms and the countries in which they are located. The 
home firm and country refers to the original location of the multinational. The host firm and 
country refers to the firm and country to which the activity has been transferred.

Assumed benefits of offshoring and offshore outsourcing The benefits for the home firm and 
country are listed below. Not all these benefits are accepted by everyone and they should be 
viewed alongside the section on problems and issues which offers an alternative perspective:

•	 Operations tend to be moved to countries where labour costs are substantially lower. 
This applies to higher skilled jobs as well. Such cost savings can be reinvested at home. 
For example, a US company relocating its call centre to India can reduce its labour cost by 
90 per cent (Batt, Doellgast and Kwon, 2006).

•	 The displaced workforce can move to jobs of higher value. This is good for both the employee, 
through higher wages and the economy, through improved GDP. Farrell (2005), while support-
ing this claim, identifies greater difficulty in less flexible labour markets such as Germany.

•	 Consumers gain through cheaper goods and services.

•	 The market for home country products is increased. For example, IT firms in India work-
ing for US companies will buy US computers and related equipment.

•	 Firms overseas in lower cost economies can offer round the clock working at much 
cheaper shift rates.

•	 Firms can make use of time zone differences. This has enabled many USA firms to use 
Indian-based software engineers to service their computer systems via remote access when 
they are not being used.

The benefits for the host country include:

•	 the creation of new jobs with higher wages

•	 increased GDP through export sales

Copyright 2019 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



THE MULTINATIONAL CORPORATION 43

•	 the development of local economies through the establishment of local supply chains and 
increased purchasing power of local workers.

However, many of these benefits have been questioned and offshoring and offshore outsourc-
ing raise a number of problems and issues. As before, we can identify these for both the home 
and the host countries.

Assumed problems associated with offshoring and offshore outsourcing
The problems and issues focusing on the home country include:

•	 Moving operations offshore can create unemployment at home. Not all displaced workers 
find jobs (estimates range from 30–40 per cent of those displaced).

•	 Evidence suggests that those who find work do not move to jobs with enhanced skills and 
pay but rather move to lower paid work. Levy (2005) estimates as many as 80 per cent 
move to jobs with lower pay.

•	 Levy also argues that the home beneficiaries are limited to the shareholders of the lead 
company.

•	 Offshore outsourcing carries the additional risk of lower quality products and lower stan-
dards because of lack of training and effective controls by the home firm.

•	 There may be the risk that by transferring technology and know-how, this can be copied 
and the firm in the host country emerges as a competitor, with some advantages in its own 
market.

•	 The argument that offshoring creates income for the home country in the form of goods 
purchased is also challenged. Many branded goods from home country firms are themselves 
produced by offshore outsourcing and not all the revenues flow back to the home country.

The problems and issues focusing on the host country include:

•	 Smaller local firms in the host country can be forced out of business by the financial and 
market power of large multinationals operating in that host country. An advantage of 
 multinationals lies in their ability to manage complex offshore networks.

•	 While employees at some host country firms benefit through higher wages, those working 
for second and third tier suppliers may be worse off as leading firms drive harder bargains 
to gain greater rewards.

•	 The major gains are made by the owners of lead firms in the supply chain in the host coun-
tries rather than the employees. Wages may be kept at low levels to maintain profits.

Many of the problems are summed up by Levy. He argues that many brands, especially in the 
footwear and clothing industries, are built upon relatively unsophisticated products. The power 
of the brand enables such firms to charge premium prices yet hold down costs by paying relatively 
low wages for relatively unskilled work.

However, there has been both research and press coverage of the trend of re-shoring or back-
shoring as it is sometimes called. This involves moving operations that have been offshored back 
to the home country. A study of 1663 German firms by Kinkel and Malocca (2009) found that 
20 per cent of the companies in the survey had moved their operations back to Germany citing the 
main reasons as problems with both quality and flexibility. The Financial Times (2014) published 
an article citing a number of British firms that had re-shored their operations. The luggage maker 
Antler had brought its manufacturing back from China citing cost as the main reason. Clothes 
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retailers Marks & Spencer and Jaeger had done the same. The UK government estimated around 
14 per cent of the offshore operations of UK firms had been re-shored back in the UK. The main 
reasons given by UK firms involved problems relating to quality, flexibility, increased shipping 
costs, rising wages and international money transfers.

Re-shoring has also been a theme at the last three US Presidential elections and one significantly 
used by Trump in his 2016 campaign. Even before that campaign, companies such as Caterpillar, 
Ford and General Electric had brought jobs back into the USA citing similar reasons to those 
of the UK firms. Rising labour costs in offshore locations has been a regular theme. As wages 
have risen steeply in countries such as China, India and Thailand, wages in the USA and parts 
of Europe have been static and the labour cost factor has been seen to be much less important 
as a reason for offshoring. Overall however this is less of reversal of the overall trend towards 
offshoring and more an indication of the increasing complexity of the process.

What conclusions do you draw from the advantages and disadvantages of offshoring and offshore outsourcing 
identified above?

REFLECTION POINT

POLITICAL ASPECTS OF GLOBALIZATION

Since the end of the Second World War a large number of supranational and regional organiza-
tions have been formed. Some, like the North Atlantic Treaty Organization (NATO), have defence 
as their primary concern. The EU was formed with the objective of uniting European countries in 
free market trade, thus avoiding the divisions that occurred as a result of the war. Other trading 
blocs were formed, such as NAFTA. At global level, the greatest activity is attributed to the UN 
and its many specialist arms and to the WTO (see the Case in Chapter 3) and the World Bank. 
Outside these structures, there are forums like the G8 (one of several groups) for politicians of 
the major economies of the world to come together and set agendas to control world economic 
as well as social policy.

Such organizations had their origins in the furtherance of trade or as an alliance for defence 
purposes. However, more recent trends have seen a focus on social, environmental and political 
objectives rather than on trade and defence. In recent years the EU has focused on social issues 
and the G8 on poverty and debt in developing countries and the effects of global warming.

The key debate is whether such supranational organizations are able to overrule democratically 
elected governments in individual countries. Some claim that nation states have lost their sover-
eignty and are subsumed within regional and supranational structures. People in EU countries are 
subject to laws passed in Brussels and in many countries in Europe national currencies have been 
abolished in favour of the euro. The sceptics rebuff such views, maintaining that nation states still 
hold considerable power, and that some, such as the USA, extend that power outside their territo-
rial borders. Whichever side of the debate is taken there have been observable changes in the way 
countries are governed. While the majority of decisions are still made by national governments, 
the influence of supranational bodies is present. Case 2.2 examines the conflicts between the EU 
and its member states and between the US government and US multinationals in the collection of 
corporate tax from large multinational organizations.
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A relatively recent phenomenon in many parts of the world has been a move towards decen-
tralization of decision making with regionalism becoming more of a force. The former Yugoslavia 
has broken up into a number of smaller states. In Spain there have been claims for independence 
by both the Basque region and the autonomous community of Catalonia. In the UK, regional 
assemblies have been created for Scotland and Wales, and through the creation of the office of 
mayor, London has moved towards becoming a city state.

CULTURAL ASPECTS OF GLOBALIZATION

There is the view that globalization has brought about cultural convergence. We can illustrate 
this in a number of ways:

•	 English has maintained its position as a global language and is the working language in 
many global organizations. British and US universities now teach MBA programmes in 
English to Chinese students in China. Many of the leading French business schools now 
offer modules taught in both French and English.

•	 Through increased travel, television and identification with global causes such as HIV/Aids 
and our response to disasters, a global consciousness has emerged uniting people across 
the world.

•	 The mass media is highly oligopolistic and controls what we read in newspapers and see 
on television across the world. Rupert Murdoch’s Newscorp and 21st Century Fox is a 
global network of companies. The network embraces national and regional newspapers 
and  magazines and book publishers. It controls cable and satellite companies in the UK, 
USA, Latin America, Australia and Asia, including the Sky and Star networks. The Murdoch 
empire includes Fox News, which together with other news channels such as CNN and BBC 
World consider themselves to be global channels. Consequently around the world, people 
are  subjected to the same news and television programmes.

•	 We may also observe a change in some values. Individualism is replacing collectivism in 
many countries, as more traditional societies modernize. Societies built more around rela-
tionships than rules are changing to embrace universal rules. In some societies, such as 
those in the Middle East or in Latin America, it is common to find that doing business is a 
slow process involving getting to know the people you are dealing with and establishing a 
relationship based on trust. However, where business involves the coordination of complex 
global activities as we saw with the example of the Dell Notebook, then doing business 
solely on the basis of relationships between individuals is either impossible or very inef-
ficient. More formalized, universal systems have to be developed. (A fuller account of such 
changes in values is found in our discussion of culture in Chapter 5).

PERSPECTIVES ON GLOBALIZATION

A number of perspectives have emerged on globalization. In this section we identify three: the 
globalist perspective, the anti-globalization perspective and the sceptical perspective. This clas-
sification is similar to the one used by Kirkbride et al. (2001).
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The globalist perspective
This perspective recognizes that convergence has taken place through the creation of global 
products, services and markets. It recognizes cultural convergence in that many people around 
the world share the same tastes. Global products, services and markets are served by a global 
integration of production, distribution and marketing. Great economies of scale are achievable 
and the system favours large organizations in oligopolistic markets (a few big firms dominating 
an industry as in automobiles, pharmaceuticals, banking and the media). The globalist perspective 
believes we are living in an increasingly borderless world with ever-increasing flows of goods, 
services, money, people and ideas. As a result, firms become global and links with their country 
of origin are weakened. These ideas are to be found in seminal works by globalists such as Yip 
(1995). Variations within the globalist thesis exist as to the extent and rate of change and about 
its impact.

All globalists believe that a significant change has taken place, that such changes have resulted 
in economic growth, for many if not for all, and that the process is irreversible. One of the more 
fervent globalists is Martin Wolf (2004). He rejects most of the claims of the anti-globalists and 
argues that trade and FDI are not the instruments of exploitation used by rich countries on the 
developing world, but are in fact wealth creators. He cites evidence of western multinational 
companies investing in developing countries and paying better wages than local firms. He also 
rejects the view that globalization is a cause of environmental problems, seeing them instead as 
the product of national government intransigence.

Like Wolf, the supporters of globalization cite a number of advantages. These are:

•	 Increased prosperity for most with considerable gains made by the newly industrialized 
countries (NICs) such as the Asian tigers. Straw and Glennie (2012, p. 1) go further. They 
state that ‘the progressive integration of the global economy has helped drive economic 
growth that has contributed to lifting millions of people out of poverty around the world’.

•	 Improvements in rates of literacy and numeracy.

•	 Improvements in health, especially a reduction in infant mortality.

•	 Increased security resulting in an absence of global wars. Some attribute this to the growth 
of international alliances and others, such as Friedman (2006), to the interconnected 
nature of the global economy.

•	 A greater number of products and services available to a greater number of people. This is 
due in part to productivity increases resulting from greater efficiencies. This has reduced 
the costs and the price of many consumer goods.

•	 Access to greater information and knowledge.

•	 Global action on poverty, health and environmental problems.

The anti-globalization perspective
This perspective accepts that changes have occurred but that the net result is exploitative and 
has resulted in a widening of the gap between rich and poor nations. Large multinationals are 
singled out as exploiters. International agencies such as the World Bank, WTO and International 
Monetary Fund (IMF) are accused of being influenced too much by the rich and powerful nations 
and, in making loans to Third World countries, simply saddle those countries with debts they 
can never repay.
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The opponents of globalization claim a number of disadvantages:

•	 The beneficiaries are in a minority and include those living in prosperous countries. The 
rest of the world has been marginalized, none more so than Africa. In terms of trade, the 
so-called TRIAD (countries of North America, Western Europe and Japan) dominates. 
Only China features alongside the TRIAD countries in terms of the export and import of 
manufactured goods and services. A similar pattern occurs in terms of outward flows of 
FDI (Dicken, 2015).

•	 The gap between rich and poor nations and between rich and poor people in those nations 
has widened.

•	 Globalization is accused of causing economic crashes of the sort experienced by Mexico, 
South-East Asia and Russia. In some cases, economic crashes of the sort found in South-
East Asia and the banking crisis of 2008 are seen as the product of the rapid transfer of 
economic problems from one country to another, facilitated by globalization.

•	 There are still fierce local and regional wars. Indeed, the number of civil wars has increased 
as the power of the state is weakened (Straw and Glennie, 2012). The challenges to author-
ity in parts of the Arab world since 2012 are in part a product of the increased access to 
global media, changing social values and the increased ease of communication via com-
munications technologies such as mobile phones and websites such as Facebook. Paradoxi-
cally, many anti-globalists would see such social changes calling for greater democracy, 
undoubtedly products of globalization, as highly desirable.

•	 Globalization has brought with it new kinds of conflict related to the lack of control over 
the increased movement of goods and capital. In particular, global production occurs in 
criminal activities in such areas as money laundering and international drugs cartels (illegal 
drugs are thought by many to be one of the world’s largest industries).

•	 Globalization is associated with ecological disasters such as the erosion of the ozone layer, 
the extinction of animal and plant species, global warming, and the rapid spread of dis-
eases such as HIV/Aids and avian influenza (bird flu).

As a result of the above, some anti-globalists believe that globalization must be stopped or 
at least controlled. The pro- and anti-globalization perspectives are not as clear cut as they are 
portrayed here. The World Bank (2000) speaks of ‘compelling’ evidence that globalization has 
created economic growth and reduced poverty in the developing world, yet acknowledges that it 
has created inequalities, especially in poor countries. Friedman (2006) sees globalization bring-
ing the world together (in his book he refers to this as a ‘flat’ world). He acknowledges also 
that half the world’s population, including rural India, rural China and most of Africa, live in a 
distinctively ‘unflat’ world, where poverty is the norm. This uneven impact of globalization takes 
us into the third perspective inhabited by the sceptics. Scholte (2005) argues that globalization 
has had a positive effect on security, equality and democracy but is, at the same time, associated 
with increased insecurities and widening inequalities.

The sceptical perspective
A number of writers, typified by Hirst and Thompson (1999), have argued that globalization 
represents nothing new and is part of a trend in world economics that can be traced back several 
centuries. Sceptics argue that the globalists have failed to come up with a convincing model of 
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the global economy. The sceptics question whether the changes that can be seen are really global, 
citing the concentration of production and investment within the advanced economies of Europe, 
America and Japan. They also question the concept of the borderless world, seeing large multi-
nationals such as Mitsubishi retaining strong links with its home country (Japan). In fact, they 
argue that most multinationals are still identified by their country of origin and that the concept 
of the truly global, stateless company is rare if not non-existent.

Dicken (2015) rejects the major claims of both the globalists and the anti-globalists lobby, at 
least in their extreme form. He labels the extreme globalists as the ‘hyper-globalists of the right’ 
and the extreme anti-globalists as the ‘hyper-globalists of the left’. He states that their respective 
claims for increased prosperity and increased inequalities are both myths based on inadequate 
evidence. He rejects the notion of the global economy seeing an international economy based on 
nation states with significant differences between them.

In many ways the sceptics have much in common with the anti-globalists and they suggest 
limitations to globalization as follows:

•	 many countries still limit the flow of goods and services in an attempt to protect their own 
markets

•	 most countries have currency and banking regulations, which limit the flow of capital

•	 Labour mobility does not occur on a great scale, restricted, in the main, by immigration 
laws. It is the movement of production to use labour as a global resource that is the key 
feature of globalization. While there has been a rise in absolute numbers of migrants, the 
percentage of the population has remained constant at 3 per cent. What has changed is the 
number of internal migrants moving for work in such countries as China, where it is esti-
mated at 150 million (Straw and Glennie, 2012)

•	 nation states still wield considerable power and most aim to preserve their own sovereignty

•	 while multinationals have expanded both in number and location they tend to retain 
strong ties with their country of origin in terms of the distribution of population, R&D, 
and the nationality of both owners and senior management groups

•	 we can still see considerable cultural diversity among peoples of the world

•	 the impact of globalization is highly uneven. Most advantages fall to Western Europe, the 
USA and Japan. Even in the UK those advantages tend to be felt more by the young and 
the middle classes living in cities. While emerging economies show high growth rates, living 
standards have been slow to catch up (ibid., 2012).

The three perspectives are summarized in Table 2.3. However, a fourth perspective may be 
emerging, that of acknowledging the problems that globalization brings but at the same time 
having confidence that such problems can be solved or are at least manageable. Scholte (2005) 
argues that the problems are not inevitable but are the outcomes of policies (or lack of them) that 
politicians have the power to change. Straw and Glennie (2012) offer similar sentiments and call 
for improved and new forms of global collaboration particularly in areas such as the regulation 
of financial markets.

Which of the above perspectives do you agree with and why?

REFLECTION POINT
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Globalists Anti-globalists Sceptics

•  growth of global products, 
 services and markets

•  convergence of cultures

•  global integration of produc-
tion, marketing and distribution 
with increased efficiencies and 
reduced costs

•  dominance of oligopolies

•  borderless world

•  firms no longer represent 
nation states

•  increased flows of goods, 
 services, money and ideas

•  all results in economic growth

•  agree with globalists that 
changes have occurred 
but disagree on the impact

•  widening gap between 
rich and poor nations and 
people

•  international agencies 
serve needs of rich nations

•  exploitation by big 
business

•  benefits rich nations

•  creates economic 
problems

•  conflict has not been 
eliminated

•  globalization not new but 
a continuation of existing 
trend

•  no plausible model exists 
of the global economy

•  changes are not global 
but focus on industrial 
nations

•  in all nations the effect is 
uneven

•  firms still identify with 
country of origin

•  flows of goods, services, 
money and labour are 
restricted by nation states

•  increased wages and prosper-
ity and reduced poverty

•  reduced international military 
conflict

•  greater access to information 
and knowledge

•  global action on poverty, disease 
and environmental problems

•  globalization has 
occurred in criminal 
activity

•  creation of ecological 
problems and hastening 
of spread of disease

•  nation states still wield 
considerable power

•  cultural diversity is a 
 distinguishing feature

TABLE 2.3 Perspectives on globalization

CASE 2.2 MULTINATIONALS AND CORPORATE TAX

This case explores the way multinational compa-
nies use variations in corporate tax rates in different 
countries to minimize tax payments. This is done in 
a variety of ways which can involve locating global 
or regional headquarters in those countries with low 
tax rates and/or moving revenues to countries also 
with low rates of corporate tax. The case will explore 
the variations in corporate tax and examine the spe-
cific case of Apple in Ireland and similar cases where 
 multinationals have been investigated for tax avoid-
ance by the EU. The Apple case raises issues about 
the practices employed by American multinationals 
to avoid tax payment both in the USA and in countries 
in which they operate.

Corporate tax, sometimes known as corporation 
tax is the tax paid by companies on the reported 
profits generated by their activities. Corporate tax 
rates vary widely between countries as illustrated by 
Tables 2.4–2.6. This variation exists in countries in the 
EU as shown in Table 2.4, where we might expect to 
find some degree of harmonization. There are some 
countries where little or no tax is payable as seen in 
Table 2.6. Table 2.5 offers a mixed sample of estab-
lished and emerging economies, again displaying 
variable tax rates.

As well as variations between nations, variations 
exist within each country. In most countries the rate 
varies according to the level of profit being taxed, so 

(Continued )
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CASE 2.2 (Continued )

TABLE 2.4 Levels of corporation tax in the EU in 2017(%)

Source: KPMG 2017.

Austria 25 
Belgium 33.99
Bulgaria 10
Cyprus 12.5
Croatia 20
Czech Republic 19
Denmark 22
Estonia 20
Finland 20
France 33.33
Germany 29.79
Greece 29
Hungary  9 (down from 19% in 2006)
Ireland 12.5 (consistent over 15 years)
Italy 24
Latvia 15
Lithuania 15
Luxembourg 27.08
Malta 35
Netherlands 25
Poland 19
Portugal 20
Romania 16
Slovakia 21
Slovenia 19
Spain 25
Sweden 22
United Kingdom 19
EU Average 21.51

that low levels of profit attract lower rates of taxation 
than higher levels of profit. The position is further 
complicated in that nearly all governments will do 
deals with major companies to reduce their level of 
taxation. A major reason why this happens is that 
multinationals will favour locating in countries with 
lower levels of taxation, thereby bringing revenues 
and jobs. The countries offering zero rates of cor-
porate tax offer little attraction to multinationals in 
terms of their market size but plenty in terms of their 
tax regime.

Corporate tax and the USA

As can be seen in Table 2.5 the USA at 40 per cent 
has the second highest corporate tax rate in the world 
with only the United Arab Emirates having a higher 
rate of 55 per cent. The US tax is made up of 35 
per cent tax payable to the Federal government in 
Washington and the remainder payable as a state tax, 
which varies from state to state. The Federal tax rate 
itself varies from 15–35 per cent depending on the 
level of earnings, although a minimum of 34 per cent 
is levied on annual profits in excess of US$335 000.
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CASE 2.2 (Continued )

TABLE 2.5 Levels of corporation tax in selected countries in 2017(%)

Argentina 35 
Australia 30
Brazil 34
Canada 26.5
China 25
Hong Kong 16.5
India 30
Japan 30.85 (down from 42% in 2004)
Mexico 30
Republic of Korea 22
South Africa 28
Switzerland 17.77
United Arab Emirates 55 (consistent over 15 years)
USA 40
Global Average 24.25

Source: KPMG 2017.

TABLE 2.6 Countries where corporation tax was 10% or less in 2017

Source: KPMG 2017.

Andorra 10
Bulgaria 10
Gibraltar 10
Macedonia 10
Paraguay 10
Qatar 10
Hungary  9
Montenegro  9
Uzbekistan  7.5
Bahamas  0
Bahrain  0
Bermuda  0
Cayman Islands  0
Guernsey  0
Isle of Man  0
Jersey  0
Turks and Caicos  0
Vanuatu  0

(Continued )
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The US tax laws contain a large number of loop-
holes, which means that few companies pay at the 
top rate and many pay less than 34 per cent, The 
US Treasury Department estimates that the average 
rate is around 22 per cent. However, unlike firms of 
many other countries US firms must pay taxes to the 
US government on all profits irrespective of whether 
they are earned in the USA or overseas. This means 
that US multinationals can be liable for taxes both 
in countries where the profits are generated and in 
the USA. By comparison, in most OECD countries, 
including the UK, taxes are territorial and only paid in 
those countries where profits are earned.

A major loophole for US multinationals is that they 
can defer paying tax in the USA so long as they hold 
the money in offshore accounts. The companies 
argue that they are deferring tax payment until the 
rate is lowered. When this was challenged by the US 
Senate, the companies maintained that they were 
acting in the best interest of their primary stake-
holders, the shareholders, a principle enshrined in 
US company law. It is estimated that US companies 
hold around US$1.2 trillion in cash reserves overseas. 
Many of these operate in the information technology 
sector and include such as Microsoft, Google and 
Cisco. However, these are dwarfed by the estimated 
US$ 630 billion attributable to Apple, representing 
half the US cash held by companies overseas.

As well as holding cash overseas to defer US tax 
payments, US multinationals regularly move operations 
and money from country to country to take advantage 
of variations in host country tax rates to minimize tax 
payments on profits generated in other countries.

Both the Republican Party and President Trump 
wish to overhaul the US corporate tax system. The pro-
posal includes a reduced rate to 20 per cent to encour-
age US multinationals to pay taxes rather than defer 
them and to close the loophole that enables companies 
to hoard cash overseas. The proposals have met with 
significant opposition in both political and business cir-
cles, not least because the estimated cost of reducing 
the rate would amount to US$1.5 trillion in lost taxes.

Apple in Ireland

Apple is the world’s largest company in terms of mar-
ket value and the largest by revenue in the IT sector. 
The company was founded in 1976 and has its head-
quarters in California. Apple came to prominence 
in the 1980s with the Macintosh computer and has 
now forged a strong corporate identity with a range 
of well-known brands and high level of brand loyalty 

across a range of products. These include the Mac 
personal computer range, the iPhone, iPad, watches 
and a range of applications including music and film 
products for downloading and streaming.

Apple has operated in Ireland since the early 
1980s and currently employs around 6000 in Cork. 
Ireland is a location favoured by many US multi-
national companies and US FDI in Ireland is much 
larger than the combined US investment in France 
and Germany. Ireland is the most favoured US invest-
ment destination for chemicals and pharmaceutical 
companies and the second most favoured for the IT 
sector. Low rates of corporate tax clearly play a part, 
but US companies also cite the importance of stable 
politics, a skilled workforce with high levels of pro-
ductivity and that Ireland is both a member of the EU 
and one of the Eurozone countries.

From 1991–2015 all Apple profits generated in 
Europe were channelled through Ireland. The prof-
its were put through subsidiary companies such as 
Apple Operations International, a company registered 
in Dublin. However, like many companies created by 
multinationals for tax purposes, this company exists 
on paper only and has no employees. The company 
is a mechanism for channelling revenues. These rev-
enues are then allocated for tax purposes to the vari-
ous value creating activities that make up the supply 
chain. These activities are shown in Figure 2.3 in this 
chapter. The majority of these revenues are allocated 
to the design, development and marketing functions 
located in the USA. The high cost of these activities 
minimizes the tax to be paid on sales revenues and 
any profit generated by these activities is declared 
for tax purposes only in the USA. However most of 
the tax owed on these activities, as we have already 
established, is held in cash reserves offshore.

As a result, during the 3 years from 2014–16 Apple 
made US$122 billion profit on sales outside the USA 
but paid taxes of US$6.5 billion at an average rate 
of 5.4 per cent. The tax paid in Ireland is negotiated 
with the Irish tax authorities. In 2014 Apple paid a 
corporate tax rate in Ireland of 0.005 per cent, i.e. 
5 US dollars for every 100.000 dollars earned.

The European Commission campaign

In August 2016 the EU announced that the tax deal 
between Apple and the Irish tax authorities contra-
vened EU regulations. This was part of a wider cam-
paign involving a number of investigations in several 
countries that have been ongoing since 2014. The 
EU argue that tax deals made between member 

CASE 2.2 (Continued )
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CASE 2.2 (Continued )

states and multinational companies is a form of 
unfair competition. In essence it constitutes illegal 
state aid to specific companies and is unfair to those 
companies not benefitting from such an agreement. 
The EU investigations have been led by the EU Com-
missioner for Competition, Margrethe Vestager, who 
stated, ‘This is about competition in Europe, no matter 
your flag, no matter your ownership . . . paying taxes 
is part of doing business in Europe.’

The EU have ordered Apple to pay the Irish gov-
ernment back taxes of euro 13 billion plus interest of 
around a further euro 6 billion. Apple have appealed 
against the ruling claiming that they have not acted 
illegally and in fact have contributed billions of dollars 
in corporate tax as well as further billions in prop-
erty taxes and sales taxes. Apple through their CEO, 
Tim Cook, argue that they are Ireland’s biggest tax 
payers, irrespective of the rate, have threatened to 
reconsider their investments in Europe, and accuse 
the EU of playing political games.

Opinion in Ireland was initially split, causing dis-
agreements in the coalition government. There are 
those who fear that the EU ruling would damage Ire-
land’s reputation as a low tax haven and adversely 
affect Irish jobs. There are others who see that back 
tax as a windfall to offset a significant debt problem, 
running at around 94 per cent of GDP.

Apple are not alone in coming under EU scru-
tiny. In 2003 a deal for preferential tax treatment was 
struck between Amazon and the Luxembourg gov-
ernment, headed by Prime Minister, Jean-Claude 
Juncker. Juncker is now President of the EU Com-
mission. Like Apple in Ireland, Amazon had set up 
two shell companies in Luxembourg through which 
sales revenues in Europe were routed. Through this 
arrangement Amazon paid an average tax rate of 
7.25 per cent in Luxembourg from 2006–14, when the 
official rate was 29 per cent. In 2017 the EU ordered 
Amazon to pay euro 250 million plus interest in back 
taxes. The Luxembourg government claim that the 
deal with Amazon was within the law at the time.

In 2017 the EU had investigations pending in several 
member countries. These include Fiat, Chrysler and 
McDonalds in Luxembourg; Facebook, Amazon and 
Starbucks in the UK; 35 different companies in Belgium 
including BP and Anheuser-Busch InBev, the world’s 
largest brewer; and Starbucks in the Netherlands.

Since 2014 many multinationals operating in 
Europe, including Apple, have taken steps to 
change their tax arrangements coinciding with the 

EU intensification of its investigations. In November 
2017 the so-called Paradise Papers were published 
initially by the Süddeutsche Zeitung and released 
through the International Consortium of Investiga-
tive Journalists to major newspapers in a number of 
countries, such as The New York Times in the USA 
and The Guardian in the UK. The papers comprised 
material exposing both individual and corporate tax 
avoidance in a number of countries. The material was 
drawn from company registries in 19 tax haven coun-
tries and from information collected from companies 
offering assistance as offshore service providers. The 
papers provided evidence that Apple was shifting its 
shell companies in Ireland to Jersey in the Channel 
Islands, where the corporate tax rate was 0 per cent.

Issues and arguments

American multinationals such as Apple appear to 
have done nothing illegal. They have taken advan-
tage of variable tax rates and of the flexibility under 
the law of moving both revenues and the location 
of registered companies to minimize tax payments. 
Given that countries have the sovereign right to set 
whatever corporate tax they wish, why should not 
companies take advantage?

Many countries believe that by setting low tax 
rates they are attracting business and hence jobs 
and that raising tax rates will drive away multination-
als. However, do such countries have a moral right to 
collect taxes on sales revenues that are generated 
elsewhere? Are such arrangements fair to local firms 
who may pay much higher rates of corporate tax than 
those negotiated with multinationals?

The Inland Revenue Service (IRS), the US govern-
ment body responsible for tax collection has been 
unable to pursue the investigative and regulatory posi-
tion taken by the EU. It has taken US multinationals to 
court on several occasions to recover unpaid taxes, 
including a case against Amazon, but on each of those 
occasions the US courts have favoured business over 
government. The IRS have called for a ‘global solution’ 
to the problem. This is a view shared by others.

Edward Kleinbard, a professor of tax law at the 
university of Southern California states:

US multinational firms are the grandmasters 
of tax avoidance schemes that deplete not 
just US tax collection but the tax collection of 
every large economy in the world.

(Cited in Hopkins and Bowers, 2017a)

(Continued )
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SUMMARY

•  Globalization is a key issue in modern business and involves the interlinking of the world’s nations and 
their economies.

•  It is a product of the tremendous growth in international trade and foreign direct investment (FDI) 
assisted more recently by developments in information and communications technology (ICT).

•  The development of trade, FDI and an interlinked global economy has not been linear. There was a 
marked slowdown in such developments between 1914 and 1950.

•  Not everyone shares the same view of globalization. The globalists argue that the process is inevitable 
and has made a great contribution to the lives of most people in both the developed and the developing 
world. The anti-globalist lobby focuses on the disadvantages, especially the uneven distribution of advan-
tages, favouring rich nations, the undemocratic power of big business and damage to the environment. 
A more sceptical view challenges the global effects of globalization, reinforcing the anti-globalist view of 
its uneven impact.

•  Whichever perspective is taken we can see its influence economically, politically and culturally. Global 
markets have developed in both manufacturing and service industries and in both, operations are orga-
nized and networked globally. Nation states have formed alliances and world organizations for trade, 
defence and to tackle social and environmental issues. There is some evidence of cultural convergence.

•  The forces behind globalization are many and varied and include developments in capitalism, the need 
to reduce costs and technological innovations, especially those concerned with ICT.

•  A feature of the modern global economy is the multinational enterprise and in its modern form, the 
 transnational corporation (TNC). There would appear to be a shift in emphasis away from cost reduc-
tion and market exploitation towards more complex strategies combining global efficiencies with local 
responsiveness.

•  Globalization has brought with it new forms of organization and organization structure. Many of these are 
linked to methods of entry into international markets. There has been a growth in both offshoring and joint 
ventures each presenting advantages and disadvantages to the nation states and to the firms involved.

CASE 2.2 (Continued )

Louise Gracia of Warwick University Business 
School referring to the EU case against Apple states:

This ruling is a serious attempt at curtailing 
the power large multinationals have in avoid-
ing their tax liabilities, and sends a warning to 
countries that facilitate hard-edged corporate 
tax minimization strategies . . . It also shines a 
spotlight on the paltry levels of corporate tax 
that large multinationals are actually paying. 
Even if we accept the job and wealth creation 
arguments put forward by multinationals as 
mitigation against tax liability, this has to be 
within reason.

(Cited in Farrell and McDonald, 2016)

Sources

The Guardian and Financial Times. Various editions 
30.08.2017 to 14.11.2017 KPMG.com

Questions

1 What variations exist in both the rate of corpo-
rate tax and the amount of corporate tax paid in 
 different countries? What reasons can you give 
for these variations?

2 What strategies do multinationals use to 
 minimize tax payments? To what extent are 
such strategies legal and to what extent are 
they ethical?

3 What are the advantages and threats for Apple 
operating as they do in Ireland? Similarly, what 
are the advantages and threats for the Irish 
government?

4 Why are the EU pursuing unpaid taxes 
from m ultinational companies? How could  
the global corporate tax system operate 
differently?
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DISCUSSION QUESTIONS

1 In what ways does globalization have an impact on either (a) your firm or a firm with which 
you are familiar; or (b) your college?

2 Outline the main arguments put forward by the globalists, the anti-globalization lobby and 
the sceptics. Which view do you support and why?

3 Examine the main drivers of globalization. Which are the most influential?

4 Assess the contribution of developments in ICT to the growth of globalization.

5 To what extent can you argue the case that large corporations have become as powerful 
as nation states?

6 With reference to offshore outsourcing, what are the benefits and problems for home and 
host nations in terms of the economy, individual firms and employees?

7 Contrast the main features of a TNC with those of a multinational. Is there a difference?

8 Why have joint ventures emerged as an organizational form in a global economy? What are 
the main criteria for the success of a joint venture?

9 What are the features and strategic rationale for a global production system? Identify such 
a system in both manufacturing and the service industries.

10 Assess the advantages and disadvantages of globalization from the perspective of  
(a) a consumer and (b) a small firm.

FURTHER READING

Fairly broad general accounts can be found in:

Dicken, P. (2015) Global Shift: Mapping the changing contours of the world economy, 7th edn, Sage: London.
Scholte, J.A. (2005), Globalization: A critical introduction, 2nd edn, Macmillan: Basingstoke.

More critical perspectives are available in:

Held, D., McGrew, A., Goldblatt, D. and Perraton, J. (1999) Global Transformations: Politics, economics 
and culture, Polity Press: Cambridge.

Hirst, P. and Thompson, G. (1999), Globalization in Question, 2nd edn, Polity Press: Cambridge.

Strategic and organizational implications can be found in:

Bartlett, C.A. and Beamish, P.W. (2011) Transnational Management: Text, cases and readings in cross-
border management, 6th edn, Irwin: Chicago.

Dunning, J.H. (1993) Multinational Enterprise and the Global Economy, Addison-Wesley: Harrow.

Interesting perspectives can be found in: 

CNN Money (2007) money.cnn.com/magazines/fortune/global500/index.html
Friedman, T.L. (2006) The World is Flat: A brief history of the world in the 21st century, Penguin: Harmondsworth.
Wolf, M. (2004) Why Globalization Works, Yale University Press.
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LEARNING OBJECTIVES At the end of this chapter you should be able to:

•	 Identify those aspects of the environment that most influence and are influenced by 
 business and assess the relative importance of those influences over time.

•	 Illustrate and explain how aspects of the environment interact with each other and with 
business.

•	 Explain the changing nature of the global economy and assess the key changes.

•	 Explain the BRICs phenomenon and the growth of the Chinese economy.

•	 Define the role of the state in modern society.

•	 Identify the types of state intervention and the problems associated with them.

•	 Assess the role of the business community as a pressure group.

•	 Critically assess the significance of, and issues related to, economic and political integra-
tion in a modern global economy.

•	 Assess the roles of the World Trade Organization (WTO) and the European Union (EU).

3

THE ENVIRONMENT AND BUSINESS: 
THE ECONOMY AND THE STATE

INTRODUCTION

Chapter 1 introduced the model that forms the basis of our analysis of business. In this chapter 
and the next we focus on a major element of that model, namely the environment. We define the 
environment as comprising all factors that exist outside the business enterprise but that interact 
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with it. As pointed out in Chapter 1, all firms are, to a greater or lesser extent, constrained by the 
environment within which they operate but the activities of businesses themselves also change 
that same environment. This two-way process is an important theme throughout the book. In 
Chapter 2 the concept of globalization was examined and a number of perspectives identified. 
Whichever perspective is taken, it is clear that changes, especially those in politics, markets, and 
information and communications technology (ICT), have transformed business and that all busi-
nesses, both large and small, operate in a global environment. The concept of globalization and 
its processes set the scene for our discussion of the environment.

Apart from our discussion of globalization we have devoted three chapters to the business 
environment. Even so, the field is broad and the material is necessarily highly selective. Five areas 
of the environment have been identified:

•	 the economy

•	 the role of the state

•	 technology

•	 labour

•	 culture and institutions.

This chapter examines issues relating to the economy and the state. In Chapter 4 we look at 
the interaction of business, technology and labour and in Chapter 5 we explore cultural and insti-
tutional issues. In all these chapters we identify issues that illustrate the interaction between the 
firm and its environment. Each of the areas selected also interacts with the others, as the matrix 
in Figure 3.1 shows. For the business manager, the environment comprises a number of variables, 
which interact with the business either alone or jointly. The complexity does not end there. These 
interactions may occur at a number of levels, as shown in Figure 3.2.

•	 At the immediate level a firm interacts with a local environment, in which plans to expand 
its buildings will need approval from the local council, and where its marketing and 
human resource strategies will be influenced by firms operating in the same local market. 
A shift in the economy of a local region, such as a reduction in the level of the coal  mining 
industry as has happened in the UK and Poland, will have implications far beyond that 
industry. It will affect those firms supplying the industry as well as local retail businesses.

•	 A second type of interaction occurs in a national environment, influenced by such matters 
as law, bank interest rates, the rate of inflation and national employment and education 
policies. In Chapter 5 we examine two influences, those of national culture and institu-
tional frameworks. We will demonstrate that businesses are influenced by the prevailing 
culture and may need to adapt practices accordingly. However, there are also examples of 
multinationals operating the same practices and style irrespective of location. Institutional 
arrangements such as the education system and the regulation of the stock market also 
have a significant influence on business.

•	 Third, we have the international environment in which the firm may be affected by 
 international money exchange rates, competition from the use of cheap labour economies 
by multinationals, and the regulations of supranational bodies such as the WTO and the 
EU. In recent years the international environment has become increasingly significant for 
businesses through the process of globalization as discussed in Chapter 2. Businesses in all 
sectors have to adapt to increased global competition.
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FIGURE 3.1 The interaction of environmental factors: some illustrations
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As a general rule, the ability of managers to influence their environment diminishes as they 
move further away from the local environment. As with all such rules, there are exceptions, since 
the ability to influence the environment tends to increase with the size of the firm. Large global 
companies can have much political influence and so affect local economies and labour markets.

We will deal with each of our environmental variables in turn. Before that we will examine 
some generic models that are commonly used to assess environmental influences.
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MODELS USED IN ASSESSING THE ENVIRONMENT

The Business in Context model and Figures 3.1 and 3.2 are models we have constructed to make 
sense of the environment in which businesses operate. They do what other models do; they 
 simplify a very complex set of relationships. A commonly used model is that of PEST. References 
to this can be found in most business texts but its origins are unclear. It is used as a framework 
analysis in some texts and journals and tends to be popular with students.

PEST analysis comprises a review of four types of environmental influence. These are identi-
fied as follows:

Political environment This covers the nature of the political system and how that influences 
business. For example, the governance of business in China differs from that in the USA and a 
more recent EU member like Romania differs from that of a more established member such as 
Germany. Another issue here would be the laws and regulations imposed not just by national 
governments but by supranational bodies such as the EU and the WTO. The political environ-
ment would also encompass the influence of stakeholder groups, such as local political groups, 
shareholders and trade unions.

Economic environment This includes issues of economic structure, such as the relative  proportion 
of the economy devoted to each of agriculture, mining, manufacturing and services. It also exam-
ines issues relating to economic health, including the size of the economy and indicators such as 
growth rates, interest rates and levels of unemployment. The role of financial institutions such 
as banks would also come under this heading.

International

National

Local

The �rm

FIGURE 3.2 Levels of the environment

Identify a specific firm and give examples of its interaction with the local, national and international environments.

REFLECTION pOINT
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Socio-cultural environment We shall see in Chapter 5 that the cultural values of a particular 
society have an influence on business strategy and practices. Also considered under this heading 
are influences resulting from the changing composition of the population such as an increase in 
the proportion of older people or changing attitudes in employment to gender issues. The analysis 
may consider also the skills composition of the labour force and linked to this the relationship 
between skills and the educational system.

Technological environment The issue here is the influence of new or changing technology on 
strategies, work practices and on jobs. A major change in this respect has been the impact of ICT.

Variations of the above are used by some authors. One such is PESTEL or PESTLE. This 
approach extends the PEST model by considering legal and ethical issues.

Legal environment Legal regulations affect businesses in a number of ways, through stock  market 
regulation of mergers and takeovers, through corporate law covering such issues as taxation, 
through contract law dealing with the relationship with customers and suppliers and through 
employment law dealing with how employees are treated.

Ethical environment This examines the implications of ethical and environmental issues such as 
rates of pay, the employment of child labour, the disposal of waste, the use of energy and how 
employees, suppliers and customers are treated generally.

Another variation is referred to as LoNGPEST. This takes the PEST framework as its starting 
point and examines PEST factors in each of three contexts: local (Lo), national (N) and global (G). 
There is some similarity here with the model presented in Figure 3.2.

Critique of pEST
•	 PEST is widely used and offers a framework to assess a large number of influences.

•	 However, it does tend to place those influences in compartments. Many influences operate 
together such as the political and economic environments and cannot be understood fully 
on their own.

•	 The PESTEL approach offers even more overlap. We might argue that the legal environ-
ment can be considered as part of the political environment and the ethical environment 
deals with issues contained within all categories of the PEST model.

•	 The model is fairly deterministic in that it focuses upon factors operating on the firm. 
There is little or no acknowledgement that organizations, their managers and owners can 
influence the environment in which they operate.

•	 The above three elements are covered by the Business in Context model, which, while 
treating elements separately, emphasizes the interactive nature of all aspects of the model 
at all levels and further acknowledges the influence on the environment by organizations 
and their stakeholders.

•	 The model is static in that it focuses on present factors only. Consideration of those influ-
ences in the future is probably a more useful form of analysis.

•	 There are a number of other models for an analysis of the environment such as SWOT (or 
TOWS as it is sometimes called), which examines the external opportunities and threats fac-
ing an organization and assesses its ability to respond in terms of strengths and weaknesses. 
Michael Porter (1980, 1990) also offers models such as the ‘five forces’ and the ‘diamond’. 
These models will be dealt with in Chapter 8, when we discuss strategy.
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THE ECONOMY AND BUSINESS

With many aspects of our environment we are faced with the immediate problem of deciding where 
the environment ends and business begins and vice versa. In looking at the relationship between busi-
ness and the economy this becomes particularly acute, since much of what we label as the economy 
is the product of business activity. By the same token, business enterprises have to react to economic 
developments. Figure 3.3 is an attempt to illustrate this relationship in the form of a simple model.

How useful is PEST (and its variations) to managers in offering an understanding of the business environment 
to enable them to develop effective strategies?

REFLECTION pOINT

Impact of
the economy
upon business

Economy

Impact of
business upon
the economy

Activities of business
make-up GDP

Structural changes
Finance
International competition
Price of materials and labour

Business

FIGURE 3.3 Business and the economy

The economy interacts with businesses at all three levels depicted in Figure 3.2. For example, 
at the local level, immediate competitive issues related to firms operating in the same product 
market are the most significant. If Selfridges, the department store in London’s Oxford Street, 
reduces the price of popular brands of laptop and tablet by up to 15 per cent, then the managers 
of shops in the same area selling similar goods must determine their most appropriate strategic 
response. This may involve adopting the same price strategy or it may involve a more selective 
strategy offering larger discounts for specific brands. Competition can be fierce and many firms 
prefer to cooperate rather than compete on issues such as price and wage rates. In this way 
some businesses form themselves into cartels, which may be an effective way of controlling the 
immediate competitive environment and, perhaps, the wider environment too, as in influencing 
government policy. There are several examples of food shops getting together to buy in bulk from 
suppliers in an attempt to keep prices down and combat the threat posed by large supermarkets. 
The supermarkets themselves, while not behaving as a cartel, employ staff to keep a watch on 
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the prices displayed by their competitors and respond accordingly. We deal with the competitive 
environment in more detail in Chapter 8.

In this section we will examine the model by looking at the relationship between business and 
the economy. Starting with the fact that the USA is the world’s largest economy, we will examine 
shifts in economic and political power and discuss the significance of fast-growing economies, 
notably China. We will also examine the threats to the continued dominance of the USA. We 
will then look at how the political economy of the world has changed through the processes of 
liberalization and privatization and by the growing influence of the economic system and practices 
associated with the USA and UK, known as the Anglo-Saxon system. However, before we do this, 
we need to understand how we measure and compare national economies.

How we measure and compare national economies
Economies are measured in a number of ways and we use several of these measures in the proceed-
ing sections and throughout this book. It is important to understand how each of the measures is 
derived. Here, we define GDP, GNP, GNI and PPP. The measurements are complex in that they 
are derived from a large number of factors and there are subtle variations between them, which 
can be confusing. It is usual to express all measures in US dollars.

Gross domestic product (GDP) is the total value of all goods and services produced in a coun-
try in a given year. It includes the value of exports minus the value of imports. GDP is a popular 
measure and is often used as the basis of comparison for economies of different countries. GDP is 
often expressed as GDP per capita, which divides the total GDP by the population of the country. 
Per capita data is often used for all the measures listed below.

Gross national product (GNP) is the total value of goods and services produced in a given 
country in a given year plus income earned by residents from their overseas activities minus the 
income earned by non-residents in that country. The GNP of France will therefore include income 
derived from French firms operating in other countries but will not include the income gained by, 
for example, Japanese or US firms in France. GDP is the most commonly used measure when we 
compare different nations. Table 3.1 shows the GDP for the 30 countries with the highest GDP 
in 2016 as measured by the World Bank.

Gross national income (GNI) is GDP plus income received from other countries (usually in the 
form of interest payments or dividends) less income paid to other countries. GNI will therefore 
include income from a UK firm operating in other countries but would deduct income sent home 
by, for example, a Korean firm operating in the UK.

Purchasing power parity (PPP) is a measure of the purchasing power in different countries and is a 
good measure of the relative cost of living in those different countries. Indeed it is used by the World 
Bank as one of its indicators of poverty. PPP compares the purchasing power of the currency of one 
country for a basket of goods with the purchasing power of another currency in another country for 
the same basket of goods. More recently it has been expressed in international dollars, seen by many 
as a more accurate comparison of standards of living. Table 3.2 shows the PPP of a selected range 
of countries including the highest and lowest ranked, members of the G6 and the BRIC economies.

What uses can be made of the above ways of measuring the economy? What conclusions do you draw from 
Tables 3.1 and 3.2?

REFLECTION pOINT
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A shift in global economic power?
For most of the 20th century the global economy has been dominated by the USA, for this reason 
the 20th century has been referred to as the American century. Nonetheless, writers are keen to 
champion the latest economic growth phenomenon with the assumption that the world order 
is being or is about to be challenged. Cases have been made at various times for the growth of 
the Japanese economy, the rise of the Asian tiger economies, the challenges offered by the BRIC 
economies of Brazil, Russia and especially India and China. More recently O’Neill (2013) has 
identified the N-11, an attempt to identify the next growth economies following on from the 
BRICs. These are Bangladesh, Egypt, Indonesia, Iran, Mexico, Nigeria, Pakistan, the Philippines, 

TABLE 3.1 Top 30 countries by GDp in 2016

Ranking Economy 2016 GDP ($US bn)

1 United States 18 596
2 China 11 199
3 Japan 4 939
4 Germany 3 466
5 United Kingdom 2 618
6 France 2 465
7 India 2 263
8 Italy 1 849
9 Brazil 1 796

10 Canada 1 529
11 Republic of South Korea 1 411
12 Russian Federation 1 283
13 Spain 1 232
14 Australia 1 204
15 Mexico 1 045
16 Indonesia 932
17 Turkey 858
18 Netherlands 771
19 Switzerland 660
20 Saudi Arabia 646
21 Argentina 546
22 Sweden 511
23 Poland 470
24 Belgium 466
25 Thailand 407
26 Austria 386
27 Norway 371
28 United Arab Emirates 349
29 Denmark 306
30 South Africa 295

Source: World Bank 2017.
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the Republic of South Korea, Turkey and Vietnam. As we see in Table 3.1 the strongest economi-
cally of these countries to emerge are South Korea, Mexico and Indonesia.

In this section we look at the economic rise of post war Japan and the more recent growth of 
the BRIC economies. We focus particularly on the factors behind the rapid economic growth in 
China and end with a re-examination of the USA and its role in the global economy.

TABLE 3.2 purchasing power parity per capita in international dollars for selected countries 
in 2017

Country
PPP per capita  

(International dollars) 2017 Rank

Qatar 124 927 1
Luxembourg 109 192 2
Singapore 90 531 3
Brunei 76 743 4
Ireland 72 672 5
Norway 70 590 6
USA 59 495 11
Germany 50 206 17
Denmark 49 613 20
Canada 48 141 22
Belgium 46 301 23
UK 43 620 26
France 43 550 27
Russia 27 890 48
China 16 624 79
Brazil 15 500 81
South Africa 13 403 89
Egypt 12 994 92
India 7 174 122
Zambia 3 997 142
Kenya 3 496 149
Sierra Leone 1 791 174
Liberia 867 184
Democratic Republic of Congo 785 186
Central Africa Republic 681 187 and lowest ranked nation

Source: World Economic Outlook, January 2018, IMF.org (Accessed March 2018).

The influence of Japan
Reconstruction after the Second World War saw Japan emerge as the world’s second largest economy 
behind the USA, a position it maintained until the end of the first decade of the 21st century when 
it was overtaken by China. There is a widely held view that this is some kind of miracle in which a 
modern Japanese economy arose from the ashes of a devastated country at the end of the Second 
World War, but the foundations of a strong economy were laid much earlier. Nevertheless, post 
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war growth has been significant and in Japan’s case, particular advances were made from the 1950s.  
This growth was built upon by a rapid increase in overseas investments as shown by Table 3.3.

TABLE 3.3 The Japanese economy 1950–87

1987 GDP  
$US bn

1987 GDP 
per capita 

$US

1950–87 
compound 
annual GDP 

growth %

1950–87 compound 
annual industrial 

production 
growth %

1950–87 
average 

unemployment

Japan 1 371 11 225 7.2 9.7 1.7
USA 3 679 13 541 3.2 3.8 5.7
UK 629 11 049 2.5 2.2 4.7
Germany 899 14 691 4.6 4.6 3.5
South Korea 63 1 528 7.9 14.1 5.0
Singapore 15 885 8.3 9.7 4.1

Source: IMF adapted by Porter (1990).

In addition, the focus on certain types of manufacture, exports and FDI meant that by the 
1990s Japan had emerged as the world leader in product markets such as home audio, robotics, 
fax machines, cameras and video games (Porter et al., 2000). The net result was to lift Japan from 
the world’s fifth largest economy in 1960 to the second largest by 1980 (Dicken, 2015).

The explanation for the growth of the Japanese economy in the 1950s and 1960s has been 
attributed to a number of factors:

•	 Japanese manufacturing firms had cost advantages that were derived initially from a 
labour force that worked long hours for low wages. This enabled Japanese manufacturers 
to make inroads into the markets of its rivals.

•	 The Japanese control of imports enabled the same firms to dominate the home market.

•	 Firms became cash-rich, which enabled them to invest in new methods and new  technologies 
to reduce the build time of their products. As wages rose and hours of work reduced, 
 competitive advantage was maintained by further investments in process technology and 
product development.

Other explanations that have been put forward include a supportive state, a supportive bank-
ing system, human resource management policies and practices, the core cultural values of the 
Japanese and the close relationship between suppliers and manufacturers. We will return to some 
of these issues in Chapter 5, when we discuss culture and in Chapter 11, when we discuss opera-
tions management.

The success of Japan has had significant influence on western management practices and led 
to a substantial increase in Japanese FDI in Europe and the USA as indicated by Table 3.4. How-
ever, while Japan is currently the third most powerful economy in the world, it endured economic 
problems during the decade from 1992, when the average growth was only 1 per cent and both 
wages and prices fell (Stewart, 2004). Massive trade surpluses during the boom years had forced 
up the value of the yen. This in turn led to the easy credit of the late 1980s, which created a 
bubble economy in Japan, typified by land and property speculation and wasteful investment 
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by manufacturers. In terms of the labour market, Japan had moved from a low to a high wage 
economy. In manufacturing industry, efficiency gains had kept pace with wage rises, but to some, 
many of the leading firms had reached the limits of cost reduction. Moreover, Japanese firms were 
faced with increasing competition both from lower wage economies in the region and from firms 
in advanced economies, whose efficiencies had improved, largely through the adoption of Japanese 
techniques such as just in time. As a result:

•	 there was a crisis of confidence in the financial sector and the state was blamed for a lack 
of regulation

•	 profits fell in most companies accompanied by redundancies and closures

•	 there was a rise in unemployment

•	 domestic spending fell dramatically. This stimulated price cutting by the department stores 
and the influx of cheaper imports, many from China

•	 there was increased competition globally, particularly with the re-emergence of a strong US 
economy. Low wage economies also posed a threat to high wage Japan. There is a particular 
concern about the growth of the Chinese economy.

TABLE 3.4 Growth of Japanese overseas direct investments 1962–90 in $US billion

1962 <1
1970 1.0
1975 3.5
1980 4.9
1985 11.0
1989 66.0
1990 57.0

Source: Ministry of International Trade and Industry, Japan.

The BRIC report
In an influential report in 2003, researchers at Goldman Sachs, led by Chief Economist Jim 
O’Neill, identified four countries, Brazil, Russia, India and China, where they predicted that the 
combined economic growth would outstrip the combined value of the G6 (France, Germany, 
Italy, Japan, UK and USA). They called these four countries the BRIC economies after the first 
letter of each country (Wilson and Purushothaman, 2003). Their initial predictions are presented 
in Table 3.5.

The researchers predicted that China would overtake Japan by 2015 and the USA by 2039. 
India was predicted to overtake all the G6, bar Japan and USA, by 2025 and Japan by 2035. 
Indeed, India was shown to have the fastest growth rate of all, largely because the decline in num-
bers of working age population would affect India much later than either China or Russia. China 
and India were predicted to be the dominant economies for manufactured goods and services, 
while Russia and Brazil would dominate in terms of energy and raw materials.

However dramatic the predicted growth rates appear, the Goldman Sachs report argued that 
people in the emerging nations will still be poorer on average than those in the G6. 
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Table 3.6 lists the GDP per capita for the BRIC economies and the G6 for 2050. This shows 
that the per capita GDP of the BRIC economies will be much lower than that of the G6 by 2050, 
with the exception of Russia.

TABLE 3.5 The original predicted growth of the BRIC economies against the G6

Predicted GDP in $US billions

2010 2020 2030 2040 2050

Brazil 668 1 333 2 189 3 740 6 074
Russia 847 1 741 2 980 4 467 5 870
India 929 2 104 4 935 12 367 27 803
China 2 998 7 070 14 312 26 439 44 453
France 1 622 1 930 2 267 2 668 3 148
Germany 2 212 2 524 2 697 3 147 3 603
Italy 1 337 1 563 1 671 1 788 2 061
Japan 4 601 5 221 5 810 6 039 6 673
UK 1 876 2 285 2 649 3 201 3 782
USA 13 271 16 451 20 833 27 229 35 165

Source: Wilson and Purushothaman (2003).

TABLE 3.6 The predicted GDp per capita of the BRIC economies against the G6 in 2050

Predicted GDP per capita in $US

2050

Brazil 26 592
Russia 49 646
India 17 366
China 31 357
France 51 594
Germany 48 952
Italy 40 901
Japan 68 805
UK 59 122
USA 83 710

Source: Wilson and Purushothaman (2003).

Several economic commentators believe that Goldman Sachs had underestimated the growth 
rates for China. This is acknowledged by Jim O’Neill in a later report (O’Neill and Stupnytska, 
2009) and book (O’Neill, 2013). The researchers themselves at the time recognized that the pre-
dictions were dependent on a large number of variables, not least on the impact of political 
change and the policy decisions of the BRIC governments on matters such as investment, inflation, 
trade and education.
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The BRIC predictions in perspective
We are now in a position to evaluate the original Goldman Sachs prediction against actual GDP 
data. In Table 3.7 we compare the Goldman Sachs prediction for 2010 against the actual GDP for 
the four BRIC nations and the G6.

Table 3.7 shows that Goldman Sachs underestimated the economic growth not only of the G6 
but also of the BRIC economies. 

TABLE 3.7 Goldman Sachs prediction versus actual GDp for BRIC and G6 economies for 2010

Predicted GDP in $US billions

GS prediction Actual Actual

2010 2010 2016

Brazil 668 2 143 1 796
Russia 847 1 488 1 283
India 929 1 684 2 263
China 2 998 5 931 11 199
France 1 622 2 549 2 465
Germany 2 212 3 259 3 466
Italy 1 337 2 044 1 849
Japan 4 601 5 488 5 867
UK 1 876 2 252 2 618
USA 13 271 14 447 18 569

Source: Wilson and Purushothaman (2003).

However, the level of underestimation was far greater for the BRIC countries. For example, the 
actual GDP for Brazil in 2010 was 220 per cent more than predicted by Goldman Sachs in 2003. For 
China the 2010 GDP was 98 per cent higher than the predicted figure. The table also shows that the 
GDP growth of China and India continued at a similar rate into 2016 while that of Russia and Brazil 
showed a slow-down due to economic problems in the former and economic and political problems 
in the latter. By contrast, among the G6, the actual GDP rates, although higher, were much nearer 
the original prediction. The actual figures for the UK and USA were only 17 per cent and 8 per cent 
higher than those predicted and even the highest variance, in the case of France, was 36 per cent.

Since the initial Goldman Sachs predictions there have been three follow-up reports. Goldman 
Sachs followed up with their own (O’Neill and Stupnytska, 2009) and this was joined in 2011 by 
reports from PricewaterhouseCoopers (PwC, 2011) and Citigroup (Buiter and Rahbari, 2011). The 
new Goldman Sachs report emphasized that the BRIC economies had withstood the banking crisis 
of 2008 in much better shape than the G6 economies and predicted an even faster acceleration for 
the Chinese economy than they originally predicted with a new estimate of parity with the USA 
by 2027. The PwC report offers broad support to the Goldman Sachs predictions and empha-
sizes the importance of the growing number of middle classes in the emerging economies and the 
increasing power of multinationals from the emerging economies. The Citigroup report highlights 
predicted growth in an even wider range of emerging markets. They see the growth of China and 
India continuing but feel there will be more opportunity for rapid growth for nine other countries 
including Indonesia, Nigeria and Egypt. All three reports predict that only the USA, UK and Japan 
will remain in the top 7 of the top 10 ranked economies by 2050. This is shown in Table 3.8.
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Is BRICS more than a Goldman Sachs construct?
Although the BRIC countries were identified by the Goldman Sachs report in 2003, official links 
at government level between the four countries did not take place until 2006. In 2010 the group 
was expanded to include South Africa, a country that was not remotely comparable in physi-
cal or economic size or rate of economic growth with the existing four members. Its inclusion 
was however seen as important politically. Post-apartheid South Africa was gaining significant 
influence within the African continent, thus offering the existing BRIC economies trade and FDI 
expansion opportunities. As a consequence the BRICs (small ‘s’) are now referred to as BRICS 
(large ‘S’) The five BRICS countries are also now members of the G20, a grouping that includes 
Indonesia, Mexico, Argentina, Saudi Arabia and the EU.

Since 2006 there has been increased trade between the original members. There is significant 
energy trade between China and Russia. China is Brazil’s main market. There is a clear wish to 
have a greater voice in world affairs based perhaps on a shared dissatisfaction with the old global 
order. The BRICS share an interest in the Middle East, in Africa and in developing countries in 
general.

However there is little sign at present that the BRICS countries are developing as a collective 
political force. There are significant variations politically, economically and socially and there 
appears to be a lack of collective vision on such issues as climate change and the current conflict 
(as at 2018) in Syria. Of the BRICS only China clearly seems to have the potential to emerge as 
a major global political power.

Is BRICS more than an invention of Goldman Sachs?

REFLECTION pOINT

TABLE 3.8 predicted economic rankings in 2050 according to economic forecasts

Rank 2016 PwC Citigroup Goldman Sachs

(2011) (2011) (2009)

1 USA China India China 
2 China India China USA
3 Japan USA USA India
4 Germany Brazil Indonesia Brazil
5 UK Japan Brazil Russia
6 France Russia Nigeria UK
7 India Mexico Russia Japan
8 Italy Indonesia Mexico France
9 Brazil Germany Japan Germany

10 Canada UK Egypt Italy

Source: Straw and Glennie (2012).
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Reflecting on the rapid growth of the BRIC economies, O’Neill (2013) feels there are sev-
eral reasons for optimism both for their continued economic growth and the opportunities that 
 provides for other countries. In particular he argues:

1. The rise of the BRIC economies was not a surprise. China, India, Brazil and Russia consti-
tute roughly half the world’s population and historically large countries that can harness 
large workforces with efficient methods of production will achieve economic growth.

2. The BRIC economies are not without their problems that include the economic problems 
in Russia, political upheaval in Brazil, pollution and corruption in China and continued 
high levels of poverty in India. Nonetheless, there is evidence that economic growth in 
these countries has brought several millions out of poverty. Furthermore, the BRIC coun-
tries and other growth economies such as Mexico, Korea and Indonesia emerged from the 
global financial crisis better than most.

3. For O’Neill the ‘compelling evidence’ for continued growth both in terms of GDP and 
individual wealth (O’Neill, 2013 p.133) lies in patterns of consumption by BRIC nationals 
both at home and overseas. He predicts that by 2020, 70 per cent of all cars bought in the 
world will be in BRIC countries.

4. As a consequence, these patterns of consumption in the BRICs and other growth econo-
mies market opportunities have increased for both Western and Japanese firms.

China: the future world order?
Since the government introduced strategies of economic liberalization in the late 1970s, China has 
enjoyed both rapid economic growth and social development and 800 million Chinese have been lifted 
out of poverty (World Bank, 2017). In 1985, China’s annual GDP was US$305 billion. That was 
more than doubled by 1995 and increased fourfold 2001–2011. In approximately the same period 
domestic spending increased by US$1.5 trillion (O’Neill, 2013). By 2016 the GDP was US$11 199 
billion. In 2009, following the global financial crisis, China contributed 18 per cent of the world’s 
growth compared to the USA at 14 per cent. China is the world’s largest exporter of manufactured 
goods and the second largest importer (CIA Factbook, 2017). With an average annual growth rate of 
just under 10 per cent in 1980–2000 and having the fastest sustained growth of any nation in history 
since 1978 many commentators have predicted a leading role for China in the new global economy. 
This is clearly supported by the BRIC data presented in the previous section. In this section we will 
examine the nature and extent of economic change in China, explore some key factors behind that 
change and examine a number of significant issues that have arisen as a result.

Economic change and economic growth
In the late 1970s China began a process of economic liberalization to move from a centrally 
planned state controlled economy under a communist political regime to a free market economy 
still under a communist regime. This differed from most other transition economies in that the 
focus was on economic and social change without political change. The approach was gradual 
and pragmatic, largely to appease potential communist party opposition. The model used by 
China became known as the ‘Beijing consensus’ a termed coined by Ramo (2004) to describe 
a model that was different from the ‘Washington consensus’, a term used to define the liberal 
market democratic models of the West.
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The Beijing consensus was typified by:

•	 ‘equitable, peaceful, high quality growth’ (Ramo, 2004) within a system of state controlled 
capitalism

•	 a centralized legislation working together with a decentralized administration

•	 support for innovation and experimentation at local level

•	 strong financial backing for state owned enterprises (SOEs).

The liberalization process under the ‘Beijing consensus’ created a mixed economy reflected by 
the different types of business organization. These can be classified as follows.

SOEs Here the entire assets are owned by the state which also appoints the managers. Variations 
of state ownership exist as collective enterprises (COEs) under the control of local authorities and 
township/village enterprises (TVEs).

Private enterprises These are shareholder owned, limited liability companies and comprise larger 
companies at a more mature stage of their development and private individual enterprises (PIEs), 
which are usually small businesses and start-ups. The PIEs could be individually funded, funded 
by cooperatives or funded by shareholders.

Foreign owned enterprises (FIEs) This classification includes all businesses where 25 per cent of 
assets are owned by a foreign investor. The Chinese government differentiates Hong Kong, Macau 
and Taiwan FIEs from the investment coming from other countries.

Data on the actual number of firms in each category is difficult to obtain but Table 3.9 shows 
how these different types of firm are distributed across the Chinese economy.

TABLE 3.9 Classification and economic contribution of firms in China by ownership 2007

Type of firm % of total Approximate % contribution to GDP

SOE 3.5 35
Collective enterprises 5.77 N/A
Private enterprises 70.68 50
Foreign enterprises 20.05 15

Source: Chinese Industrial Database 2012.

A number of points need to be made here.

1. The data reveals the extent of liberalization and privatization that has taken place ina China. 
Most firms are now privately owned and contribute 50 per cent towards Chinese GDP.

2. The data shows that although the SOE sector is relatively small (3.5 per cent), its contribu-
tion to the Chinese economy is significant at 35 per cent. The size and assets of individual 
SOEs is much larger than those of firms in the private sector. This is due to the presence 
of strategically significant companies such as those in defence, the power industry, petro-
chemicals, coal, telecoms, shipping and banking. Since the financial crisis of 2008, large 
centralized SOEs have been acquiring other companies as part of a wider strategy to create 
national champions. SOEs have a privileged access to state financial backing to enable them 
to compete with the best in the world in a global economy (Eaton, 2015). Companies such as 
National Grid, Sinopec Group and China National Petroleum are in the top five of Fortune 
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Global 500 companies in 2017 and 4 Chinese banks feature in the top 50. Government strat-
egy and financial backing to allow some SOEs to be marked out as potential national cham-
pions has led to such as the USA, EU and Japan bringing cases before the WTO claiming that 
Chinese government policy has created unfair competition (see Case 3.2 for more details).

3. The large number of private enterprises include many small business start-ups that are a 
direct result of liberalization policies.

4. FIEs need only comprise 25 per cent foreign ownership and many are joint ventures with a 
Chinese partner. This partner may be either state owned or, increasingly, privately owned. 
Hence the picture may be more complex than indicated by this table.

The significance of economic growth in China has been the speed at which it took place fol-
lowing early gradual reforms and, in comparative terms, the consistency of its growth over a large 
number of years to become the world’s second largest economy behind the USA. Tables 3.10 
and 3.11 show the extent of that growth.

TABLE 3.10 The growth of GDp in China in US$ billion 1980–2012

1980 189.4
1985 306.7
1990 356.9
1995 728.0
2000 1 198.5
2005 2 256.9
2010 5 949.8 
2012 8 358.3

Source: World Bank (2013).

TABLE 3.11 percentage annual GDp growth 2008–2012 in selected countries

2008 2009 2010 2011 2012

China 9.6 9.2 10.4 9.3 7.8
USA (–0.4) (–3.1) 2.4 1.8 2.2
UK (–1.0) (–4.0 1.8 1.0 0.3
Germany 1.1 (–5.1) 4.2 3.0 0.7
Japan (–1.0) (–5.5) 4.7 (–0.6) 1.9
Brazil 5.2 (–0.3) 7.5 2.7 0.9
India 3.9 8.5 10.0 6.3 3.2
Russian Federation 5.2 (–7.8) 4.5 4.3 3.4
Hong Kong 2.1 (–2.5) 6.8 4.9 1.5

Source: World Bank (2013).

Table 3.11 shows clearly the consistent level of growth of the Chinese economy compared 
to that of other nations. It reveals also how China has coped better than most with the global 
economic crisis of 2008. There are significant differences here between China and Hong Kong, 
which also features in the table. Hong Kong is part of China but is treated differently as a special 
economic region. Part of that different treatment is the presence of many overseas firms in Hong 
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Kong, many of them in banking and other financial services. The isolation of China from the 
global economic crisis is undoubtedly a function of the significant involvement of the Chinese 
government in the running of the economy.

By 2005 China had become the world’s largest producer of computers, steel, TV sets, fish and 
meat (Chen and Yao, 2006) and by 2009 cars could be added to that list (see Table 3.17). In ten 
years from 1999 the number of cars made in China increased from 565000 to 10.4 million. By 
2016, China produced over 24 million cars, when the next largest producer, Japan, turned out 
7.9 million cars. Some sectors are still heavily protected by the state, especially financial services 
and agriculture and, in the case of cars, foreign investment is not allowed to exceed 50 per cent 
of the total ownership. In this section we will look at further measures of growth, the reasons 
behind the growth and the issues the economic growth has raised.

Tables 3.10 and 3.11 indicate the speed and volume of China’s economic growth. We have 
seen earlier in this chapter that such data led Goldman Sachs researchers to predict that China 
would overtake the USA by 2040. In 2011 the IMF forecast, based on PPP and not GDP, that 
China would overtake the USA by 2016 (Rasiah, Zhang and Kong, 2013), although the authors 
acknowledge the difficulties of basing forecasts on PPP.

Rasiah, Zhang and Kong identify general indicators of growth including: GDP growth; produc-
tivity increases, especially those between 2000–2009; increases in savings and investment; stability 
of the exchange rate; a strong balance of payments and the holding of international reserves; the 
shift to higher value added work, especially in technology industries.

More specific measures of growth can be found in terms of exports and of Chinese acquisitions 
of foreign companies. In terms of exports Table 3.12 shows China’s rising share of global exports 
in selected industries.

TABLE 3.12 China’s percentage share of global exports 1980–2009

1980 2009

Clothing 4.0 34
Textiles 4.6 28
Office and telecoms 0.1 26

Source: Rasiah, Zhang and Kong (2013).

Three major acquisitions are a further indication of China’s status as a major economic power. 
In 2005 Lenovo acquired IBM’s personal computer business for US$1.25 billion as well as taking 
over a $0.5 billion debt. In doing so they acquired the ThinkPad brand as well as manufacturing 
technology and IBM’s global sales network. Although the IBM brand was initially important the 
brand name switched to Lenovo after 3 years. This acquisition demonstrates the importance of 
acquiring high technology businesses. In 2014 Lenovo followed this up by buying Motorola from 
Google for US$2.9 billion to extend its growth in the smartphone sector and to access Motorola’s 
position in the US market. However, the largest Chinese acquisition to date has been in the food 
industry. In 2013 Shuanghui International acquired Smithfield Foods (USA) for $4.7 billion. 
Smithfield was the world’s largest producer and China is the world’s largest consumer of pork 
products offering a sound strategic rationale for the acquisition.

The acquisitions are part of a ‘Going Global’ government initiative which began in 2000. However, 
a majority of acquisitions, like IBM, have involved foreign companies in some financial difficulty. 
Furthermore, inward foreign investment in China still exceeds outward investment by some margin.
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The economic growth has changed the nature of the Chinese economy as shown by Table 3.13.
While Table 3.13 shows a dramatic shift away from agriculture, this sector was still, in 2008, 

the major source of employment in China with 300 million employed, compared to 260 million 
in industry and 210 million in services (Rasiah, Zhang and Kong, 2013).

TABLE 3.13 Structural change in the Chinese economy 1963–2008 (%)

1963 2008

Agriculture 40 10
Industry 33 46
Services 27 44

Source: Rasiah, Zhang and Kong (2013).

TABLE 3.14 Top 5 exporters and importers by value in US$ (millions) 2016

Country ranking by export Country ranking by import

1. China 2077109 1. USA  1945159
2. USA 1292436 2. China  1261714
3. Germany 1145973 3. Germany    916090
4. Japan   661678 4. UK    610647
5. France   488925 5. Hong Kong    582557

Source: World Bank, wits.worldbank.org (Accessed March 2018).

The reasons for growth
There are a number of reasons for growth, most of which are interrelated. The main ones are the 
factors involved in globalization such as trade, FDI and the activities of multinational firms; and 
the policies of the Chinese government to encourage economic growth, support privatization and 
investment in human capital.

Trade and FDI Many of the main reasons for the rapid growth of the Chinese economy are inter-
linked by the processes of globalization, especially trade and FDI. In 1973 China was ranked 23rd 
in terms of world trade. By 2004 it was in 3rd place behind the USA and Germany. As we can 
see in Table 3.14, China is the top ranked country as far as the value of its exports are concerned 
and the second in terms of the value of its imports.

Trade was in turn stimulated by FDI as foreign owned enterprises contributed 50 per cent of 
Chinese exports. FDI was in turn stimulated by the need of MNCs to access cheap Chinese labour 
to manufacture their products and who saw great potential in China’s domestic market. The 
growth in FDI took off after 1992 and by 2004 China had not only become the largest  recipient 
of foreign investment of all developing economies but was second only to the USA globally 
(Chen and Yao, 2006). The stimulation in terms of access to cheap labour has been superseded 
by access to both a growing Chinese market and a rapid increase in the spending power of the 
Chinese population.
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WTO membership While China’s growth as a trading nation was boosted by it operating as a low 
cost manufacturer of goods that were then exported, its acceptance as a WTO member in 2001 
gave a further boost. Before entry the contribution of trade to Chinese GDP was 43 per cent, but 
by 2007 it had reached 68 per cent (Panitch and Gindin, 2013). Case 3.2 will explore China’s 
membership of the WTO in more detail.

Privatization A key element in the liberalization of the Chinese economy has been the creation 
of a private sector. This began with joint ventures between foreign MNCs and Chinese SOEs as 
with the creation of the Beijing Jeep (Case 2.1). However, since then the number of private firms, 
involving local as well as international investment has grown significantly, which in turn has led 
to the growth in both the size and activity of the stock market in China. In Table 3.9 we can 
see the extent of the private sector and its contribution to the Chinese economy. Privatization 
has followed a different route in China from that found in other countries. Whereas in Russia 
privatization was largely a central government initiative, in China it is the local governments that 
have been more involved as it is these who controlled the majority of small- to medium-sized 
SOEs (Gao, 2010). The continued growth of the Chinese private sector has been accompanied by 
what some commentators have called ‘stock market fever’, where large numbers of Chinese have 
invested savings in the stock market. However, many share owners were dismayed by the stock 
market collapse when stock value fell by one-third in two weeks. However, as we noted in the 
previous section, there has been a resurgence in the importance of large, central SOEs in terms 
of their ranking in the global economy, especially in the oil, petrochemical and banking sectors.

Chinese government strategies Central government policy has played a leading role in the lib-
eralization of the Chinese economy. We have already noted that government policy endorsed 
gradual and pragmatic change. Early reforms in the late 1970s and early 1980s focused on 
agriculture and the rural areas. Rural households were able to own land and collectively owned 
town and village enterprises were set up (TVEs). These early reforms were deliberately labelled 
‘experiments’ which could be abandoned if they failed without any loss of face. Local groups were 
given the freedom and backing to introduce reforms and the successful ‘experiments’ were cop-
ied elsewhere. SOEs were encouraged to be more market oriented and form joint ventures with 
foreign multinationals, and special economic zones were created to focus on export  manufacture 
and encourage inward FDI. In this respect the early focus was on low value added assembly in 
electronics manufacturing and in the clothing industry. As a result, in the 1990s Chinese firms 
became an important link in the global value chains of foreign multinationals. Following this 
the Chinese government stressed the importance of technological catch-up and the need to 
move into higher value added activities. Knowledge-based firms were encouraged to cluster in 
the Shanghai and Beijing regions to stimulate further technological growth. We have already 
seen the encouragement given to Chinese companies in the purchase of key foreign companies 
as with the Lenovo acquisition of IBM.

Human capital development Human capital development goes hand in hand with a range of 
other government policies. By 2009 there was universal access to primary education, 78 per cent 
access to secondary and 25 per cent access to tertiary education (Rasiah, Zhang and Kong, 2013). 
Between 1987 and 2007 there were 50 000 Chinese enrolled on US university PhD programmes 
in science and engineering (Panitch and Gindin, 2013). There was general support for Chinese 
to benefit from overseas university education as well as significant investment at home. Several 
Chinese universities are now considered some of the best in the world and Peking University and 
Tsinghua University featured in the world’s top 30 universities (Times Higher Education, 2018). 

Copyright 2019 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



THE ECONOMY AND BUSINESS 77

Those Chinese educated overseas return to work in local firms or in FIEs in China. In addition 
there has been significant investment research and development both at the level of individual 
firms and in terms of the numbers employed.

Issues and potential problems
Despite the rapid growth of the Chinese economy a number of issues have been raised by various 
commentators.

Dominance of foreign firms Panitch and Grindin (2013) believe that ‘China is still catching up 
technologically with Korea and Taiwan let alone the United States’ (Panitch and Grindin 2013, 
p. 152). They argue that too much of the high value added activities are dominated by foreign 
firms, which were responsible for a high proportion of exports in industrial machinery, computers 
and computer equipment (before the Lenovo acquisition of IBM) and electronics and telecom-
munications equipment. Nonetheless, Chinese law is still protective of some sectors, notably 
mining, steel, banking, transport, telecommunications systems, the Internet and (as we have noted 
already) limits the amount of foreign investment in the automobile industry to 50 per cent of  
any company. Some, like the European Chamber of Commerce believe this to be a violation  
of WTO  membership in that the Chinese government is refusing to grant licences to foreign 
companies, especially in areas where the market is expanding but the share of foreign investment 
is not (Anderlini, 2010). However there is a growing concern that some foreign investors are get-
ting around restrictions through the ‘creation of variable interest entities’. These are essentially a 
means of shifting the returns of a Chinese owned company in China to a foreign owned company 
offshore. Such arrangements have been the subject of investigation by the Chinese  government 
and have resulted in disputes between Chinese and foreign parties as was the case between 
 Alibaba, a Chinese Internet company, and Yahoo (The Economist, 2011).

Need to increase domestic consumption Some believe that while there is an over-dependence on 
foreign firms there is too great a dependence on foreign export markets as well, especially those 
of the USA. Domestic consumption in China has fallen as a proportion of GDP to 35 per cent, 
one of the lowest percentages in Asia (Bowles, 2012). Domestic consumption was identified as a 
priority of the 12th Five Year Plan 2011–15. Policy measures included continued urbanization, 
increased employment, tax reforms to offer improved distribution of income, and social security 
measures to boost savings. Such measures may also tackle issues of inequality (see below). Bowles 
(2012) identifies an increase in individual savings from 15 per cent to 27 per cent of income in 
the period 1990–2008. However, much of this is specifically targeted towards spending on educa-
tion and health care. It is suggested that increased government spending in these two areas alone 
would release savings to increase domestic consumption.

Increasing inequalities Without doubt, the economic growth of China has done much to raise 
income levels and reduce poverty. Panitch and Grindin (2013) suggest that China has now greater 
inequalities in income and wealth than those found in the USA. Pikkety (2017) noted that between 
the mid-1980s and 2010 the proportion of national income taken by the richest 10 per cent of the 
population had trebled to around 14 per cent. The economic transformation has widened the gap 
between rich and poor both in terms of individuals and regions. Eastern provinces, especially the 
area around Shanghai and in the north-east around Beijing and Tianjin, have benefitted more than 
western provinces and, in general, urban areas are much better off than rural areas. The World 
Bank estimated that in 2015 55 million Chinese in rural areas were defined as being in poverty. 
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There are signs of social unrest. Younger workers have complained about long hours, relative low 
pay and the corruption of local officials, while there have been well publicized strikes in foreign 
invested companies such as the Japanese Mitsumi Electric and Honda plants. Critics point to a 
lack of social spending to tackle the rising inequalities.

Purchasing power parity The PPP is a measure devised to show the real differences in the standard 
of living between inhabitants in different countries and is regarded by the World Bank as a good 
indicator of the state of a national economy. Table 3.2 shows the relatively low base for China 
in comparison to its GDP standing in the global economy.

Low levels of productivity This problem is typical of the smaller SOEs operating mainly at 
regional level and is typical of transitional economies in general. Historical policies of full employ-
ment have created overstaffing in many SOEs to achieve broader social goals. The absence of a 
profit motive and the lack of employee incentives often results in low levels of motivation which 
produces low productivity. Even in SOE joint ventures with foreign partners, productivity tends 
to be lower than in the foreign partner’s home country. Technology lag and supply chain issues 
may also be contributory factors.

Limited banking system The banking system in China is dominated by five large state owned 
banks. Although there was an agreement made with the WTO to allow foreign banks to operate 
in China, this has not happened. The lack of participation in the global financial system is not 
just a concern of the WTO, but limits China’s integration in the global economy. Nonetheless 
the major state owned banks in China still feature in the top 100 companies listed in the fortune 
Global 500.

Rising inflation The first half of 2007 saw the Chinese economy grow by 11.9 per cent, the fastest 
growth in 12 years, but this was accompanied by rising inflation. There was fear that the economy 
was overheating, resulting in the central bank imposing no less than five rises in the interest 
rate in just over a year (Singapore Straits Times, 20 July 2007). Inflation and the availability of 
credit remain a concern particularly in the property market and the increased borrowing by local 
governments.

Pollution The World Bank in conjunction with the US based Institute for Health Metrics and 
Evaluation published a report in 2016 about global air pollution and its impact on specific nation 
states. In China the total deaths from air pollution had risen from 1.5 million in 1990 to 1.6 
million in 2013. They estimated that the welfare losses to the Chinese economy in 2013 were 
9.92 per cent of GDP. During the period 1990–2013 the ambient air pollution in China had 
risen by 38 per cent, when in the UK it had fallen by 45 per cent and in Germany by 49 per cent 
(World Bank/IHME, 2106). Around the same time statistics published by the Chinese government 
revealed that only 84 of 338 cities reported acceptable levels of air quality. Air pollution is only 
one aspect of pollution in China. The pollution of the soil from both industrial emissions and 
waste and water pollution from all the major rivers have a significant effect on arable land and 
present a threat to the food supply.

Corruption Eaton (2015) cites evidence of corruption associated with the management buy-out 
of SOEs and the ongoing conflict between corrupt groups and individuals and the government 
anti-corruption forces.

Ageing population The problem of supporting a large ageing population has been created by the 
one child policy introduced in the 1970s when it was feared that a large population would hold 

Copyright 2019 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



THE ECONOMY AND BUSINESS 79

back economic and social development. Although the policy has been relaxed, its impact has been 
the creation of an imbalance in the proportion between young and old.

State bureaucracy Despite the extensive liberalization policies of the government and the growth 
of foreign investment, China is still seen by many investors as a potentially difficult market related 
to the workings of a complex state bureaucracy.

Recent government action Many of the problems identified above have been addressed in the 
last two 5 year plans: the 12th 2011–15 and the 13th 2016–20. Measures have been introduced 
to economic, environmental and social problems. Some of these have been successful, some 
less so.

•	 The current (2018) government of Xi Jinping has outlined significant action on pollution, 
corruption and poverty. In particular, reforms have been introduced to attack the power 
base of those groups resistant to change (Overholt, 2017).

•	 There has been a focus on job creation and 11 million new jobs were planned for 2017 
(World Bank, 2017).

•	 There have been successful policies to reduce borrowing and the tax system has been 
modernized. Piketty (2014) argues that the majority of Chinese residents pay their taxes 
that creates large revenues. Much of the tax income is invested in health and education to 
greater extent than found in either Russia or India.

The government set annual growth targets of 7 per cent for 2011–15 and 6.5 per cent for 
2016–20. Although these targets represent a slow-down from previously achieved high rates they 
are significantly larger than those of most other nations.

In early 2018 the Chinese Communist Party proposed an amendment to the constitution to 
establish an end to a fixed term presidency allowing President Xi Jinping a third 5 year term and 
many believe giving him the opportunity to serve indefinitely. While this may allow the govern-
ment to continue its policies of economic stabilization and maintain its attack on pollution and 
corruption there is also a fear of disruption through opposition from both elite groups and the 
wider population.

What arguments can you give both for and against the dominance of China in a future global economy?

REFLECTION pOINT

Back in the USA
It is clear by most measures that the USA has dominated the global economy for over a century 
and continues to contribute around a third of the global economic output. As we can see from 
Table 3.1, the USA was in 2016 the largest economy in the world still outstripping the next largest 
economy, China, and well over three times the size of the third largest economy, Japan.

Although the global economic dominance of the USA has declined its performance is signifi-
cant. It is still the largest contributor to global FDI despite its contribution declining to around 
20 per cent. It has lost its pre-eminent position in manufacturing output to China, which in 2013 
contributed 18 per cent of the world’s total to the USA’s 16 per cent. The USA dominates global 
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services production with 25 per cent of the total, compared to the second ranked nation, Japan, 
contributing 8 per cent. Not surprisingly the USA is the world’s largest exporter of commercial 
services. It is also the largest exporter of agricultural produce although its share of global produc-
tion at 7 per cent is third behind India at 11 per cent and China at 34 per cent (all the above data 
taken from Dicken, 2015). It is true that the USA has a very large trade deficit, but the value of 
the production of US companies overseas outstrips the value of exports by two and a half times. 
The USA has had a significant effect on world business through the operation of US multination-
als in terms of both their output and influence on management practices.

However, there are signs of decline. We can argue that decline is taking place economically, 
politically and culturally.

•	 We can see from the data in Table 3.5 that Goldman Sachs predicted that China will over-
take the USA economy by the early 2040s, although subsequent predictions suggest that 
parity between China and the USA will come much sooner. Nonetheless, the predicted 
wealth of the USA in terms of GDP per capita (see Table 3.6) and PPP (see Table 3.2) will 
remain strong. Currently, however, we can see a relative decline in terms of multinational 
operation. In 1960 the USA contributed 50 per cent of global FDI. By 2005 this figure had 
dropped to 21 per cent and is currently maintained at around 20 per cent (Dicken, 2015).

•	 The continued strength of the USA economy combined with its military might has meant 
that US foreign policy has tended to dominate world affairs. The USA spends as much on 
defence and military capabilities as the rest of the world put together. However, its foreign 
policy has come under severe criticism by European powers (with the UK a notable excep-
tion) mostly in relation to its involvement in Iraq and Afghanistan. The US inability to 
effect ‘solutions’ in those countries and the threat by ‘terrorist’ groups against US interests 
have challenged its dominant political position.

•	 Piketty (2014) argues that the USA is one of the least egalitarian countries in the world in 
terms of wage and capital income. A comparison with major European countries is shown 
in Table 3.15.

TABLE 3.15 Inequality of wage and capital income 2010

Wage income 
Europe

Wage income 
USA

Capital income 
Europe

Capital income 
USA

To top 1% 7% of total 12% 25% 35%
Top 10% 25% 35% 60% 70%
Middle 40% 45% 40% 35% 25%
Bottom 50% 30% 25% 5% 5%

Source: Adapted from Piketty, 2014.

Piketty identifies a major growth in inequality in the USA since the 1970s and predicts even 
greater inequality by 2030. The growth in wage income for the top earners is entirely the result 
of top managers in large firms awarding themselves large increases in pay and pension funds, 
issues we return to in Chapter 7. Overall, between 1997 and 2007 in the USA, the richest 1 per 
cent took 60 per cent of the rise in national income per year whereas the bottom 90 per cent took 
only 0.5 per cent (ibid., 2014). Such disparities could lead to financial instability and a rise in 
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debt accumulation for the least wealthy. For some commentators the potential for dissatisfaction 
was exemplified by the surprise election of President Trump at the end of 2017.

•	 Culturally, the US has had great influence through films, television and through its prod-
ucts and brands. While its films and television remain influential in many product areas, 
such as cars, electronics and pharmaceuticals, US brands have been overtaken by those 
from other countries, as with Japanese cars and electrical goods. Tables 3.16 and 3.17 
examine the declining fortunes of the USA in the car industry. In Table 3.16 we see that 
whereas in 1986 over 70 per cent of cars sold in the USA were American brands, within 20 
years US brands had been overtaken by Japanese, whose brands now take around 50 per 
cent of the American market. Table 3.17 shows that while the USA was the second largest 
producer of cars in 1999 behind the Japanese, by 2009 the US had dropped to 6th place 
with China taking the lead as the top producer. By 2016 the USA had increased its car 
production, largely through the manufacture of foreign brands. However the USA is the 
world’s leading producer of commercial vehicles with 8.3 million produced in 2016, with 
China the second largest with 3.7 million vehicles and Mexico third with 1.6 million.

TABLE 3.16 Market share of cars in the USA

Origin of brand 1986 (%) 2006 (%) 2009 (%)

USA 71.1 39.9 31.0
Japan 21.0 42.6 47.8
Germany 4.3 9.8 10.9

Source: OICA (2010).

TABLE 3.17 Top car producers by country (includes all production in a country by domestic and 
foreign producers)

1999 2009 2016

 1. Japan 8 100 169  1. China 10 383 831  1. China 24 420 744
 2. USA 5 637 949  2. Japan 6 862 161  2. Japan 7 873 886
 3. Germany 5 309 544  3. Germany 4 964 523  3. Germany 5 746 808
 4. France 2 784 469  4. South Korea 3 158 417  4. USA 3 934 357
 5. South Korea 2 281 617  5. Brazil 2 576 628  5. South Korea 3 859 991
 6. Spain 2 281 617  6. USA 2 246 470  6. India 3 677 605
 7. UK 1 786 624  7. India 2 166 238  7. Mexico 1 993 468
 8. Canada 1 626 316  8. Spain 1 812 688  8. Brazil 1 778 464
 9. Italy 1 410 459  9. France 1 819 462  9. UK 1 722 698
10. Brazil 1 107 751 10. Iran 1 359 520 10. France 1 626 000
11. Mexico 993 772 11. UK 999 460 11. Czech Republic 1 344 182
12. Russia 943 732 12. Czech Republic 967 760 12. Iran 1 0740 00
13. Belgium 917 513 13. Mexico 942 876 13. Turkey 950 888
14. China 565 366 14. Canada 822 267 14. Canada 802 057

Source: OICA 2010, 2018.
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In this section we have looked at the evidence for a shift in global economic power. We 
may conclude that the USA retains its dominant position, although it is less dominant in terms 
of overseas investment, multinational presence and perhaps global influence than in former 
years. The economy of China has displayed a consistent and exceptional growth rate over 
a considerable period. If this trend continues then its economic output will outstrip that of 
the USA.

We now turn our attention to other changes influencing national economies, involving liber-
alization, privatization and the growing influence of Anglo-Saxon capitalism. We refer to these 
changes as changes in the operation of national economies. They are in fact changes in political 
economy since they represent shifts in political ideology which have led to the reform of the 
economic system.

Changes in the operation of national economies
We examine two major changes, liberalization and privatization, and focus on transitional econo-
mies; those economies that have moved from state control to a free market. In Chapter 5 we 
examine the view that there has been a global shift towards an economic system characteristic 
of the USA and UK.

Liberalization and privatization
Liberalization is the process of shifting from some form of state control of the economy 
towards a free market. The most obvious examples are China and the former USSR and its 
allied states.

Political reforms in China in 1979 led to liberal measures in the Chinese economy. We have 
already seen the outcome of these changes. In Chapter 2 we noted the growth of joint ventures 
between Chinese state-owned companies and firms from other countries and we illustrated this by 
examining the involvement of Chrysler and then Daimler Benz in China. In this chapter we have 
commented on the growth of the Chinese economy fuelled by foreign investment and increases 
in foreign trade. However, the overall control of the economy of China remains in the hands of 
the state, albeit with a significant growth in the private sector (see Table 3.9).

This has not been the case with the political reforms of the USSR and its allies. The Soviet state 
was broken up into a number of countries, although some, like the Russian Federation, remain 
very large. Most countries have pursued the economics of the free market, and compared with 
China, the changes have been rapid (some would argue destabilizing) and wide ranging. In addi-
tion, changes have taken place in former Soviet bloc countries such as Poland, Hungary and the 
Czech Republic. In such countries the liberalization process has been so far reaching that it has 
enabled such states to become members of the EU.

Privatization is the sale of state assets to private interests. It is an important aspect of lib-
eralization as former SOEs become private companies. However, privatization has become 
a feature of many liberal economies too, as in such countries as the UK, France, Germany, 
Canada and Australia. In the UK, the state-owned British Telecom was privatized, as was 
Deutsche Telekom in Germany. The banking crisis of 2008 has led to a change in this policy, 
with governments around the world, including the USA and UK, taking big shareholdings in 
major banks and major companies such as General Motors in the US. We will discuss this 
change later in this chapter and examine the ownership issues of privatization in more detail 
in Chapter 6.
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Variations in liberal economies
Variations in the extent and timing of privatization in free market economies suggests that there 
are variations between economies in the extent of state ownership and control. In fact those varia-
tions extend to other issues as well, including the rights of the individual, the extent of collective 
provision and the role played by stakeholders. We can identify three broad models: Anglo-Saxon; 
social market; and Asian. We identify also a fourth model representing those economies in transi-
tion from state control to private ownership. We examine the workings of these models in more 
detail in Chapter 5, when we explore variations in institutions and relations between stakeholders.

•	 The Anglo-Saxon capitalism model is sometimes called laissez-faire or competitive mana-
gerial capitalism. While all forms of capitalism see the market to be the ultimate arbiter 
and control of a well-regulated economy and certainly preferable to state control, this 
form of capitalism above all others emphasizes the workings of the free market. Such a 
system can be seen best in the USA and the UK, but is a feature also of Australia, New 
Zealand and Canada.

•	 The social market model is also known as the German model and the Rhineland model 
and is typified by the system found in Germany. Variations of the model can be found in 
France, the Benelux countries, the Netherlands, in the Scandinavian countries as well as in 
Italy and Spain. The model favours a free market, but one regulated by the state with an 
emphasis on job protection and social welfare. However, as we see in Chapter 5, there is 
considerable variation in the way the model operates in these countries.

•	 The Asian model is also known as the Japanese model, alliance capitalism or community 
capitalism. It is found throughout Asia but its core characteristics are best illustrated in 
Japan and the Asian tiger economies, especially South Korea. However, there are variations 
in the model. The underlying theme of Asian capitalism is that of the free market but with a 
strong state giving direction where necessary. Further insights into the model can be seen in 
Case 3.1 about Singapore.

What do you see as the key differences between the Anglo-Saxon, social market and Asian market economies?

REFLECTION pOINT

A challenge to Anglo-Saxon capitalism?
In recent times the supremacy of Anglo-Saxon capitalism as an economic system has been called 
into question. Towards the end of 2008 the global economy was heading for a recession and 
the value of major companies such as Ford and General Motors was decimated as stock market 
values fell dramatically around the world.

The problem began a few years earlier in the USA as banks were lending large sums of money 
to large numbers of people, many of whom traditionally would have been rated as high risk 
(known as the sub-prime market). A similar pattern was occurring in the UK as people spent 
much more money than they earned. The Anglo-Saxon economies had enjoyed a long period of 
economic growth. As a consequence, financial institutions took bigger risks to reap even greater 
rewards. As with the growth of the sub-prime mortgage market, a key problem was the avail-
ability of cheap money and financial institutions, especially banks had turned their attention to 
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the derivatives market for investment, carrying much higher risk than the traditional equities and 
bond markets. Three additional factors added to the problems. First, as was discovered later, the 
banks had poor systems of corporate governance. Second, investment bankers had significant sta-
tus and power. Several were appointed to government advisory roles. Third, both managers and 
some employees were encouraged to take risks on the back of huge bonus incentives. Certainly, 
many place the blame on an economic system that encouraged greed by those making economic 
decisions in corporations in the financial sector. (We examine this issue in our discussion of 
management pay in Chapter 7.) The result was that banks and other financial institutions became 
undercapitalized; they had insufficient funds to cover the outstanding loans.

This created a banking crisis and a stock market collapse in the wake of a severe threat to 
the economic system. Some banks such as Lehmann Brothers were forced to close. The UK and 
the USA governments along with many others around the world put together rescue packages 
to prevent economic collapse. The UK government propped up the financial system with various 
measures totalling over £400 billion in return for preference shares and interest to be paid on 
loans. The UK government became majority shareholders in the Royal Bank of Scotland, taking 
initially 60 per cent. It also bought shares in HBOS (43.5 per cent) and Lloyds TSB (43.5 per 
cent). The US government put £143 billion into the banking system, taking minority stakes in 
Bank of America, Citigroup and Goldman Sachs. As the banking crisis led to an economic crisis, 
many major companies became at risk. The US government bailed out General Motors by taking 
61 per cent of shares in the company and the Canadian and Ontario governments taking 12 per 
cent. The crisis was felt in many other countries. The Russian stock market was closed down and 
in Sweden, a plan to privatize six government companies was halted.

However, the response varied even in Anglo-Saxon economies. Whereas the UK bailed out the 
banks to the extent of 19.8 per cent of GDP and the USA to the extent of 6.8 per cent of GDP, in 
Australia it was only 0.1 per cent and in Canada, nothing at all. (Konzelmann, Fovargue-Davies 
and Schnyder, 2012) The key differences lay in the variations in the way the banking sectors were 
controlled (corporate governance is covered in more detail in Chapter 6.) There has also been 
a different approach by governments in the disposal of shares. In the UK, the government still 
retains shares in the major banks. In the case of RBS the government increased its share to 65 per 
cent, although it reduced its share in Lloyds TSB (which had acquired HBOS), to 32.7 per cent. 
In the US by the end of 2013 the government had sold all its shares in General Motors and the 
major banks. Undoubtedly, the rapid escalation of the financial crisis in the banks and its rapid 
spread to all countries in the world highlights one of the problems of a highly integrated global 
economy, as we have discussed in Chapter 2.

Will the events of 2008 and the resulting banking and stock market crisis reverse the trend of liberalization, 
privatization and the move towards the Anglo-Saxon system?

REFLECTION pOINT

State controlled and transitional economies
In a centrally planned (state controlled) economy, such as ones that existed in the former Soviet 
Union and the former communist countries of Eastern Europe, the state has total ownership 
and control of the means of production. The activities of all firms in all sectors of the economy 
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are under state ownership and control. The economy is centrally planned and the state controls 
supply and demand, wages and prices and levels of employment. However, under most such 
economic regimes the reality never matched the expectations and problems have been well docu-
mented. These include the failure to match targets and allocated resources, the failure to meet 
targets irrespective of resources, over-production, inflexibility and inefficiencies in all sectors of 
the economy.

Many state controlled economies underwent periodic reforms, but the key feature of the transi-
tional economy is the radical nature of change, that is more far reaching than any internal reform. 
Such economies present international firms, especially those from the advanced industrial nations, 
with opportunities for market expansion, business growth, foreign direct investment and enable 
them to reap the benefits from many of the advantages associated with joint ventures. These issues 
were discussed in Chapter 2 and formed the basis of Case 2.1.

Features of the transitional process are liberalization and privatization together with some form 
of internationalization, usually through the encouragement of inward foreign investment. The 
extent of the transition and the experience of most transitional economies have been mixed. In 
Eastern Europe, countries such as Poland, Hungary and the Czech Republic have made economic 
advances, while the experience of many of the countries of the former USSR was an initial rapid 
decline into economic chaos (with the notable exceptions of the Baltic states, Latvia, Lithuania 
and Estonia). Such variations in performance may be attributed to both the extent and length of 
time of state control of the economy. In the former USSR, central planning had been a feature 
for 70 years whereas, for most Eastern European countries (including the Baltic states), state 
control was a feature from 1948 only. In the former USSR, central planning was an embedded 
feature of business processes and behaviour and many people had known no other system. The 
change, when it did arrive, was rapid and destabilizing. In countries such as Hungary and the 
Czech Republic, not only was the experience of state control for a shorter period, but a greater 
number of liberal reforms had taken place before the collapse of centralized communist control 
in the early 1990s.

In China, liberal reforms began at the end of the 1970s, introduced by the regime of Deng 
Xiaoping. Such reforms accelerated rapidly during the 1990s with foreign direct investment 
pouring in and the establishment of joint ventures between former Chinese SOEs and western 
and Japanese firms such as IBM, Daimler Benz, Siemens, Hewlett-Packard, VW and Mitsubishi. 
Such reforms culminated in 2001 with the acceptance of China as a member of the World Trade 
Association (see Case 3.2). The economy of China is still defined as centrally planned, although 
that planning incorporates liberal reforms. The transformation of major cities, especially those 
in the east and along the coast, has been dramatic. However, the GDP per capita for China, 
despite predictions of growth, still stands at a fraction of its western and Japanese counterparts 
and variations exist within China itself, particularly between the prosperous coastal area and the 
relatively undeveloped western provinces. Moreover, as we saw in the section on joint ventures 
in the previous chapter, tensions exist when centrally planned economies meet the free market.

The importance of joint ventures to the transition of the Chinese economy has led to a tendency 
for China to follow western models of capitalism rather than the Asian model, with which it is 
much more closely related both culturally and structurally, in terms of a strong state apparatus 
(Dore, 2000). While models of capitalism are necessarily idealized, they do present emerging and 
transitional economies with a choice of routes.

In many ways the liberal economic reforms under a state controlled political system in China 
have had a greater impact on global economics than changes in other transitional economies. As 
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Dicken (2015) points out, the combined economies of the Russian Federation, Poland, Hungary 
and the Czech Republic contributed only 2 per cent of global GDP in 2005. In some countries 
there is also evidence of de-liberalization. In the early 1990s in Russia under the Yeltsin govern-
ment, oil, gas and metals industries were sold to private firms, at what many believed to be very 
cheap prices. The Putin government, however, saw the strategic value of Russia’s large oil and gas 
reserves, both in terms of international trade and as a lever to gain new global alliances (Walsh, 
2005). As a result, Gazprom with the Kremlin as the major shareholder has become Russia’s 
biggest company.

In the next two sections we examine in general terms the effect of business on the economy 
and of the economy on business.

What factors result in transitional economies taking different paths towards liberalization?

REFLECTION pOINT

The impact of business on the economy
All businesses produce goods and services and provide employment. In doing so they contribute 
to a nation’s income, capital assets and economic growth. In the previous section we have seen 
how these contributions are measured in terms of GDP, GNP and GNI.

Furthermore, contributions can be made to a nation’s economy through the investment and 
outputs of foreign firms. This is referred to as foreign direct investment (FDI).

In the previous chapter we explored the importance of the multinational and transnational 
company to the growth of the global economy. Both these types of company are also examples 
of FDI. FDI is the full or partial ownership of a firm located in one country by investors in 
another country. The rationale behind FDI is similar to that for the existence of the multinational, 
although as a mode of entry it needs to have significant advantages over exporting and licensing 
to make the investment worthwhile. It goes without saying that FDI can have considerable influ-
ence upon a nation’s economy. It was also noted in the previous chapter that FDI had replaced 
export volume and value as a measure of a nation’s economic success.

Key issues for business managers are also key economic issues. These may be identified as 
products, productivity, markets, profits and the supply of labour. These themes re-emerge when 
we discuss the role of the economy in the chapters on the various business activities. For example, 
in Chapter 10 we examine the view that economic growth is dependent upon product and process 
innovation.

The impact of the economy on business
There are many ways in which economic changes can affect businesses in all countries. These 
changes include structural changes, the supply and price of raw materials, increased interna-
tional competition and the emergence of globalization as a dominant influence. Central to the 
development of globalization is the impact of multinational firms. These illustrate the difficulty 
of isolating business and environmental influences. Many businesses in the UK have undoubt-
edly been influenced by a world economy increasingly dominated by multinational corporations. 
These same multinationals are themselves businesses with the ability to influence national and 
international economies.
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In most countries in the world, changes in the nature of the global economy have led to struc-
tural changes. The case of coal mining is a good example. In the UK, coal mining was once a major 
industry and a major employer. Table 3.18 charts the decline of the coal mining industry in the UK.

TABLE 3.18 Changes in coal mining in the UK 1947–2005

Year Mines Employees
Output (million  

tonnes)
% of UK energy  

from coal

1947 1000+ 1.1 million 187 90
1957 650 700 000 213 85
1977 238 242 000 108 35
1997 22 8 000  39 18
2012 5 5 600  17 N/A

Source: The Coal Association (2014).

The changes are a product of many factors, including the discovery of North Sea oil and gas, 
the availability of cheaper coal from countries such as Poland, Russia and South Africa and 
political choices about mine closures. By 2005, the UK was producing only about 40 per cent 
of the coal it was using, relying on imports. Such structural changes are not peculiar to the UK. 
Coal mine closures in Poland resulted in a reduction in employment in that industry of some 70 
per cent from 450 000 in 1985 to 136 000 in 2003 (EU Commission statistics, 2004, no longer 
available on the Internet).

In most developed economies there has been a decline in the manufacturing sector  
(de-industrialization) and growth of services, especially the financial sector. In turn, these changes 
have caused high levels of unemployment in those areas formerly dominated by traditional manu-
facturing industry, while creating many jobs in financial services. The case of the UK coal mining 
industry illustrates how economic changes can affect whole communities. The closure of a major 
employer reduces retail sales, and large scale unemployment, especially among young people faced 
with few prospects, creates its own social problems.

The availability of resources influences the fortunes of individual firms and can lead to struc-
tural changes. In 1973, OPEC, representing the oil-producing countries, decided to restrict the 
supply of oil, with a subsequent sharp increase in price. Similar price rises occurred in 1979. 
The impact on businesses in the UK were several. Increased costs were passed on in the form of 
higher prices or resulted in reduced profits, with some firms unable to compete. Some industries 
sought substitute products with corresponding increases in demand for products of the coal and 
gas industries. Rising petrol prices meant increased costs of transport and led to product changes 
in the car industry. These changes were even more significant in the USA, with a reduction in car 
size and the imposition of a national speed limit on all roads, the legacy of which remains today. 
When Britain became an oil producer, changes in the price of oil had an effect upon the exchange 
value of sterling. An exchange rate strengthened by an oil economy meant British exports became 
more expensive and was damaging for those businesses that depended for a large proportion of 
their revenue on exported goods.

There has been a marked increase in the international dimension of most types of business. This 
has taken the form of growth in international competition, initially from Japan but, more recently 
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also from other South-East Asian economies, especially China. The decline in competitiveness of 
many of Britain’s manufacturing industries, such as shipbuilding, motorcycles, domestic electrical 
products and cars, has been attributed to the rise of cheap labour economies, especially those in 
the Far East, or the product superiority of manufacturers in countries such as Japan and Germany.

However, our perspective of international competition must be revised constantly, so dynamic 
are the forces at work. While de-industrialization in many advanced economies was linked to a 
switch of manufacturing to those aforementioned cheap labour economies, such economies are 
becoming less cheap and, far from lagging behind, they are beginning to take the lead in certain 
areas of manufacturing technology and product development.

THE STATE AND BUSINESS

The state is that body which has a monopoly over taxation, money supply and the legitimate use 
of violence. The state is normally thought of as comprising the executive, parliament, civil service, 
judiciary, armed forces and police. It would be wrong to perceive the state as a united body. Ten-
sions can and do occur, as between parliament and the civil service, or between parliament and 
the judiciary. Variations in policy often result from differences in political ideology.

The state comprises parliament, the judiciary, the civil service, police, armed forces and so on. Traditionally, there 
have been tensions between the state’s need to direct the economy and regulate business and the wishes of the 
business community to pursue their interests with a minimum of state intervention. Nevertheless, state intervention 
is a feature of business life and is inevitable in many countries, where the state is a major employer. Intervention 
occurs through the legal regulation of market transactions, inventions and employment contracts and through 
the state’s attempt to influence demand both as a consumer and via government economic policy. The business 
community in turn attempts to influence the state by adopting the various tactics associated with pressure groups. 
Increasingly, business comes under the influence of the policies of supranational bodies, such as the EU and WTO.

KEY CONCEpT 3.1 THE STATE

The World Bank (1997) has identified five core responsibilities of the state in a modern society:

•	 establishing a legal framework

•	 developing economic policies

•	 building basic services and infrastructure

•	 protecting the vulnerable

•	 protecting the environment. 

All these responsibilities affect business in some way. We have already noted that the state 
interacts with business through its management of the economy. In this section we will deal with 
aspects of the state’s activity at both national and local levels in terms of the state’s attempt to 
intervene in business and the efforts made by business managers to influence the workings of the 
state. It will also link back to the models of economic systems outlined in the previous section. This 
section examines also the issue of international political and economic integration and focuses on 
two supranational bodies, the EU and the WTO. The interaction of the state and business is illus-
trated by examining the relationship in our discussion of business activities in Chapters 10 to 14.
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Before the relationship between the state and business is examined more closely it is important 
to consider the ideological underpinnings that inform state involvement in business in the 21st 
century. For many years, two broad contending political philosophies have dominated: central-
ized state control typified by the former USSR and China, and liberal pluralism typified by the 
USA and Western Europe. As noted in the last section when we discussed political systems and 
business, both these philosophies have had a profound effect on business. We also noted a shift 
towards liberalism if not liberal pluralism.

For liberals, the state is concerned with the maintenance of order and with providing condi-
tions so that business can prosper. The state is seen as a neutral umpire in a pluralist society 
dominated by voluntary cooperation and exchange, where differences are never fundamental. 
Under a liberal view of the state, intervention is necessary for the following reasons:

•	 To protect the workings of the free market against forces that might otherwise disrupt it, 
such as excessive monopoly power of either business or trade unions

•	 To provide and/or control goods and services to individuals such as defence and education, 
where provision by other means would be impossible or inappropriate

•	 To take a longer term view of economic, social and environmental change than individual 
businesses are capable of doing.

The liberal perspective allows wide variation, as we saw in our different models of capitalism, 
from a highly directive economy to one in which the free market is encouraged to operate unfet-
tered by government controls.

Those criticizing this perspective argue that the state tends to operate to preserve the sta-
tus quo, that groups in society rarely have equal power to support voluntary cooperation and 
exchange, and that ultimately the state is not neutral. Marxists take this view a stage further and 
argue that the state is the instrument of the ruling class in an essentially exploitative society, where 
massive inequalities exist. Under a Marxist view of the state, intervention is necessary to maintain 
the status quo in favour of the dominant class and to protect their interests.

State intervention under different economic systems
You are referred to the discussion of economic systems discussed earlier in this chapter and in 
more detail in Chapter 5. Under each system the state’s relationship with business is different.

•	 Under systems of state control and central planning the state has total ownership of business. 
It controls production via targets, and controls both supply and demand and wages and prices. 
Such a system typified the old regimes of the former Soviet Union and China. Such total inter-
vention is now rare, existing only in a handful of countries such as North Korea and Cuba. 
Nearly all former state controlled economies are in transition towards a free market system. This 
means that private ownership of business has been introduced and managers will have more 
freedom to act. The extent of state involvement in such a transitional economy varies. For exam-
ple, although China allows private companies and joint ventures with foreign firms, business 
activities are still tightly managed by the state operating at both national and regional levels.

To what extent do you agree with the five core responsibilities of the modern state as identified by the World Bank?

REFLECTION pOINT
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•	 The Anglo-Saxon systems of the UK and USA are based around the notion of a free mar-
ket and non-intervention of the state. Yet here the state is still active in business through 
laws and regulations that have a significant impact on the way business is done and on 
internal business practices. There is much debate within the business communities of both 
countries that despite the rhetoric of the free market, the state is often seen as too inter-
ventionist in the affairs of private businesses. For example, in the UK the owners of small 
businesses have complained that employment laws relating to part-time work and mater-
nity leave are disadvantageous to their competitive position. A complication here for the 
UK is that many laws governing business are not the product of the UK government but 
emerge from the EU, where several member nations operate under a social market system. 
This could change following the decision of the UK to leave the EU. This is dealt with in 
more detail later in this chapter.

•	 The social market system has a number of variations. The state plays a key role in protect-
ing the social welfare of its inhabitants. There is considerable investment in such areas 
as health and education supported by high rates of taxation. Laws are enforced to limit 
mergers and takeovers, which might affect jobs and to facilitate employee involvement in 
business decisions. For example, the Anglo-Dutch steel firm Corus (formed from British 
Steel and Hoogovens and since taken over by Indian group Tata) announced large losses 
in 2002–03 with the inevitable threat to jobs. Far more job cuts were expected in the UK, 
because Dutch workers are better protected through their system of employee involvement. 
Such state direction in business has been labelled as corporatism. This is essentially an 
attempt by the government to achieve stability by integration, involving representatives of 
business and trade unions in the economic decision making process. However, as we noted 
in the previous section, some social market countries, including Germany, have become 
more Anglo-Saxon in their approach to business.

•	 Under the Asian model the state is directive but not in terms of social welfare, which is 
the responsibility of individuals. The state tends to be pro-business and assists in business 
growth. In Japan, some sectors have been given government support and R&D has been 
facilitated by the establishment of government backed centres involving representatives 
from several firms working in the same sector. In Singapore, the government encouraged the 
inward investment of foreign firms (see Case 3.1).

Difficulties with state intervention
There are a number of reasons why state intervention in business is difficult:

•	 the impact of government policy upon business activity is often difficult to measure and 
direct relationships can be difficult to prove, owing to the large number of other variables 
which can, and do, affect the situation

•	 governments change and, with them, policies. Differences both between and within politi-
cal parties can result in different approaches to intervention

•	 the business community may oppose attempts by governments to control it. The majority 
of owners and managers of business have an ideological attachment to laissez-faire

•	 as we saw in Chapter 2, many multinationals tend to have a greater allegiance to their own 
corporate goals than those of any single nation state.

Despite such problems the state does intervene in business in a variety of ways.
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Types of state intervention

Collective provision The most obvious form of state intervention is through the provision of those 
goods and services that would otherwise be too expensive, too dangerous or just ineffective if left 
to private control. Such aspects would include defence, the police, health, welfare and housing. The 
extent and nature of such collective provision is a matter of political and ideological debate. The 
British government, since 1979, has pursued a policy of reducing its collective provision, as we 
will discuss under privatization in Chapter 6.

The state as employer In the UK, the proportion of the working population employed by the state 
rose from 2.4 per cent in 1851 to 24.3 per cent in 1975. Policies of privatization since 1983 have 
led to reductions in those directly employed by the state, but it remains a major employer with 
a profound effect on the labour market. In many countries governments attempt to hold down 
wages in the public sector as part of the policy of reducing public expenditure. In the UK, this 
has from time to time resulted in confrontations with such groups as doctors, nurses, teachers 
and the fire brigade.

The state as consumer As a major employer, the state is a purchaser of office equipment and 
many businesses rely on government contracts as a source of revenue. The state, through its 
involvement in defence, health and education, influences the direction of innovation (Chapter 10 
has a more comprehensive review of this aspect).

Legal regulation The legal regulation of business is extensive and complex. The law of contract 
is used to regulate the market place. Company law deals with such issues as the protection of 
consumers through the regulation of monopoly power, rules governing the provision of company 
information and so on. Labour law deals with both the protection of the individual worker and 
the regulation of collective bargaining. Patent law exists to encourage innovation by granting 
monopoly rights to patent holders. Illustrations of such legal provisions may be found in the 
chapters dealing with specific business activities. Some laws operate as constraints while others 
exist specifically to aid industrial development.

Demand management All governments attempt to influence and control economic growth, the 
balance of payments, wage and price stability and the level of unemployment. They use fiscal 
measures, such as taxation, monetary measures, such as the control of credit, and direct mea-
sures, such as import controls and assistance to specific firms. In the 1980s both the US and 
UK governments attempted to stimulate economic growth through monetarist and supply side 
policies.

Through taxation and monetary policies governments are able to raise revenue to finance 
activities and also to achieve specific objectives, as through the lower rates of taxation levied 
on food as opposed to tobacco. In many countries governments have given aid either for spe-
cific purposes, such as innovation (Chapter 10 contains a full discussion of this), or to assist a 
particular firm or industry. However, such support for individual firms is ideologically incom-
patible with free market economic policies and is constrained by policies of the EU. Member 
states are forbidden under EU competition law to favour firms in their country over those in 
the rest of Europe. However, funds are available within the EU, through its Social and Regional 
Development Funds, to stimulate the growth of firms in designated deprived regions and to 
retrain the workforce.
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Training Governments attempt to influence the skills composition of the work force through educa-
tion and training policies. Arguably, some countries have been more successful at this than others. 
Training features more prominently in the USA and Germany than it does, for example, in the UK.

Protection Governments have, to varying degrees, attempted to protect their industries against 
what is viewed as unfair competition from overseas firms and, indeed, other governments. One 
direct measure is the use of import tariffs and controls such as quota restrictions. Japan did this for 
a number of years with significant influence on the growth of home industries and firms. Govern-
ment representatives will also attempt to influence the policies of supranational institutions, such 
as the EU or WTO, to ensure a level playing field for the conduct of international trade.

Marketing Most governments support their own businesses in exporting goods and services. 
Diplomatic services will inevitably involve a trade function and embassies will act as host to 
trade delegations as well as influencing foreign governments and businesses through diplomatic 
connections.

Advisory services In addition to its policies of regulation and assistance, the state offers advice 
to business people. Such advice ranges from overseas trade, as identified above, to dealing with 
employment relations problems at home.

The business community as a pressure group
So far this section has concentrated on the way the state attempts to influence business. We now 
turn our attention to the ways in which the state can be influenced by the business community 
acting as a pressure group or, more correctly, as a series of pressure groups.

We have already noted that businesses are traditionally resistant to state control and are gen-
erally committed to a laissez-faire economy. However, as a pressure group, businesses tend to 
be fragmented with no powerful central body to coordinate policy. This of course varies from 
country to country. The chamber of commerce system in Germany has considerable influence on 
policies at a local level.

With all pressure group activity there is a difficulty both in observing it and in measuring its 
effect. We can only make deductions based upon open, formally reported attempts to influence. 
The business community tends to be secretive and many attempts to influence government policy 
are undoubtedly covert and informal. Nonetheless, the business community represents an impor-
tant source of revenue via taxation and borrowing to enable the state to fund its activities and, 
this alone, constitutes an important political lobby.

We have suggested that, for the most part, managers tend to be reactive rather than proactive 
as far as the state is concerned and seem more concerned to predict changes in the political envi-
ronment than to initiate those changes for themselves. In this way, the tobacco manufacturers 
predicted increased government regulation of their industry and took measures both to diversify 
and to transfer attention to growing Third World markets. The same companies reacted to restric-
tions on tobacco advertising by expanding their interests in sport sponsorship to maintain a high 
public profile. Some companies, of course, are better than others in resisting state intervention. 
Multinationals can use their protected status as members of another sovereign state to limit the 
extent of intervention in those countries in which they operate, and by transferring funds from 
country to country can minimize tax liabilities.
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Political risk assessment is a technique used by some firms operating in an international 
environment, particularly where there is considerable investment planned, as in the estab-
lishment of a manufacturing plant. Risk assessments would be built into the strategic plan 
and assess the stability of the country as well as the chances and likely impact of a change in 
regime. At a more detailed level, risk assessment will attempt to predict policy changes and 
their effect upon operations. There have been a number of well documented cases where a 
change of government has resulted in the expropriation or nationalization of assets, as has 
occurred in such countries as Chile, Egypt, Iran, Iraq and Nigeria. Other risks can incor-
porate such diverse events as civil war, the kidnapping of managers and associated ransom 
demands, restrictions on borrowing, trades union activities and policy changes concerning 
the hiring of local staff. Such assessment is far from easy. Governments can change without 
any fundamental shift in economic policy and the nationalistic rhetoric of some politicians 
may threaten foreign investment in the run-up to an election, but turn out to be supportive 
once power has been achieved.

Once genuine risks are forecast, management will wish to take some measures to prevent them. 
Real pressure group activity exists where the business deliberately attempts to control the politi-
cal environment in which it operates. Ways in which business attempts to influence government 
policy include:

•	 Professional groups such as doctors, lawyers and accountants and employers’ associations 
representing whole industries all attempt to influence policy.

•	 Industry groups lobby government bodies to secure some kind of advantage or to protect 
themselves from what they see as unfair competition. Thus, the fishing industry in both 
the UK and the rest of Europe is persistently lobbying for increased protection through the 
extension of territorial waters.

•	 Some firms seek political influence through donations to political parties. This is the 
source of considerable funding to political parties in the USA and a growing source in 
the UK as well as in other European countries. Multinationals and large firms in any 
country will make some attempt at influencing government policy and may even be 
consulted.

•	 Individuals, too, represent an important channel of influence. Many references are made 
to the ‘old boy network’ that operates in government and business circles and several firms 
take more direct action by enlisting the services of a member of parliament on its board 
of directors. British Airways, before privatization, set up a powerful lobby to protect its 
own position. The Civil Aviation Authority had published a report recommending that BA 
should give up some of its routes to its competitors, particularly local routes to provincial 
airlines and international routes to its main competitor, British Caledonian. The report also 
recommended that BA should move some of its services from Heathrow to Gatwick Airport 
and allow its competitors to move into Heathrow. The lobby was successful and a govern-
ment White Paper on airline competition policy favoured BA. Some sources indicated the 
role played by the then BA chairman, Lord King, who was a personal friend of the then 
prime minister, Margaret Thatcher. The government decision effectively prevented  British 
Caledonian from expanding and did much to prepare for its eventual takeover by BA 
 following privatization.
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Lobbying has become an occupation. The EU for example has around 10 000 accredited 
 lobbyists whose role is to influence policy. In recent years a number of firms that operate as pro-
fessional lobbying consultants have emerged. Clients include not just private sector organizations, 
but also local authorities who wish to influence government policy on such issues as the dumping 
of nuclear waste and who are resisting proposals to create nuclear waste sites in their area.

We can see that businesses attempt to influence the state in a variety of ways: through personal 
influence, by gaining media coverage for their views, by taking out expensive advertisements, 
by hiring consultants and by submitting letters to the press, often enlisting the support of other 
interested parties.

In what ways does the state intervene in the operations of individual firms? In what ways can the business com-
munity and the stakeholders of business influence government policies and decisions?

REFLECTION pOINT

So far in this section, focus has been on the way the state exerts its influence over the business 
community and vice versa. Chapter 2 noted the growing trend of political globalization through 
trading blocs and supranational political organizations. Such organizations and their activities 
increase the complexity of the interaction between the state and business. In the next section the 
general issue of international economic and political integration is dealt with and focuses on two 
such organizations, the WTO and the EU.

International economic and political integration
International economic and political integration can take a number of forms. There are essentially 
two types: global integration as with the UN or WTO, and regional integration as with the EU. 
There are at least 30 regional groupings and they operate across all continents. The main types, 
listed in ascending order of integration, are:

•	 Free trade areas. Nations within these areas agree to remove barriers to trade such as tar-
iffs and quotas, e.g. NAFTA.

•	 Customs unions. These are extensions of free trade areas in that members operate together 
to set a common tariff for all non-member states, e.g. the EU operates as a bloc in negotia-
tions over trade with non-member states.

•	 Common market. This is like a free trade area and customs union, with the added freedom 
that people and capital can move freely between member countries as well as traded goods 
and services. The EU is a classic example.

•	 Economic union. This involves the integration and harmonization of economic policies. 
It is a goal of the EU but has proved to be difficult to achieve with the unwillingness of 
some members to surrender sovereignty on issues such as rates of taxation or a common 
currency.

•	 Political union. This involves not just economic integration but the integration of political 
systems. The former Yugoslavia achieved such a union after the Second World War. The dif-
ficulties of both creating and maintaining such systems in the face of different demands was 
in evidence with the break-up of Yugoslavia in the 1990s.
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Such types of regional association and integration play a big role in management decisions and 
business behaviour. The operation of such a region can influence the location of production, the 
targeting of markets and lead to increased FDI and joint venture activity.

The World Trade Organization
The WTO began its life as GATT (General Agreement on Tariffs and Trade). It was founded as a 
supranational body shortly after the Second World War. Alongside the World Bank and the IMF, 
it was set up as part of the Bretton Woods system for the management of the post war economy. 
Although the initial concern was for trade in goods, this was extended to include services. GATT 
was always seen as a temporary stage in the creation of the WTO, but it was not until the conclu-
sion of the Uruguay Round of GATT talks in 1993 that this became a reality. The WTO, with 
its headquarters in Geneva, opened for business on the first day of 1995.

Emerging from the GATT, the WTO is a global organization comprising 164 member nations in March 2018. It is 
concerned with the establishment of rules of trade between member states. This it does within the framework of 
liberalizing world trade and offering assistance to the developing world. The full achievement of its objectives 
has been thwarted by trade restrictions by many nations and by the activities of some multinationals in moving 
operations to avoid WTO regulations.

KEY CONCEpT 3.2 WORLD TRADE ORGANIZATION

GATT was founded on the twin assumptions that trade is associated with wealth and that 
an increase in trade between nations means a reduction in the risk of war. These assumptions 
were born out of the experience of the 1930s when many nations sought to protect their own 
economies during depression through the imposition of high import tariffs and through the 
experiences of global war in the 1940s. In 2001, when China joined, the WTO comprised 143 
member countries. The issues surrounding the membership of China are explored in more detail 
in Case 3.2. It has now expanded to 164 member states.

Agreements between members are reached through ‘rounds’, of which there have been eight since 
1945. Each round seeks to further the liberalization of trade. In general, the WTO operates by:

•	 establishing rules that govern trading behaviour between nation states

•	 attempting to liberalize trade through tariff and quota reduction

•	 offering a facility and a legal framework, including a court, for the settlement of disputes

•	 monitoring trade agreements and government policies, especially those that may contra-
vene the WTO objective of liberalization

•	 providing technical assistance and training for developing countries.

The WTO offers a more formal structure for the furtherance of trade agreements than existed 
under GATT. Senior ministers of member states and regions meet once a year and business is dealt 
with by the Council of Representatives, which meets around nine times a year. The council’s work 
is supported by standing committees. Members should adhere to rules governing the trading of 
goods and services and they have a duty to apply these rules and the same tariffs to all other mem-
bers. Furthermore, members must not discriminate between domestic and imported goods and 
services. The WTO members embrace well over 90 per cent of world trade. Its supporters point 
to the dramatic reduction in tariffs and the equally dramatic increase in world trade since WW2.
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Others are more sceptical, highlighting the continued presence of trading blocs as proof of the 
continued existence of protectionism, the success of countries, such as Japan, in resisting foreign 
imports and the growth of informal agreements outside the jurisdiction of the WTO. Such an 
agreement would include the ‘gentleman’s agreement’ between Britain and Japan and between the 
USA and Japan to limit the import of Japanese cars. Such agreements are contrary to the spirit of 
the WTO. Others have criticized the WTO for taking a weak stance on social and environmental 
issues, including child labour and global warming. The USA government banned the import of 
tuna from certain countries, on the grounds that the fishing methods used killed large numbers 
of dolphins and were a threat to the species. The WTO declared the ban illegal in 1991. Many USA 
firms manufacture in Mexico, thus avoiding more stringent USA laws on pollution, and there are 
many cases of multinationals exploiting cheap labour economies and sanctioning the use of child 
labour. The WTO draws a distinction between the traded goods and services and the methods of 
production, which critics regard as a flaw in its rules. The only exception is the imposition of trade 
restrictions on scientifically established health grounds. The perceived ambivalence of the WTO 
towards social and environmental issues has seen recent summits of WTO members attacked by 
anti-globalization protest groups, who forced the premature closure of the Seattle summit in 1999.

The Uruguay ‘round’ of talks began in 1986 and took 7 years to reach its conclusion at the 
end of 1993. This round concerned itself with the tariff issues, but also tackled foreign invest-
ment, patents and copyright, trade issues concerning service industries, and agriculture. It is this 
last issue, among others, that resulted in the Uruguay talks taking so long to reach a conclusion. 
Throughout the world, agriculture is the most highly subsidized of all industries and any proposal 
to reduce subsidies and hence liberalize trade have met with stern opposition and ultimately dead-
lock, resulting in the talks exceeding their deadline date. Even though the Uruguay round was 
completed at the very end of 1993, it was done amid much last-minute compromise. After talks, 
agreements must then be ratified by the respective governments, a process that can take years. 
This lengthy process and the difficulties in reaching an agreement has led many to question the 
ability of the WTO to regulate international business and trade effectively.

The Doha round of talks began in Qatar in 2001 picking up on unfinished business from 
the last round as well as raising new issues. The Doha round of talks remained unfinished at the 
beginning of 2018. It has focused on the differences between the advanced economies and the 
developing nations with agricultural subsidies of particular concern (see the following section 
on the EU). It has a main aim of assisting developing countries to secure a share of world trade 
to meet their development needs. Other issues include the access of poorer countries to patented 
drugs, with HIV/AIDS as a big factor, concern for the environment and a call for the WTO to 
review the standards and conditions under which labour is employed around the world.

How effective is the WTO in achieving its stated objectives of unlimited free trade between member states and 
assisting the developing world? What are the obstacles to achieving these goals?

REFLECTION pOINT

The European Union
By 2018 the EU embraced 28 nation states. In 2016 the UK voted to leave. The process and 
impact of this decision are dealt with later in this section under ‘BREXIT’. In Table 3.19 the 
stages in the growth of the EU since the 1950s are identified. The EU was formed out of post war  
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idealism as a means of putting an end to war between European nations and to assist in the post 
war political, social and economic reconstruction of Europe. Politically, the EU originally saw 
itself as a power bloc alongside the USA and the USSR. With the break-up of the Soviet Union, 
its political position has almost certainly been enhanced. Economically, there was a desire to 
capitalize on the largest market in the advanced industrial world. Protectionism was sought both 
against a buoyant Japanese export trade and in response to increasing protectionism on the part 
of the USA. The EU, with over 400 million people, is a bigger market than either the USA (around 
300 million) or Japan (around 130 million).

The EU is currently an independent member of the G20 in addition to those member states 
who are also members.

The EU, which began life in 1952 as the European Coal and Steel Community, embraced 28 member states in 
2018. The objective of the EU is the maximization of advantages associated with the free movement of goods, 
finance and people and to capitalize on a large internal European market. In achieving these objectives it is 
intended to bring the peoples of Europe closer together and operate a single market using a single currency. 
Landmarks have been the Treaty of Rome (1957), the Single European Act (1987), the Treaty on European Unity 
(1992), the Treaty of Amsterdam (1997) and the introduction of the euro in 1999. There are still concerns by 
some member states, notably the UK, about the timing of the introduction of a single currency and its impact on 
sovereignty. There remain differences in wage rates and standards of living between member states.

KEY CONCEpT 3.3 THE EUROpEAN UNION

TABLE 3.19 Stages in the development of the European Union

1952 The European Coal and Steel Community formed by Belgium, France, West Ger-
many, Italy, Luxembourg and the Netherlands

1957 The above six countries sign the Treaty of Rome and establish the European Eco-
nomic Community. The UK is invited to join but withdraws from talks at an early 
stage

1958 The European Economic Community comes into being
1973 The initial six members are joined by Denmark, Ireland and the United Kingdom
1981 Greece joins
1986 Spain and Portugal join
1987 The Single European Act is passed to create a single market by 1992
1992 The Treaty on European Unity, also known as the Maastricht Treaty
1995 Austria, Finland and Sweden join
1997 Treaty of Amsterdam
2002 Euro banknotes and coins become the official currency of the EU and are adopted 

by 12 states
2004 10 new members join: Czech Republic, Cyprus, Estonia, Hungary, Latvia, Lithuania, 

Malta, Poland, Slovakia and Slovenia
2007 Bulgaria and Romania join
2013 Croatia joins
2016 The UK holds a referendum on EU membership and the vote is narrowly in favour 

of leaving the EU.
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While the impetus for the creation of the EU was economic (it was originally known as the 
European Economic Community), the EU has formally embraced social and legal issues. Social 
issues pertaining to the workplace have been grouped together under the collective banner of the 
Social Charter, to which the UK was unable to subscribe in full at the time, the only EU member 
so to do.

Political changes that took place at the end of the 1980s and into the early 1990s changed 
the face of European business and, with the reunification of Germany, a former communist state 
was brought into the EU for the first time. Since then many other former communist states have 
become members.

In this section on the EU we will examine its objectives, the mechanisms through which those 
objectives are achieved and focus on specific key issues including competition, agriculture, energy, 
monetary union and employment.

What are the key issues arising from the expansion of the EU?

REFLECTION pOINT

EU objectives and instruments
Objectives of the EU include:

•	 maximization of the advantages accruing from the free movement of goods, finance and 
people

•	 increase of competition and demand

•	 maintenance of stable prices and high levels of employment

•	 coordination of the policies of individual governments and their central banks.

Such objectives rest on two sets of related assumptions.

•	 First, it is assumed that the reduction in trade barriers will lead to increased competition, 
which will drive more efficient methods of production and result in better quality products 
at cheaper prices. This in turn will lead to an increase in demand.

•	 Second, it is assumed that a united Europe will offer considerable economies of scale and 
eliminate the waste associated with nation states operating independently.

The main instruments through which these objectives are to be achieved are contained within 
the Treaty of Rome 1957, the Single European Act 1987, the Social Charter and the Treaty of 
Maastricht 1992, the Treaty on European Unity 1992 and the Treaty of Amsterdam 1997. In 
general terms, the instruments comprise directives, which are binding but give member states 
flexibility in operation, and regulations, which are binding and directly applicable.

The EU comprises a number of institutions:

•	 European Commission based in Brussels is the administrative heart of the EU and carries 
out most of the work

•	 Council of Ministers is made up of the heads of state of member countries, who take it in 
turns to lead the EU for a specified period
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•	 European Parliament is made up of elected representatives from the member countries. A 
nation’s representation is proportional to its population

•	 European Court of Justice is the supreme European court to which people can appeal if 
they feel they have been served badly by the justice system in their own country.

A primary objective of the EU is the removal of obstacles to free trade, and hence there are 
proposals to eliminate frontier controls and work permits, and to harmonize both taxation 
policies and technical standards. The creation of a single European technical standard for 
car manufacture would, for example, eliminate the need to produce different types of head-
lamps for the same model of car to meet the various legal requirements in different European 
countries. The elimination of such differentiation would reduce costs and be likely to lead to 
increased demand.

The degree to which such instruments have been introduced has varied according to the nature 
of the proposed change and between member nations. Not all countries have embraced the pro-
posals as readily as others. The UK has failed to agree to the provisions of the Social Charter and 
opted out of the Social Chapter of the Maastricht agreement (although subsequently agreed to 
opt in). Particularly contentious issues include agriculture and monetary union. It is to these and 
other issues we now turn.

EU issues
Businesses have been influenced by a certain harmonization that has taken place in company law, 
employment law, accounting practice, taxation and the role of financial institutions. There has 
been cooperation over policies concerning industrial development, regional aid and environmen-
tal protection. In the same way that business interests lobby national governments, attempts are 
made to influence EU policy. Nonetheless, there would appear to be problems for businesses in 
dealing with the EU:

•	 Concerns are expressed about the bureaucracy and protracted decision making 
 mechanisms of EU institutions.

•	 As the number of members increases, decision making becomes more cumbersome. The 
increase in members from 15 to 27 in 2007 and then to 28 in 2013 did not improve things.

•	 There is a conflict of interests between constituent nation states. At the root of this con-
flict is the issue of sovereignty. The EU will assume powers that formerly belonged only to 
democratically elected governments of individual nation states.

•	 Differences exist within the EU between member states. These include differences in geo-
graphical size, population, resources, living standards and a range of economic variables 
that present difficulties in the move to a level playing field. Nonetheless, such convergence 
is a prerequisite of monetary union. Such issues were more apparent following the addition 
of 12 countries, 10 from East Europe in 2007. The additional 12 states have increased the 
EU population by a fifth, but add only around 6 per cent to the GDP. There were fears that 
many businesses in those countries will be unable to withstand the competitive pressures 
that membership brings or that the richer members would have to subsidize these countries 
to unacceptable levels.

We will illustrate some of the difficulties by focusing on competition policy, agricultural policy, 
energy policy, monetary union, the eurozone crisis, workplace issues as part of social and labour 
policy and Brexit, the term given to the UK leaving the EU.
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Competition policy The competition policy of the EU has the avowed aims of preventing cartels, 
of controlling monopolies, especially state controlled monopolies, and of restricting state aid 
to certain industries (creating unfair competition). Despite such aims there are many cases of 
protectionism and unfair competition within the EU. One reason for the decline of the British 
coal mining industry lay in the availability of cheaper coal elsewhere and the subsidies offered 
to producers in Germany.

The complexities of competition policy were illustrated by the case of Ryanair, a cut price 
airline and Charleroi airport in Belgium. Ryanair used Charleroi because it offered a good 
deal. The problem was that Charleroi was publicly owned. The EU Commission argued that 
Ryanair was effectively getting a state subsidy to fund its cheap deals, which was illegal under 
EU regulations. As a consequence, Ryanair threatened to leave Charleroi with an estimated 
loss of 200 jobs, apart from the loss of the service to passengers (Osborn, 2003). Competition 
policy is also at the heart of the dispute between the EU and some member states over setting 
low rates of corporate tax to influence the location of multinationals. The EU has deemed it 
unfair competition and ordered member states such as Ireland and Luxembourg to recover 
taxes from multinationals charged at low rates. A more detailed explanation of this can be 
found in Case 2.2.

Agricultural policy The common agricultural policy (CAP) subsidizes European farmers. This 
allows EU farmers to over produce and sell produce below cost price. The subsidy is not unique: 
US farmers also receive subsidies from Washington. However, it is a contentious issue in terms of 
cost, its effect on the free market and on the developing world, especially Africa.

•	 It can be argued that CAP is contrary to the concept of free trade that underpins the EU. 
Farmers are protected in a way that other industries and occupations are not, for example, 
in the coal mining industry, where there have been closures and job losses. CAP has also 
been challenged by the WTO.

•	 CAP takes about 40 per cent of the EU budget and comprises a considerable tax burden to 
all in the EU.

•	 As a result of the subsidies, producers from the developing world cannot compete. Many 
countries in Africa depend on agricultural exports and lose out to unfair competition. In 
some cases European produce is exported to Africa and sells at a lower price than local 
produce.

Any attempt to reform the system is usually met with strong opposition, especially from French 
farmers, who benefit more than most from CAP.

Energy policy Unlike the agricultural policy, the EU energy policy embodies most of the principles 
of the EU. There has been a rapid movement to a single European market at least for the 15 mem-
ber states before 2004. The policy focused on gas and electricity and aimed for an open market in 
both industrial and domestic supply by the end of 2007. In many countries this has required the 
reform of their industry involving privatization and the legal separation of transmission (pipelines, 
cables) and distribution to customers. The EU wants to achieve a market where any purchaser of 
gas or electricity can buy from the cheapest supplier in any member country and aims to influence 
transfer prices between member states and influence each country to regulate its own prices. The 
goal is price reduction across the board.

Copyright 2019 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



THE STATE AND BUSINESS 101

Monetary union Monetary union had as its initial instrument the European Exchange Rate Mech-
anism (ERM). This was an attempt to keep the exchange rates of currency between member 
countries within fixed limits. While the ERM had its detractors, the major objections are usually 
reserved for the proposals associated with European Monetary Union (EMU) and the creation 
of a single European currency. Those in favour of EMU see advantages in terms of increased 
competition and trade, the reduction of transaction costs, increased certainty in planning, the 
reduction of inflation and the necessity for greater political cooperation. Detractors have pointed 
to the problems of maintaining comparable interest rates, as seen within the ERM in 1992 and 
1993, and say that there would be unequal costs and benefits. For the British government EMU 
was seen as a loss of sovereignty and hence political control and democratic accountability. For 
this reason Britain has acted as the chief opponent to full-scale monetary union.

In 1999, the new single currency, the ‘euro’, was introduced by 11 participants. Denmark, Greece, 
Sweden and the UK opted out for various reasons, although all initially saw themselves as poten-
tial future members and Greece did opt in soon afterwards. By 2014, 18 countries in the EU were 
members of the single currency group and Denmark, Sweden and the UK remain opted out. At first, 
the euro was confined to paper transactions, with coins and notes used for the first time in 2002.

The development of the EU has been a reason why trade between member countries has grown 
much faster than trade with other nations. Its supporters see the euro as a key instrument in strength-
ening unity between member states and a means to enhance the role of the EU on a world stage.

The claimed advantages of the euro are seen in terms of the following:

•	 For the consumer it is easier to shop, because differences in the prices of goods between 
EU members will become transparent. There is a view that prices will eventually converge. 
This may be good news for the UK car buyer, given that prices have always been more 
expensive than in the rest of the EU, but this could result in the loss of UK jobs.

•	 Currency exchange, with its expensive transaction costs and the uncertainty owing to 
fluctuations in the exchange rate, will become a thing of the past. This will benefit trade 
between firms within the EU as well as obviating the need for travellers to change money. 
Ford’s chief executive has argued that the failure of the UK to opt in adds a quarter to the 
cost of operating in the UK.

•	 The inevitable strength of the euro and the conditions of membership within the single 
currency will create greater economic stability and end volatile inflation and interest rates. 
This will enable the EU to withstand severe fluctuations in the global economy.

•	 The introduction of the euro was seen as part of a package of measures, which included the 
reduction in the social security element of wages. This has the intention of bringing down 
labour costs and enhancing labour flexibility.

The claimed disadvantages of the euro are seen in terms of the following:

•	 Opponents of a single currency view it not so much as an economic measure, but as a 
political one; a step on the route to a federal Europe. This appears to be less of a problem 
for some members than others, the UK being the main speaker for the opposition.

•	 A single currency is incompatible with the management of a large economy. It reduces the 
freedom of individual governments to respond to economic changes that may threaten their 
economy more than that of other EU states. For instance, governments will be unable to use 
devaluation to increase competitiveness.
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Eurozone crisis This particular problem came to light with announcements from the incoming 
Greek government in 2009 that Greek national debts were much larger than had been reported by 
previous governments. The EU stepped in and working with private sector banks assisted Greece 
by agreeing to cuts in interest rates and extending the loan periods. Around the same time similar 
help was given to Ireland and Portugal. By 2011 the problem had widened with Italy and Spain 
requiring assistance with their debt problems. The involvement of the private sector banks was 
itself problematic resulting from their poor financial health following the 2007–2008 crisis. The 
causes of the eurozone crisis were many and varied:

•	 banks across Europe were in a weak position as many were undercapitalized following 
their own difficulties in 2007–2008

•	 private debt was mounting, especially in countries such as Italy and Spain as a result of 
easy credit in the form of business loans and mortgages

•	 public debt was a particular feature of Greece as a consequence of generous public sector 
pay and retirement and pension policies

•	 in southern Europe especially, wages had risen out of proportion to the economic health 
of those countries. This is in stark contrast to Germany where wage rises had been held at 
modest levels following agreement between employers and trade unions.

The impact resulted in splits within the EU. Germany took a strong line, seeing the growing 
crisis as leading to the potential failure and break-up of the EU itself. Germany’s tough stance 
was resented by many in Greece, leading to social unrest and opposition to austerity measures 
involving higher taxes, reductions in both public sector and private sector wages, a worsening 
of employment conditions and a reduction in social welfare benefits. There was opposition to 
austerity measures in other countries as well. A further impact was a rise in unemployment. The 
highest rates were seen in Greece and Spain, when by mid-2013 general unemployment was 
around 25 per cent in both countries and unemployment among the under 25s was 56 per cent 
in Spain and 63 per cent in Greece.

Germany led the call for new rules to prevent debt accumulation and further problems. They 
insisted that borrowing was limited to 0.5 per cent of GDP in each year and should not exceed 3 
per cent of GDP overall. Although these were badged as new tough measures they were not far 
removed from the guideline agreed in the 1992 Maastricht Treaty.

How did the euro affect the banking crisis of 2008? What might have happened without the euro?

REFLECTION pOINT

Social and labour policy Social and labour issues were central to the Social Chapter of the 
Treaty on European Unity, which built on the 1989 Social Charter and dealt with issues relat-
ing to wages and workplace conditions. There was an attempt to harmonize practices, not only 
on wages and conditions, but also on equal opportunities and mechanisms for consultation 
between management and labour.

The problems of unequal wages and conditions were highlighted by the decision of Hoover 
in 1993 to move 450 jobs from its factory in Dijon, France, to Cambuslang, Scotland. This was 
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done on the basis that wages and, in particular, associated benefits were up to 30 per cent cheaper 
in the UK than in parts of the EU. Around the same period, Philips moved 150 jobs from Hol-
land to the UK at Blackburn. Such transfer of labour for cost advantages has been dubbed ‘social 
dumping’ and threatens to undermine European harmony.

Elements in social and labour policy are:

•	 the right to freedom of movement for employment and training

•	 the right to equal treatment and a fair wage

•	 an improvement in living and working conditions for full and part time workers

•	 the right to social protection for the sick, unemployed and retired

•	 the right to join and leave a trade union

•	 the right to vocational training

•	 a limit on working hours in any week (Working Time Directive)

•	 a right to be represented at the workplace (Works Council Directive).

BREXIT

On 23 June 2016 the UK held a referendum on EU membership. This had been promised by the 
Conservative prime minister, David Cameron, during his party’s previous election campaign. 
With a turnout of 79.2 per cent, a majority of 51.9 per cent voted in favour of leaving the EU. 
The official withdrawal process, called Brexit, began at the end of March 2017 with a target 
leaving date of March 2019. Cameron, who campaigned to stay in the EU, resigned, as did his 
Chancellor. The highest number of votes in favour of leaving the EU was found in older industrial 
areas and in Eastern England, where there were high numbers of migrant agricultural workers 
from Eastern Europe. The largest proportion of stay votes were in Greater London, Scotland, 
Northern Ireland and Wales.

In 2017 following the leave vote, the UK economy grew at a slower rate than in the previ-
ous years and at a slower rate than France, Germany and the USA. There was a belief that 
the uncertainty of Brexit had resulted in a slowdown of investment. Unemployment had 
increased, pay growth fell behind inflation with a fall in consumer spending, and sterling fell 
against the euro and the US dollar. Of course, these outcomes could be the result of other 
factors and the fall in sterling lowered the price of UK goods in export markets benefitting 
some companies.

The period following the Brexit vote was a time of disagreements and speculation. There 
were political splits in the UK both between and within political parties and two former prime 
ministers, among others, have called for a second referendum. There were also splits within the 
other EU member states about how the UK should be treated. Negotiations have been ongoing 
between the UK and EU ministers and officials but by the end of May 2018 at the time of writing 
the only agreement is that there will be a transition period during which the UK will retain the 
benefits of a single market until the end of 2020. This agreement was welcomed by the business 
community but not by many UK politicians who fear too much has been conceded. There has 
been extensive lobbying and speculation over such issues as the price to be paid to the EU, the 
impact on UK trade, immigration and labour mobility, education and science, the continuing 
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jurisdiction of existing regulatory frameworks in the EU and the border with Ireland. Below we 
give a flavour of just some of those issues.

1. Cost. The EU have pressed for a divorce settlement with some estimates of a demand by 
the EU for 60 million euros or more to enable the UK to fulfil its obligations. The actual 
amount is highly contested by both sides.

2. Trade. The EU is the UK’s largest market. There is speculation that the UK will lose 30 per 
cent of that trade, although much will depend on the nature of the future trade deal with 
the EU and what new deals can be reached with other countries. Ruddick and Oltermann 
(2017) illustrate the potential complexity of new trade arrangements and their impact on 
the supply chain in the car industry. Their focus was on the BMW Mini, assembled in the 
UK but using parts from across Europe. The crankshaft, a key component of the engine, 
is cast in France, then sent to the UK for milling, to refine the shape. The crankshaft is 
then transported to Munich, Germany for installation in the engine, which in turn is then 
sent back to the UK for final assembly. A large proportion of cars assembled in the UK 
are then exported to Europe. This geographic separation of the supply chain and global 
factory as we saw in Chapter 2 is common practice in the car industry and in many oth-
ers. With the UK out of the EU the tariffs involved in cross border movement of parts is 
likely to be substantial. Border checks will reduce the speed of delivery and will have a 
negative impact on the efficiency of the just-in-time methods used by manufacturing firms 
(see Chapter 11 for a fuller description). For most manufacturers only 40–50 per cent of 
parts are made in the UK and PA Consulting estimate that the cost of making a car in the 
UK will rise by 10 per cent. Moreover, 50 per cent of cars made in the UK are exported 
to Europe and could be subject to import tariffs unless a favourable deal is reached. Given 
that profit margins are already tight at less than 10 per cent, it is predicted that some car 
manufacturers will relocate their factories with a significant loss of jobs (Ruddick and 
Oltermann, 2017).

3. Labour mobility and immigration. Around 3 million EU citizens live and work in the UK, 
and, although estimates vary, around 1.5 million UK citizens live and work in the EU. The 
stance initially taken by the UK government is that it will not grant an automatic right to 
live and work in the UK without the appropriate visa unless the EU grants these rights to 
UK citizens. By March 2018 this remains unresolved. A large number of EU workers are 
employed in agricultural work and in the NHS. Some believe that the use of EU labour 
from outside the UK undermines local employment prospects. There is little evidence for 
this in agriculture and even less in the NHS. Brexit had a dramatic effect on the number 
of EU nationals registering as nurses in the UK with a fall of 92 per cent. This could lead 
to significant labour shortages in key areas of UK health care.

By the time this book is published the position should be clearer on many of these issues but 
the overall impact of Brexit on the UK is unlikely to be known for several years.

What has been the effect of EU policies on individual firms in member states? Has that result been the same in 
each country? Compare the speculations relating to Brexit in the above section with the agreements actually 
reached between the EU and the UK government.

REFLECTION pOINT
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CASE 3.1 BUSINESS AND MANAGEMENT IN SINGApORE

Singapore was one of the four original Asian tigers 
along with South Korea, Hong Kong and Taiwan. Sin-
gapore however stood out from the others in terms 
of the strength of its economy, particularly its GDP 
per capita, which enabled Singapore to be relatively 
resilient in the face of the 1997 East Asian collapse. 
Table 3.20 shows Singapore’s GDP per capita in terms 
of PPP. It is ranked 3rd in the world behind Qatar and 
Luxembourg achieving double the GDP per capita 
(PPP) of either the UK or France. Singapore’s strong 
economy has been maintained and in 2017 it had the 
35th largest economy by GDP as ranked by the UN. 
This placed it above Greece, Portugal, the Czech 
Republic and Egypt and achieved with a population 
of 5.6 million. The growth of the economy has been 
associated with a number of interrelated factors, which 
include geography, culture, the role of the state and 
the role played by multinational corporations of several 
countries. This case study will examine these factors.

The current population of 5.6 million live on a rela-
tively small island linked to the Malaysian peninsula 
by road and rail. Its geographical position make it an 
important staging post for world shipping. Singapore 
was established as a trading post by the British in 
1819 and expanded rapidly in the 1860s, as a result of 
increasing trade with China and Japan and the open-
ing of the Suez Canal. The growth was consolidated 
by the exploitation of rubber and tin in the surround-
ing regions, with Singapore operating as a vital export 
channel. This economic expansion led to considerable 
immigration to a virtually uninhabited island. The major-
ity of immigrants were Chinese. This is reflected in the 
current ethnic mix of 74.1 per cent Chinese, 13.4 per 
cent Malay, 9.2 per cent Indian. A white, largely expatri-
ate population makes up the remainder. In 1959, Singa-
pore achieved self-government from the British and in 
1963 joined the Malaysian Federation. The political alli-
ance with the Malay States was short lived and Singa-
pore became a fully independent nation state in 1965.

Throughout the 1950s and early 1960s there 
were a number of problems to be faced. Britain with-
drew its bases and hence a source of revenue for 
the local economy. Relations with Malaysia became 
problematic. The country had no natural resources 
and there were insufficient jobs in trade alone to sup-
port the population. Its domestic market was small 
by international standards and the nation faced 

increasing competition from the growing economies 
of the region. Politically, at that time, Singapore was 
far from stable and its businesses were dogged by 
labour relations problems.

In the mid-1960s a strong government emerged 
under Lee Kuan Yew and outside help was enlisted. 
Following the recommendations of a UN task force, 
Singapore embarked on a policy of labour intensive 
manufacturing to establish jobs and to substitute 
imports. Israel, a relatively new state, surrounded 
by potentially hostile forces and with few natural 
resources, was seen as a role model, and several visits 
were made by leading Singapore politicians. The Sin-
gapore government tackled the then regional problem 
of communism through creating jobs and the estab-
lishment of an extensive and rapidly developing public 
housing scheme. Trade unions were brought into the 
system of state capitalism by giving them the island’s 
taxi service to manage and by enabling them to run a 
pension and insurance company. A senior government 
official became head of the trade union movement. 
Labour problems disappeared. Considerable invest-
ment was made in education, to create a unified sys-
tem and end the division along racial grounds. Most 
significantly, the government established the Eco-
nomic Development Board (EDB) to plan and oversee 
the nation’s economic and social development.

Following the phase of job creation and import 
substitution, the EDB launched a campaign to attract 
overseas investment in the form of export oriented 
 multinationals. At the same time there was considerable 
investment in the port, which became one of the largest 
and most modern in the world and certainly one of the 
busiest. The policies were so successful in terms of job 
creation that the problem shifted to one of labour short-
ages and rising wages. The EDB sought investment that 
was high tech, knowledge based and high in added 
value; a change around from the earlier focus on labour 
intensive manufacturing. The country soon became a 
world leader in the computer disk drive industry. More 
recent policies have focused on establishing Singapore 
as a regional centre with outward investment in neigh-
bouring countries, particularly Vietnam in early years, 
but with China the dominant location more recently. 
Regionalization has become a key government policy 
and domestic firms have been encouraged to establish 
international networks with a focus on Asia.

(Continued)
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CASE 3.1 (Continued )

By any economic measure the policies were 
successful. From 1985 to 1997 the country enjoyed 
GDP growth averaging at over 8 per cent each 
year. Between 1990 and 2012 total GDP trebled. 
Unemployment fell to below 2 per cent in 1991 and 
although it rose to 4.3 per cent in 2009 following the 
global economic crisis, it soon fell back to just under 
2 per cent by 2016. Inflation was kept low at around 3 
per cent, falling to less than 2 per cent in 1995. Over 
the same period, wages rose by around 9 per cent a 
year. A balance of payments current account deficit 
in 1980 of $3.3 billion was turned into a surplus of 
$20.5 billion by 1995 and in 2017 the surplus was $84 
billion. Output in manufacturing increased over 10 
per cent year-on-year during the 1990s. The growth 
of GDP in Singapore can be seen in Table 3.20.

Three reasons have been given for this remark-
able economic growth: cultural explanations, the 
role of the state and the part played by multinational 
corporations. FDI has played a major role in the eco-
nomic development of the island, but as an integral 
part of government policy.

Singapore shares core cultural values with other 
Asian tigers. These values include the importance 
of the family and education; the commitment to hard 
work; the importance attached to personal savings; 
perseverance, adaptability and a long term orientation. 
The core values originated from Confucianism, which 
also emphasizes duty and hierarchy, rule by humanity 
and moral persuasion, meritocracy and the supremacy 
of ethical standards. In business and economic life, 
such values are seen in loyalty to the nation’s rulers and 
the support of officialdom, loyalty to the firm by a hard-
working and responsible workforce, the importance of 

family firms, thrift, adaptable entrepreneurs, and a con-
cern for education and self-improvement.

Undoubtedly, in Singapore there is a commitment to 
the goals of the government that is rare in other coun-
tries, although high levels of labour turnover as a result 
of labour shortages and subsequent spiralling wages 
suggests that loyalty to the firm can be compromised. 
The concern for education is evident in a population 
eager to accumulate qualifications and by a massive 
state support of schools, polytechnics and universities, 
as well as training for industry. Singaporeans save a 
higher proportion of their income than anyone else, 
assisted largely by the state run Central Provident 
Fund (CPF), which, through a combination of deduc-
tion from wages and employer contributions, produces 
savings of up to 37 per cent of wages each year. The 
CPF then offers interest on savings, provides finance 
for home ownership, healthcare needs and acts as a 
retirement pension fund. Family firms play an impor-
tant part in the economy and there are many large and 
powerful Chinese businesses. Some of these busi-
nesses are linked to Chinese clans, to which people 
belong on the basis of their family origins, traced back 
to a particular village in China. Among the Chinese 
there is also evidence that people who speak the same 
Chinese dialect are attracted to specific sectors. For 
example, Hokkien speaking people tend to dominate 
in banking, finance and trade. However, there is also 
evidence to suggest a weakening of such traditional 
networks and value systems. Many of the new genera-
tion have acquired university education, often over-
seas, and experiences have been broadened beyond 
traditional values. In several local firms, family control 
is being replaced by professional management.

TABLE 3.20 Annual GDp in Singapore 1970–2016 in US$ billion

1970 1.919
1980 12.078
1990 38.899
2000 95.835
2005 127.417
2010 236.420
2015 296.840
2016 296.980

Source:  World Bank (2018).
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CASE 3.1 (Continued )

Undoubtedly, the state has helped establish the 
conditions for long term economic growth and for 
controlling the direction and pace of that growth. Its 
agency, the EDB, has been particularly influential. 
The state is viewed as being pro-business, estab-
lishing pragmatic policies when needed to support 
business growth. This has been complemented by a 
substantial investment in education and training, par-
ticularly technical training and in housing and welfare.

Since independence, Singapore has been effec-
tively a one party state, with control in the hands of 
the People’s Action Party (PAP). The government is 
noted for its strong social control. Opposition par-
ties do exist, but their parliamentary representation 
is negligible. In 2015 elections the PAP took 83 of the 
89 elected seats in parliament with 70 per cent of all 
votes cast. State leadership has been highly directive 
and proactive, particularly in defence, education and 
training and the economy. Many Singaporeans work 
directly for the state and government employment 
tends to attract the most talented from the population. 
Its government ministers are the most highly paid in 
the world, reinforcing a strong desire for stability and 
incorruptibility. Employees working in the private sec-
tor have been described by Dicken (2015) as both 
‘disciplined and depoliticized’. A key government 
policy has been the attraction of immigrant labour 
and the development of talent. Immigration policies 

have targeted entrepreneurs and professionals and 
in 2013 38 per cent of the Singapore population was 
foreign born. Singapore Talent Recruitment (STAR) 
became one of the key strategies of the EDB.

Key economic policies have embraced the attrac-
tion of FDI and the establishment of government 
linked companies. Some of the latter, like Singapore 
Airlines, are highly successful and pursue policies 
that are both aggressive and progressive. As well as 
the government linked companies, the state plays 
a part in local investment through the Development 
Bank of Singapore. In more recent years economic 
policy has involved a closer relationship with Malay-
sia and Indonesia, to broaden both the product and 
labour market. Much of Singapore industry’s unskilled 
labour travels daily across the causeway linking Sin-
gapore to Malaysia and the government has backed 
offshore manufacturing in both Malaysia and the 
nearby islands of Indonesia.

For many years Singapore has been an attrac-
tive location for multinational investment and many 
leading firms from the USA, Japan, Germany and the  
UK have manufacturing operations on the island. 
The UNCTAD 2016 World Investment Report claimed 
that Singapore was the 7th largest recipient of FDI  
in the world. In 2015 this was seven times more than 
received by South Korea. Flows and stocks into and 
out of Singapore are shown in Tables 3.21 to 3.24.

TABLE 3.21 FDI flows involving Singapore 2007–2016 in $US millions

Inward FDI flows Outward FDI flows

2007 46 972 36 897
2008 12 200 6 812
2009 24 939 24 051
2010 53 623 25 341
2011 55 923 31 371
2012 56 236 19 443
2013
2014
2015
2016

64 685
73 987
70 579
61 597

43 597
52 217
31 405
23 888

Source:  UNCTAD (2013) World Investment Report, unctad.org/en/pages/PublicationWebflyer.aspx? 
publicationid=588 (Accessed 29 August 2018)

(Continued)
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The large majority of FDI stock in Singapore is 
in manufacturing and half the European investment 
comes from the Netherlands and the UK. In terms of 
Singapore FDI stock in other countries 31.5 per cent 
is in China and 14.8 per cent is in Hong Kong.

The Singaporean economy is dominated by for-
eign firms attracted by a number of features. Singa-
pore is viewed as a very safe and relatively attractive 
posting for expatriate employees. The EDB has led 
initiatives to improve the social amenities of the city 

TABLE 3.24 Location of FDI stock out of Singapore 2011 as a percentage of the total

%

Asia 58
Europe 14
South and Central America 13
Oceania 5
Africa 5
North America 1.0

Source:  Department of Statistics Singapore (2017) Foreign Direct Investment in Singapore,  
www.singstat.gov.sg/publications/trade-and-investment/foreign-direct-investment-in-Singapore 
(Accessed 29 August 2018)

TABLE 3.22 FDI stock involving Singapore 1990–2016 in $US millions

Inward FDI stock Outward FDI stock

1990 30 486 7 808
2008 110 570 56 755
2009 632 760 466 129
2010 1 096 320 682 404

Source: U NCTAD (2016) World Investment Report, unctad.org/en/pages/PublicationWebflyer.
aspx?publicationid=1555 (Accessed 29 August 2018)

TABLE 3.23 Sources of FDI stock in Singapore 2011 as a percentage of the total

%

Europe 37.5
Asia 24.2
South and Central America 21.9
North America 12.1
Africa 2.2
Oceania 2.1

Source:  Department of Statistics Singapore (2017) Foreign Direct Investment in Singapore, www.
singstat.gov.sg/publications/trade-and-investment/foreign-direct-investment-in-Singapore 
(Accessed 29 August 2018)
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CASE 3.2 CHINA AND THE WTO

Joining the WTO

China was admitted to the WTO on 11 December 
2001. China was one of the original 23 members of 
GATT in 1948, but withdrew in 1950 after two revo-
lutions, a civil war and the creation of the People’s 
Republic in 1949. China applied for re-admittance 
in 1986 during the Uruguay round of talks and was 
given observer status in 1995.

Although not a member of WTO, many foreign 
goods had been readily available in China for many 
years, and China emerged during the 1990s as the 
world’s 7th largest exporter. China sought member-
ship of the WTO to enhance its economic potential 
but at the same time had to open its doors to foreign 
goods and foreign competition.

Undoubtedly trade with the USA in the decades 
before 2001 assisted China in achieving full WTO 

membership status, However, the USA demanded 
that China reduce its tariffs on manufactured goods 
to 9 per cent as a condition of entry. This was far 
lower than the tariff levels asked of Brazil and India. 
China was especially welcomed by the poorer and 
developing country members of WTO, accounting 
for 70 per cent of the total membership. They saw 
a large power, such as China, as a counter to the 
traditional domination of WTO by the USA, EU, Japan 
and Canada. The particular issues that developing 
countries wanted addressed were:

•	 The agricultural subsidies given to farmers in the 
USA and Europe, which operated against agri-
cultural exports from poorer countries.

•	 The expense of patented drugs, in particular 
those to combat AIDS and other epidemics. 

CASE 3.1 (Continued )

in ways favoured by expatriates. The redevelopment 
of areas around the river to provide restaurants, bars 
and entertainment is one such initiative. There are 
tax incentives and state provision of factory shells 
and related infrastructure. The Singaporean govern-
ment has been selective in its dealings with multi-
nationals, favouring high tech, capital intensive firms 
with a recent emphasis on biotechnology. Such 
companies have also been attracted by the political 
stability of the country and the absence of effective 
opposition either from political parties or from hos-
tile trade unions. The local labour force is generally 
well educated and well trained, although there are 
labour shortages and competition for highly-skilled 
managerial and technical talent is fierce. However, 
in contrast to many other countries. Singapore has a 
young population with only 9 per cent over 65.

The very success of Singapore and the increas-
ing prosperity of its population have been recognized 
as a problem. There are fears that the country, like 
Japan, will become too expensive, with a widening 
gap between rich and poor. The signs are there in 
the form of escalating salaries and rents for office 
and factory space. These have pushed up the cost 
of operating in Singapore. Increasing affluence 
has brought with it increasing individualism, which 
poses a threat to traditional values, and, perhaps, 

social and political stability. Labour shortages, labour 
mobility and continuous annual wage rises have both 
increased workloads and resulted in a workforce 
with high expectations. For some, Singapore is still 
too dependent upon foreign investment and foreign 
managerial talent. Moreover, its success has acted 
as a role model for others in the region with the con-
sequence of increased competition, especially from 
lower wage economies, notably China and India.

For many, the strength of the state and the strength 
of the national systems will overcome such potential 
problems, supported by continued economic growth 
and both sustained inward and outward investment.

Questions

1 Identify and assess the role of the state in the 
economic growth of Singapore.

2 What other factors have influenced economic 
growth?

3 To what extent are the strategies followed by 
Singapore a key to the economic growth of other 
nations?

4 What threats does Singapore face in the early 
days of the 21st century and what are the pos-
sible remedies?

(Continued)
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CASE 3.2 (Continued )

Drug companies, invariably from the West, have, 
through their governments, blocked the sale of 
cut price goods to the developing world. 

What WTO membership meant for China

Membership of WTO has brought China a number 
of real and potential economic, political and social 
benefits.

Following China joining the WTO its GDP  quad- 
rupled between 2004 and 2012 and it became the 
second largest economy in the world as well as the 
largest exporter and second largest importer. (A more 
complete measure of growth can be found in Tables 
3.11, 3.12 and 3.14 in the text).

•	 As a consequence of membership, China had 
to make a number of legal reforms and revise its 
trading regulations.

•	 Membership has brought an increased flow of 
goods, information, people and ideas both into 
and out of China. Some commentators outside 
China believed this would weaken the power 
of the state over individuals and, together with 
other economic reforms, would eventually lead 
to a more democratic political structure. Sub-
sequent evidence has shown that while China’s 
economic growth has increased the wealth of 
most people in China, the state remains strongly 
in control. Measures introduced in 2018 to 
extend the term of office of the President Xi Jin-
ping may only strengthen the control of the state. 
It is clear that the state has increased its control 
over SOEs including banks.

•	 Privatization and deregulation has offered 
greater freedom for individual firms and helped 
many individuals to accumulate wealth.

•	 WTO membership has undoubtedly led to 
greater inflows of FDI and technology transfer. 
However many foreign firms are critical of the 
pressure placed upon them to include significant 
technology transfer as part of any deal they 
make with Chinese firms.

•	 In addition to the benefits WTO membership 
brought to China, other countries and their 
firms benefitted as well. Joint ventures between 
Chinese and foreign firms have flourished and 
China offers the rest of the world a potentially 

large export market with increasingly affluent 
consumers.

Some issues arising from WTO membership

•	 Workers in all sectors of the economy, includ-
ing government workers, have been urged to 
achieve greater efficiency to improve competi-
tiveness. However, many jobs in many areas of 
the economy are currently protected and full 
employment policies have resulted in chronic 
overstaffing in some areas.

•	 A large number of Chinese work in the agricul-
tural sector. Agriculture in much of Europe and 
the USA is still more efficient and a reduction in 
tariffs on imported agricultural produce offers a 
threat to the agriculture sector. The increased 
competition has led to conflicts. For example, 
the USA has complained to the WTO that the 
Chinese government offers illegal subsidies to 
domestic rice, wheat and corn producers.

•	 The four largest commercial banks in China have 
had serious debt problems and have difficulty 
competing with foreign banks, which gained 
equal status in 2006.

A key issue involves the Chinese relationship with 
the WTO and its relationship with fellow members.

The ongoing relationship with the WTO

•	 The WTO and China have not had a harmoni-
ous relationship. The WTO has been dissatisfied 
with the quality and detail of data that China has 
provided, particularly relating to the structure of 
subsidies and tariffs, which are at the heart of 
the WTO’s enforcement activities. Since becom-
ing a member, China has been involved in a 
number of disputes with other countries notably 
with the USA, Japan and the EU, that have gone 
to adjudication at a WTO tribunal. As of mid-June 
2013, China was involved in 11 disputes before 
the WTO as a complainant but found itself on the 
receiving end of 31 complaints. Fourteen of 
the complaints against China were by the United 
States and six were made by the EU. Although 
China has claimed to be the spokesperson for 
the developing countries it has also received 
complaints from Brazil, Mexico and Guatemala. 
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CASE 3.2 (Continued )

When the adjudication has gone against China it 
has tended to comply with the WTO ruling, and 
some have argued that its record in this respect 
is better than that of the USA. However, Chinese 
compliance pledges have not always been 
prompt. For example, in 2001 China undertook to 
open up the credit card services market by 2006 
but only in 2012 was the first foreign credit card 
company (Citigroup) allowed to issue its own 
cards in China without co-branding.
The main complaints against China have been 

that it has distorted the market by:

•	 placing bureaucratic obstacles and high tariffs 
in the way of foreign importers in order to protect 
the home market of Chinese firms

•	 giving illegal subsidies to local firms, especially 
SOEs, to give them competitive advantage and 
help in the creation of national champions

•	 imposing restrictions on the creation of joint ven-
tures and by placing limits on the extent of for-
eign ownership of joint ventures in key industries 
such as automobiles

•	 ensuring that local Chinese firms can buy criti-
cal products, particularly rare commodities, at a 
much reduced rate and restricting their access 
to foreign buyers

•	 demanding the transfer of technology as a key 
component of any deal and been accused of 
using bullying tactics to achieve this

•	 dumping, i.e. selling exports at lower than cost 
price.

Despite such complaints, many foreign firms have 
acceded to Chinese demands in order to access the 
valuable Chinese market.

Two cases illustrate many of the above com-
plaints. Further details of these cases can be found 
in Blustein (2017).

The EU, USA and Japan have each taken cases 
to the WTO in which China is accused of imposing 
unfair restrictions on the export of rare commodities. 
These involve rare and precious metals that have 
been mined and processed by SOEs and are used 
in the manufacture of such high tech products as 
guided missiles, smart phones, hybrid cars, camera 

lenses and aeroplanes. The companies involved 
included Apple, Boeing, Airbus, General Motors, 
Ford, Volkswagen and Daimler Benz.

Blustein (2017) reports on the WTO ‘rare earths 
case’, involving these precious metals and brought 
by the USA. China has a virtual monopoly on such 
metals and foreign companies wishing to buy 
them found that prices had increased rapidly and 
the supply had been limited. Furthermore, it was 
argued in one case that the price for such metals 
charged to foreign buyers was 250 per cent more 
than that charged to local Chinese firms. The Chi-
nese defence of high tariffs and quotas was that 
the production of such metals caused both a pollu-
tion problem for the environment and a health risk 
to employees.

As with many WTO cases, the proceedings and 
decision took several years, but in this case the WTO 
ruling was against China and found that China was 
distorting the market to favour Chinese companies. 
However, WTO rulings are not retroactive and adjust-
ments were only made some time after the ruling.

The ‘off-road tyre case’ involved the sale of large 
tyres made in China and sold in the US market to 
be used by large vehicles such as earth-moving 
equipment, transport vehicles used in open-mining 
and tractors. The Chinese were accused of dump-
ing, i.e. selling these tyres at below cost and the 
USA retaliated by imposing large import tariffs on 
imported tyres. Such tariffs are allowable under WTO 
rules and are viewed as trade remedies to counteract 
dumping. The effect was a significant reduction in 
the sale of Chinese tyres in the USA. China took the 
case to a WTO tribunal who accused the US of block-
ing fair trade by imposing unnecessarily high tariffs. 
The US defence was that China was subsidizing its 
tyre manufacturers. Initially the WTO ruled in favour 
of the USA, but in the absence of evidence of subsidy 
the WTO found on appeal for China.

The US position

The USA has been especially active in its 
attempts to bring China to account for breaking 
WTO  regulations. The USA along with the EU are 
among the very few nations or groups of nations 
that has refused to officially recognize China as 

(Continued)
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SUMMARY

•	 A number of models can be used to examine and analyze the business environment, including PEST 
and SWOT. An alternative to these is the Business in Context model.

•	 A number of measures can be used to measure the economy including GDP, GNP and breakdowns of 
these by head of population (per capita).

•	 Analysis of the current global economy reveals the continued dominance of the USA. The fast growth 
experienced by Japan and then the Asian tigers has receded, but predictions indicate that China will 
be the largest economy in the world by 2040 and the biggest growth will be experienced by India. It 
is clear that the global economy has changed towards a more liberal model. Former state controlled 
economies such as China and Russia have introduced liberal measures and in all nations there has 
been an increase in privatization.

•	 There are significant differences between market economies. Three major groups can be identified 
as Anglo-Saxon, social market and Asian. There is some evidence of a shift towards the Anglo-Saxon 
 system, although its benefits have been questioned in light of a global banking and stock market crisis 
in late 2008.

•	 Evidence exists both for the impact of business on the economy and vice versa, especially in the areas 
of overseas investment and economic change.

•	 The state is defined as the government, civil service, judiciary, armed forces and the police.

•	 The state operates differently in different economic systems and is often the defining feature of varia-
tions between market economies.

•	 The state intervenes in the operations of individual firms in a variety of ways presenting those firms with 
both opportunities and difficulties. The business community acting as a pressure group can exert some 
influence on state policy and businesses have increased their involvement by giving financial backing 
to candidates in national elections.

•	 With globalization comes the growing trend of economic and political integration as seen in the devel-
opment, polices and issues of the WTO and EU.

CASE 3.2 (Continued )

a market economy. They have accused the WTO 
of being ineffective in dealing with China. The 
US position has focused on China’s subsidiza-
tion of SOEs and how this distorts the market. In 
particular it is believed that cheap (subsidized) 
Chinese imports have had a detrimental impact 
on American jobs, with the greatest impact felt 
by blue collar workers. This was one of the key 
themes used by President Trump in his election-
eering in 2016 and has been one of the issues 
he has addressed since becoming President. In 
March 2018 he announced that the USA would be 
raising tariffs on imports of steel and aluminium to 
protect those industries in the US. China is a rela-
tively small importer of steel compared to other 
countries such as Canada and Brazil, but it is the 

second largest importer of aluminium behind Can-
ada. Both China and the EU have threatened retal-
iatory action and aim for some kind of settlement.

Questions

1 What are the advantages to China of WTO 
 membership and to what extent has membership 
contributed to economic change in China? Are 
other factors more significant?

2 What are the key difficulties in its relations with 
the WTO? In an increasingly global economy, 
what effective role can the WTO play and does 
membership really mean anything?

Sources: Blustein (2017), www.bloomberg.com
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DISCUSSION QUESTIONS

1 In what ways can a business influence its immediate economic environment through its 
R&D, operations, marketing and human resource strategies?

2 Using the illustrations of (a) a mass producer of cars, (b) a university and (c) a small 
accountancy practice, examine how a firm interacts with its economic environment at the 
local, national and international level.

3 What are the uses and limitations of a model such as PEST?

4 What conclusions do you draw from Tables 3.1, 3.2, 3.5 and 3.6. which draw comparisons 
between some emerging economies and the established economies of the G6? What are 
the limitations of such data?

5 Using Table 3.1 as a starting point, obtain up-to-date GDP figures from UNCTAD or the 
World Bank websites. What changes have occurred and what conclusions do you draw?

6 What do you understand by the term ‘liberalization’? Why do you think the global economy 
has moved in a liberal direction in the past 30 years?

7 Identify the main differences between Anglo-Saxon, social market and Asian models of cap-
italism. Which would be the most appropriate model for a country such as China to follow?

8 What are the problems and issues facing transitional economies from the perspective of the 
nation state and individual firms and their employees?

9 In what ways does the state assist and constrain business?

10 Using the illustrations of (a) a mass producer of cars, (b) a university and (c) a small 
accountancy practice, examine how the management of each of them can attempt to influ-
ence state policy and the directions this influence might take.

11 Does the WTO play a useful role in controlling the workings of the global economy?

12 Assess the influence of the EU on businesses in a single nation state. Is the expansion of the 
EU likely to strengthen or weaken its influence?

FURTHER READING

The changing nature of the interaction of business and its environment means that the best 
sources of current material are inevitably websites, good newspapers and the more reflective 
magazines. Useful websites that provide overviews of trends and a wealth of statistics are:

www.unctad.org: the United Nations Conference on Trade and Development.
www.wto.org: the World Trade Organization.
www.worldbank.org: the World Bank.

FURTHER READING
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A comprehensive coverage of concepts and issues both covered and not covered in this chapter 
can be found in:

Krugman, P. R., Obstfeld, M. and Melitz, M. J. (2015) International Economics: Theory and Policy, 10th 
edn., Pearson Education: Harlow.

Reviews of global economic changes can be found in:

Dicken, P. (2015) Global Shift: Mapping the Changing Contours of the World Economy, 6th edn, Sage: 
London.

O’Neill, J. (2013) The Growth Map: economic opportunity in the BRICs and beyond, Portfolio Penguin: 
London.

Pikkety, T. (2014) Capital in the Twenty-First Century, The Belknap Press of Harvard University Press: 
London.

Coverage of different economic systems and the underlying causes of that diversity are available in:

Dore, R. (2000) Stock Market Capitalism: Welfare Capitalism: Japan and Germany versus the Anglo-
Saxons, Oxford University Press: Oxford.

Hall, P.A. and Soskice, D. (eds) (2001) Varieties of Capitalism: The Institutional Foundations of Compara-
tive Advantage, Oxford University Press: Oxford.

A good overview of the role of the state can be found in:

World Bank (1997) The State in a Changing World, World Development Report, Oxford University Press: 
Oxford.
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LEARNING OBJECTIVES At the end of this chapter you should be able to:

•	 Define technology and its associated concepts and explain its role in organizations.

•	 Assess the extent to which managers have a choice in the selection and use of technology.

•	 Assess the significance of technology to strategy and the extent to which technology can 
contribute to competitive advantage.

•	 Define and assess the effect of information and communications technology and  
e-commerce on business.

•	 Assess the impact of technological change on jobs and people.

•	 Identify employment trends globally and assess the influence of globalization on labour 
mobility.

•	 Define the changing role of trade unions and identify the changing patterns of trade 
union membership.

4

THE ENVIRONMENT AND BUSINESS: 
TECHNOLOGY AND LABOUR

INTRODUCTION

In the previous chapter we examined the roles of the economy and the state and how they related 
to business. In this chapter we continue our examination of the environmental factors in the 
Business in Context model. We examine the extent to which technology is a given or part of 
the management decision making process and explore its contribution to strategy and competitive 
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advantage. We examine the effect of technology in general, but more specifically technology 
change on organizations, jobs and people, and examine recent predictions about the increasing use 
and impact of automation across all sectors of the economy. We deal also with changes brought 
about by developments in information and communications technology, and e-commerce. The 
labour issues reviewed include an analysis of employment trends, including the increased  flexibility 
of labour markets, the impact of globalization on labour mobility, and the changing nature of 
trade unions. Although we examine technology and labour separately, there is an obvious inter-
action between them. For example, technological change has an impact on the number, type and 
content of jobs. In this chapter we will examine those points of interaction, as well as looking at 
other influences on the labour market, including economic and social change. 

TECHNOLOGY

Technology is probably one of the most widely used and least precisely defined terms in business. 
It is, however, something that affects business in all its forms and activities.

The concept has been popularly used to imply some form of process, invariably machinery 
based, so we think of assembly lines, computers and cash dispensers. In this way  technology 
represents the application of science and engineering for use in business. However, technol-
ogy not only refers to the artefacts themselves but also to the way they are used and the 
theories  governing their application. Human knowledge is therefore an essential ingredient of 
technology. 

Technology not only impacts upon business, in many ways it has changed the vocabulary of 
business. We have already examined in Chapter 2 the relationship of information and commu-
nications technology to the development of globalization. We also refer to materials technology, 
manufacturing technology, packaging technology, transport technology and so on. Technological 
developments and change have led to the growth of entirely new industries such as  biotechnology, 
which in turn has created new product and process applications in such areas as health care, 
agriculture, and manufacturing. It has also assisted in the creation of biodegradable products and 
played a leading role in in waste management. 

We often distinguish between organizations according to the level of sophistication of the 
technology they use as in the case of high tech versus low tech firms. On a much broader scale we 
distinguish between societies according to their sum total of knowledge and skills and the appli-
cation of these for the benefit of that society. This, too, is known as technology. From a business 
perspective we can therefore speak of technology as the application of available knowledge and 
skills to create and use materials, processes and products.

Technology is a broad concept referring to the application of available knowledge and skills to create and use 
materials, processes and products. Technology is often accorded a dominant role in business and is often viewed 
as determining products, processes, organization structure and the individual’s attitude to work. While there are 
situations where the prevailing technology is undoubtedly influential, it is the product of human endeavour and 
many managers do have a choice.

KEY CONCEpT 4.1 TECHNOLOGY
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We will examine the role of technology in business activities in Chapters 10–14. This  section 
will examine the links between technology and strategy and examine technological change, 
 particularly changes in information and communications technology (ICT), and the way it affects 
business and people at work. We select ICT because of its far reaching impact on all types of 
organization, activities and jobs. However, in examining the relationships between technology 
and organizations we need to consider the extent to which technology determines strategies, 
structures and business behaviour or whether other factors are at work.

Technology: determinant or choice?
A classic view of technology is that it exists as an environmental constraint, which becomes 
the dominant feature of all businesses. Firms operate within certain technological imperatives, 
which shape not only the products and the processes they use, but the structure of the organ-
ization, relations between people and individual job satisfaction. Galbraith (1972) painted 
a  picture of markets being dominated by technological considerations rather than consumer 
choice.

Woodward (1965) argued that technology not only determined organization structure, but 
the relationship between individual departments and the focus of each business. For example:

•	 in small batch firms (those producing limited production runs of a variety of products, e.g. 
designer shoes), product development and specialist sales were key issues

•	 in mass production organizations (long production runs of standardized products, e.g. car 
manufacture), fragmentation led to tensions between departments, a source of potential 
conflict

•	 in process organizations (continuous operation performed by a series of technological tasks, 
e.g. oil refining), once the system had been created at a high initial cost, high volume sales 
became the issue.

Woodward viewed technology as a determinant of both organization structure and of  possible 
strategy options. She has been labelled a contingency theorist. The contingency approach puts for-
ward a view of business whereby activities at the level of the firm result from the interrelationship 
of variables such as technology, the behaviour of competitors, the role of the state and so on. The 
end result is supposedly strategic choice for the individual manager following from an analysis of 
relevant variables. Woodward’s view of technology would appear to give the manager no choice 
at all. Technology is dominant and managers fail to adapt to it at their peril.

We offer two challenges to this view of technology. First, we look briefly at its relationship 
with organizational size, and second, we view technology as an element of strategic choice.

•	 The first challenge to the notion of an all pervasive technology is offered by those who 
champion size as a more influential variable than technology (e.g. Hickson et al., 1969). 
Studies such as these conclude that technology may well be an important determinant of 
the structure and work patterns in smaller plants, but as firms increase in size, it is size 
itself that becomes the more dominant influence. We examine the variable of size more 
fully in Chapter 6.

•	 Technology is believed by some to determine the structure and processes of business, 
just as the climate and weather determine agriculture. The knowledge, skills, artefacts 
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and processes that make up technology are, unlike the weather, products of the kind 
of people who operate technological systems. The assembly line is not a technological 
imperative, but a device created to satisfy the pressures of mass markets and a product 
of the foresight of entrepreneurs, such as Henry Ford, and the skill of designers who 
made the process work. Viewed in this way, technology is not a determinant of business 
but rather a product of the way managers respond to other environmental influences. 
 Furthermore, the kind of technology employed by businesses may be a matter of strategic 
choice. The application of socio-technical systems analysis offers managers the  possibility 
of changing the prevailing technology to suit the needs of their own particular  workforce 
and the prevailing social situation in which they operate. Increasingly, technology and, 
more especially, information technology (IT) are used as strategies for competitive 
advantage.

We may conclude that the relationship between technology and business is very complex. 
It involves the interrelationship of other variables such as size, management choice,  economic 
and social change, available finance, employee relations, the intervention of the state and cul-
ture. It cannot be reduced to a simple notion of determinism. This is seen in the discussion 
of News International in Case 4.2. Management wished to introduce computerized photo-
composition into  its newspaper operations in the UK, USA and Australia. The technology 
was  available  and  the strategy was clear, yet the speed of the introduction varied in the 
three countries as a function of government attitude, industrial relations, finance and culture 
 (Marjoribanks, 2000).

Do managers really have a choice or must they adopt prevailing technologies to remain competitive?

REFLECTION pOINT

Technology and strategy
Many organizations have a technology strategy. This strategy will be based on decisions such as:

•	 the selection of the technology to be used and, for example, in the case of IT, the hardware 
and software systems to be used

•	 the extent to which technology is to be standardized throughout the organization

•	 budgets and the extent of centralization versus decentralization of purchasing

•	 authorization of use, including access to equipment and information

•	 strategies for maintenance and replacement

•	 considerations for staff training

•	 the extent to which staff members are allowed to use, for example, the Internet for personal 
use, and the limits management may wish to place upon this.

The kind of strategy identified above tends to focus on internal control mechanisms. How-
ever, we can identify two key contributions of technology to strategy: as a source of competitive 
advantage and as a means of coordination and control. 
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1. Technology as a source of competitive advantage.
This can operate in a number of ways:

•	Technologies have changed the nature of some industries. In banking, the use of 
ATMs, the possibility of electronic transfers of funds and the availability of online 
banking have all changed the nature of the industry in many countries. Online 
 booking services have changed the nature of the travel business. Those organizations 
that are unable to offer the range of services provided by the new technology are less 
able to compete.

•	 For many organizations new technologies have reduced costs and made it possible to offer 
more diverse services with fewer staff.

•	 Technological developments have led to the creation of new products and processes. In 
some industries this has enabled some firms to dominate the market, as with Microsoft in 
computer software and Tetra Pak in food and drinks packaging. Process developments 
in terms of assembly line manufacture at Ford, just-in-time at Toyota and glass manu-
facture at Pilkington, provided those companies with considerable advantages over their 
competitors and, in the case of Pilkington, considerable revenues through licence fees. 
The value of technology in this respect depends upon the intellectual property strategy of 
the firm and the extent to which such new developments are protected by copyright and 
patents and the ability of the firm to sustain its competitive advantage over time; Toyota, 
Microsoft and Tetra Pak have managed this, Pilkington has not.

•	 The emergence of entirely new technological applications has created new business 
 opportunities, as has been the case in agriculture with the genetically modified breeding 
of animals and the genetic modification of crops to enhance food production.

•	 Technology can be a source of core competence, the ability to do something or offer 
something that competitors cannot, such as the development of the electric car or 24 hour 
online sales and distribution services. The duration of that advantage will depend on 
the extent the process can be protected (e.g. by patents) and the ease by which it can be 
copied.

•	 In manufacturing, technology, through computerized design and control systems, can offer 
increased flexibility and speed of response to market demand.

•	 In service industries technology has provided the opportunity for improved customer 
service in the form of fast information retrieval or round the clock response to customer 
problems. For many, however, the reality is the depersonalized and less than effective call 
centre.

•	 E-commerce can lead to wider markets and cheaper products as many have experienced 
through Amazon.

•	 The rapid growth of digital and social media technologies has not only transformed 
 communication in organizations and with consumers, it has transformed the marketing 
function. A fuller account of these technologies is presented in Chapter 12.

While all the above can act as sources of competitive advantage, the complexity of the technology 
required in some industries such as oil refining, aircraft manufacture and pharmaceuticals can act 
as a barrier to entry. Costs can also be high acting as a barrier to entry for small firms. In some 
firms, such as the UK newspaper industry (see Case 4.2) there is considerable resistance to chang-
ing to new technology, which acts as an obstacle to competitive advantage.
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2. Technology as a source of coordination and control.

•	 Through technology the work of departments and of individuals can be linked. In our 
discussion of globalization in Chapter 2 we referred to globally linked production systems 
(the global factory and the global supply chain) and technology creating the possibilities 
for people in different countries to work together in real time.

•	 A technology strategy can lead to standardization of operation.

•	 An internal computer network or intranet offers management greater control of the work-
force. It allows remote surveillance of computer screens and hence managers can see what 
an employee is working on (or indeed downloading from the Internet) at any one time.

Examine an organization with which you are familiar, e.g. university, bank, supermarket, transport company. 
In what ways does that organization use technology to gain competitive advantage and how does it use it to 
achieve greater control?

REFLECTION pOINT

Such use of technology as identified above can result in changed structures. The information 
storage and retrieval capabilities of computers mean that such information is potentially acces-
sible to more people. In some organizations this has removed the need for large numbers of middle 
managers. In some types of work it has changed the organizational politics by changing the power 
balance. In manufacturing, the capability of computer controlled machines has removed the reli-
ance on toolmakers. In general there are fewer restrictions on location, even in service industries, 
where call centres have removed the need for face to face communication with customers. As a 
result many call centres are located in areas where land, property and labour are relatively cheap. 

We will return to many of these issues throughout the book, when we discuss structure in 
Chapter 6 and in each of the individual chapters on business activities (Chapters 10–14).

Information and communications technology
ICT is the application through computers of miniaturized electronic circuitry to process 
information.

ICT refers to the convergence of technological development in microelectronics, computing, telecommunica-
tions, fibre optics and lasers. This has enhanced quantity, quality and speed of transmission, enabled the devel-
opment of a globally linked economy and given managers and some workers greater potential flexibility in, and 
control over, work operations. Developments in ICT have driven the rapid growth of globalization since 1980.

KEY CONCEpT 4.2 INFORMATION AND COMMUNICATIONS TECHNOLOGY

ICT has changed the way in which not only business, but social relations are conducted, as 
the following list shows:

•	 We now email, text or communicate through social media such as Facebook, WhatsApp 
and Twitter rather than send letters or make a telephone call.
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•	 Instead of visiting the library, we access information electronically from our desk at work 
or at home.

•	 In banking and finance, it has enabled money markets all over the world to be linked with 
instant access to information and especially market changes. The speed of information flow, 
the accessibility of that information around the world and the subsequent speed of response 
were factors in money and stock market falls during the latter part of 1987 and again in 
2008 and in the fall of the Asian Tiger economies in 1997.

In retailing, electronic point of sale systems (EPOS) provide instant information on sales trends, 
cash flows and stock levels. Companies such as Amazon have invested heavily in both online and 
warehouse technologies to revolutionize the way we shop. Through the creation of Internet sites 
such as eBay (see Case 4.1) traditional retailing is being challenged as customers trade with each 
other. In Chapter 12 we see how marketing has been transformed as customers use the Internet 
to post feedback on products and services.

CASE 4.1 EBAY

eBay is an online trading company that was founded 
as Auctionweb in 1995 in the USA by computer pro-
grammer and consultant, Pierre Omidyar. The com-
pany changed its name to eBay in 1997 and became 
a public company a year later.

As many Internet companies struggled to survive, 
eBay stood out in its early years as an overwhelm-
ing success in a highly volatile and sensitive market. 
Despite occasional troughs, its share price rose 500 
per cent between 1998 and 2003. A UK survey of 
the most popular and fastest growing brands in 2004 
ranked eBay first, ahead of Google, Nokia and Ama-
zon. By the company’s 10th anniversary in 2005 the 
sales value of goods traded reached US$40 billion, 
earning the company US$1 billion.

In many companies, a sales to profit ratio of 40 
to 1 would be considered a poor return, but eBay is 
unlike many other companies. The company owns no 
stock, yet offers a wider range of products than most 
companies. It trades in more than 30 countries yet 
has no warehouses and has no distribution or deliv-
ery costs. eBay operates with low staffing levels and 
occupies relatively few buildings. It is the ultimate low 
cost operation. Until relatively recently, the company 
has engaged in little promotional activity, yet has 
become a global brand.

The company has made use of Internet tech-
nology, the growth of computer ownership and 
access, and an increased willingness by custom-
ers to engage in e-commerce transactions. eBay is 

essentially a mechanism for bringing together sellers 
and buyers and in practice the company is operated 
by its customers. They offer the goods for sale, they 
make the decisions on price and they are responsible 
for promotion and distribution. Customers also form 
the R&D department, for it is they who have been 
responsible for product development through finding 
new types of product to sell. 

Customers may take a leading role, but many 
analysts believe a key ingredient in the success of 
the company has been its recruitment of experi-
enced senior managers. In 1998, the chief execu-
tive was Meg Whitman, who later became the CEO 
of Hewlett-Packard. She arrived with a background 
that included Disney, Proctor & Gamble and Hasbro. 
In 2004, she was voted the most powerful woman in 
corporate America by Fortune magazine. She was 
succeeded in 2008 by John Donahoe, who had been 
running the auctions side of the business and was 
effectively her deputy. In 2015 he was replaced by 
Devin Wenig, who joined eBay in 2011 as CEO of the 
Global Marketplace division from Reuters where he 
was CEO of one of its major divisions.

The operating mechanisms of eBay are simple. 
A seller places an item for sale on the eBay website. 
Items are presented to would be buyers in different cat-
egories. Search engines are available to enable poten-
tial customers to hunt down items. The item is placed 
at a fixed price or for a specified period on  auction, 
in which the seller can nominate a reserve price. In 

(Continued)
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CASE 4.1 (Continued )

an auction, buyers bid against one another up to an 
appointed deadline. If the reserve price is reached the 
item is sold to the highest bidder. Buyers also agree to 
pay postage in addition to the cost of each item. eBay 
derives its income from this exchange process. A fee 
is paid by the seller for listing the item. This fee varies 
with the cost of the item and varies between the coun-
tries in which eBay operates. Additional fees are paid 
for using more than one photograph to display the item 
and for listing an item under more than one category. 
Once items are sold, eBay takes a percentage of the 
fee received. The company was concerned that trans-
actions proceeded as smoothly as possible and ini-
tially encouraged both buyers and sellers to rate each 
other at the end of each transaction (although now only 
sellers are rated by buyers).

In its early days, eBay’s growth was based on a 
reputation for the selling of collectors’ items, particu-
larly niche products. Today, the company still trades 
in collectibles, but also offers clothes, computers, 
TVs, cars and property. Among the top earners are 
cars, consumer electronics, including mobile phones 
and accessories, computers, TVs and clothes includ-
ing top brands. Press coverage of eBay however has 
focused on the illegal or bizarre such as tickets to 
oversubscribed sporting events and rock concerts, 
a Volkswagen Golf once owned by the Pope, and the 
original ‘Hollywood’ sign.

While the base of eBay’s customers has remained 
the individual seller, there has been considerable 
expansion in the use of eBay by businesses. The 
company recognized this and in 2006 launched 
eBay Express in the USA and Germany. This was a 
conventional shopping website that allowed custom-
ers to browse products from a variety of providers. It 
has been estimated that well over 100 000 small firms 
worldwide trade exclusively on eBay and in the UK, 
68 000 small firms obtained at least a quarter of their 
revenue from eBay.

By 2004, eBay was operating in 30 countries 
and had acquired leading online trading companies 
such as Alan-do.de in Germany (now renamed eBay 
Germany), iBazar in France, Mercado Libre in Latin 
America and Baazee in India. eBay also had inter-
ests in China, Korea, Japan and Australasia as well 
as most European countries. Like many companies, 
eBay had fixed its sights on the potential growth of 
the consumer markets in India and China. The USA 
was still the biggest market but by 2004, 42 per cent 

of its revenue came from other countries, with the UK 
and Germany taking the lead. However, some inter-
national expansion has been less than successful 
due to strong competition, in China from Alibaba and 
in Japan and Taiwan from Yahoo.

In the past few years, eBay has expanded its oper-
ations into a range of related products. In 2002, eBay 
acquired PayPal, a company offering a secure online 
payment facility to anyone with an email account. Pay-
Pal had become the preferred channel for many eBay 
customers and earned 60 per cent of its revenue from 
eBay transactions. In addition to revenues received 
when items are bought, a further commission is paid on 
any PayPal transaction. However, PayPal faced com-
petition from China’s Alibaba and the launch in 2014 of 
Apple Pay. As a consequence, eBay demerged from 
PayPal in 2015 around the time of Wenig’s appoint-
ment as CEO and in 2018 announced that Adyen of the 
Netherlands was to become its main payment system 
provider, with PayPal being retained until 2023.

In 2005, eBay acquired Gumtree, a jobs and 
accommodation website, launched initially in London 
but rapidly expanded to 31 other cities. Classified 
advertisement sites were also purchased in Spain and 
Germany as well as Shopping.com, which offers com-
parative data on products. eBay Express was launched 
as a fixed price shopping site, largely to attract a dif-
ferent kind of buyer to eBay. In 2006, the company 
bought Skype for US$2.6 billion. Through this phone 
site, Skype software users can obtain free calls. Such 
ventures into related areas are seen as an important 
counter to a slowdown in the growth of the core busi-
ness. In 2006, eBay entered into a joint venture deal 
with Yahoo and the eBay toolbar was redesigned to 
feature the Yahoo search engine, which became the 
exclusive search engine for advertising on eBay. 

The company had expanded both internationally 
and into related areas of activity and throughout 2007 
and early 2008, profit growth was maintained. 

eBay encounters problems

Despite the expansion and maintenance of profits, 
the core auction business had been slowing down 
for some years. In addition there were a number of 
other problems. 

•	 Skype was an expensive acquisition and had 
failed to produce the yields expected. The 
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CASE 4.1 (Continued )

company sold 70 per cent of its share in 2009 for 
little more than it had paid for the company. Less 
than two years later Skype was bought by Micro-
soft for $8.5 billion. 

•	 The company was facing competition from Ama-
zon and a feeling was emerging that customers 
preferred fixed price goods rather than auctions. 

•	 In 2008 Louis Vuitton successfully sued eBay for 
selling fake handbags and perfumes, at a cost 
to eBay of $US61 million. This was followed by 
other minor lawsuits relating to misleading pro-
motion by eBay of Louis Vuitton goods. Despite 
this a range of Louis Vuitton products can still be 
found on eBay websites.

•	 Although eBay Express had seemed the way 
forward for the company, a decision was made to 
close it down less than two years after its launch. 
It was much less successful than the company 
had expected and failed to dent the market lead-
ership of Amazon. The launch of a wide variety of 
fixed price goods alongside its traditional auction 
site gave the company a branding problem. eBay 
also lacked the expertise to source, supply and 
distribute products as it had no experience as a 
retailer. The expansion of eBay Express simulta-
neously in the USA, UK and Germany turned out 
to be a move too far and too fast. Nonetheless, 
the company was keen to attract more fixed price 
sellers. The sector was targeted with the intro-
duction of a new fee structure with discounts for 
major sellers. eBay was apparently aligning itself 
with large sellers and not small businesses and 
individual buyers. As a consequence, many indi-
vidual sellers felt they were being squeezed out 
of eBay by large  organizations and their power 
over  ‘unsuitable’ buyers had been eroded. A 
UK  Sunday  newspaper saw it as:

The end for the online auction – leaving eBay 
looking less like a car boot sale and more like 
a shopping mall.

(Observer, 10 August 2008)

•	 While buyers were still asked to rate sellers, 
sellers were no longer allowed to rate buyers. It 
was felt that this system was seen as threatening 
and off-putting by buyers and was not used in 
other forms of seller–buyer exchange. However, 

in recent years buyers themselves have been a 
source of problems and bad publicity. There have 
been several cases where buyers have claimed 
falsely that goods had not arrived or had been 
damaged in transit. eBay had been accused of 
favouring buyers over sellers in terms of refunds. 
As a result the company has introduced new 
systems for tracking deliveries and for dispute 
resolution between sellers and buyers.

•	 In 2014 hackers accessed the eBay database 
holding personal information on 233 million cus-
tomers, placing them at risk of identity theft. eBay 
was accused of failing to encrypt personal data 
and failing to provide adequate data security.

While between 2008 and 2012 revenues increased 
65 per cent to US$ 14.1 billion and reached US$ 
16.05 billion in 2013, the company faced a sharp 
decline in revenues as shown in Table 4.1.

TABLE 4.1 eBay revenues US$ billions

2013 2014 2015 2016 2017
16.05 8.79 8.59 8.98 9.6

Source: eBay Annual Reports 2014–2017.

The comparative decline in fortunes has been 
attributed to the growth of similar online platforms in 
other countries and, probably most significantly, by 
the continued competition from Amazon, which with 
far greater revenues and growth rates is clearly the 
dominant player in online commerce.

Sources: Guardian online business news (18 Sep-
tember 1999–2 May 2018); New York Times (15 July 
2008); eBay company reports 2014–2017.

Questions

1 What technological and social changes can be 
identified in this case?

2 What is the basis of eBay’s success and contin-
ued growth?

3 What problems and issues may pose a threat to 
eBay?

4 What can eBay do to deal with these problems?
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•	 In manufacturing, computer controlled machines, robotics, and entire  computerized 
 flexible manufacturing systems have greatly enhanced a firm’s response to 
 changing  market demands and improved product quality. More significantly, it has 
 created the global  factory and enabled manufacturing operations to be linked around 
the world.

•	 In the service industry we are confronted by automated reply systems and call centres.

•	 In the office the introduction of word processing systems originally revolutionized 
typing and, in many organizations, has led to the elimination of the role of typist 
altogether, as people type their own letters and reports. Email systems can reduce the 
amount of paperwork in circulation and organizations have now turned to using social 
media.

•	 As we see later, electronic commerce has the potential to change the way we all do business.

In what ways has your life changed or been made easier by developments in ICT? What changes have you 
observed in the last few years?

REFLECTION pOINT

Without doubt, developments in ICT have transformed social relations and business and driven 
the process of globalization. Castells (1996) sees developments in ICT as a convergence of related 
technologies and include:

•	 Developments in microelectronics. In particular, microchip technology paved the way 
for smaller and more powerful personal computers sold at a price that made them 
 accessible to an increasing proportion of the world’s population. Developments in 
chip technology and especially their capacity reduced the need for large mainframe 
computers.

•	 Developments in computing. In particular there was a convergence of developments in 
the 1970s and 1980s. In the 1970s Apple launched its first microcomputer based on the 
development of the microprocessor. In 1981, IBM introduced the term personal computer 
(PC) with its new product. This was not based on IBM’s own technology and was soon 
cloned by manufacturers around the world leading to an explosion in PC ownership and 
use. This was facilitated through software developments and the creation of effective 
 operating systems, the most influential of which was written by Microsoft.

•	 Developments in broadcasting and telecommunications. These include the proliferation of 
satellite television and use of emails, the possibility of videoconferencing and the develop-
ment of the Internet and social media. Not only has this resulted in dramatic increases in 
the volume of information and its availability to increasing numbers, but has changed the 
nature of communication. We can now have virtual meetings with any number of partici-
pants around the globe. As we saw in Chapter 2, such developments have made possible 
the creation of the global factory and global value chain and have led Castells to refer to 
the post-1980 era as ‘informational capitalism’. For him, the developments in ICT are as 
significant as those in the industrial revolution of the 18th century.
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•	 Developments in optoelectronics. Such developments include fibre optics and laser 
 transmission. Developments in fibre optics have led to the increased carrying capacity of 
wire based systems. The creation of broadband systems has enhanced not just capacity but 
also speed and quality of information delivery.

•	 Developments in mobile communications technologies. The more recent key developments 
in ICT include the widespread use of mobile telephones, the emergence of wireless computer 
networks and new products such as tablets and the new generation of mobile phone which 
have crossed the divide between telephone and computer technologies.

At the outset we said that the key development was the convergence of the above  technologies. 
A student from India at a UK university, using her own laptop computer, can pick up emails 
from the university system when visiting home. She can send an essay to her tutor as an email 
attachment: an essay that has been researched by remote access to the university’s library 
collection, stored electronically and accessed via the Internet. The software in her computer 
was installed using CDs and downloaded updates from software websites. As a reward for 
all her hard work, she can use the same laptop to download and play her favourite music 
or watch her favourite film on DVD. When back at university she communicates regularly 
with her family in India using an Internet phone system such as Skype or social media such 
as Facebook.

In business such developments have been made possible as a result of:

•	 the availability of cheaper and more powerful computers, which have improved productiv-
ity, performance and quality

•	 increased global competition, which has necessitated increased efficiency through reduced 
operating costs and reduced staffing levels and resulted in increased cooperation across 
borders

•	 the creation of new forms of more flexible organization and management structures.

The changes brought about in business offer advantages to different stakeholders:

•	 for management, there is the possibility of cost reduction and increased competitiveness 
and profitability and instant response to changes in the operating environment

•	 for the workforce, there are opportunities for increased job satisfaction and career 
development

•	 for the customer, there are better quality goods and services at competitive prices

•	 for suppliers there is the opportunity of forging closer longer term relationships with manu-
facturers and service providers.

We now focus on two areas; electronic commerce or e-commerce and the relationship between 
changing technology and jobs. We deal with each in turn.

Electronic commerce
Today’s business interests sit on a fault line of the greatest seismic shift since the invention of 
the printing press... e-business. We are embarking on a journey of such magnitude that it has 
the capacity to change the course of our entire social order.

(PricewaterhouseCoopers, 1999, p. 5)
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Such statements as the PwC’s above reflect the hype that surrounded developments in electronic 
commerce, also known as e-commerce and e-business. While there is no internationally agreed 
definition of e-commerce, it is generally held to incorporate any exchange of information at any 
stage in the supply chain. It thus involves suppliers and manufacturers and service providers and 
firms and their customers.

Commentators such as those at PwC believed that the way we do business will be revolutionized 
and that it will level the playing field between large and small firms. In this section we will explore 
the concept of electronic commerce, how it is changing business practices and the issues it raises.

For some companies, electronic commerce was little more than the creation of a website to pro-
vide information to customers, while to others it became a means of selling goods and services on an 
international scale. Essentially, electronic commerce is a transaction involving goods, services and 
information in which the parties to the transaction do not meet, but interact electronically. Much of 
that interaction is carried out online. This has led to the growth of Internet companies, such as Ama-
zon, one of the pioneers of electronic retailing. Amazon began selling books, often at much cheaper 
rates than in shops. Its product range expanded to include DVDs, CDs, cameras and computer equip-
ment and then to include the Kindle range and downloaded books, clothing, sports goods, health and 
beauty products and car parts and accessories. Amazon now offers a platform for the sales of over 
200 types of product listed under 23 categories. The categories include food and drink, consumer 
healthcare, business supplies and home services such as cleaning and plumbing. In Chapter 10 we 
highlight Amazon’s investment in R&D to maintain its position at the forefront of online retailing, 
with developments of its search engine, warehousing technology and products such as Alexa.

In addition to retailing, information can be accessed on websites. Much of the information is 
free to anyone with the means of access, as with versions of many local, national and international 
newspapers. Some newspapers and databases, such as the Financial Times and collections of 
academic journal articles, require a subscription fee and can be accessed by means of a password.

In the above cases, both the supplier and buyer gain through reduced transaction costs. Retail-
ers are able to shorten the supply chain to the customer, thereby reducing costs, as well as gaining 
access to a global market. Consumers benefit through reduced prices and access to a range of 
products globally and those seeking information have access to a much wider range than hitherto, 
all of which can be accessed from the home or the office.

A large range of goods, from books to cars, can be bought in this way, although there are some 
restrictions and there has been some reluctance to making major purchases such as a car online. 
E-commerce has enabled home access to personal bank accounts and a full range of banking 

Such approaches connect suppliers and buyers directly through computer-based systems. E-commerce generally 
relates to trading activity involving information, goods and services. The initial point of contact is electronic 
although, in the case of goods and services, delivery is often made using more conventional systems. E-business 
generally refers to a much broader range of activities, incorporating all business activities. It enables the various 
elements of global firms to work more closely together and can form the basis of much business to business 
activity. The growth of e-commerce and e-business is directly associated with the development of the Internet and 
company wide intranet systems. Doing business electronically reduces the supply chain and hence increases 
convenience, reduces costs and improves speed of delivery. It is predicted that it will revolutionize business 
although at present take-up rates are quite low, costs of entry are high and there are unresolved issues related 
to privacy and security.

KEY CONCEpT 4.3 E-COMMERCE AND E-BUSINESS
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services. The Internet has made possible ticketless air travel, a system used by most airlines. 
The majority of airline seats are purchased electronically with customers able to select their own 
seat online and print off their boarding card. Applications for many university courses can be made 
over the Internet. There has been a large growth in supermarket shopping online with the promise 
of guaranteed delivery times.

It is not only shoppers who benefit from enhanced services. Some supermarkets, such as Tesco, 
use e-commerce as the basis of their sales ordering system with suppliers. As with most supermar-
kets, items scanned at the check out provide vital information for stock reordering levels. In the 
case of Tesco, the information is transferred automatically to a central computer system, which 
automatically raises orders to suppliers, which are then despatched to the appropriate store. 
This version of retailing just-in-time (see Chapter 11) eliminates the necessity for Tesco to hold 
large stock in central warehouses, thereby reducing costs.

While the media focus is on the impact for the general public, the size and value of business 
to business transactions far exceeds the use of e-commerce by the ordinary consumer. Businesses 
have shown themselves much more willing to use the Internet for transactions than the general 
public, even in the USA, which has one of the highest proportions of Internet users per head of 
population in the world. Firms use e-business to deal with both suppliers and customers. The rate 
of take-up of such methods by businesses would appear to be linked to the level of competition 
and whether Internet trading is done by competitors.

There are, however, barriers to overcome before the ‘seismic shift’ of PwC’s claim can occur.

•	 For many years a major constraint has been one of access to the Internet. As we can see in 
Table 4.2 there is variability in the number of Internet users in different countries. There may 
be over 462 million Internet users in India, more than seven times the number of users in the 
UK, but it is 38 per cent of the Indian population (a lower percentage than in neighbouring 
Bangladesh) compared to 95 per cent of the population in the UK. However, if we compare 
these figures to those of 2011 there has been a significant increase in the proportion of the 
population in most countries that now have access to the Internet. For example, in 2011 
only 28 per cent of the Nigerian population had access to the Internet compared to 50 per 
cent in 2017; in China over the same period the figure rose from 38 per cent to 55 per cent, 
in the USA from 78 per cent to 96 per cent and in India from 10 per cent to 38 per cent. 
While there are still some consumers reluctant to make purchases online using a credit card, 
the  evidence of increased usage indicates that the reluctance of many is a thing of the past.

•	 However, some customers prefer more personalized shopping and the opportunity to talk to 
shop assistants about issues not directly related to the product. A survey by Eisingerich and 
Kretschmer (2008), while arguing the advantages of e-commerce, found that websites missed 
opportunities by focusing too heavily on the technical details of products. They feel that suc-
cessful sites place products in a wider context making associations with a range of potential 
customer interests and lifestyle information, in an attempt to make them more personalized.

•	 The costs of setting up an effective e-commerce system are high, which poses particular 
problems for smaller firms.

•	 Surveys of smaller firms reveal there is often customer pressure behind the decision to use 
e-commerce. The advantages are identified as improved competitiveness and enhanced 
service. However many SMEs (small and medium size enterprises) when surveyed see it as 
making a greater contribution to internal communications via the introduction of email 
 systems than they do to attracting new customers (Daniel and Wilson, 2002). 
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Undoubtedly, privacy and security are important and banking services are at the forefront 
of developing secure firewall and filtering systems. As well as developments in security systems, 
e-commerce has led to the creation of laws to protect electronic transactions. Such legal rulings 
become particularly important where the transactions occur across national borders and hence, 
across different legal systems. Electronic transactions pose particular problems where there are 
differences in contract law, consumer protection, sales tax and customs duty. In 1999, the EU 
began to develop laws to clarify such issues and which country’s law would apply in the case of 
cross-border purchase. Some countries, such as China, Singapore and Saudi Arabia, have used 
their legal powers as well as firewall and filtering technology to limit access to overseas websites. 
Such censorship is attacked by those who see the Internet as the main instrument for the creation 
of both a borderless world and the spread of democracy. As with many well publicized develop-
ments in business, the reality is neither as extensive nor as simple as the image. We may stand on 
the threshold of a revolution, but that revolution is for the most part confined to the developed 
world and rapidly growing economies such as China and India. Many African nations lag behind 
in the computer revolution. We now examine the impact of technology on jobs.

Technology change, jobs and people
Earlier in this chapter we discussed the relationship between technology and strategy. We  identified 
the way technology could improve productivity, quality and cost efficiency across all types of 
business. In our discussion of ICT we saw that many of these improvements had been brought 
about through the greater availability of cheaper and more powerful computers and through 

TABLE 4.2 Top 15 countries for Internet users, 2017

Ranking Country Internet users (million) % of population

 1 China 772.0 54.5
 2 India 462.1 34.1
 3 USA 312.3 95.7
 4 Brazil 149.1 70.9
 5 Indonesia 143.3 53.7
 6 Japan 118.6 93.4
 7 Russia 109.6 76.2
 8 Nigeria 98.4 50.2
 9 Mexico 85.0 65.0
10 Bangladesh 80.5 48.4
11 Germany 79.1 96.1
12 Philippines 67.0 62.9
13 Vietnam 64.0 66.3
14 UK 63.1 94.7
15 France 60.4 92.6

Source: https://www.internetworldstats.com (Accessed 8 May 2018).
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developments in online communications. In this section we focus on the impact of technology on 
jobs and on people doing those jobs. There would appear to be three perspectives:

•	 First, we have the kind of view associated with such writers as Braverman (1974). 
 Technology change, particularly ICT, is seen as a deskilling agent reducing the amount 
of discretion an individual has over his or her job, at the same time increasing manage-
ment control over both work process and worker. The thesis associates technology change 
with job cuts and rising unemployment, and the greatest impact of both deskilling and job 
losses is felt by skilled manual workers.

•	 The second perspective offers an optimistic scenario. Technology change is seen as  creating 
opportunities for the workforce in the form of new and different types of jobs with 
 opportunities for existing workers to learn new skills. Moreover this same technology 
change is seen as having the potential to boost productivity, which creates wealth, which 
increases spending power, which creates demand and leads to the creation of more jobs.

•	 The third perspective is also optimistic, viewing technology as a liberating device, eliminat-
ing the need for human labour in low skilled, repetitive, dangerous or unpleasant tasks. In 
some cases this can free people to engage in socially beneficial work and create opportuni-
ties for people to retrain and move on to jobs with higher skill content and greater potential 
for satisfaction.

The evidence supporting these three perspectives is mixed. We will view the effect on the 
numbers employed, on the types of jobs involved, and on the content of those jobs. We will also 
look at the findings of a number of recent reports on automation.

Technology change and job numbers and the type of jobs affected
More pessimistic views on the influence of technology on employment levels emerged in the 
 mid-1990s. Some estimates in the USA suggested that 2 million jobs were lost annually as a direct 
result of technological change, and replaced only by part time or temporary work (Rifkin, 1995). 
The same author saw job losses in manufacturing and service sectors alike. In the latter, banking 
experienced branch closures and staff reductions in the face of automatic teller machines, tele-
phone and online banking.

It is clear that there have been job losses in manufacturing resulting from the replacement 
of jobs by forms of automation. Table 4.3 identifies changes in job numbers over a 20-year 
period in the UK based on a study carried out by the Centre for Economic Performance. The 
table clearly shows changes linked to technology change with the growth of jobs in computing 
and the loss of jobs in electricity plants, among print workers and rail signal workers. How-
ever, reviewing this table, it is difficult to isolate the impact of technology from other factors. 
Some of the largest rises in job numbers are the result of demographic changes, particularly the 
 ageing population and the need for more care workers. The growth of assistants in education 
and hospitals reflects a change in government and organizational policy with less skilled tasks 
in both those areas being moved from professional teachers and nurses to lower paid workers. 
The reduction in job numbers in textiles and engineering is both a function of the switch from 
manufacturing to services and the impact of overseas competition including the movement of 
jobs overseas. Job losses in the coalmining industry are the result of changes in government 
policy as we discussed in Chapter 3.
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TABLE 4.3 Changing job numbers in the UK 1979–1999

Job numbers 1979 Job numbers 1999 % change

All jobs 24.3 million 27.3 million 12
Top 10 areas of growth
Care assistant 103 837 539 407 419
Software engineer 34 009 171 769 405
Management consultant 18 811 81 803 335
Computer management 43 239 178 701 313
Computer analyst 76 038 302 617 298
Education assistant 45 040 173 763 286
Hospital ward assistant 7 460 26 986 262
Entertainment 22 549 73 030 224
Corporate finance managers 37 794 119 812 217
Financial institution management 107 138 322 608 201

Top 10 areas of decline
Drilling machinists 29 276 1 731 (–94)
Coalminers unskilled 29 782 1 818 (–94)
Coalminers skilled 73 301 5 095 (–93)
Grinding machinists 56 426 8 164 (–86)
Foundry labourers 14 801 2 505 (–83)
Engineering labourers 58 243 12 758 (–78)
Electricity plant workers 36 352 8 009 (–78)
Spinners 16 941 4 173 (–75)
Print workers 48 878 12 162 (–75)
Rail signal workers 13 761 3 571 (–74)

Source: Adapted from Manning (2004).

There are some positive findings regarding technological change in manufacturing. Although 
the initial investment is generally high, many automated systems can reduce overall costs, 
 leading to lower prices and an increase in demand. In this way, some employment levels can be 
maintained.

In an extensive study across the (then) 12 member states of the EU involving firms in mechanical 
engineering, electronics, banking, insurance and retail, Gill et al., 1992 found that new technolo-
gies had created jobs. However, they acknowledged that job losses could well be felt in those firms 
not employing such technology and thus losing competitive edge and market share.

Developments in ICT place fewer restrictions on location. With the capacity to re-route tele-
phone calls, the same job can be done equally well in Mumbai as in Frankfurt or  Manchester. 
In this respect, both BA and Lufthansa have centralized their ticket accounting function in India, 
taking advantage of cheap labour. RCI, the world’s largest company dealing in time share holi-
day exchanges, has established its European contact centre in Cork, closing down smaller offices 
in other countries. Where the job involves telephone sales or telephone information, it matters 
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little where the jobs are located. The same applies to call centres, used extensively in service 
industries. We examined this phenomenon more closely in our discussion of  globalization in 
Chapter 2.

A renewed concern about the impact of automation
While Table 4.3 relates to a period that ended in 1999, the last few years have seen a renewed 
interest and concern about the effects of automation in a number of reports examining devel-
opments in automation and the likely impact on work and employment up to the mid-2030s 
 (Bakhshi  et  al.,  2017; PricewaterhouseCoopers, 2017; Lawrence et al., 2017; Centre for 
Cities, 2018).

The NESTA report (Bakhshi et al., 2017) focused on the UK but drew some comparisons with 
the USA. They predicted the following.

•	 Overall there would be more jobs by 2030 but they may not match the skills of the current 
work force. Whereas 10 per cent of current occupations are predicted to increase in num-
ber, 20 per cent are predicted to decline. The largest predicted decline is in jobs where pro-
ductivity is lowest. As most of these jobs will be automated, automation is seen as a boost 
to productivity and hence the economy.

•	 The areas of the greatest predicted decline in job numbers will be:

■ sales assistants and retail cashiers

■ low and middle ranking jobs in manufacturing and construction

■ basic administration work.

•	 The areas of greatest predicted increase in job numbers will be:

■ high end skills in the professions, IT, finance, digital technologies and design work

■ publicly funded activities including health care, care for the elderly and education. 
These jobs are labour intensive and are difficult to automate

■ paraodoxically there will be an increase in some low level skills associated with hospital-
ity, entertainment, gymnasiums and fitness training reflecting consumer demand for these 
services.

•	 A factor noted in all the recent reports focusing on the UK is regional inequality. The more 
highly skilled jobs will be concentrated around London and the South East of England 
where there is already a concentration of services, and ease of access to information and 
knowledge.

•	 The NESTA report found similar patterns emerging in the USA but with fewer predicted 
increases in health care workers due to uncertainties over policy and funding.

Not only are the predicted patterns in the NESTA report similar to those of earlier studies but 
also the explanation offered for the changes. While some changes are clearly due to  technological 
change, other factors are also drivers of change. These include globalization (the growth of out-
sourcing and the creation of the global factory), changing demographics, especially in health care 
and care for the elderly, changing policies at organization and government levels, and changing 
consumer demand, reflected by increases in jobs in hospitality and related to gymnasiums and 
fitness training.
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PricewaterhouseCoopers (2017) surveyed 200 000 jobs in 29 countries to explore the economic 
benefits and challenges of automation. They predicted three phases of automation:

1. Up to the early 2020s. Automation will have a modest impact affecting around 3 per cent 
of the working population directly. There will be automation of simple computational 
tasks and of the analysis of basic structured data. This will affect mainly the financial and 
communication industries.

2. Early 2020s to late 2020s. By this time 30 per cent of jobs will be at risk. They predict 
greater use of automation for work in clerical support and decision making and see ware-
houses controlled largely by robots and drones.

3. Late 2020s to mid-2030s. By this time 44 per cent of jobs will be at risk with the automa-
tion of manual labour, of jobs requiring manual dexterity, of some problem solving jobs 
with the greatest impact in manufacturing, construction and transport (driverless cars, 
trucks and trains). They also predict that by this stage automation will give a US$15 tril-
lion boost to the global economy.

Variation by the type of job
All the reports on the relationship between technology and jobs and in particular between automa-
tion and jobs show that in general, the demand for unskilled labour has fallen due largely to auto-
mation while that for skilled labour has risen. Routine, repetitive jobs have been eliminated in both 
manufacturing and service work although some workers have been empowered through having 
direct control over processes. Far from causing mass unemployment, this has led to job shortages in 
some areas, notably in highly skilled and specialized work. While jobs have disappeared, new jobs, 
particularly in IT, financial services, health care, hospitality and fitness training have emerged. This 
uneven impact has in some cases led to a transfer of skills from one group of workers to another. 
However, this is not straightforward and has led organizations such as Centre for Cities (2018) and 
IPPR (Lawrence et al., 2017) calling for significant government investment in retraining.

In many organizations the numbers of middle and supervisory level managers has been greatly 
reduced. Goos and Manning (2007) support the view that technology change has resulted in 
the removal of middle ranking jobs as computers eliminate both white collar and some skilled 
manual jobs. They also argue that technology change cannot replace jobs requiring high skill 
levels, problem analysis and decision making (although some later predictions refute this), nor 
can it replace poorly paid and low status jobs in restaurants and bar work, and the growing need 
in health care and the care for the elderly where personal contact is essential.

Technology and job content
A popular view is that new technology and automation is replacing mass labour with elite labour, 
emphasizing more creative, knowledge based work. In manufacturing, automation has enhanced 
the work environment of jobs such as paint spraying. In the office, the use of computers has 
reduced the drudgery of typing numerous addresses. Nevertheless, the benefits derived through 
the introduction of such advanced systems can be offset to some extent by the equipment costs 
in manufacturing, and by the time taken to encode information in the office before such benefits 
can accrue. There are conflicting findings and views:

•	 A key debate in terms of job content is that of deskilling versus upskilling. Braverman 
(1974) argued that technological change was reducing the discretion that individual 
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workers had within their jobs. He called this technological deskilling. He also claimed that 
the change had increased the level of control that management had over employees. He 
called this organizational deskilling.

•	 The upskilling hypothesis argues that the skill level of many jobs has been enhanced 
by two factors. First, there has been a decline in the need for unskilled and semi skilled 
 manual work and an increase in the demand for so-called knowledge work. Second, 
upskilling is seen in the increased demand for training and retraining.

•	 However, evidence of upskilling is mixed. Contrary to popular belief, there is evidence of 
greater upskilling of jobs in manual work as opposed to jobs in the service industry. Some 
service industry work, notably in fast food and call centres, comprises highly prescribed 
operations and/or responses that are reminiscent of semi skilled work on manufacturing 
assembly lines. The skill content of the work of many care workers and educational assis-
tants, certainly those where there has been the greatest increase in job numbers, is also 
comparatively low.

•	 Where most studies do agree is that there is now a greater demand for inter-personal skills 
in most occupations.

Changing technologies and jobs: some conclusions

•	 Technology change should not be viewed deterministically. Its impact is based on many 
factors, including the nature of the product and service, the type of organization involved, 
the competitive environment in which it operates, the management strategy employed 
and the position taken by trade unions, employees and governments. 

•	 Changes in the labour market are due to factors other than technology. Globalization, 
global competition and outsourcing have led to the loss of manufacturing jobs in most 
developed economies. Government economic policy has been a factor as with the closure 
of coal mines in countries such as the UK, Poland and Serbia and in the growth of the 
numbers of support workers in the UK schools system and in health care. In most coun-
tries in the world changing demographics, especially ageing populations, has resulted in 
job growth in the care industries. Changing consumer demands has resulted in job growth 
in hospitality, entertainment and the fitness industries.

•	 However changes in technology, especially involving ICT and automation, have changed 
the nature of work for most people.

•	 In general, there has been a polarization of the workforce. For an educated group in skilled 
work, their jobs have often been enhanced. For many workers their jobs have been down-
graded and, in the case of developed economies, outsourced. As a consequence, in terms 
of job losses, the hardest hit group is the low skilled male workers in advanced industrial 
nations. We return to the theme of polarization in the next section dealing with labour 
issues.

•	 As well as an occupational polarization in most industrial societies, the global organization 
of production has brought about a geographical polarization. Low skilled, labour intensive 
work is located in low wage economies such as Indonesia, Vietnam and Thailand while 
higher skilled work predominates in the advanced industrial nations. However, the posi-
tion is fluid. The rapid economic growth of emerging economies like China has presented 
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the work force with new opportunities. This can be seen in the growing status of many 
Chinese companies through their innovation and R&D activities. The latest studies on 
automation see polarization taking place regionally, especially in the UK, with the South 
East part of the country benefitting.

•	 Predictive reports such as those on automation into the 2030s are speculative. Any num-
ber of changes, be they economic, financial, legal or technical constraints, can change the 
direction and the nature of change.

•	 Particularly with automation there may be social concerns about such developments 
as driverless cars or surgery performed by robots. Yet we have driverless trains and 
 driverless cars do exist, albeit not yet on the roads and some hospital operations are 
already performed using robotics.

•	 NESTA and others believe there has been too much fear about job losses through automa-
tion. Labour markets have always changed and technological change does offer methods of 
boosting productivity and wealth creation, but, in most societies, education and training are 
priorities to prepare the work force for change.

CASE 4.2 NEWS INTERNATIONAL AND WAppING

For almost a year, every Saturday evening the resi-
dents of a fashionable warehouse conversion on 
the edges of London’s Docklands were denied free 
access to their property. The residents’ access was 
blocked by mass picketing resulting from an indus-
trial dispute between the then News International and 
its former Fleet Street employees over the printing of 
newspapers at the company’s newly commissioned 
Wapping plant. 

Although what has become known as the Wap-
ping dispute focuses on the events of the 1980s, 
the seeds of that dispute were laid much earlier and 
the implications had a significant impact on the size 
and structure of the newspaper industry. This case 
focuses on the technology and labour issues of that 
dispute and looks briefly at what has happened 
since.

News International has recently been rebranded 
as News UK, although this case will refer to the com-
pany by its former name, News International. The 
company is controlled by Rupert Murdoch, Austra-
lian by birth but with American citizenship. His father 
started the newspaper business in Australia in 1923 
as News Ltd. and the company expanded through 
acquisitions to become by 2018 two global organiza-
tions: News Corporation and 21st Century Fox. Both 
are essentially owned and managed by the Murdoch 
family. News International now forms part of a large 
global business empire controlled by the parent 

company, News Corporation. The parent company 
was until 2013 much larger, with a significant propor-
tion of its revenues derived from films and television. 
This business was separated out in 2013 as 21st Cen-
tury Fox, with Rupert Murdoch and his son Lachlan 
Murdoch as joint chairmen and another son James 
Murdoch as CEO. The News Corporation Annual 
Report 2016 identified the following revenue streams:

Total revenue  8.29 (US$ billion)  
  comprising

News and information 64.3 per cent
Book publishing 19.9
Digital real estate services 9.9
Cable network programming 5.8
Other less than 0.1

In addition to the UK newspapers, the news and 
information division includes Dow Jones and the Wall 
Street Journal, Newscorp Australia and the New York 
Post. Book publishing is led by the brands associated 
with HarperCollins. When the company was much 
larger, before the separation of 21st Century Fox, 
the then four titles produced by News International 
(Times, Sunday Times, Sun and News of the World) 
contributed just under 5 per cent of the total revenue 
stream for 2009. 

 This case will focus only on News International 
and its UK operations in the 1980s, although its 
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membership of a large global operation has some 
bearing on the events that took place. News Inter-
national controls two daily newspapers, The Times 
and the Sun, and two Sunday newspapers, the Sun-
day Times and the Sun on Sunday. The Sun and the 
Sunday Times are the best selling newspapers of 
their type in Britain and The Times is arguably the 
nation’s most famous daily paper. News International 
also published the News of the World, the best selling 
popular Sunday paper in the UK. Despite its sales the 
latter paper was closed in July 2011, following the 
involvement of its journalists and editors in a phone 
hacking scandal. The mobile phones of certain 
celebrities and, in one case, a murdered schoolgirl 
were accessed illegally by newspaper employees in 
pursuit of stories. 

A little background on the newspaper 
industry

The technological breakthrough in the newspaper 
industry was direct input and photocomposition. This 
enabled the typesetting operation to be carried out 
by journalists or typists, eliminating the need for tradi-
tional print workers. This method of cold type printing 
uses desktop computers or PCs to input material to 
be stored on a central computer which also contains 
programs for page composition. The computer prints 
off its stories and advertisements on photographic 
paper, which are then pasted up to form the eventual 
pages of the newspaper. These are photographed 
and a negative is produced. The negative is con-
verted into a flexible polymer plate to be clipped to 
the presses for the printing to commence.

Under this method around 3000 lines a minute 
could be typeset compared with seven lines per min-
ute using the old technique. The traditional method 
uses Linotype, a method involving the creation of the 
type from molten lead, sometimes known as the hot 
metal’ process. The method is labour intensive and 
uses old equipment. Cold type has the added advan-
tage that stories and whole pages could be changed 
and mistakes corrected quickly and cheaply. The 
system also uses printing presses that are much 
cheaper and can therefore be replaced when further 
technical improvements are made. Cold type meth-
ods had been used by American newspapers since 
the early 1960s. In Britain, however, the introduction 

of new technology had been slow. Even where 
 photocomposition had been introduced the process 
was not used to its full potential as, under manage-
ment–union agreements, inputting was still performed 
by print workers and not journalists or typists.

Murdoch saw the new technology as central to 
reducing costs and enabling greater productivity 
across his newspaper empire in Australia and the 
USA as well as the UK. The only major dispute was in 
the UK. In Australia, the introduction proceeded at a 
slower rate but was achieved with some involvement 
by the unions, with the backing of a pro-union Aus-
tralian government. In the USA the existing contracts 
of print workers were bought out at considerable 
cost. In the UK the situation was different; traditional 
practices of the print unions were more entrenched, 
there was a need to expand away from the cramped 
conditions of Fleet Street in Central London, Murdoch 
wanted complete management control and the Con-
servative Government of the day assisted through 
legal changes to weaken the powers of trades unions.

The printing industry in the UK was one of the 
most traditional of the craft industries with a long 
history. The print unions were vigilant in maintain-
ing control over the apprenticeship system, entry to 
the profession and over the way the job was done. 
These traditional craft controls were aided by the 
rigid enforcement of a union closed shop, where 
union membership was a necessary condition of 
employment. Such controls were greatest in Fleet 
Street where job entry was reserved only for existing 
members of a recognized trade union (a pre-entry 
closed shop). The two major unions were the National 
Graphical Association (NGA), covering the printers 
themselves, and the Society of Graphical and Allied 
Trades (SOGAT 1982), covering despatch, distribu-
tion and clerical workers.

In this way the union controlled work allocation 
and above all, staffing levels for each job. Frequent 
management complaints concerned over-staffing 
and the inability to implement changes that would 
invariably be accompanied by uneconomic staffing 
requirements. There was considerable resistance 
to the introduction of new technology, as this would 
effectively reduce the craft control of the job and 
make it accessible to those not trained as printers.

The issues of new technology and trade union 
control over work practices lay at the heart of most 

(Continued)
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major national newspaper disputes around that time. 
No national paper was immune and in 1985 alone 
95.6 million copies were lost to industrial disputes of 
one type or another.

Despite management’s frequent complaints, the 
situation was largely of their own making. Concessions 
to trade union control of staffing levels had been made 
owing to the highly competitive nature of the national 
newspaper industry, the highly perishable nature of 
the product, and the need for maximum flexibility, 
especially when dealing with late changes in news 
items. Competition was not just for readers, but for 
more lucrative advertising revenues. Lost production 
could never be regained and lost distribution could 
not be sold at a later date. These factors also gave the 
trade unions considerable strength in wage negotia-
tions and Fleet Street workers were able to achieve 
higher rates than those earned by other print workers.

It was partly competition that led to Fleet Street 
management adopting a new approach to the intro-
duction of new technology. The relative cheapness 
of cold type over hot metal reduced one of the major 
barriers to entry to newspaper production. The initial 
challenges came in the provinces with the growth of 
the free newspaper industry. These are essentially 
cheaply produced local papers where advertising 
takes precedence over news items. The income from 
advertising is such that the newspapers can be dis-
tributed free to all householders in a given area. This 
sharpened competition in the local paper market. The 
response among some existing local papers was to 
force through the introduction of new technology. The 
Nottingham Evening Post in the face of union opposi-
tion from the NGA simply replaced the print workers.

The real focus was in 1983 with the case of the 
Messenger group of free local newspapers in south 
Lancashire and its proprietor Eddie Shah. In expand-
ing his distribution and introducing direct input print-
ing he overcame bitter opposition from the NGA. 
He was backed in his quest by new laws redefining 
industrial disputes and imposing greater restrictions 
on picketing, drawn up by a government intent on 
curbing the power of the unions. The NGA were fined 
by the courts and Shah achieved all his objectives. 

Competition also came from the expansion of the 
television news services. The advent of breakfast 
television posed an even greater threat to an already 
declining total newspaper readership. The news-
paper industry needed new technology to provide 

a better quality product with clearer newsprint and 
sharper pictures and an ability to respond quickly to 
changing news stories.

Events at Wapping

In 1978 land was purchased in Wapping with a 
view to building a large printing works using the lat-
est technology in newspaper production, and con-
struction began within two years. At that time News 
International owned just the Sun and the News of the 
World and the plant was part of a plan to increase 
both the output and the size of both newspapers. In 
1981, the company purchased both The Times and 
the Sunday Times, despite accusations that News 
International would be operating a monopoly against 
the public interest. Once again there was a desire 
to increase both the production runs and the size of 
both newly acquired newspapers. In all cases the 
size of the newspapers and the quantity of produc-
tion were restricted by the size of the existing plants 
around the Fleet Street area of central London and 
what management saw as uneconomic staffing levels 
imposed by the trade unions.

Before Murdoch’s acquisition The Times had 
attempted to force the new technology issue, 
but after an 11 month shutdown in 1978 the NGA 
retained exclusive control over typesetting opera-
tions. The completion of the plant at Wapping and 
the expense involved in interest payments alone gave 
new urgency to some form of agreement with the print 
unions. Bill O’Neill, an ex-senior trade unionist in Aus-
tralia and now part of Murdoch’s management team 
was brought in from the USA to lead negotiations. 

News International wanted:

•	 legally binding contracts with the unions

•	 no-strike agreement during the period of the 
contract

•	 no union closed shop

•	 acceptance of management’s right to manage.

The unions refused to consider the demands of 
News International and negotiations to move produc-
tion of the Sun and News of the World to Wapping 
broke down in early 1984. The unions had refused to 
give way on the issue of staffing levels and demar-
cation. Murdoch was clearly frustrated by the failure 
to reach agreement and ensured that the design of 

Copyright 2019 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



TECHNOLOGY 137

CASE 4.2 (Continued )

the new Wapping print works incorporated protec-
tion against the action of pickets. Once built the print 
works became known as Fortress Wapping. 

Murdoch was determined to introduce total man-
agement control over staffing levels and achieve 
total labour flexibility. News International terminated 
all its existing collective agreements with the unions 
with the aim of replacing them with a legally binding 
contract and a no-strike clause, the elimination of the 
closed shop, and binding arbitration in the case of 
a dispute. The penalty for breaking the agreement 
would be instant dismissal for individuals and the 
right to sue the union for unlimited amounts. Such a 
strategy was calculated to confront the unions on the 
issue of job control and, not surprisingly, was rejected 
by NGA and SOGAT ’82. The two unions insisted that 
any move to Wapping should be accompanied by 
no redundancies and the maintenance of existing 
work practices. As a result Murdoch declared that 
negotiations were over and gave his print workers 
six months’ notice and no option of jobs at Wapping.

One union, the Electrical, Electronic, Telecommu-
nication and Plumbing Union (EETPU), was prepared 
to negotiate on the basis of the new proposals, much 
against the advice of the trade union movement’s 
central body, the TUC. For some time the electricians’ 
union had been keen to expand its membership in 
new areas and viewed its members as key workers 
in all workplaces increasingly operating under the 
demands of new technology. One of those areas was 
printing, and the union had even gone so far as to pro-
vide training for its members in newspaper production.

Electricians were recruited by News International 
initially to commission the new presses. However, by 
the end of January 1986 the Wapping plant was pro-
ducing the four newspaper titles amid much secrecy, 
using electricians recruited from outside London and 
transported daily by an organized bus network. This 
led to considerable recriminations within the trade 
union movement and calls to expel the EETPU from 
the TUC. They were eventually expelled at the 1988 
TUC Conference, not for activities at News Interna-
tional, but for poaching members from other unions in 
South Wales. Many journalists on all the titles moved 
to Wapping for increased salaries, but several refused 
to work under the new arrangements. For their part, 
the print unions held a secret ballot, and the majority 
was in favour of strike action. Picket lines were set up 

outside Wapping and SOGAT attempted to prevent 
the distribution of the newspapers with the help of the 
transport workers union (TGWU). Both unions were 
countered by the law. In the case of the TGWU the 
threat was sufficient, but SOGAT was fined £25000 
and had its assets frozen by the High Court for per-
sistent attempts to prevent newspaper distribution.

By the following month News International agreed 
to the involvement of ACAS (the Government’s arbi-
tration and conciliation service). The main issue that 
emerged was that of redundancy payments for those 
on strike. The company had always maintained that 
those choosing this course of action forfeited their 
right to severance pay and had effectively dismissed 
themselves. The company did offer the unions the 
old Sunday Times printing plant so that they could 
set up their own newspaper staffed by the displaced 
workforce. The offer was rejected by the unions, who 
insisted on the maximum number of workers being 
taken on at Wapping and generous redundancy pay-
ments for the rest. Increasingly, however, the union 
position was being undermined by events elsewhere. 
New technology agreements were being reached with 
unions at the Express and Mirror newspapers and 
several national newspapers announced their own 
plans to move to Docklands. In all cases the owners 
saw the move as an opportunity both to expand and 
negotiate fresh deals with the trade unions.

By May 1986 the company made what they 
claimed was a final offer in a bid to end the picketing 
at Wapping. This comprised a redundancy payment 
deal totalling £50 million, an opportunity for all work-
ers to apply for vacancies at Wapping as and when 
they arose, a withdrawal of all legal actions against 
the unions, and a promise to review the issue of union 
recognition after a year. The offer was rejected. Pick-
eting was intensified, accompanied by a significant 
involvement of the police and further legal proceed-
ings to prevent the picketing taking place. As a result 
of these proceedings SOGAT estimated its losses at 
£1.5 million. The estimated costs of policing the dis-
pute up to June 1986 were £1 million.

In September, News International made a revised 
offer of redundancy payments to the dismissed 
workers, again rejected by the NGA and SOGAT ’82. 
The mounting costs of the dispute forced SOGAT to 
appeal for funds among its membership nationwide. 
The appeal was rejected.

(Continued)
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CASE 4.2 (Continued )

The first anniversary of the strike in January 1987 
was accompanied by the largest mass picket to date 
and extremely violent clashes between the police and 
the pickets. Part of the violence was undoubtedly 
attributed to a growing frustration among the workers 
and a realization that the unions could no longer afford 
to continue. The cost of legal proceedings, the general 
cost of running the dispute and an impending con-
tempt of court action was too much for the NGA and 
SOGAT to bear and would have resulted in the elimina-
tion of all their assets. By February 1987 both unions, 
along with the journalists’ union, accepted a redun-
dancy package for the dismissed employees and the 
dispute ended. In all some 4000 staff lost their jobs.

Postscript

•	 At the time of the Wapping dispute, the UK 
newspaper industry employed over 30 000 
people. By 1990, that number had fallen to less 
than 15 000. At the same time, newspapers had 
increased considerably the size of each edition 
and had introduced colour printing as a standard 
feature in almost all newspapers. Colour printing 
had a significant impact on advertising. In 1990 
the Wapping plant benefited from a £500 million 
investment in state of the art printing presses.

•	 By 2000 newspapers were seen by News Cor- 
poration as strategically less significant than 
developments in film and television. Nonethe-
less, newspapers still held considerable sym-
bolic importance in the UK, where they have 
been viewed by successive governments as 
being able to influence the electorate through 
their editorial position. 

•	 The EETPU soon lost its favoured status and was 
de-recognized by News International. The union 
merged with the Amalgamated Engineering 
Union (AEU) in 1992 to become the AEEU and is 
now part of UNITE.

•	 In early 2008, News International moved its print-
ing from Wapping to a new site in Hertfordshire, 
just outside the M25 and away from the conges-
tion of London. News International headquarters 
remained in Wapping until 2014 when it moved 
to a new HQ building next to the Shard. In 2014 
the site of the printing works at Wapping was 

sold to a property developer and work began 
on demolishing Fortress Wapping to replace it 
with an upmarket development, London Dock, 
comprising several apartment blocks, shops, 
entertainment areas and a school.

•	 The phone hacking scandal which led to the 
closure of the News of the World was subject to 
two UK government investigations. The Leve-
son Inquiry covered phone hacking within the 
broader remit of ‘culture, practices and ethics of 
the press’. The second inquiry was conducted 
by the Culture, Media and Sport Select Com-
mittee of the House of Commons and focused 
specifically on phone hacking and on News 
International. The report of the Commons Select 
Committee was particularly critical of News 
International, highlighting ‘serious wrong-doing’ 
at the News of the World and criticizing the 
‘slow and too defensive response’ of News 
International. The Committee stated further 
that Rupert Murdoch was ‘not a fit person to 
exercise stewardship of a major international 
company’. News International’s response was to 
label the Committee’s conclusions as ‘unjustified 
and highly partisan’. Following publication of 
the report the share price of News Corporation 
was boosted on the New York Stock Exchange, 
probably based on the view that the company 
would be selling off its UK newspapers. 

•	 In 2013, News Corporation was split creating two 
companies, one retaining the name News Cor- 
poration and the other being separated off as 
21st Century Fox. Rupert Murdoch became 
Chairman of both and CEO of News Corporation.

•	 By May 2018 two proposed overlapping deals 
were in the balance. 21st Century Fox had 
bid to buy out the remaining 61 per cent of 
Sky that Murdoch did not own. In the other 
proposed deal Disney had bid to purchase 
21st Century Fox film and TV studios and a 
share of Sky, but Fox would retain its news and 
sports channels. As part of the deal it was pre-
dicted that James Murdoch would join Disney. 
Both deals were being questioned by the US 
 regulatory bodies.

Source: Variety of media and internet sources 1988–2018; 
Newscorp Annual Reports, 2015, 2016.
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CASE 4.2 (Continued )

Questions

1 Identify and assess the relative importance of 
the factors that led News International to move to 
Wapping.

2 What does the case tell us about the introduction 
of new technology in a traditional industry? To 
what extent is this case typical?

3 Many who lost their jobs at Wapping remain 
resentful of their treatment at the hands of News 
International. Have they a case? Do you believe 
that the management of News International 
behaved ethically? 

4 What conclusions do you draw from the case 
about industrial relations in the UK in the 1980s 
and beyond?

LABOUR

Labour interacts with business through the workings of the labour market and through the 
activities of trade unions. Aspects to consider are the changes in both the level and nature of 
employment, the impact of globalization and the role played by trade unions in the operation of 
business. We have noted in Chapters 2 and 3 and earlier in this chapter how the forces of glo-
balization, technological change and changes in both the ideologies and actions of the state have 
affected labour markets and trade unions. In Chapter 5 we will see how both types of employment 
and employee relations can be influenced by cultural factors and by regulatory and institutional 
frameworks in different countries. Managers influence the workings of the labour market through 
various strategies of recruitment, training and payment. Variations in management strategy also 
account for the way companies handle issues of employee relations in different ways. In this sec-
tion we will look at employment trends, the impact of globalization on the labour market and 
the power of trade unions in influencing management decisions. A more detailed discussion of 
human resource and employee relations strategies may be found in Chapter 13.

Employment trends
In the previous section we focused on job changes related to technological change. We argued 
that it was difficult to isolate the impact of technological change on jobs from other factors. In 
this section we explore those factors, starting with changes that have taken place in the economic 
structures of many countries and the reasons behind them. We then select five related issues: 
unemployment, flexibility, working hours, labour market polarization and the link between 
 globalization and job mobility. 

Changes in the economic structure Jobs in the labour market can be put into one of five groups:

•	 the primary sector, which includes agriculture and mining

•	 the manufacturing sector

•	 the construction sector

•	 the retailing and distribution sector, which includes wholesalers, shops and garages

•	 the service sector, which includes a wide range of activities such as catering, banking, 
 education, health and social care, computing and the professions.
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Manufacturing and construction are often grouped together, as are retailing, distribution and 
services. The latter grouping is referred to as the tertiary sector. The following points will identify 
the changing trends involving these sectors. Tables 4.4, 4.5 and 4.6 reveal the extent of changes 
on the nature of employment for six economies. In these tables manufacturing and construction 
have been placed together as ‘industry’ and retailing is included as part of ‘services’. 

The data reveal a number of trends.

TABLE 4.4 percentage of the workforce engaged in agriculture, 1960–2017

1960 1980 2006 2017

France 22.5 8.7 3.4 2.4
Germany 13.8 5.2 2.3 1.4
Italy 32.5 14.2 4.3 3.9
Japan 29.5 10.1 4.1 2.9
UK 4.7 2.6 1.4 1.3
USA 8.4 3.6 1.5 1.6

Source: www.cia.org/librarypublications/the-world-factbook/fields.html (Accessed 8 May 2018).

TABLE 4.5 percentage of the workforce engaged in industry, 1960–2017

1960 1980 2006 2017

France 36.9 35.0 22.0 18.3
Germany 46.0 42.9 29.0 24.2
Italy 33.6 37.0 29.8 28.3
Japan 28.5 35.1 27.1 26.2
UK 46.1 36.2 21.5 15.2
USA 33.4 29.3 19.9 18.4

Source: www.cia.org/librarypublications/the-world-factbook/fields.html (Accessed 8 May 2018).

TABLE 4.6 percentage of the workforce engaged in services, 1960–2016

1960 1980 2006 2016

France 40.7 56.3 74.6 79.9 (2015)
Germany 40.2 51.9 68.8 74.3
Italy 34.0 48.8 65.9 67.8 (2011)
Japan 41.9 54.8 68.8 70.9 (2015)
UK 49.2 61.2 77.1 83.5 (2014)
USA 58.1 67.1 78.5 79.9

Source: www.cia.org/librarypublications/the-world-factbook/fields.html (Accessed 8 May 2018).
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Shift out of manufacturing Table 4.5 reveals a shift out of manufacturing industry. The process 
of de-industrialization has led to considerable job losses in the manufacturing sector in most 
developed countries. The trend has been worldwide with a 10 per cent fall in manufactur-
ing employment across all developed countries between 1970 and 1992. However, over the 
same period, manufacturing employment in the UK fell from 8.5 million to 4.9 million, over 
57 per cent (ILO, 2003). This was partly as a result of government policy, but mainly the effects 
of global competition and the movement of jobs to cheaper labour economies. Some countries 
have maintained higher levels of manufacturing employment, notably Japan, but also Germany 
and Italy. However, in all these countries there has been a major increase in employment in the 
service sector.

Gains in the service sector As we can see in Table 4.6, job gains have been experienced in 
the service or tertiary sector of the economy, particularly in the financial sector, catering, 
the professions and professional services, and health and social care. Among the 10 most 
 developed economies, service employment rose from 127.4 million in 1970 to 216 million in 
1994 (ILO, 2003). There is variation within the services sector itself, with job losses in areas 
such as  telecommunications linked to privatization and in the public sector resulting from 
spending cuts. 

We reiterate the point made in our discussion of technology that changes in the levels of 
employment are the product of a number of factors and are rarely attributed to a single cause. 
We now look at a number of issues involving labour. These are unemployment, flexibility includ-
ing the gig economy and hours worked. We end this section by speculating on the polarization 
of the labour market.

TABLE 4.7 Sector of employment as a percentage of the global workforce, 2017

Services 45.0
Agriculture 31.5
Industry 23.5

Source: www.cia.org/librarypublications/the-world-factbook/fields.html (Accessed 8 May 2018).

Shift out of the primary sector Table 4.4 shows a marked decline in the numbers employed in 
agriculture. This trend is common to all developed countries, although the trend was marked 
much earlier in the UK and USA. Agriculture still had an important presence in Japan and Italy 
into the 1980s. However, agriculture is still a major employer in the less developed world. 
The International Labour Organization (ILO) (2015) estimate that in low income countries 
around two thirds of all workers are engaged in agriculture. This is reflected in Table 4.7, 
when all countries are considered, agriculture has only relatively recently been surpassed by 
the services sector as the main source of employment. The primary sector also includes the 
mining and extractive industries. In Chapter 3 we noted a marked decline in employment 
in these industries in the UK, where employment in coalmining fell from over 1 million in 
1947 to 6000 in 2005. Similar changes have taken place in the USA and in other parts of 
Europe.
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Unemployment issues The changes in employment patterns by sector as identified above affect 
rates of unemployment. The main impact has been a rise in long term unemployment among 
males, mainly those displaced by job losses in primary industries and in manufacturing. In some 
cases this may be temporary as displaced workers change jobs or move to other sectors. However, 
in some cases, as in the coalmining industry in the UK and Poland, large scale mine closures have 
created long term unemployment and attendant social problems.

In most developed economies, unemployment rates have risen with the largest increase in 
Europe. This is reflected in Table 4.8, which shows changing rates of unemployment in six 
 developed economies. 

TABLE 4.8
Unemployment rates (as a percentage of working population) in selected countries 
1960–2017

1960 1970 1980 1990 2000 2012 2017

France 1.5 2.5 6.5 8.6 9.1 10.3 9.5
Germany 1.1 0.5 2.8 5 7.8 6.5 3.8
Italy 3.7 3.2 4.4 7 10.2 10.9 11.4
Japan 1.7 1.2 2 2.1 4.8 4.4 2.9
UK 2.2 3.1 6.9 7.1 5.5 7.8 4.4
USA 5.5 4.9 7.1 5.6 4.0 8.2 4.4

Source: www.photius.com/rankings/2018/economy/unemployment-rate (Accessed 8 May 2018).

In 1996, the OECD average was 7.5 per cent, while that of Europe was 10.5 per cent. Within 
most regions there are variations. In Europe, unemployment rates have fallen in the UK but risen 
in France, Greece, Italy and Spain. However unemployment remains comparatively low for much 
of the developing world.

A number of other trends can be identified.

•	 The ILO concludes unsurprisingly that unemployment is highest in developing countries 
and particularly in those with little more than primary levels of education. Unemploy-
ment is also linked to education in developed countries in that those with the lowest edu-
cational qualifications are over-represented among the unemployed (ILO, 2007). A later 
report identifies that since 2008 spells of unemployment have become longer and some 
dramatic increases have been noted as in the Baltic states, Ireland and Spain (ILO, 2013).

•	 There has been a rise in female unemployment-rate. This is a consequence of more women 
entering the labour force and hence registering for employment. It is also a consequence 
of the introduction of technology in the service industries and the displacement of lower 
skilled work, which was done mainly by women.

•	 Noon et al., (2013) note that in developed economies there has been an increase in 
 numbers experiencing unemployment at some stage of their lives and a rise in job insecu-
rity,  especially with the increase in temporary and part time work, which we discuss in the 
 following sections.

•	 The same authors also note that whereas redundancies were traditionally caused by sec-
tor changes and recession, the majority of redundancies are now the result of cost cutting 
exercises by companies (Noon et al., 2013).
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•	 There has been a rise in youth unemployment. In some countries this is severe. In most 
countries it is three times higher than adult unemployment. In North Africa and the Middle 
East it is six times higher (ILO, 2013). In 2013 the problem was especially severe in Greece 
with 63 per cent of under 25s out of work and 56 per cent in Spain. Table 4.9 illustrates 
this problem in eight economies in 2017. While there has been improvement in the levels of 
unemployment for young people in Greece and Spain the figures still reflect the economic 
problems faced in those countries. The figures also display the variability in rates of youth 
unemployment across developed economies.

Where part-time employment 
is highest

% Where part-time employment 
is lowest

%

Netherlands 37.7 Bulgaria 1.5
Switzerland 27.0 FYR Macedonia 3.3
Australia 25.9 Romania 3.5
UK 23.8 Hungary 3.9
Japan 22.8 Russia 4.3
Ireland 22.7 Croatia 4.7

Source: OECD 2018b.

TABLE 4.10 part time employment as a percentage of total employment 2018

Flexibility Across all developed countries labour markets have become more flexible both in terms 
of the nature of the employment contract and the hours worked. There has been an increase in 
part time work, fixed-term contracts and self-employment. This has given rise to the concept of 
the ‘gig economy’ which we examine in the next sub-section. Figures for part time work show 
much variation across both OECD countries and the EU. Part time working is highest in the 
Netherlands at 37.7 per cent of all jobs and lowest in Bulgaria with 1.5 per cent (OECD, 2018b). 
These are shown in Table 4.10. Most of the countries with the smallest percentage of part time 
workers are those countries that not too long ago were state controlled economies. In many 
countries the majority of people entering or re-entering employment have done so in part time 

TABLE 4.9
Unemployment rates (as a percentage of working population) among  
15–24-year-olds in selected countries 2017

France 23.6
Germany 6.4
Greece 42.8
Italy 36.9
Japan 4.6
Spain 38.6
UK 11.7
USA 9.5

Source: OECD 2018.
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work. The proportion of part time labour in the USA is around 20 per cent of the total employed, 
yet in 2013 and 2014 an estimated 75 per cent of all new hires were in part time work (Mui, 
2014). The USA distinguishes between part time work for economic reasons and part time work 
by choice. The latter group have always been larger but the majority of increase has been in the 
former group and has been attributed to the state of the economy and concern about the increased 
costs associated with the government’s proposed health care programme. 

In most countries, part time working dominates in the service industry and employs a high 
proportion of females. In the UK, 86 per cent of all part time jobs are occupied by women and 
similar statistics prevail for Belgium, Germany and Switzerland. In the USA, Canada and Japan, 
while females still predominate in part time work, the proportion is not nearly so marked as in 
Europe (ILO, 2003). The majority of part time jobs are low paid, low status and offer limited 
career opportunities. As a consequence, part time employment is used by employers to achieve 
their goals of cost reduction. In retailing and in some service work there has been an increase in 
extended opening and operating hours. Instead of paying premium rates to full time employees, 
part time workers on much lower rates of pay are used to staff the additional hours needed. Some 
department stores and supermarkets are staffed at weekends by a majority of part time employees.

As well as part time work there has been an increase in temporary employment, where spells 
of work are of a limited duration. This is found more often in Europe than the USA (De Cuyper 
et al., 2008). Invariably the main reason is the need for flexibility, the need to reduce costs and 
to meet specific peaks in demand as in retailing at Christmas.

Both part time and temporary work may be the only forms of employment available for those 
seeking work. Some employees, however, may prefer the flexibility it gives them to achieve a 
desired work–life balance or cope with the demands placed on them by parental or carer duties.

Flexibility is also increasing in the patterns of attendance and the number of hours worked. 
There might have been a decline in traditional manufacturing shift work, but many service indus-
tries have moved to round the clock, every day operations. This is particularly the case in some 
forms of retailing and catering. We examine these trends in the following sections.

Working hours
Working hours relate to the number of hours per day or per week when the employee is at the 
disposal of the employer. The concept relates not only to the number of hours worked by employ-
ees but also may involve issues related to overtime, shift working and a variety of flexible work 
arrangements. Do working hours only refer to presence at work or time spent actually working? 
Over the years in several countries there have been issues relating to whether meal breaks or rest 
breaks are part of working hours. In the cases of the medical profession and with some airline 
pilots is being on-call part of working hours? These issues have led to case law being developed 
in a number of countries.

The total amount of working time varies between countries. In excess of 2200 hours a year 
has been the norm in Bangladesh, China, the Republic of Korea, Malaysia and Thailand, while 
fewer than 1600 hours were normal in Belgium, Denmark, France, Germany, the Netherlands 
and Sweden (ILO, 2007). Even in the EU, which stipulates a maximum of 48 hours per week that 
employees can be asked to work, there is variation. In France the maximum is 35 hours and many 
in the UK regularly work longer than 48 hours. The UK has been dubbed a long hours culture. In 
some occupations, as with many in the finance sector, the EU maximum is willingly ignored as part 
of the organization culture and as a precursor to career progression. Much of the variation is the 
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product of the move towards greater flexibility. In the UK, Noon et al., (2013) note a polarization, 
with many working in excess of 48 hours and equally many working fewer than 8 hours per week.

Within the total hours we can see variation in patterns of working time, including the amount 
of overtime and weekend working and the number of holidays. Four trends can be identified:

•	 In most countries working hours have reduced.

•	 Men work longer hours than women, almost certainly due to the over-representation of 
women in part time work.

•	 There has been an increase in the numbers of employees working unsocial hours due to 
the need for greater flexibility, the growth of part time and temporary work and the exten-
sion of shift work into the service sector, as in the case of 24-hour operations in telephone 
banking, supermarkets and call centres.

•	 In many countries there has been a shift from a system of working hours covering all to 
more individualized systems. A number of new patterns have emerged. These include: various 
forms of flexi-time, often where employers can choose times of attendance at work within 
certain parameters; compressed hours working, where employees work an increased number 
of hours over fewer days to create larger blocks of leisure time; and annualized hours where 
employees gain a guaranteed annual income in return for flexible and variable arrangements, 
often to allow the organization to deal with variations in demand for products and services.

The reduction in working hours in the last 50 years is a function of:

•	 legal restrictions introduced initially for reasons of health and safety

•	 collective agreements with trade unions to reduce the working week

•	 a widespread and growing concern for an improved work–life balance

•	 an alternative to lay-offs and redundancy. This was part of an agreement between manage-
ment and the union to preserve jobs in the 1990s at the Volkswagen plants in Germany.

While some of the changes in working hours offer employees more choice and more freedom, 
others involve the distribution of working time to fit the needs of the organization. In some cases 
this has led to a worsening of terms and conditions for employees. This is certainly the case in 
some organizations where there has been an increase in night and weekend work paid at standard 
rates rather than higher rates associated with shift work or work during unsocial hours. Such 
changes have occurred within the context of the decline of trade unions and a reduction in the 
bargaining power of employees.

The ‘gig economy’
Consideration of trends in the so-called gig economy is both an issue of flexibility and the number 
of hours worked. The concept of the gig economy has much in common with that of zero-hours 
where people agree to be available for work as and when required. They are employed on a con-
tract in which the employer is not obliged to provide minimum hours of work and one in which 
no hours are actually specified.

Kuhn (2016) argues that there is no official definition of the gig economy and that the numbers 
working under such arrangements are difficult to assess due to the casual and variable nature of the 
work. However a McKinsey survey (Manyika et al., 2016) believes that as many as 20–30 per cent 
of the labour force of Europe and the USA are gig workers. The name derives from the use of the 
term gig in music to define (usually) a temporary or one-off performance.
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Manyika et al., (2016) see the defining characteristics of a gig worker as one who is:

•	 self-employed

•	 paid by the task and not linked to a specified number of contracted hours

•	 has a short term relationship with the client.

The above characteristics fit the working arrangement of Uber drivers, an organization using 
self-employed taxi drivers that has had rapid growth in many cities in the world or that of self-
employed delivery workers for companies such as Amazon or Deliveroo. However, applications of 
the term gig worker has extended to a wide variety of situations and has been known to include:

•	 on-call employees such as those on zero-hours contracts

•	 workers hired on a temporary basis from agencies

•	 freelance workers, covering a broad category from highly paid consulting work, 
 journalism, and the creative and cultural industries at one end, to the Deliveroo and Uber 
driver at the other end of the scale

•	 earners from property rentals and holiday rentals such as Airbnb.

The McKinsey report (Manyika et al., 2016) places gig worker in four categories:

1. Free agents who see this as a route to both income and satisfaction and for whom such 
independent work is preferable to fixed employment. They estimate that around 30 per cent 
of gig workers in Europe and the USA fall in this category.

2. Casual earners form the largest group in most countries and are estimated to represent 
40 per cent of the total. For this group the gig economy is a means of earning supplemental 
income. This group includes some who have full time jobs elsewhere, students and retired 
people.

3. Reluctants are people who would prefer a full time job but are unable to get one at present. 
They see a more casual working relationship as both an economic necessity and the only 
option available. They comprise around 14 per cent of the total.

4. The financially strapped group comprise around 16 per cent and are people with little 
choice who for a variety of reasons need to raise income and have no alternative to seek-
ing  insecure employment.

A number of benefits associated with the gig economy have been identified.
From a government perspective the gig economy creates jobs, it acts as a cushion against 

 unemployment, and it can raise both productivity and stimulate demand. From a customer per-
spective it can offer a product or service that is individually tailored to their needs that is available, 
flexible and offers speed of delivery. From a worker perspective it offers autonomy, flexibility and 
may offer a potentially improved work–life balance. 

However Rubery et al., (2016) see a big difference between a worker oriented job and an 
employer oriented job and offer the following critique:

•	 Rather than enhance the work–life balance the gig economy can place demands on work-
ers at short notice whereby they have to adjust family life around work–life rather than the 
other way around.

•	 It may damage rather than enhance productivity by substituting those who benefit from a 
long term employment partnership and in whom there has been investment in training, by 
less committed and low paid workers.
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What experience have you had of using the services of the gig economy, e.g. taxi services, food delivery, etc.? 
Identify the benefits and costs as a consumer. What are the benefits and costs for the individual providing the 
service?

REFLECTION pOINT

•	 The government loses out in both tax and contribution revenue since, in most cases, there is 
no employment contract and pay is low.

The key problems for gig workers is that they have no income security, which restricts their 
access to credit; they are not entitled to social welfare benefits; training can be non- existent; and 
they have no legal rights of employment. A survey carried out by the CIPD (2017) concluded that: 

•	 the majority of gig workers felt exploited

•	 their employment status is confusing to many. They are self-employed but 62 per cent of 
respondents felt they have little or no control over their working lives. Some saw them-
selves as employees of the agency platform that provides them with work, yet the reality 
was that they did not have any of the legal rights of full time employees

•	 there was widespread belief that companies are using the system to cut costs while still 
retaining control of labour as if in a traditional employment relationship.

The findings of the CIPD have been backed up by some widely reported incidents in the press. 
Parcelforce, a division of Royal Mail has 25 per cent self-employed workers as part of their 3000 
workforce. There have been cases where the self-employed have been ‘fined’ between £150–200 
a day when off sick or unavailable for work and cannot find their own cover. The DPD courier 
service insist on a work rota system, have compulsory training and provide both uniforms and 
hand held computer equipment, all the trappings of a traditional employment contract, yet most 
of their couriers are self-employed and have none of the legal rights of full time employees.

Polarization of the labour market We introduced this topic in our discussion of technology earlier in 
this chapter. Both Castells (1996) and Dore (1997) have noted changes in job allocation associated 
with the growth of graduate calibre jobs and the raising of the educational entry requirements for 
jobs across the board. The prediction is that this will lead to a polarization within society. There 
will be those with good education and scarce skills who will obtain challenging jobs, although 
global competition and technological change will end the concept of a job for life for most. How-
ever, an increasing proportion of the population will be faced with either poor jobs or unemploy-
ment, with little chance of acquiring the skills to move into more challenging work. Polarization 
is also a growing trend of part time work, especially many jobs in the ‘gig economy’, where the 
growth areas have been in jobs of lower skill and with less opportunity for job satisfaction.

Globalization and labour market mobility

While capital flows freely in the electronic circuits of global financial networks, labour is still 
highly  constrained and will be for the foreseeable future, by institutions, culture,  borders, 
police and xenophobia.

(Castells, 1996, p. 232)
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The view that globalization has resulted in an increase in the flows of goods, services, capital, 
ideas and people is  challenged if we examine global movements in the workforce. The proportion 
of the world’s workforce operating outside its own country is relatively small. In 1996, it was  
1.5 per cent of the total working population, with half of those working in Africa and the Middle 
East (Castells, 1996). By 2016 due largely to the influences of globalization the proportion had 
increased to 3.1 per cent (ILO, 2016).

While we might expect globalization to lead to a larger increase in migration, the reality is that 
increased flows of FDI and trade have shifted jobs out of the developed economies of  Western 
Europe and the USA, to create jobs in most developing countries. With globalization it is  generally 
jobs that move and not people. However, those that do migrate are often well educated. There is 
a fear that multinationals have shifted the manufacture of goods and services and hence labour 
to lower cost countries, thereby creating increases in unemployment in many countries of the 
developed world. We presented this argument in more detail in Chapter 2 in our discussion of 
offshoring. The IMF argues, however, that globalization contributes to employment growth 
everywhere, whereas unemployment is a function of government macro-economic and labour 
market policy (IMF, 2003). Direct links between globalization and labour migration on the one 
hand and employment levels on the other, are difficult to prove, because of the interaction of so 
many variables.

The EU represents an interesting case. The free movement of labour is seen to be as impor-
tant as the free movement of goods and money, yet mobility remains low. In an attempt to 
encourage greater mobility the European Commission designated 2006 as the year of work-
ers’ mobility. While surveys reveal that the freedom to move is ranked highly as a desirable 
factor among Europeans, only 3.3 per cent of the EU population work in a different EU 
country according to latest EU figures. The major impediment to movement would appear 
to be language and cultural differences. The most popular destinations are Germany and the 
UK. However the announcement that the UK would leave the EU had an immediate effect 
with a number of workers from other EU countries leaving the UK. Although the number was 
small, the full impact of Brexit on the movement of labour will only be known when the UK 
actually leaves and when new arrangements for labour migration are agreed between the UK 
government and the EU.

Data on individual countries reveals a wide variation among EU countries. Table 4.11 shows 
the proportion of the workforce who work in another EU country that is not their country of 
origin.

Croatia 15.5 Germany 1.0
Romania 14.0 UK 1.1
Portugal 12.7 France 1.3
Lithuania 12.2 Sweden 1.3
Ireland 10.0 Czech Republic 1.4

Spain 1.4

Source: ec.europa.eu/Eurostat 2018.

TABLE 4.11 percentage of workers from EU countries that live and work in another EU country in 
2018 (highest and lowest shown)
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Did you expect such low levels of mobility in the global labour force and in the EU? What explanation can 
you offer?

REFLECTION pOINT

Attempts have been made to set minimum standards for employment across the world. The ILO 
was founded in 1919 as part of the peace treaty that ended the First World War and became an 
agency of the United Nations in 1946. Its aims are stated as:

The International Labour Organization (ILO) is devoted to advancing opportunities 
for women and men to obtain decent and productive work in conditions of freedom, 
equity, security and human dignity.

(www.ilo.org)

The ILO is an advisory body dealing with human rights, working conditions, equality, social 
security and migrant worker issues. The ILO has been criticized for its inability to enforce these 
standards, although there is greater evidence of its impact on the development of employment 
systems and standards in developing countries.

The close links between the growth of international trade, of multinationals and of the 
 networked global economy has meant that labour issues are now a major item on the agenda of 
the WTO.

Trade unions
Trade unions are formally organized groups of employees with the aims of protecting jobs, the 
improvement of pay and conditions, and the widening of industrial democracy, among others. 
Such aims can bring unions into conflict with their employers, a conflict normally resolved by a 
process known as collective bargaining. We will examine first the changing nature of trade union 
membership before assessing the power unions can use to influence business decisions.

A trade union is a group of employees who formally come together to achieve mutual goals. Such goals normally 
include job protection, improving pay and conditions and attempting to influence management decisions.

KEY CONCEpT 4.4 TRADE UNIONS

The membership, power and role of trade unions vary considerably across the world. In the 
USA, overall membership is low. By 2018 only 6.5 per cent of all US private sector workers were 
members and 35.7 per cent were members in the public sector (US Bureau of Labor Statistics, 
2018). The Taft-Hartley Act of 1947 in the USA established the right to work laws. The Act 
gave individual states the option to pass a law prohibiting union membership as a condition of 
employment. Up to 2018, 27 US states have passed such laws, including Michigan, a former union 
stronghold. In Germany, trade unions are supported by a regulatory framework, that includes the 
law, relating to co-determination and employee involvement. Historically, they have played an 
important role in decision making on both national economic and corporate strategic issues. In 
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many parts of Asia, trade unions have little power and are often linked to companies, as in Japan. 
Union membership also varies by employment sector. In countries such as the UK and the USA, 
membership is significantly higher in the public sector than the private sector (see Table 4.12).

The reasons for such differences are to be found in history, culture, politics, economics and 
the role of the state. Table 4.12 uses trade union density as a measure of membership. Density 
refers to the proportion of workers who are union members. The table shows significant  variation 
between OECD countries, although all show a decline in membership. In Sweden (as with all 
Scandinavian countries) density is higher than most other countries, but still shows a recent 
decline. In France and Spain, density is low, yet this may not reveal the full picture. In France, 
unions have a low density, but have a history of activism. Japanese unions have a higher density 
than those in South Korea, but the more independent Korean unions are more active than the 
company unions in Japan.

1965 1975 1985 1995 2001 2011 2016

Australia 47.9 50.1 n/a 32.6 24.3 18.0 14.5
Canada 28.1 36.6 32.6 33.8 28.2 28.8 28.4
France 19.5 22.2 13.6 9.8 9.6 8.1 7.9 (2015)
Germany 32.9 34.6 34.7 29.2 23.5 18.4 17.0
Italy 25.5 48.0 42.5 38.1 34.8 35.8 34.4
Japan 35.5 34.5 28.8 24.0 20.9 19.0 17.3
South Korea 11.6 15.8 12.4 12.5 11.3 9.9 10.1 (2015)
Spain n/a n/a 8.9 16.3 13.8 16.8 13.9 (2015)
Sweden 66.3 74.5 81.3 83.1 78.0 67.7 67.0 (2015)
UK 40.3 48.3 46.2 34.1 30.7 25.8 23.5
USA 28.2 21.6 17.4 14.3 12.8 11.3 10.3

Source: www.ilo.org/ilostat (2018).

TABLE 4.12 Trade union density in selected OECD countries, 1965–2016

The reasons offered for the decline are many and varied. Several governments have passed laws 
restricting the action that unions can take, as in the UK in the 1980s. More recently a number of 
US states have withdrawn public sector bargaining rights as part of the austerity measures follow-
ing the banking crisis of 2008. In many countries there has been a decline of those industries and 
jobs that have historically been union strongholds such as coalmining and automobile manufacture. 
In manufacturing many jobs have moved to lower wage economies with little tradition of union 
membership.

For the remainder of this section we will examine the changes occurring in trade unions in 
the UK.

Changes in UK trade unions
Trade union membership has both grown and declined considerably in the UK in the 20th  century. 
The key changes have been:

•	 Membership fell during the depression years of the late 1920s, but from the 1930s there 
has been a continuous increase in membership reaching a peak of 52 per cent in the late 
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1970s. Since then there has been a marked decline. Between 1979 and 1991, trade unions 
lost 3.7 million members, a quarter of the total (Bird et al., 1993). In each year since 1979 
there has been a consecutive fall in total membership. In 2016 union membership in the 
private sector was 13.4 per cent and in the public sector 52.7 per cent (Department for 
Business, Energy and Industrial Strategy, 2017). In private sector manufacturing and ser-
vices only 14 per cent of workplaces had any union members at all (van Wanrooy et al., 
2014). Along with the decline in membership there is evidence that collective bargaining 
has also declined. This is the traditional mechanism used by unions to negotiate wages 
and conditions with management and many firms are clearly seeking other ways of wage 
determination. Van Wanrooy et al. (2013, 2014) found that only 16 per cent of employees 
in the private sector and 44 per cent in the public sector were covered by collective agree-
ments. Emphasis appears to have shifted from collective to individual issues and in the UK, 
there has been an increase in the use of the courts and tribunals by individuals to pursue 
grievances with employers rather than using the union. In 1972 there were some 18 000 
tribunal cases where action was taken by employees against employers. By 2006 the num-
ber had risen to 133 000 (Dix et al., 2008).

•	 Van Wanrooy et al. (2013, 2014) found that 17 per cent of managers were not in favour 
of unions and 80 per cent of managers would rather consult directly with employees than 
have to deal with unions.

•	 Within the overall decline, some groups have increased their membership levels. The 
 largest increases have occurred among women, part time workers and those of black and 
Asian origin. In 2006 a higher proportion of women workers were union members than 
were male workers. 

•	 Union strongholds have shifted from traditional industries such as coal mining and ship-
building to the public sector. Table 4.13 shows the differences in membership between 
private and public sector workers in the UK.

Private Public

1993 24.0 64.4
2000 18.7 60.0
2006 16.5 58.5
2010 14.2 56.3
2016 13.4 52.7

Source: www.gov.uk/government/statistics/trade-union-statistics (2016) (Accessed 12 May 2018).

TABLE 4.13 UK union membership as % of the total workforce in the private and public sectors, 
1993–2010

•	 The number of unions in the UK has declined from 1323 in 1900 to 393 in 1983 and to 
275 at the end of 1991. This change is attributable to a mixture of amalgamation and 
structural changes in the economy. De-industrialization has accounted for the loss of a 
number of specialist unions in manufacturing. For many years the largest union was the 
public sector union, UNISON, with around 1.3 million members in 2018. It was formed 
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through the amalgamation of three unions, the National Association of Local Government 
Officers (NALGO), the National Union of Public Employees (NUPE) and the Confedera-
tion of Health Service Employees (COHSE). This has recently been overtaken by UNITE 
with 1.4 million members in 2017 through an amalgamation of the Transport and General 
Workers Union (TGWU) with Amicus, itself the product of several mergers including the 
AEEU. For many unions, amalgamation has been the only way to survive and continue 
offering services to the membership.

•	 Trade unions are failing to secure members in many new areas of employment. They are 
also failing to attract young people. Almost half the union members are aged 35–49, while 
membership among the 16–24-year-olds is only 5.4 per cent (Grainger and Crowther, 
2006).

Union growth and decline has mirrored economic, political and social changes. The reasons for 
the decline in membership of UK unions are the same as those given earlier. Two other develop-
ments may be noted. First, the influence of unions has been further weakened by the removal of 
unions from the political arena and from the development of national economic policy. Second, 
following the pattern set by US and Japanese multinationals, it is not unusual to find firms with 
no trade union representing the workforce.

Trade union power
Trade unions do have influence. For example, wage rates in general are higher in unionized firms 
than in non-unionized firms in the same industry. A 2006 survey revealed that the average hourly 
rate for union members was £12.43 while that for non-union members was £10.66 (ibid., 2006). 
Some groups, such as the Fleet Street print workers (see Case 4.2), were able to resist technical 
change in their industry for many years. The union supporter would doubtless claim that trade 
unions act as an important check and balance in management decision making, preventing man-
agement from acting unreasonably, and improving the quality of the decisions made. However, 
the global decline in union membership, the decline in collective bargaining and the failure to 
attract younger members raises questions about the future effectiveness of trade unions.

SUMMARY

•	 Technology is viewed as both a determinant and as a product of business innovation and manage-
ment choice.

•	 Most organizations have a technology strategy that focuses on internal controls, yet the key issue 
would appear to be the use of technology to gain competitive advantage through improvements in 
productivity, quality and cost reduction.

•	 Both ICT and e-commerce have transformed businesses as well as having an effect on people at 
work and on those who use business products and services. The impact of e-commerce has been 
greatest in business to business transactions.

•	 Technology changes job numbers and on job content, although the evidence is mixed, showing 
both job gains as well as losses and examples of both up-skilling and de-skilling.
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•	 There has been a shift out of primary and industrial work to the service sector and generally there is 
a demand for increased levels of flexibility.

•	 Levels of unemployment and the total number of hours people work vary between countries and 
have changed over time. The effect of unemployment and changing hours of work on those affected 
has also varied between countries and at different times.

•	 Globalization has had an influence on the movement of jobs around the world but labour mobility in 
terms of people moving country remains low.

•	 Trade unions have performed a useful role for members in terms of job protection and in establish-
ing fair wages and conditions. However, trade union membership and union influence have declined 
in most countries.

SUMMARY (Continued)

DISCUSSION QUESTIONS

1 To what extent is technology a determinant or a product of management innovation and 
choice?

2 In what ways can technology be used to gain competitive advantage?

3 Identify the various types of change that are likely to occur from the introduction of business 
systems based around ICT. What opportunities and threats exist for management and the 
workforce? What problems will be created and how may they be overcome?

4 Assess the opportunities and constraints associated with e-commerce and e-business for a) 
the firm and b) customers.

5 Examine Table 4.2. What conclusions do you draw?

6 Using Table 4.3, what conclusions do you draw from research on the impact of changing 
technology on job numbers and job content?

7 Examine employment trends in the global labour market over the past 20 years. What have 
been the drivers of change?

8 What are the benefits and problems associated with the gig economy?

9 Examine Table 4.11 and the related comments made in the text. What conclusions do you 
draw about labour mobility in the EU?

10 Starting with Tables 4.12 and 4.13, assess the changes that have occurred in trade union 
membership over the past 30 years. What lies behind the data?
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FURTHER READING

Useful accounts of technological change can be found in:

Castells, M. (1996) The Rise of the Network Society, Blackwell: Oxford.

A good general review of employment is found in:

Noon, M, Blyton, P.R. and Morrell, K. (2013) The Realities of Work: Experiencing work and employment 
in contemporary society, 4th edn, Palgrave Macmillan: Basingstoke.

A good review of global trends in the labour market is presented in:

ILO (2015) Key Indicators of the Labour Market, 9th edn, International Labour Office: Geneva.

Specific data on UK changes in employment relations are in:

van Wanrooy, B., Bewley, H., Bryson, A., Forth, J., Freeth, S., Stokes, L. and Wood, S. (2013). Employment 
Relations in the Shadow of Recession: Findings from the 2011 Workplace Relations Study. Palgrave 
Macmillan: London.

Useful websites include:

ec.europa.eu/eurostat: European Union statistics. 
www.ilo.org: the International Labour Organization.
www.bls.gov: the USA Bureau of Labor Statistics.
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LEARNING OBJECTIVES At the end of this chapter, you should be able to:

•	 Define culture and explain its different forms.

•	 Define and explain the concept of convergence.

•	 Assess the relative effect of convergence and diversity on business practices and their 
 relevance to the modern manager.

•	 Assess the links between convergence and globalization.

•	 Critically assess the contribution of Geert Hofstede and other writers to an understanding 
of culture and business.

•	 Assess the value of culture in explaining business behaviour.

•	 Understand some of the institutional and regulatory differences that occur between 
nation states and identify their impact on business.

•	 Explain the various arguments related to the shift towards Anglo-Saxon systems.

•	 Assess the relative importance of convergence, and cultural and institutional diversity to 
the growth and decline of the Japanese economy.

5

CULTURAL AND INSTITUTIONAL 
FRAMEWORKS
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INTRODUCTION

In the previous two chapters we have examined four aspects of the business environment. These 
were the economy, the state, technology and labour. In this chapter we focus on the fifth variable 
in our Business in Context model, culture and differences in regulatory and institutional frame-
works. The use of institutional frameworks to explain differences in how business operates in 
different countries has grown in recent years. The notion of institutional in this context covers a 
number of issues, including the operation of banking systems, stock market systems, educational 
systems, how the economy is managed by governments and the kind of regulations, legal and 
otherwise that affect the conduct of business. As well as distinguishing between state controlled, 
free market and transitional economic systems (i.e. where they are developing a more market 
based approach as has been seen in Russia over recent years), the institutional approach has been 
used to distinguish between arrangements in different free market countries. This is sometimes 
referred to as the ‘varieties of capitalism’ approach (Hall and Soskice, 2001). In Chapter 3 we 
introduced the Anglo-Saxon, social market and Asian economic systems. These are examples of 
how institutional frameworks may be classified. Institutional frameworks have been used to chal-
lenge cultural explanations, but have also emerged as explanatory frameworks in their own right.

In Chapter 2 we noted how globalization was changing cultures around the world. At a super-
ficial level we are exposed to the same television programmes, films and music and our news is 
presented to us through media controlled by a small number of large firms. At a more fundamen-
tal level we noted shifts in basic values, our increasingly connected world and lifestyles are driving 
a shift towards becoming more universalistic (guided by rules rather than relationships) and more 
individualistic. One interpretation is that cultures are converging. In the same chapter we noted 
the growth of the multinational and transnational firm and, through its operations, the increase 
in technology transfer and the transfer of business practices leading to a similarity in business 
operations in different parts of the world. The counter view argues for cultural relativism, that 
people in different parts of the world hold different values, which have a differential impact on 
the way business decisions are made and influence business strategies, structures and behaviour.

In Chapter 3 in our discussion of the economy and the state we argued that economic and 
political structures and ideologies vary in different parts of the world and that this influences 
how businesses operate. The economic, political and social fabrics of a nation have an influence 
on the institutions and the regulations operating in any one country. We refer to this as the insti-
tutional framework, which determines, for example, how stock markets operate, the extent to 
which jobs are protected and the relationship between the firms and banks, and the firm and its 
suppliers. As with culture, some see this institutional framework as a source of diversity, while 
some see convergence, as with the spreading influence of an Anglo-Saxon approach typified by 
the USA and the UK.

This chapter will review these themes and issues and examine the relationship between business 
and culture and the relationship between business and the institutional framework within which 
it operates. Our discussion will be based around a theoretical model that examines the claims for 
both convergence and diversity. We will examine the theoretical basis and evidence for both posi-
tions looking at culture and institutional frameworks. We will then apply our theoretical model 
to an examination of business operations and behaviour in post World War Two Japan. The 
closing case study looks at the contribution of differences in culture and institutional frameworks 
between the USA and Germany to the failure of Walmart in the German market.
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CULTURE DEFINED

Culture has been defined by many writers (160+ and counting), below are four of the more popu-
lar attempts from the copious literature on the subject.

The way we do things around here. 
(Deal & Kennedy, 1982)

Culture is a body of learned behaviour, a collection of beliefs, habits and traditions, shared by 
a group of people and successively learned by people who enter society. 

(Mead, 1951)

Culture is the collective programming of the mind, which distinguishes the members of one 
group or category of people from another. 

(Hofstede, 1994)

Shared motives, values, beliefs, identities and interpretations or meanings of significant events that 

result from common experiences of members of collectives and are transmitted across generations. 
(Javidan and House, 2001, p. 293)

CONVERGENCE–DIVERSITY ThEORETICAL OVERVIEW

Koen (2015) differentiates between universalistic theories which emphasize convergence, and 
particularistic theories which emphasize diversity. We used these concepts in Chapter 2 as illustra-
tions of one aspect of cultural convergence as a consequence of globalization. In this chapter, to 
avoid any confusion of terminologies, we will use the broad headings of convergence and diversity.

The contending views of convergence versus cultural diversity are sometimes referred to as the 
culture free versus the ‘culture specific’ debate. A culture free perspective suggests that culture 
has less influence over business practices and ideas than, for example, technology and economics. 
Culture free advocates argue that practices and ideas across the world are converging and that 
businesses can borrow ideas from their counterparts in other nations. A culture specific perspective 
suggests that business practices and ideas are rooted in specific cultures and that transference is only 
possible between nations displaying similar cultural characteristics. In our case we are reviewing 
not only the evidence for cultural diversity but also for institutional and regulatory diversity as well.

In the following sections we examine briefly the main points of the debate between convergence 
and diversity and attempt to draw some conclusions. In order, we examine convergence, culture 
and institutional frameworks. It is important to note at the outset that convergence and diversity 
are not alternative models. We can find plenty of evidence of both convergence and diversity in 
businesses in all societies.

CONVERGENCE

The convergence hypothesis argues that businesses in the same sector in all countries are converging on 
similar types of technology, strategies, products and forms of business organization. Figure 5.1 repre-
sents convergence as a product of globalization, multinational companies and productive technology.
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In our discussion of globalization in Chapter 2, we outlined the ‘globalist’ perspective, which 
proposed the benefits of globalization and convergence in terms of:

•	 Assisting developing nations to catch up, including improvements not just in economic 
prosperity but also in literacy, numeracy and health. Often facilitating the leapfrog effect 
where new technologies can be adopted without having passed through previous genera-
tions of development.

•	 An increase in the exchange of knowledge and ideas through developments in communica-
tions, particularly electronic communications and in travel. This has influenced the speed 
of convergence.

•	 The availability of a wider range of products on a global scale.

•	 Cooperation and coordination between nations via regional bodies and supranational 
organizations, though the strength of this is often subject to political tides.

•	 The above assumes greater understanding between peoples and is in part due to the con-
vergence of some cultural values notably universalism (a focus on rules such as contractual 
arrangements rather than building personal relationships as a means of doing business) and 
individualism rather than collectivism.

Many of the advantages perceived by the globalists have been achieved through the work of 
multinationals and transnationals. These have been active in the development of global products 
and the creation of global markets, the transfer of technology between nations and the transfer 
of management know-how and the dissemination of best practice. The notion of best practice 
assumes that management problems are universal and that effective solutions exist that can be 
applied in different national contexts.

The argument for convergence based on productive technology, which refers to the nature 
of products and the way they are made, owes much to the work of Harbison and Myers (1959) 
and Kerr et al. (1973). They saw that the main imperative of all nations was efficient production 
and the key elements were developments in science and technology that were available to all. 
Businesses in all nations, faced with the same problems, adopted the same solutions. Productive 

FIGURE 5.1 Convergence–diversity model

Convergence

•	 As a product of globalization, e.g. brands

•	 As a result of the transfer of productive technology, e.g. robotics

•	 As a result of the activities of multinational companies through the creation of global 
product markets, the transfer of technology, know-how and best practice

Diversity

•	 Resulting from different paths of historical development. This is sometimes referred 
to as path dependency

•	 As a product of different national cultures

•	 As a product of different legal or financial institutional frameworks
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technology was the key, but was also linked to increasing size, increasing specialization and for-
malization, the development of similar systems of authority, occupational types and structures 
and the adoption of similar systems of education and training. To Kerr and his colleagues, the 
ultimate development was industrialism, a form of democratic system based around industrializa-
tion. This would transcend differences formerly ascribed to culture and political economy. They 
predicted an end to the (then) ideological differences between the free market western countries 
and the state controlled system of the (then) Soviet Union.

Support for this approach may be found in the universality of similar forms of productive 
technology. A visitor to the Ford car plant in Germany will find many features in common with 
a General Motors car plant in the USA, a Renault factory in France, a Volkswagen operation in 
Germany, a Toyota plant in Japan, and the Proton factory in Malaysia. Such features include a 
common technology, similar types of organization structure, individuals with similar skills and 
job titles, and work being carried out in much the same way. In Chapter 11 we will explore how a 
system of manufacture known as lean production, developed by Toyota in Japan, has been adopted 
by different firms, not just manufacturing industry but the service sector as well.

Examine a business with which you are familiar. What elements of that business and its operations can you find 
in similar businesses around the world? What differences might you expect to find?

REFLECTION pOINT

The concept of convergence has been applied to nation states as well as to business practices. Those who 
believe that globalization is taking place argue that there is evidence that the countries of the world are coming 
together economically, politically and culturally. In business there is a belief that firms in the same sector in all 
countries are converging on similar types of technology, strategies, products and forms of business organization. 
The primary drivers of convergence are technology transfer and the activities of multinational firms.

KEY CONCEpT 5.1 CONVERGENCE

Implications of convergence for managers
For the manager, the implications of convergence are threefold:

1. It enables manufacturing and services to take place on a global scale through the creation 
of global technologies, global practices and global products. This creates economies of 
scale to reduce costs and, in manufacturing, makes possible the global factory and globally 
integrated supply chains.

2. Managers and other staff of multinational companies can be moved around the firm’s 
global operations and find themselves instantly at home with the operating systems, struc-
tures and language.

3. Ideas and techniques developed in one cultural or national setting may be transferred to 
another and used effectively. Furthermore, developing nations are able to learn from those 
more advanced countries and thus benefit from the mistakes of others. Belief in the trans-
ferability of techniques has led management to turn elsewhere for solutions to problems 
such as organization structures, new market entry, product and process design, controlling 
labour and cost reduction.
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The limits of convergence
The following two illustrations challenge the concept of convergence.

In the late 1980s, management at the (closed in 2002) UK Ford car assembly plant in Dagenham 
wished to reduce the average time for resetting the car body presses and turned to international com-
parisons for assistance in tackling the problem. The time taken to change the set-up of metal presses at 
the beginning of the production process is a key element in the overall efficiency of that process. Such 
changeovers are frequently necessary given the large number and variety of metal parts in a car and 
delays at this stage hold back the entire process. It was found that Ford workers at the Genk factory in 
Belgium (itself closed in 2014) could, using the same machines and technology, achieve the changeover 
in approximately half the time of the Dagenham workers. As a result, a massive training exercise was 
undertaken and every member of the line setting teams (those responsible for setting the presses) at 
Dagenham was sent to observe the Belgian operation. Lessons were learnt and the time was improved 
in the UK. However, the improvements did not match the time taken by the Belgian  workers, which 
suggested that there were other factors accounting for the difference in the set-up times in the two 
countries. The differences could be the result of education and training or the influence of the trade 
unions. They could also have been a product of differences in worker attitude and culture.

Teenagers in Kuala Lumpur, Malaysia, can often be seen during their lunch break or after 
school, listening to the latest western popular music. Young people in Japan have developed simi-
lar musical tastes and often copy the casual dress sense of US and European teenagers. A western 
observer may be tempted to draw the superficial conclusion that, among young people at any 
rate, cultures are converging. While this may be true in terms of musical taste and dress prefer-
ence among teenagers, there exists considerable diversity in underlying core values. An Islamic 
Malaysian girl and a Japanese boy may have some things in common with their US counterparts, 
but there are large cultural differences as well.

The above illustrations suggest that convergence and, in the case of Ford, the transfer of best 
practice may be limited by cultural diversity. In Chapter 2 we challenged the notion of conver-
gence through globalization by examining the views of the anti-globalists and the sceptics. Both 
perspectives argued that economic convergence was limited and that the gap between rich and poor 
nations was widening. The view of Kerr et al. (1973) was of convergence based around productive 
technologies and democratic systems. To some, their prophecy has been validated by the collapse of 
the Soviet Union and the shift in former state controlled countries to free market capitalism. Others 
criticize their work as anti-Soviet Cold War propaganda; a claim for the superiority of US values.

Ultimately, we may question convergence on two points. First, what is converging? Is it culture, 
consumer behaviour, productive technology, management style, economic systems, or all of these? 
Second, is this convergence an amalgamation of different systems, practices and styles or are we 
converging on a dominant influence such as western values?

We now turn to explore explanations based on diversity.

AppROAChES BASED ON DIVERSITY

We have argued that the model based on convergence–diversity is not a model of alternatives 
and that both convergence and diversity can be identified in business practices. There is clear 
convergence in the nature and use of some technologies, such as our use of computers and in 
manufacturing processes. However, as we saw in Chapter 4, and noted the low ownership figures 
for personal computers in Africa, our assumptions can be challenged.
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There is evidence of diversity that is a product of culture, economic and political systems, 
individual variations in income, wealth, education and skills and historical differences. Historical 
differences have resulted in different paths of development. For example, we can see differences 
in the economic liberalization and subsequent economic growth patterns of transitional econo-
mies due in part to their different histories and historical links with other countries. In this way, 
Hungary, with its closer connections to Western Europe and its pre-1945 free market system can 
be contrasted with the Russian Federation, which continues to have a largely state-controlled 
economy. In another example, Japan with its relatively late industrialization has developed a dif-
ferent approach to that found in the USA.

We examine these aspects of diversity by focusing first on cultural diversity and second by 
examining diversity that is a product of economic and political systems, often referred to as an 
institutional approach.

CULTURE

Management interest in culture stems from cross cultural research in the 1960s and 1970s includ-
ing the influential work of Geert Hofstede, published in the 1980s but based on earlier work; and 
from the idea that managers can make comparisons with the practices in other countries to solve 
problems. For example, there has been considerable interest since the 1970s in Japanese manage-
ment practices and approaches to product quality following the post war growth of the Japanese 
economy. Cultural differences were also used to explain differences in the competitiveness and 
economic growth of nations and differences in management strategies and employment practices.

However, the focus of these problems has changed over time. Multinationals were originally 
concerned with preparing employees for international postings to avoid the problems associated 
with culture shock. With the growth and geographical expansion of multinationals and the devel-
opment of new forms of organization, such as joint ventures, the emphasis moved to solving the 
problem of managing cultural differences and cross cultural teams. More recently, the emphasis 
has shifted to harnessing the diversity of cross cultural teams to create a learning environment and 
synergy to develop improved solutions to problems (Holden, 2002).

In this section we will examine the contribution of writers in the field.
Schein (1992, 2017) views culture as evolving over time as the product of adapting to the 

environment and as a way of managing group relationships. As a result of this adaptation and 
attempts to manage relationships, there has developed in each society a set of beliefs and values 
(identifying what is desirable and what is undesirable) and a set of both formal and informal 
practices to support the beliefs and values. Schein’s approach applied to both nations and organ-
izations and has been highly influential.

Culture represents all human activity that is socially, as opposed to genetically, transmitted. It includes norms, 
values and beliefs that manifest themselves in behaviour, practices and institutions. Culture pervades all areas 
of business life. Interest in culture and business has developed with the growth of cross border trade and invest-
ment and with the expansion of multinationals and the need to deal with a multicultural work force. A particular 
interest is the extent to which we can learn from the business experiences of other cultures and transplant ideas 
developed by one culture and use them in a different cultural setting.

KEY CONCEpT 5.2 CULTURE
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Culture comprises ideas through which we perceive and interpret the world, symbols we use 
to communicate these ideas, and institutions, which enable individuals to become members of 
society and satisfy their needs. Several writers have used the analogy that culture is like an onion 
with several layers:

•	 At its most visible it represents those artefacts, goods and institutions that most readily 
distinguish one culture from another, such as architecture, food, ceremonies, language and 
the different emphasis placed by different cultures on aspects of the educational system.

•	 At a deeper level it comprises our notions of right and wrong, good and bad, desirable 
and undesirable. These notions form the basis of our values, norms and beliefs. Many 
problems associated with the relationships between people of different cultures stem from 
variations in values, norms and beliefs.

•	 At its deepest level, however, culture comprises a set of basic assumptions that operate auto-
matically to enable groups of people to solve the problems of daily life without thinking 
about them. In this way, culture is that which causes one group of people to act collectively 
in a way that is different from another group of people.

Culture is a complex subject and interacts with business in three ways:

1. Socialization – the influences which shape our behaviour in a particular social setting, will 
determine our individual orientations to work.

2. We tend to see organizations as societies in microcosm with their own specific cultures and 
ways of transmitting these cultures to their members. In some companies, such as in the 
development and growth of Apple and many Japanese and Korean firms, the creation of 
a corporate culture is seen as a priority and a great deal of time, effort and expenditure is 
given to induction and training. We use Hewlett-Packard to illustrate aspects of corporate 
culture in Chapter 6.

3. Culture as an analytical device to distinguish one society from another.

We often tend to equate culture with nationality. While most nation states have their own 
national cultural characteristics, some countries are typified by two or more cultural groups. 
A relatively small country such as Malaysia has two main cultural groups, Malay and Chinese, 
and several other smaller groups, including Indian. Each of these groups has its own customs and 
behaviour. In Italy, contrast is made between the cultures of north and south. Hofstede (1994) 
has identified six levels where cultural differences can be discerned:

1. Broad cultural differences between countries such as those aspects that make Americans 
think and behave differently to Japanese.

2. Regional differences such as between Northern and Southern Italians; between ethnic 
groups as in Malaysia; between religious groups such as Christians and Muslims, Catholics 
and Protestants in Northern Ireland or Calvinists and Catholics in the Netherlands; and 
between different language groups as in Belgium between the French and Flemish speaking 
populations. Different cultural groups within the same country are sometimes referred to 
as sub-cultures.

3. Cultural differences can occur between genders, leading in some countries to distinc-
tive male and female roles, as in Japan, where there is a marked absence of women in 
senior positions within companies. Teaching and Nursing are often female dominated 
occupations.
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4. Differences occur between generations, where the values of the older generation are chal-
lenged by those of the younger emerging generation. This is sometimes referred to as the 
generation gap.

5. Social class may determine differences in such things as attitudes to education and con-
sumer preferences.

6. Cultures can also vary between organizations as a result of differences in history, owner-
ship patterns, technology, type of work, leadership style and levels of employee skill. Such 
differences are often referred to as corporate or organizational culture.

We deal with the concepts of organizational and corporate culture in Chapter 6. In this section 
we focus on culture at the national and regional levels. Culture is the most pervasive of the five 
environmental factors in our model. Many aspects of the state, the application of technology, the 
nature of the labour force and their orientations to work are all culturally determined. However, 
influences are not just one way. Business organizations can and do influence cultures wherever 
they operate, as we can see from our analysis of multinationals operating in transitional and 
emerging economies.

As there have been many attempts to define culture, there have also been many attempts to 
offer a theoretical framework to explain the influence of culture on business strategies, practices 
and behaviour. We have selected a number of writers and summarized their contribution. These 
are Edward Hall, Geert Hofstede, Fons Trompenaars and the contributions of the GLOBE project 
and the World Values Survey. We will also offer a critique of culture both generally in terms of 
its significance in business matters and more specifically in the case of some of our key writers.

The contribution of Edward Hall
Hall’s main contribution to our understanding of the role of cultural differences in business has 
been his focus on communication, as depicted in his book The Silent Language (Hall, 1959) and 
followed up in further work (Hall, 1976, 1990). Hall offers insight into the role of communica-
tion, time and space in examining differences between cultures. He also distinguished between 
high context cultures and low context cultures.

High context cultures are found in Latin America, Southern Europe and in Japan and China. 
The main features are:

•	 information is seen as an extension of the person

•	 the content of the message is less important than the long term relationships of those com-
municating with one another

•	 agreements are based on trust and as a result negotiations tend to proceed at a relatively 
slow pace

•	 language and messages may carry implicit ( unstated) meaning.

Low context cultures are found in the USA, UK and Northern Europe. The main features are:

•	 the message content is all important and expertise and performance are more important 
than relationships

•	 negotiations take place in defined time frames and tend to be relatively quick

•	 agreements are based on legally binding contracts

•	 messages tend to be more verbose and have clear unambiguous meaning, so nothing is 
implied beyond the words.
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As we can see, Hall extended his view of culture to include perceptions of time. High context 
cultures were more likely to be polychromic, where time can be flexible to fit what was happening 
and where people were comfortable engaging in simultaneous events such as taking phone calls 
in meetings. Low context cultures on the other hand tended to view time as a resource with an 
importance placed upon timekeeping and timetables. Low context cultures were also likely to be 
monochromic and favoured dealing with events in sequence, an explanation often given for the 
British obsession for queuing, though some argue that in an increasingly multicultural society 
this is breaking down in the larger metropolitan areas.

Hall also noted differences between the two cultures in terms of how comfortable or uncom-
fortable people felt in terms of the physical proximity of others. For example, people in high 
context cultures were more comfortable with physical touching and a relatively small distance 
between people, whereas low context cultures favour greater personal space.

However, with any classification that focuses on two categories there are bound to be dif-
ferences between those countries within each category. For example, many relationships within 
Japanese firms, between employees, between the firm and its suppliers can be interpreted as high 
context, yet in interpersonal communication the Japanese are more comfortable with a large 
rather than small physical distance.

It may be interesting to note the relationship here with convergence where mobile technologies 
and social media usage are driving more polychromic behaviours, particularly among the young.

Examine your own national or regional culture in terms of Hall’s classification of high and low context cultures.
Has technology and social media usage caused a shift in your behaviour?

REFLECTION pOINTS

The contribution of Geert Hofstede
Hofstede’s major work was based on the findings of an attitude survey carried out at IBM 
between 1967 and 1973. Hofstede’s analysis involved 116 000 employees in 40 countries (Hofst-
ede, 1980a). The survey was an attempt to measure and score a number of cultural variables and 
hence determine the extent to which business activities were culturally defined. IBM was noted for 
its distinctive corporate culture and the deliberate strategy of developing that culture irrespective 
of national boundaries. Hofstede was dealing with an organization which had the same technol-
ogy in all locations, the same organization structure and jobs, and pursued the same strategies. 
The conditions were ripe for convergence. However, Hofstede found differences which could be 
explained by reference initially to four variables. The key differences related to values. Further 
work in South-East Asia with a colleague led to the development of a fifth variable concerning 
long/short term orientation, which explained more fully differences found between operations in 
the West and in Asia (Hofstede and Bond, 1984, 1988).

In recent years Hofstede has added a sixth dimension to his five existing variables. This 
dimension relates to the concept of indulgence versus restraint (Hofstede, Hofstede and Minkov, 
2010 and Minkov, 2012) and is based on data collected as part of the World Values Survey 
(see later).

Dimension 1 – Power distance This is the extent to which members of a society accept that power is 
distributed unequally. In all societies there is inequality between people, be it based upon physical, 
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economic, intellectual or social characteristics. Hofstede found societies like France, Mexico and 
Hong Kong where the power distance is large and formed the basis of social relations. In those 
societies such as Germany, Sweden and the USA, the power distance was small and such societ-
ies were noted for their attempts to reduce inequality. For example, societies with a low power 
distance usually have high rates of personal taxation as a means of redistributing wealth in the 
form of education and health care benefits for all. Employees in high power distance societies tend 
to have a high level of dependence on their bosses and place importance on titles and status. The 
reverse is usually the case in low power distance societies.

Dimension 2 – Individualism versus collectivism The larger score shows greater individualism. 
Individualistic societies such as the USA (91) and the UK (89) are depicted by a preference for 
looking after yourself or your immediate family group, a belief in freedom and a tendency towards 
a calculative involvement with work organizations. Social networks tend to be loose. Collectivistic 
societies such as India, Singapore (8), Guatamala (6) and Mexico show concern for a much wider 
group and emphasize belongingness and family, which can extend to organizations

Dimension 2 – Uncertainty avoidance This is the extent to which members of a society feel 
uncomfortable with uncertainty, the larger the score the more risk averse individuals are likely 
to be. Members of societies displaying strong uncertainty avoidance, as in Argentina, Switzer-
land and Japan, tend to be anxious about the future, have an inability to tolerate deviant ideas 
and feel threatened by ambiguity. In Japanese organizations, uncertainty avoidance is reflected 
in lengthy and detailed planning and decision making procedures and attitudes to innovation. 
Judged by the numbers of patents (see Chapter 10 for a full discussion) and by the success of 
Japanese products in export markets, Japanese firms are highly innovative. Yet much of that 
innovation is incremental, indicating a slowly progressive methodical approach. Greece was also 
noted as having a high degree of uncertainty avoidance, it has been argued that this may have 
laid some of the foundations of the systemic problems in the Greek economy that became evident 
in 2008 where an unwillingness to engage with change in public services and taxation systems 
caused a debt crisis. Weak uncertainty avoidance as displayed in Hong Kong, USA, Singapore and 
Thailand is associated with a willingness to accept ideas, speedy decision making and a relaxed 
attitude to rules.

Dimension 3 – Masculinity versus femininity ‘Masculine’ societies such as Japan, USA and Ger-
many tend to display a preference for achievement, assertiveness and material success and display 
a strong belief in different gender roles. ‘Feminine’ societies like Sweden and Holland place more 
emphasis on the quality of life, care for others and equality, more especially between the sexes. 
For example, Scandinavian countries were among the first to introduce paternity leave as an 
employment right.

Dimension 5 – Long versus short term orientation Hofstede and Bond (1984, 1988) identified a 
fifth variable through their work in South-East Asia. They found that some societies, particularly 
those influenced by Confucian philosophy, were much more future oriented, valued perseverance 
and saving and were much more adaptable than many societies, especially those in the West. 
They also called their variable Confucian dynamism. It explains the difference between the long 
term orientation of managers in Japan, Singapore, South Korea, Hong Kong as opposed to the 
more short term strategies of the UK, USA and Canada. A long term orientation was also found 
in Brazil and an extreme short term orientation in Pakistan and Nigeria.

Copyright 2019 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



ChApTER 5  CULTURAL AND INSTITUTIONAL FRAMEWORKS166

Dimension 6 – Indulgence versus restraint This is a relatively recent addition to the Hofstede 
model and derives in part from the World Values Survey and Hofstede’s work with Minkov 
(Hofstede, Hofstede and Minkov, 2010). The indulgence dimension was found to be relatively 
high in Latin America, Nordic Europe and in Anglo-Saxon economies. It places importance on 
the gratification of basic drives and emphasizes the importance of leisure, of free speech and is 
typified by relatively lenient sexual norms. The restraint dimension was found to be relatively high 
in East Asia, Eastern Europe and in Muslim countries. It places importance on the suppression of 
gratification and the need for individuals to control their desires and impulses. Restraint is often 
related to thrift and fairly strict sexual norms.

These variables shape the values and hence the behaviour of people operating in work organi-
zations and enable us to explain differences in the way countries conduct their business affairs. 
They may also explain why work systems developed in one country will not work in another. 
For example, Hofstede reported that US car workers from Detroit working at the Saab-Scania 
plant in Sweden disliked the work system that placed a great deal of emphasis on group work. 
The Americans, with the exception of one woman, were much happier with a system that stressed 
individual achievement.

How would you assess you own national or regional culture in terms of Hofstede’s six variables?

REFLECTION pOINT

Historically, many management theories have originated in the USA (Hofstede, 1980b). As we 
have seen, the USA is typified by ratings that are below average for power distance and uncertainty 
avoidance, above average for masculinity and has the highest rating on measures of individualism than 
any other country in Hofstede’s survey. American motivation theory has been particularly influential 
and, in particular, the approaches of Maslow and Herzberg reflect typically US values. These are the 
need for individual achievement and performance (high individualism and masculinity) and involve 
the acceptance of risk (weak uncertainty avoidance). The implication is that such theories will not 
work so well in societies that are more collectivistic and feminine and whose people are risk avoiders.

Critique of Hofstede
Hofstede’s work is not without its criticisms which can be summarized as follows:

•	 Hofstede’s data was taken from an attitude survey carried out at IBM in 66 countries (a 
larger sample than the 50 countries Hofstede eventually used) over two periods, 1968–69 
and 1971–73. The purpose of the survey was a company-based project. Javidan et al. (2006) 
describe Hofstede’s work as a consulting project for IBM that has been re-interpreted and 
generalised.

•	 The original data is close to 50 years old. Many have questioned its relevance today, given 
that cultures do change and the political and economic state of the world in the 21st cen-
tury is very different from that in the late 1960s.

•	 The overriding point made by McSweeney (2002) is summed up by the subtitle of his 
article, ‘a triumph of faith – a failure of analysis’. He argues that the differences Hofstede 
attributes to culture might have been the product of other causes. This is a regular criti-
cism of cultural research in general in that culture is cited as a causal factor when all other 
explanations have failed.
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•	 Javidan et al. (2006) criticize Hofstede on his limited number of variables and suggest 
there are many other values that could have been considered, as they have done in the 
GLOBE project (see later).

•	 The conclusions were drawn from a narrow sample from a single company. Yet Hofstede 
uses this data to put forward an entire theory to explain cultural differences, not simply in 
the work setting but in society as a whole. Indeed, McSweeney (2002), while acknowledg-
ing the relatively large samples from countries like USA, UK and Japan, refers to samples 
of fewer than 200 in 15 countries and fewer than 100 in 4 countries. Can such small num-
bers be representative of the national values of an entire culture?

•	 Hofstede’s original study was based on behaviour at work within a single company. To 
what extent is this representative of all behaviour? For example, some US multination-
als operating in Germany, such as Hewlett-Packard, insist on employees using first name 
terms when addressing each other. Such a practice was not common in German society, 
certainly at the time of Hofstede’s original survey.

•	 McSweeney (2002) also believes that Hofstede has overstated the similarities in the culture 
and practices of IBM in different countries and that the answers to the questionnaires may 
reflect these differences rather than those ascribed to national culture.

•	 Jones (2007) provides a succinct analysis of the arguments around Hofstede’s research, its 
findings and applicability 50 years later.

Hofstede has always confronted his critics and challenged other theories, notably those of 
Trompenaars and the GLOBE project. This has led to some forceful exchanges in the literature, 
which have tended to focus on methodological details (see Javidan et al., 2006, for a flavour of 
this kind of debate). Hofstede (1999) has refuted the criticisms about the dated nature of the 
research by claiming that later findings have supported his theory and that while management 
practices may change, cultures and the core values remain constant. Furthermore, Hofstede claims 
that his work has developed through the ongoing collection of data, the addition of new country 
scores and the addition of the sixth dimension. However, he did acknowledge that movement had 
occurred on the individualism/collectivism dimension, as societies tended to shift from collectiv-
ism to individualism with increasing economic affluence. Nonetheless his work remains among 
the most cited and long-standing insights into the impact of culture on business.

The contribution of Fons Trompenaars
Fons Trompenaars produced his first book Riding the Waves of Culture in 1993 and has contin-
ued to develop his ideas, working with Charles Hampden-Turner (Trompenaars and Hampden-
Turner, 2004, 2012). Trompenaars, like Hofstede before him, believes that much of management 
behaviour is culturally determined and that the key to successful international management 
lies in the understanding of these cultural differences. Trompenaars uses an approach based on 
the earlier work of US anthropologists Kluckhohn and Strodtbecks Values Orientation Theory 
(1961) and sociologist Talcott Parsons and bases his work on a questionnaire which seeks 
people’s responses to a number of scenarios. He establishes cultural differences in the way we 
relate to others; in our attitudes to time; and in our attitudes to the environment across seven 
dimensions:

1. universalism versus particularism
2. specific versus diffuse cultures
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3. achievement versus ascription cultures
4. individualism versus communitarianism
5. affective versus neutral cultures
6. time as sequence versus time as synchronization
7. inner-directed versus outer directed.

The few examples presented below offer a flavour of his approach.
For example, in countries such as the USA, Switzerland and Germany, the prevailing culture 

is much more universalistic and rules are applied irrespective of the situation. On the other hand, 
cultures such as those found in Malaysia and Indonesia tend to apply rules in a much more par-
ticularistic fashion and personal relationships can be more important in some situations than the 
rules governing conduct. In universalistic cultures, greater use is made in business of lawyers and 
contracts and in multinational operations, the head office plays a more directive role.

Cultures also differ in the way they display emotion. Neutral cultures such as those in Northern 
Europe and Japan tend to keep feelings hidden and debate and argument are seldom personalized. 
On the other hand, emotional cultures such as those found in Italy or Latin America show their 
feelings and find it difficult to distinguish between issues and personalities. In some societies such 
as Japan much more emphasis is placed upon age, seniority, status and professional qualifications 
whereas in others, like the USA, respect tends to be earned on the basis of job performance. There 
may also be very different approaches to policies of pay and promotion.

Such differences can have a significant influence on doing business with people from a different 
culture, and on the operation of multinational corporations. Trompenaars believes that effective 
international management can only occur through the understanding of cultural differences and 
by being aware that problems can and do arise based on cultural differences. However, he believes 
that rather than trying to reduce the differences, cultural variations can be used by international 
firms as a strength to gain competitive advantage through cultural synergy. Different cultures offer 
new perspectives on problems and different approaches working together can find innovative solu-
tions. This approach is vital to the concept of understanding and managing diversity.

The contribution of the GLOBE project
GLOBE stands for the Global Leadership and Organizational Behaviour Effectiveness pro-
gramme. A good overview of the project can be found in articles by the project leaders and main 
researchers (House, Javidan and Dorfman, 2001 and Javidan and House, 2001). The project 
has attracted over 200 researchers across 62 countries and is arguably the most prestigious and 
comprehensive study of this type ever undertaken. Its work continues and details can be found 
at www.globeproject.com/results.

The project sets out to study the impact of culture on leadership, on organizational processes 
and on the effectiveness of those processes. The focus on leadership is linked to the earlier work 
of one of the project leaders, Robert House.

In defining culture the researchers took Schein (2000) as their starting point and saw culture as 
the result of our adaptation to the external environment and how we manage relations between 
group members. They identified nine dimensions of culture that operate at both the societal and 
the organizational levels. These were:

•	 power distance (using a similar definition to Hofstede)

•	 uncertainty avoidance (again as Hofstede)
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•	 collectivism as a function of practices and institutions operating in society, which encour-
age collective action and collective rewards

•	 in-group collectivism that focuses on how much individuals value being members of a 
group

•	 gender egalitarianism relating to the extent of equal treatment between genders and the 
extent to which roles are different or shared

•	 assertiveness and a competitive attitude

•	 future orientation involving the consideration of future actions

•	 performance orientation with a focus on results and outcomes

•	 humane orientation with a focus on altruism.

There is clear overlap with Hofstede, a point acknowledged by the GLOBE researchers. The 
GLOBE team claim that ‘it is time to move beyond Hofstede’s approach and design constructs and 
scales that are more comprehensive, cross-culturally developed, theoretically sound and empirically 
verifiable’ (Javidan et al., 2006, p. 898).

The first results from the project identified the influence of culture as measured by the nine 
dimensions on values and practices of managers in the firms surveyed. Some of the results were 
similar to Hofstede but there were significant variations, e.g. the USA had a medium score on 
institutional collectivism and Japan did not have the highest score on gender differentiation. In 
general, the picture that emerged was more complex than Hofstede, perhaps understandable given 
the increase in variables employed, but like Hofstede the researchers were able to identify clusters 
of countries. An interesting finding relates to collectivism. Sweden scored the highest in terms of 
collectivism as encouraged by social institutions and processes and was illustrated by high rates of 
taxation. However, the Swedes scored lowest on collectivism as defined by membership of small 
groups, as illustrated by the high percentage who live in single flats.

The GLOBE project also examined leadership and the extent to which certain approaches 
to leadership were universally accepted, believed to be effective and also seen as the product of 
cultural values that themselves were fairly widespread. Not surprisingly they found that desirable 
leadership was associated with being motivational, honest and decisive and undesirable traits 
included ruthlessness and egocentricity.

The World Values Survey
The World Values Survey is an international non-profit making organization with headquarters in 
Vienna, Austria. It has been in existence since 1981 and comprises a network of social scientists 
in many countries, and has been responsible for seven major surveys carried out between 1981 
and 2018. The sixth wave of surveys was completed and published in 2014, with the seventh 
wave completing in December 2018. The focus of the research has been to plot changing values 
and their impact on political, economic and social life. The organization claims to have surveyed 
90 per cent of the world’s population covering countries with highly diverse economic, political 
and social systems. A good summary of the work carried out by this organization can be found 
in www.worldvaluessurvey.org including access to a number of interactive graphics which show 
the changes over time.

The focus of their study is to look at changing values (culture change) and their impact on 
individual beliefs. Despite its high profile in and use by organizations such as the United Nations 
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it has largely been ignored by reviews of the relationship between culture and business. In part 
this is due to the apparent focus of the World Values Survey on political and social change, often 
linked to the democratization process. However the Survey does deal with the impact of culture 
on business in a number of different ways:

•	 Their questionnaire seeks to obtain data on changing attitudes and beliefs about work 
motivations, gender roles, tolerance of diversity and subjective wellbeing, all significant 
issues in modern organizations.

•	 The surveys have been used to explain political change in the former Soviet Union and 
Eastern Europe in terms of changing values and beliefs. In Chapter 2 we noted how this 
change has played an important role in the process of globalization and the expansion of 
markets. The changing beliefs and values identified by the Survey are central to the global-
ization process and in the shift from state run to transitional economies.

•	 Hofstede, as we have already noted, has incorporated findings of the World Values Survey 
to distinguish between those societies typified by indulgence and those by restraint, thereby 
extending his basic theoretical model.

•	 The Survey identifies a growing tendency towards individual expression which manifests 
itself at the workplace and is a key element in the shift from industrial to knowledge based 
economies, in which the type of work people do gives them more freedom in terms of what 
they do and how and when they work.

The Survey identifies two major dimensions of cultural variation. These are:

•	 traditional versus secular rational

•	 survival versus self-expression.

In traditional societies importance is placed on religion and on traditional family values, 
including the rejection of divorce and abortion. Religion and family values are less important in 
secular rational societies. In almost all industrial societies the survey notes a shift to more secular 
rational beliefs and values.

In those societies where survival is important, it becomes a key aspect of life and is associated 
with traditional gender roles, a lack of tolerance to all forms of diversity and less concern for the 
environment. In those societies where self-expression is important, economic and physical security 
are taken for granted and a high value is placed on both individual freedom and freedom of speech. 
There is also a greater tolerance of diversity and gender roles are increasingly blurred. This shift 
towards the need for greater self-expression is linked to the shift towards the knowledge economy.

By combining these dimensions the Survey identifies clusters of countries as follows:

•	 countries scoring high on both traditional values and survival include the Islamic states of 
the Middle East as well as Bangladesh and Zimbabwe

•	 countries scoring high on both traditional values and self-expression include the USA, 
much of Latin America and Ireland

•	 countries scoring high on both secular rational values and survival include the Russian 
Federation, Ukraine and Bulgaria

•	 countries scoring high on both secular rational values and self-expression include most 
countries in Northern Europe such as Sweden, Norway and the Netherlands.
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How would you sum up the similarities and differences of the different studies and theories of cultural difference?

REFLECTION pOINT

The implications of cultural diversity for managers
1. Managers need to be extremely cautious in the way business and management ideas are 

taken from a different cultural setting. A management technique developed in one country 
may only work in that country because it is based upon a particular set of cultural values. 
For example, the failure in the UK and the USA of many attempts to introduce Japanese 
style quality circles was due, in the main, to an incomplete understanding on the part of the 
adopters of the particular cultural values underpinning such an approach. The technique 
could be transposed, but the conditions necessary for healthy growth could not.

2. In dealing with people from other cultures managers must recognize that differences do 
exist and be prepared to adjust behaviour and expectations accordingly. This is the theme 
of many recent initiatives in training for international management.

3. The policies of multinational corporations may well need to vary in different countries 
and managers operating out of their home environment need specific training in cultural 
differences.

4. Managers should be aware of the influence of culture on products, services and marketing. 
We examine the influence of cultural differences on business activities within each of the 
Chapters 10–14.

Difficulties in using culture as a variable
Culture remains a fascinating concept but a difficult analytical tool. The following points, which 
should be taken in conjunction with the critique of Hofstede, give some indication of the dif-
ficulties involved:

•	 Many studies, which use culture as a central concept, tend to define culture in rather 
broad, generalized terms. In many instances it is a kind of residual variable, a catch-
all to explain away differences that cannot be explained by differences in the economy, 
 technology, role of the state, size of the firm and so on.

•	 In many studies, there is an attempt to link culture and economic performance. Such links 
tend to be highly selective, ignoring evidence that does not fit. In this way, accounts of 
Japan may be biased, in that they focus on the successful but not the unsuccessful firms. 
The accounts also focus on large firms such as Sony or Toyota, and ignore the very impor-
tant small firms sector of the Japanese economy.

•	 Many other explanations of behaviour based on culture use isolated examples and fail to 
explore other factors which may offer better explanations. Gladwell (2009) attributes the 
crash of a Korean Airlines plane to the failure of a co-pilot to contradict the captain and 
argued that this was an example of power distance in operation. This ignores other pos-
sible explanations of the same crash, which in any case was a rare incident. In addition, his 
analysis fails to explain why airlines in other high power distance societies such as Japan, 
have good safety records.
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•	 Cultural comparisons tend to be made from the perspective of one culture only. We may 
make conclusions about another culture based on our own values. A study of the car 
industry worldwide showed that European and USA manufacturers outperformed the 
 Japanese on criteria they deemed most relevant: profitability measured by accounting 
ratios. The Japanese, however, laid greater store by market penetration and growth, and 
on these criteria easily outperformed the European and US manufacturers (Bhaskar, 1980).

•	 We have seen that we possess preconceived notions about other cultures, often expressed as 
stereotypes. These can creep into our analysis and become self-fulfilling prophecies; we see 
what we expect to see. Our ready acceptance of such stereotypes prevents us from digging 
more deeply. Such stereotypes are often deliberately used in training, when preparing man-
agers for cross-cultural management. Clearly such approaches need to be used with caution.

•	 Cultures can and do change over time and our perceptions can become dated.

•	 Overstating the issue – Culture is often viewed as a problem when this may not be the case. 
Kanter and Corn (1994) concluded from studies of cross-national mergers and acquisitions 
that people from different cultures generally work together quite well and that cultural dif-
ferences became less apparent over time. They found that differences in technical and edu-
cational background were often more significant than cultural differences. In other words, 
engineers get on with engineers and accountants get on with accountants, irrespective of 
differences in their culture. Moreover, they found that problems that were often attributed 
to culture were the product of strategic, organizational or political issues. For example, in 
the case of mergers between a USA firm and a German firm, the Germans were accused of 
being over-cautious and taking a long time to make decisions. In fact the delay was a prod-
uct of German regulations that required such decisions to be referred to the works council.

This last point illustrates a further source of diversity that is rooted in the institutions and 
regulations of a specific country. It is to this we now turn.

Given these difficulties, is culture still a useful vehicle to explain differences in business?

REFLECTION pOINT

INSTITUTIONAL FRAMEWORKS

Another approach to the use of culture to explain diversity of business strategies, practices and 
behaviours is the use of the institutional framework approach. Granovetter (1985, 1992) argued 
that economic and social activity is embedded in the contexts of the state, the financial system 
and the labour market. Key variations related to the extent of state intervention, the role of banks 
and to legal protection and representation in the labour market. Explanations based on insti-
tutional frameworks approach owe much to the ‘varieties of capitalism’ and ‘business systems’ 
approaches of academics such as Whitley (2000), Hall and Soskice (2001) and Amable (2003). 
Such approaches have identified that nation states have developed business systems that are a 
function of different institutional arrangements. A major role is played by the state and influences 
include the control of education, labour markets, finance and taxation.

Although the institutional framework approach to diversity is put forward as an alternative 
to cultural diversity, there are overlaps. The education system in any country is a reflection of 
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cultural values. In both Hofstede’s study and in that of the GLOBE project, issues relating to both 
power distance and collectivism were reflected in the taxation systems of some of the countries 
in the studies. We will first explain the model developed by Richard Whitley and then offer a 
simplified model based on the different economic systems we introduced in Chapter 3.

The national business systems model of Whitley
Richard Whitley (2000) developed a complex model based initially on studies carried out in 
Japan, South Korea and Europe. His model comprises economic actors and mechanisms for 
integration. The actors identified by Whitley are as follows:

•	 providers and users of capital, e.g. banks and firms

•	 customers and suppliers

•	 competitors

•	 firms in other sectors, i.e. those not in direct competition

•	 employees.

Variations exist in the type of relationships that exist between the actors and especially in the 
degree of integration. Such integration is exemplified, for example, in the closeness of the relation-
ship between firms and banks and between firms and their suppliers or in the degree of involve-
ment of employees in decision making processes. Whitley goes on to explain how integration 
occurs and identifies a number of ways, including state direction, through ownership (e.g. by a 
firm of its supplier) and by non-ownership alliances, Whitley identifies six types of business system 
which emerge from differences in the relationship between actors and in the modes of integration. 
We offer a simplified version of such models using the distinction between Anglo-Saxon, social 
market and Asian economies that we introduced in Chapter 3. We examine the extent to which 
those variations in market economies can explain differences in the way firms and managers oper-
ate. Variations can be found in, for example, the flexibility of labour markets, in the freedom of 
managers to make decisions, in the rights of individual workers, and in the relative importance of 
different stakeholders.

We examine the impact of Anglo-Saxon, social market and Asian systems before examining 
in more detail the alleged shift globally towards Anglo-Saxon capitalism, regarded by some as 
a form of convergence. We will also look at the model developed by Hall and Soskice (2001), 
known as the varieties of capitalism approach featuring a comparison of liberal market economies 
and coordinated market economies.

The Anglo-Saxon model
The Anglo-Saxon capitalism model is sometimes called laissez-faire or competitive managerial 
capitalism. While all forms of capitalism see the market to be the ultimate arbiter and control of 
a well-regulated economy – and certainly preferable to state control – this form of capitalism, 
above all others, emphasizes the workings of the free market. Such a system can be seen best in 
the USA and the UK but is a feature also of Australia, New Zealand and Canada. We can identify 
its main features as follows:

•	 markets are competitive and there is a belief that individuals should be encouraged to par-
ticipate as entrepreneurs in an enterprise culture
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•	 the concept of private property is important and individuals are encouraged to own goods 
and capital. Individualism is prized as a core value in society

•	 shareholders are viewed as the most important stakeholder in business, and thus 
 managers see an important part of their role is to deliver profit and dividend for 
shareholders

•	 a key role in business ownership is played by institutional shareholders such as banks, 
insurance companies, pension funds and investment companies. These take an interest in 
share price and dividend and seek returns on their investment

•	 the system is typified by mergers and takeovers, many of them hostile, as share 
 dealings result in rapid changes of ownership. For example, dividends paid to  shareholders 
in the UK tend to be higher than those in Germany and Japan, and even higher than 
the USA

•	 managers are rewarded for maintaining share price and profits and part of that reward 
often includes shares. In the UK, senior managers have gained substantial pay rises in 
recent years as reward systems have tended to copy the USA

•	 trade unions are tolerated but their powers are often restricted by law

•	 a response to changed economic circumstances is the flexible use of labour. For example, 
in a recession labour costs are cut to maintain profit levels, resulting in increased levels of 
unemployment. Other costs are also cut including training and R&D.

While the above have underpinned the capitalist systems of the UK and the USA for some time, 
there has been an even greater shift towards the free market since the 1980s with even greater deregu-
lation in most areas of the economy and, especially in the UK, wholesale privatization of publicly 
owned companies and utilities. However, as we noted in Chapter 3, the events of 2008–09 in the 
banking sector and the dramatic falls in share prices have led some to question the workings of Anglo-
Saxon capitalist systems and indeed, the albeit temporary,  re-nationalization of some failing banks.

Anglo-Saxon capitalism is a liberal market political economy found in the USA and the UK, but also in 
Canada, Australia and New Zealand. It is founded on a belief in the free market and a belief in individualism 
and the sanctity of private property. Markets are highly competitive and shareholders are seen as the main 
stakeholder of a business. As a consequence, stock markets have a tendency to frequent and significant 
changes and labour is often treated as a flexible commodity. Some believe that this system is developing 
as the predominant model of capitalism, although its utility was questioned by the banking crisis and credit 
crunch of 2008–09.

KEY CONCEpT 5.3 ANGLO-SAxON CApITALISM

The social market model
The social market model is also known as the German model or the Rhineland model. The model 
is also prevalent in France, the Netherlands and Scandinavia. However, there is considerable varia-
tion in the way the model operates. For example, much greater emphasis is placed on high cost 
social welfare, funded by taxation, in Sweden and some other Scandinavian countries. In Germany 
and the Netherlands more emphasis is placed on the legal regulation of business decisions and trade 
unions play a significant role. In France, much more power lies in the hands of a centralist state.
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The main features of the social market model are as follows:

•	 The free market is seen to be important but needs to be carefully watched and in some 
cases regulated by the state.

•	 Private and state ownership operate side by side.

•	 There are comprehensive and well-funded social welfare systems controlled by the state.

•	 Both markets and individual firms are regulated by law and by state bureaucracy.

•	 Shareholders are viewed as one among several stakeholders in business. The stakeholders 
also include the employees. As a result, corporate governance focuses on responsibility to 
society and not on shareholder interest.

•	 Generally, share markets are stable with few mergers and takeovers which, in any case, are 
regulated by law.

•	 Major companies in each sector are seen as national champions and are protected by the 
state (where legally permitted).

•	 Banks tend to be integrated into the system and have a close relationship both with indi-
vidual firms and the state.

•	 Reinvestment in the business is favoured over high dividends to shareholders and  managers 
tend to be less well rewarded than their counterparts in the USA and UK.

•	 Trade unions play an important role in decision making and there is considerable 
employee involvement.

•	 Where the state, business and unions come together to determine policy, as is often 
 idealized in Germany, the system is referred to as corporatist.

•	 In general labour markets are less flexible than in Anglo-Saxon systems. First, the  ability 
of managers to shed labour in response to an economic downturn is limited by greater 
employee involvement, greater degrees of cooperation between management and labour 
and laws protecting employees. Second, specific and detailed training makes it less easy for 
employees to switch skills and jobs.

Amable (2003) identifies three variants of the social market model. These are:

•	 social democratic: Sweden, Denmark, Finland

•	 continental European: Germany, Switzerland, Norway, France

•	 mediterranean: Italy, Spain, Portugal, Greece.

Key variants include the degree of employment protection, the degree of social protection and 
the flexibility of the labour force. For example, Germany has greater employment protection than 
Sweden but less labour market flexibility and a less well developed welfare state.

In most social market systems, changes have been noted in the past 20 years. In many countries 
there has been a shift towards a freer market with deregulation and privatization. Some firms, 
particularly in Germany, have felt constrained by the system, leading them to acquire businesses 
overseas. In Germany, several firms have acquired USA companies, as with Daimler and Chrysler, 
Siemens and Westinghouse, and Bertelsmann and Random House. In France, Renault, a former 
state owned company, has taken a major share of Nissan in Japan. In an increasingly global labour 
market for top executives, managers were attracted to better paid jobs in the USA and UK. This 
has resulted in substantial pay rises for senior executives in Germany and France in particular.
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The Asian model
The Asian capitalism model is also known as the Japanese model, alliance capitalism or com-
munity capitalism. It is found throughout Asia but its core characteristics are best illustrated in 
Japan and the Asian tiger economies, especially South Korea. However, there are variations in the 
model across the various countries of Asia. Further insights into the model can be seen in Case 3.1 
about Singapore. The elements of the model can be expressed as follows:

•	 The dominant belief is that of the free market, but with strong state intervention where 
necessary.

•	 Business practices and working life are dominated by Confucian values, including disci-
pline, hard work, duty, harmony, perseverance and the importance attached to saving.

•	 The state operates in a bureaucratic way, but for businesses rules tend to be applied prag-
matically to smooth the way rather than hinder progress.

•	 Most states have weak social welfare systems and much is down to the individual and their 
family, hence the importance of savings.

•	 The firm and even its supply chain are viewed as a family. Organizations and large organ-
izations in particular place great emphasis on developing strong corporate cultures (see 
Chapter 6 for a fuller discussion of corporate culture).

•	 Stock markets tend to be stable. Even between competing firms there will be collaboration 
to prevent a takeover by a foreign company. Where mergers do occur, much attention is 
paid to the harmonization of the corporate cultures of the respective firms.

•	 Managers tend to pursue long term strategies and goals. Individual reputation is often 
based on the success of the firm in general.

•	 Trade unions (if present) tend to be weak and are often controlled by management or the 
state. They are, however, seen to be important in the protection of weaker employees.

•	 In a recession, every attempt is usually made to protect both employees and suppliers. As a 
consequence, firms have often been reluctant to restructure, and both managers and govern-
ments have been accused of reacting too slowly to economic problems.

The Asian system has been under threat in the past 20 years or more. Japan suffered an eco-
nomic slowdown post 1992 and the tiger economies of South-East Asia suffered badly in the 
crash of 1997 as the limited industrial base of these countries was exposed. Part of the problem 
was the gradual move away from some of the core values that underpinned the Asian model. The 
slow growth of a strong manufacturing base was exchanged for the potentially richer and ‘easier’ 
returns from land and property speculation and international share trading. In tackling the reces-
sion in Japan, some firms have turned to Anglo-Saxon practices such as performance related pay.

What are the main differences between Anglo-Saxon, social market and Asian systems? Why as a manager 
should we be interested in these differences?

REFLECTION pOINTS

Varieties of capitalism: Liberal versus coordinated market economies
The varieties of capitalism approach is attributed to Hall and Soskice (2001). Hall and Soskice 
took Whitleys national business systems model a stage further and identified three factors that 
between them created variations in capitalist systems.
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The state and institutions
Institutions included those concerned with finance and banking, with education, with labour mar-
kets and so on. They saw the role of the state as crucial as it had the power and the opportunity 
to influence all the institutions, especially through its legislative and regulatory framework and 
through its control of the economy.

Spheres of activity in which firms need to develop relationships to operate to the best of their 
ability. The five spheres they identified were:

•	 industrial relations relating to issues of productivity and wages

•	 vocational training and education, which included recruiting people with skills and moti-
vating them to use and develop their skills

•	 corporate governance which included relations with shareholders and access to finance

•	 relationships with other firms such as suppliers, buyers and joint venture partners

•	 relationships with employees.

These five spheres were seen as crucial to the success of any organization. Problems arose in all 
of these areas and the way the problems were solved varied according to the nature of the politi-
cal economy. They identified those countries, which they called liberal market economies, where 
the market and competition were used to resolve problems and difficulties. They contrasted these 
with coordinated market economies, where there was much greater emphasis on relationships with 
banks, suppliers and employees to solve problems. They felt that such variations were influenced 
by both history and culture. The Hall and Soskice approach therefore acknowledges the inter-
relationship between cultural and institutional explanations.

The key differences between countries identified by Hall and Soskice can be seen in our defini-
tions of Anglo-Saxon, social market and Asian systems.

As well as identifying differences between capitalist countries similar to those found by Whitley 
and by Amable, Hall and Soskice noted similarities between features of social market and Asian 
systems and in particular the systems of Japan and Germany. These coordinated market economies 
are contrasted with the liberal market economies of the UK and USA as shown in Table 5.1.

TABLE 5.1 Liberal versus coordinated market economies

Germany/Japan UK/USA

• Coordinated market economy (CME) • Liberal market economy (LME)
• Stable stock market • More volatile stock market
• Stable and less flexible labour market • Greater labour mobility and flexibility
• Employee involvement and commitment

•  Cooperation between competing firms and 
greater integration with supply chains

•  Top down decisions and a more contractual 
relationship between employees and the firm

• Competitive capitalism
•  ‘Patient capitalism’– a long term approach to 

investment
•  A short term approach to investment with an 

emphasis on return on investment

The similarities between the UK and USA are acknowledged by most writers. There are also 
undoubted similarities between Germany and Japan based largely on the importance of social ties, 
collective obligations and moral commitments (Streeck, 2001). However, employee involvement 
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Are Germany and Japan so similar?
What has been the impact of post 1990 German reunification?

REFLECTION pOINT

A convergence on Anglo-Saxon capitalism?
A shift in Germany and Japan towards Anglo-Saxon capitalism has been identified based on a 
number of changes:

•	 it is seen as part of a wider trend involving economic liberalization and privatization

•	 globalization of German and Japanese firms and capital including their investment and 
acquisitions in other countries

•	 increased prioritization of shareholder interest above that of other stakeholders

•	 reduced involvement of banks in both shareholding and decision making

•	 increasing focus by banks on short term returns rather than long term investment

•	 evidence of less protection for workers as jobs have been cut in recession and plants closed 
in major companies like Nissan

•	 increased adoption of ‘US practices’ including performance related pay, increased job mobil-
ity and performance appraisals.

However, writers such as Streeck (2001) argue that the evidence suggests shift in kind and 
modification of some practices rather than total acceptance of the Anglo-Saxon approach. Indeed 
the decision by the United Kingdom to exit the European Union (Brexit) and the inauguration in 
2017 of Donald Trump as president of the USA have caused some commentators to question the 
future of the Anglo-Saxon approach. In Germany and Japan we can still find evidence of policies 
and practices such as:

•	 greater involvement of banks together with their greater financial commitment towards firms

•	 cooperation between employees rather than self-interested individualism

•	 greater employee involvement in decision making

•	 the greater commitment of employees and strong corporate cultures (especially Japan)

•	 a more complex legal framework (especially Germany).

Institutional frameworks: some conclusions
A key question that remains unanswered is whether a particular system results in superior eco-
nomic performance. The Asian approach, or more specifically the Japanese approach, found 

and commitment take different forms, with more formal systems and a greater involvement of 
law in Germany and a greater emphasis on moral duty in Japan. There is also evidence of much 
greater state direction in Japan.

The success of Germany and Japan in the 1970s and 1980s has been attributed to the strong 
influence of the main features of the coordinated market economy. However, the economic rise of 
both countries has been followed by decline in 1990s, a decade which also saw the re emergence of 
the USA. In Chapter 3 we questioned whether there had been a convergence towards Anglo-Saxon 
approaches and therefore a shift in the systems of both Germany and Japan.

Copyright 2019 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



JApAN: CONVERGENCE AND DIVERSITY 179

favour in the West in the 1980s and western firms adopted Japanese practices relating to the 
organization of production. The shift to the Anglo-Saxon approach and its adoption, at least 
in part by China, implies certain advantages. However, do nations, particularly those that have 
undergone recent economic transition, have a choice of which path to follow or is their system 
so embedded in history and culture that choice is restricted? Rather than being an alternative 
explanation of differences in the organization of production, the institutional approach can be 
viewed alongside theories of cultural difference and theories of convergence to offer a richer 
picture that explains diversity and similarity in business practice. The next section uses Japan to 
illustrate how these various approaches fit together.

To what extent do you believe that differences between institutions and regulations in different countries are 
themselves products of differences in culture?

REFLECTION pOINT

JApAN: CONVERGENCE AND DIVERSITY

In this final section we illustrate the use of the convergence–diversity model by exploring the rise 
of the post war Japanese economy and its comparative decline in the 1990s.

In Chapter 3 we noted that Japan emerged after the Second World War as the second largest 
economy behind the USA and in Table 3.3 we showed that growth rates in Japan’s GDP and 
industrial production were higher than the rates found in the USA, UK and Germany. In addi-
tion, Japan was dominating certain consumer export markets, notably cars and electrical goods. 
We also pointed to the economic crisis that befell Japan in the 1990s and persisted into the new 
 millennium. This section will examine the relative impact on the Japanese economy of conver-
gence, cultural and institutional framework.

Convergence
Convergence can be used to explain many features of the growth of the Japanese economy. Japan’s 
relatively late start to industrialization in the middle of the 19th century enabled it to learn from 
the successes and mistakes of others, notably the USA, UK and Germany. It is clear that Japan 
was encouraged post 1945 to borrow heavily not just in terms of industrial processes but also in 
terms of business systems and supporting national institutions such as the civil service. Dore (1973, 
2000) refers to this as the ‘late development’ effect, whereby developing nations can gain from the 
experience of more developed countries. Edwards Deming (1986), the US based engineer and man-
agement specialist, is viewed by many in Japan as providing the inspiration for improvements based 
on better product design, higher levels of consistent product quality and improvements in testing.

Convergence may also be used to explain the adoption of Japanese business methods by 
 western firms in the 1980s. Japan became so successful as a late developer that its economic 
growth exceeded that of its mentors and in turn it became a focus of attention of would-be 
 copiers. This is linked to the process sometimes referred to as Japanization involving Japanese 
foreign direct investment and the adoption of Japanese business and management methods by 
firms in other countries. A classic example of such adoption is the widespread use of lean produc-
tion and just-in-time methods in manufacturing and retailing industry across the world.
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However, many would-be adopters of Japanese methods outside Japan have discovered limits 
to Japanization as a result of the influence of cultural and institutional factors. For example, there 
may be elements which are too embedded in the cultural values of the Japanese and which are 
difficult to transfer. These include the stability of employment, the strong company identification 
and work ethic and the ability of Japanese managers to employ a management style that is a mix of 
paternalistic, disciplinarian and egalitarian methods. This may explain why many UK and US firms 
found difficulty in introducing Japanese style quality circles as a method of quality enhancement.

Convergence may also be used to examine the problems faced by Japan in the 1990s. The success 
of the Japanese economy was in part responsible for the availability of easy credit in the 1980s. This 
in turn led to speculation and the subsequent overvaluing of both equities and real estate. When the 
bubble economy burst in the early 1990s there was a dramatic fall in land, property and share prices. 
Companies, including some banks and individuals, were left with massive debts that they could not 
repay and the banking system was left with large amounts of bad debts. This could be interpreted as 
a convergence towards an Anglo-Saxon type of economy. This has been reinforced by other changes. 
There has been a growth of foreign companies operating in Japan either as joint ventures or hav-
ing taken over Japanese firms as in the cases of Cable and Wireless and IDC, Renault and Nissan, 
and Ford and Mazda. Forty-five per cent of Sony shares are held by foreign investors and there has 
emerged a new breed of chief executive in companies such as Nissan, Sony, Honda and Toyota, all 
with overseas experience. In companies such as Nissan, non-Japanese practices were introduced, 
including merit rather than seniority based promotion and share options for senior management. 
Restructuring occurred in most major companies. In some cases this eradicated the over-staffing of 
many management hierarchies but it also resulted in job losses. In other words, Japanese companies 
were responding in much the same way as firms would in the USA and UK.

Cultural explanations
In our review of convergence related to the emergence of Japan as an economic power we noted 
how specific elements of Japanese culture undoubtedly gave fresh impetus to ideas and methods 
incorporated from other countries. In attempts to explain the growth of the Japanese economy, 
emphasis has been placed on the role of cultural values. These have been linked to broader Asian 
values including duty, obedience, teamwork and long term orientation.

Using Hofstede’s model we can assess the influence of culture upon Japanese business:

•	 The Japanese have moderately high power distance and consequently attach considerable 
importance to vertical relationships, which are typified by loyalty, dependence and a sense 
of duty. This is reflected in the average length of service of Japanese employees linked to 
the practices of lifetime employment, and the seniority principle.

•	 The Japanese score very high in terms of uncertainty avoidance. Their unwillingness to 
take risks is reflected in many aspects of business life. It explains both the time taken in the 
planning process and the detailed content of the plans themselves. It is also demonstrated 
in the lengthy decision making processes in many Japanese firms. It may also explain the 
preference of the Japanese for incremental product development.

•	 Collectivism is a feature of the Japanese and is reflected in the importance placed upon har-
mony and teamwork in all aspects of working life. Peer group recognition is very important 
to the Japanese worker. Consultation is a feature of decision making in Japanese firms and, 
with uncertainty avoidance, explains the time taken in the process. Collectivism explains 
the Japanese loyalty to the group, be it the country, the family or their company.
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•	 The ‘Confucian dynamism’ or ‘long term orientation’ results in both conservatism and 
adaptability. This has resulted in the Japanese placing more emphasis on savings than 
their counterparts in other industrial nations, their willingness to adapt to changing 
conditions for survival and their preference for seeing things in the longer term. The 
planning horizons of Japanese firms tend to be much greater than those of their western 
counterparts.

All these cultural factors have at one time or another been put forward to explain the superior 
performance of Japanese firms. However, the difficulty in using culture to explain economic and 
financial success presents problems when the economy and firms are less than successful. The same 
cultural values that supposedly support success for both the national economy and individual 
firms are still present when a recession affects the economy and causes firms to change practices.

Institutional explanations
Unlike the cultural explanations these can be used in conjunction with both economic and decline. 
We will examine the role of the state, the role of banks, the relationship between firms and sup-
pliers and the workings of the labour market.

The role of the state
Historically, the state has always had a significant role in the development of the Japanese econ-
omy. The state represents a network of influence between politics, the civil service and business 
operating a system of targeted development and trade protection at home, with selective invest-
ment overseas. Top civil servants often become top executives upon retirement in a process known 
poetically as amakudari (literally, descent from heaven).

A central feature of the state’s influence in the post war period was the role played by the civil 
service. The two most influential departments were MITI (Ministry of International Trade and 
Industry) and MOF (Ministry of Finance). Traditionally they helped to coordinate and direct 
Japan’s economic strategy. Undoubtedly the state has played a major role in the development 
of the Japanese economy, more especially by accelerating market forces. However, the role of 
MITI and MOF was questioned during the economic changes of the 1990s, including recession 
and globalization. During the 1990s MITI in particular came into conflict with the political par-
ties and was blamed by some for the failure of government industrial policy since 1980, thereby 
contributing to the problems of recession (Berggren and Nomura, 1997). In 2001, they were 
reorganized into the Ministry of Economy, Trade, and Industry (METI). The state, often blamed 
for over regulation and over protection in the boom years, was now blamed for its failure to 
regulate and control the economy and especially the financial sector. Porter et al. (2000) believed 
the state to be too concerned with export performance and failure to stimulate domestic markets.

Banks
The banks operate as shareholders of many companies. However, here we have a case of banks 
both as shareholders and a part of conglomerate empires in firms like Mitsubishi and Sumitomo. 
This not only gives such firms access to sources of investment, but also places them at the centre 
of a network of information. The relationship with subcontractors is further cemented in that the 
bigger firms, often through their banks, are big shareholders in the smaller companies. The roots 
of these interrelationships, known as Keiretsu are grounded in the way large family controlled 
companies were broken up after the Second World War.
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The banking sector has come under both national and international scrutiny. Both a cause and 
consequence of the economic problems of the 1990s have been bankrupt financial institutions 
and bad loans. Financial companies such as Nomura, Yamaichi and Daiwa were found guilty 
of illegal trading. As a result, Yamaichi Securities was bankrupted in 1998. At best, the govern-
ment through the MOF was accused of weak control and at worst was implicated in the 1995 
Daiwa scandal when a rogue trader lost $1.1bn by instructing Daiwa to cover up the extent of 
the losses. Reforms of 1999 placed greater control of the banks with the government and MOF 
was effectively downgraded to a treasury ministry.

During the economic crises of the 1990s banks were mistrusted and people withdrew their sav-
ings. As a result, savings were not being channelled into the economy as previously. From 1992, 
bad debts held by the banks rose significantly, and in 1996 they outstripped operating profit. By 
1998, total bad debts in the banking system were approximately the size of the GNP of Canada.

The relationship with suppliers
This is a major feature of Japanese manufacturing industry. Every large firm in Japan uses 
smaller firms as subcontractors. In this way a hierarchy of manufacture is built up, with larger 
firms subcontracting to smaller and so on. In every case, the relationship between the firm and 
its supplier is carefully specified, with deliveries being requested not by the week or even day, 
but by the hour. This is a central feature of the just-in-time system we discuss in Chapter 11. In 
general, the relationship is very close and parent companies tend to be very loyal to their sub-
contractors. In recession, it is not unnatural for subcontractors to be supported and protected by 
the major company, which will often reduce its own labour force to cut costs rather than sever 
the link with its supplier. The idea of a close relationship between manufacturer and supplier is 
now embedded in much of manufacturing strategy throughout the world, a lead undoubtedly 
given by the Japanese.

The labour market
The traditional approach to subcontracting offers a competitive advantage for Japanese manu-
facturing industry. Smaller Japanese firms pay comparatively lower wages than their UK counter-
parts and a much larger percentage of Japanese labour operates in smaller firms (Williams et al., 
1992). Given that the smaller firm predominates in the Japanese subcontracting network, there 
are substantial cost benefits derived from lower wage costs.

In addition, much publicity has been given to the Japanese concepts of lifetime employment, 
seniority payment systems and the use of temporary workers as a source of competitive advantage.

The above analysis has attempted to demonstrate the strengths and limitations in the use 
of convergence, culture and institutions to provide explanations for the rise and decline of the 
Japanese economy and Japanese firms from 1946 to the present day. The overriding conclusion is 
that, in part, all three approaches offer plausible explanations. There may also be factors which 
lie outside this model such as changes in the global economy, the behaviour of competitors and 
the consequences of inappropriate management decisions. All these themes crop up in Case 5.1 
examining the failure of Walmart in Germany.

Which explanation best accounts for the growth of the post war Japanese economy, its comparative decline in 
the 1990s and current position as the world’s 3rd largest economy by GDP?

REFLECTION pOINT
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CASE 5.1 WALMART IN GERMANY

The first Walmart store was established by Sam Wal-
ton in 1962 in Rogers, Arkansas. At first expansion 
was steady with 24 stores by 1967. The initial focus for 
Walmart operations was small town, rural America. The 
company growth has been close to exponential and it 
currently has around 4700 stores in the USA. It was also 
the world’s largest employer with 2.3 million employed 
worldwide in 2017. Walmart is ranked as the world’s 
third largest company by revenue in the Fortune 500.

Walmart is noted for its large and diverse  product 
range, which includes food, clothing, electrical goods, 
homeware, pharmaceuticals and so on. The USA busi-
ness comprised four types of operation: supercenters, 
discount stores, Sam’s Club and a small number of con-
venience stores. The  supercenters carry the full range 
of goods, including food and a large variety of other 
types of merchandise. The discount stores are like 
the supercenters without the food and Sam’s Club is a 
membership discount warehouse for bulk purchases.

According to Knorr and Arndt (2003) the success 
of Walmart is based on four factors:

•	 low prices

•	 a focus on customer service

•	 IT driven logistics and inventory management 
involving large centralized warehouses

•	 a strong corporate culture and employee 
commitment.

The 2017 company website describes its core 
values as, ‘Around the world, we help families save 
money so they can live better. We use our size and 
scale to provide access to high-quality goods and 
fresh, nutritious food at everyday low prices.’ The 
company also prides itself on its service orientation. 
Staff are expected to be committed to the organiza-
tion and all are expected to be positive and cheerful 
in their dealings with customers. The US operation 
developed a specific approach to customer service 
and staff were employed to greet customers on entry 
to the store, to assist them with packing their pur-
chases into bags and to be proactive in assisting 
customers anywhere in the store.

Going international

A number of factors influenced Walmart manage-
ment to expand outside the USA. The company had 
perhaps reached the limits of expansion in the USA. 

There was strong competition from such as Target and 
K-Mart, both with similar strategies to Walmart and 
both also started in 1962. Furthermore, management 
believed that the success formula of the US operation 
could be replicated elsewhere. The first international 
store was opened in 1991 in a suburb of Mexico City 
and the company developed rapidly in both Mexico, 
initially in a joint venture with the local firm Cifra, and 
in Canada, largely through the acquisition of Woolco. 
Mexico remains Walmart’s biggest international oper-
ation with over 900 stores. The company also opened 
stores in Puerto Rico, Argentina, Brazil, Japan, South 
Korea and Indonesia, and in Europe, in Germany and 
the UK. With the purchase of Asda, Walmart owns 
over around 630 stores in the UK by 2017, its largest 
European operation. A merger has been proposed 
between Walmart/Asda and Sainsbury’s in the UK 
(2018). This is however currently being subjected to 
Competition and Markets Authority scrutiny, conse-
quently it is not currently known whether the deal will 
proceed. The most recent developments have been 
in Central America with stores opening in Costa Rica, 
Guatemala, El  Salvador, Nicaragua and Honduras, 
all in 2005. Walmart opened its first store in India in 
2010. The major international operations are listed 
in Table 5.2.

In 1993 Walmart established a division to develop 
and manage its international operations, with the 
anticipation that these would soon contribute over a 
third of the company’s profits. By 2007, the overseas 
operations contributed around 20 per cent.

(Continued)

Country Stores First opened

Mexico 2 412 1991
Japan 340 2002
UK 631 1999
Brazil 498 1995
Canada 410 1994
China 433 1996
Costa Rica 235 2005

TABLE 5.2 Walmart stores outside 
the USA, October 2017
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CASE 5.1 (Continued )

Entry into the German market

Some analysts believed that Walmart’s decision to 
expand into Europe via Germany instead of the UK was 
a strange one given the cultural links between the USA 
and the UK. However, the German market was attrac-
tive as the world’s third largest economy, with 80 million 
people who were Europe’s largest retail spenders. Fur-
thermore, management saw  Germany ideally located 
at the heart of Europe, and an important member of the 
EU. Unlike the UK, Germany is part of the euro zone.

Walmart entered the German market at the end 
of 1997 with the purchase of 21 stores from  Wertkauf 
and added to this in 1998 with the purchase of 74 
Interspar stores from the French company, Inter-
marche. After only four years of operation in  Germany 
it was clear that Walmart was struggling with esti-
mated accumulated losses at around €1  billion, 
although only estimates were available because the 
company published no accounts. The estimated 
losses continued at the same rate and by 2005 the 
company had cancelled its expansion plans, closed 
two stores and laid off 1350 staff. The failure was not 
unique to Germany. In Indonesia and South Korea all 
Walmart stores had either been closed or sold. The 
company was not doing particularly well in Japan and 
Brazil, countries where it had large numbers of stores.

The problems

Many reasons have been given for the failure of Walmart 
to establish itself in Germany. The main ones are:

•	 The nature of the German market. When 
Walmart entered the German market, retail 
spending had stagnated and was about to enter 
a period of decline as the German economy 
slowed down in 2000. In any case the German 
retail market was historically one where only low 
margins were possible. It was dominated by a 
small group of retailers notably Metro, Aldi, Rewe 
and Schwarz (with the brand Lidl). The acquisi-
tion of Wertkauf and Interspar gave Walmart only 
a 1.1 per cent share, which many argued was 
too small to create a critical mass for  expansion. 
 Furthermore, acquisitions were difficult as no 
other firm wanted to sell. Some of the competitors, 
notably Aldi, had strategies and styles very similar 
to Walmart with discounted goods, low prices, 
own brands and a diverse range of products.

•	 The acquisitions. Both Wertkauf and Interspar 
were generally regarded as second class opera-
tors in the German retail market and both had 
relatively poor reputations. Walmart bought 
the stores, but not the land on which they were 
located, giving the new company problems with 
leases and imposing limits on alteration and 
expansion. In any case, Walmart was prevented 
from building big stores by German regulations 
which favoured small to medium stores such as 
Aldi and Lidl. The stores that were purchased 
varied in size, and layout and rarely were they 
in prime locations. As a result, the company 
had difficulty upgrading the stores to match 
Walmart brand expectations. Wertkauf presented 
an additional problem in that all its stores were 
located in the south-west, hardly giving Walmart 
national coverage.

•	 The senior managers. The company employed 
four different chief executives in the first four 
years of its German operation; three American 
and one Englishman. None spoke German 
and Allan Leighton, formerly of Asda, preferred 
to conduct the German operations from a UK 
base. Although German CEOs were appointed 
later, the main language of business was initially 
English. Senior managers from Wertkauf and 
Interspar who transferred to Walmart found the 
level of expenses cut and some were even asked 
to share rooms on overnight stays for company 
meetings. In general, middle and lower level man-
agers felt that their pay was lower than average 
for Germany. Walmart on the other hand was con-
cerned about the high labour costs in Germany.

•	 Corporate culture. Walmart USA prides itself 
on its strong corporate culture across all loca-
tions. The culture stresses customer orientation 
through a friendly, proactive and committed 
staff. This clashed with German expectations. As 
Jürgen Glaubitz of the HBV trade union stated, 
‘German workers do not like to be regarded 
as cheerleaders but as personalities with their 
own ideas and rights’ (Knorr and Arndt, 2003). 
In addition, the German operation was operat-
ing with three corporate cultures: the Wertkauf 
culture, the Interspar culture and that of Walmart. 
Senior management had failed to integrate the 
three cultures.
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CASE 5.1 (Continued )

•	 Supply chain issues. Walmart USA was used to 
wielding considerable power over its suppliers. 
With only a 1.1 per cent share of the German 
market, the company found suppliers unwilling to 
tow the line. Nonetheless, the senior  managers 
behaved as in the USA and demanded access to 
suppliers’ premises to check their operations and 
the quality of the products. This did not go down 
well with German suppliers. As a consequence, 
Walmart failed to build good relationships and 
never established the supply and logistics net-
work it wanted. Walmart’s US buyers made clas-
sic errors in Germany such as stocking US pillow 
cases that did not fit German pillows.

•	 Employee relations. In the USA, Walmart is a 
traditional non-union employer and senior US 
managers failed to appreciate the role of trade 
unions in German business. The company failed 
to join the Employers Association, a key body in 
Germany, and refused to enter into industry wide 
collective agreements. There was a failure to 
consult with the works council, as required under 
German law, and the union received no financial 
data such as profit and loss accounts and bal-
ance sheets. This led to strikes over pay and 
legal battles with the union over recognition and 
information disclosure. Walmart was frequently in 
the courts and frequently fined.

•	 In February 2005, Walmart issued employees 
with a code of ethics. The code forbade them 
from accepting gifts from suppliers and barred 
them from having relationships with colleagues in 
a position of influence over them. All employees 
were asked to report immediately any transgres-
sion of the code via an anonymous hotline. The 
company argued that its stance was ethical and 
protected employees from sexual harassment. 
However, employees were annoyed, the unions 
and the works council objected and ultimately 
the German courts ruled that it was illegal for a 
company to impose restrictions on the nature of 
relationships.

•	 Pricing issues. Walmart’s simple strategy was 
to enter a new market and undercut all its com-
petitors to build market share. In Germany, the 
competition, especially Aldi and Lidl, retaliated 
with their own price cuts and consumers felt that 
Walmart was not offering the best deal. As one 

New York analyst put it, ‘The competition essen-
tially out-Walmarted Walmart’ (Knorr and Arndt, 
2003). A tactic frequently used in the USA was 
the use of loss leaders, selling below cost price 
on a limited range of goods to attract people into 
the store. Such a tactic was contrary to German 
fair trading and anti-trust laws to protect smaller 
firms from unfair competition.

•	 Customer relations issues. In the USA, Walmart 
stores open round the clock, every day. German 
law forbids shop opening beyond 80 hours a week 
and there is no opening on Sundays and public 
holidays. Germany has the most restrictive open-
ing times in Europe; stores in the UK are allowed 
to open for 168 hours and those in France, for 
144 hours. Walmart’s marketing strategy is based 
on the concept of customer service as a competi-
tive edge. In a number of independent surveys 
Walmart Germany was rated below average by 
its customers. Three related practices illustrate 
the problem Walmart had with its  German cus-
tomers. Walmart has always employed  greeters 
and baggers. The greeters engage  customers 
as they enter the store and the baggers help 
 customers by putting their purchases into bags at 
the checkout. Throughout the store there is also 
a 10 foot (3-metre) rule, whereby employees are 
required to offer direct assistance to anyone within 
this distance from them. German customers saw 
greeters as a form of harassment and did not like 
anyone else handling their purchases, especially 
where food was involved. Germans typically do 
not smile at strangers, so the Walmart demand 
that staff smile at customers was an uncomfortable 
experience. In general, customers wanted to be 
left alone to get on with their shopping and saw 
the intervention of Walmart staff as an imposition. 
In addition, some customers believed that these 
extra personnel added unnecessarily to the cost of 
products in the store.

•	 Financial reporting. The company was fined 
repeatedly for failing to comply with German reg-
ulations on the disclosure of financial information 
and it was pursued by the unions through the 
courts, resulting in well publicized legal battles 
including, in 2005, banning Walmarts ethical 
code for employees.

(Continued)
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CASE 5.1 (Continued )

•	 Image and publicity. All the above contributed 
to a generally bad press for Walmart throughout 
its time in Germany. The national trade union 
organization issued warnings to all union mem-
bers about the failure of Walmart to comply with 
the law. In 2006 at the Berlin Film Festival, Ger-
mans watched the premier of a US film, Walmart: 
The High Cost of Low Price, released in the USA 
the previous year. The film exposed Walmart for 
behaving unethically towards employees and 
suppliers and for its corrupt dealings with local 
politicians. The film became a success in Ger-
many. The operation of Walmart in the German 
market coincided with widespread anti-US senti-
ments within Germany over the invasion of Iraq.

Walmart pulls out

By 2006, Walmart had 85 stores remaining in Germany. 
In July that year these were sold to a rival company, 
Metro. In typical fashion, no financial details were dis-
closed but the deal is estimated to have been con-
cluded at less than the value of the assets with a loss 
to Walmart of US$1 billion. Just after the conclusion of 
the deal in Germany, Walmart sold all its stores in South 
Korea and by 2007 operated in only 13 countries. Its 
international rival Carrefour operates in 29 countries. 
Historically, Walmart has always done best in markets 
closest to the USA, namely Mexico and Canada. In the 

UK, Walmart trades as Asda, which is a rare success 
contributing 43 per cent of Walmart’s international rev-
enue. A merger has been proposed between Walmart/
Asda and Sainsburys in the UK (2018). This is however 
currently being subjected to Competition and Markets 
Authority scrutiny, consequently it is not currently 
known whether the deal will proceed.

The failure in Germany is summed up by two aca-
demics thus:

Walmart’s attempts to apply the company’s 
proven US success formula in an unmodified 
manner to the German market, however, 
turned out to be nothing short of a fiasco.

(Knorr and Arndt, 2003, p. i)

Sources: A variety of media and internet sources; 
Knorr and Arndt (2003).

Questions

1 To what extent can the failure of Walmart in 
Germany be attributed to differences in cultural 
values between Germany and the USA?

2 To what extent can the failure be attributed to 
the institutional and regulatory framework of 
Germany?

3 What other factors might have contributed to the 
failure of Walmart in the German market?

SUMMARY

•	 This chapter develops themes introduced in Chapters 2 and 3, namely the view that national 
 cultures, national economic systems and business practices are converging as a consequence of 
globalization. In this chapter we offer a different view, which stresses the influence on business and 
management policies and practices of cultural and institutional diversity.

•	 Convergence is explored as a product of globalization in general and as a product of technology 
transfer and the activities of multinational firms in particular. We conclude that convergence may be 
limited by cultural and institutional diversity.

•	 We acknowledge that culture is a wide ranging topic and define it as a set of values, norms and 
beliefs that enable societies to cope with their environment and groups to integrate. As such it influ-
ences business policies and practices. We view culture and its effect on business through the work 
of contributors such as Hall, Hofstede, Trompenaars and the researchers of the GLOBE project. We 
reveal also the limitations of the use of culture as an analytical tool.

•	 We examine the significance of variations in social and state institutions and how these can influ-
ence business. At the same time we acknowledge the influence of culture on institutions.
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DISCUSSION QUESTIONS

1 What do you understand by the concept of convergence? What is the link between conver-
gence and globalization?

2 What do you understand by the concept of culture? Identify the various forms of cultural differ-
ence (national, ethnic, age, gender, corporate, etc.) that you can see in your own environment.

3 How useful is the concept of culture in explaining the way businesses operate in different 
countries? To what extent can business ideas and management techniques developed in 
one cultural and national setting transfer to another?

4 Assess the contribution of Geert Hofstede to our understanding of business.

5 Based on the data in Table 5.1, what are the implications for joint venture activity between 
three firms from the UK, China and Japan respectively?

6 What do you understand by the ‘institutional’ and ‘business systems’ approaches. How can such 
concepts explain differences between business policies and practice in different countries?

7 What are the arguments for and against the convergence on the Anglo-Saxon system by 
countries such as Germany and Japan?

8 How can convergence and diversity be used to explain the development of and specific 
problems associated with the Japanese economy?

FURThER READING

A useful overview to the theory behind most of this chapter can be found in:

Koen, C.I. (2015) Comparative International Management, McGraw-Hill: London.

An elderly but influential approach to convergence can be found in:

Kerr, C., Dunlop, J.T., Harbison, F. and Myers, C.A. (1973) Industrialism and Industrial Man, Penguin: 
Harmondsworth.

FURThER READING

•	 We explore differences in institutions and regulations and the relationships in the business system. 
We examine how these affect business through an analysis of the differences in the Anglo-Saxon, 
social market and Asian models of capitalism.

•	 We close the chapter by using convergence, culture and institutional frameworks to explain the 
changes in the Japanese economy and the impact on Japanese firms since 1945.

SUMMARY (Continued)
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An excellent overview of the relationship of culture and business and a summary of the main 
research can be found in:

French, R. (2015) Cross-cultural Management in Work Organizations, 3rd edn, CIPD: London.
Hall, E.T. and Hall, M.R. (1990) Understanding Cultural Differences, Yarmouth: USA, Intercultural Press.
Schein, E. (2017) Organisational Culture and Leadership, 5th edn, Wiley: New Jersey.

Good accounts of specific approaches can be seen in:

Hofstede, G.H., Hofstede, G. J. and Minkov, M. (2010). Cultures and Organizations: Software of the 
Mind – Intercultural Cooperation and its Importance for Survival, 3rd edn, McGraw-Hill: New York.

Hofstede has his own website that contains regular updates of his thinking and of country data at www.
geert-hofstede.com (accessed 17 June 2018) including some free tools and self diagnostics.

Holden, N.J. (2002) Cross-cultural Management: A Knowledge Management Perspective, FT/Prentice Hall: 
Harlow.

House, R.J., Javidan, M., Hanges, P.J. and Gupta,V. (2013) ‘The GLOBE Study of 62 societies, 1st Kindle 
edition.

Trompenaars, F. and Hampden-Turner, C. (2012) Riding the waves of Culture: Understanding Diversity in 
Global Business, 3rd edn, Nicholas Brierley Publishing, London.

The institutional and business systems approaches are covered by:

Dore, R. (2000) Stock Market Capitalism: Welfare capitalism: Japan and Germany versus the Anglo-
Saxons, Oxford University Press: Oxford.

Hall, P.A. and Soskice, D. (eds) (2001) Varieties of Capitalism: The Institutional Foundations of Compara-
tive Advantage, Oxford University Press: Oxford.

Morgan, G. and Whitley, R. (eds.) (2014) Capitalisms and Capitalism in the 21st Century, Oxford Univer-
sity Press: Oxford.

Hart, S.L. (2010) Capitalism at the Crossroads: Next generation Business Strategies for a Post-Crisis 
World, Prentice Hall, London.
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6 Organizational aspects of business

7 Management and leadership

8 Strategy

9 Business ethics and corporate social responsibility

PART TWO
ORGANIZATIONAL AND STRATEGIC CONTEXTS
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LEARNING OBJECTIVES At the end of this chapter you should be able to:

•	 Illustrate the interrelationships between goals, structure, ownership, size and organiza-
tional and corporate culture.

•	 Explain the nature of goals, the role they play and the causes and consequences of goal 
conflict in organizations.

•	 Identify the factors influencing organizational structure, explain the different types of 
structure and assess the suitability of different types of structure in different situations.

•	 Critically assess the factors that lead to structural change and the relationship between 
structure and performance.

•	 Explain the different forms of ownership and articulate the relationship between owner-
ship and control.

•	 Assess the differences between management and control in the public and private sectors 
and the impact of privatization.

•	 Explain the impact of organizational size on business behaviour.

•	 Define the small firm and assess its role in relation to owners, customers and the 
economy.

•	 Explain the different approaches to examining company culture and critically assess the 
contribution of company culture to organizational performance.

ORGANIZATIONAL ASPECTS 
OF BUSINESS

6
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INTRODUCTION

In the previous four chapters we have examined how aspects of the environment interact with 
business. Such aspects constitute the outer level of our Business in Context model. In this chapter 
we examine a second level of interaction and influence belonging to the organization itself. We 
will consider five aspects in our model:

•	 goals

•	 structures

•	 size

•	 ownership

•	 organizational and corporate culture.

As with other aspects of the model, there is considerable interaction and overlap between these 
organizational issues. As well as pointing out the areas of overlap in each individual section, the 
way that issues relating to goals, ownership, structure and size come together is examined in more 
detail through the concept of organizational and corporate culture.

GOALS

In this section the nature of organizational goals will be examined, the purposes they serve and 
how they emerge. The potential problem arising from a number of goals operating in the same 
organization will also be considered. We often speak of organizations like Tesco and Microsoft 
or even our own college or university as having goals. In doing so we are ascribing behaviour 
to an abstract entity. In reality, organizational goals are the product of some person or group, a 
theme which flows through this section.

There are cases where goals persist in organizations over time and assume a life of their own. 
A good example of this would be the goals and values set out by Bill Hewlett and Dave Packard in 
the early days of US electronics firm Hewlett-Packard, which is now known as HP Inc. These goals 
persisted long after the two founders had retired. In Case 6.4 we explore the origins of these goals 
as part of HP’s corporate culture and examine the changes in recent years as the company lost its 
dominant market position. In Chapter 9 we will see that many companies set out statements of 
ethical intent and corporate social responsibility, which are intended to have meaning independent 
of the personnel involved. It is for this reason that we discuss goals in the context of organization 
rather than strategy. Nevertheless, we acknowledge the link between goals and strategy and return 
to this in Chapter 8. Managers often use goals and their articulation with the assumption that a 
clear formulation of goals will influence performance. In the internal management of organizations, 
this assumption has been translated into a set of techniques aimed at influencing the behaviour 
of individual members, known as management by objectives or MBO (Drucker, 1964). Where 
MBO is used, the goals for the organization as a whole are generally broken down into individual 
goals or targets for each manager, forming a network of interconnected and internally consistent 
goals. The most effective MBO schemes tend to be those where there is some measure of negotia-
tion between manager and subordinate over the precise nature of the goals to be achieved by the 
subordinate. This raises two points: that goal formulation is part of a political process and that 
goal achievement is undoubtedly related to the extent to which goals are shared by members of the 
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organization. MBO is however not without its critics, indeed Deming (1986) argued that a focus 
on objectives and production targets when misapplied becomes detrimental to product quality.

The relationship between goals and performance is uncertain, and even where such a rela-
tionship can be shown, it is unclear how it works. The use of goals to determine performance is 
easiest to understand where jobs or tasks are straightforward, so that clear targets can be set and 
performance measured. Many jobs are more complex and performance measurement is difficult 
to achieve. Furthermore, employees may be expected to achieve goals that could conflict with one 
another or with those of other workers. An example of this might be a sales person who is given a 
sales target based on revenue or volume of goods sold, whereas a financial controller might have 
a goal of achieving a level of profitability.

Not every company has clearly identified goals. For many small firms (as well as some larger 
ones), goals remain the unstated or implicit intentions of the owners; they may be thought of only 
in the vaguest of terms; employees may be unaware of them, and may give priority to their own 
personal goals, sometimes bringing them into conflict with management.

The stated goals of an organization exist to give direction to the activities of its members. In many companies, 
goals comprise both an overall statement of intent, sometimes referred to as a mission statement, and a set of 
more detailed objectives to guide strategic planning. Since many organizations are made up of different interest 
groups the formulation of goals can be a highly political process. This can cause conflict, but the goals of most 
businesses are generally accepted as being those of the senior management team. Goals often have a role in 
shaping the culture of an organization.

KEY CONCEPT 6.1 ORGANIZATIONAL GOALS

Examine the websites of some companies with which you are familiar. What can you learn from their mission 
statements and statements of corporate objectives? 
 In your opinion do they live up to these statements?

REFLECTION POINT

The nature of goals
Allowing for the contention that organizations can engage in goal seeking behaviour, this defi-
nition sees goals in terms of the future orientation of the company, but stated in rather loose, 
broad terms. A popular notion is that business firms should possess some superordinate goal, 
the maximization of profit. This view has been challenged. Some, like Handy (1993), see profit 
as a by-product of other goals like survival, market expansion and enhancing reputation. Marris 
(1964) sees profit as less important than growth. The reality is that the goals vary over time and 
can vary as a product of cultural differences. The variation of goals over time is best illustrated 
by reference to the public sector. These are organizations such as the police, health services or 
universities which have historically been viewed as public service organizations, with the emphasis 
on service, though recent changes have widened the goals to incorporate notions of best value 
and the term new managerialism is used to describe strategic shifts that have taken place. As we 
see below, the concept of goals is used differently by different writers. Some see goals as a generic 
concept, while others see them as part of a hierarchy of a generic concept that they define as 
strategic intentions. In this chapter we use the concept of goals in its broadest context.
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Miller and Dess (1996) place concepts such as goals, objectives and mission as different forms 
of strategic intentions, in which goals are linked to vision, mission and objectives. These can be 
arranged in a hierarchy as follows:

•	 Vision relates to the future orientation of the organization and describes the kind of 
 organization it ought to be.

•	 Mission is a statement of the key values, which define the purpose of the organization and, 
perhaps, its distinctive competitiveness.

•	 Goals are more specific statements of intent than mission statement, but are still broad 
and generalized. Described by Porter (2008) as ‘the desires and reactions of an individual, 
organization or group in an achievement context’.

•	 Objectives are the operationalization of the goals.

In Chapter 8 we locate strategy within this list as part of a hierarchy of intentions.

how goals are developed
Our understanding of how goals develop owes much to the work of Cyert and March and their 
Behavioural Theory of the Firm (1963). They see organizations in terms of individuals and groups 
who combine to pursue mutual interests as coalitions. The interests need not be shared but the 
coalition is recognized by all participating interest groups as the most effective way of achieving 
their goals. This view of the firm reappears in Chapter 8 under our discussion of behavioural 
approaches to strategy formulation.

An interest group may be an entire department, such as marketing or research and development, or 
it might be a particular section within that department, such as a project team. It may even be a less 
formal grouping of managers within a department who collectively wish to pursue a specific policy. The 
creation of such interest groups may be a deliberate structural device. For example, senior management 
at Procter & Gamble felt that its interests could best be served through the creation of teams based 
around ten primary groups of products. The aim was the creation of healthy competition between 
product teams, and competition and justification of resource allocation which would operate in the 
best interests of the firm as a whole, creating value for shareholders. A more detailed discussion of 
the relationship between goals and structure may be found in the next section.

Interest groups can emerge owing to the complexity of the organization’s task and/or its 
environment, requiring a degree of internal specialization to deal with specific problems, such as 
product development or external bodies such as banks. Interest groups may also develop infor-
mally, cutting across formal structures.

Each interest group will determine its goals by reference to the information it collects. Such 
information generally includes comparative data on other organizations on such issues as price, 
product design and criteria for success. Many interest groups, for example, establish their goals 
in relation to competing groups in the same organization.

The important point made by Cyert and March is that groups deliberately limit strategic choice 
by selecting information from the range available and, having decided upon a course of action, often 
fail to consider other strategies. This is perfectly understandable given the range of information and 
the time available to make decisions. Such a process is sometimes referred to as bounded rationality.

Interest groups combine to form coalitions and in any one organization there will be a number 
of such coalitions. They are created by a process of influence, negotiation and bargaining between 
interest groups. It is out of this process that the goals that guide the behaviour of organization 
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members emerge. However, in any one organization there is usually a group that may be identi-
fied as a dominant coalition. Once established, the dominant coalition will set up procedures to 
ensure that their goals are pursued by the organization as a whole. Such criteria will normally 
include establishing the procedures for staff selection, promotion and reward as well as laying 
down the rules of operation. The dominant coalition usually comprises the senior management 
of an enterprise. However, certain groups align themselves with top management to ensure their 
goals are well represented. Even in those organizations where decision making proceeds along 
more democratic lines, as in many universities, the various coalitions will compete for member-
ship of committees at which decisions about such issues as resources are taken.

In short, the ability of groups to pursue their goals depends on the power they wield in the 
organization, which may depend on a number of variables. These may include their position in 
the hierarchy, the skills of group members, the resources they command and whether or not their 
role is seen as legitimate by the rest of the organization members.

It is inevitable that different coalitions will pursue different interests and that some will com-
pete. The process of influence, negotiation and bargaining may be termed organizational politics. 
Such a concept tends to be viewed pejoratively and political activity in business firms is often seen 
as a problem. Yet, if we subscribe to the views of Cyert and March the process is an inevitable 
prelude to goal setting.

Are Cyert and March correct in their view of how goals develop?

REFLECTION POINT

Multiple goals
In any organization made up from different interest groups some conflict over goals is inevitable. 
Later in this chapter we examine goal conflict emerging from the separation of ownership and 
control, and the issues arising from the ‘agency problem’. Handy (1993) presents several examples 
of goal conflict, including that between the sales and production departments. The goals of the 
sales department are often measured by volume turnover, while those of the production depart-
ment are measured by cost efficiency. We return to this particular problem in Chapter 11, when 
we depict the classic dilemma of the production department as that of satisfying the twin demands 
of customer satisfaction and operating efficiency.

In some cases such conflict can be seen to operate against the best interests of the organization. 
A study by Selznick (1949) of the Tennessee Valley Authority is viewed as a classic of its kind. 
An emerging organization, formed to solve the problems of irrigating and redeveloping a vast 
area of the USA in the Tennessee Valley, tackled its job through delegation and specialization. 
In this case, each specialist division within the organization developed a greater commitment to 
its own goals than those of the organization as a whole. This fragmented the total effort and 
resulted in groups devoting a great deal of their time to legitimizing their activities and compet-
ing for resources. This set up conflicts with other groups, which strengthened the resolve of each 
to pursue its own goals. Burns and Stalker (1966) noted how conflict developed between the 
production and research and development departments in certain Scottish electronics firms, with 
the subsequent decline in their competitive standing.

In such cases, activities move away from dealing with customers or even coping with external 
changes in the market to focus on the resolution of internal tensions and management becomes the 
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CASE 6.1 ZSL LONDON ZOO

ZSL London Zoo in Regent’s Park, in the centre of 
London, faces many of the problems of urban zoos; 
relatively cramped and inappropriate conditions for 
keeping large animals in captivity, little prospect of 
expansion, falling attendance and increasing opposi-
tion from animal welfare groups. From its heyday in 
the 1950s when the zoo regularly attracted three mil-
lion visitors a year, attendance figures fell to around 
one million in 2001. Furthermore, the zoo has pursued 
a policy of removing its larger animals to its sister zoo, 
ZSL Whipsnade. These were a particularly popular 
attraction. By 2012 attendances had risen with 1.6 
million visiting the zoo in its London and Whipsnade 
locations, although London itself attracted 1.1 million 
of these.

This case study goes back to the events of the 
early 1990s when goal conflict was brought to the 
fore as different groups fought for control of the stra-
tegic direction of the zoo. In 1991, London Zoo faced 
a financial crisis and closure was imminent. The sur-
rounding debate between the owners, the managers 
and employees was a good illustration of goal conflict 
within a complex organization faced with consider-
able external problems. The case also examines 
subsequent changes and their effect on the future 
of the zoo.

London Zoo and its sister zoo, Whipsnade, are the 
property and responsibility of the Zoological Society 
of London (ZSL), a body made up of fellows elected 
on the basis of some special interest and expert 

management of internal coalitions. Case 6.1 illustrates issues of goal conflict in ZSL (London Zoo) 
that were brought to the surface at the time of financial crisis in the early 1990s. In many organiza-
tions conflict often remains hidden, emerging only when problems get out of hand. In most situations 
conflict can be contained and managed. A similar situation occurred within the BBC during the sum-
mer of 1993. Viewing figures revealed that BBC1 was achieving only 29 per cent of the television 
audience against ITV’s 41 per cent. This created a much-publicized debate about the future direction 
of BBC programming and there was a belief among senior managers at BBC1 that it was catering 
for an elite upper income, middle class audience and needed to widen its appeal. This debate led to 
allegations of autocratic management and a stifling of creativity, which led to conflict between fac-
tions within the organization. The debate as to the primary purpose of the BBC continues. March 
2018 saw an impassioned plea from the Director General of the BBC to staff to respond to the threat 
of fake news and the rise of the US west coast giant media companies such as Amazon and Google.

We can see that it is normal for many goals to exist in most organizations. However, not all 
conflict of this kind is necessarily a problem. It would appear to be limited by four factors:

•	 Most groups in an organization will agree to those goals formulated by senior manage-
ment as a means of achieving their own goals. This is the result of a bargaining and negoti-
ating process between interest groups.

•	 Most organization members would appear to accept the goals of top management with 
little question. This would seem to be an implied element of the employment contract.

•	 The dominant coalition normally sets up controls to ensure compliance to their goals. Such 
controls have been alluded to earlier and include selection procedures, induction and train-
ing to ensure that rules are followed. In addition, management can use technological con-
trols in the form of work design and job allocation, and financial controls in the form of 
budgets and reward systems. In such ways as these, the managers of organizations ensure 
at least a minimum level of compliance with their chosen goals.

•	 In many firms senior management acknowledge that different groups may have their own 
goals which need to be satisfied.
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knowledge in zoology and its related fields. The zoos 
had experienced financial problems for a number of 
years. In 1988, the society commissioned a consul-
tancy report, which recommended that the two zoos 
be run in a much more commercial way. The process 
began with the reduction in the number of animals, a 
marketing campaign to attract more visitors, the intro-
duction of a more business oriented approach and 
a number of organizational changes. Among these 
were wholesale changes in the terms and conditions 
of employees. Zoo employees were put on a consoli-
dated pay scale and for the first time were faced with 
appraisal and performance related pay. At the same 
time the problems facing the zoo were cushioned by 
government backing of £10 million.

Despite the changes, the recession in 1991 
caused a decline in paying visitors and news of clo-
sure was leaked to the press. Paradoxically, this led to 
a sharp increase in visitors to the zoo, perhaps sens-
ing their last chance to visit. An appeal was launched 
and the management embarked on fundraising and 
cost cutting exercises. A panda was borrowed from 
China in an attempt, amid much publicity, to mate 
London’s own panda and a version of the popular 
television programme, Blind Date, was used to gain 
maximum coverage. It became particularly important 
to focus on specific attractions since parts of the zoo 
had been closed because they were unsafe. Poli-
cies to reduce the number of animals kept were well 
advanced. Almost every day saw more animals leave 
the zoo for other destinations or to be destroyed. At 
the same time, the number of employees was cut by 
one third. This necessitated jobs being combined 
and keepers, who were used to specializing in a par-
ticular area, were asked to take on a range of tasks 
with different types of animals with a consequent 
impact on motivation and staff morale.

These changes highlighted differences between 
various groups associated with the zoo. Goal  conflict 
has never been far from the surface. As with any zoo 
there is a tension between those who see the zoo 
as a focus and means of academic research into 
zoological matters and those who see it primarily as 
a form of entertainment for the public. Some of the 
cruder attempts at commercialization were anathema 
to the former group. In general, the shift to a busi-
ness management approach brought tensions to the 
surface and factions emerged. The members of the 
Zoological Society were one group, the management 

of the zoo another, and a third comprised those keep-
ers and researchers who made up the majority of the 
zoo’s employees. Within these groups there were 
differences. Some fellows saw commercialization as 
the only means of survival. Others, however, banded 
together as a reform group opposed to blatant com-
mercialism and questioned the policies of the zoo’s 
management. There was a general debate about 
the role of zoos in society and the role governments 
might play. The £10 million grant was unusual for a UK 
government, intent on creating a non-subsidized free 
market society. Despite this financial gesture, many 
of the fellows were openly critical of the government 
and cited a much greater financial backing given to 
zoos in other countries. There was a strong belief that 
no longer could zoos support themselves. The reform 
group formed a coalition with a group of employees 
who had established themselves as a survival group, 
and who were a useful source of information to the fel-
lows on daily events at the zoo. Within the employees, 
a number of issues emerged. The primary concern 
of one group focused on changes in their terms of 
employment. Another group expressed the greatest 
concern at the loss of animals and the difficulties of 
providing adequate care for those remaining. Some 
researchers saw the crisis as an ideal opportunity 
to further their claim that greater attention should be 
paid to academic research and the furtherance of 
zoological knowledge.

The financial appeal and various marketing ploys 
were partially successful, but the impact was essen-
tially short term and when, in 1992, the zoo made 
further losses and failed to achieve its targets for the 
number of visitors, closure seemed inevitable once 
again. The zoo was saved by a donation from the 
Emir of Kuwait as a gesture of gratitude to the British 
people for their part in the first Gulf War. The pub-
licity surrounding this donation and the plight of the 
zoo led to more donations. The basic divisions per-
sisted. There were still those who wanted the zoo to 
become a profit making theme park, and proposed 
that animals be placed in realistic sets to mirror their 
natural habitat, as well as the addition of a state of 
the art aquarium. On the other hand, there were those 
who saw that the zoo’s only chance for public sup-
port, and hence survival, lay in the preservation and 
breeding of endangered species. This battle for the 
ideological heart of London Zoo was dubbed by the 
media as the suits versus the beards.

CASE 6.1 (Continued )

(Continued)
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In the event, the theme park and aquarium con-
cept, at a joint estimated cost of £95 million, was 
deemed too expensive. The zoo focused, instead, on 
conservation work and launched an extensive mar-
keting campaign around the concept of ‘Conservation 
in Action’. Part of the campaign was the introduction 
of an animal adoption programme, in which members 
of the public and organizations could sponsor partic-
ular animals. The campaign attracted a great deal of 
media attention through the support of national celeb-
rities and through a BBC programme, Zoowatch.

In 1997, the zoo announced an operating surplus 
of over £1 million. Since then the zoo has attracted 
lottery funding and government support for special 
projects. Such funding has been relatively small and 
the zoo continues to be dogged by problems.

At the end of 2001, a keeper was crushed to death 
by one of the elephants during a public exhibition. 
The zoo came under attack from the Royal Society 
for the Prevention of Cruelty to Animals (RSPCA) and 
other animal rights and welfare organizations over 
its treatment of animals. They cited the reduced life 
expectancy of most zoo animals, which in the case 
of elephants was less than half that of animals in the 
wild. Part of the problem was the inappropriate nature 
of many of the buildings. Several of the buildings in 
Regent’s Park are of considerable architectural interest 
and the zoo contains 12 listed buildings. For example, 
the penguin pool, designed by Lubetkin in 1934, is 
hailed as a masterpiece of modernist architecture, yet 
is far from the ideal habitat for penguins. Continuing 
attempts have been made to refocus the zoo around 
conservation but use this to attract the paying public. 
The key was the bringing together of entertainment, 
conservation and research. This was a clear attempt 
to move away from the image of a learned society to 
that of engaging the public in issues of conservation. 
The zoo, ever concerned for publicity and income from 

a variety of sources, was keen to stress the use of the 
reptile house in the first Harry Potter book and film and 
its use as a location in the popular film About a Boy.

The conservation theme has persisted and the 
2013 slogan of the Zoological Society was  ‘Living Con-
servation’. Research appears to have been strength-
ened by closer ties between the research arm of the 
Zoological Society and University College,  London. 
Funding remains a constant theme and the focus 
has shifted to emphasize the zoo’s charitable status. 
Events using the animals have been staged to raise 
awareness and there have been fundraising galas 
involving celebrity hosts, charity concerts and char-
ity runs such as the ‘ZSL- London Zoo 10km Stam-
pede’ which has raised close to £300k since 2012. 
The financial status has improved and a surplus was 
achieved in the four years up to 2012 which continues 
to the current day. However, as in any  organization 
where finances are tight, tensions are never far from 
the surface and the zoo struggles to balance com-
mercialization and conservation research.

Sources: Personnel Management Plus (July 1993); 
 Management Today (July 1993); Marketing (April 1994); a 
variety of media and internet sources (1993–2018).

Questions

1 Identify the various interest groups in ZSL  London 
Zoo and the nature and origins of the goal conflict 
between them.

2 To what extent are the financial problems affect-
ing ZSL London Zoo since the early 1990s a 
product or a cause of the goal conflict? What 
other factors were at work?

3 What strategies may be most suited for ZSL 
 London Zoo over the next ten years? What 
should be the main goal of the zoo and what 
issues of goal conflict may arise?

CASE 6.1 (Continued )

Are several goals necessarily a source of conflict?

REFLECTION POINT

This section has depicted the formation of goals as a complex process involving the resolution 
of external influences and internal politics. As such, the system is highly dynamic. Changes in the 
goals will occur with changes in the external environment, such as market demand, technology and 
 government policy, as well as changes that take place between interest groups within the organization. 
A change in ownership or top management may lead to a shift in emphasis of the firm’s operations.
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Goals are not formalized, meaningless statements, but the products of an interactive and 
dynamic process. The changing of goals in the face of external and even internal changes is seen to 
be a prerequisite for the survival of the organization. Those managers who cling to inappropriate 
goals would appear to place their companies at risk. However, the assumption that the existence 
of explicit statements of intent, such as goals, is linked to superior company performance has not 
been widely researched and when it has been, the findings tend to be inconclusive. Bart and Baetz 
(1998) in their study of links between mission statements and performance among large Cana-
dian firms concluded that there was no automatic connection between mission and performance. 
However, there was evidence of superior performance where a firm had a mission statement to 
which management subscribed and also where the mission statement had been produced as a 
result of some form of employee involvement. There would appear to be clear links here to issues 
of commitment and corporate culture, issues we deal with later in the chapter.

In much of our discussion of goals there are clear implications for organization structure and 
it is to this we now turn.

STRUCTURE

A theme in our discussion of goals was that organizations are made up of interest groups formed 
as coalitions. One of the factors that may facilitate or inhibit the way these groups pursue their 
goals and whether such goals may be achieved is the structure of the organization. In this section 
we will examine how structures develop, the variations that occur in structural type, and their 
impact on performance. You should note, however, that any discussion of structure is biased 
towards the large firm, and most of the studies in this area are of large corporations. This is 
inevitable in that structural problems tend to be associated with size and complexity.

A structure is concerned with the grouping of activities in the most suitable manner to achieve 
the goals of the dominant coalition. It is concerned with:

•	 the organization of work around roles

•	 the grouping of these roles to form teams or departments

•	 the allocation of differential amounts of power and authority to the various roles

•	 job descriptions, mechanisms for coordination and control, and management information 
systems.

In Chapter 2 in our discussion of globalization we introduced issues of structure facing manag-
ers today, particularly those working in a global company. We examined outsourcing, alliances 
and joint ventures. These topics are concerned with structures.

Child (2015) recognizes the increased complexity of organizations. He identifies a number of 
choices that lie at the heart of structure. These are:

•	 The nature of the hierarchy, for example, whether it is tall or flat.

•	 The degree of specialization. In particular structures this will reflect the combined influence 
of hierarchy and specialization.

•	 The type of grouping, deciding which tasks should be placed together.

•	 Rules, schedules and systems and in particular how rigid or flexible working practices 
should be.
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•	 Integration in terms of the mechanisms to be used to achieve effective coordination and 
operations throughout the organization.

•	 The nature of control mechanisms. In contemporary organizations the nature of both inte-
gration and control have changed as a result of developments in information and commu-
nications technology (see Chapter 4), more especially the use of email and more recently 
Facebook and Twitter. One effect of this has been the reduction in the number of manag-
ers, a theme we return to later in this chapter when discussing delayering.

•	 The nature of the reward systems. This is linked to structure in that reward can be based 
on hierarchy or, for example, more flexibly on performance.

•	 The extent of cross-boundary and cross-border activities, especially outsourcing, alliances 
and joint ventures.

Child speaks of choices, which assumes that senior managers have a choice and that structures 
can be deliberately created to affect overall performance. We will now examine those factors that 
can influence a firm’s structure to determine the extent to which structures can be manipulated 
by management.

An organization structure is a grouping of activities and people to achieve the goals of the organization. Consid-
erable variation is possible in the type of structure employed and the influences include management strategy, 
technology, size, the nature of the environment, the behaviour of interest groups, the firm’s history and wider 
cultural factors. In general terms, a particular structure emerges to maximize the opportunities and solve the 
problems created by these influences. In practice, however, the evidence concerning the influence of structure 
and performance is very patchy.

KEY CONCEPT 6.2 ORGANIZATION STRUCTURE

Factors that influence structure
We can identify a number of factors that influence structure. We examine first the relationship 
between structure and strategy and in particular the seminal work of Alfred Chandler (1818–2007) 
and then identify other influences: technology, size, changes in the environment, culture and inter-
est groups. Despite the age of the work, it continues to stand up to current scrutiny.

Strategy and structure and the work of Alfred Chandler
The relationship of strategy to organizational structure owes much to the work of Alfred Chan-
dler (1962) and his historical study of structural change in 70 of the largest US companies at the 
time. The biggest change he discovered was the shift from functional to multidivisional structures 
as a consequence of changing strategies (the essential features of these structures will be identi-
fied in the following section). He presented a case study of the development of four companies, 
DuPont, General Motors (GM), Standard Oil and Sears Roebuck. Whilst he claimed that structure 
follows strategy, Chandler argued that the relationship between structure and strategy is complex 
(more so than many summaries of Chandler acknowledge). He found that structure did not auto-
matically follow strategy and that managements often needed a crisis before they would agree to 
structural change. He also found that multidivisional structures were not without problems and 
that in some cases structures could influence strategy.

Chandler viewed the relationship between strategy and structure as dynamic and evolutionary. 
He identified several stages in the development of US capitalism. These were cycles of growth and 
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consolidation, each with its own implications for the organizational structures of the emerging 
large corporations in his study:

•	 The growth of mass markets and the development of the techniques of mass production 
were accompanied by vertical integration to ensure the supply of materials and secure dis-
tribution channels, and by horizontal integration through takeovers to maintain growth. 
This was the classic strategy in the early days of Ford.

•	 Expansion brought its own problems of coordination and control and subsequent ineffi-
ciency. These were solved by the growth of professional management and the development 
of organizations structured around specialist functions, such as marketing and finance; a 
functional structure.

•	 As markets became saturated and the benefits accruing from organizational restructuring 
slowed down, new markets and products were vigorously pursued by overseas expansion 
and R&D respectively.

•	 Once again these developments brought their own problems of coordination and control. 
This time a new form of structure emerged. All four firms in Chandler’s study had adopted 
a multidivisional structure by 1929, with DuPont and GM leading the way.

For example, DuPont needed to search for new markets following its loss of military contracts 
and the subsequent crisis of financial loss. GM had expanded rapidly and developed the largest 
range of products of any car company, bringing problems of control and, like DuPont, it faced 
the crisis of financial loss. Sears was confronted by the need to switch from mail order to retail as 
population movement and concentration changed the nature of its traditional market, a large but 
scattered population in rural America. Standard Oil faced the restrictions imposed by anti-trust 
legislation and was forced to expand its already considerable overseas presence, adding greatly 
to problems of coordination and control.

In each case the solution was the creation of several divisions, with each division operating as 
a profit centre, almost a business in its own right. Divisions were either based around products 
or geography or both. By the early 1940s the multidivisional firm was common among US multi-
nationals and was seen as a solution to the problems of coordination and control. Inevitably 
there were problems with the new structures, mainly a result of the tensions between a central 
headquarters and the independent divisions.

Despite its age, Chandlers work continues to be the seminal work on the relationship between 
strategy and structure.

A multidivisional company comprises a number of business units which may pursue markedly different types 
of business activity. The business units operate as profit centres and are centrally coordinated by a corporate 
headquarters, which may also control certain central services, such as research and development, and finance. 
This kind of structure was developed in the USA in response to business growth and complexity.

KEY CONCEPT 6.3 ThE MULTIDIVISIONAL COMPANY

Stopford and Wells (1972) also noted a strong influence of strategy on structure. Like  Chandler, 
they too noted the shift from functional to multidivisional structures with expansion interna-
tionally. However, they identified that product divisions and geographical divisions resulted 
from different influences. The creation of product divisions was a function of increasing product 
diversity in foreign markets, while area or geographical divisions resulted as foreign sales grew 
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in proportion to total sales. They noted that further expansion and complexity resulted in global 
matrix organizations (defined in the next section).

There would seem to be a logic that dictates the influence of strategy on structure. For example, 
a firm wishing to be a product leader in a technologically sophisticated product market will have 
a correspondingly large R&D department in terms of both investment and employees. A firm 
that places a great deal of emphasis on cost controls may have a larger than average accounting 
department. There are, however, complicating factors. We can see cases where structural change 
may not be necessary or at least delayed by the sheer market power of the firm, as in the case of 
IBM. The company was a clear technical leader and held a dominant position in the mainframe 
computer market throughout the 1960s and 1970s. Its functional structure was highly specialized, 
highly bureaucratic and slow moving. As a result, IBM failed to respond to market changes and 
only did so with decentralization and divisionalization in the mid-1980s, enabling it to compete 
aggressively in the personal computer market. Disinvestment in older technologies and a focus on 
new development over the last 20 years has seen IBM become a major player in supercomputing 
but also the developer of the chipsets which drive both the Microsoft Xbox and Nintendo Wii 
games controllers. At the present time IMB holds over 40 000 live technology patents.

There is also a case for arguing that structure can determine strategy. This was acknowledged 
by Chandler (1962) who saw that, with the switch to a multidivisional structure, managers at 
HQ became less overloaded and could engage in more long term planning. Furthermore, the 
multidivisional structure meant that expansion was now relatively simple through the addition 
of other divisions. However, Chandler also noted that those firms that chose to expand through 
the acquisition of other firms once again overloaded HQ staff.

What problems do multidivisional structures solve and what problems might they create?

REFLECTION POINT

Other influences on structure
Technology For some, technology is the most important, if not the sole, determinant of a firm’s 
structure. This is part of the concept known as technological determinism. Much of the work in 
this area is indebted to Joan Woodward’s (1965) work on the impact of technology on a  hundred 
manufacturing firms in South-East UK. She and her research team found that differences in manu-
facturing, from small batch to mass production to process technology, resulted in corresponding 
differences in a number of factors. These included the size and shape of the management hier-
archy, the proportion of management to other employees, the proportion of direct to indirect 
labour, and the number of subordinates controlled by any one manager (the span of control). 
Technology has a clear influence in manufacturing industry. A car plant has departments created 
by the flow of the product through a number of processes. The press shop creates car parts out 
of rolled steel. The sub-assembly department then welds these parts together, from where they 
enter the paint shop to be sprayed. After this they enter the stage of final assembly where the car 
body is joined by engine and transmission parts. Increasingly these processes are fully automated 
through the advanced use of robotics.

Size Other researchers find size to be a more significant variable in influencing structure than is 
technology. This was a particular theme of a group of academics at Aston University in the 1960s 
and 70s (see, for example, Pugh, 1969). As firms increase in size, additional problems are created 
in terms of coordination and control, often necessitating structural changes. For example, as the 
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business expands the owner of a small business often faces increasing pressures on their time and 
span of attention. No longer is he or she able to maintain a close control of operations and act 
as the focal point for customers, as well as managing administration, purchasing, supply chain, 
staff management and payroll. In such cases some formalization and delegation is inevitable and 
a stage is reached when small businesses take their first steps towards bureaucratization. Such 
changes in structure with increasing size can be viewed in large as well as in small firms. We can 
see with Dow Corning in Case 6.2 that structural changes were made as the company expanded 
its product range and its markets. The way firms respond to size may vary, resulting in different 
types of structure, which we identify in the next section. While there are obvious connections 
between size and structure, the complexity of an organization’s operations may have a bigger 
impact on its structure than sheer size.

Changes in the environment Generally, organizations need to adapt to their environment to 
survive. An important feature of that adaptation is structural. Burns and Stalker (1966) noted 
that technological and market changes in the post world war two electronics industry were best 
served by a less bureaucratic, more flexible kind of organization. Such organic structures were 
an essential element in the firms’ ability to cope with a fast changing environment, and firms that 
retained their traditional bureaucratic or mechanistic structures were much less successful.

This concept of the structure fitting the dominant aspects of the firm’s environment is the major 
theme in the work of Lawrence and Lorsch (1967). They believe that different tasks in the organi-
zation are confronted by different environmental problems and demands. These differences should 
be reflected in the structures of the departments carrying out those tasks. In their study of the 
plastics industry they found a highly uncertain technological environment that called for a flexible 
R&D function, while the demands imposed on the production department were more predictable, 
enabling a more traditional, bureaucratic structure to operate. The structural implications of Law-
rence and Lorsch’s analysis do not end with what they term the differentiation of functions. To 
operate effectively, all organizations so differentiated must establish integrative devices, which might 
include a committee structure or designing special coordinating roles. Google place great emphasis 
on the socio-cultural aspects of their organization and much of their success in continuous inno-
vation in their markets is attributed to the integration of this with a flat organizational structure.

Culture The influence of culture on structure should not be underestimated. Firms in different 
countries often reflect different emphases. For example, US firms tend to stress the legal, finance 
and marketing functions, while those in Germany tend to feature operations. Studies on such 
aspects as the shape and extent of the management hierarchy have also noted differences between 
countries (Brossard and Maurice, 1976; Trompenaars, 1993). For example, the hierarchies in 
French firms tend to be steeper than in the UK, and much steeper than in Germany. Structure may 
also reflect specific organizational cultures; for example, those firms favouring the involvement 
of employees in decision making may set up participative forums to facilitate this. John Lewis 
is an employee owned partnership where profits are shared and decision making is open and 
transparent. Partners (employees) are encouraged to feel pride in belonging to the organization. 

Interest groups The preferences of the dominant coalition can exert considerable influence on the 
structure, as can the demands of stakeholders. Those firms where the owners play a major role 
in management tend to be highly centralized. In the public sector, the pressure for accountability 
often results in elaborate financial control mechanisms and bureaucratic procedures. In some 
electronics firms, the pressure from banks on lending may in times of recession lead to reductions 
in development activities, with a corresponding impact on the size of the R&D function. 
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Two points emerge from our consideration of the six influences above:

•	 First, there is considerable overlap between factors. For example, the structural changes 
of firms like DuPont and IBM link technology, size and strategy; the different structural 
routes taken by firms in different countries are a function of both cultural differences and 
variations in environmental factors. In short, the structure of an organization can only be 
explained by reference to a number of interrelated factors. This is illustrated in the Dow 
Corning case study.

•	 Second, our analysis raises the issue of management choice in determining the structure of 
an organization. Are structures creative innovations to implement changing strategies or are 
they the inevitable consequences of adaptation to prevailing influences?

Types of structure
In this section we present a brief review of structural types and examine some trends in organiza-
tion structure.

Very few organizations conform precisely to a particular structural type. In some organiza-
tions a particular kind of structure predominates, while others display a variety of types. We will 
explain the basic characteristic of each type and present in Table 6.1 a summary statement of the 
supposed advantages and problems associated with each one. As mentioned earlier, structure does 
not emerge as an issue until a firm reaches a certain size. Many small firms have no apparent struc-
ture at all, beyond a centralized control system, but even this is not inevitable, as in the case of 
partnerships between professional people. We identify five main types of organization structure.

TABLE 6.1 A summary of advantages and problems associated with different types of organization structure

Advantages Problems

1. Functional organization

•  Specialization
•  The logic of custom and practice
•  A clear chain of command

•  Conflicting departmental objectives
•  Conflicting management values
•  A lack of coordination
•  A lack of consumer orientation

2. Divisional organization and holding company structures

• The operation of businesses as profit centres
•  The encouragement of entrepreneurship
•  Reduces upward dependency on top 

management
•  Economies of scale by centralization of 

 common features like R&D

•  Cooperation and interdependence
•  Accounting procedures, especially 

transfer pricing
•  Increasing diversity of operations
•  Overall management control

3. Project teams

•  The ability to cope with an unstable environment
•  The use of individual expertise
•  The ability to cope with diverse problems
•  Deal directly with the customer

•  A costly duplication of services
•  Scheduling
•  The participants have no functional home
•  What happens when the project is finished?
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Functional structures
The main criterion guiding this type of organization is functional specialization. There are clear 
links here with classic forms of bureaucracy. As we can see from Figure 6.1, employees perform-
ing related specialist tasks are grouped together under a single management structure. Of all the 
structural types, this reflects most clearly the relationship between hierarchy and specialization. 
Most firms, as they develop, adopt this form of structure and it is especially suited to single-
product type firms such as software developers.

TABLE 6.1 (Continued )

Advantages Problems

4. Matrix organization

•  Emphasizes the strengths of the functional 
and project types

•  Flexibility of labour
•  The ability to transfer expertise where it is 

most needed
•  Dual control via function and project
•  Closeness to the customer

•  Coordination and control
•  A proliferation of committees and meetings
•  Too many bosses
•  Conflicting loyalties for staff
•  Can be slow to adapt

PUBLISHER

OWNERS/SENIOR MANAGEMENT TEAM
Strategy/Development

PROJECT DIRECTOR / MANAGER / PRODUCER

Technical 
Manager

Creative
Manager

Design
Manager

PROGRAMMERS
Games
Tools

Middleware

ADMIN
SUPPORT TEAMS

IT
Media

PR & Marketing
HR & Recruitment
Finance & Legal
Administration

DEVELOPMENT
SUPPORT TEAMS

Concept/Pitch
Audio

Quality Assurance
Technology Team
Subcontracting

ARTISTS
Concept
2D & 3D

Animators

DESIGNERS
Indudes

Level Editors

FIGURE 6.1 Example of a functional structure: an online games developer

Multidivisional structures
We have explored issues related to multidivisional structures in our discussion of the influence 
of strategy on structure and the contribution made by Alfred Chandler. The development of the 
multidivisional company is associated with market expansion, growth and product diversification. 
In many of these cases traditional functional structures showed themselves to be inadequate in 
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Chairman

Vice-chairman and chief executive

Mobile phone
division

Domestic electrical
appliance division

Audio-visual
division

Information
systems
division Semi-conductor

division

Corporate planning
Public relations
Audit and inspection

Central units
R&D
 Customer relations
Intellectual property
Central HR
Central �nance and accounting

Central units

FIGURE 6.2 Examples of a divisional company: an electronics company

coordinating and controlling the firm’s activities. Divisionalization was a particularly US develop-
ment and is associated with such pioneer companies as GM and DuPont in the 1920s and with 
the multinational expansion of US firms in the 1930s (Chandler, 1962). This form of structure has 
been hailed as a major management innovation (Birkenshaw and Mol, 2006).

An illustration of a multidivisional structure is shown in Figure 6.2. Under such an organization 
structure each division is self-contained and operates as a profit centre. Divisions can be grouped 
around products or markets or a combination of the two. The activities of the divisions are directed 
by a headquarters unit which takes a global view of strategy. In many divisionalized structures, R&D 
and purchasing are often centralized activities to benefit from economies of scale, especially given the 
high costs associated with R&D. The dual existence of divisional profit centres and central units is a 
source of tension for many firms operating this structure, especially in the allocation of the costs of 
these central units to the individual divisions. In one case, a divisionalized engineering firm operated 
a central foundry, which also had to act as a profit centre in its own right. As well as serving the 
needs of its own organization, the foundry, having spare capacity, was encouraged to seek contracts 
outside the firm. This set up two sorts of tension. First, the various divisions complained about having 
to pay the going rate for foundry products, and second, the divisions always demanded priority over 
external contracts, which hampered the foundry from achieving its own profit objectives. However, it 
should be noted that there are instances where such a structure is used as a form of tax efficient trading 
where the organization controls the cost of key components or ingredients to the divisions. Starbucks 
controls its geographical subsidiaries in this way through the supply of coffee and branded materials.

Once divisions have been established, a decision still has to be made about grouping within 
each division. In some cases this is done along traditional functional lines, whereas in others 
employees are organized around products.
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The holding company
There are similarities between the holding company and the multidivisional structure. The holding 
company is a looser arrangement than the divisional company and may lack the focus.  Holding 
companies are generally associated with the growth of the firm by acquisitions and a high degree of 
product diversification. It may comprise a group of independent companies controlled by a coordi-
nating group, usually made up of the chief executives of the constituent companies.  Figure 6.3 offers 
an illustration of how Alphabet (the parent of Google and many more organizations) is structured.

Alphabet
Larry Page, CEO | Sergey Brin, President | Eric Schmidt, Chairman

nest
Tony Fadell
Thermostats and smart-
home devices. Acquired by
Google in January 2014

Craig Barratt
Energy and internet access–
including Fiber, which
provides low-cost broadband.

Andy Conrad
Healthcare and disease
prevention research. Formerly
Google Life Sciences.

Arthur Levinson
Research into longevity, life
expansion. Name stands for
California Life Company.

Dan Doctoroff
Urban innovation.
Solving cities problems.

Sundar Pichai
All of Google’s “traditional”
products are here.

Astro Teller
Secretive “moonshots” and
outlandish projects.

Robots. Formerly a
seperate Alphabet
company, it recently
rebooted.

Delivering internet to
the developing world
with high-altitude
balloons.

Drone deliveries.
Commercial launch in
2017.

High-altitutude,
solar-powered,
internet-delivering
drones.

John Krafcik
Self-driving cars.
It will reportedly
become an Alphabet
company in 2016.

Bill Maris
Formerly Google Ventures,
GV is Google’s venture
capital investment arm.

David Lawee
A growth equity fund that
draws on advisors from
Google to help portfolio
companies.

John Krafcik
Self-driving cars. It will
reportedly become an
Alphabet company in 2016.*

Google Google[x]

Replicant

YouTube Google Technical
Infrastructure Google AdSense Google Maps

The famous Google Maps.Adverts, which drive the
majority of Google’s
revenue.

The backend that powers
other units across
Alphabet.

The original, core Google
search engine.

Susan Wojcicki
The video-hosting site was
acquired by Google in 2006.

Applications like Google
Docs.

Google’s dominant mobile
operating system.

NOTE: The list of Google departments in non-exhaustive, as is the list of Google X projects – because they’re so secretive.

Source: Google.

Google’s enterprise division. Arti�cial intelligence
research.

Advanced Technology And
Projects. A buzzy research
lab.

Google Apps
for Work

Google for Work Google DeepMind ATAPAndroid

PROJECT LOON Project Wing Project Titan

GV
Google

Capital

verily Calico SIDE WALK LABS

Google Self-Driving
Car Project

Google Self-Driving
Car Project

Access & Energy

FIGURE 6.3 Alphabet Inc.
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Project teams
These comprise units created to cope with a highly unstable or fast changing environment. In 
essence they are temporary structures formed around a particular task or problem and reflect tech-
nical expertise rather than any notion of management hierarchy. Such structures are commonly 
found in high technology firms and some types of service organizations, especially consulting 
firms. In advertising agencies, teams are usually created to deal with specific client accounts. In 
R&D departments the research work may be organized around teams, each handling a different 
problem. In construction companies project teams may be created to deal with a particular job 
such as the building of an office block. The membership of teams can be highly fluid; specialists 
may be brought in at different times and one employee may be a member of several teams.

The approach reflects a close identification with the needs of the client and is an extension of 
the kind of client based structure found in professional firms such as solicitors, accountants and 
the like. However, the use of teams has become more common in firms of all sizes as they search 
for flexibility and responsiveness.

While focusing specifically on the needs of the client does have its advantages, there can be 
unnecessary duplication of resources and there may be scheduling and logistics problems. These 
become more severe as the organization gets larger, and a stage may be reached where project 
teams need to be supported within a functional or divisional framework. The matrix structure 
was developed with such problems in mind and it is to this we now turn.

Matrix structures
Essentially, the matrix is an attempt to combine the best of all worlds: the customer orientation of 
the project team, the economies of scale and the specialist orientation of the functional organization, 
and the product or market focus of the divisional company. The matrix is an attempt to devise a 
structure that can effectively manage at least two different elements, be they size, products, markets 
or customers. The illustration of a matrix in a university business school is presented in Figure 6.4.

The essence of the matrix is illustrated by Dow Corning in Case 6.2. The work was controlled 
originally in two directions, by a specialist function and by a product grouping. Committees were 
set up to coordinate the two orientations, and attention was given to training the staff towards 
goal congruence. Further developments in the matrix at Dow added a third dimension to the 
structure, that of geography.

The matrix became very popular in the 1970s and owed much to the work of Lawrence and 
Lorsch (1967) and Galbraith (1971). It was embraced by companies such as Dow Corning, 
General Electric, Ciba-Geigy and Citibank. The matrix was developed to deal with increased 
complexity, especially technical complexity, and the increased rate of change. A single manager 
was deemed to have insufficient knowledge to manage all aspects of a task and hence responsi-
bilities needed to be split. Paul Lawrence in a later work (Davis and Lawrence, 1977) saw the 
advantages of the matrix in terms of:

•	 When two or more of a firm’s dimensions, like products and markets, are especially critical to 
its performance the advantage of the matrix is that it offers a greater focus on the customer.

•	 Where employees needed to carry out highly complex, interdependent tasks in an uncertain 
environment. A matrix brings together different skills to focus on a single project. In doing 
this, the matrix has the added advantage of breaking down bureaucracies and organiza-
tional barriers.

•	 When economies of scale are needed, especially in the use of scarce or expensive resources. 
Efficiencies can be gained by using employees flexibly.
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FIGURE 6.4 Matrix structure: university business school

CASE 6.2 DOW CORNING

Dow Corning was formed in 1942 out of part of Dow 
Chemical and Corning Glass in the USA. The com-
pany specialized in silicone products and made its 
name from the development of a silicone grease to 
prevent moisture in aircraft engines at altitude. The 
original focus of the firm was R&D, and it was highly 
centralized around technology and products. At this 
stage of its development the products were closely 

related and the firm operated under a traditional func-
tional management structure.

By 1962, changes had taken place. The company 
had grown, largely through product diversity, and 
central control of product development was no longer 
appropriate. In addition, there had been a change in 
top management and the new chief executive estab-
lished five product divisions as profit centres, each 

(Continued)
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with its own functional structures. The new structure 
was seen as successful in integrating the functions, 
and a contributory factor in the firm’s continued 
growth and increased profitability.

Within a short time, international expansion 
brought its own problems. There was conflict 
between the demands of the home and foreign mar-
kets. Conflict also arose over the central supply of 
raw materials and the mechanisms for transfer pric-
ing. An economic recession meant that profit levels 
fell. These problems were met by another change 
in management along with a structural change to a 
matrix organization.

The ensuing matrix comprised two major ele-
ments: specialist functions and ten business profit 
centres created from the existing five divisions. 
Employees reported to a business centre manager 
and a functional vice-president. Each business cen-
tre comprised different product boards. Each prod-
uct board was led by a particular functional manager 
and leadership tended to change with the product life 
cycle, from R&D at the early stages to marketing as 
the product moved through each stage of the cycle.

Structures and processes were developed within 
the matrix to enhance coordination and deal with con-
flict. The company used management by objectives 
linked to group goals. Goal congruence was helped 
by having a management dominated by chemical 
engineers. As the businesses developed it became 
clear that the firm needed to rethink the components 
of its matrix structure. In addition to organization by 
function and by business product, there was also 
organization by geography, to satisfy the increasing 
international dimension of Dow’s business. In part 
the focus on area management was made to solve 
a problem attributed to the original matrix, that of 
building too many plants and failing to capitalize on 
economies of scale.

Problems with the matrix persisted. Area manag-
ers were seen to have too much power within the 
organization and were accused of empire building; 
employees complained of too many bosses; and the 
matrix created a cumbersome bureaucracy with a 
great deal of time consumed in meetings. Dow, unlike 
many other organizations, did not retreat from the 
matrix in the face of these problems. An expansion 
into the pharmaceuticals sector through acquisitions 
meant that some form of flexible, semi-autonomous 
structure was required. Senior management decided 
to refocus the evolved matrix structure. A small team 

of senior executives was given the task of supervis-
ing all operations. They also had the responsibility 
of ensuring that only one of the three elements of 
function, business and geography took the lead in 
any venture, thus avoiding conflict and duplication 
of effort. In addition, considerable attention was paid 
to employee communication, with the result that the 
matrix was viewed as a more open, less secretive 
form of structure.

By the end of the 1980s the company operated 
in 32 countries and manufactured 1800 products. 
The success of its flexible organization structure, 
particularly the growing interchange of ideas and 
practices across regions, gave management the 
confidence to seek out more areas for expansion. 
More business unit teams were created and were 
given autonomy to develop new products and 
encouraged to innovate.

One of the profitable growth markets had been in 
silicone breast implants. These were found to have 
caused health problems for many women and the 
company was sued in the US courts. The damages 
and potential future damages were so great that in 
1995 the company filed for Chapter 11 bankruptcy in 
the USA. Under Chapter 11, a company may retain 
its assets but must develop a payment plan to the 
satisfaction of its creditors. In other words, the firm is 
pledging future cash flows against its debts.

Dow Corning was also hit by the financial crisis in 
Asia, which had a particular impact on its core sili-
cone business. It had closed plants in Asia, Europe 
and the USA and had begun to reorganize around 
product groups rather than geographical areas, and 
following the 2004 $3.2 billion settlement of the legal 
case it finally moved out of Chapter 11 bankruptcy.

The company has continued to use a complex 
matrix organization, although there is no mention of 
the matrix structure on its current website, except 
in the form of listing geographical and functional 
management staff. Dow Corning has regional vice 
presidents for Europe, Middle East and Africa, North 
America, Latin America, India, Japan/Korea and 
China, as well as business vice presidents on the 
functional side that oversee the company’s business 
strategy and corporate governance on a global scale. 
For example, there are vice presidents for envir-
onment, health and safety, procurement and logis-
tics, finance, strategic acquisitions and so on. The 
company is also split into 25 business sectors alpha-
betically, from Automotive to Textiles and Leather.

CASE 6.2 (Continued )
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However, the popularity of the matrix was short lived and of all the structural types it has 
attracted most criticism as being overly complex and confusing and only justified in certain situ-
ations (Davis and Lawrence, 1977, p. 21). Unless the demands facing the organization are very 
complex and unless employees are able to be flexible, then the matrix may cause more problems 
than it solves. Some of those problems are depicted in Case 6.2, which also illustrates the changes 
made by Dow to counteract such problems. Many employees find the system confusing and dis-
like reporting to two bosses. Managers representing different arms of the matrix can engage in 
inefficient power struggles and for some employees it gives them the opportunity to play one 
manager off against another.

For many years, matrix management was a by-word for inefficiency, conflict, delay and cost. 
However, it was seen by some companies in the 1990s as the structural form that was made for 
the company wishing to act globally and transnationally. In the case of Ford Motor Company, the 
creation of a matrix organization was an integral part of the Ford global strategy. The structure 
was based around five vehicle centres, four in the USA and one in Europe. These vehicle centres 
were served by cross-national teams in most of the functional areas. In this way, a manager in the 
UK could report to a line manager in the USA and be part of a team embracing people in Germany 
and Spain. The system is supported by an extensive video conferencing network, which facilitates 
regular meetings between team members. The structure was introduced by senior management, 
mindful of the problems of matrix organizations in other companies. Considerable attention was 
paid to setting clear objectives, having clear definitions of roles, appointing and promoting those 
people who could operate globally and investing heavily in public relations and training. The 
advantages of matrix management were stressed. The then chief executive, Alex Trotman, saw its 
advantage in breaking down the chimneys of the functional structure which act as barriers, and 
opening up people to new ideas.

The structural types identified above represent fairly broad categories. In reality, a firm may 
display a mixture of structures. We have already seen how many divisionalized companies have 
functional specialisms within each division. In a functional organization we may find that depart-
ments are organized along different lines; the operations department may well extend the functional 
structure, while the R&D staff may well be organized as project teams. New structural forms are 
emerging all the time, adapting the traditional approaches to suit their own needs. Examples of this 
can be found in the so called gig economy where workers provide services on either short term (often 
very short term) contracts or as independent freelancers. This will be further discussed in Chapter 9.

CASE 6.2 (Continued )

The joint venture between Dow and Corning was 
finally wound up in 2014; the residual organization 
was merged with DuPont at the end of 2015 and now 
trades as Dow Chemical.

Sources: Compiled from a variety of media and internet 
sources (2018).

Questions

1 What were the main factors involved in Dow 
Corning changing from a functional to a 

divisional and then to a matrix structure? How do 
these factors relate to the various influences on 
structure identified earlier in this section?

2 What problems did Dow Corning encounter with 
the matrix organization? How might such prob-
lems have been minimized?

3 What structure would be most appropriate for 
the company to aid its recovery post Chapter 11 
bankruptcy?
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Why would a firm introduce a matrix structure and what difficulties might be associated with it?

REFLECTION POINT

Trends in organization structure
A cursory review of the management literature of the past 20 or so years will identify  recurring 
themes and phrases. Numerous references are made to the flexible firm, the boundaryless organ-
ization, the flat organization, the lean organization, the down-sized organization, delayering, 
empowerment, outsourcing, networking and the virtual organization. These concepts represent 
three trends:

•	 Large organizations are being broken down into smaller units accompanied by a reduc-
tion in the number of employees (downsizing) and a reduction in the numbers of level of 
management (delayering). There is a shift away from more rigid structures often associated 
with functional, divisional and even matrix organizations.

•	 Instead, the focus is upon the creation, through decentralization, of more flexible forms of 
organization, which empower employees and are more responsive to the needs of the customer.

•	 The emergence of technology supported networks of players who together create a form of 
flexible organization.

We initially focus on two related trends: downsizing and delayering, and the flexible firm, both 
of which are largely concerned with changes to traditional forms of organization. We will then 
move on to newer forms which are emerging.

Downsizing and delayering
If the flexible firm was the structural concept of the 1980s, downsizing and delayering emerged 
as the key features of the 1990s. Downsizing is the planned reduction of the workforce and 
delayering is defined as:

. . . the planned vertical compression of managerial levels of hierarchy involving the wholesale 
removal of one or more layers of managerial or supervisory staff from the organization’s payroll. 

(Littler et al., 2003, p. 226)

While downsizing can occur without delayering and vice versa, the two tend to go together. 
The group of employees that have been affected most is middle management. We referred briefly 
to this in Chapter 4 in our discussion on the impact of technology on jobs.

The arguments for downsizing and delayering are typically:

•	 Large bureaucracies are inefficient, ineffective, expensive, slow to respond to change, and 
focus on internal processes rather than on the needs of the customer

•	 Delayering will result in better communication across the organization and improve the 
speed of decision making

•	 Delayering will create more flexible and responsive organizations that will empower 
employees and bring the firm closer to its customers

•	 While cost cutting is often claimed not to be a primary objective, this is often achieved as 
labour costs are cut.
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The findings of a number of studies have been summarized in Littler et al. (2003), whose find-
ings were supported by a study of 2964 firms in Australia, New Zealand and South Africa and 
in Ranjan and Wulf (2006) in a study of 300 US firms over 13 years:

•	 Delayering is happening in a high percentage of firms around the world and challenges 
the classical principles of organization and management, particularly with reference to the 
span of control (the number of employees effectively controlled by a single manager). In 
some cases the increase in the span of control through delayering and downsizing makes 
the task of management more difficult, with a larger number of employees to supervise.

•	 The reduction in the number of levels of management reduces opportunities for promo-
tion and hence the career prospects of many managers. As a consequence there has been an 
increase in managerial job changes between firms.

•	 The subsequent redesign of those management jobs that remain has resulted in increased 
responsibility and workloads. While some managers are positive about this, others feel 
more stress and job dissatisfaction. In general, there are greater numbers expressing dissat-
isfaction than satisfaction.

•	 With the removal of management levels, employees are empowered and take on more 
responsibility. As with the management group, there are mixed views of enrichment versus 
stress and anxiety increases.

•	 Redundancies and increased labour mobility cause a reduction in the levels of loyalty and 
commitment to the organization.

•	 There is a certain cynicism about the real objectives of downsizing and delayering. There 
is some evidence to suggest that in many organizations service levels have not improved, 
but have actually worsened. This reinforces the belief that cutting costs may be the primary 
objective.

The flexible firm
The concept of the flexible firm emerged from work carried out by the Institute of Manpower 
Studies and is associated largely with the writing of Atkinson (1984). His article ‘Manpower 
strategies for flexible organizations’ offers an excellent summary.

The main assumptions behind Atkinson’s model are that new forms of organization are 
required as a strategic response to the combined effects of market stagnation, job losses, techni-
cal change, increased uncertainty and reductions in the working week.

In the 1990s the focus shifted to emphasize flexibility as the key strategic response to global-
ization. The manipulation of labour costs is an easy option. The 1990s also saw the growth of 
critical literature surrounding flexible labour market trends, with many of the critics focusing on 
issues of insecurity and exploitation.

Atkinson’s original model identified three types of flexibility:

•	 Numerical flexibility. This is achieved through management’s ability to make rapid altera-
tions to the headcount of the firm to meet changes in demand. A growth in part time work, 
temporary contracts and subcontracting were the expected consequences of numerical 
flexibility.

•	 Functional flexibility. This is achieved when employees are able to perform a range of jobs 
and can move between them as the need arises. In many organizations this will see an end 
to demarcation between different jobs and result in multi-skilling.
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•	 Financial flexibility. This is required to reflect changes in the supply and demand of labour 
and to enhance the operation of functional and numerical flexibility. This can be achieved 
through the creation of differential rates of pay for full and part time workers, introducing 
the link between effort and reward for a greater number of workers and the use of incen-
tives to encourage workers to become multi-skilled.

Sparrow and Marchington (1998) argue that there are not three but seven types of flexibility 
observable in modern organizations and that these flexibilities are both discrete and parallel. In 
addition to the three defined by Atkinson, they recognize temporal, geographical, organizational 
and cognitive flexibility. Temporal flexibility is concerned with changing the time patterns of 
work, as with the introduction of shift work. Geographical flexibility involves the increased mobil-
ity of groups of workers as in the introduction of transnational teams. Organizational flexibility 
relates to structural and systems changes and cognitive flexibility to the changing mind set of the 
workforce.

The introduction of such forms of the flexible firm would break up traditional organization struc-
tures. For Atkinson, the outcome would be the establishment of two groups of employees: core and 
peripheral. Core employees are those on permanent or long term contracts and who hold key skills 
and positions within the organization. Accordingly, core workers are well rewarded and in some 
countries have the security of lifetime employment. Peripheral workers comprise two groups. It is 
envisaged that there will be a group of full time workers, who will be less skilled but not enjoy the 
security of the core worker. The second group will comprise part time and contract workers hired 
in direct proportion to the demand or to deal with non-core business such as cleaning and catering.

Flexibility within organizations occurs in a number of ways. These include the employment of part time workers, 
those on short term contracts and the use of outsourced contract work. It also involves getting employees to do 
a range of jobs, introducing variations in pay and times of attendance, and increasing the geographical mobility 
of labour. Such changes are seen to be on the increase as a result of globalization, higher levels of competition 
and the need for most firms to reduce costs. There is clear evidence that all forms of flexibility are on the increase. 
While the impact is often viewed positively from the perspective of the organization, disadvantages have been 
noted for the individual worker.

KEY CONCEPT 6.4 ThE FLEXIBLE FIRM

There has been a great deal of research into the impact of the flexible firm on organizations in 
the UK and the rest of Europe and good summaries can be found in Legge (1998), Murton (2000) 
and Bersin et al. (2007). Some of the issues raised include:

•	 There is clear evidence of the increasing use of subcontractors across a range of public and 
private organizations, some of which is clearly linked to downsizing and delayering. There 
is increasing use of subcontracting in the production of parts in manufacturing, owing to 
both globalization and the development of modular manufacturing processes. Many large 
firms use subcontracting not only for cleaning and catering, but also for key HR functions 
such as recruitment, staff development and payroll, and in marketing for public relations 
and promotional activities.

•	 Multi-skilling has occurred but the weight of evidence suggests that much of this is as a 
result of job enlargement and the intensification of work as opposed to a focus on job 
enrichment for the individual.
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Pollert (1987), in an early critique of Atkinson’s work, accuses the Institute of Manpower Stud-
ies of offering vague concepts and of producing a model that is not supported by evidence. She 
argues that elements of the flexible firm model can be seen in many organizations, but they have 
been introduced as cost cutting exercises rather than a strategic response to a changing market 
environment. This is particularly true of local authorities and other public sector organizations. 
She goes on to claim that many of the elements are far from new. In some industries, notably 
fast food, she cites core workers as anything but the skilled, highly paid elite of Atkinson’s flex-
ible firm. Finally, she fears that the adoption of the flexible model could lead to more problems 
than it solves. For example, the increase in part time employment is seen as reducing job security 
and leading to reduced commitment on behalf of employees. We see this playing out in the rise 
of the so called gig economy where workers are sourced as independent contractors without the 
employment rights and protections normally associated with an employee.

These themes reccur in work throughout the last 20 years. Dore (1997) sees flexibility in 
terms of a not necessarily appropriate response to increased shareholder pressures. Legge (1998) 
questions whether an increase in labour flexibility is a sound strategy and offers a clue as to her 
position in the title of her work, ‘Flexibility: the Gift-Wrapping of Employee Degradation?’ She 
argues that western cultures tend to associate flexibility with positive images, yet for the core 
worker the outcome is often work intensification and stress, and for the part time, zero hours or 
temporary worker it means insecurity. However, she does accept that there are advantages for 
employers in terms of cost reduction. For some employees there are advantages. In the case of 
parents, part time work provides the opportunity of combining work and childcare and for some 
it has been an important route of re-entry into the labour market.

The emergence of businesses such as Deliveroo and Uber in many countries, along with Pimlico 
Plumbers in the UK, can all be attributed to the use of these flexible working practices within 
their business models.

Organizations are being exhorted to become more nimble by embracing new technologies, 
communications networks and tools in order to survive and compete more effectively against fast 
moving start-ups and competitors. Software tools such as Slack, Trello, Workboard and Basecamp 
facilitate collaborative working practices across geographies, time zones, organizations and groups.

Ultimately, the links between the introduction of the different forms of flexibility and economic 
success at either the micro or macro levels is still unproven. We end this discussion of structure 
by extending this theme with a brief look at the relationship between structure and performance.

What kinds of flexibility can you observe in firms with which you are familiar? What are the drivers of flexibility in 
these cases? Where do you stand on the ethics of such practices?

REFLECTION POINT

Structure and performance
We can see from Table 6.1 and our discussion of the various structural types that some structures 
are more suited to some situations than others. Conversely, a firm that adheres stubbornly to a 
structure that is inappropriate to the contingencies and shifts in the business environment that 
it faces, may be creating problems for itself. However, the evidence on these matters is far from 
convincing. The difficulties in establishing a correlation between structure and performance would 
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appear to be first, identifying appropriate measures of performance and second, proving causality. 
We can make some general points:

•	 Whatever the relationship between structure and performance, once a structure has been 
installed it is often very difficult to change it. Equally, frequent structural changes could 
be damaging in terms of the disruption that takes place and the requirement on the part 
of staff to learn new systems and may be demoralizing for staff; indeed some suggest that 
middle managers may consciously or unconsciously sabotage change.

•	 It is extremely doubtful whether structure alone can lead to improvements in performance. 
Whatever the structure, it is unlikely that it can overcome problems created by poorly 
trained staff or divisive internal politics. In some cases a high degree of specialization or 
divisionalization can lead to a worsening of relationships. We may even speculate that 
there is more evidence for suggesting that structure can damage performance than there 
is for its having a beneficial impact. There is some evidence that structure in harness with 
other variables can lead to improvements in performance, particularly when tightly aligned 
with organizational strategy and the IT infrastructure of the firm.

•	 In our discussion of Chandler (1962) we noted his conclusion that structure can sometimes 
influence strategy. Elsewhere in this book we argue that performance can influence structure 
and systems (see the discussion on ‘organizational culture’ later in the chapter). More suc-
cessful companies are likely to be less bureaucratic, while less successful firms tend to have 
more controls, particularly cost controls.

OWNERShIP

We can assume, quite logically, that ownership is an important variable in that the owners of a 
business will wish to determine the goals and the way that business operates. In support of our 
assumption we could cite illustrations of influential founders, such as Bill Gates at Microsoft, 
Richard Branson at Virgin in the UK, and the Persson family with H&M in Sweden. We could 
also refer to numerous cases of small firms where the owner, often single-handedly, controls the 
destiny of the business. In the case of the small firm the owners can be clearly defined and their 
effect easily assessed. Discovering who actually owns and controls businesses becomes much more 
difficult with large corporations, indeed when the problems at Enron (a US based energy com-
pany) became evident in late 2001 it was the complex and opaque organizational and accounting 
structure which made it so difficult to hold the directors and senior managers fully accountable.

In this section we deal with three issues and their implications for business organization and 
operations. First, we identify the various types of firms that exist, largely from the perspective 
of their legal structures. Second, we examine the relationship between ownership and control. 
Finally, we examine the issue of the public ownership of organizations and the trend of privatiza-
tion. Organizations that are wholly or partly state owned, or those that have been privatized, raise 
important issues of management control and public accountability. Issues related to privatization 
have become increasingly important in many countries in the 1990s. In countries such as the UK, 
France, Germany, Canada, Australia and across South America, the state has divested itself of 
its public corporations, in some cases since the early 1980s. The changes were more dramatic in 
those economies in transition from state. Economies in Eastern Europe, the former Soviet Union 
and China have seen a transition from state control to a market economy in the last 20 years.
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Types of ownership
Sole trader
This defines the most common form of business ownership in the UK. A sole trader can, and often 
does, employ staff and a better term would probably be sole proprietor. This is a common route 
for entry into business and is found in most small business start-ups in most countries. Sole trad-
ers can be typically found as electricians, plumbers, hairdressers, shop owners and consultants. 
A feature of sole traders is that of unlimited personal liability, in that any debts accumulating 
are the responsibility of the owner. This is a common reason for small business failure. In most 
countries such firms are relatively easy to set up and have considerable attraction in that owner-
ship and control are combined and, although personally responsible for all losses, sole traders 
take all the profits.

Partnership
Partnerships are generally found in the professions including law, accounting and dentistry. In 
common with sole traders, a partnership has unlimited personal liability and partners may have 
their personal assets placed at risk to cover losses or if the firm is sued. This may be a particular 
problem in the case of professional malpractice, where sums can be large. As a consequence, some 
partnerships become companies with limited liability. This is not a popular trend, particularly 
among professional firms, and, in recent years, a new form of organization has emerged, the lim-
ited liability partnership. This is a hybrid organization with elements of both a partnership and 
a limited company and can be found in larger law firms and accountants in the UK. A similar 
type of organization exists in the USA. In essence, the firm must register its accounts and while 
individual members are liable, that liability does not extend to other members of the firm. Of 
course, to limit liability, most partnerships will take out professional indemnity insurance and, 
in some cases, this is a requirement of the profession.

Partnerships are essentially combinations for the mutual interest of partners. Ownership is 
shared on the basis of each partner putting capital into the firm, which is then taken out when 
the partner leaves or retires. Such input of capital is a means through which partnerships can 
expand. In most partnerships, income is derived by partners through a share of the profits. Not 
all partners may have an equal share of the business and the profits are divided according to the 
size of the share.

The role and responsibilities of partners tend to be controlled by law and many professional 
partnerships are controlled further by a professional body, such as the Law Society in the UK. 
Management and control issues in partnerships tend to be decision making and the management 
of staff. Decision making can be an issue where individual partners pursue their own interest 
rather than that of the firm as a whole. Managing staff becomes an issue in professional firms, 
where partners are the key practitioners and fee earners and, while technically skilled, are not 
necessarily trained managers. In many professional firms, a partnership or practice manager is 
appointed to manage the non-professional staff activities and usually the accounts, thereby creat-
ing a limited separation of ownership and control.

Limited companies
In the UK there are several types of limited company. The main types are public limited company 
(plc) and private company (Ltd). The main difference between the two is that a plc has shares that 
are available for the general public to buy and the company may be quoted on the stock market. 
In the private company the shares are not openly available and may be owned by the founders, 
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family interest and/or the current management. A company limited by guarantee is owned not 
by shareholders but by a number of members, whose liability is limited to the amount of their 
contribution if required when the company is wound up. Companies limited by guarantee are 
most commonly found in the not for profit or the voluntary sector, but Network Rail is one such 
company that operates to make a profit albeit modest (see Case 6.3).

Public limited companies tend to be larger firms and private companies are generally found 
among the small and medium sized enterprises, although this is not always the case and some 
larger companies are still private. However, both forms of companies exist as legal entities 
that are separate from the people who own shares and all assets are owned by the company 
and not by individuals. In both cases the owner’s liability is restricted to the amount they have 
invested in the company, usually in the form of shares. A common exception to this is found 
in the small business sector, where owners are frequently asked to give personal guarantees to 
banks for loans.

Limited companies in all countries are regulated by company law. Both public and private 
limited companies have directors elected by the shareholders. In general, the company is run on 
a day to day basis by a chief executive and a board of executive directors, who are normally paid 
employees. Non-executive directors may be appointed from outside if they have some special 
attribute to bring, such as experience, skills or connections, or all three.

Some form of public limited company and/or private company exists in most other countries. In 
Germany, there are the exact equivalents in the form of an Aktiengesellschaft (AG), the equivalent 
of the UK plc, and a Gesellschaft mit beschränkter Haftung (GmbH), the equivalent of the UK 
private limited company. The GmbH predominates in Germany and forms most of the influential 
Mittelstand, a group of medium sized companies, many of which are family owned. In France, 
the distinction is made between a private limited company, SARL (société à responsabilité limitée) 
and a public limited company, SA (société anonyme).

All forms of limited company are governed by some type of board structure, but the nature of 
this varies. In the USA, UK and most southern European countries this is one governing board of 
directors. In Germany, Scandinavia, the Netherlands and some newer EU members such as the 
Czech Republic, Slovakia and Poland there is a two tier board system comprising an overarching 
supervisory board and an executive board that is responsible for the daily operations. In France 
and Belgium, companies may choose to follow either a one or two board system. Such differ-
ences between the UK and USA and European countries including Germany and Scandinavia are 
features of the difference between Anglo-Saxon and social market systems of capitalism identified 
in Chapters 3 and 5.

What are the advantages of partnerships in professional firms?

REFLECTION POINT

Public sector organizations
The public sector is a broad area that covers central government departments, local government 
departments, universities, schools, hospitals and public sector corporations such as the BBC. 
In most countries, the number of public corporations has declined significantly in the past few 
years with the increase in privatization in most countries and the liberalization of former state 
controlled economies. Issues in both nationalized and privatized organizations alike include effec-
tiveness, efficiency and public accountability.
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Ownership and control
The issue of ownership versus control is a continuing debate. It is based on the assumption that 
those who own businesses do not control them and that there is a potential conflict between 
owners and managers (their agents). This is sometimes referred to as the ‘agency problem’. A 
pioneering study by Berle and Means (1932) was in part motivated by the Wall Street crash of 
1929 and the assumption that stock market losses by owners were the product of poor decisions 
made by managers. In the global financial crisis of 2008–9 blame was once again laid at the 
door of managers of major companies, especially those in the financial sector. The collapse of 
the US sub-prime mortgage market in 2007, where low quality housing debts were being traded, 
triggered the collapse of Lehman Brothers in September 2008 where excessive risk taking was 
exposed, in turn triggering the collapse of stock markets globally. Governments globally were 
forced to intervene when financial institutions which were deemed ‘too big to fail’ were brought 
back into public ownership as was the case with Lloyds and RBS in the UK.

The ownership and control debate raises questions for businesses in practice. How committed 
to the future of an enterprise are managers who have no stake in its ownership and how com-
mitted are shareholders who have no interest beyond a return on investment? Are the resulting 
strategies in the best interests of all concerned: owners, managers, employees, the state, the public 
at large? How much freedom do managers have in developing business strategies? The implica-
tions are not just important for the survival of organizations but also for jobs, the welfare of 
communities and the health of national economies.

The debate around these issues originates from the separation of ownership and control through 
the creation of the joint stock company (the creation of shares which can be bought and sold) 
and the subsequent dispersal of share ownership. With increased investment (often facilitated by 
the funds raised by creating and selling the shares), businesses grew in size and complexity and 
control by professional managers became a necessity. The complexity of such growing businesses 
led to a specialization within the management group and the separation of the firm into special-
ist functions and activities. Bureaucratic rules and procedures were developed to coordinate and 
control such activities. Both the specialization and the bureaucratization reinforced the control 
of the management group with a weakening in the power of the owner to influence decisions.

The ownership versus control debate is concerned with potential conflict of interests between the owners or 
shareholders of business organizations and those who manage them on a day to day basis. The issue is a product 
of the creation of the joint stock company and the emergence of the professional manager to replace the owner– 
manager. The key issues are the extent to which managers make decisions in their own self-interest and the extent 
to which shareholders with no involvement with the firm act in their own self-interests rather than in the best inter-
ests of all stakeholders. This issue becomes especially significant in volatile share markets with a large proportion 
of institutional investors, where high levels of share trading can lead to large numbers of mergers and acquisitions. 
There is a fear that pressure from shareholders for dividend leads to short term management decisions that may 
not be in the long term best interests of the firm. Current issues have also focused on high levels of pay, bonuses, 
share options and generous pension arrangements for senior managers of publicly quoted corporations.

KEY CONCEPT 6.5 OWNERShIP VERSUS CONTROL

The contribution of Berle and Means
In the early 1930s, Berle and Means carried out a study of the 200 largest non-financial firms in 
the USA ranked by assets. They discovered that management control was the dominant form of 
control; it was a growing trend, and the major corporations were controlled by managers and not 
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shareholders. These findings which might today be unsurprising challenged a then basic premise 
of the US legal system, that those who own property have the legal right and the means to use it 
for their own benefit.

Berle and Means used their data to develop and support their own view of a managerial revo-
lution. To them, management control was potentially a force for good in that it resulted in more 
effective decisions both for the profitability of the firm and for the general good of society; it was 
more professional and more socially responsible. According to Berle and Means, management 
control would be truly professional in that strategies would be guided more by scientific analysis 
and be more answerable to society than the potentially narrow self-interest of the owner–manager.

An agency relationship exists when one person, the principal, instructs another person, the agent, to carry out 
work under contract on their behalf. With the separation of ownership and control, managers have become the 
agents of the shareholders. The relationship carries with it a potential problem in that agents, acting in their 
own best interest, may not act in the best interest of the principals. The problem exists in other forms of agency 
relationship, for example between employers and employees or firms and their subcontractors.

KEY CONCEPT 6.6 ThE AGENCY PROBLEM

To what extent do you agree that management control is a force for good?

REFLECTION POINT

The agency problem
This has been identified as an issue in the relationship between ownership and control. The conflict 
between owners and managers is seen as an example of the agency problem (Jensen and Meckling, 
1976). An agency relationship is a contractual relationship where a person (the agent) performs a 
service on behalf of someone else (the principal). In this case, the principal is the shareholder and the 
agent is the manager. The assumption is that there is an inevitable conflict of interests in that agents 
do not always make the best decisions in the interest of the principals. In the case of the relationship 
between managers and owners, the assumption is that managers will maximize personal benefit and 
act in their own short term interests rather than the long term interests of the organization.

This presents a potential cost to the owners and a reduction of their own benefits, apart from the 
costs of hiring and firing managers. As a result, managers (agents) have to be policed by a variety 
of expensive mechanisms which add to the costs. Such mechanisms include monitoring managers 
via accounts, audits, reports and frequent meetings. In many organizations such potential problems 
are tackled by a mixture of incentives, checks and balances. There are legal obligations of financial 
disclosure, senior managers can be removed by shareholder pressure, underperforming firms are 
inevitably sold and the incentive packages of managers can be tied to company performance that 
benefits the shareholders. Managers can even be incorporated as owners through bonus payments 
in the form of shares.

The agency problem was raised as an issue in the global banking crisis of 2008. Senior manag-
ers at banks and other financial institutions were accused of making poor business decisions and 
maintaining insufficient control, while at the same time reaping huge financial benefits themselves.

The agency theory can apply to any relationship requiring people to cooperate to get the job 
done, in which one party contracts another to do work on their behalf. Aspects of the agency 
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problem can be seen in the relationship between employers and employees, suppliers and buyers 
and between managers and subcontractors. In the case of employees, the agency problem is about 
the extent to which the employee is motivated to achieve the employer’s goals and what costs are 
incurred in offering incentives to the employee.

These debates are not purely academic, since the questions that emerge are central to the way 
businesses operate and the control of organizations has implications not only for the survival and 
prosperity of the organization itself but also for the people who work for it, firms who deal with 
it, and society at large. We therefore examine some key issues in the ownership and control and 
agency debate and raise questions around the original conclusions drawn by Berle and Means.

Evidence and argument
Do managers really have more power and control than shareholders? Even with a dispersal of 
share ownership, shareholders’ needs still have to be satisfied, which may place constraints on 
management decisions. There is always a danger that shareholders, in the face of what they per-
ceive as unpopular management decisions, will sell their shares, creating instability in the firm’s 
stock market position. 

In any case, the distinction between managers and shareholders has become increasingly blurred. 
There has been an increasing tendency, especially in the larger firms, to offer senior management 
shares in the company as part of their annual remuneration deal. In this way, managers may well 
identify with shareholders’ own aspirations. In addition to such arguments we can see that man-
agement freedom to make decisions is often held in check by government legislation and by banks.

There are significant differences between countries. For example, there is a much stronger 
regulatory framework in Germany that places restrictions on both the power of managers and 
shareholders to act in their own self-interest.

Many large and influential companies are both family owned and controlled In such cases, no 
separation has occurred. The descendants of Sam Walton, founder of Walmart, still own around 
50 per cent of shares and occupy senior positions in the company. Members of the Ford fam-
ily still own around 40 per cent of stock as well as being represented at the most senior level; 
their control is managed through Class B shares which carry more potent voting rights. One of 
Europe’s largest banks, Santander, is both owned and controlled by the Botin family; the current 
chairperson is the great granddaughter of the bank’s founder. Family ownership is also strong in 
firms such as BMW, Carrefour and News Corporation (See Case 4.2). 

Are shareholders passive? Many individual shareholders are passive and neither vote nor attend 
meetings. However, in many countries in the world and certainly in the UK, USA and Japan, 
individual shareholders are the minority. A substantial shareholding of many of the major firms 
(some estimates quote around 80 per cent) are held by other companies, many of which are 
financial institutions, including banks, insurance and pension companies. Their presence changes 
the nature of the Berle and Means debate. There is an acknowledgement of a separation between 
shareholders and managers, but a challenge to the concept of the passive shareholder. Such finan-
cial intermediaries not only tend to hold a significant minority stockholding, which gives them 
both power and influence, but they also take an interest in important strategic decisions. Their 
credibility with their current clients and their ability to attract future investors rests upon the 
ability of their investment managers to ensure that yields are both attractive and secure. The sale 
of large numbers of shares by a bank or pension fund could well undermine the confidence of the 
stock market in a particular firm and result in a hostile takeover. Large financial investors have 
become the dominant type of strategic control in many companies around the world. They possess 
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Management and control in the public sector
We often refer to the public sector as if it were a homogeneous group of organizations. This is 
misleading, for the public sector in most countries encompasses a range of institutions. At least 
four types may be identified:

•	 Industries that are wholly owned and controlled by the state. These were the dominant 
type of business organization in the former communist countries of Eastern Europe and 
in China. In the non-communist world such industries comprised utilities such as gas and 
electricity, and former private industries that had been nationalized, such as the coal indus-
try in the UK. In most parts of the world such state owned industries have reduced in num-
ber as a result of economic liberalization and privatization.

the mechanisms to be well informed and the power to make their views known to management. 
They become particularly active in crises and may be instrumental not just in dictating the policy 
of top management, but in determining the composition of that group. 

Are professional managers more effective and more socially responsible? We have noted that 
Berle and Means saw managers as professionals acting beyond the narrow interest of sharehold-
ers, but why is this? In most cases managers are more involved with the firm, its employees and 
its community and in some cases what is in the manager’s best interests is also in the firm’s best 
interests. Yet recent assessments of management behaviour across many firms have raised doubts 
about the competence of those managers and their social responsibility. 

We can draw the following conclusions from the debate on ownership and control:

•	 In the light of events in the 2008–2009 banking crisis, the destruction of shareholder value, 
the closure of firms, the erosion of private pension funds, management decision  making 
and management power are once again the focus of attention. The work of Berle and 
Means and the ensuing debate is as relevant today as it was in the 1930s.

•	 While the above would indicate the presence of significant management power, the involve-
ment of financial institutions and other companies as shareholders suggests they have 
considerable influence. Their influence is far from being just financial. The representa-
tives of financial institutions are elected or appointed to the boards of directors of those 
companies where they hold a substantial minority interest. The senior officials of a bank 
may each hold a number of such directorships, as do the senior officials of other financial 
institutions. A pattern is thus built up of interlocking directorships. Such directors will 
influence the recruitment of other directors and will inevitably favour those with access to 
vital information. There are many commentators on the lack of diversity at the top of large 
organizations, something highlighted in a Chartered Institute of Personnel Development 
study published in 2017. This will be further discussed in Chapters 7 and 9.

•	 The freedom of both managers and shareholders varies depending on the regulatory frame-
work under which they operate. There is much more freedom in liberal market economies 
such as the UK and USA than in a more regulated market economy such as Germany.

Is there an agency problem in modern firms? How does it manifest itself?

REFLECTION POINT
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•	 Companies that the state controls as majority shareholder. Such companies have existed 
in many parts of the world, often for historical reasons, as with Volkswagen in Germany 
and Renault in France. In many cases such companies have since been privatized. As with 
wholly owned state enterprises, such ownership patterns are rare as countries adopt more 
market driven systems. However the banking crisis saw a reversal of the trend, when in 
the UK major banks such as RBS and Lloyds became majority owned by the government. 
Similar patterns emerged in the USA with the government taking a majority holding in 
Citibank and General Motors.

•	 Services to the population. These include health, education and social services, where state 
provision is often viewed as an historic duty and which are funded through the taxation 
system. Once again, in many countries there has been a shift towards private provision in 
many of these areas. However, it is considered imperative that other services such as the 
police and armed forces remain under state control.

•	 Other government departments at national and local levels. Most governments have depart-
ments that oversee aspects of the economy such as the Department for Business, Energy and 
Industrial Strategy in the UK and the Ministry of Economy Trade and Industry (METI) in 
Japan. Local regions in most countries are controlled by departments serving local inter-
ests as with local authorities in the UK or the Beijing City government in China. Those 
employed in local and national government and in health, education and social services 
form a large proportion of the labour force in most countries.

The rationale for a public sector can be explained in political, economic and social terms, 
although we can make a broad distinction here between the business and nonbusiness institution. 
In terms of the provision for health, education, social services and especially the police and armed 
forces, there is a broad consensus that public ownership and control is socially and indeed politi-
cally desirable. Even here there has been considerable debate about the extent of public provision 
in areas such as health and education. The political contention concerns a public sector business 
presence, brought sharply into focus by liberalization and privatization in the 1980s and 1990s 
in many countries.

Problems with the public sector
Traditionally, the public sector has always faced problems arising from the tensions between 
public ownership, political control and day to day management. These tensions may be viewed 
in terms of goals and objectives, finance, control, management and organization. Here are some 
frequently held views about the public sector:

•	 The goals of public sector organizations have often been ill defined and conflicting. Many 
public sector operations have found conflict between the provision of a service and the 
necessity to break even. A problem is the presence of a large number of stakeholders result-
ing in often conflicting goals. As a result, public sector managers may respond by being 
cautious and lacking in innovation. Procedures are seen as more important than customer 
focus and, as a consequence, strategy formulation tends to reinforce the status quo.

•	 The superordinate goal of the public sector to operate in the public interest is itself open 
to question. Who defines the public interest and is it possible to satisfy all elements of the 
public at the same time? For example, there has been a radical pruning of the coal indus-
try and the wholesale closure of collieries in countries such as the UK and Poland. Such 
cuts have raised unemployment levels and damaged local economies. Governments in an 
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attempt to balance the books and avoid raising taxes make cuts in public services, often 
having a negative effect on groups in the population. This was seen in Greece from 2010 
onwards where the austerity measures introduced to attempt to manage the burgeoning 
debt crisis brought riots and social unrest and deprivation.

•	 Financially, the public sector operates under considerable constraints. Pricing policies are 
often dictated by government in attempts to tackle budget deficits or to direct consump-
tion, as in the case of energy use. Public sector enterprises may find investment difficult; 
they are often prevented from borrowing from the government and sources of external 
funding are severely restricted.

•	 Excessive intervention has been a frequent complaint among public sector managers. The 
very structure of the public sector means that it is answerable to different groups within 
government itself, to politicians, civil servants, appointed governing bodies and consumer 
groups, all of whom may have differing expectations and impose conflicting demands upon 
management. The whole issue is invariably complicated by the organizational politics that 
develop in the relationship between the heads of public sector organizations and their respec-
tive government masters. Such relationships are rarely stable as a result of political change.

•	 Decision making is slow and complex. This results from long chains of command and 
the constant need to refer upwards or to committees to satisfy the need for public 
accountability.

•	 Management autonomy and motivation are limited. Procedures can stifle initiative and 
pay is not linked to performance. As a result, the public sector may attract less ambitious 
managers who see the job as safe.

Such problems may well exaggerate the differences between the private and public sectors. 
Flexibility and inflexibility can be found in organizations in both sectors and that bureaucratic 
red tape is more a function of size than it is of public versus private. Nonetheless, partly in 
response to such problems, and partly as a shift in ideology towards a more liberal system, many 
governments have embarked upon a policy of privatization, deregulation and the introduction of 
a commercial approach in the public sector, sometimes referred to as new public management. 
It is to these issues we now turn.

How is managing in the public sector different from managing in the private sector?

REFLECTION POINT

Privatization
We introduced privatization in our discussion of liberalization and the change in the economies 
of Eastern Europe, the former Soviet Union and China in Chapter 3. In the UK we focus on the 
privatizations associated with the Conservative Governments of the 1980s and 1990s, yet the 
largest share issue privatizations have occurred in other countries (see Table 6.2). In several 
cases the share issues were released at different times over several years. The largest by far has 
involved NTT in Japan, with five share issues over 12 years. In China, the privatizations have 
mainly involved smaller companies and large SOEs have remained in state ownership (see the 
section on China in Chapter 3).
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TABLE 6.2 Ten largest privatizations 2000–2007 within the OECD

Date Company Country Amount (US$ billion)

2006 Telstra Corp. Australia 13.7
2000 Deutsche Telekom Germany 12.8
2004 ENEL Italy 9.5
2000 NT & T Corp. Japan 8.4
2005 Electricite de France France 8.4
2000 Telia Sweden 7.7
2005 Autoroutes du Sud de la France France 6.8
2005 Turkish Telecom Turkey 6.6
2004 France Telecom France 6.2
2005 Autoroutes Paris –Rhin-Rhone France 5.8

Source: www.oecd.org/daf/ca/corporategovernanceofstate-ownedenterprises/48476423.pdf.

The claimed advantages of privatization may be stated as follows:

•	 It creates increased competition, which leads to increased efficiency, higher productivity, 
quality improvement and, ultimately, growth and profit

•	 Shareholders have a financial interest in the effective management of the enterprise. 
 Managers’ performance is therefore closely monitored and controlled. Organizations that 
perform badly can become subject to takeover. Interestingly, the agency problems are not 
considered within the scope of this commentary

•	 Since customers have a choice, there will be a focus on customer care and service levels 
will improve

•	 Costs will be reduced as a result of competition. In particular there will be a reduction in 
labour costs as organizations seek greater efficiencies

•	 There will be improved awareness of and adaptation to changes in local, national and 
global environments

•	 There will be greater incentives for staff through more flexible pay arrangements and profit 
sharing schemes. Managers will be encouraged through incentives to be more innovative 
and proactive

•	 For the newly privatized organizations there would be greatly increased opportunity for 
raising revenue which could be reinvested in the operation. It was assumed this would 
stimulate innovation to the benefit of all

•	 For the state there will be a reduced public sector deficit and borrowing requirement. 
 Privatized businesses will attract more inward investment

•	 Society will change as more people are given the opportunity to own shares.

What evidence can you find to support these assertions?

REFLECTION POINT
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It is difficult to isolate privatization from its ideological and political agenda and as a conse-
quence difficult to assess whether the claimed advantages have occurred and, if they have, ben-
efited all parties. Privatization has been a key policy in the UK since the 1980s. It has also been 
a commitment of the EU, which saw privatization as a means of creating a competitive market 
across Europe that would reduce costs for the consumer. This was a particular aim of stipulating 
that the energy companies of member states had to be privatized.

Evidence is mixed both as to whether privatized companies deliver better products and services, 
and on the effect on prices. In most cases privatized companies have reduced staffing levels sig-
nificantly. In the case of most Western European countries, privatization took place in a market 
economy. Changes were much more radical in economies shifting from state control, the so called 
transitional economies. In all cases, however, it is difficult to isolate the impact of privatization 
from other economic, political and social changes. Comparing the performance of a privatized 
company with that of its former state owned company may be misleading as the goals of the 
company may have changed. A comprehensive review of studies was carried out by Megginson 
and Netter (2001) on privatizations across the world, including transitional and non-transitional 
economies. Their findings are summarized as follows:

•	 In non-transitional economies there was little evidence that privatization had improved 
the financial or operating performance of companies, although there was a marked decline 
in all countries of levels of employment. The findings varied widely. In Mexico, privatized 
firms quickly closed the performance gap with the private sector, although much was 
attributed to job cuts and the introduction of incentives. In the UK some studies have 
shown that fewer than 50 per cent of companies perform better after privatization.

•	 In transitional economies the results are more consistent and generally show improved 
 performance. The greatest improvements have been found when companies move into 
 foreign ownership and where the entire management is changed.

However, Mühlenkamp (2015) in a meta-analysis and re-assessment of the Megginson and 
Netter (2001) study found no empirical evidence to support the assertion that private enterprise 
produces better performance.

However, the restructuring that has taken place in transitional economies has created problems 
of adjustment. Many companies have been unable to compete against foreign competition when 
state controls and state protection were removed. There has been a subsequent rise in unemploy-
ment. This has been felt particularly in industries such a coal mining, where job losses have been 
accompanied by regional decline and an increase in crime and social problems. Such problems are 
reinforced by the difficulties of obtaining investment and attracting sustainable new industries. 
Some countries, such as Hungary, Poland and the Czech Republic, have fared better than others. 

Privatization refers to the government policy of selling off public assets to private ownership and control, usually 
by share issue. The policy was prevalent in the UK in the 1980s and 1990s, driven largely by an ideological belief 
in the workings of the free market. The policy extended to the deregulation of certain public services, thereby 
ending public monopolies over the provision of public transport and refuse removal. The process has also been 
pursued in other countries such as France, Germany, Japan, Australia and Canada as well as in former com-
munist countries in Eastern Europe and in China. The policy is driven by the belief that private firms are both 
more effective and efficient, and free managers from the constraints of political control.

KEY CONCEPT 6.7 PRIVATIZATION
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In Russia there has been significant criticism of the sale of 12 state owned oil and mining firms 
for low prices to individuals, often with ties to the political elite, now referred to as ‘oligarchs’.

The economic changes in transitional economies brought by privatization have had an impact 
on individuals. The shift from state control to competitive markets requires a change in values 
and behaviour. For many, particularly the older workers and managers, such changes are difficult, 
resulting in feelings of increased insecurity.

CASE 6.3 NETWORK RAIL

In 1994 the UK government reorganized its state 
owned railway system (British Rail) as a precursor 
to privatization. Initially called Railtrack plc, follow-
ing privatization the company was renamed Network 
Rail in October 2002. It was responsible for the run-
ning and maintenance of tracks, signalling systems, 
bridges, tunnels and level crossings on the UK rail 
system and 18 stations including the mainline stations 
in London and those in major cities such as Glasgow 
and Manchester. Twenty-five operating companies 
were formed as train operating units to run the trains, 
control the routes and set the timetables. These were 
organized on a regional basis.

The British government of the 1980s pursued an 
ideologically driven policy of privatization and most 
publicly owned companies and public utilities went 
into private ownership via share issues. However, the 
railway industry, under British Rail, emerged from the 
1980s still in public control and was not privatized until 
1996, when the shares were floated at an initial price 
of £3.80. The privatization was carried out on the same 
basis as those of the previous decade. Shares were 
offered to the general public, the company was to be 
run on profit lines and a regulator was appointed to 
safeguard the public interest. The train operating units 
were offered as franchises to companies who could 
demonstrate their competence to the newly formed 
Office of Passenger Rail Franchising. Many consider 
that the privatization was rushed through and insuf-
ficient thought had been given to the new structures.

Railtrack’s main source of funding was to come 
from the train operating companies who would pay 
to use the track, stations and so on. Railtrack also 
received income from its property portfolio, in addi-
tion to the funds it received from the government to 
assist with major projects. In 1998 all seemed to be 
going well. The share price had risen to £17, the 
company was valued at £17 billion and it was widely 
publicized that it was making £1 million a day profit. 
By May 2001, Railtrack announced losses of £534 
million and from January to September that year 

the share price fell from £9.25 to £2.80. On 8 Octo-
ber 2001 the company had debts of £4.5   billion 
and went into administration at the request of the 
 government. The transport minister, Stephen Byers, 
said:

Our action will see the end of Railtrack. In my 
judgement the time had come to take back 
the track and put the interests of the travelling 
public first.

 (Guardian, 8 October, 2001)

Accounting firm, Ernst and Young, was called in to 
act as administrator, run the company and effectively 
create the conditions for the launch of a new organi-
zation. The government decided that too much public 
money had already been spent on Railtrack projects 
and the company had shown itself ill equipped to 
operate an effective service and manage its own 
budgets. It was thought at the time that any further 
money put into Railtrack would jeopardize plans for 
increased spending on health and education. The 
action of the government was seen by some as 
re-nationalization.

The problems that led to the demise of Railtrack 
were several:

•	 Throughout the five year existence of Railtrack 
as a private company there had been continu-
ous requests for government funding and it 
was seen by the government as a company 
that had no effective strategy for controlling 
costs. Major projects were out of control. The 
modernization of the west coast mainline was 
budgeted at £2.2 billion and was eventually 
completed at a cost of almost £10 billion, which 
some noted was £3 billion more than NASA’s 
plans to revisit the moon under the second 
Bush presidency.

•	 Despite the publicity given to major proj-
ects, there was a lack of investment in the 

(Continued)
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infrastructure. The company was criticized for 
the high levels of dividend paid to shareholders 
and for ignoring the public interest. Indeed, lack 
of investment was seen as the cause of the Hat-
field rail crash in 2000 (see below).

•	 There were several well publicized disasters, 
all of which implicated Railtrack. In September 
1997, seven people were killed in a rail crash 
at Southall, when safety equipment was found 
to be at fault. In October 1999, two passenger 
trains collided as a result of signal failure as 
they approached Paddington station in London, 
with 31 deaths. In October 2000 a train crash at 
Hatfield killed four people. The cause was found 
to be a disintegrating track, which had been 
scheduled for renewal 12 months earlier.

•	 There were frequent customer complaints about 
delays and Railtrack was invariably blamed 
by the train operating companies. Railtrack 
acquired a reputation for unreliability and had to 
make large penalty payments to the operating 
companies. Customers were also critical of the 
increased cost of rail travel and placed some of 
the blame for this with Railtrack.

•	 During the late 1990s many key staff left the com-
pany. A criticism was that they were replaced by 
people with little or no experience of running rail-
ways. In addition there was criticism of the large 
salaries paid to top management, a frequent 
complaint in newly privatized companies.

•	 The regulatory mechanism was accused of 
weakness, ignoring the lack of investment and 
consequently was blamed for the poor safety 
record. In an attempt to sort out the regulatory 
system, the government appointed Tom Winsor 
as the new regulator just before putting Railtrack 
into administration. One of his first acts was 
to commission an independent report, which 
exposed the lack of investment, while the state of 
the track was deemed to be in a worse condition 
than it was before privatization.

The administration led to a bitter dispute between 
Railtrack and the government. The chief executive of 
Railtrack, Steve Marshall, resigned and accused the 
government of unacceptable behaviour and going 
back on its promises. This accusation was directed 
partly at the government’s refusal to back the com-
pany with funds and partly to the government’s 

attempt to freeze £350 million, which Railtrack had in 
its bank accounts. Railtrack insisted this was income 
derived from its property activities and not directly 
related to the rail business. In the end, the govern-
ment relented and much of the money was paid to 
existing shareholders. Many of the institutional share-
holders saw the administration as a government take-
over tantamount to re-nationalization. However, the 
government was keen to avoid this because of the 
cost involved in paying off the shareholders (which, 
by law, had to be based on an average share price 
of the last few years). Shareholders did receive some 
compensation, mainly from the sale of assets and the 
bank account of the Railtrack Group. However, inves-
tors considered their compensation of £2.50 a share 
to be insufficient and launched a class action against 
the government, accusing it of pushing Railtrack into 
administration, an action which took several years 
and was ultimately lost by the former shareholders.

The collapse of the company had an immediate 
knock-on effect in other sectors. Many construction 
companies, such as Balfour Beatty and Jarvis, were 
reliant on Railtrack for much of their revenue. Railtrack 
contributed 40 per cent of the turnover of Jarvis. Share 
prices in the construction industry fell immediately. 
Many companies feared that work would slow down 
and that outstanding payments would not be made.

The process of administration led to the creation of 
a new company and a new brand, Network Rail. The 
new company would assume all the responsibilities 
previously undertaken by Railtrack. Network Rail was 
set up as a private company to operate on a com-
mercial basis. However, it was established as a com-
pany limited by guarantee (CLG). Such a company 
is often found in charitable organizations. A CLG has 
no shareholders but is owned by members, who hold 
the board accountable. The liability of the company 
is limited to the amount each member guarantees. 
Network Rail has 116 members drawn from industry 
partners and from the general public. As there are 
no shareholders, no dividend is paid and all profits 
are reinvested. All the senior management of Network 
Rail had either engineering experience or experience 
of railway operations in the UK or overseas.

However, the problems continued:

•	 At Potters Bar in 2002, poorly maintained points 
were found to be the cause of a train derailment, 
which killed seven people and injured 81, seven 
of them seriously. In addition, the company 

CASE 6.3 (Continued )
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CASE 6.3 (Continued )

received bad publicity as a result of its contrac-
tor Jarvis falsely claiming that the accident was 
the result of sabotage. On the new west coast 
mainline a high speed train was derailed with 
one death and 88 injuries, again caused by the 
deterioration of points. In 2011 Network Rail 
admitted criminal liability for the points failure at 
Potters Bar and was fined £3 million.

•	 Network Rail continued to be dogged by train 
delays, although its record was improving.

•	 As a result of the Hatfield crash, both  Network 
Rail and contractor Balfour Beatty were accused 
of corporate manslaughter. While these charges 
were dropped, the two companies were found 
guilty of health and safety offences. Network 
Rail was fined £3.5 million and Balfour Beatty 
£10  million, the latter for what the judge 
described as ‘the worst example of sustained 
industrial negligence in a high risk industry’. This 
fine was later reduced to £7.5 million. Network 
Rail was also found guilty of breaches of health 
and safety relating to the Paddington crash 
and fined £4 million. Private cases were taken 
against Network Rail by relatives and survivors 
of the Potters Bar crash. However, a key issue in 
the fines levied on Network Rail is that the courts 
are effectively fining a public  company and the 
money comes from the taxpayer and the travel-
ling public, ultimately pushing up fares.

A 2009 poll showed that 51 per cent of the public 
were in favour of re-nationalization. Network Rail was 

criticized for excessive public subsidies, the high-
est fares in Europe, a complex pricing system and 
overcrowding. A ‘Value for Money Study’ was com-
missioned by the government in 2011 (The McNulty 
Report). The report found that the nationalized rail 
systems in France, Holland, Sweden and Switzerland 
were 40 per cent more efficient and fares were 30 per 
cent cheaper than in the UK. The report also noted 
that 90 per cent of trains arrive on time and there 
has been no fatal accident due to maintenance error 
since 2007.

In 2014 in a further attempt to stabilize the 
finances and debt levels of Railtrack the company 
was reclassified as a government body, with its out-
standing debt of £34 billion being absorbed into the 
national debt. Railtrack delivers a small profit back to 
government annually, typically in the range of £4–500 
million per annum.

Sources: The Guardian (October 2001-December 2011); 
www.networkrail.co.uk; a variety of media and internet 
sources (2017–2018).

Questions

1 What rationale can you give for the privatization 
of British Rail?

2 What, in your view, were the key factors that cre-
ated the problems in Railtrack?

3 In what ways does Network Rail differ from Rail-
track? What similar problems does it face?

4 What does the case tell us about privatization of 
industries such as the railways?

SIZE

There have been a number of attempts to define small businesses, largely through the need to 
establish criteria as a basis for government funding. Defining what we mean by big business is 
somewhat more elusive. By size, do we mean revenue, profit, number of employees or even the 
extent of global operations? We can see from Table 6.3 that the world’s largest corporations vary 
according to the criteria used.

Whatever the definitional problems, the influence of size as an organizational variable interacts 
across all levels of our Business in Context model. Many of the issues relating to size are dealt 
with elsewhere in this book and in this section we simply present a summary of those issues. We 
do, however, develop the concept by examining the issues relating to small businesses.

We have already seen in this chapter how size is an important determinant of structure. 
 Hickson et al. (1969) noted that with increasing size the technological imperative gives way to 
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the size imperative. Increasing formalization and bureaucratization are inevitable consequences 
of the growing firm, and the organization structure and management procedures are shaped by 
the need to coordinate and control large numbers of people. In our earlier discussion we saw how 
the growth of firms, especially through diversification, was an important element in companies 
such as GM adopting a divisional structure.

With size comes the development of specialist activities. In Chapter 13 we see how the devel-
opment of human resource management as a specialist function is closely related to the increas-
ing size of organizations. In Chapter 10 we see a relationship between size and innovation. 
Size is also related to dominance in the marketplace, as illustrated by the international brewing 
industry, dominated by firms such as SABMiller/InBev (Belgium, USA and Brazil, South Africa) 
and Heineken International (Holland).

The ability of the large firm to dominate the marketplace is only part of its relationship with its 
environment. The size of a firm may be an important buffer in dealing with the demands imposed 
by its environment. We saw in Chapter 2 how the multinational corporation is able to dominate 
its environment, including influencing and in some cases over-riding the policies of nation states.

An important rider to this discussion is the influence of technology. Developments in tech-
nology, and more specifically information technology, have meant that, in some industries, size 
becomes less important. Business activities can be concentrated in smaller units and smaller firms 
can have access to larger markets through online sales.

Size, structure and market position are themselves important variables in the determination of 
organization culture, which we deal with in the next section. At the micro-level there has been a 
great deal written about the impact of organizational size on the individual by focusing on the 
concepts of bureaucracy and alienation. Large organizations can undoubtedly present behavioural 
problems in terms of both management control and individual motivation. Despite such behav-
ioural problems it should not be forgotten that, at the management level at least, many employees 
seek out large firms for the career opportunities they offer.

We now deal with the specific issues and arguments surrounding small firms.

Small businesses
The small firm has played a key role in the development of the business enterprise, particularly in 
the 19th century when economic growth owed much to the activities of individual entrepreneurs. 
The role of the small firm was overtaken by the development of mass production, mass markets 
and, above all, the creation of the joint stock company, which created investment and removed a 
constraint to the growth of businesses. There was renewed interest in the small firm in the 1970s. 
For example, in the UK this emerged with the publication of the Bolton Report, which concluded 
that the small firms’ sector was in decline at that time but stressed the importance of small firms 
to the economy and to society (Bolton, 1971). In recent years there has been a revival of interest 
in, and the status of, small business. This has largely been enabled by networking and Internet 
technologies which have tended to level the playing field for the small business by offering access 
to larger markets.

Definitions
The Bolton Report’s working definition included those firms employing fewer than 200 people. 
The EU classifies small and medium sized enterprises (SMEs) as having fewer than 250 employees. 
Bolton identified three characteristics of a small firm. These were: having a small market share; 
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being owner managed; and being independent of any larger concern. Ultimately some kind of 
quantitative definition is essential to the effective administration of government support and the 
law, small firms being exempt from certain aspects of employment law. However, there are still 
difficulties because what is a small firm in one industry may not be a small firm in another.

Because of the difficulties with quantitative measures, some have attempted to distinguish small 
businesses by identifying characteristics that are special to them (Bolton, 1971; Bridge et al., 1998; 
Burns, 2001; Cooney 2002):

•	 Small firms generally operate with a limited range of products and have relatively few cus-
tomers in relatively small markets. They tend to have limited market share and have little 
influence on price. However, some small firms operate in niche markets with a wide cus-
tomer base and have considerable influence on price.

•	 Small firms are independent and have little in the way of outside controls.

•	 Small firms are influenced greatly by the owner–manager. Owner values tend to dominate. 
Management is carried out, in many cases, by one person, who performs all or most of the 
functional roles. Most small firms have an absence of functional managers and specialists.

•	 Small firms tend to be perennially short of cash. They are reliant on personal investment 
and are unable to raise capital as easily as large firms. This may result in a lack of invest-
ment in new technology and in training and development.

•	 Strategies tend to be reactive and short term, the latter often being a function of cash flow 
problems.

•	 Business systems are rarely formalized and tend to be based on the experience of the 
owner–manager.

The extent of the small firms sector
In most countries this is difficult to ascertain because there is a marked preference on the part of 
some small business owners to remain outside official statistics for the purposes of tax avoidance. 
Because of these problems, the estimates of the extent of small business activity and the contribu-
tion to the economy can vary considerably. However, in all countries there does appear to be an 
increase in the number of small firms. Two main reasons are given for this growth:

•	 There has been a shift from manufacturing to the service economy in most countries. Small 
firms tend to predominate in the service industry.

•	 Developments in information and communications technology and the reducing price of 
that technology have enabled smaller business units to function independently and it is now 
viable to operate as a small firm in many sectors of the economy.

It was estimated by Eurostat in 2012 that 99.8 per cent of all businesses in the EU came under 
the definition of small and that they generate 67 per cent of employment across the EU, with 
53 per cent in the UK and 86 per cent in Greece. Estimates of the USA economy suggest that 
firms employing fewer than 20 people contribute half of the GDP and account for half of exports.

International figures confirm the view that the small business start-up is a risky venture. A sur-
vey of small firms across the world from 1980 to 1990 revealed that, on average, 50–60 per cent 
of start-ups failed within the first five years (El-Namiki, 1993). In general, the main reasons for 
failure would appear to be finance (including cash flow problems), poor products and inadequate 
marketing and market research. However, small business owners are not always the best people 
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to offer an objective analysis of the failure of their own business. It must be acknowledged that 
not all small firm closures are the result of failure. The success of some firms means that they are 
bought by larger concerns. Other reasons for closure can be related to the retirement or death 
of the owner.

Types of small firm
Burns (2001) identifies two types of small firm:

•	 The lifestyle firm typifies most small firms. It is the preferred alternative for many to work-
ing for someone else. It is not seen as a route to growth and fortune and operates to pro-
vide an adequate level of income. Such firms are rarely dynamic and the owners wish them 
to remain small. Examples of such businesses would include the neighbourhood news-
agent, the local hairdresser, plumber or jobbing builder.

•	 The growth firm represents those entrepreneurial businesses that offer innovative products 
and services or those businesses seeking rapid growth. The most successful of these rapidly 
move out of the small firm category. Examples of such businesses include those developed 
by entrepreneurs such as Bill Gates and Microsoft, and Jeff Bezos and Amazon.

Others have distinguished between the family firm and the non-family firm. The family firm 
has been the source of considerable academic interest. Typically, it is a firm established within a 
family and managed by family members. A PwC survey (2016) found that while family firms were 
smaller than most small firms, generally they were more productive, and many felt that they were 
more agile in their decision making than their non-family owned counterparts. It should not be 
forgotten that family owned businesses can also be large as is the case with Walmart, Carrefour, 
Santander and BMW.

The value of small businesses
The value of small businesses may be viewed in terms of the benefits to the owners, economic 
growth, the number of jobs they provide, and their service to the consumer. We will deal with 
each of these aspects in turn.

Benefits to owners
•	 Self-employment offers the individual far greater opportunities for control, and perhaps 

greater satisfaction through direct involvement, than working for someone else.

•	 The small business has for many been the pathway to real wealth, social mobility and per-
haps political power in the local community.

•	 Some owners doubtless see their own business as a source of security for their family and as 
a kind of immortality via family succession.

Against such values is the very real risk of failure and financial loss for the owner and his or 
her family. Romantic tales of individualism, wealth and job satisfaction should be set alongside 
the long working week, the frustration and the stress that many small business owners inevita-
bly experience. The reality for many is that self-employment is less lucrative than working for 
someone else, and those that are successful either become prime candidates for a takeover bid by 
a larger firm or fear the loss of control that inevitably comes with growth.
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Contribution to economic growth
We have already noted that many governments see the small firm as an essential ingredient of a 
healthy economy:

•	 The most obvious role for the small firm in this respect is to act as a seedbed for future big 
business and in so doing secure the future of the economy.

•	 The small firm is seen as filling gaps in the marketplace by offering specialist products that 
would be uneconomic for a large firm to offer.

•	 More significantly, the small firm is seen as a force for change by being inherently more 
flexible and innovative than the larger business. This image of the small firm was strength-
ened by the publicity given to the success and growth of certain small firms in the computer 
industry, although the majority of small businesses are decidedly low rather than high tech.

•	 In particular, the small firm is seen as a useful vehicle in a recession; small firms are seen as 
price takers and therefore offer no threat to inflation rates, and they are able to plug the 
gaps left after larger firms have rationalized their operations.

However, the small firm can be exploited by big business and the main economic advantages of 
a small business presence accrue to the larger company. Certainly large manufacturing concerns 
could not survive without the components supplied by a host of smaller companies, and the exten-
sion of subcontracting in manufacturing has been a factor in the growth of the small business 
sector. There is evidence of larger firms taking over markets created by smaller companies when 
those markets prove successful. For example, the Microsoft acquisition of Skype in 2011 and the 
Photobox acquisition of Moonpig described in Case 12.3.

A high proportion of small business start-ups do not involve new products but involve the 
owner in replicating his or her previous employment. This trend becomes critical where buy outs 
are concerned and may be a primary cause of small business failure among buy outs. In this case 
an ailing firm either sells out or divests part of its operation to a group of employees, usually 
management. Their experience and skills give them the optimism to continue operations in the 
same product market, perhaps ignoring the lack of demand or excessive competition operating 
in that same market, and they merely repeat the failure of the original firm.

Job creation
We have noted that the small firm sector employs a large percentage of the workforce in most 
countries. The small firm makes a number of contributions towards job creation:

•	 Redundancy and unemployment are big push factors towards self-employment.

•	 Self-employment is a valuable source of work for those groups, such as ethnic minorities and 
women who, despite legal protection may feel discriminated against in the labour market.

•	 Entrepreneurialism has become popular.

•	 In certain communities an over dependence on a few large firms for employment can be 
damaging when those firms close. More diversity is offered by a healthy small firms sector.

Benefit to the consumer
•	 The small firm can benefit by filling the gaps left by the larger company. A good example 

of this was the deregulation of the UK bus industry.
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•	 There is also the argument that the smaller firm is closer to its customers and can provide 
them with a more personalized, responsive and specialized service.

•	 There are certain highly specialized product markets, such as precision scientific instrumen-
tation, which tend to favour the smaller concern.

Whether the smaller firm offers a better service to the consumer is impossible to judge. When 
buying expensive wine for laying down for several years, a small specialist firm may be the most 
appropriate consumer choice, while a supermarket chain may offer the best value on less expen-
sive purchases. The situation becomes particularly blurred when you consider that a number of 
larger firms of all types pay particular attention to customer sales and after sales service.

What advantages and disadvantages do small firms have compared with large firms?

REFLECTION POINT

As a postscript to this section, it is anticipated that future small business growth with be driven 
by the rise of the shared or collaborative economy, much of it enabled by new trading and finan-
cial settlement mechanisms such as Blockchain. If you have ever taken an Uber ride or stayed in 
an Airbnb then you have already become a participant.

ORGANIZATIONAL AND CORPORATE CULTURE

We encountered the concept of culture in Chapter 5. There, we focused on broad cultural dis-
tinctions between groups of people, and focused on culture and business at the national level. In 
this section we focus upon culture in a more localized setting, that of the organization itself. The 
goals, structure, patterns of ownership and size of an organization both reflect and are reflected 
in its culture. Organizational culture influences both strategy and operations and is therefore a 
key element in our model of business.

The terms organizational culture and corporate culture are used interchangeably in the litera-
ture. In our review we draw a distinction between them. In this section we will define culture at 
the level of the firm and investigate our concepts of organizational and corporate culture. We 
examine the concept of a strong culture and its relationship to notions of the excellent company. 
We assess its value as a business tool and offer a critique. We will illustrate these points by refer-
ence to HP Inc., the US technology firm, presented as Case 6.4.

The terms defined
Culture at the level of the firm has been defined as:

The way we do things around here.
(Deal and Kennedy, 1982, p. 4)

The pattern of beliefs, values and learned ways of coping with experience that have developed 
during the course of an organization’s history and which tend to be manifested in its material 
arrangements and in the behaviour of its members.

(Brown, 1998, p. 9)
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a) A pattern of basic assumptions, b) invented, discovered or developed by a particular group 
c) as it learns to cope with problems of external adaptation and internal integration, d) that 
has worked well enough to be considered valid, and e) is to be taught to new members as the 
f) correct way to perceive, think and feel in relation to those problems.

(Schein, 1990, p. 111)

The quote from Deal and Kennedy is frequently used in both managerial and academic treat-
ments of the subject. It is in fact not the authors’ own, but a quote from Marvin Bower, then 
managing director of McKinsey, for whom Deal and Kennedy were consultants. Their definition 
is typical of the language used in many of the managerial texts and is sufficiently broad to add 
little to our understanding of the concept. Brown (1998) and Schein (2017) attempt to detail the 
key elements, which are:

•	 beliefs and values that are developed in an organization over time

•	 learned by its members

•	 used to guide their behaviour and solve their problems

•	 manifested in the language used and in every aspect of organization life.

In this book, we make a distinction between organizational culture and corporate culture. We 
explain that distinction as follows.

Organizational culture This sees organizations in terms of a unique combination of variables. 
These include history, technology, product market, the type of employees, type of ownership, 
leadership and strategy. Other influences include the broader culture of the country or region, 
the prevailing political economy and the behaviour of the stakeholders. Many attempts have been 
made to simplify this range of variables through the use of models attempting to draw distinc-
tions between generic types of organization. An early and highly simplistic attempt was made by 
Harrison (1972) who classified the character or ideology of organizations under four categories: 
power, role, task and person. This same classification was popularized by Handy (1993), who 
referred specifically to these categories as cultures. 

Corporate culture This focuses on the use of culture as a control device to enhance performance 
through the development of greater commitment and the integration of all employees at all levels 
in the organization. It is this perspective on culture at the level of the firm that attracts the greatest 
critical attention. Some writers, notably Willmott (1993), view the manipulation of culture in this 
way as highly questionable, referring to it as the ‘dark side of the force’. Others, such as Thompson 
and McHugh (2003), while offering similar criticisms, also see some benefits to employees through 
the more paternalistic strategies of employers. The idea of a management-led corporate culture lies 
at the heart of the notions of a strong culture and the excellent company, to which we now turn. 

These two terms are often used interchangeably, but in this book they are defined differently. Organizational 
culture represents the collective values, beliefs and practices of organizational members and is a product of such 
factors as history, product market, technology, strategy, type of employees, management style, national cultures 
and so on. Corporate culture, on the other hand, refers to those cultures deliberately created by management to 
achieve specific strategic ends. The concept came to prominence in the 1980s with interest in so called excel-
lent companies and the idea that specific types of corporate culture were a template for success. Such views 
have been challenged by much of the evidence, although certain cultures can make a significant contribution 
to coordination and control and levels of employee satisfaction.

KEY CONCEPT 6.8 ORGANIZATIONAL AND CORPORATE CULTURE
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Strong cultures and the excellent company
The concept of corporate culture is most apparent when we examine those companies with strong 
cultures. Strong cultures are associated with those organizations where the guiding values of top 
management are clear and consistent and are widely shared by the employees. Such cultures are 
typified by a set of strong values passed down by senior management. The values are strengthened 
by rituals, which emphasize and reward appropriate behaviour, and a cultural network, com-
prising a system of communication to spread the values and create corporate heroes. A feature 
of strong cultures is their association with hero figures, who exemplify such values. Bill Hewlett 
and Dave Packard of Hewlett-Packard, Bill Gates of Microsoft and Richard Branson at Virgin 
are examples of such corporate heroes.

The processes of creating such a ‘positive’ organizational culture would appear to operate as 
follows:

•	 The senior management of a company sets goals and issues guidelines, which promote 
strongly held shared values; common emphases are enthusiasm, diligence, loyalty, quality 
and customer care.

•	 To ensure that such guidelines are passed on to all employees there is usually a high level 
of investment in the procedures of communication and integration.

•	 Several techniques are used to create and maintain a specific corporate culture. Some firms 
pay particular attention to the physical environment, and some like HP sought to create a 
corporate style that was recognizable wherever they operated. In IBM, a layout that facili-
tates communication is equally important, as is the use of a corporate colour: blue.

•	 The goals of the company are invariably written down, explicit, communicated to all 
employees and tend to stress the contribution that employees can make to the firm. Heroes 
and myths play an important role in communicating the core values as illustrated by the 
Bill and Dave stories in Case 6.4.

•	 The same importance is ascribed to rituals, which take the form of team meetings or out of 
work social activities, where participation is the norm.

•	 Recruitment and selection methods tend to be rigorous to screen out unsuitable candidates 
and ensure a fit between the recruit and the prevailing culture.

Considerable emphasis is placed on induction and training as primary vehicles for cultural 
socialization. All these processes and procedures can be found in firms such as IBM and HP and 
in Korean firms such as Hyundai, Samsung and LG. Such strong cultures are a central feature 
of the so called excellent company. Peters and Waterman (1982) may not be the only writers to 
attempt to identify the features of the excellent company, but their attempt proved to be the most 
successful by far with their book In Search of Excellence. Peters and Waterman carried out an 
investigation of 62 top-performing US companies. Six measures of long term productivity were 
devised and only those firms that ranked in the top 20 of their industry on four out of the six 
criteria were included in their in-depth study. Their final sample numbered 43 firms, including 

Do you think we can differentiate between organizational and corporate culture as we have done or are they 
really the same thing?

REFLECTION POINT
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IBM, Boeing, Caterpillar, Eastman Kodak, Walt Disney and 3M. In all, eight attributes of excel-
lence were identified. These were, using Peters and Waterman’s own terminology, as follows:

•	 ‘Bias for action’, being typified by clear objectives and a marked absence of committee 
procedures.

•	 ‘Closeness to the customer’, typified by processes and procedures aimed at identifying and 
serving the customer’s needs.

•	 ‘Autonomy and entrepreneurship’, which were best achieved through the creation of small, 
cohesive teams.

•	 ‘Productivity through people’, with workforce involvement at all times.

•	 ‘Hands on; value driven’, involving the fostering of a strong corporate culture by top man-
agers who are seen to be in touch with all employees.

•	 ‘Stick to the knitting’, which involves limiting activities to what the firm does best and 
avoiding diversification into unknown territory.

•	 ‘Simple form, lean staff’, avoiding complex hierarchies and large administration sections.

•	 ‘Simultaneous loose-tight properties’, which means that an organization’s structure should 
display a combination of strong central direction with work group autonomy.

Throughout their work, Peters and Waterman stressed the importance of socializing and inte-
grating individuals into a clearly defined corporate culture. The firm becomes much more than 
a place of work.

By offering meaning as well as money, the excellent companies give their employees a mission 
as well as a sense of feeling great.

(Peters and Waterman, 1982, p. 323)

What do you need for a strong culture to work?

REFLECTION POINT

Culture and performance
Those who subscribe to this kind of vision of organizations argue that companies displaying such 
characteristics are invariably more successful than those that do not (Peters and Waterman, 1982; 
Deal and Kennedy, 1982). We examine this claim by reference to studies that have been carried 
out examining the effect of culture on strategy and on performance.

Brown (1998) sees the link between culture and strategy as inevitable. He argues that the 
culture of an organization will determine key strategic elements, including how the environment 
is perceived and interpreted, how information is analyzed and how the main players react. The 
notion of a culture–strategy fit also underpins many studies on culture change, where culture is 
manipulated to achieve the desired strategic ends. At best, this represents an understanding by 
management that successful implementation of a strategy requires consideration of behavioural 
and culture change and a corresponding investment in training and other processes. The case of 
British Airways is a good illustration of this kind of change process (see Case 13.1). At worst, 
however, it represents a vague hope on the part of management that simple exhortations to cul-
ture change will bring about the desired strategic change.
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Links between culture and performance were examined by Gordan and Ditomaso (1992), who 
found some correlation between the strength of a widely shared culture and short term financial 
performance. In Whipp et al. (1989) an analysis was made of Jaguar, a high end car producer with 
a sought after product and strong export market. The placing of Jaguar under British Leyland 
(BL) management in the 1970s resulted in a performance decline, explained as a clash of cultures 
between Jaguar employees and BL management. It was a case of a specialist versus volume car 
manufacturer, where energies were diverted as Jaguar management engaged in political battles to 
retain a distinctive corporate identity. Performance at Jaguar improved dramatically in the 1980s 
when, free from the restrictions of BL, a new management team attempted to recreate the values 
of the company’s most successful era through a focus on costs, quality and incremental quality 
improvements. When Ford acquired Jaguar in the late 1980s, Jaguar was allowed to operate with 
considerable independence and the relationship and integration was carefully planned to avoid 
the earlier mistakes. Jaguar was sold to Tata Motors in 2008 and its operations merged with 
those of Land Rover to form Jaguar Land Rover in 2013 and it ceased to exist as an independent 
brand at that point.

Yet such studies also point out the dangers of linking culture and performance too directly. 
Both acknowledge the likely interference factor of a range of variables. In the case of Jaguar, the 
performance of the company, especially in its main export market, the USA, was aided by a then 
favourable sterling–dollar exchange rate. Such limitations have led many to question its utility as 
a concept. It is to these issues we now turn.

how useful is organizational culture as a concept?
The more analytical perspective of organizational culture attempts to view culture as a complex 
collection of many variables. The problem with such analyses is the isolation and measurement 
of variables. It is hardly surprising that so many articles and books are dependent upon anecdotes 
from key participants as the major form of data. However, an attempt at such an analysis may be 
useful to management attempting a strategic change. An assessment of the prevailing influences 
on the culture of the firm may indicate the likely success of a strategic initiative in terms of its fit 
with the culture.

An analysis of organization culture can assist us in gaining insights into the realities of organ-
izational life and obtaining a richer picture. For example, a focus on culture and, in particular, 
subcultures, as large public organizations, such as universities and hospitals, undergo change, may 
lead to a greater understanding of the underlying issues. In hospitals, there are tensions between the 
medical staff and budget conscious administrators. In universities, similar tensions exist between 
academics and senior management. Academics see traditional freedoms being eroded by manage-
ment initiatives responding to financial cuts and the increased use of performance indicators.

how useful is corporate culture as a concept?
Problems have been identified with the use by managers of a strong culture to guide and control 
the behaviour of organization members as indicated below.

Official versus unofficial cultures
The exhortations of corporate literature and of top management can appear markedly different 
from the realities of organizational life.
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The rigour of the research
The result of studies, particularly into the so called excellent companies, is challenged. For exam-
ple, Hitt and Ireland (1987) argue that the excellent companies of the Peters and Waterman study 
performed no better on stock market valuation than other non-excellent companies appearing 
in the Fortune 1000 listing. Indeed many of these excellent companies have ceased to exist or 
changed beyond recognition as was the case of HP.

Corporate culture is not an effective management tool
Limitations in the management use of culture have been identified:

•	 Some authors believe that the significance of culture is overstated, and that variables such 
as product/market, size and monopoly power are more important (Carroll, 1983). The case 
of IBM frequently appears in the literature where it is questioned whether their dominance 
of the market was a function of culture or monopoly power. Willmott (1993) argues that 
changing economic conditions have much more impact on a firm’s performance than cul-
ture. The strong culture of the three Korean electronics companies, Hyundai, Samsung and 
LG, made little difference in the face of the economic crisis in Asia in 1997 (Needle, 2000).

•	 The kind of culture seen in firms such as HP and IBM may only be found in certain types 
of organization. Dawson (1986) argues that Peters and Waterman have not uncovered a set 
of universal principles, but strategies that only worked under certain conditions.

Their ‘slim, consensual organizations’ of the future are probably applicable to firms employing 
professionals and technicians from the primary labour market in the development and opera-
tion of new technology or highly fashionable products and processes. They may, however, be 
less successful in other technological, product or labour market conditions.

(Dawson, 1986, p. 137)

•	 It may be difficult to establish corporate values and gain commitment among a growing 
number of part time and contract employees. Labour market issues are clearly important 
here, particularly when combined with employee characteristics related to job mobility. 
Even where conditions are favourable, cultures may be very difficult to change. Scholz 
(1987) maintains that culture change can take anything from six to 15 years. This is in 
stark contrast to those managers who regard instant culture change as the panacea for all 
that ails their company.

•	 Ultimately, as we have shown, there is the continued difficulty in establishing any meaning-
ful links between culture, strategy and performance. Dawson (1986) raises the fundamental 
question as to whether culture is a cause or a consequence of a firm’s success. In other words, 
was a firm like HP successful because it has a particular kind of culture, or did it have a par-
ticular kind of culture because it was successful? It is much easier to gain employee consen-
sus when profits are healthy, bonuses are good and job security is guaranteed.

Use of corporate culture as a management tool is not desirable
•	 The issue here is one of ethics. At worst, corporate culture is seen as a form of brain-

washing or conditioning, and at best it sends out conflicting messages to employees. It is 
true that in companies such as HP, employees were encouraged to be creative, yet were 
expected to conform; to be individualistic within a corporate image of a vast collective; to 
exhibit freedom, yet be subject to considerable expectations as to appropriate behaviour.
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•	 A number of writers, notably Silver (1987), are concerned about the exploitative potential 
of corporate culture. The essence of such criticism is that the emphasis on the moral com-
mitment of the workforce is simply a means of achieving high productivity on the cheap. 
Silver singles out McDonald’s for particularly harsh criticism.

The lively, people-oriented culture is but a complement to the speeded-up, Taylorized assem-
bly line production of food. . . . grease burns, irregular hours, autocratic bosses, sexual harass-
ment and low wages all come with the quarter pounder.

(Silver, 1987, pp. 109–10)

•	 Ethical or exploitative, corporate culture may be undesirable simply because it prevents 
change. In Rank Xerox, middle managers were so cast in an identical mould of strong 
corporate values that they were dubbed ‘xeroids’. Their programmed thinking and success-
ful company, built on the patent protection of the photocopying machine, rendered them 
impervious to a changing business climate and, ultimately, unable to respond to increased 
competition (Williams et al., 1989). Indeed these failures may have directly led to the fail-
ure to recognize the potential of personal computing, Xerox produced the first graphical 
user interface (GUI) but failed to capitalize on the development which was then picked up 
by Steve Jobs at the fledgling Apple.

CASE 6.4 hEWLETT-PACKARD

Hewlett-Packard (HP) was a large US multinational, 
which at the height of its success operated in around 
170 countries. The company was essentially wound 
up in 2015 after being split into two publicly traded 
companies, of these only HP Inc. still exists as a very 
much smaller entity. It specialized in computers and 
related products and services and was one of the 
original companies in Silicon Valley. It was founded in 
1939 in Palo Alto, California, by Bill Hewlett and Dave 
Packard, both of whom had considerable influence 
on company philosophy and culture. The company 
described itself back in 1990 as:

. . . a leading global provider of products, 
technologies, software, solutions and services 
to individual consumers, small- and medium-
sized businesses and large enterprises.

The firm operated in several product areas. These 
were:

•	 personal systems: business and consumer 
PCs, mobile computing devices, workstations, 
calculators and supporting software

•	 imaging and printing: inkjet and laserjet printing, 
digital photography and entertainment

•	 services including technology outsourcing and 
consulting

•	 server, storage and networking products

•	 financial services.

The company placed an emphasis on product 
innovation and development and operated R&D 
 centres in seven countries.

In terms of performance, the imaging and print-
ing group became the most profitable as competition 
had driven down the cost of PCs, thereby reducing 
margins. Consulting became a major feature when 
in 2008, HP acquired Electronic Data Systems (EDS) 
a global IT systems consulting firm. These acquisi-
tions and growth into new markets had a fundamental 
impact on the culture of HP.

The HP Way

A key element historically of the company’s cor porate 
culture was known as the ‘HP Way’. This was set down 
in writing by the two founders and comprised a set of 
beliefs, objectives and guiding principles, which were 
described by Bill Hewlett as follows:

. . . the policies and actions that flow from 
the belief that men and women want to do a 
good job, a creative job, and that if they are 
provided with the proper environment they 
will do so. It is the tradition of treating every 

(Continued)
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individual with respect and recognizing per-
sonal achievements . . . You can’t describe 
it in numbers or statistics. In the last analysis 
it is a spirit, a point of view. There is a feel-
ing that everyone is part of a team and that 
team is HP. As I said at the beginning it is an 
idea that is based on the individual. It exists 
because people have seen that it works, 
and they believe that this feeling makes HP 
what it is.

(Quoted in Peters and Waterman, 1982, p. 244)

The shared values and corporate objectives dis-
played a strong concern for people and a strong 
focus on results and were expressed in corporate 
literature as in Table 6.4.

It is not just the statement of values and objectives 
that were important in HP but that they appeared to 
be shared by a majority of employees. The values 
and objectives were reinforced by a set of processes 
and procedures that clearly operated through the 
1980s and 1990s. These are set out below:

•	 Communication was an underlying theme and 
was an important ingredient of the company’s 
attitude towards innovation and quality. Informal 
communication was encouraged between all 
employees. The layout of the offices and work 
stations was designed to encourage ad hoc 
meetings and brainstorming. The use of first 
names is almost obligatory and was the norm. 
Management assisted the informal processes by 
engaging in what HP termed MBWA (manage-
ment by wandering around). At a more formal 

level there are frequent announcements to the 
workforce on such matters as company perfor-
mance and all employees were given a written 
statement of the company goals stressing the 
contribution that individuals can make. Regu-
lar team meetings were obligatory for groups 
within the organization and once a week all 
employees met for a briefing session by senior 
management.

•	 Stories and myths played an important role and 
were a feature of management training, retire-
ment parties, company speeches and in-house 
journals. These stories generally told of key 
moments in the company’s history, or recounted 
the exploits of the corporate heroes, usually 
Bill Hewlett and Dave Packard. These stories 
served an important purpose of stressing a col-
lective identity and underlining the goals of the 
founders.

•	 The company saw its objective as a commit-
ment to the design, manufacture and marketing 
of high quality goods. Commitment to quality 
was viewed as ongoing with continual product 
improvement being a major goal.

•	 Innovation, like quality, was regarded as the 
responsibility of all employees. Openness was 
encouraged and prototypes were often left for 
other employees to test and criticize. A central 
strategy in R&D was the design of products to 
customer specifications and regular consultation 
with customers. Such procedures stressed the 
strong emphasis on customer service. The move 
into consulting was a further attempt to link new 

TABLE 6.4 Values and objectives at hP

Shared values Corporate objectives

• Passion for customers • Customer loyalty
• Trust and responsibility for individuals • Profit
• Results through teamwork • Market leadership
• Speed and agility • Growth
• Meaningful innovation • Employee commitment
• Uncompromising integrity •  Developing leaders to achieve business 

results and exemplify values
•  Global citizenship and expression of 

corporate social responsibility
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developments with the needs of customers, how-
ever the culture of the EDS staff was radically 
different from the prevailing HP culture.

•	 Human resource policies were designed to 
reinforce the HP Way as well as ensuring that it 
worked. Most HP employees had no requirement 
for clocking-on and many operated on flexible 
working hours. All employees attended a detailed 
induction programme with communication of the 
HP Way as a key ingredient. In terms of selec-
tion, care was taken to select only those who met 
the criteria of being high calibre and possessing 
flair, adaptability and openness. Employee com-
mitment was reinforced by a highly structured 
system of setting objectives. Objectives were 
mutually set at all levels and were fed throughout 
the organization. Salaries were reviewed every 
three months for each employee through an eval-
uation based on the achievement of objectives.

The overall impression in the 1980s and 1990s 
was that HP was too good to be true, and increas-
ingly it was.

Certainly, on most measures of performance and 
employee satisfaction, HP emerged as a highly suc-
cessful company. Until the 1990s the net profit was 
never less than 3 per cent of net turnover and R&D 
expenditure never less than 10 per cent of turnover. 
More than half of the turnover was generally attributed 
to products developed in the previous two years. A 
measure of the employees’ commitment occurred in 
1970 when, in the middle of a recession and bad time 
for the company financially, a 10 per cent pay cut was 
agreed rather than lay people off. 

1990s to the present

Since the end of the 1990s there were significant 
changes:

•	 The downturn in the computer industry towards 
the end of the 1990s and the early part of the 
new millennium cut HP sales and profits. The 
company shed 10 per cent of its workforce in 
1999, over 14 000 jobs.

•	 HP announced a merger/acquisition with Com-
paq in 2002 at a cost of US$25 billion. The 
enhancement of the consulting group resulted 
in the acquisition in 2008 of EDS in an attempt 
to break into the analytics market. Most financial 
analysts believed HP grossly overpaid for EDS 

at $13.9 billion. The company acquired Palm 
for $1.2 billion to get into the tablet market. The 
company launched its own tablet but withdrew 
the product after only 7 weeks. Both EDS and 
Compaq had radically different cultures from HP 
and employees and managers alike struggled 
with the new regime.

•	 Hewlett and Packard led the company them-
selves until 1978. The company had only 3 CEOs 
from 1978 to 2005. From 2005 to 2015 there were 
8 CEOs and the job changed hands four times in 
2010–2011 alone. Carly Fiorina, who moved from 
AT&T in 1999, was appointed to revitalize HP but 
her time was turbulent and she left in 2005. The 
share price halved during that time and the com-
pany became embroiled in scandals of industrial 
espionage. Consultants, hired to discover what 
rival companies were doing and who they were 
dealing with, were accused of using fraudulent 
and underhand methods to gather information. 
Fraudulent methods were used against the media 
including The Wall Street Journal, as well as 
phone hacking and infiltration. Her replacements 
from 2005–2011 fared little better in terms of their 
reputations in the media. As a result of the reces-
sion and credit crunch of 2008, there was a drop 
in profits. Job cuts of 24 600 were announced 
in 2008. In the USA a pay cut of 5 per cent was 
announced for all staff, and executive pay was 
cut by 10–15 per cent. With the appointment of 
former eBay senior manager Meg Whitman as 
CEO in 2011 the company was appearing to 
recover, but in 2014 a further 29 000 job cuts 
were announced as HP lost its market leadership 
in PC production to Lenovo, the Chinese com-
pany that had acquired IBM’s PC business.

•	 HP had difficulty merging its own culture with that 
of EDS and Compaq. Internally there were signs 
that the spirit of the ‘HP Way’ disintegrated. Its 
own product divisions were being run as  separate 
entities with little cooperation between them.

The decline in the company’s performance, its 
poor acquisitions, its frequent changes in top man-
agement positions and its widely publicized ethical 
problems had an impact on the culture of HP. The 
‘HP Way’ disappeared from corporate literature to be 
replaced with phrases such as ‘our shared values’ 
and ‘our corporate objectives’. Now the company 
itself has all but disappeared.

(Continued)
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Sources: Peters and Waterman (1982); Hewlett-Packard 
Annual Report 2012; a variety of media and internet sources 
(2013–2018).

Questions

1 What were the key elements of the HP culture 
and how are they implemented?

2 What were the strengths and weaknesses of this 
approach?

3 Assess the impact of the HP culture on  
the  historic performance of the company.  
What other factors may have been  
significant?

4 To what extent did the expansion of HP into 
emerging and transitional markets require 
changes to the culture of the company?  
Did these changes fatally damage the  
culture of HP?

Culture as a useful concept
Thus far in the critique we have focused on the problematic aspects of organizational and cor-
porate culture, yet even some of the more critical writers have identified some benefits. Of course, 
one must always add the rider, benefits for whom and at what cost?

•	 For Ray (1986), corporate culture offers management coordination and control via a 
moral involvement of the workforce. It is also claimed to reduce conflict and uncertainty, 
particularly through the emphasis on clear guidelines and effective training (Deal and 
 Kennedy, 1982).

•	 Peters and Waterman (1982) stress the benefits to employees, notably a sense of belonging 
and good pay.

•	 Culture has also been viewed as a vital link between the rational and the subjective aspects 
of determining strategy and is seen as the element that turns strategy into a reality (Whipp 
et al., 1989).

•	 The continued success of firms with strong cultures is used as evidence that strong cultures 
are not necessarily as dysfunctional as the critics suggest. A good example would be South-
west Airlines (see Case 8.1).

SUMMARY

This chapter examined the organizational elements of business which we identified as goals, structure, 
ownership, size, and organizational and corporate culture. All these elements interact not just with each 
other but with aspects of the environment, business strategy and business functions.

•	 Goals are viewed as the products of a highly interactive, dynamic and political process, involving 
influence, conflict and compromise between different interest groups. Goals give a sense of direction 
to a firm’s activities but a number of goals may operate at any one time and may conflict.

•	 We identify the factors that influence structure and examine a number of structural types, including 
the significance of the multidivisional firm to the global company. The relationship between structure 
and performance is of obvious interest to managers, but as yet the evidence is inconclusive.

•	 Ownership is seen as important because of its potential effect on the way businesses are managed 
and we examine the relationship between ownership and control in terms of the agency problem. 
The relationship between public and private sector management is explored including a review of 
the issues relating to privatization.
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SUMMARY (Continued )

•	 We examine the influence of size on such factors as structure, market power, relationship with the 
state and the impact on the individual. We assess the case for government support of the small firm 
in light of the potential contribution of small businesses to the economy and society.

•	 Organizational culture is viewed as the product of a number of variables that distinguish organiza-
tions from one another.

•	 Corporate culture is viewed as a strategic device created by top management. In terms of the 
 relationship between culture and performance, culture may be less important than technology or the 
product market. We question its usefulness in terms of the feasibility and desirability of culture change 
at the level of the firm.

DISCUSSION QUESTIONS

1 How are goals formed and what are the main difficulties encountered in goal formulation 
and implementation?

2 What are the major causes of goal conflict and how may they be resolved? 

3 Assess the relative importance of the various strategic, organizational and environmental 
factors that influence organizational structures.

4 Why did firms adopt multidivisional structures? What advantages do they have over func-
tional structures?

5 Assess the advantages and disadvantages to both management and employees of flexible 
forms of organization.

6 How significant is the separation of ownership and control to the way businesses operate? 
Is the agency problem an issue today?

7 Examine the advantages and the prime beneficiaries of privatization. To what extent does 
privatization solve the problems of managing public sector organizations?

8 To what extent and in what ways are small firms economically relevant today?

9 What influences the type of culture found in an organization?

10 What is the relationship between the type of corporate culture envisaged by Deal and 
 Kennedy, and by Peters and Waterman and company performance in terms of  profitability 
and job satisfaction? Can the internal culture of an organization act as a buffer against 
 environmental influences?

DISCUSSION QUESTIONS
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FURThER READING

A number of the issues raised in this chapter can be found in more general texts on organization, 
management and organizational behaviour. The following cover many of the issues.

Child, J. (2015) Organization: Contemporary Principles and Practice, 2nd edn., John Wiley: Chichester.
French, R., Rayner, C., Rees, G. and Rumbles, S. (2008) Organizational Behaviour, John Wiley: Chichester.
Dawson, S. (1996) Analysing Organisations, 3rd edn., Palgrave Macmillan: Basingstoke and London.

A classic and historical perspective on structural issues can be found in:

Chandler, A.D. (1962) Strategy and Structure: Chapters in the History of American Capitalism, MIT Press: 
Cambridge, MA.

Ownership, control and the agency theory can be found in:

Berle, A.A. and Means, G.C. (1932) The Modern Corporation and Private Property, Macmillan: New York, 
(old but a classic study).

Child, J. (1969) The Business Enterprise in Modern Industrial Society, Collier-Macmillan: London.

Issues relating to small firms can be found in:

Johnson, P. (2007) The Economics of Small Firms: An Introduction, Routledge: London.

Organizational culture is dealt with extensively in:

Brown, A. (1998) Organizational Culture, 2nd edn., Financial Times, Pitman: London.

A particular approach that became a popular management read was:

Peters, T.J. and Waterman, R.H. (1982) In Search of Excellence: Lessons from America’s Best Run Com-
panies, Harper & Row: London.

An up to date discussion of current trends can be found in:

Bersin, J., McDowell, T., Rahnema, A. and Van Durne, Y. The organisation of the future: arriving now – 
2017 Human Capital Trends downloadable for free at www2.deloitte.com/insights/us/en/focus/human-
capital-trends/2017/organization-of-the-future.html (Accessed 28 June 2018).
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LEARNING OBJECTIVES At the end of this chapter you should be able to:

•	 Define management and explain the difficulties with such definitions.

•	 Assess the wide range of management roles and managerial behaviour.

•	 Explain the reasons for the manager’s right to manage.

•	 Explain the various models of management and explain the reasons for their change 
over time.

•	 Explain the contribution of key writers and offer a critique of the main theoretical 
models.

•	 Assess management activities and explain their link to the theoretical models.

•	 Articulate the differences between management and leadership.

•	 Explain the significance of leadership to modern management.

•	 Assess the different theories of leadership in the context of modern organizations.

7

MANAGEMENT AND LEADERSHIP

INTRODUCTION

The authors of several management texts are fond of telling us that management can be traced 
back to the building of the pyramids and even earlier. It is undoubtedly true that many manage-
ment functions we see today were performed by those responsible for projects like the pyramids 
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and for raising the money to sail a ship to discover and exploit the resources of the New World. 
However, none of the people performing these tasks in historical times was recognized as a 
manager. The emergence of the manager as an identifiable occupation is a relatively recent phe-
nomenon and is related to a number of factors:

•	 industrialization

•	 the creation of the joint stock company and the subsequent separation of ownership and 
control as discussed in Chapter 6

•	 the increasing size and complexity of organizations, leading to specialization

•	 the growth of bureaucracies, leading to the development of organizational hierarchies

•	 notions of professionalism and the development of management education.

Caulkin (2005) reported that managers form the largest occupational group in the UK. 2018 
data from the Office of National Statistics (ONS) largely supports this, reporting that of the 
32.3 million members of the working population, some 3.5 million are managers, with many 
more being attributed to other categories such a the professions and administrative workers. The 
numbers of managers has grown in the UK and elsewhere despite widespread delayering of many 
organizations. This is due to the growing complexity of work and the growth of management 
specialists, especially in analysis, planning and IT; to the creation of management functions in 
the public sector such as marketing and public relations; and to the growth of outsourcing, where 
two managers now often control the work formerly done by one.

Why would outsourcing lead to an increase in the number of managers?

REFLECTION POINT

This chapter will explore several dimensions of management and leadership. We will attempt 
to define management and explore the basis upon which managers can claim the right to manage. 
We will contrast the classical theories of management with what we know about management 
behaviour and attempt to link the two. We treat leadership as a separate section, acknowledging 
its popularity among those who seek to influence management development. The various theories 
of leadership are examined in the light of the needs of modern organizations.

MANAGEMENT

What is management?
You know, you start off doing a real – I mean a – you know, an actual job and then you end 
up getting promoted. And then you’re the manager. 

(Manager quoted in Watson, 1994, p. 29)

This is similar to the view of Charles Handy, who once said at a presentation that ‘manage-
ment was something that happened to nice people at a certain stage of their lives, like getting 
married and having children’. These quotes highlight the vague nature of management to many 
people. That vague nature is due to the difficulty of identifying the role of the manager. There are 
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obstacles to finding out what management is, many of which are related to the broad and varied 
nature of managerial work:

•	 many definitions of management are prescriptive and idealized and can be challenged by 
research studies into what managers actually do

•	 managers control access to information about their role in organizations and many are 
consciously or unconsciously defensive and secretive. As a result it is difficult to find out 
what they do

•	 we can see management roles in different contexts. A public sector manager may take a 
different approach from a private sector manager. Managing a small business is different 
from managing a large global company. A departmental manager in an online retailer may 
have different priorities to a section manager in a public sector housing department

•	 within the same organization there are differences between managers. Such differences exist 
at different levels. A chief executive has a different role from a manager in charge of a small 
administrative team. Managers in one function, such as customer service, may have different 
objectives and display different behaviour from a manager in accounts or human resources

•	 some managers are effective by performing their role in an assertive, extrovert fashion, 
while others are equally successful ‘leading from behind’

•	 in the discussion in Chapter 5, we have seen how management priorities vary across 
 cultures, affecting the way managers choose and plan their strategies

•	 in our discussion of organizational culture in Chapter 6 we have seen how management 
style may vary between companies as a result of the prevailing culture

•	 different influences at different stages in the life of an organization will alter the way man-
agers behave. Managers in start-up businesses will operate differently from those in mature 
organizations and have different priorities

•	 in general, managers in different environmental and organizational contexts will act dif-
ferently. The management role will thus be affected by social, economic and political situ-
ations, by the size of the organization, in family firms versus those owned by a variety of 
shareholders, and so on.

Nevertheless, if we are to make sense of management and what managers do, a definition is 
needed. A popular definition is ‘getting things done through other people’, ascribed to various 
people from Mary Parker Follet to Rosemary Stewart. It is a succinct definition and links manage-
ment clearly with a leadership role.

A more detailed definition is offered by Tony Watson:

Managing is organizing: pulling things together and along in a general direction to bring about 
long-term organizational survival. 

(Watson, 1986, p. 41)

To support this definition Watson speaks of strategic exchange, in which the manager shapes 
a team of people to result in efforts to match and meet the external demands placed on the 

How would you find out what the role of a manager entails? What are the difficulties you might face?

REFLECTION POINT
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organization. In this sense, the strategic exchange takes place both within the firm and between 
the firm and its environment. Within the firm the exchange occurs between individuals in the same 
department, and between managers of different departments. The exchange occurs externally 
between the firm and its suppliers, the firm and its customers, and the firm and its shareholders. 
In this way management lies at the heart of our Business in Context model. First, managers shape 
the functional, strategic and organizational contexts and, at the same time, are constrained by 
them. Second, they cope with the demands of the external environment.

We can illustrate this by looking at some of the jobs performed by a university head of depart-
ment. He or she must shape and organize the academic staff to address the teaching requirements 
for the academic year and ensure that their research and scholarly output meets the objectives of the 
university in terms of funding and reputation. The head is also ultimately responsible for the work of 
administrative support staff in the department, and the health and welfare of students. Understanding 
and enhancing the student experience, dealing with concerns and issues and ensuring that  appropriate 
teaching and study spaces are provided may all come within his or her remit. He or she must liaise 
with other departments, where courses are shared by students or where there are joint projects in 
research and consulting. He or she must also work with the senior management of the university 
to meet targets set on student numbers, income generation and research outputs, and with central 
service staff in finance, human resources and estate services. He or she may talk to school and college 
 teachers and heads about student recruitment and to employers about research projects, job opportu-
nities for students and to involve them as advisors for the department. He or she may negotiate with 
organizations to provide in-company courses, with other colleges, both home and overseas, about 
international research projects and collaborations such as the franchising of a degree programme. 
All this is done within a framework of a strategic plan informed by target student numbers, research 
targets and an income generation target set by the vice-chancellor. Not all these activities will be per-
formed directly by the head of department, but he or she will have ultimate responsibility for them.

The overall aim is the satisfaction of the various stakeholders and the long term survival of 
the institution.

Management is a broad term that is applied to a range of people in different types of organization and in dif-
ferent contexts. In essence, management is the balancing of external and internal influences, the coordination 
of activities and of people to achieve the goals of the organization. There is often some discrepancy between 
definitions of management in theory and management practice.

KEY CONCEPT 7.1 MANAGEMENT

According to Child (1969) and Watson (1994) we can view management as:

•	 an economic resource that performs functions to direct the work of an organization

•	 a set of activities designed to achieve a function

•	 a system of authority within an organization

•	 a team of people within an organization

•	 an elite group within society

•	 an employee group within the organization.

A key aspect of the manager’s role is the legitimacy they have to do their job.
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The manager’s right to manage
The legitimacy of the manager rests upon several factors:

•	 The manager may own the business and the right to manage is legitimized through prop-
erty ownership. The majority of managers do not own the business, but control the capital 
assets of those who do. We have explored this theme in more detail in Chapter 6 in our 
discussion of Berle and Means and of agency theory.

•	 The manager’s right to manage is enshrined in law. Managers of public limited  companies 
have a legal duty towards their shareholders. All managers have a set of legal duties 
towards their employees but, more significantly, employees have a legal obligation to 
obey reasonable orders and meet the requirements of their contracts.

•	 The right to manage is reinforced by the various types of power in the possession of the 
manager. These are:

•	 Position power, sometimes known as legitimate power and is derived from the 
 manager’s formal position in the organizational hierarchy.

•	 Reward power derives from the ability of the manager to reward subordinates for 
 obeying orders, performing the task and achieving the goals. The reward can be direct 
in the form of payment or bonus or less obvious in giving employees time, freedom or 
access to interesting jobs. There is a negative side to this in that the manager can with-
hold such rewards from those employees not performing as required and the ultimate 
sanction is dismissal. The negative side is sometimes referred to as coercive power.

•	 Charisma power, sometimes referred to as referent power, relates to the ability of the 
manager to get subordinates to follow him or her by virtue of the strength of his or her 
personality.

•	 Political power is sometimes known as connection power. Here, the right to manage 
rests on the ability of the manager to create a favourable situation for employees and the 
organization by negotiating with others inside the organization as well as external stake-
holders. Managers are often seen in a favourable light by their subordinates if they can 
access scarce resources or win contracts.

•	 Expertise power rests on the manager’s specific knowledge of the technical aspects of 
the job or on the know-how to get things done within the organization. Linked to these 
aspects is the access to information to enable the group to complete their task. This is 
sometimes known as information power.

•	 The right to manage is seen as part of a widespread value system and is accepted by the 
workforce and rarely directly questioned. Watson (2017) however points to acts of  dissent 
and resistance which can manifest as organizational misbehaviour. Within this broad 
area he includes acts such as Internet surfing during working hours, fiddling expenses or 
 skrimshanking, the appearance of working while not actually doing so.

We can therefore see that the legitimacy of management rests upon a number of factors, most 
of which lend considerable support to the manager’s position and actions. Despite the view that 
there is little challenge to the manager’s legitimacy a number of points should be made:

•	 Surveys of UK managers have uncovered a widespread belief that the majority of their 
managers lack competence and certainly lack leadership skills (Horne and Stedman-Jones, 
2001; Council for Excellence in Management and Leadership, 2002). A traditional view of 
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UK managers is that they spend too much time on person mismanagement and insufficient 
time on strategic issues.

•	 The delayering that has occurred in many organizations throughout the world, creating 
flatter structures, has undermined the manager’s position of power.

•	 The global competitive environment has given managers problems in just keeping up with 
the changes that are occurring. Many lag behind and, as a consequence, their expertise and 
knowledge power is undermined. However, this situation may favour those managers who 
are adept at managing through their connections within and outside the firm.

•	 The stakeholders of the firm may restrict the manager’s freedom to act in a number of ways. 
Banks to which the firm owes money may dictate strategic direction. Shareholders can block 
management decisions. The state through its legislative devices can restrict the  freedom 
of managers to act as they wish, for example through employment legislation. In some 
organiza tions and industry sectors there is the countervailing force of the trade unions.

Which of the above reasons best legitimizes the manager’s role?

REFLECTION POINT

What managers are supposed to do
A review of most management textbooks will offer us a list of activities that purport to define the 
role of the manager. As we shall see in the next section, studies of management reveal a different 
picture. Nonetheless, we continue our exploration of management by examining those activities 
and the various historical models of management that underpin them.

The most frequently identified activities of management are:

•	 forecasting

•	 planning

•	 commanding

•	 organizing

•	 coordinating

•	 communicating

•	 motivating

•	 controlling.

The sequence of these is deliberate, implying a logical progression. A manager must forecast 
before a plan can be made and planning must precede organizing and so on. These activities 
derive in the main from the earlier models of management that focused on rational approaches. 
It is to these we now turn.

Models of management
In examining the models of management, we will use the classification set out by Boddy (2014) 
with some modifications. These are:

•	 rational goal models

•	 internal process models
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•	 human relations models

•	 motivation models

•	 open systems models

•	 responsive management models

•	 fashions, fads and gurus.

Our treatment of these models is selective and more detailed accounts, especially of scientific 
management, bureaucracy, human relations and motivation theory can be found in textbooks on 
organization theory and behaviour. We close the section by offering a critical reflection on such 
models of management.

Rational goal models
These models assume that management is a scientific and rational process moving employees and 
the organization towards some stated goal. Its chief exponent was Frederick Winslow  Taylor 
(1947), whose work in the earlier part of the 20th century changed the way organizations, more 
especially manufacturing operations, worked. As with many management models, Taylorism 
was a product of its time. Taylor (1856–1915) was, for most of his working life, an engineer and 
manager. His later life was spent promoting his ideas on scientific management. In the USA, in 
the early part of the 20th century, there was a shortage of skilled workers and a need to increase 
efficiency. Methods were needed to coordinate the work in organizations that were growing ever 
larger. At the same time trade unions were recruiting members and becoming more active. In 
essence, Taylorism encompasses:

•	 The use of scientific methods to find the best way of doing the job and the best equipment 
to do it with. If possible, jobs should be reduced to a series of routine, predictable tasks.

•	 The need to ensure that the best person to do the job is selected.

•	 The training of those selected to follow the procedures derived scientifically.

•	 The provision of financial incentives for following the procedures and achieving targets.

•	 The separation of ‘doers’ (the operators) and ‘planners’ (the managers).

The introduction of scientific management under these principles was shown to increase 
efficiency in many organizations, although initially it met with opposition from both the US 
government of the day and trade unions. Its widespread acceptance as a set of guiding principles, 
particularly in manufacturing industry around the world, was an important part of the process 
of the creation of the semi-skilled worker to replace the craftsman, and the introduction of a new 
breed of planner/managers. We can still see the vestiges of Taylor’s ideas in the way businesses 
like McDonald’s operate, with identical operating procedures and methods across all their fast 
food outlets, clear separation of roles and even down to the way the floors are mopped (one 
best way).

Taylor’s work was extended by contemporaries such as Frank Gilbreth (1868–1924), in the 
field of work study and by Henry Gantt (1861–1919), a one time colleague of Taylor, in the field 
of incentive schemes.

What elements of the rational goal model do you see in organizations today?

REFLECTION POINT
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Internal process models
Internal process models are sometimes referred to as administrative management or classical 
organization theory and, like Taylorism, are based on rationality and the scientific method. 
Indeed, the applications of the ideas of Weber and Fayol, as outlined below, were intended to 
complement scientific management.

Weber and bureaucracy Max Weber (1864–1920) was German. Initially an economist, his later 
work was sociological in orientation. He was interested in the difficulties of managing large 
complex organizations, particularly government organizations. He felt that the problems found 
in large organizations, a relatively new phenomenon at the turn of the 20th century, could be 
solved by the application of bureaucracy. This involved:

•	 the application of strict rules governing the conduct of all workers in carrying out their duties

•	 a division of labour allowing individuals to specialize and become expert in a particular 
field

•	 an authority structure arranged in a hierarchy of jobs ranked on the basis of the authority 
needed to carry them out

•	 rationality and scientific method

•	 impersonality, particularly in choosing strategic options and in the selection and promotion 
of staff. All these activities should be done scientifically.

Fayol and administrative management Henri Fayol (1841–1925) was born in France and, like 
 Taylor, was a practising engineer for much of his life, but spent his later years promoting his manage-
ment ideas. His original work, Administration, Industrielle et Générale was published in 1916, but 
the English version did not appear until 1949 as General and Industrial Management (Fayol, 1949). 
The work was influential and was taken up in the UK by Lyndall Urwick (1891–1983), who assisted 
in the UK publication of works of not just Fayol, but of Taylor and Follett as well. Fayol’s chief 
contribution to the development of management lies in the identification of the basic management 
tasks and in the creation of principles of management. He identified the core management tasks as:

•	 planning

•	 organizing

•	 commanding

•	 coordinating

•	 controlling.

His principles of management are presented in Table 7.1. They were written at a time when 
there was a theoretical void in management, which was to be filled partly by Fayol and partly by 
Taylor. His principles were an important guide to practising managers and formed the basis of 
management training for many years. In contrast to Taylor’s mechanistic approach to manage-
ment, Fayol viewed the organization much more as a living organism and, in some ways, prepared 
the way for a systems view of organizations.

Human relations models
Like the rational goal models, human relations models emerged at the beginning of the 20th 
century and were a response to a specific social and economic context, particularly in the USA. It 
was a time of rapid industrialization and increased mobility, which was breaking up traditional 
society. As a consequence, there was a search for an element of stability and security through 
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work organizations. The work group was identified as the stand-in family. It was also a time of 
increasing organizational size, inexperienced managers and growth of trade union opposition. 
Management was seeking ways to ensure the compliance and commitment of their workforce. The 
advocates of human relations at the time of the publication of Taylor’s Scientific Management saw 
little that was contradictory in Taylor’s ideas and saw human relations as adding to the theory 
provided by scientific management. Interest in human relations developed strongly throughout 
the 1950s and 1960s, due largely to the late publication of the findings of the Hawthorne Studies, 
particularly in the UK, and subsequent work by Likert and his team at the University of Michigan, 
encapsulated in his book, New Patterns of Management (Likert, 1961). The human relations 
model influenced the training of managers, particularly at supervisory level.

TAbLE 7.1 Fayol’s principles of management

Division of work Centralization
Essentially greater specialization would lead to 
greater effectiveness

The organization is like a living organism and the 
degree of centralization versus decentralization 
depends on the organization’s needs

Authority Scalar chain
Should always be linked to responsibility The hierarchy of authority and the line of com-

munication, speed of decision is important and 
 delegated authority may be needed to avoid 
delay

Discipline Order
Could take different forms but all involved the 
agreement between the firm and its employees, 
who should be obedient within the terms of the 
agreement and managers should impose sanc-
tions where necessary

Essentially ‘a place for everything and everything 
in its place’, includes the right place for  materials 
at the right time and the filling of posts by the 
right people

Unity of command Equity
Orders should come from one manager only and 
there should be no conflicting instructions

Treating people fairly on the basis of both justice 
and kindliness

Unity of direction Stability of tenure of personnel
There should be one plan led by one head A particular problem in large organizations and 

needed to be addressed by attention to induc-
tion, staff development and motivation

Subordination of individual interest to general 
interest

Initiative

The interest of the firm should be paramount at 
all times

The ability to develop plans and see them 
through to success was seen as a key ingredi-
ent in the motivation of employees

Remuneration of personnel Esprit de corps
A fair price for services rendered and  humanistic 
considerations such as health, education and 
social welfare

Team building based on harmony
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We can identify two influences behind the human relations school, Follet and Mayo:

•	 Mary Parker Follett (1868–1933) started from the assumption that, for the good of soci-
ety, the group was more important than the individual. Much of her thinking on the sub-
ordination of the individual to the needs of the group had echoes of early socialism. For 
the management of organizations, she emphasized the importance of teams to get the job 
done and in particular their contribution to the creative process. She was supportive of 
many elements of scientific management but was critical of the concept of the division of 
labour, as this could break up teams.

•	 Elton Mayo (1880–1949) was born in Australia, where he was mainly educated and where 
his earlier works on the political and social problems of industrialization were published. 
His move to the USA in the 1920s, coincided with his developing interest in the applica-
tion of psychotherapy to problems of conflict at work (a theme taken up by the Tavistock 
Institute later). His fame, however, derives from his time at Harvard University and his 
membership of the team that carried out the Hawthorne studies. These were carried out 
at the Hawthorne plant of Western Electric in Chicago. Experiments were set up between 
1927 and 1932 that led to the discovery that favourable social relations and social situa-
tions were more significant to workers and had more of an influence on performance than 
physical conditions. The work stressed the importance of the work group, leadership and 
communication. The main findings were published by others but Mayo emerged as the chief 
publicist and has been forever associated with them.

Motivation models
The human relations researchers continued their work on groups and communication, some of 
which we discuss in the section on leadership later in this chapter. Initially, the focus of human 
relations models was the group, later a focus on human relations emerged that based its approaches 
on the individual. This owed much to the work of Abraham Maslow (1908–70) and his theory 
based on a hierarchy of human needs. His work was echoed by Frederick Herzberg (1923–2000), 
whose motivation/hygiene theory led to the development of job enrichment techniques.

The essence of these theories and much of the motivation theory that followed (expectancy 
theory, for instance) stresses the importance of the individual. To Maslow and Herzberg, good 
group relations and good relations with supervisors are seen only as the rock upon which real 
motivation occurs. Real motivation lies in goal seeking behaviour that stretches the individual in 
a sense of personal achievement. Such theories, which focus on the individual, are often criticized 
for being culturally biased and specifically American, having less applicability in less individual-
istic societies.

Open systems models
This approach to management argues that management can only be understood in terms of 
the context within which it operates. This is a theme of this book. Management activities are a 
product of:

•	 Interaction with the external environment including suppliers, customers, labour supply, 
financial institutions, prevailing technology, governments, culture and so on.

•	 Interaction with the organizational environment, including influences relating to size, struc-
ture, organizational culture, interaction with employees and other managers and so on.

As a consequence, management is part analysis, part negotiation and part adjustment.
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Responsive management models
There has been increasing uncertainty as a result of rapid technological and social change, increas-
ing global competition, globalization, more demanding customers and employees and so on. As 
a result of this uncertainty management can respond in two ways:

•	 By recognizing that there is no magic formula for management in all situations and man-
agement is essentially an iterative process. Effective management is what works in a par-
ticular situation at a particular time and managers build up a repertoire of appropriate 
behaviours as they encounter each situation, often referred to as situational leadership.

•	 By being flexible and adaptable and by developing skills in communication and in their 
 handling of uncertainty.

The former is similar to the science of muddling through that we introduce as an approach to 
strategy in the next chapter. This presupposes that managers can be flexible and adaptable and 
that the ability to deal with uncertainty can be trained. This may not always be the case.

Fashions, fads and gurus
In the past 30 or so years, book stores (in particular those at airports) have been dominated by 
a plethora of management books, which offer advice and above all solutions to the practising 
manager. New titles emerge each month. Some of these books are sold in millions and authors 
like Tom Peters, Peter Senge and Malcolm Gladwell assume the status of gurus, enjoying lucrative 
careers as consultants and speakers at management conferences.

The problem with most of these books is that they present ideas that are very much the fashion-
able product of their time. The effectiveness of the ideas is almost impossible to prove and most 
lack any critical reflection. At best, they present common sense in an embellished form. Never-
theless, the influence of such works should not be underestimated. Senge’s ideas on the learning 
organization and systems thinking were embraced by the top management of many organizations, 
including Ford, and used as part of management training. Ultimately, however, many such ideas 
are transient and are influential only until the next fashion comes along.

Critique of management models
In general, there is no real body of scientific knowledge to underpin so called management theory. 
This questions both the value of any model to the practising manager and also claims that manage-
ment is indeed a profession, and that management as a discipline is emergent rather than deliberate.

•	 Many of the approaches have come under severe criticism. Taylor’s system of specializa-
tion, prescribed tasks and payment by results, has been criticized as deskilling and even 
inhuman. The Hawthorne studies have been criticized for their flawed methodology and 
poor science. Weber’s principles of bureaucracy have been shown in many situations to be 
counter-productive to the effective achievement of goals. The fashionable theories of the 
modern era are seen to lack substance.

•	 Many of the models (Fayol excepted) have their origins in the USA. As such they reflect 
American culture, which is individualistic, risk taking, fairly assertive and is more likely 
to accept authority than those cultures in other advanced industrialized nations (Hofstede, 
1980b). As such, these models may not apply to management in other cultural settings.

•	 The manager is neither scientific in his or her approach nor is he or she a disinterested 
 professional. The Marxist argument is that the manager is the agent of capital and will 
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always take the side of the owners. Even if one disagrees with this perspective, there is 
plenty of evidence to suggest that managers pursue behaviour and strategies that are in 
their best interests and not necessarily those of their employees or organizations. For 
example,  studies reveal that managers favour takeovers where their position will be secure 
(not unnaturally) and resist takeovers that would threaten their position, even though it 
may be in the interests of the long term survival of the organization. Major critics of the 
notion of the rational manager were Kenneth and William Hopper, who in their book 
The  Puritan Gift: Reclaiming the American Dream Amidst Global Financial Chaos (2009) 
pointed the blame in large part to the reductionist culture and teaching of business schools. 
Their observations presaged the banking crisis of 2008–09 when large bonuses were 
paid to senior staff in failing companies. Managers do not always behave in an objective, 
rational and scientific fashion. They operate politically, balancing conflicting interests, 
 negotiating, persuading and selling ideas to others. In this respect the open systems and 
responsive models come closest to incorporating this kind of reality.

•	 Thomas (2003) believes that managers have developed sets of techniques, which have 
the appearance of science, but are in fact no such thing. He argues, controversially, that 
much of what managers do is more like magic and religious symbolism, essentially pseudo 
science.

There is little evidence to suggest that managers perform their tasks as depicted by the  models. 
It is to this we now turn.

What managers actually do
There have been many frequently cited studies about the work that managers do. These include 
studies by Carlson (1951), Stewart (1967), Mintzberg (1973a), Luthans (1988) and Watson 
(1994). They have much in common in that they all conclude that management rarely conforms 
to the kind of models we have just discussed.

Rosemary Stewart, for example, asked 160 senior and middle managers to keep a diary of their 
work lives. Henry Mintzberg drew heavily on the work of Carlson and Stewart and added his own 
in-depth study of five senior executives. Fred Luthans, and his team of researchers, observed 292 
managers in four organizations over two weeks. Tony Watson spent some time among managers 
at a firm in the Nottingham area.

The conclusions drawn from all these studies may be summarized as follows:

•	 The managers displayed a variety of behaviours, and their roles varied greatly. Equally, a 
variety of styles was identified. If this is the case, can we identify transferable behaviour in 
managers that can be carried over into the next job? Does this also question the value of 
generic courses such as the MBA?

•	 During the week, and even during the day, managers play a large number of roles and 
engage in many activities. Many of these are not planned and seldom do they follow any 
logical sequence.

•	 Managerial work is highly fragmented, typified by constant interruptions.

•	 Managers spend most of their time talking to others, giving and receiving information; in 
formal meetings, telephone calls and informal, social interaction. The studies found that 
managers show a distinct preference for verbal over written communication. However, 
managers also considered that they spent a great deal of time on email and paperwork.
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•	 Managers see themselves as part of a network of relationships both within the organiza-
tion and outside. Political and networking skills are viewed as essential.

•	 Managers tend to rely on habit and intuition rather than theory.

•	 Managers are reactive and engage in firefighting rather than follow carefully formulated 
strategic plans.

•	 More senior managers perform a great quantity of work at speed.

•	 Managers have a preference for current, specific and non-routine tasks.

Based upon such studies some of the writers have attempted to classify management behaviour.
Rosemary Stewart (1967) in her account of the work of 160 managers identified five types of 

manager:

•	 emissaries were outward facing and spent a great deal of time with customers and other 
organizational stakeholders

•	 writers adopted a solitary approach and either spent most of their time on their own with 
their paperwork or in one to one situations

•	 discussers, on the other hand, spent most of their time with others

•	 troubleshooters tended to operate in a highly fragmented way, spending little time on any 
one task and moving between them quickly

•	 committee members were mostly seen in formal meetings.

Henry Mintzberg (1973a) from his in-depth study of five senior executives identified ten man-
ager roles, which he placed in three categories as presented in Table 7.2.

TAbLE 7.2 Mintzberg’s manager roles

Roles Function

Informational roles
Monitor seeks out and analyzes information to understand the organization and its 

environment
Disseminator shares information with members of the team and others in the organization
Spokesperson represents the organization to the rest of the world: outward facing 

communicator

Interpersonal roles
Figurehead symbolic representative of the organization
Leader focuses on communicating with and motivating subordinates and 

colleagues
Liaison focuses on making contacts outside the organization

Decisional roles
Entrepreneur initiates change
Disturbance handler deals with unexpected changes
Resource allocator chooses between competing demands for resources
Negotiator reaches agreement particularly over the allocation of scarce resources
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Mintzberg argued that all managers play a combination of these roles, although their impor-
tance varies with the level of the manager in the hierarchy, the type of business and the personal-
ity of the manager. In addition, he identified 13 fairly precise propositions about management 
behaviour, such as the fragmentation and relentless pace of management work and the preference 
managers showed for face to face communication. Some of these propositions are incorporated 
in some of the conclusions above about what managers actually do.

Fred Luthans (1988) argued that the problem with classifications, such as those of Stewart 
and Mintzberg, is that they may add to our knowledge of what managers do and what roles they 
play, but they offer little guide to managers themselves on the activities that may make the dif-
ference between success and failure. As well as classifying activities, Luthans measured managers’ 
performance in terms of success and effectiveness. Success was measured in terms of whether 
managers had been promoted. Effectiveness was measured by reference to the team’s performance 
and their level of satisfaction.

Luthans identified four types of activity:

•	 communicating

•	 traditional management seen in terms of planning, decision making, controlling and so on

•	 networking, especially outside the organization and engaging in organizational politics

•	 human resource management in terms of staffing, motivating, handling conflict and so on.

Luthans concluded that successful managers, those that got promotion, spent most of their 
time as networkers and least of their time dealing with staff issues. Effective managers, on the 
other hand, spent most of their time communicating and engaging with staff.

Is it possible to be effective and successful as a manager?

REFLECTION POINT

Reality versus theory?
Hales (1986) was critical of the studies of Stewart, Mintzberg and Luthans. He believed that they 
were based on the flawed assumption that we could learn about managers from observable behav-
iour or even diaries. To Hales, the missing piece was how the managers themselves interpreted 
their behaviour. He felt that the activities identified by managers could be reclassified in terms of 
the classical principles of writers such as Fayol. This position is admirably summed up by Thomas:

When the findings of studies of managerial behaviour are recast in terms of the categories 
defined by classical writers, their much maligned analysis turns out to be surprisingly robust. 

(Thomas, 2003, p. 42)

Watson (1994), in his study of managers at Ericsson in the UK (he used the name ZTC Ryland 
for the company), concluded that managers rarely conformed to the classical interpretation of 
their role, yet he accepted that the survival of any organization does depend on someone plan-
ning, organizing, coordinating and controlling. It also needs the compliance of its employees. 
He argued that the classical writers should not be dismissed, rather that they provide a broad 
template for managerial activity.

Tengblad (2006) replicated Mintzberg’s study in carrying out a detailed examination of four 
chief executives in Sweden. His findings were similar to Mintzberg’s on eight out of the 13 
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propositions set out in the original study. Like Mintzberg’s executives, the Swedish ones worked 
at an unrelenting pace and dealt with administrative tasks such as mail very quickly. They also 
shared a preference for face to face verbal contact. However, the work of the Swedish sample 
was not as fragmented, nor were there so many interruptions. Tengblad found that his execu-
tives worked longer hours and travelled much more. They tended to be involved in much longer 
meetings with more participants and spent more time with subordinates, both communicating 
strategic intentions and delegating responsibilities.

Tengblad concluded that, even allowing for cultural differences between US and Swedish 
managers, a change had occurred in the behaviour of managers due largely to the greater inter-
national nature of business, the emergence of decentralized structures and a greater number of 
independent subsidiaries. He rejected, however, a view that the shift was radical or that managers 
were operating in a post-bureaucratic environment. He identified the change in terms of a shift 
from administrative management to institutional leadership. Indeed, the focus on leadership is a 
recurring theme of the past 25 or so years.

LEADERSHIP

The shift from administrative management to institutional leadership that Tengblad saw in his 
Swedish study of executives reflects what he described as a change in management discourse in the 
1980s. The change was dubbed by Bryman (1992) as the new leadership approach. The change 
was attributable to globalization, increased competition and increased customer focus. It called 
for greater flexibility, greater vision, shared values and empowerment. It called for  managers to 
be leaders and leadership was placed firmly on the agenda. Accordingly, there was a growth of 
books on leadership, journals about leadership and government initiatives, the latter especially 
in the UK. A recent paper from Deloitte Consulting (Bersin et al., 2017) calls for ever increasing 
flexibility and the embracing of a more collaborative and consultative style of management.

What is leadership?
Management and leadership have often been used to mean the same thing. However, in recent 
years leadership, while part of the job of management, has been identified as the determining 
factor in the success of the organization. In this section we will examine this contention as well 
as looking at the approaches and theories to leadership that have developed over the years.

There are a large number of definitions of leadership. Each book and article dealing with the 
subject seems to come up with its own definition. There are however some common themes.

Most definitions of leadership reflect the assumption that it involves a process whereby inten-
tional influence is exerted over other people to guide, structure, and facilitate activities and 
relationships in a group or organization. 

(Yukl, 2013, p. 18)

A similar view is taken in the GLOBE project described in Chapter 5. House et al. (2004) 
define leadership as:

. . . the ability to motivate, influence and enable individuals to contribute to the objectives of 
the organization of which they are members. 

(House et al., 2004, p. xxii)
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The differences between management and leadership
Several writers have made the distinction between management and leadership, perhaps the 
most succinct was provided by Bennis and Nanus (1985) who declared that management was 
concerned with doing things right while leadership was concerned with doing the right things. 
Martin (2001) distinguishes between management and leadership in a number of ways and the 
following classifications draw heavily on his work:

•	 In terms of the role, he views leadership as a component of management and argues that 
leadership is what managers do to be effective. A person can be a leader and not the 
manager. In certain situations, as in the work of a team on a highly technical project, the 
leader of the project may not be the most senior person in the team in terms of hierarchy. 
In terms of role, Martin argues that managers tend to be outwardly focused, while leaders 
tend to be inwardly focused.

•	 In terms of situation, leaders tend to be more situation specific. Whereas managers are 
appointed to a position in the organization and their job is defined by contract and job 
description, different leaders may emerge at different times as the situation demands. In a 
complex project over some time, the leader can change as the situation calls for different 
skills or different approaches.

•	 In terms of context, some organizations place more emphasis upon leadership than on 
management as such. Martin cites the armed forces as one such context, in which roles are 
so clearly defined and role holders drilled in the tasks required that the main role for offi-
cers is to lead.

•	 In terms of what managers and leaders do, management activities tend to be focused more 
on routine procedures. Leadership skills, on the other hand, are necessary under conditions 
of change.

The above classifications have been reinforced by writers such as Kotter (1990). Katz and Kahn 
suggest the difference between management and leadership as follows.

We consider the essence of organization leadership as the influential increment over and above 
mechanical compliance with the routine directives of the organization. 

(Katz and Kahn, 1978, p. 528)

Katz and Kahn see leadership as the influential increment and management as routine direc-
tives. A similar approach is taken by Kotter (1990). While managers plan and budget, find and 
allocate resources and monitor performance against plans, leadership establishes a direction 
through a vision that motivates and inspires followers. Zaleznik (1977) sees leadership in terms 
of the traits, skills and preferences of leaders. He sees leaders as self reliant, imaginative and com-
municative, empathetic and emotionally intuitive and interested in change.

Whereas management focuses on coordination, leadership is concerned with influencing the performance of 
individuals and groups and inspiring them to higher levels of performance. There are links between leadership 
and innovative thinking, and leadership is currently thought by many to be the determining factor in the success 
of the organization.

KEY CONCEPT 7.2 LEADERSHIP
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However, the creation of such lists can be misleading in that they set up artificial distinctions 
between management and leadership. The findings of such as Kotter and Zaleznik and even 
Table 7.3 tend to polarize the difference between management and leadership. It could be argued 
that effective leaders need to be outward as well as inward oriented. Spotting an opportunity 
in the market before everyone else fits many of the above characteristics of a leader. Managers 
cannot only be concerned with the routine. We therefore return to the view that leadership is an 
essential ingredient of successful management.

Why leadership?
Many argue that leadership is an essential ingredient of modern management and the difference 
between an organization’s success and failure. Several reasons are offered for this. First, through 
downsizing and delayering, old hierarchies have been changed radically. As was discussed in 
Chapter 6, most organizations are now much flatter and old systems of power and authority, 
based on a manager’s position in the hierarchy, are no longer appropriate. Second, most organiza-
tions face rapid and constant change. Managers need to respond by being creative, visionary and, 
above all, leading. Third, the control of staff can be effective through a set of strong values within 
the creation of a corporate culture. Leaders have an important role to play in this process, by 
embodying the core values of the organization. Fourth, employees have become less accepting of 
managerial authority, becoming more demanding and requiring strong leadership.

Such changes, especially those within the competitive environment, have been at the heart of 
initiatives to place leadership at the centre of the management agenda.

Theories of leadership
A brief review of texts dealing with leadership reveals a remarkable consistency in their approach 
to leadership theory. We can identify several types of theory: theories based on traits and/or 
skills; those based on the leader’s behaviour or style; situational or contingency models; trans-
formational versus transactional leadership; charismatic and ethical leadership; and shared or 

TAbLE 7.3 Differences between management and leadership

Management Leadership

•  concerned with formal authority in an 
organization

•  balances the complexities of the external 
environment with the availability of internal 
resources

• solving organizational problems

• operation of current procedures

• setting tasks and achieving goals

• control

• focus on here and now

•  concerned with influencing the performance 
of a group within an organization

•  inward orientation on the performance of 
individuals and teams

• focus on bringing about change

• vision and innovation

•  inspiring people towards a higher level of 
performance

• motivation and empowerment

• focus on future

A summary of the differences between management and leadership is presented in Table 7.3.
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distributed leadership. In looking at theories we need to consider that leadership can be indirect 
as well as direct. A CEO can influence people at all levels of the organization by cascading values 
downwards through various management levels. This can be strengthened via selection proce-
dures that seek certain types of individual; by training programmes; and by creating the kind of 
corporate culture we saw in Hewlett-Packard in Case 6.4.

Theories based on traits and skills
These are some of the earliest attempts to define and identify leaders and have their origins in the 
notion that leaders can be selected on the basis of some personal characteristic. Early attempts to 
identify leaders even took into account gender and physical characteristics, particularly height, 
something that today would be viewed as highly inappropriate. Such theories have tended to be 
discarded for many years, yet the identification of traits and skills has been an important fea-
ture in more recent attempts to identify leadership development as a priority. See, for example, 
Case 7.1 and the report of the Council for Excellence in Management and Leadership (2002).  

CASE 7.1 THE CHARTERED MANAGEMENT INSTITUTE STUDY

The study was based on a survey of 1500 practising 
managers and a number of interviews, involving 10 
established leaders from different organizations, 10 
middle managers and 10 who were part of a gov-
ernment scheme to support voluntary involvement of 
young people.

Horne and Stedman-Jones (2001) point to the con-
text of the need for organizations in the UK to recruit 
400 000 managers by 2006 and that such managers 
would need to operate in an internal and external 
environment of growing complexity. Such complexi-
ties include continuous change, increasing competi-
tion, more demanding employees and customers, and 
flatter organizations. They argue that such changes 
challenge traditional notions of management and 
leadership, and the new focus needing to be around 
vision, values, communication and interpersonal rela-
tions. The study claimed that poor management and 
the accidental manager of the type referred to in the 
quotation at the start of this chapter were costing the 
UK economy some £84 billion a year. Much of this 
was attributed to outdated management cultures and 
disengaged middle managers of which only 31 per 
cent admitted to trusting their leaders.

Their survey of UK managers revealed the 
following:

•	 UK managers are generally unimpressed with 
the qualities and the abilities of their leaders, 
in particular, although viewed as knowledge-
able, they are seen to lack the ability to inspire 

others. A follow-up survey to find out more about 
this inspiration gap was carried out in 2005. 
The respondents in this survey identified vision, 
trust and respect as the three most important 
leadership qualities, yet out of 568 surveyed 
only 40 per cent saw these demonstrated in their 
companies.

•	 There is a link between increased turnover as 
a measure of organizational performance and 
the priority given by organizations to leadership 
development. In general, however, low priority 
was given to leadership development. Seven per 
cent of employers admitted that they did not do 
enough to train managers.

•	 A strong emphasis was placed on a leader’s role 
to shape goals and unlock the potential of their 
people to achieve them. Relationships with  others 
were seen as the key to leadership success.

•	 There was a need for a better blend between the 
demands of the organization and people’s lives, 
much greater flexibility was needed.

•	 Gender and ethnicity continued to be an issue 
with insufficient diversity at senior levels within 
organizations.

•	 UK managers’ preferred characteristics of ideal 
leaders were identified as follows:

•	 inspiration (identified by 55 per cent of 
respondents)

•	 strategic thinking (41 per cent)
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The latter identifies 83 factors, a combination of traits, skills and tasks that contribute towards 
leadership excellence. Commonly cited traits and skills include:

•	 forward-looking (36 per cent)

•	 honesty (26 per cent)

•	 fair-mindedness (23 per cent)

•	 courage (21 per cent)

•	 supportiveness (20 per cent)

•	 knowledge (19 per cent).

The behaviours most needed from senior leaders 
were to:

•	 share thinking and ask for input from  middle 
managers, involving them in shaping 
communications

•	 encourage people to raise issues

•	 admit to mistakes

•	 uphold the organization’s values

•	 be more inspirational.

The recommendations of the report urged orga-
nizations and their managers to take a pro active 
approach to leadership development, which included:

•	 The recognition that leaders need to take action to 
make managers feel they are well led and, in this 
respect, the survey reveals they have much to do.

•	 There should be a systematic and consistent 
framework for reward, promotion and leadership 
development.

•	 The focus should be on forms of leadership 
development suitable for flatter organizations. 
In particular, there should be an emphasis on 
360 degree appraisal (where subordinates are 
not only appraised by their line manager but line 
managers are also appraised by subordinates) 
and on self-managed careers.

•	 All people at all levels need mentors.

•	 Leadership opportunities can be given to all as 
through project leadership.

•	 Leadership should be based on acceptance and 
participation and not authority systems.

•	 Leaders should take control of their own learning 
and development.

Sources: Horne and Stedman-Jones (2001); DTI (2005).

Questions

1 Can you sum up the approach to leadership 
taken in this report? To what extent do you agree 
with this approach?

2 To what extent do you agree or disagree with the 
list of leader qualities and skills identified by the 
report?

3 Assess the recommendations of the report.

CASE 7.1 (Continued )

vision

intelligence

initiative

decisiveness

creativity

enthusiasm

courage

dependability

sensitivity to people’s needs

self-confidence

inspirational

being well organized

tough-mindedness

leading by example

emotional stability

In terms of traits, Kirkpatrick and Locke (1991) identified six traits, which they found to dif-
ferentiate leaders from non-leaders. These were:

•	 ambition and energy

•	 desire to lead

•	 honesty and integrity

•	 self-confidence

•	 intelligence

•	 job relevant knowledge.
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However, they added a warning that the possession of such traits did not guarantee success as 
a leader and were merely an indication.

In more recent times there has been an emphasis on emotional intelligence as a prerequisite for 
successful leadership. These ideas have been around since the 1920s and have their roots in the 
work of E.L. Thorndike who coined the phrase social intelligence. The ideas were popularized 
in the 1990s by Daniel Goleman and others. Goleman (1995) defines emotional intelligence in 
terms of:

•	 self-awareness in terms of knowing your own emotions, your values and goals and know-
ing how they impact on others

•	 self-regulation in terms of controlling those emotions that would have a negative impact 
on a situation and being able to adapt as situations change

•	 motivation in terms of being achievement oriented

•	 empathy with the feelings of other people and being aware of these in communications and 
decision-making

•	 social skills which are used to persuade and inspire people to pursue the desired goals of the 
organization.

Goleman believes that many aspects of emotional intelligence can be acquired, especially by 
people that have a strong desire for personal development. Emotional intelligence depends on 
being sensitive to the kind of behaviour that will be effective in a given situation. Given that situ-
ations, groups and individuals will vary, then the behaviour of leaders may have to vary. There 
is then a danger that the leader will appear manipulative.

Approaches based on skills are similar to those based on traits in that a number of relevant 
skills can be identified, although there seems to be more agreement on the core skills of leader-
ship. We can summarize these as:

•	 Technical skills which can be classified as internal and external. Internal skills are those 
related to the predominant technologies used by the organization and knowledge of the 
products, processes and procedures. External skills involve knowledge of the market and 
market trends and in particular, knowledge of the competitor product market. This latter 
point is often cited as one of the great strengths of the late Steve Jobs in his leadership role 
at Apple.

•	 Conceptual skills, particularly those related to analysis and problem diagnosis.

•	 People skills including emotional intelligence, concern for the needs of others and communi-
cation skills.

In many modern organizations the complexity of operations can mean that technical skills are 
less important. For example, does the senior management team of a pharmaceutical company 
need to know the biochemistry of all their products? In such organizations leaders can still be 
effective by relying on others who possess such detailed technical skills. There are links here to 
distributed or shared leadership that we deal with later in this chapter.

One of the major differences between traits and skills is that most skills can be learnt and 
therefore leaders can be trained. Those approaches, based on personal traits or characteristics, 
assume that the selection of leaders is more important than their training (leaders are born and 
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not made). Approaches that combine both traits and skills at least allow some scope for leadership 
training. With all such approaches, however, there would seem to be difficulties:

•	 The lists appear to be endless and it would be impossible to find all the characteristics in 
any one person.

•	 We do not know which traits are more important than others and which work best 
in what situations. Many believe that there are no universal traits for all leadership 
situations.

•	 Some of the lists appear contradictory. For example, can leaders be tough-minded and 
 sensitive to the needs of others at the same time?

•	 Is leadership a product of these characteristics or do these characteristics develop with 
experience of leadership? For example, some people grow in self-confidence and their 
 ability to make decisions when given leadership responsibility.

•	 Are these traits and skills largely abstract constructs which are subject to individual inter-
pretation and the context in which they are deemed to be found?

Despite such criticisms we can still see trait and skills approaches being used today. They 
are often used by the media to describe management success or failure and they feature heavily 
in the person specifications, which guide many management selection processes. There is some 
evidence linking traits to leadership effectiveness. For example, Judge et al. (2000) found a 
strong relationship between leader effectiveness and leaders who were extrovert, conscientious 
and open. However, most studies are descriptive and lack real evidence. Traits and skills have 
reappeared under the more fashionable heading of management competencies and form an 
important part of what is referred to as charismatic leadership, which some see as trait theory 
in modern form.

What do you believe to be the characteristics of an effective leader? Compare your list with those of fellow 
 students. What similarities and differences can you find in your perception of a leader?

REFLECTION POINT

Theories based on behaviour and style
The early rejection of the trait theories led researchers to seek other factors to explain leader-
ship. Theories based on behaviour and style look at what leaders do and how they interact with 
their employees. Much of this research was conducted in the USA from the 1930s onwards in 
the universities of Iowa, Ohio and Michigan, as a result is culturally constrained. The appeal of 
this approach was that if a style or type of behaviour could be identified that was associated with 
effective leader behaviour then managers could be trained to behave accordingly. Much of the 
work is associated with the human relations school of management.

The impetus for much of the work came from researchers at the University of Iowa who 
studied leadership styles in boys clubs. Leaders were identified as authoritarian (directive, imper-
sonal and non-participative), democratic (discussion and contribution from the group) and 
laissez-faire (complete freedom given to the group). The democratic style was found to be the 
most successful.
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The Ohio studies were carried out in the immediate post-war period and involved both military 
personnel and managers from a range of organizations, including student leaders. The studies are 
presented in Stogdill and Coons (1957). Two leadership styles emerged:

•	 The considerate style emphasized concern for the employee’s wellbeing and the building up 
of respect and rapport.

•	 The initiating structure style focused on getting the job done and emphasized goal  attainment 
by setting standards and allocating resources.

The studies found that leaders could score high on both styles, low on both styles or high on one 
and low on the other. It is generally agreed that scoring high on both consideration and initiating 
structure was the most effective form of leadership. However, the researchers acknowledged that 
other combinations could be equally effective depending upon the situation. The study therefore 
ushered in the situational or contingency approach to leadership, discussed in the next section.

The Michigan studies initially took a similar approach to the Ohio team. Here, also, two 
 factors were identified:

•	 The employee or relationship oriented leader was concerned for people and demonstrated 
a broad rather than a detailed approach to supervision.

•	 The task oriented leader was concerned for task completion and was involved in planning, 
organizing and controlling rather than doing.

The studies found that dissatisfaction and labour turnover were highest where managers saw 
the task as more important than people and on the whole favoured the employee centred style. 
However, as with the Ohio studies, the researchers acknowledged that there were some situations 
in which a task-oriented style might be more effective.

The Ohio and Michigan studies were highly influential in the development of the human rela-
tions school of management thinking. A good summary of the Michigan studies can be found 
in Likert (1961). Likert himself took the studies a stage further in his development of the four 
systems of management/leadership. These were:

•	 System 1: exploitative autocratic. The leader has no confidence and/or trust in 
subordinates.

•	 System 2: benevolent autocratic. The leader has some confidence and trust and will occa-
sionally seek opinions but ultimately makes all decisions.

•	 System 3: participative. The leader shows confidence and trust in subordinates and seeks 
their opinion before making the decision.

•	 System 4: democratic. The leader has complete trust in subordinates, seeks their views and 
makes use of their opinions in formulating decisions.

Likert’s research in successful and unsuccessful teams concluded that systems 3 and 4 were 
more likely to be associated with successful teams.

The work of Blake and Mouton (1964) was an extension of the Ohio studies. Their work culmi-
nated in the production of the managerial grid, identifying management styles according to concern 
for people and concern for production (see Figure 7.1). Blake and Mouton argued that managers had 
one dominant style but that style could be varied. Most had a back-up style if their preferred style 
failed to work. They argued that the preferred style was a function of the manager’s own beliefs, 
their background and experience, and the organization structure and processes. As such, Blake and 
Mouton’s grid could be classed as situational theory, which we introduce in the next section.
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The conclusion drawn from Blake and Mouton was that the most effective leadership style 
was 9.9, the team management approach. Moreover, they developed training techniques to move 
managers towards a team management style. However, there is little hard evidence to suggest 
that the 9.9 approach is the best for all situations and certain situations may favour a concern 
for people while others a concern for production.

While the focus on behaviour and style broadened the focus to examine the task and those 
with whom the leader interacts, there are some issues:

•	 the types of leadership identified are somewhat broad and even broader are such categories 
as people orientation and task orientation

•	 the studies are mainly descriptive and correlation with performance outcomes is weak

•	 there are problems in showing causality between leader behaviour and organizational 
 performance. For example, Yukl (2013) suggests that leaders are more supportive of high 
performers than poor performers, and the outcomes are therefore self-fulfilling prophecies.

Situational or contingency approaches
Almost all the work of the behavioural or style school, while suggesting that one approach to lead-
ership may be the best for most situations, acknowledges that situational variables play an impor-
tant part. The situational or contingency approach takes this a stage further by suggesting that 
leadership style and effectiveness may be contingent upon the factors in the situation within which 
it is practised. This means there are no universal traits, skills, styles and behaviours. It all depends 
on the situation. This does illustrate the difficulty of fitting theories into neat classifications.
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FIGURE 7.1 The managerial grid: after blake and Mouton (1964)
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Tannenbaum and Schmidt (1973) took the classification of leadership styles identified in the 
Iowa studies, namely autocratic (authoritarian), democratic and laissez-faire, and identified how 
each approached decision making in a different way. Autocratic leaders make the decisions and 
announce them to the groups. Democratic leaders involve employees much more in the decision 
making processes, which interestingly was exactly what middle managers in the Chartered Insti-
tute of Management Study referred to earlier were calling for. Laissez-faire leaders give employees 
complete freedom of action.

The researchers argued that there were three main influences on this process:

•	 the background, experience and confidence of the manager

•	 the characteristics of the employees

•	 the nature of the task, the time available for its completion and the culture of the organiza-
tion, the culture of the organization being a primary determinant of the acceptability of this 
approach.

The introduction of situational variables extends the work of the behavioural/style school and 
this study is really a cross over between that theoretical school and the situational/contingency 
approach. Tannenbaum and Schmidt’s argument was that the most effective leadership style was 
a function of the situation. However, their approach has its critics. A common criticism accuses 
the model of being a self-fulfilling prophecy, in that an autocratic leader may behave that way 
because he believes the employees to be incapable of contributing to decisions. This has the result 
of de-motivating employees, their performance drops still further and the opinion of the manager 
is confirmed.

Fiedler’s contingency theory (1967) argued that effective leadership was a combination of 
four factors:

•	 The leader’s preferred style was a function of his or her view of the least preferred 
 co-worker (LPC). If this view was favourable then the preferred style was a concern for 
people, and if unfavourable the preferred style was a concern for the task. Fiedler believed 
that the style was a function of the leader’s personality and could not be changed.

•	 Leader–member relations were identified as either good or poor. Good relations exist 
when the leader is confident, accepted by the group and has their loyalty. This places 
the leader in a strong position to influence group members. When relations are poor the 
leader resorts to getting things done by using his or her authority or position within the 
organization.

•	 Task structure was identified as being either structured or unstructured. Structured jobs 
tend to be routine and simple and offer considerable power to the leader. Unstructured 
jobs tend to be more complex and favour a more democratic leadership style.

•	 Leader position power was identified as being either strong or weak. In general, the stronger 
the position power the more autocratic behaviour is tolerated by the group.

Fiedler believed that different kinds of leaders performed best under certain situations. For 
example, the leader has most control when leader–member relations are good, when the job is 
highly structured and when position power is strong. Fiedler identifies such situations as favour-
able. On the other hand, when relations are poor, the job is unstructured and position power is 
weak, the leader struggles to maintain control and the situation is unfavourable. Fiedler believed 
that task oriented leaders performed best in situations that were either very favourable or very 
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unfavourable to them. People oriented leaders were most successful when the situation was  neither 
favourable nor unfavourable. However, given that the leader’s style is fixed, if the style does not 
match the situation then either the leader must be changed or the situation must be changed, 
generally by attempting to change the relations between leaders and their groups. Fiedler’s theory 
has been supported by research but, in common with many contingency theories, it is difficult for 
the practising manager to apply.

The path-goal model was developed by House and Mitchell (1974) as an attempt to add to the 
work of the style approaches. It is based on the belief that effective leaders assist their subordi-
nates to learn appropriate types of behaviour, so that the subordinates are able to gain rewards 
for the satisfactory completion of a task. Four styles of leadership are identified:

•	 Directive. Group members are offered specific guidance, given specific targets and a set of 
rules for the completion of a task.

•	 Supportive. Group members are shown concern and friendliness by the leader and assis-
tance in achieving the task.

•	 Achievement oriented. Group members are persuaded to accept challenging goals. The 
leader expresses confidence in the group.

•	 Participative. The leader consults with the group about what to do and how to do it and 
takes the group’s views into account.

The appropriate style under this model depends upon:

•	 the group members’ abilities and personal needs

•	 the nature of the task and the authority structure of the organization (termed as the 
environment).

Different styles work best in different situations. For example, directive leadership works best 
where the task is ambiguous or stressful and the group is generally inflexible. It works less well 
with high ability groups. A supportive style tends to work best where jobs are boring and repetitive 
or unpleasant. A participative style works best where the group is confident in their own abilities 
and the task is complex. However, House and Mitchell are keen to point out that there is no magic 
formula and managers must work out their most effective style given the prevailing situation.

Contingency approaches give a more complex, and some would argue, a more realistic view of 
leadership. Compared with other theories of leadership there tends to be more empirical evidence 
supporting the studies. However, some believe this to be less of a theory and more a reliance on 
the manager’s own intuition. Is it practical? Can leaders diagnose situations and behave accord-
ingly, especially when some behaviours may be a function of their personality. In addition, if 
managers change the way they treat different people, then they may be viewed as manipulative.

Transactional and transformational leadership
The difference between transactional and transformational leadership owes much to the work of 
Burns (1978) and Bass (1985, 1990). Transformational leadership in particular focuses on the 
need for leadership in complex, competitive and changing environments.

Transactional leadership is seen as the standard management approach. It is an exchange process. 
Employees are told what is expected of them and what rewards will follow if they meet these expec-
tations and what punishments will follow if they do not. Transactional leaders allocate work, make 
routine decisions and monitor performance. The approach tends to work best where conditions are 
relatively stable, tasks are unambiguous and the employees have fairly traditional orientations to 
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work. It could be regarded as management rather than leadership. Bass (1990) argues that, ‘In many 
instances such transactional leadership is a prescription for mediocrity’ (p. 20). He further argues 
that many managers only intervene when events are not going to plan and that such an approach 
requires rewards and penalties both to be under the control of managers and valued by employees.

Much of traditional leadership theory has focused on transactional situations whereas the 
argument is that modern organizations operating in rapidly changing environments require a 
transformational approach.

Transformational leadership is suited to conditions of uncertainty and change. Burns intro-
duced the concept of transformational leadership, which he summed up as occurring when, 
‘. . . one of more persons engage with others in such a way that leaders and followers raise one 
another to higher levels of motivation and morality’ (Burns, 1978, p. 26). It is associated with 
charisma, vision and inspiring the group to change and achieve exceptional performance. It 
involves the following (taken largely from Burns, 1978 and Bass, 1985, 1990):

•	 the employees accept the vision of the leader as to the meaning and purpose of the 
organization

•	 the vision and its appeal raise the aspiration levels of employees and broadens their interest 
in, and commitment to, the organization

•	 getting employees to look beyond their own self-interest and putting that of the  organization 
first.

All the above result in performance that is beyond the expected and is achieved by the following:

•	 the leader uses his or her charismatic qualities to appeal to employees’ own ideals, values 
and emotions, which has the effect of inspiring them

•	 through interaction with the leader, employees are stimulated intellectually so that they are 
motivated to find new ways of solving organizational problems

•	 the leader ensures that he or she addresses and meets individual employee’s needs  including 
their emotional needs

•	 the leader gets employees to think differently about their jobs. Piccolo and Colquitt (2006) 
found that employees with inspirational leaders saw their jobs as more challenging and 
more important, so their motivation and commitment levels rise

•	 transformational leaders have the skills and personal qualities to recognize the need for 
change and identify the appropriate course of action.

The findings of the GLOBE project (House et al., 2001, 2004) supported the view that effective 
leaders conformed to the model of transformational leadership, finding two important similarities 
across all the 62 countries. First, there would appear to be a universal acceptance of charismatic 
leadership (an important element of transformational leadership). Second, highly effective leader 
behaviour in all societies involved the communication of specific values, a vision for the organiza-
tion and the ability to inspire confidence in followers.

Despite his claim for the superiority of transformational leadership, Bass (1985) was clear 
that effective leaders used both transformational and transactional approaches to leadership. 
Both approaches can be seen in the work of the Council for Excellence in Management and 
Leadership (2002), a body established in 2000 by the UK government. The Council recognizes 
that the effective performance of organizations depends on having management systems to deal 
with the complexities of the internal and external environments, and having leaders to motivate 
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and inspire employees to improved performance levels. The Council has established a framework 
of 83 management and leadership abilities and has set out to establish research to uncover an 
improved theoretical base and a framework for leadership education and training that involves 
secondary schools, business schools and business organizations.

We can see that transformational leadership has featured prominently in leadership studies 
since the early 1990s. The image of the leader as a charismatic figure with a vision that leads the 
organization through turbulent times appeals to employees and the media alike. However, the 
approach can appear somewhat idealistic and evangelical. Moreover, many of the studies can be 
criticized for their lack of any real measurement and they lack real evidence beyond the descriptive 
and anecdotal that links elements of transformational leadership with organization performance.

Both the responsive manager (see the definition in the section on management) and the transformational leader 
are ideally suited to complexity, change and a competitive environment. Are they the same? What does this tell 
us about the difference between management and leadership?

REFLECTION POINT

Charismatic and ethical leadership
Aspects of both charismatic leadership and ethical leadership feature significantly in any discus-
sion of transformational leadership.

Charismatic leadership is about inspiring others to follow and focuses on the characteristics 
and behaviour of the leader. There are obvious links with trait theory. The key traits include 
being a strong role model, having a vision, displaying confidence, optimism and having strong 
self-belief and self-confidence. Charismatic leaders are often risk takers, often have a high need for 
power and can have unconventional views and use unconventional methods. As a result they can 
polarize those who follow them into supporting and opposing camps (Yukl, 2013). Weber (1947) 
found that the charismatic leader tends to emerge at a time of social crisis and fear about the 
future. The charismatic leader has the radical vision to solve the crisis and gain the confidence of 
followers. However, as crises pass then such charismatic leadership can be temporary. Churchill 
was recognized as a great UK leader during World War II but was ousted as prime minister in 
the first post-war election (Yukl, 2013). We may be witnessing this playing out in the Trump 
presidency of the US, though the jury is currently out on the long term success of the issues being 
addressed, such as the relationship between the West and North Korea and the political stability 
of the Middle East. We should remember that charismatic leadership may not always be a force 
for long term good.

Why do you think the GLOBE project concludes that there is universal acceptance of charismatic leadership?

REFLECTION POINT

The focus on business ethics and corporate social responsibility that we discuss in Chapter 9 
has resulted in an interest in ethical leadership. Burns (1978) was clear that transformational lead-
ership should have a moral dimension. The focus here is on the leader’s character and  conduct. 
The ethical and socially responsible policies and statements of the organization need to be backed 
by ethical and socially responsible actions on behalf of its leaders.
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Evidence suggests that both charismatic and ethical leadership have what Conger (1990) refers to 
as the dark side of leadership. He cites a number of examples of such behaviour; the leader’s vision 
is a manifesto for their own personal gain rather than that of the organization or its employees. The 
leader may restrict information, especially negative information, and often creates internal rivalries to 
achieve his or her own goals. History is littered with examples of such leaders who ruin countries for 
their own personal gain. In organizations we see in Case 9.1 about Carillion how the primary reason 
for the company’s downfall was the greed of its senior managers and the culture of fear among others.

Shared or distributed leadership
There is a view that in highly complex and competitive businesses, especially where the knowledge 
base of the business is rapidly changing, that it is unrealistic to assume that leadership can be 
vested in one person or even a small group. There are two main reasons for this. First, it is difficult 
for one person or even a group of senior managers to have all the knowledge, skills and abilities 
for all situations. This is particularly true for work in such organizations as large multinationals 
operating in many countries or organizations at the cutting edge of pharmaceutical or telecom-
munications research. This has become particularly apparent with the growth of knowledge 
work. Second, traditional leadership focusing on one individual (sometimes referred to as vertical 
leadership) can slow down the decision making process by the need to get expert opinions and 
consult with colleagues when a fast response is required, especially in highly competitive sectors.

Under such conditions, as an alternative to traditional hierarchical leadership, the locus of 
leadership changes whenever a particular type of knowledge or skill or expert power is required. 
In this system the hierarchical position of the key decision maker is less important than their 
specific contribution to the task.

Pearce (2004), an advocate for shared leadership, believes it is not appropriate for all organiza-
tions. He believes that it is more suited to knowledge work under conditions where the jobs that 
people do are interdependent, where there is a strong need for creative solutions and where the 
organization, its product market and its work are complex. He emphasizes that the role of the 
vertical leader is critical to the effectiveness of shared leadership. Someone is needed to design 
the team and to manage their interdependent efforts. He further acknowledges that shared leader-
ship is incompatible with traditional pay systems rooted in rewarding individual contributions. 
Alternatively, paying people as a team has its drawbacks in that some individuals can act as free 
riders. For shared leadership to work, new systems of reward are needed that combine individual 
and team contributions. A recent study at University College London looked at how shared leader-
ship between academic programme leaders and administrators can enhance the student experience 
on professional development programmes. The early results are reported as highly favourable.

There is little empirical evidence on the superior effectiveness of shared leadership systems. In 
many ways it harks back to more traditional forms of management that involve effective delega-
tion and motivating people by empowering them.

Some concluding thoughts on leadership
Thomas (2003) concludes that from all the many studies on leadership there is little in the way of 
useful conclusion and there is no real evidence that any of the researchers have demonstrated the 
key to leadership effectiveness. He feels that too much emphasis has been placed on groups and 
their performance and insufficient attention has been paid to the organizational and social context 
within which leaders operate. While his conclusions may be sweeping, he raises issues that lie at 
the heart of the Business in Context model, namely the organizational and environmental contexts.
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A number of such factors can be identified. The age of the organization may inhibit change 
making it vulnerable to changes in the trading environment. The well-publicized failures of Wool-
worths, Carillion and British Home Stores in the UK may be examples of this. Leaders tend to 
be most effective in the early stages of an organization, but those that follow later have difficulty 
in changing entrenched views and attitudes. The size of the organization affects the extent of the 
leader’s influence. Large organizations are much more difficult to influence and change than small 
ones. Large complex organizations tend to have a complexity of tasks in different locations and 
require different expertise. These may all limit the ability of the leader to influence performance. 
The structure may facilitate or inhibit a leader’s influence. In highly centralized structures, local 
leaders may have difficulty bringing about change or influencing performance, but those at the top 
may wield considerable influence on procedures throughout the organization. The operating situa-
tion can vary between stability and crisis. Thomas argues that leaders are seldom needed in stable 
situations and are most needed in times of crisis. The need for leaders in times of crisis accords 
with the transformational view of leadership necessary in complex, changing organizations. How-
ever, leaders may also be needed in stable situations where the motivation of the employees is 
an issue. Employees can resist attempts by leaders to influence them. This can be done through 
absenteeism, presentism, group or trade union action but most commonly through inertia.

In terms of the environmental context many factors lie outside the control of leaders. This 
was discussed in Chapters 3, 4 and 5, when we examined the manager’s ability to influence the 
environment of the firm. Our conclusion now is the same. The environment can be difficult to 
change, but managers can lead the organization in its adaptation to its environment and may even 
be successful in shaping the environment to the advantage of the organization.

Leadership may also vary geographically and culturally. The GLOBE project found wide varia-
tion of effective leadership in different countries. For example, autonomous leadership, including 
independence from superiors was very effective in Eastern Europe, Germany and Austria but less 
effective elsewhere; and self-protective leadership involving leaders being self-centred and status 
conscious was less effective in most countries with the exception of Taiwan, Egypt and Iran 
(House et al., 2001, 2004).

CASE 7.2 EXECUTIVE PAY IN THE UK: A REVIEW OF RECENT ISSUES

In 2003, GlaxoSmithKline (GSK) decided to increase 
the remuneration of its chief executive, Jean-Pierre 
Garnier, by 70 per cent a year and to guarantee him 
a leaving package worth £22 million. The announce-
ment caused outrage among shareholders, and was 
widely reported in the press. This was then further 
stoked by Garnier’s assertion that he did not consider 
himself overpaid. In an interview with the Daily Tele-
graph on 21 May, 2003, he stated: ‘I didn’t seek this 
contract . . . I accepted it . . . I’m not Mother Teresa. 
This is a highly competitive business.’ GSK denied 
that the pay award was excessive, arguing that 
the award was comparable with Merck and Pfizer.   
Nonetheless in an unprecedented move 55 per 

cent of shareholders voted against it at the following 
Annual General Meeting (AGM) of the company.

There have been dramatic rises in executive pay 
since the 1980s. Opinions differ as to the root causes, 
whether as a result of fierce competition for scarce 
leadership talent to drive organizational success, or 
as an unintentional side effect of the agency problem 
discussed in Chapter 6 whereby organizational lead-
ers have acquired greater control over their own pay 
and conditions. It is argued that high levels of pay are 
required to recruit the best international talent, which 
is in short supply, and to prevent the best UK talent 
from being poached by overseas competitors. An 
argument, often put by chief executives themselves, 

(Continued)
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is that innovative inspirational leadership with respon-
sibility for shareholders, employees and customers is 
high pressure, high risk and should be commensu-
rate with high rewards.

Back in 2003, the GSK case reflected the general 
trend in executive pay in the UK, with CEO pay and 
other rewards such as bonuses and shares rising by 
77 per cent between 1997 and 2003. Even so, such 
pay in the UK still trailed the US by some 40 per cent. 
The Guardian annual pay survey of FTSE 100 com-
panies in 2007, based on data for 2006, revealed 
that while inflation was 2.3 per cent and average pay 
rose by 4 per cent, executive pay, bonuses and share 
payments rose 37 per cent. The average CEO reward 
package was £2.9 million, more than a hundred times 
the average wage. The highest paid male UK execu-
tive received £23 million. The highest paid female 
executive received a ‘mere’ £2.1 million. With female 
CEOs in only 6 per cent of FTSE 100 companies and 
only 30 executive directors, women continue to be 
under represented at the highest levels.

In response the High Pay Commission was cre-
ated and in its 2011 report published by the Institute 
of Personnel Development (CIPD) described the pay 
of UK executives as corrosive.

Dominic Rossi of Fidelity Worldwide Investment, 
one of the world’s largest investment companies was 
reported as stating, ’Inappropriate levels of executive 
reward have destroyed public trust and led to a situa-
tion where all directors are perceived to be overpaid. 
The simple truth is that remuneration schemes have 
become too complex and, in some cases, too gen-
erous and out of line with the interests of investors.’ 
His anger was directed most particularly at the finan-
cial sector where senior executives at Barclays who 
had presided over a 30 per cent share price drop 
were in line for multi million pound pay packages and 
bonuses. Royal Bank of Scotland also were the target 
of his vitriol when it was announced that the head 
of investment banking was to receive a very large 
sum despite thousands of ordinary employees being 
made redundant at the same time.

The quickest of checks through the UK press 
will show that the tide of opinion has turned against 
seemingly excessive levels of executive pay, the 
news media cover stories on a daily basis of share-
holder activism, government steps to regulate, public 
disapproval, corporate bluster and apologies in equal 
measure.

The argument over top executive pay raises a 
number of issues. First, there is the size of the pay 
award compared with that received by others in the 
organization. Second, there are the pay-offs made 
to directors of poorly performing companies. Third, 
there is the amount companies invest in the pension 
pots of existing and retired directors. Such pension 
payments are approved by existing directors, who 
are doubtless seeking such payments when they 
retire. Why as a male CEO are you likely to earn 77 
per cent more on average than a female counter-
part? Finally, there is an issue of principle. Should 
anyone receive a pay package of several million 
pounds?

Some UK academics noted that ‘in recent years 
the literature on executive remuneration has grown at 
a pace rivalled only by the growth of executive pay 
itself’ (Bruce et al., 2005, p. 1493). The same authors 
identify a number of perspectives. An agency theory 
perspective would argue that remuneration systems 
appeal to managers’ self-interest and benefit share-
holders by rewarding managers who increase share-
holder value. It is claimed that the agency approach 
typifies the situation in the USA and UK. Stakeholder 
theory argues that decisions on pay are generally 
made in the interests of the firm and all its stakehold-
ers, a position generally accepted to reflect more the 
situation in Germany. Bruce et al. (2005) identified 
a third perspective, where managers now have the 
power to award themselves pay packages as they 
like, constrained only by the ‘avoidance of provoking 
outrage’ (p. 1495).

The social outrage that had emerged over GSK 
in 2003 became widespread during 2008–09. The 
problems, which had their roots in earlier years, 
were focused initially on the banking sector but soon 
spread. The banks had been highlighted because 
senior staff in banking had traditionally been paid 
more than those in other sectors and the level of 
reward continued to rise as profits and share price 
fell. The crisis in banking was highlighted in the UK 
by the case of Sir Fred Goodwin, the departing chief 
of the Royal Bank of Scotland (RBS). He received 
a pension fund of £16.9 million, the equivalent of 
over £700 000 a year for life. The pension fund had 
been doubled in October 2008, at the same time as 
the bank had to be rescued by the UK government. 
During his reign the share price had fallen from a 
high of 345 pence to just 28 pence. The dramatic 

CASE 7.2 (Continued )
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fall was attributed to a rights issue in 2008 to raise 
capital and the acquisition of ABN Amro at a price 
most considered to be highly inflated. At its AGM, 
shareholders considered Goodwin’s stewardship a 
failure and 90 per cent of investors opposed the 
remuneration plan. A large proportion of the vote 
came from UK Financial Investors, an organiza-
tion set up by the UK government to oversee its 
58 per cent share in RBS and its shareholding in 
other banks. In 2009, RBS, which had already cut 
2700 jobs planned further cuts of 9000 jobs, half 
in the UK. Goodwin, after considerable pressure, 
agreed to reduce his pension demands to £342 000 
a year. In addition, he had received a retirement 
lump sum, with tax paid by the bank and a bonus, 
both in excess of £2.5 million.

The shareholder revolt at RBS, echoing the 
events at GSK some six years earlier, was one of 
many such revolts in 2009. Shareholders are histori-
cally passive. They have always been able to vote 
against the annual report and accounts but have 
rarely done so. The majority, the institutional share-
holders, have rarely been concerned with corporate 
governance and executive pay, preferring the direct 
route of selling their shares when there is some-
thing they do not like. The banking crisis had clearly 
made shareholders more militant. Opposition was 
voiced by shareholders to remuneration plans at BP, 
Provident Financial, Next, Rightmove, Tesco, Cable 
& Wireless and Nationwide. At Royal Dutch Shell, 
59 per cent of shareholders at simultaneous AGMs 
in London and The Hague rejected a plan to pay 
bonuses to senior executives. Bonuses had been 
agreed if the company’s performance among the big 
five oil companies was third or better. The company 
came fourth but the remuneration  committee recom-
mended that bonuses should be paid. The share-
holders argued that the executives had a moral duty 
to pay them back.

By mid-July 2009, banks such as Morgan  Stanley, 
Goldman Sachs, Credit Suisse and Deutsche Bank 
were predicting large profits. The finance chief of 
Goldman Sachs claimed that it was all down to the 
staff and, since it was company policy for pay to fol-
low performance, bonuses should be paid, espe-
cially as staff had lost out in 2008. In the US, Stephen 
Lerner, director of the Financial Reform Campaign 

of the Service Employees International Union, com-
mented on the banks plans to restart the bonus 
round:

They have some kind of moral and economic 
amnesia. After we bail them out with tens of 
billions of taxpayers’ funds they go back to 
exactly the same practices as before.

The backlash was gaining momentum and in 
2012 the CEO of Aviva resigned when 50 per cent of 
shareholders rejected his pay plan and 50 per cent 
of William Hill shareholders also rejected the pro-
posed pay deals for directors. The UK media were, 
and continue to be, active in publishing widely such 
shareholder revolts as well as on the remuneration 
of top managers, especially those in underperform-
ing organizations. Considerable exposure was given 
to the case of the five Barclay executives awarded 
large reward deals in 2011 and most of the cover-
age was critical from newspapers of widely differing 
political perspectives. Stephen Hester replaced Fred 
Goodwin as CEO of RBS with a brief to restructure 
the bank whose major shareholder was the UK gov-
ernment. Although his salary was lower than many 
in the sector there was a public outcry against his 
bonus payment of £1 million in 2011–12. Will Hutton 
said at the time:

Incentives designed with no sense of 
proportionality, no eye on the role of sheer 
good luck in the outcome, nor any care 
to design a process that is rigorous and 
legitimate, bring the whole apparatus of 
incentives into disrepute. 
(Will Hutton, The Observer, 29 January 2012)

Following the public and media outcry, Hester 
declined his 2011–12 bonus and offered to forego 
that of 2012–13 as well.

Since the banking crisis there have been a number 
of government initiatives. The Troubled Asset Relief 
Program (TARP) in the USA reviewed the compensa-
tion levels for senior executives in seven companies 
receiving assistance, including Bank of America, Citi-
group and General Motors. Their first action in 2009 
was to reduce by 50 per cent the compensation for 
175 employees. In the same year the UK government 
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established a one-off windfall tax of 50 per cent on 
all bonuses of over £25 000 paid in the banking sec-
tor, irrespective of whether the bank had been bailed 
out or not. The government, however, acknowledged 
that the action was largely symbolic as the money 
raised would be an insignificant percentage of that 
paid out to banks.

In 2014 the EU parliament approved a law 
aimed at controlling bonuses paid to senior bank 
 employees. There was considerable resistance from 
the banking sector, particularly in the UK where the 
government sided with the banking community in its 
assessment of the new law. They believed that the net 
effect would be that salaries would be raised to retain 
top staff, with the result that the banks would lose 
the financial flexibility that an unrestricted bonus pay-
ments system would give them, in that fixed  salary 
costs would rise.

Recently there is some evidence that the tide of 
increases has started to recede, a survey of execu-
tive salaries by the High Pay Centre saw 2016 remu-
neration for FTSE 100 chief executives fall by 17 per 
cent to an average of £4.5 million over 2015 pay 
 levels. Despite this it would still take the average UK 
worker 160 years to make the same amount, with 
some 60 FTSE CEO’s earning more than 100 times 
the average UK salary.

In spite of this there were still exceptions reported. 
Mark Cutifani the CEO of Anglo America saw his pay 
rise by half a million to £4 million despite an increas-
ingly poor safety record and 11 fatalities among the 
workforce. Another notable jump in pay was that of 
Arnold Donald at Carnival plc, up from £6 million in 
2015 to £22 million in 2016 despite the company 
being fined a record £32 million for deliberate and 
criminal pollution of the seas. Unsurprisingly, the 
press continue to report on shareholder, public and 
government unrest. In May 2018 alone, Melrose (the 
owners of GKN), Unilever, Persimmon, Astra Zeneca, 
Shell, Google, Foxtons, Volkswagen are among the 
names hitting the headlines.

The UK put forward legislation in May 2018 that 
will require companies to publish the ratio of what 
they pay their chief executive, compared to the aver-
age worker’s salary, and to spell out the impact of 
future share price rises on executive pay. The move 
is part of sweeping corporate governance reforms 
first signalled in late 2017 that will also require boards 
of both public and private companies to prove they 

have acted in the best interests of employees, sup-
pliers and customers, not only shareholders. Large 
private companies will for the first time be required 
to report that they have complied with a corporate 
governance code. The Financial Times reports that 
the legislation is part of a push by the government to 
address public perceptions of unacceptable behav-
iour by UK business in the wake of the financial crisis 
and the failure of privately owned BHS. Boards will 
face significant new reporting requirements, includ-
ing publishing the ratio of the chief executive’s pay 
to employees’ median pay. For the first time they 
will also have to provide proof that directors have 
taken into account the interests of all stakeholders in 
their business and not just investors. As far as large 
private companies are concerned, it is a significant 
change for them.

Roger Barker, Head of Corporate Governance at 
the UK Institute of Directors (IOD) was quoted in the 
FT in May 2018 saying that they have been living in a 
world where they can choose their own governance 
framework. This is currently set out in Section 172 
of the Companies Act, but so far has not required 
companies to demonstrate how it has been met. 
Large private companies will be required to report 
which corporate governance code they comply with, 
a move which several of those consulted on the draft 
legislation said would be a new world for them. The 
requirement is expected to cover only the UK’s 1750 
largest private companies. Peter Swabey, policy 
and research director at ICSA, the governance insti-
tute, said the current regime had to change. ‘There 
is an issue with private companies that they don’t 
have to disclose anything around their governance. 
That’s fine if it’s something like Mr Bloggs the village 
plumber ltd, but if it’s the case of the late lamented 
BHS, they’re not quite systemically important, but 
they have significant societal impact and the privilege 
of limited liability.’

The legislation is one of a number of efforts to 
tighten corporate governance standards in the UK 
and elsewhere. In the US, companies disclosed the 
ratio of CEO to employee pay for the first time in 
2018. In the UK a revised version of the corporate 
governance code for large listed companies was 
expected to be published in July 2018. Proposals are 
also being drafted for a governance code specifi-
cally for private companies which is expected to be 
introduced in 2019.

CASE 7.2 (Continued )
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DISCUSSION QUESTIONS

1 Consider the roles of the chief executive of a global company, the canteen manager at a 
manufacturing plant and a university head of department. To what extent can these three be 
called managers? What roles and activities do they have in common and how do they differ?

2 Why should we do what managers tell us to do? What kinds of power do the three examples 
in Question 1 possess?

SUMMARY

•	 While management is ‘getting things done through other people’ and ‘pulling it all together’ to meet 
organizational and environmental demands, there are difficulties associated with any definition. This 
is because of the weak body of knowledge and the large variation in the types of management work.

•	 The legitimacy of the manager is based on a number of things including property rights, law, various 
forms of power and an underlying value system.

•	 Several theories and models of management have emerged at different times. However, for the most 
part we can question their rationality and their utility.

•	 There have been many attempts to identify what managers do and construct models around this, 
but several linkages can be found to the more classical approaches.

•	 Leadership is considered a key element of modern management and is especially important in 
times of rapid change and intense competition.

•	 There have been attempts to develop an appropriate theory of leadership, most of which have only 
limited application.

•	 In keeping with the Business in Context model, we may conclude that both management and lead-
ership are best viewed within an organizational and environmental context.

CASE 7.2 (Continued )

Sources: www.guardian.com/business/executive-pay-
bonuses (Accessed regularly July 2014-May2018); a variety 
of media and internet sources (2017–2018).

Questions

1 If leaders are to inspire and innovate and 
are in short supply, should not the salaries of 
top executives reflect this? What arguments 
can you give in terms of management and 
leadership roles and functions to support the 
claim that senior executives should be well 
rewarded?

2 To what extent is it fair that the price of 
shares should be used as an argument in the 

determination of executive pay? Examine the 
issue of executive pay from the perspective of 
agency theory (see Chapter 6 and the section on 
ownership and control for background on this).

3 How much do you attribute the banking crisis of 
2008–09 to executive pay? Do you agree with 
the statements of Lerner and Hutton quoted in 
the case?

4 What conclusions do you draw about 2014 EU 
law on bonuses for the banking community and 
the UK response? Why has the banking commu-
nity been singled out?

5 Has the tide turned with respect to executive 
pay, or has it merely stalled?

DISCUSSION QUESTIONS
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3 Critically examine the various models of managers. Which do you consider the most 
 relevant and why?

4 Why do managers seek gurus and follow fashions in management practice?

5 What conclusions do you draw from the studies on the work managers do? Contrast these 
findings with Fayol’s principles of management in Table 7.1. Do such studies invalidate 
much of management theory?

6 To what extent is leadership different from management?

7 Why is leadership such a focus of concern among management professional bodies and 
with governments?

8 Critically assess the various theories of leadership. Which do you find most relevant and why?

FURTHER READING

An excellent tour through management writers and their models and theories can be found in:

Sheldrake, J. (2003) Management Theory, 2nd edn, Thomson: London.

An interesting study of management with some excellent illustrations and thought-provoking 
comment is found in:

Watson, T.J. (1994) In Search of Management: Culture, Chaos and Control in Management Work,  Routledge: 
London.

A critical account of most aspects of management and leadership can be found in:

Thomas, A.B. (2003) Controversies in Management: Issues, Debates, Answers, 2nd edn, Routledge: London.

An excellent general review of leadership is provided by:

Yukl, G. (2013) Leadership in Organizations, 8th edn, Pearson Education: Harlow.

Insights into leadership can be found in:

Council for Excellence in Management and Leadership (2002), Managers and Leaders: Raising our Game, 
Council for Excellence in Management and Leadership: London.

House, R.J., Javidan, M. and Dorfman, P. (2001) ‘The GLOBE project’, Applied Psychology, 50(4), 489–55.
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LEARNING OBJECTIVES At the end of this chapter you should be able to:

•	 Explain the strengths and weaknesses of the various approaches to strategy and how 
they interact.

•	 Assess the uses of strategy in different organizational contexts.

•	 Use simple models to assess the general and immediate competitive environments of an 
organization and demonstrate the limitations of such models.

•	 Illustrate the links between strategy, goals, structure, ownership, size and culture at the 
level of the firm.

•	 Explain the concepts and assess the value of resource analysis, core competence, value 
chain and portfolio analysis.

•	 Explain the various kinds of strategic option and demonstrate the basis for the selection 
of a particular strategy in different situations.

8

STRATEGY

WHAT IS STRATEGY?

Strategy has been defined as simply:
. . . the long-term direction of the organization. 

(Johnson, Whittington and Scholes, 2012, p. 2)
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and as:
. . . the determination of long-run goals and objectives of an enterprise and the adoption of 
courses of action and the allocation of resources necessary for carrying out these goals. 

(Chandler, 1962, p. 3)

In Chapter 6 we examined organizational goals. Although there is some overlap between 
them, strategies and goals are linked in what some refer to as a hierarchy of intentions, which 
can comprise:

•	 a vision setting out the overall future intentions of the organization

•	 a mission statement, which sets out the organization’s core values

•	 goals as broad statements of intent

•	 strategies refine the goal setting process by determining what needs to be done to achieve 
the goals

•	 objectives are the specific intentions identified by the strategy, the level of achievement of 
which can be measured within a specific time.

Strategy contains a number of interrelated elements:

•	 It involves consideration of changes in the business environment that bring about opportu-
nities and pose threats.

•	 It is concerned with the assessment of the internal strengths and weaknesses of the institu-
tion and, in particular, its ability to respond to those opportunities and threats. In this way 
strategy can be seen as a linking process between the environmental, organizational and 
functional components of the Business in Context model.

•	 It is the product of a decision making process influenced by the values, preferences and 
power of interested parties. We examined some of the issues involved in this in our discus-
sion of management in the previous chapter.

•	 It is concerned with generating options and evaluating them.

Strategy is, therefore, an all embracing term dealing with goals and objectives, the firm’s envi-
ronment, its resources and structure, the scope and nature of its activities and ultimately the 
behaviour of its members. Given the large number of variables involved and the considerable 
subjectivity of the decision making process, strategy formulation is a very complex process. The 
approach used by management texts (including, to a certain extent, this book) is to reduce such 
complexity to a series of steps. While this is understandable, it can both oversimplify and give the 
impression that strategy formulation is a logical process. It isn’t. Strategy is both logical, sequential 
and deliberate as well as emergent and responsive: a complex balance for the manager to achieve.

In this chapter we deal with the elements of strategy and attempt, wherever possible, to draw 
attention to the more subjective and political aspects. We begin by examining the nature of 
 strategy, through the way strategy is formed. We refer to this as the strategic process. We then 
look at the contexts in which strategic decisions are taken, and go on to identify the environ-
mental and organizational aspects of management strategy. We end the chapter by examining 
common strategic options, with a brief look at the criteria for strategic choice.

Most strategies in most organizations originate from the management group. The concept 
crops up in many guises and is sometimes referred to as business policy, corporate strategy, 
business strategy, corporate planning, and so on. While there is significant overlap between such 
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concepts and similar approaches are used, we can differentiate between corporate strategy, busi-
ness strategy and functional strategy.

•	 Corporate strategy deals with decisions about the organization as a whole. In diversified 
multi-product companies, it is the overall strategy that covers all activities. The corporate 
strategy of a firm like Samsung or a university such as University College London will give 
direction and aim to add value to the entire organization. Corporate level decisions can 
include whether to enter a new market, whether to expand the organization by acquisition 
and decisions about the total range of products and services.

•	 Business strategy deals with decisions that are linked to specific products and markets that 
can be differentiated from other products and markets in the same organization. Decisions 
at this level are about competing in a specific product market. Such strategies can apply to 
stand alone businesses as strategic business units (SBUs). Business strategies in Samsung 
would apply to specific product areas such as televisions or mobile phones or even specific 
geographic markets. In University College, each department such as dentistry or manage-
ment would have its own business strategy. Obviously, business strategies should relate to 
the overall corporate strategy.

•	 Functional strategy is concerned with the various activities of business; innovation, opera-
tions, marketing, HRM, and finance and accounting. The functional strategies of each of 
these activities determines how they will deliver the corporate and business strategies.

Additionally, the alignment of business strategy and its attendant organizational practices, pro-
cesses and structure needs to be balanced with the IT strategy and its infrastructure and processes.

THE STRATEGIC pROCESS

Approaches to strategy
An examination of how strategy is formed gives us insights into the nature of strategy itself. We 
identify five approaches, which we have termed rational, flexible, creative, behavioural, incre-
mental, and a sixth which suggests that some managers operate without a conscious strategy. 
We deal with each in turn.

The strategic process refers to the way in which management strategy is formed. In most organizations this 
involves a mixture of scientific and rational analysis together with more subjective and political considerations.

KEY CONCEpT 8.1 THE STRATEGIC pROCESS

The rational approach
This is the classical approach to strategy and is typified by the work of Ansoff (1968), Andrews 
(1971) and Porter (1980, 1985). Strategy formulation is portrayed as a scientific and rational 
process, assisted by techniques such as technological forecasting, portfolio analysis, environmental 
impact analysis and sensitivity analysis. The aim of such techniques is generally profit maximiza-
tion. The rational approach owes much to the development of contingency theory. In Chapter 1 
we noted that the contingency approach stressed the importance of a strategic fit between the firm 
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and its environment. Analyses are made of a firm’s environment to assess likely opportunities and 
threats, and of its internal resource position to identify strengths and weaknesses. This process is 
sometimes referred to as SWOT analysis, an acronym for strengths, weaknesses, opportunities and 
threats. The development of SWOT is attributed to Kenneth Andrews of Harvard Business School 
(Andrews, 1971). An illustration of the kind of analysis that can be made is offered in Figure 8.1. 

Opportunities

• Promotion to other divisions

• Increased revenue from success in cup
   competitions

• Sale of town centre site and
   redevelopment on the outskirts

• Development of a membership squash
   and rackets club and �tness centre
   attached to the ground

• Use of ground for other functions,
   e.g. rock concerts

• Development of retailing activities

• Further development of women’s team,
   attracting new spectator groups

Threats

• Seven other professional clubs
   operating in a 25 mile radius

• Rising costs of wages and transfer
   fees, bank interest charges, policing,
   equipment

• Local authority refusing planning
   permission for a new ground and any
   other development

• Best players may leave

• Competition for spectators’ time and
   money from other sources, e.g. TV,
   cinema, shopping, DIY

• Increased levels of unemployment in
   the area and less disposable income

Strengths

• The club owns its own ground and car
   parks in a good town centre site

• Good housekeeping and relatively low
   wages 

• 2000 loyal supporters

• A successful and well established 

   youth development policy

• The image of a family friendly club

   with good connections

Weaknesses

• Cannot break even

• Losses are supported by donations
   and loans from the chairman and a
   large bank overdraft 

• Ground facilities in poor order, 
   especially seating and toilets

• Insuf�cient funds to invest in higher
   wages and transfer fees

• A relatively small population to support
   so many clubs in close proximity

• Poor image compared with many other
   clubs in the area especially a recently
   promoted Premier League team

FIGURE 8.1 An analysis of the strengths, weaknesses, opportunities and threats of SWOT United, 
a Second Division football club

There are disadvantages with this kind of approach:

•	 It assumes that information is readily available to the strategist and an accurate assessment 
can be made of its likely effect on the firm. In reality, knowledge is often imperfect.

•	 The environment of modern business is often complex and dynamic. This makes assess-
ment of opportunities and threats difficult.
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•	 Complexity and lack of information do not just apply to the environment. Managers can 
often be unaware of the real strengths and weaknesses of their own organization.

•	 In scanning the environment, managers are often collecting the same information as rival 
firms. As a result, similar strategies occur and there may be a lack of truly innovative solu-
tions. The focus is on the environment rather than on the creation of distinctive compe-
tences and on the needs of the individual customer.

•	 The process of making decisions becomes both subjective and political, attracting the criti-
cism of being pseudo-science.

Despite these criticisms, the rational approach can be useful in that it collects relevant data, it 
can give direction, it has face validity and, as Whittington (2000) argues, it can serve as a form of 
group therapy. The approach is popular and is the basis of many texts. It can be a useful starting 
point, provided managers are aware of its limitations.

SWOT stands for strengths, weaknesses, opportunities and threats. It is normally associated with more rational 
approaches to strategy formulation, but perhaps its greatest contribution lies in providing the management 
strategist and student of business with a framework for analyzing the position of a firm at a particular time. It can 
also be useful in the development of strategic options which attempt to tackle opportunities and threats, build 
on corporate strengths and avoid weaknesses. The challenge is to remain objective in appraisal of the strengths 
and weaknesses of the organization as well as being realistic about the opportunities and extent of the threats. 
An important consideration is that for most management there is a choice of strategy and SWOT analysis pro-
vides a starting point for consideration of those choices.

KEY CONCEpT 8.2 SWOT ANALYSIS

In the 1960s and 1970s the emergence of an increasingly complex and turbulent business 
environment called for modifications in the rational approach.

The flexible approach
The complexity and volatility of the environment may mean that a detailed SWOT analysis is 
both difficult and inappropriate. Profit maximization may be an inappropriate strategy. The 
environment may be changing so rapidly that many of the historical and current data are mean-
ingless. This kind of situation led the oil companies, such as Shell, to adopt a different approach 
to strategy formulation known as scenario planning. The approach recognizes that uncertainty 
can never be eliminated, but it can be reduced by plotting scenarios, each responding to different 
visions of the future. Managements are therefore prepared for a number of possible changes that 
may occur. Writers such as Williamson (1991) argue that, under such conditions, the best that 
managers can hope for is to maximize the chances of survival by cutting costs to become more 
efficient (survival of the fittest) and by playing the market. A good example of the latter is offered 
by Whittington (2000) citing Sony, who, in the 1980s, produced 160 different models of the 
Walkman for the US, but kept only about 20 models on the market at any one time (survival of 
the most popular). Others argue that this approach is wasteful and that attention should be paid 
to understanding the needs and want of the consumer, the difficulty here is that the consumer 
may not know what they need and want until it becomes available. Sony’s initial estimates for 
the size of the Walkman market was a few thousand, ultimately the device changed the way the 
world listened to music and millions of them were sold globally.
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The creative approach
This takes the flexible approach one step further by stressing the importance of imagination in the 
strategic process. The idea that such an approach to strategy formulation is actually better has been 
taken up by management writers in the 1980s. Peters and Waterman believe that the more formal 
approaches to strategy formulation with the emphasis on complex environmental and organizational 
analysis can lead to ‘paralysis through analysis’ (Peters and Waterman, 1982, p. 31). Managers using 
the rational approach to make strategic decisions in a specific product market will invariably have 
access to precisely the same information as their competitors. The resulting strategies are often too 
conservative, insufficiently adventurous and are similar to those of competitor companies and as a 
result too slow to recognize and respond to environmental change. A creative approach offers more 
chance of achieving competitive advantage. Moreover, the more complex and changing the business 
environment and the more difficult the problems facing managers, the more creative they need to be.

The behavioural approach
There is strong support for the view that strategy formulation is far from being a rational, logical 
process (Cyert and March, 1963; Mintzberg and Quinn, 1991). Instead, strategic choice is the 
product of the organization’s dominant coalition, invariably senior management, and is based 
upon its values, ideologies and personalities, and upon organizational power and politics. The 
process invariably involves negotiation between senior management and other groups. The most 
overt of these processes take place at shareholders’ meetings. However, the most significant 
negotiations generally take place between competing factions within management itself, over 
such issues as the allocation of scarce resources, and are consequently much more difficult to 
observe. Behavioural analyses of the strategy formulation see management values and objectives 
as more than individual inputs to the planning process. They influence the way the environment 
is perceived and hence the choice of opportunities and threats and the assessment of strengths 
and weaknesses. Because of the bargaining processes involved, the outcomes of the behavioural 
approach to strategy are likely to be satisfactory rather than seeking to maximize the result.

The incremental or emergent approach
This approach has much in common with the behavioural approach. Strategy is not a carefully pre-
pared plan with clear goals, but a process by which managers in the organization gradually come to 
terms with the environment. Limited objectives are constantly modified in the light of experience and 
through the process of negotiation between interested parties. As a consequence, strategies are con-
tinually being changed. The incremental approach has been put forward as a more realistic and more 
effective method of dealing with complex and changing situations. The concept originated from 
the work of Lindblom (1959) in an article appropriately titled ‘The science of muddling through’. 
Although his work was mainly concerned with large public sector organizations such as hospitals 
and universities, there are strong parallels with larger private sector firms. Mintzberg (1990) has 
sympathy with this perspective and sees many strategies emerging as opposed to being consciously 
planned. This gives rise to notions of strategic learning as management builds up a repertoire of strat-
egies based on what has worked in the past while attempting to deal with the four parameters that 
are said to govern modern business: uncertainty, ambiguity, paradox and chaos (Colonne, 2017).

An absence of strategy?
Finally, we present the view that strategy formulation is not a conscious management activity. 
Strategy is not an issue when firms appear to be operating to the satisfaction of management. It 
becomes an issue only in times of crisis when any attempt at strategy formulation may be too little 
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and too late. There may be several reasons for this. In some cases managers may have a  simple 
view of what the organization does. If it produces good quality, reliable products that sell and 
make profit then there may be no incentive to develop a strategy to do things differently.  Porter 
(1996) argued that apart from Sony, Canon and Sega, most Japanese firms lacked a strategy 
beyond firms imitating and emulating each other. Japanese firms had grown in global markets 
on the basis of operational efficiency through such approaches as lean production. However, 
as global competitors adopted similar methods, the competitive advantage of the Japanese was 
eroded. Porter’s view was that such firms had no unique strategic position. It may be the case 
that managers are complacent and reluctant to rock the boat or they may have myopic vision 
and hence a limited view of options (see Levitt, 1960, and a discussion of the concept of ‘market-
ing myopia’ in Chapter 12). It may be that managers are too distracted by the daily business of 
survival and see themselves too weighed down by resource constraints to contemplate strategic 
options. In the last scenario, management becomes an endless round of firefighting with no time 
for strategic contemplation. Perhaps we should also consider whether Porter’s view is a product 
of cultural imperialism and the short termism that dominates the US business landscape.

The various approaches we have identified reveal a mixture of rational and non-rational 
approaches to the formulation of management strategy. Nevertheless, strategies are more than 
management hunches played out in an information vacuum. More likely, managers select what 
information is appropriate for their purposes, and this invariably involves consideration of both 
environmental and organizational variables. Management values and organization politics are 
important not only in the choice of strategy but in the selection of information upon which that 
strategy is based. All six of the approaches we have identified may operate together in the same 
firm. The following illustration reveals this mixed approach to strategic decision making.

Example of a mixed approach
Partners and office staff in a firm of solicitors have had problems with their computerized client 
record and accounts system. The firm was one of the first to buy such a system, but the increas-
ing complexity of its expanding international business has meant that the software cannot cope. 
One of the newer partners joined the organization from a rival firm, and he was impressed with 
the system used there. He spends several months persuading his fellow partners that it may be a 
good idea to change systems. The process of persuasion is accompanied by the gathering of infor-
mation to show the growth of the firm over the past few years and illustrations are well  chosen 
to show the advantages of the new system in terms of faster information retrieval and better 
management information on the current status of client accounts. Information is also  collected 
on the cost of the proposed software and the hardware needed to support it. The office prac-
tice manager also presents information on the cost, strengths and weaknesses of rival  systems. 
 Quotations are sought from IT companies with experience of installing such systems and in 
 servicing professional firms. The partners agree to go ahead with the proposal.

The above illustration reinforces the notion of strategy as both an intellectual exercise in 
information gathering and presentation, and a political exercise involving values, power and 
influence. In this case, the situation was a relatively straightforward investment decision with 
implications for office practice. Strategic decisions to enter a new product market or change radi-
cally the structure of the organization involve far greater complexities.

Apart from these six approaches, we can identify three broad planning styles: formalized planning, 
negotiation and consultation, and entrepreneurship (a similar model is offered by Mintzberg, 1973b). 
Figure 8.2 shows how these planning styles interact with the first five of the strategic approaches.
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The suitability of a particular planning style may depend on the size and nature of the firm. 
For example, a formal planning system is more likely to be found in a large firm. Smaller firms 
by their very nature will favour an entrepreneurial style, and a high degree of consultation will 
be found in larger public sector organizations. Moreover, different styles may be appropriate for 
different functions. While formalized planning may be a key feature of operations strategy, an 
R&D strategy may benefit more from an entrepreneurial approach. Where trade union influence 
is considerable, management may need to proceed more through consultation.

Both the approaches and styles may change over time. A university which has operated 
through a mixture of an incremental approach and a consultative style may, when faced with 
increased competition at the same time as budget cuts, need to operate in a much more entre-
preneurial way.

Using the approaches to strategy identified above consider the types of organization and the types of situation 
where each of the approaches would be more suitable than the others.

Consider the relationship with the management styles discussed in Chapter 6.

REFLECTION pOINT

Rational

Flexible

Creative

Behavioural

Incremental

Formalized
planning

Entrepreneurial Negotiation
and consultation

StyleApproach

X

XX

XX

X

X

FIGURE 8.2 Approaches and styles of management strategy

Strategic contexts
We have identified how managers may employ different approaches to the task of strategy for-
mulation. In addition, we can identify various contexts in which the strategic process operates:

•	 Strategy is not the sole preserve of the profit making organization. All organizations have 
strategies, formalized to a greater or lesser extent. We can see strategies at work in such 
diverse organizations as schools, the police, charities, football clubs and the church. In 
recent years there has been a focus on management strategies in the UK public sector. For 
example, some NHS trusts have recruited their managers from industry and commerce in 
an attempt to introduce a more business like approach, including a greater emphasis on 
 strategy formulation.
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•	 We may differentiate between those strategies pertaining to entire industries, strategies 
employed by firms operating in a number of business markets, and strategies pertaining to 
those operating in a single or restricted product market.

•	 We have already made the distinction between a corporate and business strategy. A cor-
porate strategy relates to the whole business, whereas a business strategy relates to a 
 specific product group or market. A multidivisional firm like Samsung therefore operates 
both  corporate and business strategies.

•	 We may identify strategies operating at different levels of the organization from broad 
 strategies at the top, moving through stages towards strategies for specific functional areas 
like HRM or marketing, and finally to individual targets and budgets.

The uses and value of strategy
We can identify reasons for management to engage in strategy formulation:

•	 Strategy assists in the formulation of goals and objectives and enables them to be modified 
in the light of information and experience.

•	 Strategy is a form of management control. It is a plan that guides behaviour along a 
 predetermined route. At the operational level it results in budgets and targets.

•	 A clear strategy both assists in the process of allocating resources and may provide a 
 rationale for that allocation so that it is perceived to be fair by organization members.

•	 It enables management to identify strategic issues that the firm may face in the future and 
prepare appropriate action.

•	 Strategy performs a useful role in guiding the action of the constituent parts of the organ-
ization as well as acting as an integrating mechanism ensuring units work together. The 
integrating power of strategy is a central feature of strong corporate cultures as illustrated 
by firms such as IBM, Google and Apple.

•	 Leading on from that, strategy formulation can be an important element in the process of 
social change. Strategic objectives are achieved by changing the behaviour of employees. 
This is the essence of organizational development programmes used by such companies as 
Shell and Fujitsu.

•	 The formulation of strategy is seen as a training ground for the development of future 
managers.

We have already questioned the extent to which formalized strategy is used by firms. An even more 
important consideration is the extent to which the existence of a formalized strategy contributes to 
organizational success. There is mixed evidence on strategy and performance. There would appear 
to be two problems. First, there is the difficulty of isolating and measuring the effect of  strategy on 
performance, be it return on investment (ROI), market share or some other criterion. A firm’s finan-
cial and market performance, even over time, may be influenced by so many variables outside the 
control of management that causal links between strategy and performance may be difficult to show. 
Second, the relationship is complicated in that performance may well influence strategy rather than 
the other way around. A firm that has been highly profitable may be stimulated into seeking invest-
ment opportunities either through product development or acquisition. Conversely, a firm incurring 
losses may well be limited in its strategic options and have them determined by people external to 
the firm such as bank managers or liquidators. In this case the firm’s performance is the reason for 
pursuing a divestment strategy, involving the closure or sale of the least profitable parts.
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ENVIRONMENTAL ASpECTS OF STRATEGY

In the last section we suggested that it was often difficult to establish a clear link between strategy 
and performance because of the great number of influences at work. Much of that complexity 
may be attributed to the firm’s environment.

The firm’s environment is, of course, a key aspect of our Business in Context model. In  Chapter 1 
we introduced the notion of contingency theory and the belief that a firm’s performance was 
dependent upon it achieving a strategic fit between itself and the environment in which it operates. 
In Chapters 3, 4 and 5 we identified, with the use of selected examples, aspects of the business 
environment. We suggested that these elements not only interact with business but with each other, 
resulting, for most firms, in an environment that is complex and changing. In this and the previous 
two chapters we have noted how that complexity is further complicated by the  values of decision 
makers and the internal structures and politics of organizations. The  manager’s task of making 
sense of the environment is therefore a very difficult assignment.

We can identify two aspects of the environment that may influence strategy:

•	 There are those issues that affect all firms operating in a given business environment. 
These are many of the issues we raised in Chapters 3, 4 and 5 and may include the state of 
the economy, the labour market, changing technology, government policy, and social and 
cultural influences. This is called the general environment.

•	 There are those factors that have direct bearing on the firm’s competitive position, which 
we will call the immediate competitive environment. An analysis of both these  environments 
will enable management to arrive at some assessment of the opportunities and threats 
 facing the organization.

The general environment
An analysis of a firm’s general environment is sometimes known as environmental scanning, and 
usually comprises some sort of assessment of environmental influences, how they interact with 
the firm and with each other, and how they change over time. There are many difficulties with 
such an analysis. Some managers tackle the sheer complexity of the environment by generating 
masses of information, not all of which is relevant and not all of which is accurate. The use of 
computers has increased the capacity for information handling and, in some firms, managers 
can be submerged in a sea of data, much of which has only marginal relevance to their needs. 
At the other extreme there are those who either ignore the environment or who have a blinkered 
perception of the firm’s relationship to it. In such a situation trends can be missed, and the firm 
either cedes opportunities to its competitors or is unprepared for changes when they occur.

Johnson et al. (2017) identify the problems with the environment facing all organizations in 
terms of its diversity, complexity and speed of change. Of course, some firms operate in environ-
ments that are less diverse, less complex and where change, in some respects, is less rapid than in 

What do you think is the most important use of strategy?

REFLECTION pOINT
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others. For example, a firm making chocolate products in the UK knows that peak demand for 
its products will occur around Christmas and Easter and must gear up its entire organization to 
meet those periods. However, seemingly simple and relatively static environments can change. 
For example, a company that produced Christmas cards knew precisely that demand would peak 
at the end of the calendar year and would have a good idea of the size of that demand. However, 
the Christmas card market has become highly competitive, with many new entrants,  including 
 charities, societies and of course online operations such as Moonpig. This will be  further  discussed 
in Chapter 12.

The environment facing most organizations is dynamic, changing quickly and frequently. 
Managers need to be sensitive to the environment and predict changes that are likely to occur. 
The UK home computer industry of the 1980s was particularly dynamic. Sinclair was first to 
launch a mass market personal computer, but failed to maintain product development. They 
were swiftly challenged by Acorn’s BBC Micro, and in turn buyers switched to Amstrad, which 
itself was sensitive to, and even helped create, changing consumer needs and ushered in cheap 
IBM compatible PCs. In such a dynamic market, household names quickly come and go. Busi-
nesses that fail in dynamic environments are generally those where managers have failed to see 
the changes which are occurring or are either unable or unwilling to take appropriate action.

The case of professional soccer in England and Wales is one where an entire industry lost 
ground to a variety of competitors for its customers’ time and money, and the general trend 
towards declining attendance and hence revenue seemed irreversible 20 years ago. The foot-
ball authorities tackled the problem, in part, by the creation of an elite Premier League and by 
insisting on ground improvements for the top clubs, including the creation of all seater stadia. 
A lucrative television deal for the Premier League was struck with a leading satellite television 
company and the clubs imported stars from other countries. The result has been a turnaround 
for the leading clubs, with capacity attendances for most matches, a corresponding rise in ticket 
prices and a vast increase in profits. This in turn has led to a rise in wages and much greater 
mobility among players. Increased mobility is a function of an EU ruling giving players freedom 
of movement at the end of a contract, where previously clubs could demand a transfer fee. In 
the main, clubs have had to make rapid adjustments to rising costs through increased prices and 
the growth of selling club shirts and other products. Some of the larger clubs have shops of the 
size of small department stores. Dynamic environments require more creative approaches to 
 strategy. However, there may be a danger that managers may respond unnecessarily to changes. 
For example, some firms, when threatened by entrants offering much cheaper products in the 
same market, respond by launching a cheaper version of their own product. This not only shows 
a lack of faith in the quality of the firm’s original product, but it will inevitably take sales away 
from that product and have a potentially damaging effect on the firm’s reputation.

Not only has the environment become more dynamic, it is also more complex in that different 
demands are placed upon different aspects of the firm’s operation. A firm producing a range of 
products for different markets could be said to be operating in a complex environment. Most 
firms in such situations reflect this complexity in their organizational structures. We saw in 
Chapter 6 how the development of the multidivisional firm was a direct response to the problems 
faced by emerging multinational corporations like General Motors in the 1920s. The problem 
facing firms in a complex environment is the extent to which the complexity needs to be accom-
modated by organizational changes. Some firms attempt to reduce complexity by restructuring, 
which may include selling off some units. Such action is a common feature of mergers and acqui-
sitions and will be dealt with later in this chapter.
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We can see that most organizations face interconnected problems related to the degree of 
change, the speed of change, the complexity of its environment and the corresponding  complexity 
of the organization. Managers tend to seek to reduce such uncertainty as much as they can by a 
variety of measures:

•	 Uncertainty may be reduced by collecting relevant information. We have already noted the 
problems associated with collecting accurate information and with information overload.

•	 As we saw in Chapter 3, managers will attempt to influence and control the environment. 
This can be done by measures such as technological innovation, forming coalitions with 
other organizations, political lobbying, acquiring raw material suppliers, retail outlets and 
even competitors, and training staff in rare skills.

•	 Structures and procedures, such as planning and forecasting, may be set up to cope with 
uncertainty. There are, however, dangers with setting up new structures. Specialist units can 
lead to problems of cooperation and integration. In the early days of computing in business, 
the creation of specialist groups of programmers and analysts led to tensions and conflict 
(as identified in a classic study by Pettigrew, 1973).

The immediate competitive environment
We will attempt to locate a business in its immediate competitive environment using the model 
devised by Porter (1980, 2008). Porter has identified five forces, which have immediate bear-
ing on a firm’s competitive position. The forces he identifies are: the threat of new entrants; the 
threat of substitute products; the bargaining power of suppliers and that of buyers; and competi-
tive rivalry. Porter argues that these five forces operate in every sector but vary in each case. They 
tell us much about the industry structure and how the operation of the forces affects profit. We 
explain and illustrate these forces in turn.

The threat of potential entrants
The threat of entry is often related to the ease with which a new business can establish itself in 
the same product market. This is sometimes referred to as low barriers to entry. The relative 
ease with which new restaurants emerge in large cities such as London and New York suggests 
that the threat to existing restaurants is very real. However, the ease of entry means increased 
competition and can result in a highly volatile market, to which the death rate of new restaurants 
will testify. The closure of restaurants provides in turn opportunities to acquire premises with 
fully fitted kitchens and the opportunity to acquire bankrupt stock such as furniture, crockery 
and cutlery at bargain rates. Other sectors where there are relatively low barriers to entry include 
estate agents and housing management services in the property market.

The threat of entry can also be high if new entrants come into the market with a strong brand 
and a success in other markets. Porter (2008) cites the example of Apple entering the music dis-
tribution market. In a similar way Virgin has used its brand to enter a range of markets including 
TV and media, mobile phones and financial services

The threat posed by potential entrants is reduced if there are barriers to entry. These can  operate 
in a number of ways:

•	 Equipment and associated capital requirements place burdens on investment and firms may 
have to withstand considerable unit cost disadvantages initially. Such difficulties would 
be presented to firms attempting to enter mass car production or oil refining. It would be 

Copyright 2019 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



ENVIRONMENTAL ASpECTS OF STRATEGY 293

difficult for newcomers to achieve sufficient economies of scale to recover their outlay in a 
reasonable time.

•	 These difficulties can be increased where access to raw materials is an additional  
problem.

•	 In some types of industry, breaking into a market is difficult owing to the considerable 
customer loyalty to existing products and brands. A soft drinks manufacturer attempting 
to launch a cola drink would have considerable difficulty persuading the market to switch 
from Coca-Cola or Pepsi Cola.

•	 In the industrial components industry, getting customers to switch may pose the additional 
difficulties of part compatibility and lack of standards.

•	 Such barriers may be compounded by the difficulty of obtaining access to channels of dis-
tribution. A producer of a new brand in the food and drink industry may have difficulty 
persuading supermarket chains to stock its products. Getting supermarket shelf space is 
especially difficult for small independent producers.

•	 Patents held by manufacturers can block those wishing to enter the market with 
 imitative products. Patents held by Polaroid posed difficulties for Kodak in  entering 
the instant camera market. This is also linked to the need for high investment in R&D 
and where the need for high investment and existing patents have been particular 
 barriers to entry in the pharmaceutical market. Dyson have been particularly  successful 
in this respect, protecting their innovations and being fiercely litigious at any sign of 
infringement.

•	 In a more general way the operating experience, which may include economies of 
scale gained by existing firms over a number of years, can place the newcomer at a 
disadvantage.

We should not forget that there are barriers to exit as well as barriers to entry. A large 
manufacturing company with considerable operating losses, but with many employees and a 
 significant investment in plant and machinery, will undoubtedly face pressures to stay in busi-
ness. Such pressures will be related to the extent of the firm’s assets, which may not be recover-
able if the firm closes. This fear of lost investment may only be one factor. Key stakeholders may 
be  particularly attached to the company, emotionally as well as financially, and place a high value 
on its survival, despite market and financial evidence to the contrary. Pressures will undoubtedly 
come from the local community and, in the case of some firms, from the national government, 
fearing the effect of closure on local and national economies and on levels of unemployment. 
The bank bailouts of recent years have in part been a result of such pressures and being viewed 
by many as ‘too big to fail’, however, this is not always the case as will be seen in the Carillion 
case in Chapter 9. Barriers to exit operate in small firms as well, where there is likely to be an 
even greater ego involvement on the part of the owner–managers and a subsequent reluctance to 
accept forced closure in the face of market forces.

Consider a range of businesses. What are the barriers to entry? How do they vary between the businesses you 
have chosen?

REFLECTION pOINT
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The threat of substitution
A substitute performs the same or similar function as an industry’s product by a different means. 

(Porter, 2008)

The threat is greater where the substitute offers a real price or performance advantage. The 
 cotton textile industry in Britain was not only threatened by cheap labour economies but also 
by the development of substitute products in the form of man-made fibres selling at a cheaper 
price to cotton goods. The introduction of digital photography to replace film in cameras was 
the main reason for the bankruptcy of Kodak; the market for digital cameras also declined as 
cameras became a standard function on mobile phones. Rail travel in the USA declined as air-
lines opened up local networks and assisted in the establishment of local airports. The size of 
the country meant that air travel was perceived as a more effective means of covering large dis-
tances.  Distances are less of a problem in the UK, yet rail companies face competition from bus 
companies competing on price. They also face competition from a growing network of local air 
traffic competing on the basis of speed and comparative price. The travel business has changed 
significantly as high street travel agents have been replaced by online booking and an increasing 
willingness of travellers to book directly with the service provider. However, travel agents can 
and do prosper by offering a service based on detailed specialist knowledge of a particular coun-
try and its travel and hotel networks.

Identify several products. In what ways and by what could they be substituted?

REFLECTION pOINT

The bargaining power of buyers
Buyer power increases where there is a wide choice of suppliers offering the same or substitute 
products, especially where there is little or no cost involved for the buyer in switching from one 
supplier to another. For the industrial components industry, particularly where specialist com-
ponents are involved, the relationship may be different. There may have been a mutual accom-
modation of product changes over a number of years and such a strong relationship forged that 
the cost of switching would be high. Components suppliers often invest time and energy building 
up such relationships with commercial customers.

The buyer–supplier relationship is highly complex. The complexity of the technology plays a 
major part, as does the competitiveness of the market. A mix of cultural and economic factors 
can also be significant. As part of their normal business strategy, Japanese industrial firms rely on 
subcontractors to supply components, and tend to build close relationships with these suppliers. 
When Japanese firms moved into the UK they tended to locate in areas of low economic  activity 
and where government incentives were made available. This placed the Japanese in a strong bar-
gaining position to drive down costs.

The power of a buyer generally increases with the volume bought. This power can be exer-
cised in the demand for discounts or the expectation of preferential treatment in the supply of 
goods. A factor to consider here is the relative size of the two parties. Buyer power normally 
exists only if the volume purchased forms a high proportion of the selling company’s total sales. 
The larger supermarket chains like Walmart in the USA and Tesco in the UK have considerable 
buyer power, particularly over the smaller food suppliers. The cost of special offers to super-
market customers, especially buy one get one free, is generally borne by the supplier and not the 
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supermarket. In general, the stronger the bargaining position of buyers the greater their ability 
to bring down prices and demand improved services. Profits are therefore transferred from the 
supplier to the buyer. In certain circumstances, buyer power can be reinterpreted as consumer 
choice. A restaurant in central London faces considerable competition from other restaurants 
operating in that area. Buyers have a wide choice and switching is easy. In such situations the 
product/market strategy of the restaurant becomes of utmost importance. Such strategies will 
include considerations of product differentiation and quality, market segmentation, price and 
promotion (Chapter 12 has a fuller account of these strategies).

The bargaining power of suppliers
The illustration of the bargaining power of buyers in the industrial components industry works 
equally well for suppliers. In this and other cases, supplier power is stronger where the component 
is specialized and few suppliers exist. Supplier power is also strong where the cost to the buyer 
of switching allegiance would include costly product adaptations. A computer manufacturer 
can gain additional market power where it develops popular software that can only be used on 
its own machines. A case of supplier power in the computer industry emerged in the late 1990s 
around the monopoly power of Microsoft, the creator of the Windows operating system for PCs. 
The system is sold as the standard operating environment with most PCs and Microsoft has a 
90 per cent share of the market. However, Microsoft came under criticism and was eventually 
taken to court under USA anti-trust laws. The company was accused of abusing its monopoly 
power in its attempt to control the market for access to the Internet via its web browser, Internet 
Explorer. Porter (2008) describes the computer industry as the classic industry structure favour-
ing suppliers. Firms like Microsoft and Intel occupy monopoly positions, while, by comparison, 
the computer manufacturing sector is split between a relatively large number of firms.

The power of suppliers can also be seen in labour markets. Those with rare skills or where 
supply is scarce can command high salaries. University professors in business, finance and medi-
cine can command higher salaries than those in the liberal arts. This is particularly true in 
 American universities.

Most firms act as both suppliers and buyers and the bargaining power can be a two-edged 
weapon. The cost of switching is also a factor in determining the relative power of buyers and 
suppliers and also the threat of substitutes.

Identify a particular business. Assess the relative bargaining power of that business as both a buyer and 
supplier.

REFLECTION pOINT

Competitive rivalry
Competitive rivalry lies at the heart of Porter’s model and is depicted by Porter as firms jockeying 
for position. Particularly intense rivalry is found in such situations as a large number of competi-
tors of equal size, where the market has slow growth or where exit barriers are especially high. 
Intense rivalry can be found among UK supermarkets, particularly those like Sainsbury’s, Tesco 
and Waitrose as well as the discounters such as Lidl and Aldi operating in the same general mar-
ket segment. Such companies employ staff whose sole job is to monitor the competition through 
regular product and price checks. Intense rivalry in the IT industry often takes the form of poach-
ing staff and acquisitions such as that of Booker (a wholesaler to small retailers) by Tesco and 
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the possible takeover of Asda by Sainsbury’s. Both of these moves are to strengthen and grow the 
market position of the two largest players in the market segment. (Although currently owned by 
Walmart, Asda has continued to operate as a separate brand in the UK.)

Rivalry can be especially damaging if rival firms all attempt to compete on the same basis. 
Porter (2008) sees price rivalry as especially damaging as it is easy to copy and dilutes profits. 
On the other hand, product innovation or improving customer relations by improving delivery 
times or offering a customized service can justify price increases even in highly competitive 
markets.

Assessment of Porter’s model
In a later reflection of his original work Porter re-affirms the value of his five forces model.

Industry structure as manifested in the strength of the five competitive forces determines the 
industry’s long-run profit potential because it determines how economic value created by the 
industry is divided – how much is retained by the companies in the industry versus bargained 
away by customers and suppliers, limited by substitutes or constrained by potential new 
entrants. 

(Porter, 2008, p. 86)

The strength of a model like Porter’s is that it focuses on the immediate operating environment 
of the business and avoids prescription by enabling managers to examine the forces acting upon 
their firm. Porter also intended managers to consider how the forces might change over time. The 
five forces model has been very influential. However, a number of questions have been raised:

•	 The analysis depends upon a level of knowledge about competitors, which may not be so 
easy to obtain, as with competing supermarkets.

•	 As we have seen earlier in the chapter, the model portrays a rational approach to strategy 
that may not match reality.

•	 The model sees customers as one of several factors, when several current approaches 
 elevate the customer to a more central role.

•	 Porter also views buyer–supplier relationships in terms of power and that they pose a 
threat, when, in some industries, the prevailing trend is towards greater partnership and 
long term relations.

•	 The model assumes that once the analysis has been made, an appropriate strategy can be 
found. We have already noted that strategy is much more complex.

Managers can make use of Porter’s model by establishing a position for their firms in the 
market to maximize defences against competitive forces and, where possible, turn them to best 
advantage. Porter identifies three generic strategies of particular advantage in this respect. These 
are product differentiation, market segmentation and seeking to obtain the lowest costs and are 
explored later in the chapter.

Environmental threats and opportunities
An assessment of the general environment and the firm’s immediate competitive position should 
enable management to identify the major threats and opportunities facing the firm. Table 8.1 
gives an illustrative list of the environmental opportunities and threats using the elements of the 
Business in Context model. This is usually the first stage in selecting appropriate strategic options 
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However, we can identify several complicating factors:

•	 A threat to one part of an organization may represent an opportunity to another. Thus in 
the 1970s, when the post and telecommunications services in Britain were part of the same 
organization, a postal workers’ strike led to increased revenue through telephone calls.

•	 Defending yourself against a threat or capitalizing upon an opportunity is a function of 
both the firm’s standing in its environment and its internal resource position. Survival in a 
declining market may be easier if you have a large market share to begin with and raising 
finance to invest in new products is often easier for larger established firms than the small 
business. Small firms often face the particular dilemma of spotting a market opportunity 
but lacking the resources to take full advantage. Even if smaller firms are successful they 
face a backlash from established firms. For example, new entrants into the airline business 
usually offer flights at lower prices. They can have difficulty expanding their market share 
if the major airlines respond in kind or use their relationship with airports to prevent new-
comers gaining landing slots at major hubs by blocking them or running ghost flights of 
empty aircraft in order to hold onto slots. In 2017 less than 1 per cent of slots were allo-
cated to new entrants.

TABLE 8.1 Examples of environmental opportunity and constraints using the Business in 
 Context model, as they affect a small manufacturing firm

Aspects of the 
environment

Opportunity Constraint

Economy Market growth with increased demand 
in the BRICs economies and in emerg-
ing markets

Increased competition  including 
online plus difficult politics in 
 emerging markets

State Tax concessions for small firms New laws on health and safety requir-
ing the redesign of the product and 
costly investment in changes in the 
building and processes

Technology Substitute raw materials become 
available at low prices

High levels of investment needed to 
convert existing machinery to  process 
the new materials

Labour Local labour supply exceeds demand 
together with a good supply of part 
time and contract labour

Labour shortages in key skills 
together with the rising costs of hiring 
labour with those skills

Culture and 
institutions

A community with a strong tradition of 
working for small firms

A tradition for hard work and com-
pany loyalty

Labour market changes through an 
influx of new firms and labour from out-
side the region. Restrictions imposed 
by local laws on expansion plans and 
changes in working practices

and is a key part of SWOT analysis. For a firm like Orlake Records (Case 11.2), producing vinyl 
records in a declining market, or a restaurant owner opening in central London, the threats and 
opportunities may be very clear.
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•	 Managers differ in their ability to identify opportunities and threats. The management of a 
firm doing particularly well in a declining market may ignore the longer term implications 
of their position. Even when opportunities and threats have been identified, managers may 
differ in their assessment of their relative importance and may develop different perspec-
tives, based perhaps on their attitudes to risk. Careful analyses of market opportunities 
may come to naught in the face of a preference for inaction rather than entrepreneurial 
risk taking. Failure to take action in the light of environmental change is one form of man-
agement myopia. Some managers can miss opportunities by perceiving the environmental 
constraints as greater than they really are.

We can therefore see that the perception of an opportunity or threat is a subjective process. It 
is partly for this reason that strategy formulation is as much a behavioural and political process 
as it is analytical. There is another important point. We have tended to focus on the environment 
as offering the management decision maker opportunities or constraints. A major contention 
in this book is that the manager can influence and shape the environment. It is not simply the 
analysis of the environment that provides the answer but the ability of managers to see more in 
that environment than their competitors and in so doing create their own opportunities.

ORGANIZATIONAL ASpECTS OF STRATEGY

In this section we will explore the relationship between management strategy and the organiza-
tional aspects of the Business in Context model, and focus on issues related to an organization’s 
resources. We look in detail at the resource based view and follow up with a review of dynamic 
capabilities, core competences, value chains and portfolio analysis. Organizational analysis is 
traditionally an integral part of strategy formulation and serves a number of related purposes 
for managers.

•	 Some kind of resource profile is needed to establish whether the various opportunities, 
threats and management expectations can be met by the organization in its present state. 
A knowledge of the resources an organization possesses, and what can be done with them, 
is a prerequisite for determining future plans and establishes whether a gap exists between 
what management would like to do and what they can do. This is sometimes referred to as 
gap analysis. For example, the management of a manufacturing firm would need to know 
if it could accept and meet a large order using its existing product range and its produc-
tion and labour capacity. A gap analysis would identify resources that might be lacking 
and must be made good if opportunities are to be realized or threats are to be fought off. 
The completion of new orders by the manufacturing firm may be dependent upon product 
modification, purchasing equipment and hiring staff. This, in turn, may involve raising 
finance and setting up programmes to recruit and train staff. Expansion of this nature has 
further implications for the size of the supervisory, administrative and maintenance teams.

•	 The way resources are used by managers and how resource elements of the organization 
link together can create competitive advantage. Examples of this include focusing on effi-
cient low cost internal systems or a niche market producer developing and maintaining 
good customer relations. An internal analysis will enable managers to assess the attractive-
ness of the organization, its activities and its products in its current markets and assess their 
potential for future investment. This is the particular contribution of portfolio analysis.
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A rather narrow, traditional view of strategic planning sees strategy as the result of environ-
mental analysis and the organization factors are seen either to facilitate or inhibit the chosen 
strategy. Such a view runs counter to the contention of our Business in Context model, which 
sees all elements as interacting with one another. Organizational changes are brought about 
by changes in strategy, but strategic changes are also the product of aspects of the organiza-
tion. In this way strategy influences structure but structure can also influence strategy. We can 
also see that expansion plans will undoubtedly build on strengths or core competences, a case 
of the firm focusing strategy around a key resource, such as the skills of a particular group. 
Organizations such as Unilever and P&G who own a multitude of brands, review these on a 
regular basis to ensure that they are contributing as anticipated to the success of the business, 
those that are not are divested. The divested businesses are often sold to specialist organiza-
tions such as Lornamead, who focus on milking the end of life or reviving the fortunes of 
the brand. Lornamead’s current portfolio includes former household names such as Vosene, 
Yardley, Lypsyl, Stergene, Simple and Cydal.

We examine more general issues of strategy and organization before turning to the more 
practical questions of resource analysis, core competences, value chains and portfolio analysis.

Interaction of strategy and organization
All the organizational elements of our model – goals, ownership, structure, size and culture – 
interact with the process of strategy formulation.

The goals of an organization set targets for strategy to follow. We have also emphasized the 
behavioural nature of this process in that both goal and strategy formulation are the products of 
management values, and the processes of organizational power and politics, which have a major 
influence upon management decision making.

The process of goal setting and strategy formulation is greatly influenced by ownership 
variables. Professional consultants in partnership may each have their own views about the 
growth of the firm, the recruitment and training of staff and so on. In a partnership these 
views are generally resolved by discussion or through the dominance of a particular partner or 
coalition of interests. The discussion of ownership and control in Chapter 6 showed that for 
larger companies, with diffuse share ownership and professional managers, strategy formula-
tion was more complex and often dependent upon the influence of some shareholder groups. 
There are numerous illustrations where small business owners may deliberately resist growth 
strategies to retain personal control over the firm. However, the reverse is also true in that 
strategies involving merger and acquisition affect patterns of ownership and control. Man-
agers may actively pursue acquisitions which give them more power and enhance their own 
career aspirations.

We also noted in Chapter 6 that, according to Chandler (1962), structure followed strategy, 
and this was a dominant feature in the expansion of American multinationals and in particular 
the development of multidivisional structures. It was also suggested that strategy might be influ-
enced by structure. For example, a company with a large and active R&D department would 
almost certainly pursue vigorous strategies of new product development. Burns and Stalker 
(1966) studied the post-war electronics industry and saw differences in the strategic responses of 
firms to changing market conditions. Those firms that had responded most effectively to chang-
ing market demand were typified by a more flexible, open structure, which they termed organic. 
The firms that struggled in the changed environment and failed to adapt were by contrast more 
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bureaucratic, with often lengthy and inappropriate procedures for making decisions, and where 
structural divisions between departments inhibited cooperation. Organizations, particularly 
those in the public sector, which rely heavily on committees and working parties for the for-
mulation of important decisions, may find the process too cumbersome when a quick strategic 
response is needed. In a similar way, participation, which can facilitate employee motivation 
and commitment, may inhibit decision making through the inherent slowness of the procedure. 
This, in part, accounts for the slowness of the decision making process in some Japanese firms. 
In some cases structural change is so difficult that the disruptive effects may be counterproduc-
tive in achieving strategic goals. In other cases, strategic change in a highly competitive environ-
ment may only be possible with radical organizational change, which could involve replacing 
the management team or selling off parts of the business, often only triggered by a crisis for the 
organization.

Such considerations of structure are inevitably linked to size. In very large organizations 
 strategy formulation may be cumbersome due to the number of people and processes involved. 
There is also a danger that strategy can become fragmented through the diverse nature of opera-
tions and locations. Another handicap of large size involves the control of a strategy once it 
is formulated. The larger the organization, the more filters there are to interpret and perhaps 
distort a central strategy.

An important element in the core management strategies of firms such as IBM, Southwest 
Airlines, Hewlett Packard and The John Lewis Partnership is the creation of an organizational 
culture, with an emphasis upon shared values. We have stressed the importance of management 
values in both formulating and evaluating strategy. In this case the creation of a value system to 
embrace the entire organization is seen by some to be more significant than strategy itself.

Resource analysis
At the beginning of this section we explained the importance of the current resource position to 
the formulation of management strategy. The resource based view developed by Barney (1991) 
goes further and sees the way in which a firm uses its resources as a source of significant com-
petitive advantage. Resource analysis clearly covers physical resources such as land, plant and 
machinery, financial resources and human resources. The analysis should also cover the key 
relationships in the operating system. These exist between the firm and its suppliers and the firm 
and its customers, as well as the relationship between parts of the same operating system. Barney 
(1991) calls the latter organizational resources.

In many firms, resource analysis is accompanied by the use of a variety of accounting ratios 
such as return on capital employed, profitability and so on. Different ratios have more relevance 
at different stages of the firm’s development than at others, so that while profitability may be 
appropriate for established firms, productivity and sales may be more useful for newly estab-
lished companies and cash flows may be more significant when firms are in decline. A fuller 
discussion of accounting ratios can be found in Chapter 14.

The value of resource analysis lies not only in assessing the viability of a strategic proposal 
but also in assessing the ability of the organization to adapt to change. Can the firm deal with 
changes in demand or can it withstand increased competition on a global scale? Has it the finan-
cial backing to invest in new technology? Do employees possess the necessary skills and is the 
age profile of its staff sufficiently balanced to ensure succession? Competing through resources is 
a dominant theme in the resource based view.
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Resource based view (RBV)
Traditional approaches to organizational analysis have tended to consider resource analysis as of 
secondary importance to environmental analysis. Firms in the same industry have similar products 
with similar functions selling to broadly similar markets. Yet some companies do extremely well, 
while others struggle to survive even though they operate in the same environment and have access 
to the same information. This has led a number of writers to focus on resource and organizational 
analysis as a source of sustainable competitive advantage. In this section we will deal with the RBV 
of the firm and follow this with a brief look at dynamic capabilities and core competence.

The RBV of the firm was brought to the forefront by Jay Barney, in particular an article pub-
lished in 1991. The article is highly theoretical and offers few illustrations. A more accessible ver-
sion of his approach can be found in Barney and Hesterly (2012). In his original article Barney 
identified three key resource elements but later added a fourth in the form of financial capital. 
The four key resource elements are therefore:

•	 physical capital. This includes products and brands, patents, plant and equipment, location 
and access to raw materials and other supplies

•	 human capital. This includes the experience, skills and talents of the workforce, their 
judgement and insights and the training and development they receive. It can also include 
the specific talents of individuals in the form of entrepreneurial and leadership skills

•	 organizational capital. This includes the organization structure, planning procedures, 
mechanisms for coordination and control and the nature of relationships between groups 
both internally between operating teams or different departments and externally with vari-
ous stakeholders

•	 financial capital relates to the firm’s abilities to raise, create, use and manage funds.

Barney (1991) explored conditions under which a firm’s resources can be a source of sustain-
able competitive advantage. He argued that different firms have different bundles of resources 
and capabilities. He believed that some firms are more skilled at using their resources than oth-
ers. He called this resource heterogeneity. In some cases the advantages derived from a firm’s 
resources and capabilities tend to be long lasting because they are difficult to copy or it would 
take a competitor a long time to develop them, almost certainly at great cost. He called this 
resource immobility. This explains why Ford dominated the early mass car industry until it was 
overtaken by GM and then both were outperformed by Toyota. It also explains Apple’s domi-
nance despite competitor attempts to replicate its products.

Barney and Hesterly (2012) have developed a framework to assess a firm’s competitive advan-
tage through its resources, based on the concepts of heterogeneity and immobility. Their frame-
work is VRIO representing value, rarity, imitability (can it be copied?) and organization.

•	 Value represents those activities that add value for the customer. This is linked to the 
notion of the value chain that we deal with later in this section. At different stages of the 
chain, a firm can make choices that add value to the final product.

•	 Rarity relates to those elements and qualities that are only possessed by a few companies. 
Barney and Hesterly accept that only a small number of firms have real rarity and even 
without it, the efficient use of resources can ensure survival in competitive markets.

•	 Imitability exists when the value and rarity elements can be copied. The key to competitive 
advantage is where such elements cannot be copied or that the cost of doing so is too high. 
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The difficulty in copying a particular factor may be the product of a number of factors. 
For example, the firm may have been able to develop unique resources because it was the 
first to do so. We discuss such first mover advantages in our review of innovation strategy 
in Chapter 10. A particular advantage may be difficult to copy because it is unclear as to 
what specific element or group of elements actually create competitive advantage. The 
advantage could be based on corporate culture, which as we saw in Chapter 6 is difficult 
to copy, or upon a unique set of social relationships. While physical capital is sometimes 
easier to copy, this can be protected by patents.

•	 Organization is seen by Barney and Hesterly as the route to realizing potential. Whereas 
physical capital is relatively easy for competitors to understand, organizational capital, 
especially the less tangible aspects of organizational culture, tacit learning and relationships 
are more difficult to define and copy. The importance of organizational and management 
innovation is highlighted in Chapter 10.

The RBV of competitive advantage is appealing and lends itself to the creation of a unique 
strategic position. Its critics argue that it is largely descriptive and evidence is difficult to find as 
to how RBV can be turned into competitive advantage, moreover that the organization has a 
sound understanding of its resources. For example, we assume that investment in human capital 
through training and other HR interventions is good policy, but it is very difficult to show links 
with improved performance. The critics argue that while useful as a framework, it is at best too 
abstract to be of direct use.

RBV has much in common with dynamic capabilities and core competence models.

Dynamic capabilities
This is a concept associated with the work of Teece et al. (1997). Dynamic capabilities relate to 
the ability of the firm to recreate its resources and capabilities to meet the needs of a changing 
environment in ways that are different from its competitors. Teece and his colleagues argue that 
such capabilities can be built into formal structures and processes such as R&D and training. 
However, like Barney he associates them more with less formal aspects such as organizational 
culture, tacit learning, social networks and leadership.

Core competences
The idea of core competences is associated with the work of Hamel and Prahalad (1990, 1994) 
and Kay (1993). Core competences refer to those activities of a firm that make a difference and 
give the firm a competitive edge. This could be the development of efficient and effective internal 
operating systems, as with Toyota and the Toyota production system, whose core competences 
became a model for other car manufacturers to follow. In certain specialist markets, such as 
fine wine, a merchant may build its reputation on good customer relationships and continuing 
business. A university may develop a reputation in particular subject areas. It can build on that 
reputation through the attraction of students, bringing increased revenue and maintaining that 
reputation through the attraction of leading academics in the field.

To Hamel and Prahalad, core competences represented the integration of knowledge, skills 
and technology to give the customer added value in terms of cost and customer value, differ-
entiation from competitors or innovation of new products and processes. They also argue that 
the core competences should not be tied to a specific range of applications such as an existing 
product range. They should be extendable beyond their current application to give the firm a 
sustainable competitive advantage over time.
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Kay (1993) identified three areas of core competence. First, architecture refers to relation-
ships both within and around the firm, including those with customers and suppliers. A key 
compon ent of architecture is information exchange between the various parties. Second, reputa-
tion refers to the quality of a firm’s goods and services and for such qualities as the dependability 
and speed of delivery. The third area of core competence is innovative ability, defined as the 
ability to develop products and processes to gain competitive advantage through differentiation.

The notion of core competences enables a firm to focus its competitive advantage around its 
resources rather than focusing exclusively on the market. However, it is important that such core 
competences are difficult to copy by a rival firm, otherwise the basis for competitive advantage 
is eroded. Toyota maintained a competitive advantage for many years despite attempts by its 
competitors, both inside and outside Japan, to copy its production system. While some core com-
petences do lend themselves to measurement and analysis, as with stockholding and retention, 
many others are vague and may only be assessed subjectively.

Core competences refer to those activities of an organization that give it an advantage over its competitors. 
Such advantages could derive from an effective R&D department, an efficient operating system, good internal 
and external communications, the presence of key individuals, reputation and a loyal customer base. The stra-
tegic relevance of core competences is the opportunity they provide management to build upon such specific 
advantages.

KEY CONCEpT 8.3 CORE COMpETENCE

Select a number of organizations with which you are familiar. Does each of them possess core competences? 
What are they?

REFLECTION pOINT

CASE 8.1 SOUTHWEST AIRLINES – LOW FARES, NOTHING TO HIDE

Having achieved 45 consecutive years in profit, 
Southwest Airlines is the most consistently profit-
able airline in the USA, if not the world. Southwest 
Airlines started in 1971 out of Dallas and initially 
flew just three routes between three cities in Texas: 
Dallas, Houston and San Antonio. It began with just 
three Boeing 737 aircraft and its ability to operate 
at all was due largely to the credit terms offered by 
Boeing for these planes. Boeing’s generosity has 
paid off. Southwest has only ever purchased Boeing 
planes and the company has become the US larg-
est domestic airline and the world’s largest low cost 
airline. It has carried more domestic passengers in 
the USA than any other airline since 2001 and had 

24  per cent share of the US domestic market in 
2017. In 2018 it flew to 100 destinations in 40 US 
states, plus Washington DC and Puerto Rico, as well 
as serving 10 international destinations. There are 
more than 200 Southwest departures per day from 
 Chicago Midway, Las Vegas and Baltimore/Wash-
ington airports. According to the US Department of 
Transportation it is the number one airline for cus-
tomer satisfaction and in 2018 Fortune ranked South-
west best employer and 8th among its list of most 
admired companies.

The near exponential growth and financial perfor-
mance of the company in 2012 and 2017 is set out in 
the following table.

(Continued)
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The company sets out its strategic vision and pur-
pose as follows.

Our vision is to become the world’s most 
loved, most flown and most profitable airline.

Our purpose is to connect people to 
what’s important in their lives through friendly, 
reliable, and low-cost air travel.

A number of factors have been related to the 
company’s growth and success in an industry that 
has suffered through global recession and competi-
tion. These same factors are seen by the company 
itself as helping it achieve its vision and purpose.

Operations

Southwest Airlines operations strategy is built 
around cost. The company has made a conscious 
decision to fly only Boeing 737 aircraft, although it 
has a smaller number of Boeing 717-200 jets and 
by the end of 2013 the company had 706 Boeing 
jets. By using only one type of aircraft, maintenance 
costs and the need to stock a wide variety of parts 
are reduced. It also means that staff training require-
ments are simplified, not only for maintenance work-
ers but for pilots, cabin crew and other staff.

The company has created effective systems of 
cleaning, baggage handling and restocking of cater-
ing products, all of which contribute to a fast turn-
around of aircraft at the gate. The time is variously 
reported between 15 and 18 minutes compared to 
an average time taken by other airlines of 45 minutes. 
This ensures that the aircraft spend more time in the 
air which enables Southwest to run more frequent 
departures with fewer aircraft than their competitors. 
The average flight distance is less than 500 miles, 
fewer than its competitors, enabling the airline to use 
its planes for an average of six trips per day.

The standard routing used by most carriers is 
known as a hub and spoke system in which  carriers 
will fly passengers to a given centre where they can 
then connect to other flights. Southwest only  operates 
on a point to point system with no scheduled con-
necting flights either within Southwest or with other air-
lines. This arrangement cuts out the cost of baggage 
transfers. Further costs are reduced by the policy 
of favouring smaller airports with lower cost landing 
fees. There are some exceptions, most  notably the 
recent use of New York’s La Guardia airport.

Southwest has deliberately set out to be a no 
frills airline. The airline was one of the first to offer 
customers the option of using an automated ticket-
ing system at the gate, thereby reducing the need to 
pay commission to intermediaries. The flights do not 
offer free catering and passengers must pay for food 
and drinks. However, paying for food and drink is not 
uncommon on US short haul flights even among the 
major airlines like American and United. Although 
many airlines seek increased revenues from first and 
business class fares, Southwest offers the same ser-
vice to all passengers. This simplifies its operations 
and avoids the need for airport lounges and alterna-
tive checking-in facilities.

In recent years the key focus has been to reduce 
fuel usage. The average fuel cost per gallon has 
risen from US$ 0.92 in 2004 to US$3.30 in 2013. 
An attack on fuel usage not only reduces overall 
costs, but savings on fuel helps the airline maintain 
low ticket prices as well as them being seen to be 
environ mentally friendly. Fuel efficiency is a key ele-
ment in their purchase of new aircraft and airline staff 
are encouraged and rewarded for developing ideas 
on fuel saving.

The airline has a close relationship with its sup-
pliers and provides them with training. Through its 
 policy on ethical suppliers the company is particularly 

CASE 8.1 (Continued )

2012 2017

(US$ billions)

Operating revenues 1.7 21.2
Operating expenses 0.6 17.7
Operating income 0.623 3.5
Operating margin 3.6 per cent 16.6 per cent

(Source: 2013 & 2018 Southwest Airlines One Report)
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keen to ensure that its suppliers are ‘accountable for 
their social and environmental performance’. For its 
part, Southwest has a policy of extending the oppor-
tunity for suppliers from small businesses and from 
businesses in designated deprived areas and those 
that are owned by minorities, women, disabled and 
military veterans.

Barney and Hesterly (2012) have claimed that 
Southwest Airlines’ operational model is relatively 
easy to copy. However, the company has had few 
successful competitors that have stayed in busi-
ness or even come close to the financial success of 
Southwest. JetBlue have been fairly successful but 
major carriers such as Continental, with its budget 
offshoot Continental Lite, have tried and failed. In 
Europe, Southwest has been a model for such air-
lines as Ryanair and easyJet. Michael O’Leary, the 
current CEO of Ryanair, spent some time at South-
west in the 1980s to learn about operating a low 
cost airline at a time when the newly formed Ryanair 
was losing money. In May 2018 Ryanair announced 
record profits in 2017 of £1.27 billion.

Leadership and culture

Much of the operating policy of the current company 
was set out by one of the company’s founders and 
its second CEO, Herb Kelleher. Although retired, he 
still acts as an advisor and a teacher in Southwest’s 
learning and development centre. A key induction 
tool is a video that features Kelleher and some of 
the original employees. The video sets out the com-
pany’s core values. All employees receive a weekly 
message from the CEO informing them on what the 
company is doing and of any future plans. They are 
also encouraged to communicate with senior man-
agement on any matter by email. As well as nam-
ing planes after US states, they are also named after 
senior managers and those employees the company 
feel have made a significant contribution. The plane 
‘The Fred J. Jones’, is named after one of the original 
employees. Such employees and ex-employees are 
referred to as ‘Heroes of the Heart’. The company 
is fond of giving titles such as this to many of its 
activities and policies. For example, all employees 
are encouraged and rewarded for contributing ideas 
to improve efficiency and effectiveness under the 
heading, ‘Together we make it great’.

Humour plays an important role in culture. The 
company speaks of a ‘fun-luving attitude’ (in South-
west Airlines love is always spelt luv). The airline has 
been known to hold on-board competitions to find 
the passenger with the most holes in their socks, with 
a free flight as a prize. For its inaugural flight to Cali-
fornia, boarding passes were issued in the shape of 
the state.

An important part of Southwest’s cultural agenda 
is the importance placed on links with the local com-
munity. The following is an extract from the 2013 
Annual Report:

We understand the powerful impacts our 
company can have on the social systems in 
which we operate.

In 2013 the company donated US$19 million in 
the form of tickets to organizations it identified as 
being worthy of its support in the local community. 
In the same year Southwest employees gave over 
144 000 volunteer hours to community projects. The 
airline operates an emergency response team that is 
ready to mobilize support for disasters such as the 
tornado that swept through Oklahoma making many 
people homeless.

Employees

On its website (www.southwest.com) Southwest claims:

We believe in creating a secure environment 
where our employees have opportunities to 
grow, live well and make a positive difference.

Our people are our greatest strength and 
competitive advantage.

The company calls its employees people. It 
employs around 57 000 of them and claims high 
l evels of employee loyalty and commitment based on 
its corporate culture and style of leadership and man-
agement built over 45 years. In several of its state-
ments the company states that its people are more 
important than either customers or shareholders. 
Annual labour turnover in the company is low at less 
than 2 per cent. The company holds an employee 
survey every two years. The results of this and of 
external ratings of employee satisfaction reveal that 
the airline is regarded highly by its employees.

CASE 8.1 (Continued )

(Continued)

Copyright 2019 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



CHApTER 8  STRATEGY306

Trade union membership in Southwest is 83 per 
cent, making it the most unionized of all US airlines. 
The company enjoys good union relations in an 
industry that has historically been dogged by bitter 
disputes. The company has never had a strike and 
no employee has ever been laid off. There have been 
voluntary pay freezes to avoid lay-offs and in the busi-
ness downturn following 9/11 the employees agreed 
to take a pay cut to avoid anyone losing their job.

Overall, rates of pay are above average for the 
industry and the company operates a stock option 
scheme for employees. There is an annual profit 
share plan which, in 2013 was 88 per cent up on the 
previous year. Employees are entitled to free stand-
by flights for themselves, their partners, children and 
parents. The company offers a range of other ben-
efits, including health insurance and health care for 
employees and partners, life insurance, wellness and 
fitness programmes (including helping staff give up 
smoking and lose weight) and retirement planning.

Training is seen as important, especially in health 
and safety, but there are many other training and 
development opportunities. In 2013 the company 
integrated its training and development facilities 
under the banner of Southwest Airlines University. Its 
training programme involves comprehensive diversity 
and inclusion training. The company operates a com-
prehensive employee recognition scheme, referred to 
as SWAG (Southwest Airlines Gratitude). Under this 
scheme all employees have a profile that records all 
recognitions they have received during their employ-
ment. Points are collected that may be exchanged for 
free flights, merchandise or gift vouchers.

Customers

Throughout its history Southwest has focused on cre-
ating new markets rather than compete with other 
airlines for existing passengers. They have focused 
on low ticket prices to get bus travellers to switch to 
air travel and persuade others to take trips they have 
always considered too expensive. Despite labelling 
itself a no frills airline Southwest does offer a frequent 
flyer programme, called Rapid Rewards. The airline 
is rated highly by its customers on numerous surveys 
and has the lowest number of passenger complaints. 
In 2013 it received 0.34 complaints per 100 000 pas-
sengers. This compares to 0.64 complaints on Jet-
Blue, a rival low cost airline and 1.99 on American and 
2.14 on United, the two largest airlines in the USA.

International expansion

In June 2014 Southwest Airlines made its first inter-
national flight under the Southwest brand. The 
change in strategy to expand into the international 
market was linked to the acquisition of AirTran Air-
ways in 2011. AirTran had a few international routes 
which Southwest had kept running under the AirTran 
brand. There were flights from a number of US cit-
ies to the Bahamas, Aruba and Jamaica. Southwest 
has plans to extend its range of international flights 
to Mexico City and the Dominican Republic. This is 
seen by Southwest as an important strategy to coun-
teract the effects of rising costs and slower growth 
in its domestic business. Investment was neces-
sary to upgrade the Boeing fleet and in IT systems 
to enable international flights to take place. The 
expansion plans however are limited to what the air-
line calls near international destinations, which are 
defined as the Caribbean, Central America, only the 
northern part of South America and Canada. The 
company is currently seeking permission to expand 
its flight network to Hawaii. It is also increasing the 
frequency of flights to the most popular domestic 
destinations and an increasing use of New York’s La 
Guardia airport.

Despite the rosy picture, not everything has been 
going Southwest’s way recently, from the tragedy in 
April 2018 when a flight suffered an engine failure 
with debris smashing a passenger window, which in 
turn resulted in depressurization and the death of a 
passenger, to a string of flight crew and passenger 
altercations reported in the press.

Sources: Porter (1996); Barney and Hesterly (2012); 
 southwest.investorroom.co./company-reports

Questions

1 What are Southwest Airline’s resource based 
advantages and core competences?

2 Which of the resource based advantages and 
core competences do you consider have made 
the greatest contribution to the airline’s success?

3 The company’s culture has been described as 
goofy. To what extent do you agree?

4 What additional complexities are presented by 
the decision to fly international routes?

5 What are the key opportunities and threats fac-
ing Southwest Airlines?

CASE 8.1 (Continued )

Copyright 2019 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



ORGANIZATIONAL ASpECTS OF STRATEGY 307

The value chain
The value chain describes the full range of activities which are required to bring a product or 
service from conception, through the intermediary phases of production . . ., delivery to final 
customers and final disposal after use. 

(Kaplinsky, 2000, p. 8)

We introduced the concept of the value chain in our discussion of global value chains and the 
global factory in Chapter 2. The significance of the value chain concept owes much to the work 
of Porter (1985) and in essence is about the way resources are organized to give value added 
to the end user. The key element of the value chain is not just the added value that the various 
resources bring to the whole, but added value that derives from the linkages between them, 
which to gain competitive advantage should be greater than the sum of the parts.

The value chain thus views the firm as a system and a process. Porter identifies five primary 
activities, which individually and, more importantly collectively, contribute towards adding value 
for the customer. The end result for Porter is defined as margin, which is the difference between 
the cost of providing the activities and the total value they generate. For the company, margin 
may be translated into profit while the customer may see it more in terms of value for money.

The value chain offers a view of the organization as a cumulative build-up of added value for the customer 
through the interaction between key operations activities. The end result is greater than the sum of its parts 
and, for profit seeking organizations, means increased margins. Porter identifies elements of the value chain in 
terms of primary and support activities. Like the Business in Context model, the value chain sees organizations 
in terms of interactions between the various parts.

KEY CONCEpT 8.4 VALUE CHAIN

Porter’s five primary activities are:

•	 Inbound logistics refers to those activities concerned with the receiving, storage and han-
dling of goods from suppliers and transporting them within the organization.

•	 Operations transform the goods into the final product and may comprise a number of dif-
ferent stages, extending across a number of specialist departments. For example, in a brew-
ery there might be a specialist bottling facility.

•	 Outbound logistics deal with storing finished items and distributing them to customers. In 
the case of services it is concerned with all those processes involved in bringing the service 
to the customer or the customer to the service.

•	 Marketing and sales help to identify customer needs and, through advertising and promo-
tion, make potential customers aware of products and services. See Chapter 12.

•	 Services cover all those processes involved in before and after sales activities such as 
requirements planning and the provision of customer help lines.

The five primary activities are supported by four other types of activity, referred to by Porter 
as support activities:

•	 Procurement/Purchasing deals with those activities engaged in the acquisition of the 
resource inputs to the primary activities. In manufacturing this can occur at a number of 
stages. Buyers are responsible for obtaining dependable supplies at high quality and at the 
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best possible price. The transport department is responsible for ensuring the most cost effec-
tive delivery of goods to customers, which may involve subcontracting to another firm, or 
using the post or rail services. This is something that many large organizations outsource.

•	 Technology development occurs in all primary activities. It covers product and process 
development, which can occur in inbound and outbound logistics as much as in opera-
tions. It also involves the development of know how throughout the organization and the 
transfer of such know how via training.

•	 Human resource management is concerned with staffing planning, recruitment, selection, 
training and reward systems which support all activities.

•	 Firm infrastructure relates to the systems used throughout the organization. It can include 
materials planning, logistics, operations planning, finance and budget systems as well as the 
overall strategic plan. This includes (critically these days), the IT infrastructure that under-
pins the operation of the business.

The value chain has drawn criticism for focusing attention on the improvement of exist-
ing resources and the linkages between them, when a more radical approach may be required. 
However, analysis of the value chain can draw attention to weaknesses in the resource profile 
and the way the primary activities link together. The concept supports the Business in Context 
model by viewing the firm’s activities as a set of interactions. While the focus is upon internal 
resource arrangements, the model incorporates elements that exist outside the internal system 
of the organization, namely suppliers and customers. In doing so it raises the impracticality of 
defining elements purely in terms of internal or external.

portfolio analysis
Another approach which combines internal and external factors is portfolio analysis. In this case 
the elements are products and markets. Portfolio analysis could be dealt with in our discussion 
of strategic options. We deal with it here as an illustration of the interaction between internal 
(resource) and external (environmental) factors.

Portfolio analysis is a technique normally associated with those firms operating in a number 
of businesses and markets, as is the case with the larger multinational corporations. It may also 
be applied to those firms that operate in the same market with a number of different products. 
The technique enables managers to assess the attractiveness of their businesses and products in 
their current markets and assist decisions on the direction of future investment. Through such 
an analysis the manager may reach conclusions on the particular mix of products and markets, 
the growth and profit potential of those products and markets and the level of risk involved with 
each one. As a result, a clearer idea emerges regarding priorities for corporate effort and resource 
allocation, thus ensuring a correct balance of cash flows against business development activities.

There are several models that may be used in portfolio analysis and two are illustrated in 
 Figure 8.3. The most famous portfolio technique is the matrix developed by the Boston Consult-
ing Group (BCG). The BCG matrix was designed to analyze individual businesses in a company 
with a range of business interests. The matrix enables the analyst to plot the position of that 
business (or product) with reference to the growth of the market and the company’s share of 
that market. We can see from Figure 8.3 that the matrix has been divided into four sectors, each 
with different product/market characteristics. The products located within these sectors have 
been labelled Question marks, Stars, Cash cows and Dogs respectively. We will deal with the 
characteristics of each.
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•	 Question marks represent products that have a low market share in a market of high 
growth. The market offers clear potential but the firm invariably needs significant financial 
and other resource inputs to compete. This may involve product modification,  increasing 
output capacity, increasing promotional activity, recruiting staff or raising the level of 
bank borrowing. Investing in question marks carries a high level of risk. The gains may 
be significant but the market tends to be highly competitive and the costs of improving 
market position are invariably high.

•	 Stars are those products that have achieved a high share of a still expanding market. 
A company with a number or even one of such stars is generally envied by its competitors. 
Nevertheless, the cost of maintaining this position is usually high. A growing market tends 

Market share
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High

Low

Market
growth

rate

Stars

Cash
cows

Question
marks

Dogs

(a) The Boston Consulting Group matrix

Competitive position

WeakStrong

High
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Industry
attractiveness

(b) The General Electric business screen

Medium

Average

FIGURE 8.3 Illustrations of portfolio analysis

Portfolio analysis is a technique that can be used by firms operating in a number of markets and/or with a num-
ber of different products. The technique enables management to assess the relative attractiveness of products 
and markets to assist decision making on future directions and resource allocation. There are several methods 
and models available, the most famous of which are probably the Boston Consulting Group matrix and the 
General Electric business screen.

KEY CONCEpT 8.5 pORTFOLIO ANALYSIS
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to attract competitors and stars usually need continuing investment in product develop-
ment and promotion. The PC market in the past few years has maintained a high growth, 
but the increased competition, particularly in terms of product development and price, has 
meant that several of its stars have risen and fallen in a relatively short time. Other  markets 
where stars have risen and fallen rapidly include cameras and video recorders.

•	 Cash cows are products with a high market share but market growth has stabilized. These 
provide the firm with its greatest ROI. The market is generally much less competitive and 
the market position is generally less costly to maintain than with stars. Overall costs are 
generally lower and economies of scale can be achieved. The surplus funds generated by 
the cash cows can be used to provide funds for the development of question marks and 
the maintenance of stars. Zantac, GSK’s drug for the treatment of ulcers, was for many 
years the cash cow that enabled the company to maintain high investments in R&D. Such 
a pattern is typical in the pharmaceutical industry, where development costs are espe-
cially high. The pattern has been repeated in other companies such as Roche with Librium 
and Valium.

•	 Dogs are products with the poorest profile on the matrix. Such products tend to be a drain 
on resources and can be candidates for being dropped or being sold off. This was the reason 
behind the TI Group’s sale of Raleigh Bicycles. Dogs are not necessarily worthless. Product 
ranges and indeed entire companies can be revitalized by, perhaps, a change of management 
and some fresh ideas. A dog to one company may experience a new lease of life when sold to 
another. For example, a highly diversified company may find itself unable to devote sufficient 
attention to those products that are more peripheral to its central activities, as in the case of 
a manufacturing firm with a subsidiary whose primary activity is property development. The 
property business could be enhanced if it were sold to a firm specializing in that area.

It should be noted that while this appears quite simple, great care should be taken in the 
interpretation and application of such a matrix. What, for example, should the organization try 
to identify and measure? Different analyses may produce radically different results dependent 
on the unit of analysis. For example, should Apple define its market as mobile phones or smart 
mobile phones? The entire mobile phone market is now mature and Apple has low market share, 
indicative of a dog. The smart phone market is faster growing and Apple has a large market 
share, indicative of a star.

The BCG matrix implies that managers should establish a balanced portfolio and that there is 
progression. For example, it assumes that question marks should become stars which will even-
tually turn into cash cows to fund the next generation of developing product/markets. Plotting a 
firm’s products in this way may be a useful guide to acquisition and divestment strategy. These 
options will be discussed in the next section.

The BCG matrix is not without its critics. Much of the criticism is concerned with the impre-
cise nature of the four categories. For example, stars can differ considerably in their rate of 
growth and size of market share and the positioning of some products may be an inaccurate 
reflection of their value, simply because the category may be too broad. Mercedes-Benz has a low 
share of the total car market, but a high share of the luxury car market. In this case a number of 
matrices would have to be plotted to represent the different market segments. Nonetheless, such 
an analysis is perhaps the reason for Mercedes-Benz broadening its market appeal through the 
production of the smaller, lower priced ‘A’ series and the launch of a competitively priced sports 
model, the SLK. More complex matrices have been developed so that products can be plotted 
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more usefully. An illustration of the General Electric business screen is shown below the BCG 
matrix in Figure 8.3. In this case the concept of industry attractiveness is used instead of market 
growth. Nine categories have been identified to achieve greater accuracy, however the same criti-
cisms still stand.

STRATEGIC OpTIONS

So far in this chapter we have discussed the components of strategic analysis: the environment, 
resources and dominant values. We have also suggested that strategy may be formulated by a 
variety of methods, which may involve a highly formalized planning procedure or may simply be 
no more than the stated preferences of the chief executive. Whatever the process, the outcome is 

Can the BCG matrix be applied to university courses at a single university? What courses would you place in 
each category?

REFLECTION pOINT

In spite of the problems of plotting and measurement, such methods of portfolio analysis 
are not only of use in planning future product/market strategy but also in raising important 
questions about how business interests are handled. We have already seen that by analyzing a 
dog, and understanding the reasons underlying the current positioning, changes may be made 
to improve its position. One company to make use of this type of analysis is 3M. It developed 
a matrix to analyze both products and markets, as illustrated in Figure 8.4. The management 
of 3M is concerned that each of its products and markets are capable of being maintained or 
improved. It was this method of analysis that led the company to sell off its  photocopying equip-
ment business (Kennedy, 1988).

Maturity stage

AgeingGrowth

Leading

Weak

Competitive
position

Tenable

Favourable

Strong

MatureEmbryonic

FIGURE 8.4 3M product and market portfolio matrix

Source: Hofer and Schendel (1978).
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a particular strategic option or range of possible options. In this section we examine a number of 
strategic options. Earlier in this chapter we made a distinction between corporate strategies which 
change the position of the entire organization, and business strategies which change the competi-
tive position in a specific product market. We examine strategic options in each of these cases.

Business level strategies
Porter (1980, 1985) focuses on competitive strategies and presents a relatively straightforward 
view of competitive options within its product markets. He identifies two generic strategies:

•	 The first of these is competing on the basis of cost leadership. Firms pursuing this must 
aim to be the lowest cost producer, but still be able to compete in terms of product func-
tion and quality. A good example of firms achieving this would be Toyota through its 
entire production system, one of the first to incorporate just-in-time methods as part of its 
lean manufacturing strategy. In the supermarkets sector this is the approach taken by Lidl 
and Aldi.

•	 The second of Porter’s generic competitive strategies is differentiation. Firms pursuing this 
strategy must aim to produce goods and services that have certain unique dimensions that 
make them attractive to customers. In aiming at product differentiation, competitive advan-
tage can only be achieved by maintaining cost parity or cost proximity. Dyson developed a 
new form of carpet cleaner that challenged and outsold traditional vacuum cleaners.

Both these strategies have a broad scope and can apply to a range of products and markets. 
However, when cost leadership cannot be achieved because costs are simply too high or when 
product differentiation is difficult across a range of products, Porter offers a third strategic 
option:

•	 Focus is a strategy relating to niche products and niche markets. It occurs when the organ-
ization focuses on a single or set of related niche products or aims for a specific market 
segment. A holiday company that specializes in safari holidays to up-market camps in 
African countries has such a focus. In this case, cost and price are less important to the 
customer than the exclusivity of the product. Nespresso machines and coffee pods would 
be another example.

Porter’s approach appeals on the basis of its logic and simplicity. However, business life is 
never so simple. Furthermore, there are constraints on the effectiveness of such generic strate-
gies. Firms continually strive to reduce their costs and copy each other’s methods, as in the case 
of just-in-time. In some industries such as car manufacture, there may be limits of cost reduc-
tion which are being approached by the better firms. Differentiation may be short lived as com-
petitors attempt to emulate each other. British Airways introduced beds as part of its first class 
service on long haul flights. They were soon followed by Singapore Airlines and beds are now 
standard in first and business class on almost every airline. There are some advantages to taking 
a fast follower stance, to ensure that any innovation is popular with customers before commit-
ting to a change, it may be lower risk and lower cost.

Develop your own examples of organizations using cost leadership, differentiation and focus.

REFLECTION pOINT
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Bowman and Faulkner (1996) expanded on Porter’s ideas and developed the strategy clock, 
which is based on two variables: price and the perceived value of the product or service to the 
customer. The relationship of these two variables produces a range of eight different options.

A no frills strategy would be the kind of product and service offered by low cost airlines 
such as Southwest Airlines in the USA and copied by such as Ryanair in the UK. Ryanair offers 
a minimum service at a minimum price, although there are options to increase the level of 
service by extra payments and recently a focus on a friendlier approach. A low price strategy 
is followed by supermarkets such as Walmart in the US and Aldi and Lidl in Europe, where 
the same products are offered at a lower price than competitors. This can lead to price wars. 
However, the volume sales of a firm like Walmart usually means that they can under-price 
the competition to gain market share and, in some cases, force competitors out of business. 
With such a strategy margins are low, but sales and turnover are high to compensate. A hybrid 
strategy emphasizes differentiation and low price. Johnson et al. (2017) suggest that a hybrid 
strategy needs high volume turnover to cover the cost of differentiation and cite Ikea as an 
example. A differentiation strategy offers something different to competitor offerings that add 
value to the customer and gains market share. The added value may be sufficient to charge 
higher prices. Focused differentiation on the other hand enables the organization to charge a 
high price for an innovative and exclusive product aimed at a specific market segment. Bow-
man and Faulkner (1996) claim the other strategies of failure; low price, low value; and high 
price should be avoided. In all these cases the organization is offering a standard or low value 
product at an above average price. The conclusions are fairly obvious. Increasing the price 
while offering a low value product is only possible where the organization holds a monopoly 
position.

The strategies identified above all attempt to improve the market position of existing prod-
ucts and services. We revisit these strategic options in our discussion of functional areas in Part 
Three. New product development is explored in the chapters on innovation and marketing 
(Chapters 10 and 12). Improving products and services with an emphasis on product qual-
ity is discussed in Chapter 11. The same chapter deals with cost reductions through better 
use of resources and improvements in productivity. Improved market penetration by deploy-
ing the elements of the marketing mix, such as promotion or price strategies, is explored in 
 Chapter 12. The same chapter also deals with seeking expansion through new market segments 
or by export.

Corporate level strategies
One of the early models of corporate strategy options was offered by Igor Ansoff (Ansoff, 1968). 
He presented a number of growth options based on products and markets (which he refers to as 
missions). This is presented in Figure 8.5:

•	 Growth based on existing products in existing markets requires a product penetration 
strategy

•	 Growth based on new products in an existing market requires a product development 
strategy

•	 Growth based on seeking new markets for existing products requires a market develop-
ment strategy

•	 Growth based both on new products in new markets requires a diversification strategy.
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There is an assumption that the overarching goal of most businesses is survival and this may 
only be achieved by pursuing strategies of growth. While it is difficult to argue against the first 
assumption, it is clear that not all businesses pursue growth strategies. Some companies spend 
most of their time maintaining or consolidating existing positions, and for those such as coal 
mining or steelmaking as in the UK, drastic contraction may be the only chance of survival. The 
UK coal industry employed close to 200 000 in the 1920s, by 2015 this had fallen to a mere 2000.

The following classification of strategies depicts approaches to growth and contraction. These 
options are not discrete categories and in many cases the distinction between them can be blurred. 
They also recognize the complex nature of the strategic process and incorporate discussion of 
both rational and more subjective factors. We examine diversification in some detail before look-
ing briefly at other types of strategy.

Diversification strategies
As a corporate strategy, diversification is one of the most far reaching growth strategies open to 
management in that it represents an attempt to change the nature of the business by increasing its 
portfolio of products and/or markets. We can identify two types of diversification: related and unre-
lated. Related diversification can be classified into backward, forward and horizontal integration.

These are strategies that move the organization in different directions involving products or markets or both. 
Related diversification refers to new activities that are directly related in some way to existing operations, such 
as a hotel acquiring a catering business. Unrelated diversification moves the organization in a new direction, 
such as a hotel chain acquiring a newspaper. Highly diversified firms can spread risk across a number of 
products and/or markets. However, there may be problems associated with coordination and control. Related 
diversification can lead to benefits of economies of scale and scope.

KEY CONCEpT 8.6 DIVERSIFICATION STRATEGIES

Related diversification occurs when the new business is related in some way to the old one. 
Several firms have sought to gain greater control over the source of raw materials or the supply 
of components by some form of backward integration. Japanese manufacturing firms depend on 
a network of subcontractors for the supply of components. In many cases the larger company 
has a controlling financial interest in the supplier. In the restaurant business it is becoming more 
common for some restaurant owners to grow their own herbs and vegetables and bake their own 

FIGURE 8.5 Ansoff’s corporate strategy matrix

Existing products New products

Existing markets Product penetration  
strategy

Product development  
strategy

New markets Market development  
strategy

Diversification strategy

Source: After Ansoff (1968).
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bread, to ensure both the quantity and the quality of the supply. This also provides the restaurant 
with an additional promotional strategy. Some universities have widened access by setting up 
pre-degree courses, giving students without the traditional entry qualifications the opportunity 
to feed into the mainstream degree programmes. In the UK the cooperative movement provides 
numerous examples: owning farms, operating the production facilities and supplying goods to 
their retail stores.

Forward integration occurs when producers diversify to control the onward processes of 
delivering their goods to the consumer, as in the case of a manufacturer setting up a transport or 
retail operation or a group of actors leasing a theatre to stage their own work. Another example 
might be an oil company who own and operate oil rigs, refineries and petrol stations.

An integrated system of backward and forward integration is known as vertical integration.

Backward integration is a diversification strategy to gain control of activities and/or firms further back in the 
supply chain, such as raw material or components suppliers. Forward integration is a strategy to gain control 
of activities further forward in the supply chain, such as distribution and retailing. Both backward and forward 
integration can be achieved by acquisition, joint venture or strategic alliance. Backward and forward integration, 
either singly or together, are often referred to as vertical integration.

KEY CONCEpT 8.7 BACKWARD AND FORWARD INTEGRATION

Horizontal integration occurs most commonly when a firm adds to its portfolio of products 
by acquisition. A related strategy to horizontal integration is the move for economies of scope. 
This occurs when the product range is extended to incorporate similar items, as with the case 
of a firm supplying fitted kitchens diversifying its operation to include fitted bathrooms and 
bedrooms as well. Ralph Lauren began by selling sports shirts for men, but extended its range 
into all types of casual clothes for men and women, then into soft furnishings and then furniture. 
The fibreglass operations of Pilkington Glass found that the waste created in cutting standard 
widths of fibreglass could be put to good use through the setting up of another operation which 
compressed the material into insulating bricks, thereby creating a different but related product. 
Case 11.2 shows how Orlake Records has used related diversification into specialized products 
as a strategy for survival in a declining market.

Kwik Fit presents a good example of a number of kinds of related diversification. The com-
pany was formed to offer a speedy, low cost service to motorists by fitting tyres and replacing 
exhaust systems. The opportunity presented itself as a result of the modular manufacture of cars 
and the ready availability of standardized parts. The reduction of operations to highly specialized 
routines meant that low levels of skill were needed and hence labour costs were low. Central buy-
ing and computerized stock control were other contributory factors to low costs. As a result of 
low costs and a while-you-wait service the company became very successful and expanded geo-
graphically. The company also expanded its product and service range to include shock absorber 
and brake replacement. Kwik Fit has been owned by the Japanese company Itochu since 2011, 
the acquisition itself made sense because of the synergies with other Itochu businesses in the UK.

Unrelated diversification
Unrelated diversification occurs when management expands its business into a different product 
market. Supermarkets have moved into financial services, a totally different operation from their 
core business. This was originally driven by the need to handle large quantities of cash and the 

Copyright 2019 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



CHApTER 8  STRATEGY316

processing charges from their bankers. Subsequently they have used this move as a mechanism 
for increasing the number of touch points that they have with their customers. Many diversi-
fied companies have a mixture of both related and unrelated products. As with many forms of 
classification, the difference between related and unrelated diversification is often a matter of 
degree. Minnesota Mining and Manufacturing (3M) switched from the mining of corundum (an 
abrasive) to the manufacture of sandpaper (using abrasives as a raw material). The company 
then began producing masking tape, which led to the related products of adhesive tape and all 
other kinds of tape and adhesive products, such as Post-It notes. In recent years the most profit-
able arm of Ford in the UK has been Ford Credit, a company formed to provide finance for car 
buyers. A similar picture emerges with most car producers.

The concept often associated with unrelated diversification is synergy. This refers to the col-
lective influence of the various activities of the company producing an overall effect that is 
greater than the sum of the parts. Synergy is often cited as a benefit of diversification, although 
its effect is often difficult to identify and measure.

We have seen how diversification can provide managers with greater control over supplies 
and distribution and exploit resources. A highly diversified firm may also be one where risks are 
spread across products and markets and might be part of a portfolio management strategy. The 
motives for diversification may be complex and may include the desire of senior management 
to extend its power and influence as the firm grows larger. In the USA, the diversification of 
many companies into different areas of business was a direct response to anti-trust laws, which 
put severe restrictions on the creation of monopolies. There are problems with diversification 
strategies. A highly diversified company often presents special problems of communication and 
control, and resources may be duplicated. It is for this reason that many diversified companies 
have adopted a structure involving a mixture of autonomous units sharing some central services, 
as in the case of multidivisional companies. (A fuller discussion of such structural devices may 
be found in Chapter 6.) While extra efficiency gains can result from related diversification, unre-
lated diversification brings extra costs associated with coordination and control. However, what 
might at face value appear to be unrelated diversification could also be a part of a longer term 
repositioning strategy.

Joint ventures, mergers and acquisitions
Many of the illustrations of diversification presented above represent activities that have grown 
out of a firm’s existing business. Firms may also add new products and markets through joint 
ventures and through mergers and acquisitions. This has the advantage of being a much faster 
method of diversification than internal development. The company is gaining an off the peg 
business with the experience, knowledge, resources and markets already in existence. Much has 
been written about acquisitions and mergers and such activity presents consistently good copy 
for financial journalists, particularly when it is accompanied by boardroom battles and accusa-
tions of insider dealing on the stock market. While referred to as mergers and acquisitions, most 
could more accurately be described as acquisitions. Joint ventures include licensing agreements, 
particular arrangements with suppliers, joint R&D projects and the creation of a new company 
as an offshoot of two or more independent parent companies. A fuller account of joint ventures 
is presented in Chapter 2, where we identify joint ventures as an increasing trend that is directly 
related to globalization. In Figure 8.6 the differences between mergers, acquisitions and different 
forms of joint venture in terms of ownership are shown. These various forms of ownership also 
reveal possibilities for variations in control.
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Haleblian et al. (2009) carried out a comprehensive review of studies relating to mergers and 
acquisitions. They cite the findings of several studies which indicate that, in terms of shareholder 
value, acquisitions are rarely successful. They then go on to offer reasons why acquisitions take 
place and identify some influencing factors. Some of their findings are:

•	 global investment in acquisitions has grown in recent years

•	 most acquisitions did not enhance shareholder value in either the short or the long term 
and in fact were often seen as eroding value or producing volatile returns

•	 shareholders of target companies, i.e. those being bought, benefited from the sale of their 
shares above their true value as an incentive to sell.

Given such findings it is perhaps surprising that acquisitions happen at all. Haleblian and his 
colleagues found evidence to support the following reasons:

•	 Firms are acquired to achieve greater market power on the part of the buyer and enable it 
to charge higher prices.

•	 Acquisitions enable firms to reduce costs by consolidating some operations and achieving 
economies of scale and scope. As a result, staff cuts are made and the process may have the 
added advantage of getting rid of ineffective staff.

•	 Some acquisitions are clearly motivated by senior managers wishing to increase their 
 salaries and other benefits. This would contribute to a fall in shareholder returns and lies 
at the heart of the agency problem outlined in Chapter 6 and the debate over executive pay 
in the case study at the end of the previous chapter. Some studies have even found links 
between acquisition behaviour and managers wanting to build up their egos.

•	 Acquisitions are linked to a firm seeking a better fit with its operating environment. 
For example firms in tobacco, alcohol and gambling may seek to diversify in the face of 
increasing state regulation limiting their activities.

Wholly-owned
single venture

Non-owned
joint venture

Partially-owned
joint venture

• Merger or acquisition

• Licensing
• Franchising

• Joint ownership with shared control

• Joint ownership with total control by one party

• Third company jointly owned and/or controlled

FIGURE 8.6 Ownership patterns in mergers, acquisitions and joint ventures
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•	 Some acquisitions are the result of organisations wishing to consolidate or grow their 
 market position as is the case of the possible acquisition of Asda by Sainsbury’s.

•	 There is some evidence of imitative behaviour. Acquisitions occur because it is  happening 
elsewhere. In a much earlier study in the UK it was found that acquisitions and  mergers 
tend to occur in cycles (Channon, 1973). Why such cycles occurred could only be 
explained by imitation or fashion.

•	 Acquisitions also occur as a result of network behaviour. The pattern of governance of 
so many firms involves directors in a series of interlocking directorships. This gives them 
access to information and both contacts and opportunities to make acquisitions.

•	 Some studies suggest that acquisitions become a way of life for some organizations. 
Barkema and Schijven (2008) make a strong argument for acquisitions as a form of organ-
ization learning; a case of doing it once makes it easy to do it again. 

The key factor in the success of any joint venture, merger or acquisition is that there is a stra-
tegic fit between the parties concerned. The merger between Guinness and Grand Metropolitan 
was made on the basis of a good strategic fit between the two companies. For example, Guin-
ness brought with it a large number of whisky brands and was strong in the Far East, whereas 
Grand Metropolitan was weak in these areas but strong in vodka and in Eastern Europe, where 
 Guinness was relatively weak.

Strategic fit is an important ingredient of successful mergers, acquisitions and joint ventures. Successful joint 
activities occur when each party complements the other in terms of their relative strengths and weaknesses. The 
concept is normally applied to products and markets, but it can apply equally to resources and other forms of 
core competence. The strategic fit should be compatible with long term strategic plans, otherwise the partner-
ship may be short lived or prove to be a costly mistake.

KEY CONCEpT 8.8 STRATEGIC FIT

The evidence concerning joint ventures is very mixed. Medcof (1997) cites evidence that suc-
cessful alliances outperform single businesses, but he does point to a high casualty rate among 
joint ventures. Peters and Waterman (1982) present a rather negative view, especially of acquisi-
tions. They claim that synergy rarely happens through acquisition, and the whole exercise takes 
up a disproportionate amount of management time and effort. Peters and Waterman see great 
difficulties in achieving a cultural fit between two different enterprises and advise managers to 
‘stick to the knitting’. The negative views of acquisition support the conclusions of Haleblian 
et al. (2009).

Gomes et al. (2013) have examined numerous academic studies of mergers and acquisitions, 
but the conflicting evidence led them to the conclusion that it is difficult to pinpoint reasons for 
their future poor performance of share price and generally. They do, however, identify a number 
of possible causes of underperformance, some stronger than others:

•	 The choice of partner and the detailed evaluation of partners seems to be important. 
A series of studies involving the Cass Business School London and the consultants Towers 
Watson, of European companies who completed deals of US$100 million or more, and 
also in the insurance industry, have found that average share price returns are higher than 
the industry average, which contradicts earlier studies (Johnson, 2011, Towers Watson, 
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2014). Although these findings represent a very short timeframe and may be unrepresen-
tative, they do point to the importance of firms doing their homework and due diligence 
before merger of acquisition, only proceeding when they are optimistic about the outcome.

•	 Paying more than a company is worth.

•	 Where there is a mismatch in size. Better results post-merger seem to be found when the 
partners are of a similar size.

•	 Failure to pay sufficient attention to integration strategies and to management and organ-
ization factors seems to be a significant factor in underperformance.

•	 Paying attention to the cultures of the two organizations, ensuring that they are compat-
ible or that there is an alignment plan put in place.

•	 This involves effective communication to deal with stakeholder anxieties, managing cultural 
differences at corporate and national levels and ensuring there is effective leadership post 
acquisition or merger.

We can also see variations in acquisition behaviour as a result of different institutional frame-
works. In the UK there is a relatively large number of mergers and acquisitions compared with 
other countries. This is explained in part by the behaviour of the stock market and the massive 
turnover in shares. Germany has a much more stable stock market, yet mergers and acquisitions 
are on the increase, particularly with overseas companies. Some of the acquisitions have repre-
sented very high stakes indeed, as with the acquisition of the USA publishing company  Random 
House by Bertelsmann and of the Westinghouse Power Generation business by  Siemens. The 
drivers for German companies include high labour costs, high rates of taxation, a business 
 climate that is highly regulated in Germany and shareholder pressure for increased dividend. 
Firms in some countries appear more at risk from takeover, especially when they are seen to be 
in financial trouble. Owen (2010) notes that Courtaulds, a UK textile company founded in 1794, 
became a leading global player yet lacked investment in product development, lost out to foreign 
competition and was eventually broken up in 1990. He compares this with the more patient 
approaches used in Japan and Austria and the resistance to takeovers in those countries. This has 
led to the long term development of the synthetic fibre industry led by such companies as Toray 
(Japan) and Lenzing (Austria). Such issues were presented in our comparison of Anglo-Saxon  
and social market economic systems and were discussed more fully in Chapters 3 and 5.

Mergers and acquisitions: political and stakeholder issues
As we can see by the Anheuser-Busch InBev case later in this chapter, the political history of 
South Africa had a great influence on the acquisition patterns and strategies of South African 
Breweries. In addition, a number of mergers and acquisitions have failed to materialize due to 
various political and stakeholder issues as the following three illustrations show.

The proposed merger between Renault and Volvo in the early 1990s failed after several years 
of joint venture activity, although the strengths of each company were complementary. Volvo 
was strong in large cars, Renault in small; Volvo was strong in North America, while Renault 
had a larger market share in South America. In this case, strategic fit was not sufficient to sustain 
the relationship in the face of other constraints, which included issues of ownership share and 
pressures from Swedish politicians and trade unions, fearing French dominance of the newly 
merged company and job losses in Sweden.

In 2012 there was a proposal to merge BAE systems, the defence contractor and the largest 
manufacturing company in the UK, and EADS, the company making Airbus, with the French 
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and German governments having a significant share of the ownership. BAE systems used to own 
part of EADS, but sold off its 20 per cent stake to fund its defence contract expansion in the USA. 
The proposed merger was called off after a few months of negotiation for a number of reasons. 
The merger was supported by the UK government, especially since it secured UK jobs, but they 
blocked political representatives of France and Germany from taking a seat on the board. For its 
part, Germany feared their influence over EADS would diminish and objected to the proposed 
size of share ownership by France and the UK. The USA also expressed concern that one of its 
largest defence contractors (BAE) was to be part of a company involving Germany and France 
as partners. Finally BAE’s largest investor, Invesco, was unhappy about the forecasted impact on 
the share price if the merger went ahead.

In May 2014, Pfizer, one of the largest American pharmaceutical companies withdrew from a 
bid to merge with AstraZeneca, a British–Swedish company with its HQ in London, and the sec-
ond largest pharmaceutical company in the UK behind GSK. Pfizer had increased its bid from £60 
billion to £69 billion, but this was deemed insufficient by the AstraZeneca board. Both Pfizer and 
AstraZeneca were politically significant in the UK as the suppliers of £3 billion worth of drugs 
to the NHS between 2010 and 2013. The rejection of the bid was strongly defended by both the 
chairman and the CEO of AstraZeneca for a number of reasons linked to the company’s relation-
ships with a range of stakeholders. Further, both the chairman and the CEO of AstraZeneca saw 
a merger as of little strategic value to the company and at odds with their own strategic vision.

Employees were seen to be at risk in the UK and Sweden and in the company’s R&D estab-
lishment in Delaware, USA. Pfizer were vague about job cuts, although consolidation of the two 
companies would make this inevitable. Pfizer had already closed its R&D establishment at Sand-
wich in the UK in 2011 and had made 68 000 job cuts globally since 2005. Whatever pledges 
they made about the retention of jobs in the UK, the UK government was sceptical following 
Kraft reneging on its pledges after acquiring Cadbury in 2010.

There was a fear within AstraZeneca and in UK political and academic circles that the merger 
would reduce significantly the UK presence in pharmaceutical research specifically and scientific 
research generally. AstraZeneca had planned to move its R&D centre to Cambridge to assist in 
the development of a new cancer drug based on immunotherapy as an alternative to treatments 
based on chemotherapy. Despite assurances to the contrary by Pfizer, there was a fear that both 
the move and the development of the drug would be delayed.

Pfizer’s proposal to move its HQ to the UK was seen to be motivated entirely by the oppor-
tunity to reduce its corporation tax bill (20 per cent UK versus 39 per cent USA) and to make 
savings via consolidating research and other activities with related job cuts. The move for tax 
purposes was criticized by some US senators, who planned to introduce a bill to prevent such 
moves by Pfizer and other companies.

AstraZeneca believed that the bid was not in the long term interests of its shareholders, 
although some of the larger shareholders urged the company to accept. As a consequence of the 
bid being rejected, the share price of AstraZeneca fell. Pfizer claimed it would not make another 
bid and the deal can only be resurrected on the request of AstraZeneca shareholders; this has 
not happened.

Other strategic options
Other options include outsourcing, licensing, deleting operations and even closure. We have 
dealt with outsourcing in some detail in Chapter 2 in relation to globalization. However, out-
sourcing takes place in domestic markets as well. Through franchising its products or services to 
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other businesses, a firm can reach a wider market and, at the same time, spread the risk of that 
expansion. McDonald’s is largely a franchise operation with 5000 of its outlets worldwide being 
operated in this way.

The decision to cut back and/or sell off part of the operations of a firm is referred to as ration-
alization or divestment. At its ultimate level this will include liquidation and closure. Such strate-
gies can pose enormous difficulties for the firm involved. The cutting back of activities such as 
R&D and training to achieve short term savings may have damaging long term repercussions. 
Reducing product lines and services may alienate customers. Cutbacks and closures have sig-
nificant implications for whole communities. Nevertheless, for some firms, rationalization is the 
only viable option and may, as successful management buy-outs have shown, offer a new lease 
of life to part of an organization.

STRATEGIC CHOICE

Faced with a number of strategic options a manager must make a choice. We have already indi-
cated that the process involves consideration of several factors, which we may summarize as 
follows:

•	 an analysis of environmental threats and opportunities

•	 an analysis of company resources and capabilities

•	 the stated objectives of the company and those of the management team

•	 the values and preferences of management decision makers

•	 the realities of organizational politics.

The options must be tested and evaluated for their suitability, feasibility and acceptability. 
The suitability of a strategy would include such considerations as its ability to tackle problems, 
improve competitive standing, and exploit strengths, as well as the extent to which it meets cor-
porate objectives. The feasibility of a strategy is the extent to which that strategy can be achieved 
given the financial, physical and human resource base of the company. Even if a strategy is 
both suitable and feasible it must still be acceptable to interested parties, such as management, 
employees, shareholders and customers. As we have seen, stakeholders can be particularly sensi-
tive to strategies of acquisition. The acceptance of a particular strategy may also depend on the 
attitude of senior management to risk.

The way a strategic choice is made will depend on the power and authority structure of the 
organization. In some firms, the strategy may be highly detailed with little scope for interpre-
tation by functional managers. In other firms, a great deal of freedom is given to functional 
management to develop appropriate strategies within broad guidelines. We deal with specific 
functional strategies in Chapters 10–14. A theme stressed throughout is that R&D, production, 
marketing, HR and financial strategies should achieve a high level of internal consistency, irre-
spective of where in the firm the strategy was formulated.

A factor often overlooked in the choice of strategy is its sustainability. This refers to the extent 
to which the strategy will last and the extent to which it is difficult for others to copy. Such a 
concept has much in common with the resource based view and with notions of core competence, 
discussed earlier in this chapter. Product and process innovation can lead to a sustainable compet-
itive advantage that persists for many years, especially when protected by patents and trademarks, 

Copyright 2019 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



CHApTER 8  STRATEGY322

as in the case of Rank Xerox. Toyota achieved sustainable advantage over rival car manufacturers 
both within and outside Japan through continuous refinements in its system of lean production. 
Coca-Cola’s sustainable advantage lies in its secret formula and branding policies. However, the 
history of strategic initiatives is littered with examples of non-sustainable advantages. An excellent 
illustration of this may be found in the rivalry between UK supermarkets. Each chain rigorously 
monitors its rivals so that any product and price advantage is quickly countered. All followed one 
another to introduce petrol stations, cafeterias and loyalty cards, self-checkout, cashback and as 
one announced diversification into financial services, it was followed quickly by the others.

CASE 8.2 ANHEUSER-BUSCH INBEV

Back in 2002, South African Breweries bought The 
USA based Brewing Company to become SABMiller. 
By 2007, SABMiller had overtaken InBev of Belgium 
to become the largest brewer by volume in the world. 
SAB Miller was active in 60 countries with brands 
such as Castle Lager, Miller Genuine Draft, Miller Lite, 
Peroni Nastro Azzuro and Pilsner Urquell. In addition 
to beer, SABMiller was also one of the world’s larg-
est producers of Coca-Cola under licence, as well 
as other soft drinks. The major competitor InBev was 
itself the product of a merger between the Belgian 
based Interbrew and Brazil’s AmBev. In 2008 InBev 
regained the top brewer spot through its acquisition 
of Anheuser-Busch in the USA. By 2013 SABMiller 
was the world’s second largest producer of beer by 
volume and the largest brewer in terms of sales, with 
over 200 different brands of beer globally. In 2015 
SABMiller was swallowed by Anheuser-Busch InBev.

This complex web of acquisitions, mergers and 
cross shareholdings makes Anheuser-Busch InBev 
the leader in beer sales with 28 per cent global sales 
in 2017 and now owns seven of the top ten most 
valuable beer brands.

South African Breweries was founded in 1895 as 
Castle Brewery, producing Castle Lager to supply a 
growing market in the newly established goldfields 
around the mining town of Johannesburg. By 1902 
the company was the most valuable non-mining 
company in South Africa. In 1910 the Union of South 
Africa was formed as part of the British Common-
wealth. The company expanded into Rhodesia (now 
Zimbabwe) forming Rhodesian Breweries. Over the 
next 30 years the company diversified by acquiring 
a stake in Schweppes, and along with its rival brewer 
Ohlsson’s, created a joint venture to grow hops and 
barley, thus securing important supplies. During 
World War I the company acquired Union Glass to 

secure a bottle supply at a time when glass was in 
short supply.

The acquisition of a company in a major economy 
took place in 2002 when SAB paid US$5.6 billion to 
acquire Miller Brewing Company of Milwaukee. The 
acquisition offered a number of advantages to SAB. 
It gained premium brands such as Miller Genuine 
Draft and Miller Lite and a direct presence in the 
world’s largest economy. It reduced the company’s 
dependency on emerging markets and on the rand 
as its main currency. Now it was operating in a dollar 
economy. The new company would give more clout 
for acquisitions, especially in Western Europe.

As SABMiller, the company pursued its aggres-
sive acquisition policy. It took a large stake in Colom-
bia’s Bavaria Brewery and in so doing became South 
America’s second largest brewer. Acquisitions were 
made in North Africa, India, Holland, Argentina, Aus-
tralia, Poland and China, although the company lost 
out to Anheuser-Busch in a major deal with the Chi-
nese Harbin Brewery. Nonetheless, in 2013 seven 
breweries were bought in China in a joint venture 
with CR Snow Breweries, the Chinese market leader 
with 22 per cent of the Chinese market, currently the 
 largest market in the world by volume. Two years 
 earlier SABMiller was engaged in a highly contentious 
hostile takeover of Fosters, the Australian brewer, with 
50 per cent share of the domestic market.

Currently Anheuser-Busch InBev emphasizes a 
number of strategic priorities:

•	 expansion of global brands

•	 creating new customer experiences through pre-
miumization and the creating of flavoured beers 
particularly in high penetration markets

•	 increasing affordability as a key to market pene-
tration and frequency of consumption particularly 
in markets with low levels of penetration.
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In 2013 Anheuser-Busch InBev joined other lead-
ing alcohol producers in a series of commitments to 
reduce harmful alcohol consumption by:

•	 reducing under-age consumption by encour-
aging governments to introduce and enforce 
a minimum purchase age. Also to produce 
and disseminate educational materials 
designed to prevent and reduce under-age 
drinking

•	 to strengthen and expand the codes of practice 
for the industry, particularly with respect to the 
advertising of alcohol products

•	 commitment to not producing alcoholic drinks 
with excessive amounts of added stimulants or 
to promote their alcoholic products as stimulat-
ing or invigorating

•	 to promote responsible drinking messages

•	 to support anti drink driving initiatives.

CASE 8.2 (Continued )

The Anheuser-Busch InBev Family-Acquisitions, Mergers and Alliances

Anheuser-Busch
InBev 2008

Interbrew
2004

AmBev
2004

Brahma
1999 Brazil

Brouwerij
Artois 1988
Belgium

Piedboeuf
Brewery 1988
Belgium

Labatt 2007
Canada

Lakeport Brewing Co.
2007 Canada

Bass 2000 UK

Whitbread 2000 UK

Becks

Harbin
Brewery
China

Fujian Sedrin
Brewery 2006
(China)

+ numerous
shareholdings
in Argentina,
Bolivia, Chile,
Paraguay, and
Uruguay

+ numerous joint ventures
   + stakes in overseas
      brewers such as
      KK and Zhujiang
      in China

Companhia
Antarctica Paulista
1999 Brazil

Cerveza Quilmes
2006 Argentina

Cerveceria Nacional
Dominicana 2012
Dominician Republic

Grupo
Modelo
2012
Mexico

South
African
Brewers
1947

Bavaria
Brewery
2005
Colombia

Foster’s
Group 2011

Australia

Meantime
Brewing

2015
England

Oriental
Brewery 2014
South Korea

Belgium Brazil

SABMiller
Anheuser

Busch
InBev

(Continued)
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SUMMARY

In this chapter we have portrayed the formulation of strategy as a complex process involving environ-
mental and organizational factors as well as management values and organization politics. As a result, 
the process is a mixture of rational techniques and subjective decision making processes, including a 
consideration of management values and negotiations between interested parties.

•	 We have identified a range of approaches and styles, which may operate at the same time, 
although at different stages of the firm’s development one type of strategy may be more appropriate 
than another.

•	 The formulated strategy has several functions, not least of which is to anticipate the future by coor-
dinating activities and focusing resources towards chosen objectives.

•	 We note that the links between strategy and performance are difficult to prove.

•	 An analysis of the general environment and a focus on the immediate competitive environment will 
enable management to identify opportunities and threats, although how these are interpreted is a 
function of the values and creative ability of management.

•	 We identify four kinds of resource: product, physical, financial and people. All are important in 
enabling management to formulate strategy around the organization’s strengths. These strengths 
may be examined through an analysis of a firm’s core competences and its value chain. Portfolio 
analysis offers both an analysis of resources and an insight into strategic options.

•	 We examine a number of strategic options, and suggest that each option should be assessed in 
terms of its suitability, its feasibility and its acceptability to managers, employees, shareholders and 
customers.

The company has not been without controversy 
and has been criticized for anti-competitive behav-
iours. In 2015 the company was investigated for 
acquiring beer distribution companies and then 
preventing them from distributing competitors’ prod-
ucts. They were fined $6 million in 2016 for violations 
of bribery laws and for their attempts to silence a 
whistle blower. Perhaps the most blatant example 
was their purchase of the entire crop of South African 
hops, thus making the hops unavailable to any craft 
brewer. Moreover this was not the first accusation of 
this type. Later in 2017 concerns were raised when 
they purchased a stake in a beer rating (RateBeer) 
website: surely a conflict of interest?

Sources: Compiled from a variety of media and internet 
sources (2017–2018)

Questions

1 To what extent do changes in the strate-
gies of SAB, SABMiller and Anheuser-Busch 
InBev reflect changing economic and political 
changes?

2 Was the acquisition of SABMiller a good thing for 
Anheuser-Busch InBev?

3 Is it healthy for one company to be so dominant 
in a market?

CASE 8.2 (Continued )
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DISCUSSION QUESTIONS

1 Examine the role of the scientific method in the process of strategy formulation. Is there a 
place for subjectivity and creativity?

2 What is the purpose of strategy and how might a particular strategy be evaluated?

3 Identify the environmental opportunities and threats faced by a city centre restaurant, a 
large retail store, a high street bank, a university and a firm manufacturing television sets.

4 Using Porter’s five forces model, identify the specific competitive forces operating in the five 
situations defined in the previous question.

5 In what ways can management use resource analysis and portfolio analysis to guide 
 strategy? What are the strengths and weaknesses of the models for portfolio analysis 
 identified in this chapter?

6 Assess the usefulness of core competences and the value chain in analyzing resources and 
developing strategy.

7 Make a critical analysis of the different approaches to diversification.

8 Identify the opportunities and threats associated with a merger.

9 What strategic approaches, styles and options would best fit your college or your firm 
for the 21st century? What problems do you foresee with these approaches, styles and 
options?

FURTHER READING

There are several popular texts, all of which have features to commend them. An excellent cover-
age and good cases is provided by:

Johnson, G., Whittington, R., Scholes, K., Angwin, D. and Regnér, P. (2017) Exploring Strategy: Text and 
Cases, 11th edn, Pearson Education: Harlow.

A condensed version of the above focusing on key issues and techniques can be found in:

Johnson, G., Whittington, R., Scholes, K. Regner. P. and Angwin, D. (2018) Fundamentals of Strategy, 4th 
edn, Pearson Education: Harlow.

The following book covers much of the same ground but it approaches the subject in a slightly 
different way. It has the added feature of including a number of classic journal articles:

de Wit, B. and Meyer, R. (2017) Strategy: Process, Content, Context: An International Perspective, 7th 
edn, Cengage Learning: Andover.
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A number of key articles can also be found in:

Mintzberg, H., Lampel, J.B., Quinn, J.B. and Ghoshal, S. (2013) The Strategy Process: Concepts, Contexts 
and Cases, 5th edn, Prentice Hall: London.

A different and interesting view of strategy is taken by:

Whittington, R. (2000) What is Strategy – And Does It Matter? Cengage Learning: Andover.

At a more specific level, a good analysis of the competitive environment is offered by:

Porter, M.E. (1980), Competitive Strategy: Techniques for Analyzing Industries and Competitors, Free 
Press: New York.

The following contains an excellent summary of the above with updated examples:

Porter, M.E. (2008) ‘The five competitive forces that shape strategy’, Harvard Business Review, 
January, 79–93.
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LEARNING OBJECTIVES At the end of this chapter you should be able to:

•	 Define business ethics and corporate social responsibility and explain the relationship 
between them.

•	 Explain the historical and theoretical origins of business ethics.

•	 Explain and illustrate the complexities involved in doing business ethically.

•	 Identify and assess the issues involved in corporate social responsibility between the firm 
and its numerous stakeholders.

•	 Assess the moral and business arguments for doing business ethically.

•	 Identify and explain the various mechanisms used in organizations for ethical business 
and corporate social responsibility.

9

BUSINESS ETHICS AND CORPORATE 
SOCIAL RESPONSIBILITY

INTRODUCTION

Some companies have acknowledged that there is enhanced corporate reputation to be gained 
through recognizing that capitalism will be most successful when it cares for its customers, its 
producers, the environment and the communities in which it operates. 

(McIntosh, 1998, p. 3)
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The quote by McIntosh represents a growing concern by commentators from inside and outside 
business that the goals and activities of business should be concerned with:

•	 conducting business honestly

•	 treating people who come into contact with the business (suppliers, customers, employers, 
etc.) fairly and in a socially responsible manner

•	 being accountable, for example, corporations are accountable for their actions to the gen-
eral public. In this case companies that transgress socially acceptable standards can expect 
to be punished, usually by the imposition of fines. In some cases board members can be 
held responsible and prosecuted as individuals

•	 looking after the environment, for example by reducing the use of plastics in food 
packaging.

A number of labels have been attached to such intentions, including business ethics, corporate 
social responsibility (CSR) and green business. In this chapter we will address the issues under 
the twin headings of business ethics and CSR. We consider business ethics to be the broader of 
the two concepts. It is concerned with establishing values and making choices about right and 
wrong courses of action. The values that are embodied in the bullet points above include honesty, 
fairness, and transparency and accountability. Business ethics has been defined as:

A study of business situations, activities and decisions where issues of right and wrong are 
addressed. 

(Crane and Matten, 2010, p. 5)

CSR focuses on issues in the relationship between the firm and its stakeholders and the firm 
and its environment. As well as links with broader issues of morality, there is an overlap with the 
law as many ethical issues in business are covered by laws. In Chapter 6 in our discussion of cor-
porate governance and the agency theory we noted that definitions of corporate governance often 
incorporate reference to social responsibility. There are strong links with stakeholder theory. 
Treating stakeholders fairly involves paying employees and suppliers as agreed, on time and only 
making promises that can be met. An example of social responsibility cropped up in a study of 
the corporate culture of Korean electronics firms Hyundai, Samsung and LG. The firms placed 
considerable importance in corporate literature on the dignity of the individual, their life outside 
work and on the aim of creating a better world for all (Needle, 2000).

The issues covered by business ethics and CSR are wide ranging. They include pollution reduc-
tion, the responsible exploitation of raw materials, the exploitation of child labour, corporate 
fraud, bribery and corruption, fair pay, sexual harassment and even an individual cheating on 
expenses. Issues such as these cover every business activity:

•	 In R&D, larger pharmaceutical firms have established committees to oversee the ethical 
aspects of testing drugs. In the cosmetic industry, countries such as the UK and Japan have 
banned the testing of products on animals.

•	 In terms of product development and operations, the emphasis has been on safe, non- 
polluting products and working environments. The UK government banned the use of 
micro beads at the end of 2017. These tiny pieces of plastic were often to be found in 
beauty products and cosmetics. Unfortunately, they persist in the environment, enter the 
food chain and can be found in the gut of creatures who ingest them by accident or mis-
take them for food.
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•	 In marketing, many countries have banned or restricted tobacco advertising and set up 
mechanisms to monitor advertising and sales promotions to ensure honest representation. 
Both in terms of products and marketing, the focus in recent years has been less on manu-
factured goods and more on the products and marketing of financial services, focusing on 
such issues as misrepresentation and the activities of the so called payday loan companies. 
In the UK the government introduced controls over advertising in May 2017.

•	 HR policies have been designed to improve working conditions and enhance the involvement 
of employees in the decision making process. The banking crisis of 2008 and 2009 has focused 
on the pay and bonuses made to senior managers. Recent attention has been on the gender 
pay gap which persists despite the Equal Pay Act of 1970 and the Equality Act of 2010 which 
should ensure that women do not receive unequal treatment in the workplace. As could be seen 
from the case study in Chapter 7, there is still a long way to go at all levels of organizations.

•	 In finance and accounting, standards have been established about public accountability 
and, for multinationals, their contribution to the local communities in which they operate. 
There has been significant commentary in recent years regarding the tax avoidance tactics 
employed by large international businesses such as Amazon, Google and Starbucks.

Undoubtedly, much interest in ethical issues and responsible business stems from public and 
corporate disquiet about a number of disasters and scandals. In 1984 in Bhopal, India, at the 
Union Carbide plant there was a leakage of toxic pesticide gas. This resulted in an estimated 2500 
deaths and 200 000 injuries. Later reports offer conflicting data and some estimate that as many 
as 8000 were killed and up to 10 000 have since died as a result of the accident. There was also 
considerable damage to the environment, including the death of animals and the destruction of 
plants and trees. A resulting criminal case for culpable multiple homicide was brought against 
the company executive. The company has since been sold to Dow Chemicals.

The Chernobyl nuclear reactor disaster in the Ukraine attracted similar attention, as did the mas-
sive 2010 Deepwater Horizon oil spillage in the Gulf of Mexico where 11 died and 5 million barrels 
of oil caused untold environmental and economic damage. In 2013 at Rana Plaza in Dhaka, Bangla-
desh, a garment factory collapsed killing 1133 and injuring over 2500 workers. The factory was part 
of a global clothing industry supply chain and produced goods for high street multinationals. The 
incident raised awareness of the poor working conditions in many such factories and questioned the 
responsibilities of western companies utilizing cheap overseas labour. Many well known names and 
figures have hit the headlines. Guinness executives were tried and found guilty of corporate fraud. 
The Maxwell publishing empire collapsed as a result of the illegal misappropriation of pension funds, 
leaving many thousands in danger of losing their pensions. Sir Philip Green, former chairman of the 
failed retailer BHS, narrowly escaped being banned as a company director amid calls for him to be 
stripped of his knighthood after the extent to which he had benefitted from the company. He received 
£586 million in dividends and other payments over a 15 year period. The company was sold prior 
to its collapse for £1, with debts of £1.3 billion including a £571 million hole in the pension scheme.

The well-established bank, Barings, was brought down by the illegal activities of one of its 
traders in Singapore. In Japan such established firms as Nomura, Daiwa and Yamaichi were found 
guilty of fraudulent and illegal operations both at home and overseas.

In this chapter we will define business ethics and CSR, examine the historical background and 
related theoretical perspectives. We will then put the case for ethical and socially responsible busi-
ness and examine a number of problems and issues. Finally, we will look at some mechanisms 
used by companies to support doing business ethically.
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DEFINING BUSINESS ETHICS AND CSR

Ethics is a branch of moral philosophy and there is considerable debate within philosophy over 
its true nature. In simple terms, it is the study of morals and principles governing the rights and 
wrongs of human conduct. We can identify a number of approaches:

•	 Transcendental ethics or ethical absolutism assumes that there are absolute concepts of 
right and wrong, which apply across all societies. Most world religions claim a univer-
sal moral code, albeit with variations between them, which is a form of transcendental 
ethics.

•	 Utilitarianism is a pragmatic approach to transcendental ethics and is a position that 
argues that an action is morally right if it produces the greatest good for the greatest num-
ber of people. Supporters of the utilitarian position would argue that it is justifiable to  lay 
off a proportion of the workforce to save the company from bankruptcy and protect the 
jobs of the other employees. Opponents would argue this is an unfair and unethical action 
upon those losing their jobs.

•	 Ethical relativism or social ethics assumes that ethical standards will vary between 
societies, reflecting their histories and influences. Hence ethical relativism can be dem-
onstrated by the fact that the death penalty is acceptable in some societies but not in 
others. In some countries paying bribes or offering gifts to government officials is a 
necessary precursor to doing business in that country, while in others it is illegal and 
potentially damaging to successful business outcomes. There are those who maintain 
that all ethical standards are socially constructed and that no absolute standards exist. 
Others would argue that just because a practice like child labour is acceptable in some 
societies does not make the practice ethical. In business, ethical issues have become 
more complex as multinational firms operate in countries with different cultures, 
laws and institutions and there are few universals. There are strong links here with 
globalization.

•	 Tactical ethics assumes that people pursue ethical standards because it suits them so to do. 
Drivers who slow down when they see a speed camera, not out of any belief in the speed 
limit but to avoid getting caught and paying a fine, are practising tactical ethics. In busi-
ness, managers can make rapid improvements to work places prior to a health and safety 
inspection but ignore health and safety issues thereafter. Many companies produce codes of 
practice and corporate statements identifying ethical intentions, yet for some this is simply a 
public relations exercise to gain reputation, when the reality is that such issues are ignored 
in the practices pursued by the company.

These different perspectives on ethics illustrate the difficulties and potential conflicts of operat-
ing as an ethical business.

Which of the above approaches to ethics is the most applicable to business and why? To what extent can busi-
nesses pursue a utilitarian approach?

REFLECTION POINT
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Business ethics
Business ethics is concerned with those moral issues: individual choices of right and wrong, and 
values of what is good and bad within the conduct of business affairs. The relationship of  ethics 
to business is complex and incorporates all the approaches identified above. It has become much 
more complex with globalization. We can illustrate some of the complexities in a number of 
ways:

•	 Within business there are widespread beliefs about how customers or employees should be 
treated. However, we can see from examples around the world, and even between firms in 
the same area, that practices vary. As a consequence, we may conclude that the approach 
used by many companies to business ethics is one of ethical relativism, identified above, in 
that standards in business are a function of:

•	 the values of individuals working in organizations

•	 the corporate culture created by top management

•	 codes of conduct operating in individual organizations

•	 the social norms of the society within which the organization is located

•	 the prevailing laws, which may vary from country to country.

•	 Values vary across societies. In some societies the use of bribes is an essential part of get-
ting business done, while in others it is considered unacceptable behaviour. The dilemma 
occurs when employees of an organization in a country where bribes are unacceptable 
must do business in a country where bribes are expected. Often, such bribes are dressed up 
as gifts and in many situations there is a fine line between a gift as a token of cooperation 
and goodwill, and a bribe. In some organizations many business people adopt a stance of 
moral relativism, in that they acknowledge things are done differently elsewhere and it is 
acceptable to operate to those standards in that setting. In other organizations there are 
strict codes about the giving and receiving of presents

•	 Bribery in business is a good illustration of the complexities of business ethics. The World 
Bank estimates that US$1 trillion is paid annually to officials of foreign governments by 
companies to secure government contracts and other trade deals (Wayne, 2012) and that 
some 5 per cent of GDP is lost to corruption. Laws preventing such bribery have existed 
in the USA in the form of the Foreign Corrupt Practices Act 1977 and in the UK as the 
 Bribery Act 2010. In the USA there were very few prosecutions until 2009, yet there 
appears to have been a backlash since the 2008 financial crisis. In 2012, 78 companies, 
including large, well known corporations were under investigation. This was seen by many 
in business as an over-zealous reaction by the US government (Wayne, 2012). In the UK 
the Bribery Act was held up while the business community debated with the government 
the type and level of business entertaining permitted to smooth the deal making process. 
Transparency International has been established as an independent global watchdog on 
bribery and corruption since 1993 and publishes an annual Corruption Index listing those 
countries where bribery is rife and those where every step is taken to avoid it. Transpar-
ency International regularly publishes reports on a variety of issues relating to bribery and 
corruption, scoring countries on a scale of 1–100 from most corrupt to cleanest. In 2018 
their report highlighted the plight of journalists with 9 out of 10 reported journalist deaths 
being in high corruption areas (Transparency International, 2018).
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•	 We can also see that such standards change over time. People in the West decry the use of 
child labour in such countries as Indonesia and India, yet it was commonplace in the min-
ing and textile industries of 19th century Britain. Our attitudes, and hence our standards, 
have also changed on issues such as equal opportunities although, some would argue, not 
nearly enough. The 2016 revelations of sexual misconduct in public life, the entertainment 
industry and a multitude of workplaces catalyzed the creation of the Time’s Up movement, 
which highlights changing attitudes to sexual harassment in the workplace.

•	 Managers are presented with many dilemmas. We have already seen that to save the business 
and hence jobs in one location, it may be necessary to close operations and shed jobs elsewhere 
or even in the same location. In many situations such dilemmas are resolved by behaving fairly 
towards those adversely affected. In this case there would be redundancy, early retirement and 
retraining packages, and counselling for those losing their jobs. Nonetheless, there are many 
decisions in business which, while favourable to one group, are less favourable to another.

What are the ethical dilemmas facing managers who close down operations and make employees redundant to 
save the whole business from bankruptcy?

REFLECTION POINT

Business ethics is the concern for moral standards and individual choices of right and wrong in the conduct of 
business affairs. Business ethics is a function of individual values, corporate culture, prevailing social norms 
and the laws of the land. As a result we can see variations across cultures and changing standards operating at 
different times. Business ethics sets the framework for the operation of CSR and attention to both are believed 
to contribute towards business success, although causal links are difficult to prove.

KEY CONCEPT 9.1 BUSINESS ETHICS

Corporate social responsibility
CSR highlights ethical issues in business by defining those activities and those groups to whom the 
company and its representatives are responsible and those areas for which responsibility is taken. 
CSR is linked closely to stakeholder theory, which views business in terms of its relationship to 
a number of groups, in this case acknowledging some responsibility. Part of that responsibility 
is a legal requirement. However, the intention of much of CSR goes beyond legal compliance. 
McWilliams et al. (2006) define CSR as:

. . . a situation where the firm goes beyond compliance and engages in actions that appear to 
further some social good beyond the interests of the firm and that which is required by law.

Areas of activity in CSR
Blowfield and Murray (2014) identify the following activities which they see as part of CSR, 
although they refer to it as simply corporate responsibility:

•	 business ethics

•	 legal compliance

•	 philanthropy and community investment
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•	 environmental management

•	 sustainability

•	 animal rights

•	 human rights

•	 employee rights and welfare

•	 market relations

•	 corruption

•	 corporate governance.

The authors note the rise in prominence of CSR, which they link, in part, to the financial crisis 
of 2008. They see increased interest by companies themselves, a rise in the number of CSR con-
sultancies and standards watchdogs and increased media attention. Their list of activities is fairly 
comprehensive. The inclusion of animal rights is interesting, reflecting the debate surrounding 
the use of animals in drug and cosmetics testing. They also distinguish between employee rights 
and human rights, the latter relating to businesses responsibilities to wider society. They see the 
core characteristics of CSR as follows:

•	 it is voluntary in that it goes beyond legal requirement

•	 it is about managing external impacts of business, not just on the environment (as with 
pollution, waste and the use of energy) but also about the impact on people and on the 
market place as it affects suppliers and competitors

•	 CSR works best when it operates within a framework of ethical values

•	 CSR takes the view that business is about all stakeholders and not just shareholders

•	 CSR is more than philanthropy and carrying out good deeds, it is recognizing that business 
activities have an impact on society and structuring policies and practices accordingly

•	 CSR is where economic and social responsibilities can be aligned. We return to this theme 
when we discuss the strategic approach to CSR later in the chapter.

Much of the above echoes the work of Carroll (1991) who identifies ‘the pyramid of corporate 
social responsibility’ with economic responsibility as the basic requirement and philanthropic 
responsibility at the peak as something that is desirable. This can be set out as follows:

•	 Philanthropic responsibility. This is deemed to be discretionary and involves contribut-
ing company resources to the community to improve the quality of life. This can include 
 making donations to charities and educational causes, sponsoring the arts, and managers 
and employees engaging in charitable work in local communities.

•	 Ethical responsibility is that which goes beyond legal requirements and, according to 
 Carroll, is expected. This involves achieving corporate goals by behaviour that is consis-
tent with the ethical values of society.

•	 Legal responsibility through adherence to the laws of a particular country or, in the case of 
global firms, different countries is required.

•	 Economic responsibility to such as shareholders for a return on their investment, to 
 suppliers, customers and employees is also required. This involves being profitable, maxi-
mizing earnings per share, maintaining a strong competitive position and being efficient. 
Carroll recognizes that it is only through these outcomes that an organization can satisfy 
the needs of its various stakeholders.
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Carroll goes further and uses this framework to identify three types of manager. The immoral 
manager ‘exploits opportunities for personal or corporate gain’ (Carroll 1991, p. 45). Case 9.1 
contains some good examples at Carillion that Carroll would undoubtedly classify as immoral. 
The amoral manager is insensitive to the fact that decisions and actions can have a negative 
impact on others. Moral management on the other hand is the embodiment of good organiza-
tional citizenship, which demonstrates an awareness for stakeholder, community and environ-
mental needs.

CSR involves the application of business ethics. CSR is concerned primarily with the firm and its relationships 
with its various stakeholders. These include shareholders, employees, customers, suppliers, the community, 
and society and government. There is also a responsibility towards the sustainability of the environment. The 
assumption is that such relationships are conducted morally and ethically.

KEY CONCEPT 9.2 CORPORATE SOCIAL RESPONSIBILITY

What philanthropic responsibilities might it be desirable for a company to have? What ethical responsibilities 
are expected of modern firms?

REFLECTION POINT

Should shareholders be the prime focus for companies?

REFLECTION POINT

Stakeholders
A key approach to examining CSR is to identify groups or stakeholders to whom the firm is 
responsible to various degrees. In this list we include also the environment. However, as the fol-
lowing examples show, there are dilemmas in exercising such responsibility.

•	 Shareholders. Some, like Friedman (1970), argue that shareholders (as the de facto 
 owners) are the prime responsibility of companies. However, there are important issues. 
We discussed this issue in Chapter 6 when we looked at the agency problem between 
managers and shareholders. One issue is that of the amount allocated to share dividend 
versus the amount allocated to reinvestment. Many shareholders, particularly institutional 
shareholders, are concerned above all for a rising share price and a good dividend. In some 
cases this leads managers to focus on short term gains over long term growth, possibly to 
the detriment of the company and its responsibility to other stakeholders. Moreover, in 
volatile stock markets, such as in the UK, shares change hands frequently. It is, therefore, 
sometimes difficult to identify the shareholders and their motives. In contrast to the view 
of the selfish and fickle shareholder, there is evidence of the growth of shareholders who 
are concerned to invest only in those businesses with clear ethical standards and which 
demonstrate social responsibility, as the rising number of ethical funds traded on global 
stock markets attest.
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•	 Financial institutions. Many of these are shareholders but some, like banks, lend money 
to companies. They have an expectation that their money will be paid back in a timely 
 fashion. In cases of corporate insolvency, decisions must be made about the relative prior-
ity of stakeholders in terms of receiving payments owed to them. In this respect banks tend 
to have priority. Banks can also have considerable influence on management decisions, 
which may conflict with the needs of other stakeholders. In UK soccer, many teams are 
financed by bank borrowing. The terms of such borrowing often forces clubs to sell their 
most valuable assets (usually young, talented players) in an attempt to balance the books. 
This conflicts with the wishes of the fans, the paying customers.

•	 Customers. In most cases a customer wants quality goods and services at reasonable prices. 
Customers also expect transparent pricing and honest sales promotions and advertising. For 
firms to keep prices down, costs must be cut. In some cases this has resulted in the firm cutting 
out safety features to keep costs down. The 2017 Grenfell Tower fire in London where 71 died 
as a small kitchen fire ignited an entire housing block was attributed to non-fireproof cladding, 
which had been installed in order to save an estimated £300 000 in build costs. Cost reduction 
often means making people unemployed or, in the case of global companies, switching opera-
tions to low cost economies, creating problems of unemployment at home and accusations of 
exploitation overseas. As with shareholders, not all customers are selfish and calculating. There 
is evidence to suggest that customers will actually choose to pay more for those goods and ser-
vices produced ethically. The growth in the market for Fairtrade products is an example of this.

•	 Employees. If we view employment as a calculative arrangement then employees offer their 
services in return for wages. However, the modern employee expects much more from 
employers. Employers are expected to provide not just a means of making a living but a 
safe working environment, job security, rewarding work, fair treatment, equal opportuni-
ties and so on. Many of these are human resource management issues, such as how long 
should employees be expected to work and how much should they be paid. The relationship 
between HRM and ethics has changed as a result of globalization in that labour is sourced 
globally. A further change is that, with the decline of trade union membership, employee 
rights are less protected by collective agreements. As with other stakeholders there are 
dilemmas. For example, take the case of a firm that pays for the private medical care of its 
employees, including an annual medical check. If the medical reveals that the employee is 
HIV positive, has the firm the right to know or has the employee the right to privacy?

•	 Suppliers. In recent years there has been increased focus on treating suppliers not just fairly 
but as members of the corporate family. Cut throat competition between suppliers has, 
in many instances, given way to the emergence of a small number of suppliers enjoying 
close working relationships with their customers. Much of the lead for this has come from 
the practice of firms in coordinated market economies such as Japan and Germany (see 
 Chapter 5). In times of recession, a Japanese firm is keen to behave honourably to its key 
suppliers and maintain contracts, seeking to cut costs in other areas. The relationship works 
both ways. When Mazda experienced difficulties in the 1970s, it benefitted from suppliers 
extending credit for several months (Pascale and Rohlen, 1983). The 2013 clothing factory 
collapse in Bangladesh elicited an immediate response from some suppliers. Primark sent 
a team to Dhaka, established a worker compensation scheme, guaranteed salaries of exist-
ing workers for 3 months and liaised with trade unions and food agencies (Siegle, 2013). 
There are also examples of major firms making life more difficult for suppliers. In 2014 the 
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US food company Mars changed its payment policy to suppliers from 60 days to 120 days, 
with many smaller suppliers feeling that the impact on their cash flows would drive them 
out of business. When the Belgian brewer InBev took over the US firm Anheuser Busch, it 
changed unilaterally the payment terms from 30 days to up to 120 days. Similar changes 
have been made by Procter & Gamble, and Johnson & Johnson (Schultz, 2014). On the 
brighter side, in 2015 Tesco slashed its payment terms for small suppliers to 14 days.

•	 Competitors. These are also seen as a group to whom the firm has a responsibility. Issues here 
relate to the abuse of monopoly power, aggressive promotional or pricing tactics or even dirty 
tricks in some cases. Much of the debate here involves the power of big business over smaller 
firms. Fishman (2006) examined the impact of Walmart on other stores and noted that, since 
1991, 27 supermarket chains that had been bankrupted in the USA cited Walmart’s growth 
as the main reason. The same author also cites studies that show that while competitors lose 
out, customers can save up to 15 per cent on their grocery bills by shopping at Walmart and 
benefit from price cuts in other stores as they respond to Walmart’s competition.

•	 The community. The relationship between firms and their local community can be signifi-
cant. A big employer not only provides jobs for many people in the community, but indi-
rectly supports the local housing market and provides revenue for shops and local services. 
In many parts of the world, a single firm dominates a community. In such circumstances 
does the firm have a responsibility to the community to stay in business in that location? 
The effect on communities of coal mine closures in the UK in the 1980s has been signifi-
cant, not just in terms of rising unemployment at a local level but in terms of the prosper-
ity of other businesses, such as suppliers, outsourcers and local shops. Similar experi ences 
have been noted in Poland and the Czech Republic. Some argue that the reliance of com-
munities on single employers has diminished with increased geographical and labour 
mobility and community policies of economic diversity.

•	 Society in general. A company, its managers and employees must conform to prevailing 
social norms. However, we have already seen how these vary with cultural differences as 
well as over time. Moreover, there would seem to be a remarkable tolerance within society 
to a range of permissible business behaviour.

•	 Government and the law. In many cases, social norms are codified in law. In this way we 
have laws controlling the safety of products, permissible forms of advertising, the disclo-
sure of financial information and conditions of employment. In addition, governments may 
set policies which it expects firms to follow. Such policies may restrict the firm doing busi-
ness in certain countries, for example Syria.

•	 The environment. Although not an individual or a group in the sense of the above, most 
believe that the firm has a responsibility not just to the environment in which it operates 
but also to the global environment. To many, this area is the most obvious and visible 
face of CSR. It involves the environmental impact of the firm’s activities and, as we shall 
see in subsequent sections, often carries the highest public profile, is used as a focus of 
public relations and carries the highest risk in terms of cost. For example, the 2010 Deep-
water Horizon oil spillage in the Gulf of Mexico, clean-up costs and compensation were 
estimated in January 2018 at $65 billion. More recently, there has been recognition that 
environmental concerns are global rather than local, as with the emission of greenhouse 
gases causing global warming. There is a clear emphasis on sustainability defined by the 
World Commission on Environment and Development (1987) as ‘(meeting) the needs of 
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the present without compromising the ability of future generations to meet their needs’. 
This definition of sustainability was adopted by the United Nations.

•	 The Kyoto Summit of 1997 and the Paris Agreement of 2015 illustrate some of the dilem-
mas facing both firms and governments in acting responsibly towards the environment. The 
disagreements were between the USA, the EU countries and emerging industrial nations 
such as China and India. The EU nations favoured restricting the emission of greenhouse 
gases to the same level for all. Emerging economies, such as China, argued that such a pro-
posal was unfair, since it penalized poorer countries by forcing them into high cost remedial 
action, when richer countries had been emitting greenhouse gases at unacceptable levels for 
decades. The Obama administration in the USA argued that rich countries should give tech-
nological assistance to poorer nations and gain carbon credits for so doing, which would 
count towards their reduction target. The Trump administration was more hawkish in its 
views and withdrew from the agreements.

As we can see from many of the illustrations above, there are problems with the stakeholder 
approach to CSR, many of which are recurring themes throughout this chapter:

•	 Which groups have a legitimate right to be considered as stakeholders? Managers would 
probably have little difficulty identifying shareholders, customers, employees, suppliers and 
banks as stakeholders but how broad should the concern for social responsibility be?

•	 There are so many stakeholders that conflicts can and do arise with the conflicting priori-
ties of different groups. Do consumers pay more to keep local workers in a job? Do banks 
forgo what is owed them so that suppliers can get paid? When such conflicts occur, which 
stakeholder has the priority?

•	 Many of the stakeholders, such as community groups and even shareholders and 
 employees, represent very broad groups. Within each group there will be different needs, 
which are likely to set up conflicts.

•	 Satisfaction of the needs of stakeholders requires their representation in company affairs 
and adequate disclosure of information. In many cases, managers have shown reluctance 
to provide detailed information or allow involvement in decision making.

•	 The stakeholder approach becomes even more complex in global companies, when the 
number of stakeholders is likely to multiply, as are the differences between them. In such 
situations companies either follow an ethical code of the home nation, irrespective of set-
ting, or adopt a position of ethical relativism. Such ethical positions of the home nation are 
usually reinforced by legal sanctions imposed by the respective governments for transgres-
sions. However, before China joined the WTO, many western and Japanese firms embraced 
the Chinese in joint ventures, despite expressing reservations about China’s record on 
human rights violations. The argument used here could be one of ethical relativism and an 
acceptance of different practices in different societies. However, in some of these examples it 
could be a case of business goals superseding ethical goals.

Which groups can justifiably be included as stakeholders as far as CSR is concerned? Should any of the groups 
listed above NOT be considered?

REFLECTION POINT
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HISTORICAL DEVELOPMENT OF ETHICAL CONCERNS IN BUSINESS

In the last section we noted how notions of ethical behaviour can change over time. In this section 
we examine the development of business ethics and CSR, linking that development to prevailing 
philosophies, to political and economic decisions, and to social trends.

•	 There are links with western broadly Christian values, but the growing importance of 
Islamic banking and its ethical stance on fairness demonstrates that ethical values are not 
confined to any single religion. In the UK, ethical approaches to business can be traced 
back to the early paternalism of Quaker employers such as Cadbury and Rowntree, 
although the focus was mainly on the treatment of employees. Many of these paternalistic 
employers established model villages to house their workers. One of the earliest was at Sal-
taire, around the textile mills of Titus Salt, near Bradford. Cadbury established Bournville 
and Lever, Port Sunlight. Modern examples are largely to be found in the actions of gov-
ernment such as the requirement to wear a seat belt when travelling by car or the banning 
of tobacco advertising.

•	 Such paternalism was threatened by the separation of ownership and control (see 
 Chapter 6). The early paternalists were both owners and managers. The growth of the 
size of the firm with the emergence of the joint stock company created a new breed of 
 professional managers, with the need to keep shareholders happy.

•	 In the 20th century, concerns arose out of the growth of big business and the need to curb 
the power of large corporations, as with the anti-trust legislation in the USA, and as a 
reaction to the depression of the 1920s and 30s. Lobbying for improved terms and condi-
tions at work arose from the growth of the trade union movement around the same period.

•	 The Bretton Woods Conference of 1944 was a response to the experience of two world 
wars, a global depression and the need to control the future global economy. Markets 
were seen as providing insufficient protection. Both laws and institutions were needed. The 
conference set the scene for the development of the United Nations, the IMF and World 
Bank and associated organizations, most fairly central to ethical concerns with business.

•	 In the post Second World War era, interest in ethical business was related to the 1960s 
reaction to materialism, the activities of some multinationals in the developing world and 
increasing concern and publicity about pollution, particularly the use and disposal of 
plastics.

•	 In the 1970s the shock of oil price rises, and, in many countries, rising unemployment, 
poor outcomes of government intervention and problems related to industrial relations 
created a backlash with a renewed belief in the market. The political and economic ideolo-
gies of Conservatives in the UK and Republicans in the USA emphasized a self-regulating 
market. This in turn created its own backlash and placed business ethics back on the 
agenda.

•	 In the late 1980s and early 1990s business ethics entered the political agenda through 
issues related to globalization, sustainability and fears for the future of the planet. At the 
same time the public agenda was stimulated by increased news coverage of environmental 
and other issues. Consumer groups emerged, demanding environmentally friendly products 
made by employees working under fair conditions. Our current attitudes towards child 
labour and anti-slavery positions owe much to this work.
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•	 Since the turn of the century concerns have focused on the collapse and associated scandals 
associated with firms such as Enron and Worldcom in the USA and Parmalat in Italy. In 
the USA, the fraudulent behaviour of large firms such as Enron led directly to legislation 
such as the Sarbanes-Oxley Act of 2002 to prevent such things happening again. More 
recently, attention has shifted to the ethics of paying large salaries and bonuses to the man-
agers of failing companies as was seen in the case in Chapter 7.

•	 Current areas of concern revolve around equality of treatment on the grounds of gender, 
sexual orientation, ethnicity, religion and race.

Which contemporary factors do you feel have the greatest influence on a firm operating ethically?

REFLECTION POINT

WHY SHOULD BUSINESSES BE SOCIALLY RESPONSIBLE?

In this section we offer four perspectives: the moral argument; the business case; the strategic 
case; and a critical perspective.

The moral argument
The moral argument is based on the belief that business organizations have a responsibility for 
the public good. The argument has been summed up by Crane and Matten (2010) as follows:

•	 Organizations are part of society and should behave in a responsible manner as all good 
citizens should. An element of this involves treating stakeholders fairly.

•	 All activities of business have social effects. Firms use resources, they employ people, they 
provide essential and non-essential goods and services and they often support a network of 
suppliers and other types of activity such as local food outlets and shops.

•	 Business activity can and does cause problems. We have already noted examples of com-
munity and environmental disaster as in the cases of Bhopal and the Deepwater Horizon oil 
spillage. Case 9.1 examines the impact on a wide range of stakeholders of the collapse of 
Carillion. Crane and Matten argue that solving such problems is of benefit to society.

There are links here with both Christian and Islamic principles. Indeed, most religions make 
assumptions about how business should be conducted. Such principles lie behind the activities 
of the early Quaker employers in the UK such as Cadbury and Rowntree and can be seen in the 
principles that underpin Islamic banking. The moral argument clearly guided such firms as Lush, 
the manufacturer and retailer of soaps and cosmetics, which embodies many of the values we 
associate with ethical business. The founder of the company began as a supplier of cosmetics 
to the Body Shop, an earlier embodiment of ethical business, that ultimately became part of the 
French cosmetic giant, L’Oréal, losing a good deal of its ethical image in the process. Lush was 
officially launched in 1994, extended its range of products and opened its first store in 1999. By 
2017 it had over 930 stores in 50 countries, with nearly 200 in the USA. It was voted the best 
UK high street store in the 2014 Which Magazine annual survey. All its products are handmade 
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from natural ingredients. It uses no animal fats and has never used products that have been tested 
on animals. In 2014 it opened its first store in Brazil in São Paulo, just after the São Paulo state 
government had banned animal testing. Lush uses a maximum salary gap of 17 to 1 between the 
highest and lowest paid. The company:

•	 invests a percentage of money spent on raw materials in the communities that supply 
them, as is the case with small collectives of aloe growers in Kenya

•	 pays above the national minimum wage in the UK

•	 does not utilize zero hours contracts for staff

•	 in the 2017 gender pay gap reporting had one of the lowest gaps recorded across the retail 
sector

•	 regularly donates to anti-aviation, animal rights, anti-fracking groups and the plight of 
 Syrian refugees.

Many argue that ethical principles and CSR are not incompatible with being a successful busi-
ness by making profit.

The business argument
For business managers, government officials, academics, consultants to name but a few, 
making the business case has become the Holy Grail. There is a simple reason for this: dem-
onstrating a positive correlation between corporate responsibility and business performance 
(especially financial performance) is seen as giving social and environmental issues legitimacy 
in the world of mainstream business. 

(Blowfield and Murray, 2014, p. 131).

Ethical business is profitable business
A few years ago, Nike linked its worsening financial performance to a fall in sales, which it 
attributed directly to well publicized allegations of the mistreatment of workers in its operations 
in developing countries. In particular, a New York Times account of Nike’s use of child labour 
in Indonesia resulted in protests and boycotts of Nike products.

We summarize the reasons put forward to support the claim that ethical business is good for 
business and examine a number of arguments related to bad publicity, costs, the involvement of 
governments and the potential benefits in using ethical suppliers and in attracting ethical inves-
tors and employees:

•	 Blowfield and Murray (2014) cite cases of major companies such as Ford, Dupont, Dow 
and Phillips where their focus on energy saving has had a major impact on costs

•	 ethical business gains favour with consumers, gives them satisfaction and is likely to result 
in repeat purchases

•	 the highlighting of CSR attracts the interest of the media, which is not only good public 
relations, but may be more effective than costly advertising campaigns

•	 in the same way, the branding of goods as ethical or socially responsible is good public 
relations and can lead to greater awareness and increased sales, profits and value for the 
company brand. From its foundation in 1995 Lush has grown to become valued as an 
almost £1bn brand
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•	 there is the argument of long term self-interest that ethical behaviour is conducive to good 
performance. For example, numerous studies of motivation have shown that if workers are 
paid minimum wages and have to work in poor conditions then the quantity and quality of 
their output will fall.

However, with most of these points there are problems of measurement and correlation. In 
addition there is the presence of strong countervailing forces. Many managers face consider-
able pressure to cut costs to stay competitive and to focus on profit, growth and dividend. Such 
pressures can push ethical issues into the background. Moreover, when organizations push their 
ethical credentials too hard they can become targets for criticism as being cynical in the way they 
position themselves with the public.

Attracting bad publicity
While good practice in CSR can attract publicity that is good for business, companies can attract 
bad publicity and become the target of action groups such as Greenpeace. We have already noted 
the impact on Nike of articles in the New York Times. There was considerable adverse publicity 
directed at major clothing retailers and their use of low cost manufacturers in developing countries 
following the factory collapse in Bangladesh. Shell suffered a particularly bad press over its attempt 
to dispose of Brent Spar, a North Sea oil platform, in deep water in the North Sea. The company 
admitted that, whatever the rights and wrongs of the issue, it could have been better handled.

The cost argument
Cutting energy usage can both reduce costs and demonstrate responsibility towards the environ-
ment. The costs of not behaving responsibly can also be considerable. It is claimed that 22 per 
cent of the total operating costs of Amoco are attributable to environmental costs (Thomas and 
Eyres, 1998). The oil spillage from the Deepwater Horizon cost BP a reported US$61.6 billion. 
The tragedy at Bhopal cost Union Carbide an estimated US$4700 million. Toyota faced the recall 
of 7.5 million vehicles in 2009–10 because of accelerator and braking system problems caused by 
‘sticky’ floor mats, the problems were exasperated by the company’s refusal to accept that there 
was a problem for an extended period of time. They were vilified in the US press and the recall 
programme cost the company billions of dollars in terms of share price and reputation.

Government influence
There are increasing government pressures on firms to conform to national and international 
standards on social and environmental matters. The UK government launched an ethical trading 
initiative, and an international standard, SA 8000, covers such areas as working hours and the 
use of child labour. In some cases the pressures are backed by legislation. There are links here to 
the cost argument for ethical business, in that failure to comply with laws on pollution or condi-
tions of employment may result in prosecution and subsequent fines. There is also a view that, 
when cases are brought, courts are more lenient if a strong ethical stance has been demonstrated 
by the company. Another view of the relationship with governments suggests that firms that 
 operate ethically not only gain the support of governments but also achieve greater independence 
by keeping governments at arm’s length.

The ethical supply chain
To do business with some companies, such as Lush, Timberland and Levi Strauss, suppliers must 
comply with a code of ethical conduct. There is also a belief that doing business ethically attracts 
both buyers and suppliers. In broader terms, the relationship between buyer and supplier has 
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become an important ingredient of business success, especially in manufacturing. An important 
element in that relationship is trust and the need to behave openly and honourably towards each 
other.

Ethical consumers
Wilson (1997) argues that, even during a recession, there are consumers who seek out goods 
and services that are both environmentally friendly and have been produced ethically. He cites 
the example of the Cooperative Bank, which announced that it would not be involved with 
tobacco companies, firms with poor environmental records or those engaged in factory farming 
and  animal testing. As a result, the bank claimed an increase in the number of new accounts. In 
2014 the same bank was losing customers as a result of accusations of poor management deci-
sion making and the arrest of a former chairman on drugs charges. Research by Mintel (1994) 
demonstrated that consumers were willing to pay more for ethical products.

Ethical investors
Such investors seek out ethical companies in which to invest, and some investment companies 
have responded by establishing investment portfolios of ethical companies. In general, ethical 
investors view companies in either positive or negative terms. Investment opportunities frequently 
viewed as negative include firms involved in pornography, tobacco, gambling and those with a 
history of using child labour. Stock markets have responded. FTSE4Good was established in 
the UK in 2001. The listing excludes companies involved in tobacco, defence and nuclear power 
but includes oil companies and airlines (to the dismay of some in the environmental lobby). To 
be included in FTSE4Good, companies must demonstrate that they are working towards envir-
onmental sustainability, that they are developing positive relations with stakeholders and that 
they uphold and support universal human rights. These are broad and somewhat vague criteria. 
In the USA, the Dow Jones Sustainability index, established in 1999, lists companies that have 
demonstrated a positive attitude towards good CSR with special reference to the environment. 
In 2017 British American Tobacco (BAT) and Samsung Electronics were added to the list while 
Rio Tinto Mining and Reckitt Benckiser were removed. Presence or absence from the index can 
have an immediate impact on the share price of the companies concerned.

However, there are difficulties. Who decides which company is ethical and which is not, and 
on what criteria? Many investors lack detailed knowledge of the ethical code and behaviour of 
the companies in which they seek to invest and focus on financial performance as a priority.

Ethical employees
In general terms, most firms will seek to establish some sort of match between corporate values 
and those of employees to gain commitment from them and to retain their services. Many firms 
use induction and employee development programmes to reinforce corporate values. Employees 
are clearly attracted by fair pay, security of employment and benefits such as travel season ticket 
loans and child care provisions. There is some evidence to suggest that an ethical stance taken 
by an employer contributes towards the job satisfaction of its employees (Koh and Boo, 2001). 
Equally, firms have noted an increase in job seekers who are concerned about ethical issues and 
social responsibility. Many firms now highlight such issues in their recruitment literature. Shell 
identifies seven principles, which address financial, economic and social goals within an ethical 
framework. The company recognizes that it has a responsibility to shareholders, customers, 
employees, those with whom they do business and society at large. Shell and other firms seek 
both ethical and socially responsible behaviour and profit-seeking behaviour.
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The strategic argument
The business case for ethical business is further strengthened and expanded by a strategic argu-
ment. Many of the points put forward under the business argument use cost, or the avoidance of 
costs, as a theme. The strategic argument is more positive and, perhaps, offers a more persuasive 
argument for managers. Writers such as McWilliams, Siegel and Wright (2006) and Porter and 
Kramer (2006, 2011) argue that ethical business and CSR can be sources of competitive advan-
tage and a strategic investment.

In particular, Porter and Kramer (2006) argue that many companies view CSR as a form of 
cost, when if viewed strategically it can be a source of benefit both to the company and to society.

The same authors question the response of many companies, where CSR is confined to press 
releases and glossy brochures which cite isolated examples and sketch over mainstream activities 
that add little to the CSR agenda. They argue that the corporate response is often inadequate, 
fragmented, uncoordinated and tends to focus on the tension between business and society. In 
their later article they argue that business mistakenly seeks short term solutions to competition by 
shifting jobs overseas, ignoring the needs of customers and depleting natural resources. They also 
blame governments for ignoring the business community in finding solutions to social problems 
(Porter and Kramer, 2011). They conclude that, as a result, both business and society lose out. 
Porter and Kramer (2006, 2011) see effective and strategic CSR as:

•	 Integrating the needs of business and society to benefit both. In their second article they 
introduce the principle of shared value, where economic value for the company creates 
value for society.

•	 Prioritizing issues that mean something to the company. While the Aids pandemic in Africa 
is a global human tragedy, in business terms it has a greater relevance for some firms more 
than others. In the case of GlaxoSmithKline, the development of effective drugs to combat 
Aids enhances the profitability of the company while at the same time offering society a 
solution to a problem. In the case of Anglo-American Mining, a solution to the problems 
caused by Aids will also tackle labour shortages caused by the disease.

•	 Choosing a unique position that goes beyond the normal response to offer a competitive 
advantage. The authors offer examples to illustrate this point. Toyota has become the 
world market leader in hybrid cars through developing the Prius. As well as offering envir-
onmental benefits, Toyota has a competitive advantage and not only gains profit from 
sales but also through licensing the technology to companies such as Ford. The French 
bank Credit Agricole differentiated itself by offering financial products linked to environ-
mental measures, such as special deals for energy saving projects and for organic farming. 
This attracted business to the bank. Nestlé works with local communities in developing 
countries to source milk, coffee and cocoa, offering both a competitive advantage to the 
company and benefiting the community.

Is ethical business profitable business?
Do most people consider the ethical position of a company in buying goods and services or in making a 

job choice?

REFLECTION POINT
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•	 Following on from their examples above, Porter and Kramer (2011) feel that the demand 
for products that meet social needs is growing. They feel that both companies and society 
can gain significantly by businesses ‘reconceiving products and markets’. One of their key 
examples is General Electric (GE) and its range of Ecomagination products with sales of 
US$8 billion in 2009. GE’s corporate website defines these as products that are ‘creating 
value for customers, investors and society by helping them solve energy, efficiency and 
water challenges’ (www.ge.com/uk/company/ecomagination). GE have developed products 
such as: energy efficient air conditioning units, dishwashers and washing machines for the 
home; more efficient and effective digital X-ray and ultrasound systems for hospitals; and 
at the country level, desalination plants and energy efficient locomotive systems now used 
in Brazil, China and Kazakhstan. Both Porter and Kramer (2011) and Crane,  Matten and 
Spence (2014) cite the example where, in both developed and developing markets, there 
are opportunities to develop products for lower income markets such as lower priced 
cell phones. Vodafone, with 65 per cent of their customers in emerging markets, saw the 
opportunity to make money and have a social impact. In Africa they launched mHealth 
using their cell phone network to provide remote medical assistance in 26 countries, 
backed up by a system for tracking and monitoring the supply of medicines. Also using 
their cell phone system they introduced M-Pesa which offers a range of financial services 
including paying suppliers and wages where people do not have a bank account. In higher 
income markets like New Zealand, Vodafone has developed a system for the remote moni-
toring of gas, electricity and water usage.

•	 Porter and Kramer (2011) also feel that much more can be done through ‘redefining 
productivity’ in the value chain. Costs can be saved by redesigning supply and delivery 
transport networks, by sharing technology with suppliers instead of exploiting them, and 
by reducing energy costs across the whole supply chain, all of which can reduce overall 
environmental impact, improve quality and reduce costs for everyone. They also see pro-
ductivity increases stemming from greater concern for the health and safety of employees 
and their working conditions. Johnson & Johnson reduced time off work by employees 
by launching an initiative to help them quit smoking. Many UK supermarkets now make 
a small feature of locally grown food stuffs, boosting local economies and cutting back on 
transport costs.

The critical perspective
In previous sections we have noted difficulties and potential dilemmas facing managers wishing 
to operate ethically and in a socially responsible way. In this section we reinforce those points by 
identifying arguments, problems and issues.

The alternative debate
Several authors have questioned the need for an ethical debate at all. Levitt (1958) wrote about 
the dangers of social responsibility and argued that it was the government’s responsibility via the 
law and not that of business. However, as noted previously, times and social attitudes change. 
Friedman (1970) challenges the business case for ethical operations as identified above by 
 re-interpreting it as the use of ethical arguments to support profit maximization, which he saw 
as the primary purpose of business. He believed that the real social benefit of business was in its 
wealth creation. Any other concern was not in the best interests of the shareholders. However, 
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Friedman also believed that managers should operate within the law and adhere to basic social 
norms. More forthright views than Friedman were expressed by Carr (1968). He compared busi-
ness with a poker game and even a Wild West shoot out, where ethics mattered less than winning. 
He felt that managers could separate business and private life in terms of behaving ethically. Both 
perspectives are the products of a traditional US view of the sanctity of the free market and Carr, 
like Levitt, favoured the use of law to police the transgressors. This leads one to ask whether the 
financial crisis of 2008 had its roots in these viewpoints.

The misuse of resource argument
Friedman (1970) argued that CSR was a misuse of resources that should be aimed at maximizing 
shareholder value. This view was upheld many years earlier in US law in the landmark case of 
Dodge v Ford Motor in a ruling of the Michigan Supreme Court in 1919. Ford wished to with-
hold dividend from shareholders, and were taken to court by Dodge who owned shares in Ford. 
However, the court ruled that the corporation exists for the sole benefit of its shareholders and 
concerns for other groups were not relevant.

Ethical behaviour is no more than good management practice
If a company enhances the attractiveness of the product by stressing its environmental credentials 
or changes its practices to avoid being taken to court, does this represent a change in the ethical 
values of the company or is it a strategy aimed at profit and shareholder value maximization? Has 
business ethics simply jumped on the bandwagon of sound business practice? In Chapter 12 we 
examine the growth of relationship marketing which focuses on the benefits of a close relation-
ship with customers to understand their needs. Is this driven by CSR to a significant stakeholder 
or is it a means of increasing sales by enhancing customer satisfaction? Is paying employees a 
fair wage and providing them with good working conditions an ethical initiative or good motiva-
tional management and sound HR practice? Karnani (2010) takes this argument a stage further. 
He believes that fuel efficient cars and healthier foods were not popular with business until they 
became profitable and that energy conservation only became an issue when energy costs rose to 
unacceptable levels.

Business creates conflicts
The above conflicts are incompatible with doing business ethically. For example, business is based 
on the relationship between buyers and sellers, each of whom want the best deal for themselves. 
In Chapter 11 we identify the dilemma of operations management, whereby firms seek the  lowest 
cost operation, which conflicts with the customer need for quality goods and services at a com-
petitive price.

Weak evidence
We have indicated that it is difficult to prove that concern for ethical business and social respon-
sibility will improve the performance of the company. In supermarkets we are confronted by 
products claiming fair trade and ethical sourcing, yet such claims are difficult to prove. Social 
damage and business benefits are difficult to quantify and for every study claiming a connection 
there is another offering a more sceptical perspective:

•	 Margolis and Walsh (2003) examined over 100 studies carried out between 1972 and 
2002 on the relationship between CSR and corporate financial performance. They identi-
fied a positive relationship in 50 per cent of studies, a negative relationship in 6 per cent 
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and inconclusive findings in the remaining 44 per cent. This study seems to be cited both 
by those seeking to prove a positive relationship and by those who are more sceptical. The 
sceptics are quick to point out the methodological shortcomings of many of the studies.

•	 Verschoor (1998) did a study of the USA Fortune 500 companies with a management com-
mitment to ethical and socially responsible business, which was backed up by practices. He 
found a statistical relationship between such practices and the financial performance of the 
company.

•	 Van der Merwe et al. (2003) argued from their research finding that whereas those com-
panies whose performance was excellent had strong ethical codes and practices, there 
were other companies that had such codes where performance was anything but excellent. 
Having ethical codes was not a guarantee of excellent performance. Many companies pos-
sessing such codes and practices did not perform well at all. In our discussion of corporate 
culture, in Chapter 6, we made a similar comment in suggesting that strong cultures were 
the products of success rather than the other way around. Firms that are performing well 
have the luxury and financial capacity to engage in social responsibility programmes.

•	 Brammer and Millington (2008) identify the difficulties of such studies in terms of the 
inability to define the determinants of CSR and the problems of establishing clear links 
with performance. Their study examined the financial performance of 500 large UK firms 
over 10 years and linked this with philanthropic donations as a measure of CSR. The find-
ings were inconclusive. Certainly those firms that made the largest donations were among 
the most financially successful. However, this was a position they shared with those firms 
making the least donation.

•	 Peng and Yang (2014) argue that research needs to be conducted within the context of dif-
ferent countries and contexts and that findings in one geographical area are not generaliz-
able to others.

However, most of the studies look at the relationship between CSR and measures of financial 
performance. Few examine other impacts such as those on customer satisfaction or employee 
commitment.

What measures would you use to establish a link between ethical business and the performance of the firm?

REFLECTION POINT

Structural barriers
Many firms operate in highly competitive markets with demanding shareholders. Under such 
conditions the pressures on managers to cut costs and maximize profit are considerable. How-
ever, there is evidence to suggest that cutting costs can lead to problems as was seen in the Union 
Carbide (Bhopal) case.

How widespread is the concern?
While awareness and acceptance are widespread among large firms like Marks & Spencer, Sam-
sung and Shell, there are many traditional managers who still believe there to be a conflict between 
ethical business and profitable business. This is particularly true among small businesses. In many 
firms, changing entrenched attitudes is difficult and takes time.
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Ethics as a sham
In some cases, the greening of products has been a marketing ploy, and consumers are deliberately 
misled into thinking they are buying a green product when this is not the case. Some commenta-
tors refer to this as greenwash. In the section on corporate culture in Chapter 6, we illustrate how 
some firms use values, not as a means of involving employees, but as a way of controlling them. 
Many companies are fond of stating in their literature that employees are our most valuable asset, 
when employment conditions and work practices would suggest otherwise. The fast food chain 
McDonald’s has been at the centre of much criticism both for its attitude to the environment and 
to its employees.

If not a sham, then many companies may be accused of sending out messages that appear to 
conflict with their historic business goals. Philip Morris International, one of the world’s lead-
ing tobacco manufacturers with brands such as Marlboro and Chesterfield, makes the following 
statement on its 2018 website where it envisages a smoke free future:

Our business vision is to replace cigarettes with less harmful, smoke-free products as soon as 
possible.

What conclusions do you draw from the above statement from the Philip Morris website?

REFLECTION POINT

High cost
In some cases, the costs of environmentally friendly business can result in unacceptably high 
prices. There may also be contradictions. For example, in car manufacture, the switch from sol-
vent based to water based paint is better in terms of the environment, yet it increases drying time 
and energy consumption. Both these factors push up the cost and are environmentally unfriendly. 
In 2017, the UK government announced that petrol and diesel cars will be banned from 2040, by 
which time all vehicles will be electric.

What happens when ethical businesses change ownership?
Walsh (2006) believes that relatively small companies with a reputation for ethical business are 
in danger of being taken over by large multinational concerns. For the multinational this is an 
opportunity to buy into an ethical agenda. However, Walsh poses the question whether such 
firms can operate comfortably within a global corporation and cites Body Shop’s takeover by 
L’Oréal, Green and Black becoming part of Cadbury Schweppes, which in turn became part of 
the Kraft Foods empire, and Ben and Jerry’s ice cream being taken over by Unilever. She notes 
that in most cases the rating of the ethical credentials of such companies falls dramatically after 
takeover.

Cultural variations
Different standards, both legal and cultural, apply in different parts of the world. Firms that oper-
ate in many markets may have the increased cost of ensuring their products meet the requirements 
of each country. Products that can be legally sold in one market may be illegal in another, as with 
hand guns, legal in the USA but not the UK; or alcohol, widely available in many countries but 
banned in Saudi Arabia.
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Stakeholder differences
Different stakeholders may have different requirements as we have seen in our section on CSR. 
In the Brent Spar case, the dumping of the oil platform by Shell was acceptable to the UK gov-
ernment, but opposed by some other European countries, such as Germany, and environmental 
groups, such as Greenpeace.

Such problems as the above create dilemmas for managers in their attempts to pursue an ethical 
business strategy. Survival of the most ethical of companies depends on achieving financial targets. 
In 1999, many believed that the Body Shop stood at the crossroads. Its business performance 
left much to be desired and the company underwent restructure. This involved bringing in fresh 
blood, but also making people redundant, including the closure of its manufacturing operations. 
Optimists believed the company’s ethical stance would emerge yet stronger and its reliance on a 
wider group of suppliers would see its value spread to other companies. Pessimists feared that the 
company would become just another company, undifferentiated from its competitors in its unique 
ethical stance. As we have seen, the company was subsequently sold to the French multinational 
cosmetic firm, L’Oréal.

So can business be ethical?
In this section we have explored argument and counter argument about the relationship between 
business and ethics and whether or not CSR as carried out by many firms is genuine. There is 
strong evidence that companies are more environmentally aware, especially when it comes to cut-
ting energy costs. Studies linking CSR with financial performance have more mixed results. More 
positive evidence comes out of the articles of Porter and Kramer (2006, 2011), which argue that 
there is profit to be made by focusing corporate strategy on solving society’s problems. Blowfield 
and Murray (2014) offer a more optimistic scenario. They see an increase in the number of compa-
nies producing non-financial reports relating primarily to their CSR activities. They see a marked 
change in attitude of senior managers in companies such as Nike and Walmart, companies that 
have been heavily criticized in the past for their apparent lack of ethics. They cite the case of suc-
cessful companies such as Marks and Spencer adopting a holistic approach to CSR that embraces 
employee health and working conditions, supply chain management, climate change and sustain-
ability. They see lead firms having an influence across their sectors and across their supply chains.

In the next section we examine mechanisms that can be used by organizations to promote and 
ensure ethical behaviour and social responsibility.

Mechanisms for ethical business and social responsibility
Strategically, in terms of ethical business and social responsibility, managers may operate at any 
point along a continuum, as we can see from Figure 9.1.

There are several mechanisms a firm may use:

•	 Ethical audit. An important foundation to behaving ethically is for management to carry 
out an audit of all the firm’s activities and relationships to assess shortfalls in practice and 
to establish action plans. Areas for the ethical audit include products and services, pro-
cesses, terms of employment, conditions for employees and the firm’s relationships with 
its suppliers, local community and the environment. Issues may be raised about the safety 
of products and processes, how customers are treated before, during and after sales, how 
employees are treated and so on.
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•	 Codes of practice. These outline the firm’s stand on ethical business in terms of a mis-
sion. Most codes also contain policy and operational manuals that attempt to establish 
appropriate decisions and courses of action in specific circumstances, for example with 
the receiving of gifts from potential customers. Such codes of practice exist not only for 
employees but also for suppliers. Levi Strauss, Reebok and Nike all challenged the prac-
tices of some of their suppliers in Asia and refused to do business with those where there 
was evidence of the use of forced labour and/or child labour. As a result, Levi Strauss 
established a code of practice for suppliers on employment practices, pay, and health and 
safety.

•	 The growth of global business has led to the publication of international codes by such 
organizations as OECD and ILO, and the UN Commission on Transnational Corpora-
tions. Such codes cover a broad range of issues dealing with human rights and work 
practices. These include statements about the disclosure of financial information, levels 
of pay, the right of employees to unionize and the length of the working week. Despite 
publication of such codes by many organizations, little is known about their impact 
on employee behaviour or the firm’s activities. While such codes exist, it is reckoned 
that knowledge and application of them is far from widespread within individual 
organizations.

•	 Ethics department. Some organizations have institutionalized ethics and social responsi-
bility within their structure. In 1980, the World Bank established an ethics function and 
a few years later incorporated it as the ethics office within the HR department. Since 
1990 it has operated as a standalone department and has developed an ethical toolkit to 
assist decision making in different cultural settings wherever the bank operates. A sepa-
rate department was established in 1997, the department of institutional integrity, with 
the task of investigating and advising on fraud and corruption in bank projects (John-
son, 2002). Some companies appoint an ethical officer, whose primary role, in many 
cases, is to assist the firm to achieve one or more of the international standards identi-
fied above.

•	 Company reports. In the 1980s, companies began to include ethical and CSR issues in 
their company reports and this led to separate reports focusing on such issues. The belief 

Reactive–defensive

• Only takes action
   when a problem
   arises
• Minimal coverage
   of legal obligations
   to avoid
   prosecution

Proactive

• Initiates ethical and
   socially responsible
   policies
• Sets industry
   standards in ethical
   and socially
   responsible policies

FIGURE 9.1 Strategic positions on ethical business and social responsibility

Copyright 2019 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



CHAPTER 9  BUSINESS ETHICS AND CORPORATE SOCIAL RESPONSIBILITY350

is that such reporting mechanisms will be based on some kind of audit and guide the com-
pany in its future actions. However, there is a danger that such reports become a glossy 
sham.

•	 Employee induction and training. For many firms this is an important mechanism for 
transmitting values and practices about ethical business and CSR. Employees joining a 
Korean corporation, such as Samsung, Hyundai and LG, will begin their employment with 
up to three weeks’ induction, which focuses on the values of the organization, including 
their commitment to social responsibility (Needle, 2000).

•	 Whistleblowing. Some firms, such as the World Bank, have set up whistleblowing hotlines. 
Employees may phone in, without fear of reprisal, to report any practice or incident where 
members of the company have been behaving unethically. Such mechanisms are not always 
popular with staff. In Case 5.1, we noted that Walmart employees in Germany were reluc-
tant to inform on fellow employees.

•	 Non-executive directors. The theory behind the appointment of non-executive directors is 
that they have no direct involvement in the management of the enterprise, are able to pro-
vide experience from elsewhere and can operate as an impartial voice in influencing strate-
gic direction. As people with an interest outside the organization, they are often considered 
as an important agent of social responsibility. The Higgs Report in the UK on the role and 
effectiveness of non-executive directors sees their function in terms of:

•	 widening diversity of board membership to prevent corrupting practices

•	 providing critical and independent thinking in board level decision making

•	 providing a vehicle for the greater shareholder access to the board.

•	 However, the independence of non-executive directors has been questioned. They have to 
be closely involved in the workings of the company to be able to offer any critical input. 
This means they must work closely with management, making it more difficult to maintain 
distance and retain independence. Moreover, many are appointed because they are well 
known to executive directors, thereby compromising their potential for independence still 
further. The Higgs Report noted that only 4 per cent of non-executive directors were for-
mally interviewed before appointment.

•	 Implicit mechanisms. In addition to the explicit mechanisms identified above, there are 
more implicit measures to champion ethical practice. These operate through corporate cul-
ture, management leadership, performance appraisal and incentive schemes. For example, 
ethical business and socially responsible practice could be part of employee job descriptions 
and form an important factor upon which performance is judged.

CASE 9.1 ‘RECKLESSNESS, HUBRIS AND GREED’ – THE CARILLION COLLAPSE

Carillion plc was until 15 January 2018 a UK based 
multinational facilities management (FM) and construc-
tion services company. Employing 43 000 employees, 
it was the UK’s second largest construction company. 
Originally created in 1999 as part of a demerger from 
the UK based building products company Tarmac, 

it took on a huge range of construction and national 
infrastructure projects. Projects ranged from schools 
and prisons to Crossrail and HS2 for the railway indus-
try. It was a primary contractor for Heathrow Airport.

It collapsed dramatically in January 2018 with 
debts approaching £7 billion when its banks refused 
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to lend further. Hundreds of major projects were 
thrown into doubt, as was the employment of tens of 
thousands directly and indirectly linked to Carillion 
projects.

So how could the business unravel so quickly and 
what were the warning signs?

The first signs of any problem became clear in 
July 2017 when the Chief Executive of Carillion quit 
as the group issued a profits warning to the City 
(something that would have a negative impact on 
the share price). The company admitted to problems 
on three construction projects in the Middle East and 
was in the process of withdrawing from them. A fur-
ther four projects which were approaching comple-
tion had cash flow problems and the company would 
be making a provision (essentially planning to write 
off as a loss) of £845 million. The share price fell by 
30 per cent as analysts doubted that the company 
was doing enough and thought it might face a rights 
issue.

Three days later they appointed HSBC to their 
team of financial advisors, fuelling speculation of a 
rights issue. A rights issue is a mechanism for raising 
additional cash through the issue of additional shares 
in the company.

Then things seemed to be looking up for Caril-
lion. On the 17th and 18th July respectively they 
announced that they were part of a consortium 
which had won a £1.4 billion project to build HS2 a 
major new rail link between London and the North of 
England and a joint venture to supply £158 million 
of catering services on British military sites. August 
seemed to be a good month too with the announce-
ment of a £300 million property development proj-
ect in Manchester.

September though brought more bad news. 
A series of changes to senior management were 
announced along with the departure of the finance 
director. On 29 September there was a second prof-
its warning and announcements regarding the pos-
sible need to sell shares and divest its healthcare 
business.

October brought some relief with the appointment 
of Andrew Davies as CEO and the appointment of a 
former BAE Systems executive to help turn the busi-
ness around. New credit facilities were agreed and 
debt repayments delayed, the share price rebounded 

as the City became more optimistic about the long 
term survival of the company.

November and December however brought the 
sale of its UK healthcare FM business, the partial 
withdrawal of Carillion’s largest shareholder and a 
third profit warning in five months, amid admissions 
that it was heading towards a breach of its debt 
obligations.

The New Year celebrations were short lived, on 
3 January the Financial Conduct Authority (The UK 
regulator) said that it was investigating statements 
made by Carillion up to and including the July 2017 
profit warning. On 6 July 2017 Carillion had admitted 
that it was meeting with creditors to seek a rescue 
plan. Press speculation was rife after reports of a 
possible government bail-out and a share price rise. 
On 12 July Carillion had said that it was in construc-
tive discussions with creditors and denied that they 
had rejected the rescue plan. The press were report-
ing at that time that Carillion had put bankruptcy 
administrators on standby.

The collapse came on the 15 January and the post 
mortem commenced.

A damning 100 page report was jointly produced 
by two government select committees which was 
published in May 2018. The directors of Carillion, 
both current and past, came in for direct criticism, 
finding that they had prioritized senior executive 
bonus payments and dividends for shareholders as 
the company was quite evidently collapsing and for 
their cavalier attitude to pension payments. There 
was also significant criticism for the regulator and 
the cosy club of the big four accounting firms (EY, 
PwC, KPMG and Deloitte). Frank Field, Chair of the 
Work and Pension Committee commented ‘Govern-
ment urgently needs to come to parliament with 
radical reforms to our creaking system of corporate 
accountability’ . . . ‘British industry is too important 
to be left in the hands of the shysters at the top of 
Carillion’.

It was claimed that KPMG had been complicit 
in signing off increasingly ‘fantastical’ accounts 
and that the internal auditors (Deloitte) had failed 
to pick up on ‘terminal failings’ ignoring all the 
warning signals. The relationship between Caril-
lion and the large accounting firms, who had taken 
£72 million in fees since 2008, was described as 

CASE 9.1 (Continued )

(Continued)
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In addition to mechanisms employed internally by organizations, there are two external mech-
anisms that may have an influence on the approach and behaviour of organizations:

•	 League tables. League tables are published that rate companies along some measure of 
ethical behaviour or CSR. Jensen (2001), while supporting the long term value to the firm 
and its stakeholders of a CSR approach, questions the relevance and value of such mea-
surements. Do such measurements reflect reality?

•	 Ethical investment measures. We have noted the growth of ethical investment funds such 
as the Dow Jones Sustainability Index and FTSE4Good. There is an assumption that com-
panies that wish to be included in such listings will change their policies and behaviour 
and become more ethical. The motivation here may lie in the performance of such listings. 
There is some evidence that ethical listings have out-performed the standard listings on 
both the Dow Jones and FTSE indices since they were introduced.

•	 Strategic choice. We have already seen that some like Porter and Kramer (2006, 2011) see 
business ethics and CSR as an issue of strategic alignment between the economic needs of 
the company and the needs of society. In this way the choice of strategy, especially in terms 
of products, markets and supply chain management can enhance both the profitability of 
the company and solve important social and environmental problems.

CASE 9.1 (Continued )

‘parasitical’. The report recommended that the ‘big 
four’ be broken up to increase competition in the 
market.

Carillion executives who were particularly singled 
out were the CEO Richard Howson, Chairman Philip 
Green and Finance Director Richard Adam. The trio 
were said to have represented themselves as ‘self 
pitying victims . . . of a series of unforeseeable mis-
haps’. They were accused of misrepresenting the 
reality of the business while paying increasing divi-
dends and striving to protect and increase executive 
bonuses. Pension contributions (by Carillion) were 
viewed as a ‘waste of money’ and consistently over-
ruled pension trustees. Carillion’s failure has saddled 
the government’s Pension Protection Fund (and as a 
consequence the UK tax payer) with an £800 million 
liability.

Taxpayers will also have to foot the bill for an 
estimated £150 million of clean-up costs. Major 
projects such as the building of two new hospi-
tals have been placed on hold for the foreseeable 
future. Over 2000 staff have been made redundant, 
though the Insolvency Service has helped find 
jobs for 11618 employees and others have been 

absorbed into the remaining contractors on projects 
such as AMEY.

The government itself was not immune from criti-
cism when it came to light that contracts had contin-
ued to be awarded even when it was evident that the 
company was in trouble.

Worryingly the report concluded ‘Carillion could 
happen again, and soon’. In response to the report 
Philip Green said he took ‘full responsibility’ and was 
‘very, very sorry’.

Compiled from a variety of media and internet 
sources during May 2018.

Questions

1 ‘Recklessness, Hubris and Greed’, which in your 
opinion is worst?

2 How does the Carillion case illustrate the issues 
raised by this chapter?

3 How far can government realistically go to pre-
vent another Carillion?

4 Consider the role of Deloitte and KPMG in 
the case, were they too cosy with Carillion 
management?
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DISCUSSION QUESTIONS

1 What do you understand by the concepts of business ethics and CSR? To what extent can 
we distinguish between the two concepts?

2 In an organization known to you (company, college, etc.) identify the various stakeholders. 
What does CSR mean in the case of each?

3 What issues emerge when an organization attempts to be socially responsible to different 
stakeholders?

4 To what extent do you agree with the view that ‘the business of business is business,’ and 
that social responsibility is best handled by other means?

5 What arguments can you put forward to support the view that socially responsible business 
is successful business? Support your arguments with evidence and illustrations.

6 How does the strategic case for ethical business differ from the traditional business case?

7 What are the pros and cons of whistleblowing?

8 What specific issues in business ethics emerge as a result of globalization?

9 Re-examine the Railtrack case study in Chapter 6 and the Executive Pay case in Chapter 7. 
What aspects of business ethics and CSR are involved?

SUMMARY

•	 Business ethics and CSR are both about conducting business in an ethical manner and acting 
responsibly towards stakeholders and looking after the environment.

•	 Both business ethics and CSR are complex ideas and there are numerous issues to be considered 
in satisfying the needs of stakeholders and in behaving responsibly towards the environment.

•	 At the heart of business ethics is a debate about the nature of business and whether business is the 
best agent for social responsibility.

•	 There are strong business arguments that socially responsible business is successful business, 
although much of the evidence is weak and contradictory.

•	 Organizations have a choice of strategies and practices to operate in a socially responsible way.
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FURTHER READING

Good coverage in general texts can be found in:

Blowfield, M. and Murray, A. (2014) Corporate Responsibility: A Critical Introduction, 3rd edn. Oxford 
University Press: Oxford.

Crane, A. and Matten, D. (2010) Business Ethics, 3rd edn. Oxford University Press: Oxford.
Crane, A., Matten, D. and Spence, L.J. (2014) Corporate Social Responsibility: Readings and Cases in a 

Global Context, 2nd edn. Routledge: Abingdon.

A more pragmatic perspective is offered by:

Visions of Ethical Business, Financial Times Management: London.
Porter, M.E. and Kramer, M.R. (2006) ‘Strategy and society: the link between competitive advantage and 

corporate social responsibility’, Harvard Business Review, Dec., 78–92.
Porter, M.E. and Kramer, M.R. (2011) ‘Creating shared value’, Harvard Business Review, 89, 62–77.

A good source of research is the Journal of Business Ethics.
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LEARNING OBJECTIVES At the end of this chapter you should be able to:

•	 Identify and differentiate between the concepts and activities of invention, innovation, 
design, entrepreneurship, and research and development (R&D).

•	 Identify different types of innovation and assess their relative significance to organiza-
tional success.

•	 Explain how innovation is the product of the interaction of a number of environmental 
and organizational variables.

•	 Explain the relationship between innovation and other functional areas of business such 
as operations and marketing.

•	 Assess critically the meaning of entrepreneurship and the role of the entrepreneur and 
identify the variables influencing entrepreneurial success.

•	 Critically assess the contribution of innovation to a firm’s profitability and nation’s 
 economic growth.

•	 Assess the role of state intervention in innovation.

•	 Explain and evaluate the concept of national systems of innovation.

•	 Assess the link between innovation and technology.

•	 Critically assess the relative influence on innovation of organization size, structure and 
culture.

•	 Explain and assess strategic approaches to innovation.

INNOVATION

10
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INTRODUCTION

There can be little doubt that those activities which contribute to the efficient introduction 
and exploitation of new and improved processes and products are extremely important for the 
competitive performance and long-term growth of any industrial economy.

(Freeman, 1989, p. 199)

Innovation is a core business activity linked to both the growth of national economies and 
the survival and growth of individual firms. In Chapter 8 we spoke of differentiation and cost 
leadership as generic strategies for competitive advantage. Innovation clearly lies at the heart of 
differentiation, but also contributes to cost reduction through improved product development 
and design, and through changes in process technology.

The DTI (2006) identified advantages associated with innovation in a survey. For the individual 
firm the advantages lie in:

•	 a higher and sustainable profit through increased sales or improved cost reduction

•	 the ability to challenge competition by offering something others cannot

•	 offering value-added to the customer in the form of improved quality, lower price and 
greater choice.

In addition, firms gain from the sale of innovations to other firms in the form of licensing the 
manufacture of products or licensing the use of an innovative process. Drug companies regularly 
license their products for manufacture at other companies. The glass company Pilkington (now 
owned by the Japanese firm Nippon Sheet Glass) licensed the process to manufacture sheet glass 
to companies in virtually every country in the world. Equally, firms can gain by copying or licens-
ing the innovations of others.

For national economies the survey echoes Freeman’s quote above. The advantages are:

•	 the growth in terms of economic output

•	 improved productivity.

For society the advantages are seen in terms of:

•	 improved health care

•	 improved education

•	 a better environment

•	 improved transport systems.

We can see that innovation is the key ingredient for survival in a competitive market. In the 
electronics industry, where product life cycles have reduced, constant innovation is essential. 
Seventy per cent of the products of Siemens, the large German electronics and consumer goods 
company, are less than five years old, and such companies must undertake a constant process of 
product renewal. In the previous chapter we saw how General Electric’s launch of a series of new 
products under their Ecomagination arm greatly increased their revenues.

Undoubtedly, innovation is a function of business since it is related to entrepreneurship – the 
driving force behind business growth and development. In this chapter we attempt a broad based 
view of innovation. We will start by examining the differences between the related concepts of 
innovation, invention, R&D, design and entrepreneurship. We then move on to examine the 
relationship between innovative business activity and the environmental aspects of the model, 
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in particular its impact on economic growth, the role of governments in stimulating innovation 
and entrepreneurship, and, especially, differences in government policy and attitudes towards 
innovation in different nation states. Much government policy focuses upon the encouragement 
of new technologies, yet it is our contention that the development and design of products needs 
to be accompanied by corresponding developments in marketing and in management and organ-
ization. In the latter part of this chapter we extend this view of innovation further by examining 
how it operates within organizations, and, in particular, the relevance of organizational structure 
and culture to innovative activity. The chapter ends by focusing on generic innovation strategies.

Therefore our discussion of innovation is not confined to the technological hardware of prod-
ucts and processes. Product and process innovation invariably requires accompanying innovations 
in marketing, organization structure and management processes. The latter two were originally 
referred to as administrative innovations as opposed to the more technological product and 
process innovation. Research has pointed to the need to balance both technical and administra-
tive innovation (Daft, 1982; Damanpour et al., 1989). The benefit of technical change can be 
lessened without accompanying changes in administration. For example, the adoption of a new 
client database in a large organization is of little value unless staff are trained to use it. In retail-
ing it is mostly innovations that the customer cannot see, as with the logistics of getting produce 
to supermarket shelves that have given firms their greatest competitive advantage. In a following 
section we refer to administrative innovation in terms of management innovation, organizational 
innovation and business model innovation.

The link between innovation and entrepreneurship is important, since it establishes innovation 
as a function of all businesses. Many people associate innovation with the process of product 
design in the manufacturing industry. Yet, examples of innovation can be drawn from every 
organizational context. In the financial services industry, banking has been transformed by the 
introduction of automatic cash dispensers and then online banking, giving the general public 
easier access to cash and account information. In the entertainment industry, multi-screen cinemas 
offer the public a wider choice and have contributed to increases in attendance and hence revenue. 
Through Netflix or streaming, customers also have the opportunity to watch the same films at 
home or even when travelling to college or to work. In the travel industry, the booking of airline 
seats has been revolutionized by computerized booking systems directly accessible by travellers 
on the web. As we saw in Chapter 4, significant claims are made for the impact of e-commerce. 
In education, innovations occur through the development of courses or new methods of present-
ing those courses, such as online learning. In most of the above cases the innovation is viewed as 
offering the adopter a competitive advantage.

IDENTIFYING THE CONCEPTS

The terms invention, innovation, research and development, design and entrepreneurship are all 
used in a variety of contexts, often interchangeably. There is a further confusion in that while all 
are processes, research and development or R&D as it popularly known, is frequently used in 
an organizational context to identify a department whose primary objective is the creation and 
development of products and new ways of making them. In this section, we offer some definitions 
of invention, innovation, R&D, design and entrepreneurship. Finally in this section we explore 
the link between innovation and knowledge. In the next sections we examine in more detail the 
types and scope of innovation and look more closely at R&D expenditure and entrepreneurship.
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Invention and innovation
These terms are often confused, yet if we take Schumpeter’s line there is a very clear distinction 
between them:

As long as they are not carried into practice, inventions are economically irrelevant.
(Schumpeter, 1961, p. 88)

Research and development, or R&D, is the name given to the organizational function that is usually the focus 
for innovation within a firm. R&D can refer to an activity or the name of a specific department. Expenditure on 
R&D and the size of an R&D department have been used as measures of levels of innovative activity, although 
they are probably best used as indicators rather than exact measures owing to the presence of other variables 
which can and do influence innovation.

KEY CONCEPT 10.2 RESEARCH AND DEVELOPMENT

Invention is the discovery or creation of a product or process, whereas innovation is the process through 
which inventions and ideas become a business or operational reality. An innovation can include new products, 
 processes, strategies and organization structures. Innovation is claimed by many as an important source of 
competitive advantage.

KEY CONCEPT 10.1 INVENTION VERSUS INNOVATION

Tidd et al. (2005) remind us that the originators of some of the most famous inventions are not 
remembered, while those who commercially exploited them are. Thus, few have heard of J. Murray 
Spengler, the inventor of the vacuum cleaner, yet most know Hoover, initially a leather goods maker, 
to whom Spengler sold his idea. On the other hand, most would link the discovery of penicillin with 
Alexander Fleming, who chose to give his findings to the scientific community. The commercial 
production of penicillin was patented by a US firm, which reaped the financial benefits.

Invention is the creation of something new, be it computer software, a computer design, a method 
for painting cars, a different method for buying products, a university course or a form of organiza-
tion structure. An invention becomes an innovation when the idea becomes a reality, when the new 
software and computer go into manufacture and start selling, when the new technology for painting 
cars offers a more efficient and effective system, or when the new university course recruits students.

This reinforces the notion that innovation operates in a variety of forms and in a variety of 
contexts.

R&D
We can define R&D as the organization of innovation at the level of the firm. It is this activity 
of an organization that both seeks to satisfy a market need by developing new products and 
methods, and find uses for scientific and technological inventions. This introduces the concepts 
of demand–pull innovation (fulfilling a market need) and technology–push innovation (applying 
existing knowledge). R&D is clearly associated with science and technology, although the R&D 
function can be performed in all types of industry. We have seen that the process of product 
development occurs in non-scientific and technical situations. In many organizations there is a 
group of people whose primary task is the generation of business ideas, as in the case of television 
companies, which have departments for new programme development.
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In some industries, especially those involved in complex, competitive environments, R&D is 
vital. Firms such as Dell, Microsoft and Apple in the computer and telecommunications industry, 
and Merck, Sanofi and GlaxoSmithKline (GSK) in the pharmaceutical industry, have large teams 
of staff engaged exclusively in R&D work. The importance of R&D to GlaxoSmithKline is shown 
in Case 10.1. However, the institutionalization of R&D can bring its own problems, which are 
raised when we look at organizational aspects later in the chapter.

Demand–pull and technology–push refer to the sources of innovation. Demand–pull refers to the development 
of new products and processes as a direct result of market demand. Technology–push is the use of known 
technologies to develop innovative products and processes. Many innovations, for example the CD player, were 
developed as a result of both demand–pull and technology–push.

KEY CONCEPT 10.3 DEMAND–PULL VERSUS TECHNOLOGY–PUSH

Identify and consider examples of both demand–pull and technology–push innovation. Which do you think is 
the most common?

REFLECTION POINT

Design
This is usually the final stage in the R&D process, which translates the development into the final 
product for the consumer. The design stage attempts to fuse certain elements, which are referred 
to as the design mix. These elements are effective operation, safety, ease of maintenance, value 
for money and aesthetic considerations. These are all focused on satisfying customer needs.

The design aspect of R&D is an obvious area of overlap with both the production and mar-
keting processes, to the extent that product design is seen as an essential element in both fields. 
Design and styling assume particular importance in industries such as car manufacture, where 
products are often sold as much on their appearance as their inherent product qualities. A firm 
like Bang & Olufsen produces televisions and hi-fi equipment to high technical specifications, yet 
its distinctiveness owes much more to its visual appeal. Making their products look very different 
from their competitors is a deliberate Bang & Olufsen strategy.

It is not only in the manufacture of products that design is important. In the retail industry the 
design of the store layout and how goods are displayed is known to influence the purchasing habits of 
consumers. In the hotel industry, the French designer Philippe Starck has created innovative designs 
and furnishings. Hotels that have used his services use his involvement as a brand to attract customers.

Entrepreneurship
Entrepreneurship is the process of creating new products and services, new processes, new 
 methods of management and new markets. Entrepreneurs are therefore central to the process of 
innovation. Entrepreneurship is often linked to the operation of small businesses, many of which 
are not innovative. However, true entrepreneurship involves some form of innovation. We explore 
entrepreneurship in more detail later in the chapter.

Innovation and knowledge
We can identify two types of knowledge, explicit and tacit. Explicit knowledge is that derived 
from an external source such as a book, a published paper or a patent filed by a competitor. It is 
therefore available to all and can be copied or even built upon and improved. Explicit knowledge 
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on its own is rarely a source of competitive advantage. Tacit knowledge on the other hand is 
knowledge that is developed over time by organization members and is unique to a particular 
firm. Tacit knowledge is therefore an important source of innovation. It can reside in a product 
or process and can be part of an organization culture. It is difficult to copy and is therefore a 
source of competitive advantage.

There is a wider link between innovation and knowledge through the higher education system. 
A DTI survey found that companies active in innovation had twice the number of university 
graduates as employees than non-innovative companies (DTI, 2006).

Explicit knowledge is obtained through rational processes of data collection and is often contained in documenta-
tion. As such it is relatively easily available to all. Tacit knowledge is the sum total of knowledge acquired by the 
organization and passed on to subsequent generations of employees. It is rarely documented and is difficult for 
outsiders to penetrate and copy. Since tacit knowledge is unique to an organization it is an important source of 
innovation and competitive advantage.

KEY CONCEPT 10.4 EXPLICIT AND TACIT KNOWLEDGE

TYPES AND SCOPE OF INNOVATION

Types of innovation
We identify a number of types of innovation. These are product innovation, process innovation, 
organization and management innovation, marketing innovation and business model innovation:

1. Product innovation is the development of a product such as a new model of a mobile 
phone, a new influenza vaccine, a new form of insurance policy, or a restaurant introduc-
ing a vegan menu.

2. Process innovation is concerned with how the product is made or delivered to the customer. 
The development of robots in the manufacturing industry is a form of process innovation, 
as is a retailer adding an online sales facility to its existing shops. In cases like the Toyota 
production system, process innovations can be wide ranging and offer a firm an enviable 
competitive advantage.

3. Organization and management innovation is a broad category covering different types of 
innovation and has been defined as:

. . . the introduction of a new structure, process, system or practice in an  organization 
or its units.

(Walker et al., 2015, p. 409)

Such innovation has been described by Hamel (2006, p. 75) as:

. . . a marked departure from traditional management principles, processes and 
 practices or a departure from customary organizational forms that significantly alter 
the way management is performed.

Hamel identifies a number of management innovations including the establishment by 
 Edison of a research laboratory at General Electric and the development of methods of calcu-
lating a return on investment at DuPont. The creation of the divisional structure, as we saw 
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in Chapter 6, enabled multinational firms like General Motors to control its international 
operations more effectively and gain competitive advantage. The Toyota production system, 
copied throughout the automotive industry and in other manufacturing and retail contexts is 
much more than just a process innovation; its lean, just-in-time approach is an innovation in 
the management of the entire operations system and supply chain. We deal with this in more 
detail in Chapter 11.

The OECD (2005) has classified organization and management innovation into three broad 
categories:

a.  New business practices such as cost accounting, supply chain management and lean 
production.

b.  New ways of organizing work and decision making such as decentralization, teamwork 
and structural change through the creation of divisions or a matrix.

c.  New methods of organizing external relations such as outsourcing, alliances and joint ventures.

We argued in the introduction that increasing attention has been given to management inno-
vation. In a DTI survey of firms in the UK, 30 per cent of institutions claimed product and/or 
process innovations in 2002–04. In the same period, 61 per cent of institutions claimed broader 
innovations involving strategy, structure or management practices (DTI, 2006). Walker et al. 
(2015) believe that the impact of organization and management innovation productivity and 
employment is at least as great as the impact of technological product and process innovations. 
Carmison and Villar-Lopez (2014) go further and see organization and management innovation 
as an enabler of technological innovation.

Marketing innovation This is a broad category and involves innovations in pricing such as buy 
one get one free, and packaging, such as Pringles placing crisps in cardboard tubes, as well as 
novel ways of promoting products. There is inevitably some cross over with product innovation. 
For example, Dell developed a system not only where customers could purchase computers online 
but also determine the size of memory and a range of computer functions to suit their needs.

Tidd et al. (2005) refer to position innovation, which they define as changing the context of a 
product. They cite the case of Lucozade, whose original target market was those recovering from 
illness. The drink has been successfully repositioned as an energy drink for sportspeople or for 
the keep fit market. The washing powder Surf, a Unilever brand, was experiencing a declining 
market share as every new competitor product appeared with a new formula for washing whiter. 
The company aimed the product at a segment of the market it had identified as anti-gimmick. To 
emphasize this point, it offered the product with a changed name, Square Deal Surf, which sug-
gested to consumers that they were getting a better deal than those offered by competitors. The 
change and repositioning of the product were very successful and sales increased. We deal with 
aspects of market segmentation and positioning in more detail in Chapter 12.

Mensch (1979) would label Square Deal Surf and similar marketing tactics as pseudo innova-
tions. He argued that such innovations were often introduced to revitalize a stagnant market, 
when in fact no real change had taken place. Pseudo innovations are often the product of market-
ing campaigns to change the fortunes of a product whose sales were declining. The product may 
be re-launched under a different name, repackaged to suggest product changes or advertised as 
containing a new improved formula, when no significant change has taken place.

However, the case of Square Deal Surf illustrates the complexity of innovation. To Mensch, 
it represents a pseudo-innovation in terms of product, yet the marketing strategy employed was 
innovative. Moreover, not all innovations are visible. Where washing powders have radically 
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changed their formula this is not apparent to the consumer and the company relies on its mar-
keting effort to convey this information, reinforcing the importance of an integrated innovation 
and marketing strategy.

Business model innovation has emerged as a focus of research and discussion in the last few 
years, due largely to the growth of companies doing business via the Internet. A business model 
has been defined as:

. . . the manner by which the enterprise delivers value to its customers, entices customers to 
pay for the value, and converts those payments into profit.

(Teece 2010, p. 172)

According to Teece, product and process innovation are not enough in themselves. Among 
other changes, the growth of the knowledge economy with the increasing trade in information as 
opposed to manufactured goods, the increasing use of the Internet and the possibilities that arise 
from increased offshoring and outsourcing have meant that firms need to rethink their business 
models. Teece offers the music industry as a classic example. The income from digital downloads 
has outstripped that from physical products such as CDs and vinyl. The music industry has had 
to develop new ways of obtaining revenues and, like many firms in the information business, 
prevent people obtaining downloads for free. As we have seen, Dell developed a new business 
model by creating products that could be customized by buyers and selling direct, at a time when 
competitors were involved with contracts tying them in to distributors and retailers.

Teece (2010) warns however that once a new business model emerges it can be copied by com-
petitors, so that to sustain competitive edge firms need to develop an architecture and systems that 
are difficult to copy. There are close links here with the resource based view of strategy explored 
more fully in Chapter 8. The classic example is Southwest Airlines (see Case 8.1). Southwest have 
become one of the most successful airlines in the world by developing a business model for low 
cost flying based on using the same type of aircraft for all flights, offering no frills service and 
ensuring planes were turned around at airports in 15 minutes, creating both more flying time and 
more paying customers. Although many airlines, such as Ryanair, have attempted to copy their 
model, most have failed to match the success of Southwest since they have failed to create the 
corporate culture that generates the staff commitment to make the model work.

For some, business model innovation can be grouped under organization and management as 
a new strategic initiative. For others such as Teece it marks a radical departure from traditional 
business practices and represents a different form of innovation. Whatever conclusion can be 
drawn we can see significant overlap between the various types of innovation and also between 
innovation and strategic initiatives.

Find an example not given in the text for each of the various types of innovation identified above.

REFLECTION POINT

The scope of innovation
Innovation can be viewed as a continuum, incorporating product modifications at one end and 
changes in the nature of society at the other. We identify three broad categories: incremental, 
radical and paradigm shift. Table 10.1 presents some illustrations of incremental and radical 
innovations.
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TABLE 10.1 Examples of radical and incremental innovation

Innovation type Radical Incremental

Use of raw 
materials

Using plastic to make bottles 
instead of glass

Changing the nature of the plastic in 
plastic bottles to make them tough 
enough to hold carbonated drinks

Product Using integrated circuits on 
microchips to replace transistors

A sandwich shop using new combina-
tions of fillings for its sandwiches

The hybrid car that runs on both 
electricity and petrol

The contraceptive pill

The digital camera

Creating different forms of the same 
shampoo for different kinds of hair

Changing the dashboard display of a 
car for easier recognition

Process The float glass process for making 
flat glass devised by Pilkington

Grouping jobs on a manufacturing 
assembly line to be carried out by teams

Using robots instead of people for 
welding in the car industry

The use of online learning instead 
of lectures at university

Introducing YouTube clips to enhance a 
PowerPoint lecture presentation

Marketing Selling computers online instead 
of using retailers

The use of cars painted with the com-
pany name and logo by an estate agent 
to drive prospective buyers to view 
properties

Organization The creation of divisional struc-
tures with profit centres to 
improve efficiency and control of 
global operations

Outsourcing the payroll function from the 
HR department

Management Toyota’s production system Rotating senior management staff into 
different roles every three years

•	 Incremental innovations are essentially modifications and improvements on existing prod-
ucts and processes, but their cumulative effect can be significant, as shown by computers 
and cameras. The majority of innovations in business are incremental changes, often of 
a minor nature. This is understandable since radical breakthroughs are rare and there is 
 considerable scope for permutations within an existing framework and knowledge base. 
This  incremental approach to innovation is pursued by many Japanese companies and is 
the reason why  camera producers, such as Nikon and Canon, bring out new models at 
regular intervals.

•	 Radical innovations, sometimes referred to as discontinuous innovations, change the 
nature of a product or process. This form of innovation can be disruptive and there is a 
likelihood that firms will go out of business if they are unable to adapt. An example of a 
radical innovation in camera technology would be the digital camera and the facility to 
download photographs to replace cameras using film which then has to be developed.
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•	 Paradigm shift innovations change the nature of markets and societies. The industrial revo-
lution was one such paradigm shift, followed by the change from craft to mass production. 
Lean production (explored in Chapter 11) could be considered a paradigm shift in terms of 
its impact on manufacturing and other industries and upon those who work in them. There 
is a clear link between radical or discontinuous innovations and a paradigm shift and they  
are really stages along the same continuum. Sometimes paradigm shift innovations  follow 
changes in the political economy. The liberalization of the Chinese and former Soviet 
Union economies has given people and businesses the freedom to develop new forms of 
enterprise and new ways of doing business. The growth of international joint ventures 
in China represents a paradigm shift. Some argue that deregulation in some  sectors has 
changed the nature of business. Examples of this would be the deregulation of the energy 
market that allowed firms like Enron to create new forms of doing business and the dereg-
ulation of the airline business, which has spawned the entry of low cost carriers such as 
easyJet and Norwegian.

Think of your own examples to place in the categories identified in Table 10.1.

REFLECTION POINT

EXPENDITURE ON R&D

Table 10.2 shows expenditure on R&D by companies worldwide. Tables 10.3 and 10.4 
show how this spending is concentrated geographically and the proportion of R&D spending 
by sector.

TABLE 10.2 Ranking of top 25 global companies in 2017 by R&D expenditure

Rank Company Sector Country

R&D  
spend  
(US$  

billion)

Revenue 
(US$  

billion)

R&D  
intensity. 

Spend as %  
of revenue

 1 Amazon Retailing USA 16.1 136.0 11.8
 2 Alphabet inc Software and 

services
USA 13.9  90.3 15.4

 3 Intel Semiconductors USA 12.7  59.4 21.2
 4 Samsung Technology 

hardware
S. Korea 12.7 167.7  7.6

 5 Volkswagen Automobiles Germany 12.1 229.4  5.3
 6 Microsoft Software USA 12.0  85.3 14.1
 7 Roche Pharmaceuticals Switzerland 11.4  51.8 22.0
 8 Merck Pharmaceuticals USA 10.1  39.8 25.4
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TABLE 10.2 (Continued )

Rank Company Sector Country

R&D  
spend  
(US$  

billion)

Revenue 
(US$  

billion)

R&D  
intensity. 

Spend as %  
of revenue

 9 Apple Technology 
hardware

USA 10.0 215.6  4.6

10 Novartis Pharmaceuticals Switzerland  9.6  49.4 19.4
11 Toyota Automobiles Japan  9.3 247.5  3.8
12 Johnson & 

Johnson
Pharmaceuticals USA  9.1  71.9 12.7

13 General Motors Automobiles USA  8.1 166.4  4.9
14 Pfizer Pharmaceuticals USA  7.9  52.8 14.9
15 Ford Automobiles USA  7.3 151.8  4.8
16 Daimler Automobiles Germany  6.9 161.8  4.3
17 Oracle Software USA  6.8  37.7 18.0
18 Cisco Systems Technology 

hardware
USA  6.3  49.2 12.8

19 Honda Automobiles Japan  6.2 125.6  4.9
20 Facebook Software USA  5.9  27.6 21.4
21 AstraZeneca Pharmaceuticals UK  5.9  23.0 25.7
22 IBM Software USA  5.8  79.9  7.3
23 Siemens Capital goods Germany  5.5  89.5  6.2
24 Sanofi Pharmaceuticals France  5.5  36.6 15.0
25 Eli Lilley Pharmaceuticals USA  5.2  21.6 24.5

Source: PricewaterhouseCoopers (2018) Global Innovation 1000 Study.

TABLE 10.3 Global R&D expenditure 2016 by country

Source: OECD 2018a.

Country R&D spending in US$ billion As % GDP

USA 464.30 2.74
China 411.99 2.12
Japan 149.65 3.14
Germany 104.35 2.94
South Korea 76.06 4.25
France 55.86 2.25
UK 42.95 1.69
Russia 37.17 1.13
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TABLE 10.4 Global R&D expenditure 2017 as a percentage of the total by sector

Sector R&D spending (%) of total

Computing, electronics, technology hardware 23.1
Pharmaceuticals and healthcare 22.7
Automotive 15.5
Software and internet 14.5
Industrials 10.2
Chemicals and energy  5.0
Aerospace and defence  3.2
Consumer  2.9
Telecom  1.6

Source: https://www.statistica.com

A number of factors emerge from the R&D expenditure information in Tables 10.2–10.4:

•	 R&D spending worldwide is dominated by a small number of countries. The top 5 countries 
in 2009 (USA, Japan, Germany, France and the UK) accounted for 77 per cent of all expen-
diture. By 2016 the large increase in R&D expenditure in China placed them second, a short 
distance behind the USA, and South Korea had become one of the top 5. Compared to the 
other countries listed in Table 10.4, China and the USA appear to be in a league of their own 
in terms of expenditure on R&D, contributing between them 72 per cent of the total spent in 
the top 5 countries. This is not surprising given the relative size of their economies, although 
whereas the large majority of R&D spend in the USA is by private firms, the largest spend 
in China is by state owned industries such as Sinopec. It is also worth noting that the USA 
dominates Table 10.2 with 15 firms, whereas none are from China.

•	 While South Korea does not match some of the others in terms of total spend, its contribu-
tion to R&D is 4.25 per cent of GDP, much higher than the USA and significantly higher 
than China. Some countries spending less on R&D than those listed in Table 10.3 also 
spend a higher proportion of their GDP, such as Israel with 4.27 per cent and Sweden with 
3.26 per cent, although their economies are small by comparison.

•	 37.6 per cent of all expenditure on R&D is in computer hardware, software and internet 
companies. In fact, over 75 per cent of expenditure is in these areas plus automobiles and 
pharmaceuticals. Expenditure varies among sectors in different countries. For example, the 
largest expenditure by firms in the UK is in pharmaceuticals, as is also the case with the 
Swiss. We return to this theme later in the chapter when we examine national differences 
in innovation.

•	 Until around 2015 the top spending companies were invariably from the technology hard-
ware (computers, mobile phones), pharmaceutical or automobile industries. However, 
by 2017, as we can see from Table 10.2, the two top spending firms were Amazon and 
Alphabet (the holding company dominated by Google) with Facebook also appearing in 
the top 25. This represents a marked change in that none of these companies produces 
a physical product. The largest investor in R&D of any company in the world is the 
 internet retailer Amazon. This is probably because Amazon approaches retailing from 
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an engineering rather than a sales perspective. Much research has gone into the design of 
search engines used by customers, into customized packaging for odd-shaped parcels, into 
Alexa,  Amazon’s  digital assistant, and into the development and design of kiosks located 
in petrol stations and shopping malls, in the USA initially, to enable customers to pick up 
their purchases thus reducing delivery costs (Alexa is featured in Case 12.2).

•	 Table 10.2 also identifies R&D intensity. This is a measure of R&D in terms of the cost of 
R&D as a percentage of revenues. The data raises some interesting comparisons. The firms 
with the lowest R&D intensities are those with high revenues. They include Apple but in 
general are dominated by automobile companies such as VW, Toyota, General Motors and 
Ford. Many automobile manufacturers have been far from profitable in recent years, yet 
persist in high R&D investments. This is a theme when we discuss innovation strategy later 
in the chapter. By contrast we see high R&D densities among the pharmaceutical firms, 
with Merck at 25.4 per cent and the UK’s only representative in the top 25, AstraZeneca at 
25.6 per cent. This is clearly related to the high cost involved in the development and testing 
of drugs. The exception here would appear to be Johnson & Johnson, which although listed 
as a pharmaceutical and biotechnology company derives a good proportion of its revenues 
from toiletries and basic healthcare products.

ENTREPRENEURSHIP

We noted at the beginning of this chapter that the activities of the entrepreneur were crucial to inno-
vation. The entrepreneur creates new products, new markets and new means through which products 
are made and markets reached, based around new forms of organization and new means of manag-
ing people. Entrepreneurs such as Thomas Edison and Henry Ford have therefore been important in 
business history. More recently, entrepreneurs such as Bill Gates of Microsoft, Steve Jobs at Apple, 
Mark Zuckerberg at Facebook and Richard Branson at Virgin have become household names.

There has been a tendency to equate entrepreneurship with small firms. However, not every 
small firm is entrepreneurial, since many merely replicate existing forms of business. Becoming self 
employed to run a newsagent or corner shop has little to do with innovation and entrepreneurship. 
In fact the majority of sole traders and small businesses are not entrepreneurial. This view of entre-
preneurship also detracts from the importance of entrepreneurship in large businesses. In his study of 
General Motors, Sears, DuPont and Standard Oil, which we referred to in our discussion of structure 
in Chapter 6, Chandler (1962) stressed the importance for managers to be able to see beyond the 
daily problems of controlling a large corporation and develop new business ideas for the future. 
However, the qualities that give rise to an entrepreneur are not necessarily those of an organization 
man. This may make entrepreneurs difficult to manage, an issue we discuss later in the chapter.

Entrepreneurship is the activity of entrepreneurs, who are responsible for the creation of new products, pro-
cesses, services and markets. They develop new ways of doing business, create new organization forms and 
new ways of managing people. Entrepreneurship achieves such changes through the mobilization of physical, 
financial, human and information resources. These resources are often combined in new ways to create some-
thing new or to achieve improved levels of performance. Entrepreneurs are usually willing to lead and to take 
responsibility for their actions.

KEY CONCEPT 10.5 ENTREPRENEURSHIP
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What is entrepreneurship?
Various attempts have been made to define the entrepreneur. Schumpeter presented a romantic 
view of the entrepreneur as someone who possessed:

The dream and the will to found a private kingdom . . . the will to conquer . . . the joy 
of creating. 

(Schumpeter, 1961, p. 93)

A conference in 1998, sponsored by the UK government, set out the following characteristics 
of entrepreneurial activity (DTI, 1998):

•	 a desire to own and be accountable for one’s performance

•	 a willingness to engage in a rich and broad network of learning situations and to incor-
porate learning into one’s activities

•	 a fundamental motivation to be successful and make a contribution for one’s self and/or 
other groups within society as a whole

•	 the capability and willingness to move beyond the accepted and orthodox if such methods 
are failing to achieve sufficient added value

•	 an intellectual and skill based capability to weigh up the riskiness of innovative courses of 
action and the ability to manage such risk for the benefit of self and others

•	 the capacity to focus activity upon the achievement of tangible and recognized outputs

•	 a willingness to move ahead and innovate without being constrained overly by currently 
available resources.

A model of entrepreneurship
Bessant and Tidd (2007) identify three types of entrepreneur:

•	 Lifestyle entrepreneurs. These seek independence through self employment. Very few 
of these will be innovative

•	 Growth entrepreneurs. These seek wealth, influence and reputation and many have  
created large, aggressive organizations as in the case of Rupert Murdoch and News 
Corporation

•	 Innovative entrepreneurs. Their main interest lies in the creation of something new. 
Growth is a by-product.

The above classification is interesting and is based largely around individual choice and prefer-
ences. However, it conflicts with our earlier definition of entrepreneur, which sees entrepreneur-
ship inextricably linked with innovation.

Figure 10.1 presents a model of entrepreneurship, which serves as a summary of research into 
the characteristics of successful entrepreneurs and the conditions in which such people thrive 
(further summaries of this research can be found in Bridge et al., 1998; Burns, 2001; Chell, 2001, 
Bessant and Tidd, 2007). The model distinguishes between types of entrepreneur as well as identi-
fying variables that influence successful entrepreneurial activity. Unlike the previous classification, 
the three types focus on different types of innovative activity rather than on the motivation for 
becoming an entrepreneur.
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Personality

• Charisma
• Achievement
 orientation
• Risk-taking
• Need for control
• Need for
 autonomy
• Determination
• Initiative
• Creativity
• Self-con�dence
• Willingness to
 take responsibility
• Willingness to
 learn
• Flexible and
 adaptable
• Loner or outsider

Economic factors

• Changing
 economy
• Unemployment
• Downsizing
• Changing
 markets
• Competition
• Globalization

Competences

• Decision making
• Technical skills
• Leadership skills
• Risk assessment
• Sensitivity to
 change
• Social skills
• Ability to �nish
• Possesses tacit
 and explicit
 knowledge

Personal factors

• Social class
• Education
• Family history
• Support
• Cultural factors

Political factors

• Ideology
• Policy
• Regulations

The entrepreneur as

1 Craftsman
2 Opportunist
3 Organization
 builder

FIGURE 10.1 Model of entrepreneurship

Three types of entrepreneur are identified:

1. Craftsman. The craftsman focuses on the product, which he or she has invented and/or 
developed. He or she possesses a specific skill that originates from a trade, craft or engineer-
ing background. Craftsmen tend to operate as sole traders or at least in small businesses. 
They are often characterized as loners.

2. Opportunist. The opportunist focuses on the market and has the ability to seek out and 
develop opportunities. He or she is often characterized as confident and outgoing.
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3. Organization builder. The organization builder focuses on making things happen and effect-
ing change within organizations. They are often characterized in terms of their strong vision 
and inspirational leadership skills.

The variables we identify are:

•	 Economic factors. These include those factors that either present opportunities or drive 
individuals into new forms of economic activity. Increased competition and globalization 
can push entrepreneurs to seek new markets. Unemployment can motivate individuals to 
become entrepreneurs.

•	 Political factors. Such factors will include the ideological commitment of the state towards 
entrepreneurial activity and the subsequent setting up of policies and regulations to assist 
entrepreneurs.

•	 Social factors. These may support or hold back the entrepreneur and include: social class, 
level of education, family history and support and cultural differences. Koen (2005) 
believes that institutions, especially universities, also play a role in developing people with 
the appropriate skills.

•	 The competences of entrepreneurs. A number of competences have been identified. These 
include the technical competence to develop products and services and the ability to man-
age both external and organizational environments. An entrepreneur must be able to assess 
and react to opportunity and lead organizational change.

•	 The personalities of entrepreneurs. There are a range of personality traits associated with 
entrepreneurship and the centrality of entrepreneurs to business development has led 
researchers to seek out those characteristics that make a successful entrepreneur. Many of 
the characteristics listed in Figure 10.1 are incorporated in the concept of the entrepre-
neur identified at a DTI Conference (DTI, 1998). McClelland (1961) found that success-
ful entrepreneurs had a high need for achievement and a moderate need for power, while 
the less successful had a low need for achievement and a positively high or low need for 
power. The message from this research is clear: entrepreneurs are achievers, but those 
seeking entrepreneurial activity only as a means of achieving power over others are likely 
to fail.

The model of entrepreneurship is not predictive and is simply descriptive of the range of 
variables which can and do influence the entrepreneur. No one factor or even category would 
appear to be more significant than any other and it is envisaged that the variables interact with 
one another to create a complex web of influences. This is in keeping with the view of business 
that predominates in this book and is the basis of the Business in Context model.

The factors identified may vary for each of our three types of entrepreneur. We have estab-
lished that the personality traits of the craftsman, opportunist and organization builder may 
differ. We may assume that the key skills may also differ. Chell (2001) cites research supporting 
the notion that the craftsman entrepreneur is more associated with a working class upbring-
ing than the opportunist. We may also assume that the organization builder would tend to be 
educated to university level, whereas the craftsman and opportunist would be more represented 
among early school leavers, although some like Koen (2005) question this image of the modern 
entrepreneur.
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However, we may argue that certain characteristics and skills could be the prerequisite of all 
entrepreneurs and that the differences between craftsman, opportunist and organization builder, 
as illustrated above, are merely stereotypes to be challenged. For example, many successful indi-
vidual inventors have been both university educated and middle class. Research in the whole 
area is far from conclusive, occasionally contradictory and any conclusions should be drawn 
with caution.

How would you define an entrepreneur? Are entrepreneurs born or made?

REFLECTION POINT

ENVIRONMENTAL ASPECTS OF INNOVATION

Four aspects of our model are significant here. We will look first at the relationship between 
innovation and the economy, which leads logically to a discussion on the role of the state in 
encouraging innovation. This, in turn, leads to the differences in the way nations approach 
innovation, which we examine by looking at cultural influences. There is a clear relationship 
between technology and innovation, which we acknowledge in our assessment of the contend-
ing influences of technological development and the marketplace. We will not discuss the 
relationship between innovation and the labour market here since we examined the impact of 
changing technology on jobs at some length in Chapter 4. The relationship between innovation 
and labour is important, since the skills of the workforce and their attitude towards change, 
more especially changes in technology, are crucial to the successful implementation of inno-
vation. A core element is the role of the economy, and the belief that innovation stimulates 
economic growth.

The role of the economy
There have been many attempts to link innovation with economic and financial growth, both 
in terms of national economies and individual firms. In general, innovation is perceived as the 
means through which economic regeneration occurs. As such it has held a fascination for those 
who see government investment in R&D as a strategy for tackling the problems of economic 
decline. More specifically, economists have attempted to prove links between innovation and 
such factors as per capita growth and export competitiveness. In this section we will examine 
two assumptions:

•	 innovation is the key to national economic growth and lifts national economies out of 
recession

•	 innovation is a prerequisite for organizational survival and success and is linked to organ-
ization growth, financial growth and market share.

We will assess these two assumptions in the light of available evidence.
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Innovation and long wave cycles
The theory of the relationship between innovation and economic activity owes much to the 
work of the Russian economist Kondratieff (1935). He put forward the view that economic 
activity exhibits regular long wave economic cycles of growth and depression, followed by a 
further period of growth, and so on. The explanation for the operation of these cycles has been 
taken up by a number of economists. For Schumpeter, the key was innovation. Each phase of 
economic recovery can be attributed to clusters of innovations, enabling capitalism to evolve 
and usher in a new period of prosperity (Schumpeter, 1939). He thought that most innovations 
occurred when the economic climate appeared more favourable, thus acting as a stimulus for 
entrepreneurial activity. However, some believe that innovations only occur in the depths of 
depression, when profits are so low that entrepreneurs are stimulated into risk taking ventures 
(Mensch, 1979).

The problems are identifying when the cycles begin, how long they last and what the key inno-
vations are. There is another problem of identifying and dating the innovations and the highly 
deterministic nature of cyclical activity, leaving some economists to view the theory as convenient 
rather than meaningful.

R&D expenditure and performance
A government survey of UK firms in 2002–04 found that managers identified the following out-
comes of R&D expenditure that contributed to growth and profits (DTI, 2006):

•	 improved product range and product quality

•	 access to new markets

•	 improved processes with reduced costs per unit, increased capacity and increased  
flexibility.

Such data is based on management belief rather than hard economic or financial measures. 
Other studies have attempted to use harder data. An early study by Solow (1957) concluded 
that as much as 90 per cent of improvements in productivity and output could be attributed to 
process innovations.

A review of corporate R&D expenditure over the years reveals a link between R&D expendi-
ture and shareholder value. Table 10.2 is a good example. Those companies with a higher R&D 
spending tend to show higher share value growth than the average. There are exceptions as we 
have seen, with the relatively high expenditure in the automobile sector and the relatively poor 
performance both in terms of profits and share value of many of the companies involved, Toyota 
being the exception. The DTI (2006) study also points to the importance of R&D expenditure 
in a recession. An examination of the technology hardware sector, which includes firms such 
as Nokia, Hewlett-Packard and Intel, during the 2001–04 recession revealed the significance of 
R&D expenditure. Of the 19 largest firms that increased R&D expenditure during recession, 18 
had increased sales. Of the 17 that had cut R&D expenditure by more than 10 per cent, 13 had 
lower sales over the period.

Patents and performance
Table 10.5 is concerned with patents. As with published expenditure, patents represent an easily 
measured output of R&D. The dominant market position of GSK’s drugs Zantac and Zovirax 
is, in part, a function of patent protection, and the expiry of the patent resulted in other manu-
facturers entering the market (Case 10.1).
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A patent is a legal device that enables the holder to maintain a monopoly in an invention for a stated period, which 
in most countries stands at 20 years. The state grants this monopoly in return for a full disclosure of the invention. 
Such a system exists in all industrialized countries. A patent protects the inventor from would be copiers and 
enables him or her to exploit the invention for profit and/or the good of society. It is believed that the benefits of 
such a system will encourage invention and innovation. A patent holder may issue manufacturing licences to 
third parties and thus derive financial benefit.

KEY CONCEPT 10.6 PATENTS

TABLE 10.5 Top 20 firms receiving US patents by rank order 1987–2017

Source: IFI Claims Patent Services 2017.

Rank 2007 2013 2017

 1 IBM 3148 IBM 6809 IBM 9043
 2 Samsung Electronics 2725 Samsung 4676 Samsung 5837
 3 Canon 1987 Canon 3825 Canon 3285
 4 Matsushita Electric 1941 Sony 3098 Intel 3203
 5 Intel 1865 Microsoft 2660 LG Electronics 2701
 6 Microsoft 1637 Panasonic 2601 Qualcomm 2628
 7 Toshiba 1549 Toshiba 2416 Google 2457
 8 Sony 1481 Hon Hai Precision 

Industry
2279 Microsoft 2441

 9 Micron Technology 1476 Qualcomm 2103 Taiwan 
Semi-conductor

2425

10 Hewlett-Packard 1470 LG Electronics 1947 Samsung Display 2273
11 Hitachi 1397 Google 1851 Apple 2229
12 Fujitsu 1315 Fujitsu 1806 Sony 2135
13 Seiko Epson 1208 Apple 1775 Amazon 1963
14 General Electric 914 General Electric 1739 Toyota 1932
15 Infineon 

Technologies
856 IGM Global 

Technology
1626 Ford Global 

Technology
1868

16 Denso 803 Seiko Epson 1494 General Electric 1577
17 Texas Instruments 752 Ricoh 1470 Toshiba 1555
18 Ricoh 728 Intel 1455 Ericsson 1552
19 Honda 719 Hewlett-Packard 1360 Fujitsu 1538
20 Siemens 700 BlackBerry 1334 Huawei 

Technologies
1474

Table 10.5 shows those firms receiving the largest number of US patents over a period of 
10 years, represented by data from three years, 2007, 2013 and 2017. The tables are dominated 
by US and Japanese companies, the US accounting for 27 top 20 positions over the three years 
and the  Japanese for 21. A correlation exists between the number of registered patents and export 
performance. The dominance of Japanese products, particularly electrical goods, cameras, office 
technology and cars in the US is reflected in the table. IBM has been the leading company in terms 
of US patent activity, with Samsung of South Korea holding a prominent position, with two of 
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its constituent companies being listed in 2017. This may reflect the increase in investment among 
US firms, particularly in computer hardware and software, and in South Korea in telecommuni-
cations and domestic electrical goods. Although there are seven Japanese firms in the top 20 for 
2013 and 5 in 2017, the fall in both the number of representatives and their position in the table 
has almost certainly been affected by a decline in R&D investment compared to the USA, South 
Korea and Taiwan. Two companies in the list are worthy of mention. Huawei Technologies is a 
Chinese information and communications technology business. It is the first company from China 
to appear in the US patents ranking list and represents the massive increase of R&D expenditure 
by Chinese companies (see Table 10.3). We have referred to Amazon before in our discussion 
linked to Table 10.2. Their presence in the 2017 list reinforces the growing significance of inno-
vation in retailing.

Problems of linking innovation and performance
Despite attempts to show links between innovation and various measures of performance both at 
the national and organizational levels, the links between innovation and economic performance 
remain speculative.

One difficulty is our inability to measure innovation. Indicators that have been used, such as 
patents and the amount of money a firm has invested in its R&D activities, can at best be con-
sidered a rough guide. For example, a patent may be registered and then never used to produce 
anything of value; improvements in products and processes can originate as much from individual 
inventors and equipment users as they can from organized R&D departments.

There is also the difficulty of establishing a causal relationship between innovation and economic 
growth due to the presence of a large number of variables. The export success of ‘upper range’ 
German cars such as Mercedes-Benz and BMW may well be attributed to the technical superiority 
of the product when compared with other cars in the same range and hence justify investment in 
R&D. There is another explanation. Both firms have run carefully targeted advertising campaigns, 
which not only stress the technical superiority of their product but also attempt to give the product 
an image of exclusivity and high status. To what extent are their sales attributable to technical inno-
vation and how much to advertising? This illustration confirms the interrelationship of innovation 
and marketing identified earlier. It also emphasizes a theme in this book: that business activities 
are interrelated and there are dangers in viewing one activity, such as innovation, in isolation. This 
view is backed by NESTA, a body representing science, technology and the arts in the UK. They 
believe that the UK invests more in innovation than depicted by measures of innovation relying 
only on R&D expenditure. Their estimate is that R&D represents only 11 per cent of expenditure 
on innovation by UK firms; the rest is in the form of design and styling, training in new skills, inno-
vations in organization and management, and new brand development. NESTA argues that these 
innovations have a greater impact on productivity growth and can be found across a wide range 
of business sectors, whereas traditional science based R&D does not (NESTA, 2009).

In 2005 Ford was the top investor in R&D, spending US$4.6 billion. Third in the list was 
General Motors, spending US$3.9 billion. Yet in 2006, Ford announced its biggest losses to date 
of US$12.7 billion and announced proposed global job cuts of 40 000 and the proposed closure 
of 12 plants. In late 2007, General Motors announced record losses of US$39 billion.

Expenditure in R&D would seem to be no guarantee of short term financial success. This 
illustrates again the difficulty of examining R&D in isolation. R&D expenditure by firms like 
Ford and GM may well have contributed to product and process improvements, but these could 
have been negated by other factors such as the stagnant US car market or a lack of management 
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strategy to capitalize upon the investment. Furthermore, the time horizon for the investment may 
be such that the pay-back will be at some time in the future. We may also speculate that without 
the investment in R&D the losses might have been even greater. Again this demonstrates the dif-
ficulty of showing causality.

What conclusions do you draw from the expenditure of Ford and General Motors on R&D?

REFLECTION POINT

Throughout this chapter we have made reference to the interest of the state in innovation, based 
on the assumed link with economic growth. We now examine the role of the state in more detail. 
We will view the role of governments in general terms and explore how governments operate with 
respect to the stimulation of innovation, an area referred to as ‘national systems of innovation’. 
There are strong links here to models of capitalism that we discussed in Chapters 3 and 5.

The role of the state
In almost every country, the state is involved in innovation. Three main reasons may be given as 
motivation for this involvement:

•	 Using the kind of economic argument presented in the last section, innovation and entre-
preneurship appear to be factors in economic expansion and export competitiveness.

•	 We have noted that investment in innovation is both long term and high risk. The mecha-
nism of the free market may be inadequate in generating those innovations upon which 
economic expansion is based, hence the need for state involvement.

•	 Intervention is often necessary for political and strategic as well as for social reasons. In 
Britain and the USA, defence spending forms a major part of all expenditure on innovation. 
Many countries have seen space exploration as a goal of national importance and prestige. 
Investment in renewable forms of energy is viewed by governments as a desirable strategy.

The state’s financial investments are biased towards technological innovation in the manufac-
turing and defence industries, but exhortations for innovation and enterprise are usually aimed 
at all firms in all sectors. In this section, we attempt a classification of the types of intervention 
specifically concerned with innovation and examine the associated problems.

Types of state intervention in innovation
We examine state intervention under six main headings: procurement, subsidies, education and 
training, patents and licensing, restrictive and enabling laws and, finally, import controls. Such 
interventions occur even where the government has expressed its ideological opposition to inter-
ference in the workings of the free market.

Procurement The need of the state for certain products has stimulated research in many areas. 
Defence offers the clearest illustration with implications not only for the armaments industry 
itself, but also in electronics, computing and aerospace. Businesses in the USA have seen the armed 
forces as a very large and very stable market. In most countries the needs of health provision have 
stimulated developments in the pharmaceutical industry and, in most nations, concern for the 
environment and sustainability has led to government backed research in many areas.
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Subsidies Subsidies to firms occur in the form of investments, grants and tax concessions. Most 
subsidies aim to support a particular form of R&D. For example, EU funding, particularly 
through the European Social Fund, is biased towards the use of more innovative business solu-
tions, particularly in IT. Subsidies can conflict with free market ideologies and, in some cases, as 
with the EU, subsidies to individual firms are not allowed.

Education and training There is an assumption that state investment in education and pure science 
will increase the level of innovation and thus benefit both the economy and society. The relation-
ship between primary research and the knowledge based activities of higher education institutions 
is supposedly one of the features of the modern age. Developments in Silicon Valley in California, 
and in the UK the growth of science parks around major universities such as Cambridge, show 
the relationship between industrial research and universities with a reputation for science. The 
growth of some US high technology companies such as Hewlett-Packard in Palo Alto, California, 
is clearly associated with this phenomenon. We note in Case 10.1 that Glaxo chose to locate one 
of its US research laboratories in the midst of universities in North Carolina. Such illustrations 
support the view that competitive endeavour among firms in close proximity to each other is a 
spur to economically successful innovations and that there is synergy to be gained both through 
such competition and through collaboration with the university sector.

In spite of such developments, British institutions of higher education are often subjected to 
financial stringencies as part of the government’s determination to reduce public expenditure. On 
the positive side this has, in many cases, pushed industry and universities much closer together.

The state sometimes intervenes in skills training. Many ascribe Germany’s advantage in  product 
and process innovation to its superior craft training schemes. Clearly a skilled workforce is one 
that can adapt readily to technical changes.

Patents and licensing A patent is a legal device that enables the holder to maintain a monopoly 
in an invention for a stated period, usually 20 years. In exchange for granting this monopoly, the 
owner of the invention must make available its details to the general public. The patent system 
operates in almost every country. The stated benefits of such a system are:

•	 it encourages new developments by offering protection to the patent holder against others 
copying the invention, as illustrated in Case 10.1 with Zantac and Zovirax

•	 by revealing the details of the invention, it encourages further inventions and innovative 
activity along similar lines

•	 it prevents the duplication of research

•	 it ensures that the benefits of research are passed on to society

•	 a real benefit to the patent holder is the opportunity to issue manufacturing licences.

A firm holding a patent on a particular type of manufacturing process may allow another firm 
in the same business to use that process upon the payment of an agreed fee. In the case of major 
inventions this can be an important source of revenue for the patent holder and may make the 
company an attractive prospect for acquisition. Licensing is clearly a vital source of revenue for 
some companies. In certain cases the law has had to intervene to enforce the issue of licences 
where it was felt that some companies were operating an unfair monopoly.

Restrictive and enabling laws Most countries possess laws that control manufacturing standards 
and relate to such aspects as safety and pollution. Not only do these laws ensure that innova-
tions conform to certain standards, but they aim to encourage research into socially desirable 
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end products, such as electric cars or exhaust systems that restrict air pollution. The ends are not 
only socially desirable, but can have an effect on business performance as well. A firm that meets 
government standards of product quality enters the marketplace with additional competitive edge.

Such regulations can benefit some firms but handicap others. The determination on the part of 
the US administration to reduce the health care budget posed a threat to GlaxoSmithKline (Case 
10.1), but may lead to the development of cheaper generic drugs. The use of restrictive laws has 
been greatest in the USA and there is a lobby that sees a danger that excessive regulation may 
hold back technological innovation and hence the country’s economic growth. However, as with 
the relationship between innovation and economic growth, there is a difficulty in establishing a 
direct causal link between such laws and innovative activity at the level of the firm.

Import controls The theory here is that restriction on the imports from other countries will have 
a beneficial effect in stimulating research in the home country or intensifying the search for a 
substitute product or process. Import controls enforced by Japanese governments have often been 
cited as the impetus for innovations by Japanese businesses. There is, however, a danger that other 
countries may well retaliate and impose their own restrictions. The World Trade Organization has 
been part of the process to bring an end to such import controls (see Chapter 3 for more details).

Which of the above state interventions do you believe will have the greatest impact on innovation?

REFLECTION POINT

Problems with state intervention in innovation
We have seen that the main motive for state intervention to encourage and support innovative 
activity is the desire to improve economic performance. We have also seen the difficulties of show-
ing a direct relationship between investment in innovation and economic growth, whether mea-
sured at national or organizational levels. There are other difficulties with the state’s involvement:

•	 An over-reliance on state funding may have repercussions at times of reductions in govern-
ment expenditure.

•	 A difficulty lies in the ability of government employees to make decisions in highly special-
ized technical and scientific areas, and decisions that are in the best interests of the busi-
ness community as a whole.

•	 Government support may well be important in stimulating innovation but the critical skills 
and knowledge reside in the firms themselves or the higher education sector.

•	 There is the general conflict between government intervention and the freedom of firms 
and individuals, especially in laissez-faire systems.

•	 Underpinning many of the difficulties outlined above is the view that governments have 
the power to constrain innovation and entrepreneurial activity by bureaucratic interference 
and restrictive legislation.

•	 The direction of state intervention may raise conflicts with interest groups as well as raising 
ethical issues. Such issues surround R&D spending in the defence industries, in aerospace 
and in nuclear energy. Issues like these deal with aspects of business ethics and question the 
purpose, direction and outcomes of innovative activity.
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Despite these difficulties many see an important role for the state in innovation activities of 
individual firms. A considerable literature has developed about national innovation systems. This 
literature argues that cultural and national differences are a product, not just of the role of the 
state but a whole series of institutional relationships within a country that result in different pat-
terns of innovation. We explore this in the following section. There are links here with the notion 
of economic systems and institutional frameworks as sources of diversity that we introduced in 
Chapters 3 and 5.

National and cultural differences
So convinced have we become of the dependence of the total social, political and economic 
order on technical development that national output of scientific discoveries and the rate of 
technological advance have begun to appear as the ultimate criterion of culture and different 
political and social systems are compared as facilitators of this kind of achievement.

(Burns and Stalker, 1966, p. 19)

Burns and Stalker recognized that innovation was the product of a number of influences oper-
ating together. The configuration of these influences often leads to national differences. In this 
section we look first at certain assumptions made about the influence on culture on innovation, 
and then examine in more detail the concept of a national system of innovation.

Using Hofstede’s classification of culture, Walker et al. (2015) cite research that claims there 
is more innovation in countries where there are higher levels of individualism and lower levels of 
uncertainty avoidance. We have seen in our discussion of culture in Chapter 5 that Japan scores 
low on individualism and high on uncertainty avoidance. Yet if we look at Tables 10.2, 10.3 and 
10.5 we see that two Japanese firms, Toyota and Honda, were among the top 25 in expenditure on 
R&D, that Japan was third behind the USA and China in terms of total R&D spending, and that 
Japanese companies feature frequently among those receiving most patents in the USA. It would 
appear that the relationship between culture and innovation is a little more complex than some 
assume. Since the 1960s the Japanese government has taken a collective approach to innovation by 
forming innovation centres in each sector and getting competing firms to collaborate to benefit the 
economy as a whole. The evidence would also appear to suggest that neither is uncertainty avoid-
ance a handicap to innovation. The majority of innovations from Japanese firms, indeed the major-
ity of innovations in most countries are incremental in nature, indicating a step by step approach 
not incompatible with uncertainty avoidance. We now turn our attention to national systems.

The term national system of innovation is generally attributed to Lundvall who defined it as:

. . . the elements and relationships which interact in the production, diffusion and use of new, 
and economically useful knowledge . . . and are either located within or rooted inside the 
 borders of a nation state.

(Lundvall, 1992, p. 12)

According to Lundvall, two features of the national system of innovation are:

•	 The relationship between the actors and institutions in the system, including governments, 
firms, banks and universities. We identify these in more detail in the next section.

•	 The flows of knowledge in the system. Lundvall believed that the actors and institutions 
engage in interactive learning that increases the value of knowledge as it flows through the 
system and as it is used.
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The differences between Japan and the USSR reflect the differences in the two political and 
economic systems at the time. The USSR was a state controlled economy with a strong inter-
nal focus, except in the cold war with the West and the USA in particular. Individual firms 
received instructions and dealt directly with the government. There was no competition, but 
also no reason to collaborate. Japan typifies a coordinated market economy where the state 
encourages individual firms to innovate as a means of achieving competitive advantage. The 
de-militarization of Japan following World War Two has meant that defence R&D has played 
a very small role indeed.

Elements of the national system of innovation
We can identify a number of elements. The state’s involvement includes the extent of subsidies to 
companies especially for basic research; the funding of universities and training and the protec-
tion of home markets. As can be seen in the above example of the communist USSR, the entire 
political and economic ideology influences the direction and levels of innovative activity. The 
nature of economic organization will determine the degree of sector specialization as in the case 
of the dominant role played by pharmaceuticals in Switzerland. In the USA and Japan, large firms 
predominate in terms of innovation, while in Italy a much greater role is played by smaller firms 
working together. Innovation is also a feature of competition both nationally and internationally. 
At the level of the firm, innovation strategies are important as well as the level of investment in 
innovative activity. The integration of the banking system with business can determine the amount 
of venture capital flowing into organizations. The significance of stock market behaviour can 
influence levels of investment especially where the system is geared to maintaining share price and 
paying high rates of dividend, which may operate against longer term investment in R&D. The 
facilitation of knowledge flows through interaction with other firms and with universities as well 
as labour mobility can all be contributing factors. We may also identify cultural influences. As we 
have already seen, the incrementalism that defines much of innovation by Japanese firms may well 

TABLE 10.6 An example of contrasting national systems

Japan USSR

High R&D spending as a % of GNP  
(2.5 per cent)

Very high R&D spending as a % of GNP (4 per 
cent)

Less than 2% investment in military and space Over 70% to military and space
Integration of R&D, production and imported 
technology

Almost no integration of R&D, production and 
imported technology

Strong links between firms Non-existent links between firms
Incentives to innovate at firm level Mostly disincentives for innovation at firm level
Almost 70% of R&D company financed 
and operational at enterprise level

Less than 10% operating and financed at 
 enterprise level

Intense international competition Weak exposure to international competition 
except in arms race with the USA

A good example of how these relationships produce different approaches to innovation is 
illustrated by Freeman (1995) in a comparison of Japan and the USSR in the 1970s, as seen in 
Table 10.6.
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be a product of avoiding uncertainty, so encouraging a step by step approach involving detailed 
planning. The lack of innovative activity in many UK firms, with the exception of pharmaceuticals, 
may reflect educational preferences away from science and engineering.

National systems of innovation comprise a number of actors and institutions that collectively operate to determine 
the nature of innovation. The different influence of actors and institutions in different countries can lead to very 
different approaches to innovation. Influences include the state, banks, individual firms and the universities. The 
national system is influenced by economic and political ideologies as well as underlying approach to education 
and training. A key element in the system is the flow of knowledge between the participants and the development 
of knowledge as a product of the education system and through international links.

KEY CONCEPT 10.7 NATIONAL SYSTEMS OF INNOVATION

We do know that the interaction of the various actors and institutions and the nature of knowl-
edge flows produces different approaches to innovation as illustrated in Table 10.7. In Chapter 5 
we noted the difference between coordinated market economies (CMEs), typified by Japan and 
Germany, and liberal market economies (LMEs), typified by the UK and USA. We can see how 
these different systems impact upon innovation.

Table 10.7 gives examples of differences in two types of market systems. However, there is 
some evidence that many US firms have adopted a more long term approach to R&D while, 
largely as a result of economic problems, firms in Germany and Japan have adopted more short 
term approaches.

TABLE 10.7 Coordinated market and liberal market economic systems and their impact on 
innovation

CME (Germany/Japan) LME (UK/USA)

Innovation is based on tacit knowledge 
accumulation

Innovation is based on demand, risk and time 
costs

Innovation is seen differently to other 
investments

Innovation is measured as just another 
investment

Long term approach supported by banks Short term approach, with banks demanding 
a return on investment

Power in firms rests with engineers, scientists 
and practitioners

Power in firms rests with accountants

Rigorous general education and specific 
 vocational training

Strengths in science and engineering

Less rigorous general education and less 
 attention paid to training and development, 
especially in the UK

Stable stock market supporting a long term 
approach

More volatile stock market leading to a short 
term approach

Government support and some intervention Government adopts a more hands-off approach

However, differences remain. Historically in Japan, innovation has always been supported 
by the state. The government Ministry of International Trade and Industry has, since the 1960s, 
encouraged innovation through the establishment of research consortia, in which R&D staff from 
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major firms in each sector are seconded to government centres to collaborate on developments 
that will benefit the sector and ultimately the economy.

In comparison with other major industrial countries, the UK spends less on R&D as a propor-
tion of GDP and employs fewer research scientists as a proportion of its labour force than its 
main competitors. In some industries, notably pharmaceuticals, the UK has world class R&D 
performers in the likes of GlaxoSmithKline and AstraZeneca, but this is not the case in most 
other industries and innovation is concentrated in relatively few firms. The reasons can be found 
in the specific features of the UK national system of innovation:

•	 the behaviour of the stock market is frequently cited, more especially the payment of high 
rates of share dividend linked to short termism

•	 the withdrawal of the state from direct support is also given as an explanation. This was 
particularly apparent under the free market ideologies of successive governments since 1979

•	 the lack of R&D activity in UK firms is also a function of the nation’s industrial structure. 
The USA, in particular, has a much higher proportion of high-tech firms engaged in lead-
ing edge research. UK industry is typified by low tech firms and the AstraZenecas and 
GlaxoSmithKlines are the exception rather than the rule

•	 there has been an over-emphasis on defence and prestige projects

•	 historically, high interest rates and the difficulties of raising investment capital are also cited

•	 A relatively smaller number of university graduates in science and engineering than in many 
other countries.

While such comparative data and analyses are revealing, it is difficult to show precise links 
between cultural and national differences, R&D expenditure, innovation and economic growth. 
Our discussion of cultural and national differences has focused almost exclusively on R&D and 
technology. We should not forget that other forms of innovation exist. While the behaviour of 
financial markets is blamed for the lack of investment of UK manufacturing firms in R&D, firms 
specializing in finance have themselves been highly innovative, developing new products to keep 
one step ahead in a highly competitive business.

Globalization versus national systems
The diffusion of knowledge flows and innovation has accelerated as a result of globalization. 
In particular, the creation of global business networks has facilitated knowledge exchange and 
similar innovations have been taken up in diverse national and cultural contexts. Does globaliza-
tion mean that national systems are no longer important? There are two strong areas of evidence 
supporting the importance of national systems.

First, Porter (1990) argues that national systems are very important and these support the 
development of local competences, resulting in some countries in clusters of successful firms in 
the same sector. In the USA, there is the development of the automobile industry around Detroit. 
In Germany, we find clusters representing the chemical and precision engineering industries. In 
Japan there are clusters representing the automobile, electronic and camera industries. The UK is 
represented by a strong financial industries sector. It is clear that some countries focus on some 
types of R&D more than others. Almost 70 per cent of Swiss expenditure on R&D is from the 
pharmaceutical companies. Pharmaceuticals also dominate in the UK, accounting for around 
48 per cent of expenditure. In South Korea the electrical and electronic companies account for 
60 per cent of all R&D expenditure and in Germany the automobile and parts industry accounts 
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for around 48 per cent of R&D spending. In the USA the spending, while larger in most sectors 
by comparison with other countries, is spread across a number of different sectors (BIS, 2010).

The second argument supporting national systems is based on the concentration of R&D activ-
ity in the home country of large multinationals. Examining the data from a number of  studies 
carried out in the 1990s, Tidd et al. (2005) conclude that only 12 per cent of the innovative activi-
ties of the world’s largest 500 firms they define as technologically active were located outside of 
their home country. This compares with 25 per cent of their production activities. However, more 
recent research by Tellis et al. (2008) suggests the position has changed and that multinationals 
are increasingly seeking to locate R&D in developing economies. Their research of the largest 
multinationals as defined by the Fortune 500 global listing found the top five locations for their 
R&D facilities as follows:

USA 502
Germany 153
Japan 152
UK 109
China  98

Moreover, they noted that India was ranked seventh with 63 facilities (Tellis et al., 2008). 
However, the introduction of R&D centres by major firms in developing economies is in addition 
to R&D centres in their home country. However, by far the largest proportion of R&D activity 
and expenditure is still in the home country of most multinationals. We return to this point later.

Has globalization made obsolete the role of national systems of innovation?

REFLECTION POINT

Innovation and technology
There is an obvious relationship between technology and innovation. Numerous illustrations exist 
where developments in state of the art technology result in business innovations and the devel-
opment of new products and processes: the microchip being a good example. There are some, 
like Schumpeter, who see technical breakthroughs as the force that changes the whole nature of 
business, and the ability of firms to respond is crucial to their survival (Schumpeter, 1961). The 
emphasis on the role of technology is referred to as technology–push. There is another view in 
which demand plays a leading role in determining the direction, extent and impact of inventions. 
While some industries undoubtedly have a richer knowledge base than others, notably chemicals 
and electronics, the profitability of the application of that knowledge was predominantly a ques-
tion of demand. This process is referred to as demand–pull (Schmookler, 1966). This was referred 
to earlier in this chapter (see Key Concept 10.3).

Attempts have been made to support the primacy of demand–pull over technology–push and 
vice versa. Illustrations can be given on both sides. The development of synthetic fibres is clearly 
a case of demand–pull, while the growth of the mass market in electronic calculators is clearly a 
case of the use of developments in integrated circuits and hence technology–push.

In most instances, the distinction between technology–push and demand–pull is too  simplistic. 
The development of the CD and CD player was the product of both the application of laser 
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technology to produce consumer goods (technology–push) and a function of rising discretionary 
income and market segmentation (demand–pull). The two forces would appear to operate side 
by side. In such innovations a key role is played by marketing to build the demand. Marketing 
activity helps in the selection of R&D projects by providing information on the probability of 
their commercial success. It then assists in persuading the consumer that change is desirable. We 
can see then that invention, innovation, R&D, manufacturing and marketing have a complex 
relationship that is not always fully explored by those seeking to prove a correlation between 
innovation and economic growth.

As well as being the catalyst for innovation, in some cases an established technology can be 
difficult to change. Whittington (2000) cites a number of examples, the most famous of which 
is the development of the QWERTY keyboard on typewriters. It is acknowledged that this par-
ticular configuration for keyboards is not the most efficient. Its development was a function of 
mechanical constraints of early typewriters and the insistence of the Remington Company that a 
keyboard should have all the letters to type ‘typewriter’ on one line. The system persists despite 
the fact that the mechanical constraints no longer exist.

ORGANIZATIONAL ASPECTS OF INNOVATION

Innovation varies significantly between different sectors, and between firms in the same sector 
suggesting that both structural and organizational factors influence the effect of innovation on 
performance.

(Tidd et al., 2005, p. xiii)

When we examine innovation at the level of the individual organization, the most significant 
aspects to emerge are those of size, structure and organization culture. Ownership variables 
do not appear to be significant and, despite the obvious interest of the state in the innovation 
process, there is certainly no evidence to suggest that innovation in publicly owned companies 
is any more significant than that in private firms. Indeed, critics of public ownership may well 
argue that political involvement can slow down the process of innovation. We shall see that the 
question of goals is invariably tied up with issues of size, and we deal with these aspects together 
in our next section.

Organizational size and goals
The impact of organizational size upon innovation presents us with conflicting evidence as to the 
relative merits of large versus small firms. We will examine some of that evidence and attempt 
to show the relationship of size with changing goals as well as illustrating the dynamic process 
of innovation at the level of the firm. However, we must remember the major difficulty in our 
assessment of innovation, that of measurement. While R&D expenditure is clearly an indication 
of innovative activity, firms can be highly innovative in their products, marketing and organiza-
tion without having an organized R&D function.

The argument for large firms includes the following:

•	 Large firms dominate when developments in technology depend upon expensive research 
programmes of the kind that can only be found in the large corporation. The complexi-
ties of modern technologies and the corresponding development costs set up irrevocable 
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pressures on organizations to grow. This is certainly the case in the pharmaceutical and 
aerospace industries. Evidence in the 1960s was fairly clear in that large manufactur-
ing firms spent proportionally more on R&D, had a larger share of innovation and were 
quicker to adopt new techniques of manufacturing (Mansfield, 1963).

•	 Large firms also feature more prominently where risk is high. They are able to spread risk 
more easily than small firms and are generally better placed to attract government funding 
and to obtain bank loans.

•	 In general, large firms are able to generate more funds internally that can be used for 
development funding.

•	 Large firms also dominate where high volume sales are needed in competitive industries. 
This explains both the dominance and high R&D expenditure of major firms in the auto-
mobile industry.

•	 Large firms can exploit economies of scale and therefore get more for their research 
expenditure.

•	 Large firms dominate the various R&D rankings (see Tables 10.2 and 10.5).

The argument for small firms includes the following:

•	 Small firms spend more on R&D as a proportion of total sales and employ proportion-
ally more staff in R&D than the larger firms, though this could be a case of economies of 
scale operating in favour of the larger firm rather than any differences in their innovative 
capacities.

•	 Smaller companies do have higher R&D intensities, measured in terms of the relationship 
between R&D expenditure and sales. However, this may be because they are in the pro-
cess of establishing themselves and are in the research phase of their development. It may 
also be a function of their lower sales compared with those of larger firms.

•	 Those who subscribe to the small firms lobby would argue that the smaller company is 
more flexible and adaptable, less bureaucratic, closer to the consumer and, hence, the 
source of far more significant innovations than the big firm. We discussed such arguments 
in more detail in the section on small businesses in Chapter 6.

•	 Some evidence favours the small firm. Pavitt (1983) found that firms of less than 1000 
employees accounted for more than 20 per cent of innovations in Britain, far greater than 
their share of R&D investment but less than their share of employment or net output. 
However, Bessant and Tidd (2007) argue that much of the research is biased towards 
 specific, notable examples and ignores the fact that the majority of small firms are not 
innovative at all.

There are three complicating factors: competition, the nature of the industry and time. We 
deal with each in turn.

Jewkes has championed the cause of the small inventor but found that size is a far less signifi-
cant factor than the competitive nature of the market in which the firm operates (Jewkes et al., 
1970). We may conclude from this that highly innovative firms are more likely to be found in 
very competitive markets, as is the case with cameras, and that this occurs irrespective of the size 
of the firm.

There are also important variations according to the nature of the sector in which the firm 
operates. Most innovations in the electrical, electronic, food, chemical and vehicle industries 
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occur in large companies. In the case of mechanical engineering, instrumentation, leather and 
footwear, it is the smaller firm that tends to dominate (Pavitt, 1983). There is a danger with such 
analyses in that they confine innovation to products and processes. Significant innovations in, for 
example, retailing and financial services tend to be overlooked.

The relationship between innovation and size of firm can vary over time. Henry Ford produced 
five engines in quick succession before the Model T, in a relatively small, jobbing based organiza-
tion. No product change then took place for 15 years, as the emphasis shifted to the development 
of mass production process technologies and incremental product improvements (Abernathy and 
Utterback, 1978).

Examinations of business histories show that the most fundamental product innovations usu-
ally take place at a relatively early stage of a firm’s development, when it is relatively small. As 
the firm develops, more emphasis is placed on process innovations. A stage may well be reached 
where the growth of mass markets and the need for economies of scale in the production process 
mean that fundamental change is resisted as being too costly. In other words, the goals of the 
company change over time with changes in size and the nature of the innovations. A longitudi-
nal study of the development of computer aided design (CAD) systems in manufacturing found 
that from 1969 to 1974 initial innovations took place in small computer software companies. 
From 1974 to 1980 the main developments were taking place in much larger companies. Either 
the original firms had expanded or they had been bought out by firms, such as General Electric, 
wishing to buy into the new technology. In both cases, size was seen as an important factor in 
the attraction of venture capital. From 1980 onwards, smaller firms once again entered the mar-
ket, concentrating on the development of highly specialized CAD systems, with a limited field of 
application (Kaplinsky, 1983).

We may conclude that there is no clear relationship between size and innovation, but we are 
able to make the following observations:

•	 the investment required in some types of innovation, and the need for high volume produc-
tion for a return on that investment, clearly operates in favour of large companies, as in 
the chemical and pharmaceutical industries

•	 an influencing factor would seem to be the sector of operation. Some sectors, like chemi-
cals, tend to be dominated by large companies while in others, especially instrumentation, 
the small firm still plays a significant role

•	 there are cases of breakthroughs being made by small firms in all sectors, but they may 
have to align themselves with larger companies to obtain the necessary development 
 capital, production capacity or access to markets

•	 where markets are especially volatile, any firm, irrespective of size, may have to keep 
innovating to maintain market share. It is in such situations that entrepreneurial activity 
becomes most important

•	 the relationship between size and innovation varies over time as does the link between 
product and process innovation.

Does size matter when it comes to innovation?

REFLECTION POINT
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Innovation and organization structure
When novelty and unfamiliarity in both market situation and technical information 
become the accepted order of things, a fundamentally different kind of management system 
becomes appropriate from that which applies to a relatively stable commercial and technical 
environment

(Tom Burns, in the preface to The Management of Innovation,  
Burns and Stalker, 1966, p. vii)

The starting point is appropriate, since it was Burns and Stalker’s study of the post-war 
electronics industry and, in particular, the failure of some of the Scottish firms in their study to 
innovate, that has been so influential, not only in the development of organization theory, but as 
a practical guide to innovative firms on the development of appropriate structures. In this section 
we will examine why such a ‘fundamentally different kind of management system’ is necessary, 
the problems encountered in setting up such a system, and the attempts that have been made to 
provide solutions to these problems. We illustrate the arguments by focusing on the R&D depart-
ment in typically science and technology based industry. The same arguments apply for any group 
within an organization with the primary responsibility for initiating innovation. For example, in 
an advertising agency tensions often arise between staff who manage client accounts, and who 
have to adopt a business orientation, and those whose primary responsibility is the generation 
of creative ideas.

Burns and Stalker identified two ideal types of organization, which they called the mechanis-
tic organization and the organic organization. In their view the organic organization was more 
effective for innovation. The differences between these two types of organization are presented 
in Table 10.8.

TABLE 10.8 Differences between mechanistic and organic organizations

Mechanistic Organic

•  Highly specialized tasks, fragmentation and 
differentiation

•  Contribution of individuals to a collective 
 common goal

•  Tasks follow abstract rules •  Tasks related to the needs of real situations
•  Roles and jobs are defined in a precise way •  Roles and jobs are loosely defined and are 

 continuously being redefined
•  The structure is very hierarchical with loca-

tion of key knowledge at the top
•  Responsibility and authority are delegated 

throughout the organization, knowledge 
exists anywhere in the organization

•  Interaction and communication tends to be 
vertical

•  Communication flows in all directions, team 
working and networking are encouraged

•  Members of the firm are expected to be 
loyal and obedient

•  Members of the firm are expected to be 
 committed to the goals

•  The focus tends to be on experience and 
 knowledge built up within the organization

•  The focus is on external experience and 
 knowledge is drawn from a variety of sources

•  Innovation strategies tend to be based on 
 rational approaches using SWOT analysis

•  Innovation strategies tend to be  incremental, 
changing and creative
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The R&D function and those connected with it have various claims for different treatment 
from the rest of the organization:

•	 There is a fundamental belief that the creativity inherent in the function requires its work-
ers to communicate freely both within and outside the organization and to be free of the 
bureaucratic controls to which other departments are subject.

•	 The very nature of the work demands that there be flexibility as far as the allocation of 
priorities, patterns of working and normal management control systems are concerned.

•	 Specifically there is a demand for the relaxation of hierarchical controls and a need to see 
investment in R&D as a long term issue.

Those companies where innovation is a key activity have tended to respond by creating R&D 
departments. This can create a problem, in that this can set up a clash of cultures between R&D 
and the other departments. The need for flexibility, as outlined above, challenges bureaucratic 
controls and with it the existing power base. The old order with its allegiance to the organization 
and the status quo can be shaken by a group with allegiance to a knowledge base whose source 
lies outside the organization. In such a situation it is often convenient for top management to 
isolate the R&D department both politically and sometimes geographically. In this way it presents 
less of a challenge to the status quo and can be conveniently amputated when costs need to be cut. 
It is not uncommon in times of economic recession for firms to cut back or close down altogether 
their R&D function. This sets up an interesting paradox between the need to reduce expenditure 
and the central role ascribed to innovation in economic recovery. However, it is often the R&D 
staff who support this isolation within the organization. It absolves them of responsibility and 
gives them the kind of freedom they seek to pursue their own goals.

The result for the organization is invariably a lack of coordination between R&D, production 
and marketing, which retards the innovative process and is detrimental to the effective operation 
of the firm as a whole. A great deal of time can be wasted on internal politics and the situation can 
lead to a proliferation of committees and intermediaries.

In many ways, the R&D department needs to be different because its goals are different, the time 
horizon on which it is evaluated is different, and it has different needs with regard to the formality 
of its operations. An R&D department needs an informal structure because of the uncertain nature 
of its work and its need for a flexible response to both technological and market changes. Special-
ists may need to be brought in from outside, possibly on a temporary basis, decision making and 
responsibility may have to be decentralized, and there will usually be a very loose specification of jobs 
and work procedures. Integration may be achieved through the management information system, by 
creating cross-functional teams or by using some managers in special integrating roles.

There are dangers with this approach. Catering to the special demands of the R&D function 
can lead to the kind of isolation we have already discussed and attempts at integration can all 
too often result in paperwork jungles or the creation of supernumerary roles.

Communication and coordination would appear to be key issues. Multinationals that can draw 
effectively upon a worldwide network are generally more innovative than those who operate as 

In what situations would mechanistic structures be more effective than organic structures?
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separate national entities. Companies such as GSK and Siemens have established global inno-
vation networks, vital in fast moving industries such as pharmaceuticals and electronics. In all 
firms, a close relationship between R&D and marketing is essential to provide information which 
reduces uncertainty concerning the acceptability of innovative products.

Firms operating globally would seem to have three options. Innovation can be the prerogative 
of some centralized unit such as a central R&D division, or it can be a decentralized activity or 
a combination of both systems. A centralized system offers economies of scale and may offer 
advantages in the development of new technologies. However, where it is important to develop 
local products for local markets, particularly where supply chains are involved in the development 
process, a decentralized system may be more effective. Most global firms, such as HP and Ford, 
have R&D operations in most of their main markets. Tidd et al. (2005) argue that the factors 
involved in centralization versus decentralization and global versus local are:

•	 Where basic research is important, as in the pharmaceutical industry, centralization tends 
to be the norm, as it does where a period of trial and error is needed after a breakthrough.

•	 Firms following long term strategies tend to have more centralized R&D than those pursu-
ing more short term, market led strategies.

•	 There is a tendency for most global firms to locate the majority of their innovative activity 
in the home country. In the case of Germany, Japan and the USA, Tidd et al. (2005) note 
that as much as 80 per cent of high spending R&D is located at home. The main use of for-
eign R&D would appear to be to adapt products for local markets. Of course, in the case of 
certain complex products, such as passenger aircraft, even this may be unnecessary. Local-
ized R&D would seem to operate best when there is a need to exploit local conditions, as in 
the case of working with local raw materials or using specialized local knowledge and skills. 
We also noted that there is a trend to locate R&D in emerging markets, especially China 
and India (Tellis et al., 2008).

Some believe that effectiveness is achieved through the organization of the firm around its 
dominant competitive issue. In this way, if innovation were identified as the priority then the firm 
should locate its centre of power and influence around that activity. Innovative firms not only 
see innovation as a priority but build an entire organization culture based on innovation. In the 
next section we reinforce this theme.

Organization changes, which follow technical innovations, can underline the competitive 
advantage of the innovation. The impact of containerization and advances in telecommunica-
tions offered opportunities to shipping companies, but full advantage was only gained following 
corresponding changes in jobs and organization structure.

The role of organization culture
In the previous section we dwelt at length on the structural issues pertaining to the operation of 
an R&D function. We have maintained throughout that innovation is not the sole prerogative of 
science based manufacturing industry, nor does it depend on the existence of a formally estab-
lished R&D department. We have established that innovation applies to all forms of business, 
and many firms are entrepreneurial and innovative largely because it is seen as a responsibility of 
all staff, irrespective of their function.

A culture of innovation may be built up in a variety of ways. One way may be to recruit inno-
vative and entrepreneurial staff and, by using training programmes, to develop creative thinking. 
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More significantly, the lead normally comes through the activities and energy of senior manage-
ment, and their creation of an organization to foster innovation. Ekvall (1991) reported on a 
research programme about creativity and found, not surprisingly, that creative organizations were 
typified by high trust, freedom, idea support, playfulness and risk taking.

INNOVATION AND MANAGEMENT STRATEGIES

Throughout this chapter we have seen that both management and representatives of governments 
have operated on the clear assumption that innovation is linked to increased productivity, market 
share and profitability, as well as being an indication of the state of a nation’s economic health. 
An innovation strategy would appear to be the key to competitive advantage, based on the belief 
that firms must innovate to survive, since strategies that depend on imitation and following mar-
ket trends will ultimately lead to a saturation of the market. A study of over 6000 businesses in 
the UK over an 8 year period by Roper and Xia (2014) found that survival rates were higher for 
innovative than for non-innovative firms.

In this section we will examine five types of innovation strategy, although, as we shall see, there 
is significant overlap between these different types. We end our discussion of innovation strategy 
by revisiting some of the themes introduced earlier in a consideration of integrated strategies 
before closing the section with an examination of some constraints to innovation.

Types of strategy
In Chapter 8 we identified a number of approaches to strategy formulation that we called the 
strategic process. We noted that a popular approach to strategy was the rational approach based 
on an assessment of the firm’s environment and of its strengths and weaknesses. We argued that 
such an approach was unlikely to produce innovative solutions since much of the knowledge is 
also available to competitors and therefore strategies are likely to be copied.

Whittington (2000) and Tidd et al. (2005) argue that an innovative strategy is more likely to 
arise from an incremental process. This allows strategy to develop in a step by step approach and 
is constantly amended as new things are learned about the environment, the organization and 
the customers. Such a process goes hand in hand with a form of organizational learning in which 
the organization members develop knowledge and understanding that is unique to their firm and 
situation. We have referred to this as tacit knowledge (see Key Concept 10.4). As we noted in 
Chapter 8, no single approach to strategy is necessarily better than any other. However, in terms 
of innovation, a number of generic strategies have been recognized. We begin our discussion by 
looking firstly at first to the market strategies, sometimes referred to as first mover, before moving 
on to follower strategies, licensing, methods of joint development and enhancing the capabilities 
of the organization to innovate.

First to the market strategy
According to Ansoff and Stewart (1967), organizations pursuing this type of strategy display the 
following features:

•	 R&D is viewed as a central part of their operation

•	 there is a strong commitment to basic research, technical leadership and hence a willing-
ness to take risks with comparatively large investments
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•	 research tends to be close to the state of the art and the organization employs a high pro-
portion of top rate research scientists

•	 there is considerable coordination between research, production and marketing and plan-
ning is usually long range.

The large pharmaceutical companies, like Pfizer, Roche and GlaxoSmithKline, fit into this cat-
egory. They use R&D and a first to the market strategy as a deliberate attempt to dominate the 
market. As we see in Case 10.1, GSK and its predecessors have always employed large numbers 
of research scientists and have close links with universities in various parts of the world. They 
developed the anti-ulcer drug Zantac before its rivals, thereby achieving a very large and very 
profitable market share.

However, a first to the market or a first mover strategy is not confined to science and 
 technology based industries. First mover advantages can be found also in the banking industry 
(ATM machines, telephone and online banking) and in the tourist industry (being first to develop a 
resort, or in the case of Club Med, develop a new holiday formula) and in retailing (as in the case 
of Amazon developing global systems for both online purchases and the speedy delivery of goods).

First mover advantages Being first to the market gives a firm distinct advantages, many of which 
were identified by Lieberman and Montgomery (1988):

•	 The firm has technical leadership and can do something that no one else can, thereby 
 creating a steep learning curve for others to follow. The advantage may lie in the unique-
ness of the product or process. It may also lie in the complexity, as in the case of large 
jet aero-engines developed by Rolls-Royce. The advantage may also lie in combining a 
bundle of attributes that others find difficult to replicate. This was an advantage gained 
by  Japanese cars in the US market in the 1980s. This is very similar to the concept of core 
competence, discussed in Chapter 8.

•	 The firm can use the patent system to create a monopoly position and earn income from 
licensing activities, as with Pilkington and its float glass process or with many products in 
the pharmaceutical industry, such as GSK’s Zantac or Pfizer’s Viagra.

•	 Those first to the market can control limited resources. These include raw materials and 
labour, but other factors as well. The first development in a beach resort can occupy the 
prime site and buy land when prices are relatively cheap. Those following, especially if the 
resort becomes fashionable and popular, are faced with less desirable locations and higher 
prices. Such locational advantages can also give a competitive edge in retailing.

•	 Those that are first can set the industry standards that others must follow, as in the case 
of computer hardware and software. The battle for market share in the UK satellite televi-
sion industry was fought between Sky and BSB, with the two companies operating different 
 systems. In some respects BSB operated a technically superior system, but being first enabled 
Sky to gain the largest market share. BSB experienced financial difficulties and was eventu-
ally taken over by Sky.

•	 Once a market is established, those coming after incur significant costs in getting buyers to 
switch from the first mover product. This is especially true if the first mover establishes a 
strong brand.

Being a first mover and being first to patent the invention may not be sufficient in itself. Sony 
was not the first company to patent the Walkman, but was the first to produce it cheaply and 
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market it effectively. Rank Xerox was first to the market with the photocopying machine and 
used the patent to create an effective monopoly, but failed to compete effectively for several years 
with Canon and Toshiba when they entered the market as followers. Being a follower can have 
advantages and it is to this we now turn.

Follower strategies
A variety of follower strategies can be identified. Some firms, such as Philips operating in the 
domestic electrical market, are highly innovative. They take state of the art technical knowledge 
invented elsewhere and use this to develop their own product range. Other firms will follow 
cautiously behind the state of the art technology, concentrating more on design modifications. 
Follower companies possess R&D departments and, while not first to the market, are still con-
cerned with innovation. Zara is an example of such a firm. Many of Zara’s clothes designs are 
taken from the top designers displaying their wares at international fashion shows. While this is 
a follower strategy the success of Zara as a brand and a retailer lies in the modification of these 
designs to make affordable clothes for a wider market. This is backed up by innovative supply 
chain management as featured in Case 11.1 in the next chapter.

By contrast there are some followers who have no R&D function as such. They exist largely 
on a strong manufacturing base and have the ability to copy products quickly and effectively. 
Successful firms of this type operate on low costs, have a comparatively low selling price and the 
ability to deliver on time. They rely on being highly competitive as opposed to innovative. Firms 
operating in this way do not tend to be household names.

Follower advantages

•	 Goods can often be introduced more cheaply as high development costs do not have to be 
recouped. Followers are able to acquire technology much more cheaply.

•	 There are fewer risks and the costs associated with them are lower.

•	 Those coming after can learn from the mistakes of the pioneers. For example, Boeing 
developed its highly profitable 707 range of aircraft by learning from the metal fatigue 
problems that dogged the early versions of the British Aircraft Corporation’s Comet and, 
as a result, gained a much larger market share (Bowen et al., 1992). In turn, Airbus, a rela-
tive newcomer, learned from Boeing and in certain areas became the market leader.

•	 Coming second also means that a market with support mechanisms such as knowledgeable 
retailers, service and maintenance facilities and complementary products, is established. In 
the computing arena, later arrivals entered a market place where software standards were 
established and they could develop their products accordingly.

•	 The consumer is more aware and has developed product knowledge.

Follower strategies have been summed up by Lieberman and Montgomery (1988) as ‘free-rider 
effects’. Such a strategy can be pursued in specific circumstances by otherwise highly innovative and 
well-known companies. We have noted that, when Rank Xerox’s patent on the photocopier expired, 
several companies, including Canon and Toshiba used the available technology to manufacture 
their own versions. In many cases those coming second not only have the advantages highlighted 
above but can build upon their reputations in other fields. In the case of Canon and Toshiba they 
developed photocopiers that were not only cheaper but more reliable. This, in turn, resulted in Rank 
Xerox rethinking its own strategy and led to a focus on quality and the development of total quality 
management (TQM) techniques in an attempt to recapture its former market position.
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Licensing is closely linked to follower strategies. It is a common option for many firms, taking 
advantage of a licence for products and/or processes from other more innovative firms on the 
payment of a licence fee to the patent holder. This is not only a strategy for the avoidance of R&D 
costs, but can save a great deal of time in the development process by eliminating duplication 
of effort. The high cost of development in the electronics industry was considerably reduced for 
many firms by using, as their starting point the original patent for the transistor owned by the 
Bell Telephone Corporation. Licensing may not be totally passive and may, in fact, be a spur to 
modifications, resulting in a company developing its own innovations.

Partnering with other organizations may be an effective strategy to reduce the costs of innova-
tion in a business environment that has seen competition increase, R&D costs rise and product life 
cycles shorten. As well as sharing the cost, Roper and Xia (2014) outline a number of advantages 
of this approach:

•	 It can reduce the risk.

•	 It allows access to technologies and methods that have been developed elsewhere.

•	 It enables organizations to obtain knowledge from a network of parties.

Such an approach is sometimes referred to as open versus closed innovation. Whereas closed 
innovation is contained within a single firm, open innovation uses a potential variety of sources 
to accelerate the innovative process. These may include alliances or joint ventures with other 
firms or universities, using a specialist research consultancy or the engagement in professional 
networks. Such methods can be of advantage for smaller firms, particularly those in the start-up 
phase. However, there can be issues of control and of the ownership rights of any patent that 
may be registered.

Such an approach may be extended to an acquisition strategy. In this way, a firm can add to 
its stable of new products, processes and patents by purchasing particularly innovative companies 
that are operating in their chosen direction of diversification. In other cases a spin-off company 
can be established to focus on a specific project, as SmithKline Beecham did with Adprotech 
before its merger with GlaxoWellcome.

Methods to enhance a firm’s innovative capabilities involve the recognition that innovation is 
wider than a focus on product or process itself and includes: supply chain management, market-
ing, employee skills development and leadership. We discuss related themes in the next section.

Integration: strategy, structure and culture
Although innovation is a primary source of competitive advantage, it is usually an effective 
source only if it can be deployed in concert with some other sources of competitive advantage, 
or if it is at least supported by other strategic weapons.

(Kay, 1992, p. 127)

It is clear from our treatment and illustrations of the various strategies above that they are not 
mutually exclusive. A firm can pursue a combination of strategies at the same time or  different 
strategies at different times and in different product markets. The quote from Kay suggests that 

Identify a range of first mover and follower firms and their products.
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whatever strategy is pursued it is insufficient in itself without the support of the rest of the organ-
ization. This reinforces the theme raised in our discussion of the relationship to innovation of 
organizational structure and organizational culture. We may conclude from the works of Kay, 
Tidd et al. (2005), and other authors and case histories that the strategic implications for a firm 
wishing to be innovative are:

•	 Leadership is important in setting the agenda. Individuals such as Edison and Ford 
have set examples for others to follow. Without such leadership, firms can lag behind. 
Tidd et al. argue that General Motors delayed implementing lean production, following 
 Toyota’s lead, on the mistaken belief that the Japanese advantage came from unfair trad-
ing practices.

•	 In general there needs to be a risk taking ethos that is supported by top management. Such 
an ethos is an important part of the firm’s vision statement, widely accepted by employees. 
There ought to be a willingness to experiment and therefore a freedom to fail. Employees 
should be empowered, encouraged and supported. Individual contributions should be 
 recognized and publicized throughout the organization.

•	 This should be supported by the recruitment of people with creative talents and, where 
appropriate, with good technical backgrounds in the specific industry sector. This in turn 
needs to be supported by a creative culture reinforced by flexible structures and styles of 
leadership

•	 Recruitment policies need to be reinforced by training and development programmes 
which place emphasis on innovation and the acquisition of the required technical knowl-
edge. Promotion strategies should include technical know-how and a commitment to 
 innovation as key criteria. Development targets should stretch individuals.

•	 The exchange of ideas should be encouraged, not just within the firm but especially for 
those operating in science based industries, also by fostering links with universities and 
other research establishments. Innovators tend to have an external focus.

•	 Mechanisms that facilitate communication can be set up, such as suggestion schemes and 
more radical methods of employee participation, but, more generally, innovation may be 
encouraged if the organization is flexible and decentralized.

•	 Effective structures tend to be based on small flexible teams, where employees have 
broadly defined jobs. Employees should be encouraged to interact with people and ideas 
from outside their own organization. While structures are important they need to be 
 flexible enough to change as circumstances change.

•	 Innovation is about learning and change, and it is linked to the concept of the  learning 
organization. There should be a focus on tacit learning that is used for competitive 
advantage.

•	 Whether a special R&D department is created or not, attention needs to be paid to inte-
grating the function of innovation with the rest of the organization’s activities. Kay (1993) 
goes further and speaks not only of the importance of integration within the firm – between 
departments, management and labour – but also between the firm and its suppliers and the 
firm and its customers. The close relationship between many Japanese manufacturing firms 
and their components suppliers illustrates this. In short, innovation is the responsibility of 
all people in the organization (and those outside who work with it) and not just members of 
the R&D department.

Copyright 2019 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



CHAPTER 10  INNOVATION396

Probably the most significant feature to emerge from the points made above is the need to 
create a particular organization culture or climate that is supportive of innovation. This in turn 
needs to be supported by an environment where emphasis is placed on developing the skills 
of the workforce, and where innovation is encouraged. A good example of all these features 
can be found in Case 8.1 that deals with the factors that gave Southwest Airlines competi-
tive advantage. The absence of these features presents the innovative firm with considerable 
constraints.

Constraints to effective innovation strategy
Despite the central role ascribed to innovation, there are constraints that may limit its effective-
ness. We can identify them as failures of management and of structure and problems associated 
with costs, operations, the behaviour of employees and other difficulties relating to the political 
and economic environment.

In terms of a failure of management:

•	 A UK DTI survey concluded that the main inhibitor to innovation was the lack of 
vision and leadership of senior managers. Many did not see the market need to innovate 
(DTI, 2006).

•	 For any new idea there is a high probability of failure. If we add this to a tendency on the 
part of many managers to underestimate the costs involved, then it is easy to see why some 
companies have found innovation a risky strategy. Lockheed and Rolls-Royce in the aero-
space industry are good illustrations of this.

•	 Managers in many industries, faced with the pressure for career development and pressures 
from shareholders for a generous dividend, may opt for safer short term investments, which 
preclude more radical innovative strategies. Undoubtedly the problems associated with 
short termism in general highlight the importance of a supportive financial system for effec-
tive innovation.

In terms of cost a major inhibitor involves the difficulties of raising finance. This is reinforced 
by the issue of the time lags between development and commercial exploitation which can be 
highly variable, a process taking an estimated 22 years as far as television was concerned.

In terms of structure Kanter (1997) concluded that the main structural constraints were a 
dominance of vertical relationships and poor lateral communications.

In terms of behaviour constraints include resistance to change and coping with organization 
changes that change the power relations within organizations.

In addition to all these problems, economic, social and political conditions may militate against 
effective innovation. We have already seen the importance of a skills infrastructure and supportive 
political policies. Objections by trade unions fearing losses in job security, either real or imagined, 
can set back the introduction of process innovations, as we have seen in the newspaper industry 
(News International Case in Chapter 4).

In discussing innovation, students should remember that the strategies are never as discrete as 
textbook models would like them to be. We have noted that a firm can be first to the marketplace 
with some of its product range while following other firms in other types of product. A firm may 
well have a strong R&D department with a record of successful innovation. At the same time it 
could licence developments from its competitors and even pursue an acquisition strategy of buy-
ing up certain highly specialized units.
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What does appear to be important is an integrated strategy, a theme that appears central to 
the innovative process. A good idea may be wasted without corresponding policies in operations 
and marketing, the respective themes of our next two chapters.

CASE 10.1 GLAXOSMITHKLINE (GSK)

In 2000, GlaxoWellcome and SmithKline Beecham 
merged to create GlaxoSmithKline (henceforth 
referred to as GSK) the largest UK pharmaceutical 
company. In 2017 Forbes listed GSK as the tenth 
ranked pharmaceutical company in the world based 
on a combination formula of sales, profit, assets and 
market value. The top three companies were Pfizer 
(USA), Novartis and Roche Holdings (both Swit-
zerland) and the other major UK pharmaceutical 
company, AstraZeneca, was ranked eighth. The moti-
vation behind the 2000 merger was the creation of a 
research led company to challenge the best in the 
world in terms of its ability to invent and deliver new 
drugs to the market. In 2017 the company employed 
98462 people in research, manufacturing and office 
sites across 150 countries. The corporate headquar-
ters are in London.

This case focuses on developments that occurred 
in GlaxoWellcome before the merger. It deals with 
the approach of the company and some key issues 
since the merger.

The GlaxoWellcome years

GlaxoWellcome was formed by a merger in 1995 
between Glaxo and Wellcome. With the merger the 
company controlled 35 per cent of the world gastro-
intestinal drug market, 25 per cent of the antibiotic 
 market, 25 per cent of the respiratory market and 
70 per cent of the anti-viral market. The focus of the 
new company was the prescribed pharmaceuticals 
market, despite the considerable growth that had 
taken place in the over the counter, non-prescription 
drugs market. In 1995 GlaxoWellcome had a pres-
ence in over 50 countries, manufacturing in over 30 
and operated in a competitive world market where 
research played a significant role both in terms of 
expenditure and in terms of the ever-present need to 
develop innovative products.

Glaxo had developed in the early part of the 20th 
century as a family business selling powdered milk 
for babies, with a gradual extension into products 
related to infant nutrition. The real point of entry into 
the drugs market came with the Second World War 
when the company began to produce penicillin. 

However the development of Zantac transformed 
Glaxo from a moderate UK company into a world 
leader. Zantac, a treatment for ulcers, soon became 
the world’s best-selling drug. The drug was launched 
in 1981 and became the world top seller by 1986. 
However, the company had been slow to develop 
as a leading edge researcher until the 1960s when 
the acquisition of a research based operation led 
to the development of Ventolin, a drug for asthma 
sufferers.

The development of Zantac by Glaxo owed much 
to the initial work carried out by a British scientist, 
James Black, who worked for the US firm SmithKline 
French, which was the first to the marketplace with an 
anti-ulcer drug, Tagamet, in 1978. Scientists at Glaxo 
were convinced that by reworking Black’s studies 
they could develop a superior product. An intensive 
research programme and product trial resulted in 
Zantac being launched in 1981. The R&D period for 
Zantac was highly concentrated, with a subsequent 
shortening of product lead time. Effective use was 
made of patent protection to differentiate the product 
from its main rival.

The success of Zantac as a product was linked 
to its acceptance in the USA. Apart from its being 
the largest market for drugs, there were fewer price 
controls than elsewhere and hence greater potential 
for profits. Zantac was initially marketed in the USA by 
the Swiss company Hoffman-La Roche (now Roche 
Holdings), well known at the time through its own 
products, Librium and Valium – the world’s biggest-
selling tranquillisers. Zantac was priced higher than 
Tagamet and it was widely acknowledged that the 
marketing campaign was aggressive. Not only were 
the superior claims of Zantac over Tagamet forc-
ibly made but Glaxo emphasized the negative side 
effects of the rival drug. Subsequent pressure by the 
US regulatory body, the Food and Drug Administra-
tion, resulted in Glaxo withdrawing some of the claims 
made concerning the superiority of Zantac. None-
theless, Zantac took the US market from Tagamet 
to become the world’s best-selling drug. At its peak, 
sales of Zantac accounted for some 40 per cent of 
Glaxo’s total sales.

(Continued )
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Wellcome was founded in the late 19th century as 
a UK company, Burroughs Wellcome, by two Ameri-
cans. The company developed the rubella vaccine, 
but its best-selling item, Zovirax, a treatment for her-
pes, was launched, like Zantac, in 1981. By 1996, 
Zantac was the world number one and Zovirax the 
world number six in terms of drug sales. Overall, the 
company had six medicines in the top 40 best-selling 
pharmaceutical products.

Before the merger, both Glaxo and Wellcome 
were both noted for their commitment to R&D. 
Between 1987 and 1992 more than half of Glaxo’s 
capital spending went on equipping research lab-
oratories. In 1992, Glaxo built a complex at Ste-
venage to employ 1700 research scientists, which 
was the largest investment project in the UK after 
the Channel Tunnel and Sizewell B nuclear reac-
tor. The laboratories became the research base 
for GlaxoWellcome. The rationalization of R&D 
operations in the two companies saved an imme-
diate £600 million a year. GlaxoWellcome soon 
became the top listed UK company in terms of 
R&D expenditure, spending £1.14 billion in 1997. 
While the research HQ was in the UK, there were 
other research operations in the USA, Japan, 
Spain, France, Singapore, Switzerland and Italy. 
GlaxoWellcome’s R&D strategy was an extension 
of that pursued by Glaxo. The company had a fairly 
ruthless approach to weeding out the potentially 
successful from the unsuccessful developments at 
a relative early stage and adopted a strategy of 
marketing innovative drugs at relatively high prices. 
There was a strong belief in different approaches 
to solving problems. GlaxoWellcome not only cap-
italized upon cultural differences in the approach 
to research but moved its researchers around the 
various locations. The organization of research was 
invariably flexible with the emphasis upon small 
teams feeding into project approval committees. 
There was a strong support of pure research and 
links with the university sector were seen as crucial. 
From 1992, Glaxo supported university chairs and 
projects. The location of its laboratory in North Car-
olina was in the ‘research triangle’ between three 
of the state’s most prestigious universities. The Ste-
venage research site was deliberately designed to 
resemble a university campus. Such a commitment 
to pure research underlined the long term view of 
R&D strategy. This is inevitable in an industry where 
it is not uncommon for the development process to 

take between 10 and 15 years. An important fea-
ture here was the good relationship that the man-
agement of the company had fostered with City 
financial institutions.

Threats faced by GlaxoWellcome

The key threats were to the market dominance of both 
Zantac and Zovirax:

•	 In 1993 the Clinton administration was elected 
to power in the USA. A key policy of the new 
administration was the reduction in health care 
costs, which were the highest of any nation. 
There was considerable pressure to reduce 
the costs for the elderly, who generally had 
inadequate insurance and had to pay the full 
cost of treatment. There was also pressure to 
bring down health insurance premiums and to 
reduce the cost of state funded health care. 
The drug companies, who charged premium 
prices for their products, became an obvious 
target. The government encouraged the pur-
chase of cheaper generic drugs developed 
in lower cost labour markets, such as Puerto 
Rico. The threat at the time to GlaxoWellcome 
was obvious given the company’s reliance on 
the sales performance of Zantac and Zovirax 
in the USA.

•	 This threat was magnified by the expiry of the 
patents on both Zantac and Zovirax in 1997. 
This meant that others could enter the market, 
producing generic versions of the drugs at a 
much lower price. Such an event usually forces 
the originator to lower prices to remain competi-
tive, with the risk of a substantial fall in profits. 
GlaxoWellcome tried a number of legal manoeu-
vres to retain their patents, to no avail. The 
company also attempted to gain some ground 
on the generic drugs manufacturers by negotiat-
ing a deal with the manufacturer, Novopharm, 
to produce Zantac ahead of the patent expiry 
date. Nonetheless, the expiry of the patent led to 
a 3 per cent fall in total sales for GlaxoWellcome 
in 1997.

Several factors mitigated these threats:

•	 the merger between Glaxo and Wellcome had 
given the new company a broader product 
portfolio

CASE 10.1 (Continued )
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•	 as well as saving on R&D costs, the merger 
resulted in a global reduction of labour costs, 
with 7500 jobs being lost

•	 opportunities had opened up in emerging 
 markets, which by 1997 accounted for 15 per 
cent of world sales in pharmaceutical products

•	 the management considered that its contin-
ued investment in R&D enabled it to replace 
Zantac and Zovirax with other best-selling 
drugs. Between 1990 and 1997, GlaxoWellcome 
launched 24 products, including new drugs for 
migraine and HIV/AIDS. In 1997 the new prod-
ucts represented 34 per cent of sales.

The GlaxoSmithKline years

Since the creation of GSK in 2000, the company 
has increased its investment in R&D, has strength-
ened the position of its predecessors as one of the 
world’s leading companies. In 2017 GSK declared a 
profit of £4.1 billion on a turnover of £30.2 billion and 
spent £3.96 billion on R&D. The 2017 Annual Report 
emphasized its stated priorities of innovation, perfor-
mance and trust. GSK sees itself as a ‘science-led 
global health care company’ organized around three 
product groups, comprising pharmaceuticals, vac-
cines and consumer health care.

Pharmaceuticals contributed 57 per cent of the 
turnover. The main focus was on drugs for respira-
tory conditions and HIV/AIDS. The company had also 
moved into drugs in oncology, diseases related to the 
immune system and rare diseases. Vaccines contrib-
uted 17 per cent of turnover with the biggest sales 
coming from vaccines for meningitis and shingles. 
The largest growth has been in consumer health 
care products, which in 2017 represented 26 per 
cent of turnover. The broadening of consumer care 
products began in 2001 with the acquisition of the 
US Block Drug Co., which produced the brand Sen-
sodyne. In 2009 GSK acquired Stiefel Laboratories, 
a world leader in skin care products. In 2014 GSK 
established a joint venture with Novartis, acquiring 
the Novartis business in vaccines, with the excep-
tion of the influenza vaccine, with Novartis acquiring 
GSK’s oncology portfolio. In addition the two compa-
nies agreed to combine their consumer healthcare 
range. In 2018 GSK announced the buy-out of the 
Novartis share of the consumer health care range 
for £9.2 billion. The range included brands such as 

Sensodyne and Aquafresh toothpaste, Panadol and 
Volteren Gel painkillers, Horlicks, Night Nurse and 
Nicorette. The former head of GSK’s consumer health 
care division, Emma Walmsley, an ex- executive 
of L’Oreal, had become CEO of GSK in 2017, and 
viewed the expansion of consumer health care prod-
ucts as an important boost to cash flows.

Alongside the expansion of the consumer health 
care range, GSK has maintained its focus on 
research. In 2013 the company’s R&D expenditure of 
£3.63 billion was the fifteenth largest of any company 
in the world and the fourth largest among all phar-
maceutical companies, behind Pfizer and  Johnson & 
Johnson of the USA, and Sanofi of France. For many 
years it has been the largest R&D spender in the UK. 
By 2017 this had changed with GSK ranked second 
in the UK behind AstraZeneca and 35th in the world. 
In that year ten pharmaceutical companies spent 
more on R&D than GSK with the Swiss company 
Roche spending almost three times as much and 
the US company Merck more than twice as much. 
Despite this, GSK maintains a strong commitment 
to research and innovation. It pursues a strategy of 
open innovation and declares the importance of shar-
ing expertise, resources and intellectual property. It 
proclaims a strong belief in sharing know how with 
its stakeholders and the scientific community in gen-
eral. GSK has R&D centres in 36 countries, including 
emerging markets, especially China. GSK has iden-
tified research hubs for each of its product groups. 
There are two research hubs for pharmaceuticals, in 
Stevenage, UK and in Philadelphia, USA; three hubs 
for vaccines in Belgium, Italy and the US and six 
hubs for consumer health care products in Europe 
and the USA.

Issues faced by GSK since the merger

•	 There has been criticism that new drugs have 
not been developed at the speed and volume 
predicted. Over the years before and after the 
creation of GSK best sellers such as Zantac, 
Zovirax, Paxil (an anti-depressant) and Augmen-
tin (an antibiotic) were threatened by the generic 
drugs manufacturers around the time of the expi-
ration of the patents.

•	 In May 2003, in an unprecedented action, 
shareholders blocked proposals on the con-
tract of the then chief executive, Jean-Pierre 

CASE 10.1 (Continued )
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Gamier. Under the terms of the proposed 
agreement he was to be promised a settlement 
of over £20 million, to be paid when he decided 
to leave the company. Shareholders considered 
this as excessive. The issue arose at the same 
time as criticism was levelled at the appoint-
ment of several non- executive directors. The 
criticisms were based on the poor records of 
several of those directors with companies in 
other sectors.

•	 In July 2012 GSK pleaded guilty to criminal 
charges brought in the USA relating to: the 
promotion of anti-depressants and inhalers to 
unapproved users, particularly those under 
age; the failure to report safety data on a 
number of its products; and the payment to 
doctors to promote GSK products and for their 
attendance at conferences. GSK agreed a 
settlement that totalled US$3 billion, at the time 
the largest ever settlement paid by a drugs 
company.

•	 Also in 2012 net income was over 13 per cent 
down on the previous year. Price controls on 
drugs were introduced by several governments, 
including those of Spain, France, Germany, 
 Turkey and South Korea. This affected GSK’s 
revenue by 7 per cent and operating profit by 
11 per cent, despite a reduction in operating 
costs of 3 per cent. As a result GSK embarked 
on a restructure of its European operations to 
reduce costs further.

•	 The company has been criticized for its treat-
ment of poorer countries and its dealings with 
emerging markets. GSK was criticized along 
with other pharmaceutical companies for the 
sale of HIV/AIDS drugs to Africa at premium 
prices. Opponents claimed this put them out 
of the reach of most African states, where HIV/
AIDS is a serious problem. The company even-
tually relented following the intervention of the 
UN and its then secretary general, Kofi Annan. 
The Chinese government accused GSK of pay-
ing doctors and hospital staff to adopt GSK 
products and, faced with the cost of medica-
tion for an ageing population, pressurized GSK 

to reduce the price of drugs it sold in China. 
In 2016 GSK responded by not filing patents 
in the poorest of countries such as Afghani-
stan, Cambodia and Rwanda to allow cheaper 
generic versions to come to the market. More 
and cheaper licences were offered to manufac-
turers in lower middle income countries such as 
Pakistan and Morocco. Price reductions were 
also promised to countries such as India. In all, 
GSK claimed that 85 countries would benefit, 
but the claims have been viewed with scepti-
cism by organizations such as Medicins Sans 
Frontieres.

Despite these problems GSK has done well in 
emerging markets and their fastest growth has been 
seen in China, Latin America and India. The growth in 
emerging markets was 14.7 per cent between 2007 
and 2012 compared to 3.4 per cent growth in the 
largest market, North America. GSK maintains it is 
one of the few pharmaceutical companies target-
ing research in medicines and vaccines aimed at 
the World Health Organization priorities of tubercu-
losis, malaria and HIV/AIDS. In 2012 the company 
was ranked first in making medicines available to the 
poorest countries and its vaccine business remains 
one of the largest in the world.

Sources: Kay (1992); Glaxo-Wellcome and GSK Company 
Reports 1998–2017; various articles in The Guardian and 
Financial Times 2002–2017; BIS (2010); PriceWaterhouse-
Coopers (2018).

Questions

1 What advantages have been gained by the vari-
ous mergers that resulted in GSK?

2 What conclusions can you draw from the case 
about product innovation in the pharmaceutical 
industry?

3 How would you define the research strategies of 
GlaxoWellcome and GSK over the years?

4 Has the success of GlaxoWellcome and GSK 
been based on innovation or have other factors 
been involved?

5 What are the major threats facing GSK?

CASE 10.1 (Continued )
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SUMMARY

•	 Invention, innovation, R&D, design and entrepreneurship are all related concepts.

•	 For businesses the process of innovation is the key concept, turning an invention into something 
 profitable. Innovation can relate to products, processes, marketing and organization and manage-
ment, and can range from fundamental to minor changes.

•	 Innovation is important in all sectors of the economy and is as important in the service and retail 
 sectors as it is in manufacturing.

•	 Evidence suggests that the more successful innovations are those that are integrated, with product, 
process and organizational change occurring together. Integration would appear to be an important 
theme in innovation.

•	 Entrepreneurship plays a key role in innovation. We can identify different types of entrepreneur and 
factors that contribute to the development of entrepreneurs, although predicting who will become an 
entrepreneur is still difficult.

•	 We view innovation as the key to increased productivity, increased market share and hence profit-
ability and the firm’s continued survival. The theme has been translated to the scale of national econo-
mies and we have seen how some regard innovation as the source of economic recovery out of a 
recession. These relationships are difficult to prove but there can be no denying that without innova-
tion there can be no new products or processes.

•	 The importance of innovation has been recognized by governments, although there are consider-
able variations in the extent and direction of intervention. Government support for innovation is seen 
not only for economic, but for political and social reasons too, although there can be ideological and 
practical difficulties in the state’s involvement.

•	 We are able to identify differences between nations in the nature and type of innovation. This is a 
product of the national innovation system. It would appear that such differences persist in a global 
economy.

•	 There are clear links between innovation and technology, although in practice it is difficult to deter-
mine whether an innovation is a result of technology–push or demand–pull.

•	 Most important innovations in business are the product of a range of factors. An understand-
ing of the marketplace is particularly important, and innovation and marketing are interrelated 
activities.

•	 At the level of the individual firm there is no clear evidence linking the size of a company with its 
 propensity and ability to innovate, although very expensive research tends to be concentrated in 
large companies. The sector in which the firm operates and the volatility of the market all interact 
with the size of establishment in a complex way.

•	 What is fairly clear is that firms with an R&D department have special problems in the integration of 
R&D with other activities and in particular, production and marketing. The most successfully innova-
tive companies tend to be those that have paid attention to the creation of a particular organization 
culture and the encouragement to all staff to be creative.

•	 Some firms clearly see themselves as technical and market leaders and invest a high proportion of 
their income in developing new ideas, products and processes. Other firms are more content to sit 
behind the field and rely upon minor developments or strategies of licensing and copying. Strategies 
can be adopted either singly or together.

•	 There is some evidence to suggest that the more innovative firms tend to have an open approach to 
innovation engaging in partnerships and information exchange.
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DISCUSSION QUESTIONS

1 What do you understand by the concept of organization and management innovation 
and business model innovation? Are such innovations as important as scientific and 
 technological innovations?

2 What are the relative advantages and disadvantages for a firm pursuing radical/ 
discontinuous innovations versus incremental innovations?

3 Examine Tables 10.2 to 10.4 relating to expenditure on R&D. What conclusions do you draw?

4 Assess the relationship between innovation and economic growth. Which criteria would you 
use to show such a relationship?

5 Examine the ways through which the state can subsidize, encourage and protect innova-
tion in private firms. Why should the state get involved, and what difficulties arise with such 
involvement?

6 What is a national system of innovation and how significant are such systems in determining 
differences between nations?

7 Examine Table 10.5 relating to patents. What conclusions do you draw?

8 Select a range of consumer domestic products that illustrate the relationship between 
 technology–push and demand–pull. Which of these two is the more significant?

9 What contribution can the size of the firm make to innovative activity?

10 Identify problems associated with the existence of a special function responsible for the 
initiation of business ideas, such as an R&D department. What structural devices would 
you employ to reduce these problems?

11 Assess the innovation strategy options for a manufacturer of consumer electrical goods, 
a major computer firm, a package holiday company and a university.

12 Assess the relative advantages and disadvantages of being a first mover and those of 
being a follower.

FURTHER READING

A good general approach to innovation in general can be found in:

Drucker, P.E. (1985) Innovation and Entrepreneurship, Heinemann: London.
Tidd, J., Bessant, J. and Pavitt, K. (2005) Managing Innovation: Integrating Technological, Market and 

Organizational Change, 3rd edn, John Wiley: Chichester.
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403FURTHER READING

A good coverage of entrepreneurship can be found in:

Bessant, J. and Tidd, J. (2007) Innovation and Entrepreneurship, John Wiley: Chichester.

Although it was written over 50 years ago, some of the best insights into organizational and 
strategic aspects of innovation are found in:

Burns, T. and Stalker, G.M. (1966) The Management of Innovation, Tavistock: London.

Two important articles covering national systems of innovation and strategic aspects respec-
tively are:

Freeman, C. (1995) ‘The “national system of innovation” in historical perspective’, Cambridge Journal of 
Economics, 19: 5–24.

Lieberman, M. and Montgomery, D. (1988) ‘First-mover advantages’, Strategic Management Journal, 9: 
41–58.

Useful websites include:

UK Department for Business, Energy and Industrial Strategy: www.gov.uk/beis (accessed 19 June 2018).
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LEARNING OBJECTIVES At the end of this chapter you should be able to:

•	 Identify the key objectives of the operations function and their contribution to competi-
tive advantage.

•	 Explain the potential conflicts within those objectives.

•	 Explain the similarities and differences between the operations function in a manufac-
turing and service organization.

•	 Define operations as a system and as a transformational process.

•	 Identify and explain the main activities of operations management and assess their con-
tribution to organizational effectiveness.

•	 Articulate the problems and issues involved in planning and control.

•	 Assess the approaches to quality control.

•	 Explain supply chain management and just-in-time.

•	 Explain the link between technology, the design of operations systems and the effect on 
jobs.

•	 Explain the impact of operations on the size and structure of the organization.

•	Identify and assess operations strategies.

11

OPERATIONS
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INTRODUCTION

Operations is concerned with the creation of the goods and services offered to consumers and 
the transformation of inputs, such as information, people, materials, finance and methods, into 
outputs, such as goods, services, profit, customer and employee satisfaction. It is a central activ-
ity in most types of organization. This means operations activities influence revenue and costs 
as well as organization structure. Historically operations has been associated with manufactur-
ing. Increasingly however we are aware that the operations function also plays a key role in 
supermarkets, restaurants, banks, local government, schools and hospitals, in fact in all kinds 
of organizations.

The growth of the non-manufacturing sector has encouraged a rethinking of the operations 
concept. We can see clearly that significant operations issues exist in managing an airport as busy 
as Schiphol in Amsterdam or Heathrow in London. Planes must take off and land safely and 
on time. For this to occur, operations must be coordinated, including air traffic control, ground 
crews, baggage handling, passport control and customs, aircraft cleaning, refuelling and catering. 
In hospitals, surgical operations must be carefully timed and scheduled, patients transferred to 
and from wards, equipment prepared and the various support systems, from nursing to catering, 
properly briefed. In supermarkets the delivery of stock is carefully managed to replace outgoing 
sales and the number of check out staff are adjusted according to demand.

Competitive advantage is derived from the objectives of the operations system. It is generally 
acknowledged (for example, Slack et al., 2016) that these are:

•	 quality

•	 dependability

•	 speed

•	 flexibility

•	 cost efficiency and effectiveness.

The main objectives of operations management are acknowledged by many to be quality, dependability, speed, 
flexibility, cost efficiency and effectiveness. A focus on these issues will result in competitive advantage. It has 
been suggested that real competitive advantage will come from a primary focus on quality, followed by depend-
ability, speed, flexibility and, finally, cost. The belief is that attention to the other factors will lead to both a reduc-
tion in cost and a customer who is willing to pay more for a high quality, reliable product. In reality, operations 
strategies vary in the way these items are mixed.

KEY CONCEPT 11.1 OBJECTIVES OF OPERATIONS MANAGEMENT

These objectives recur throughout this chapter and a more detailed discussion of their role in 
operations strategy can be found in the final section. We begin with a more detailed definition 
of operations and examine differences between manufacturing and non-manufacturing, as well 
as looking at inherent tensions in the operations process. We then review issues in operations 
design, planning and control with a focus on improvement processes and introduce some aspects 
of supply chain management. As with all our treatments of business functions we explore some 
environmental and organizational issues before closing the chapter with an analysis of operations 
strategies.

Copyright 2019 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



IDENTIFYING ThE OPERATIONS FUNCTION 407

IDENTIFYING ThE OPERATIONS FUNCTION

We have seen that an operations system exists to provide goods and services, which it does by 
transforming inputs into different kinds of output. We can view this as a system comprising 
inputs, process and outputs, as in Figure 11.1.

Figure 11.1 shows that the operations function transforms the various resource inputs into the 
required goods and services. Three aspects of the model need explanation:

•	 Not all the outputs of the system are necessarily desired outcomes. Waste, in the form of 
either substandard products or unused raw materials, can be a costly item in  manufacturing, 
while in the form of polluting chemicals it can constitute an environmental hazard. 
 Customer dissatisfaction can be an unintended output. The consequence of diners at a 
 restaurant receiving bad service may well mean they decide never to return.

Inputs

For the customer:
• Goods
• Services
• Quality
• Delivery on time

For the �rm:
• Pro�ts
• Meeting objectives
• Information

For the employee:
• Wages
• Satisfaction
• Security

For the community:
• Jobs
• Prosperity
• Support for other
 businesses

Undesired outputs:
• Customer and
 employee
 dissatisfaction
• Financial losses
• Labour turnover
• Unacceptable waste
• Pollution

Raw materials
Energy
People
Machines
Fixed assests
Methods of working
Information

Conversion process

Strategy
Design
Operating systems
Control

Outputs

Feedback to
modify inputs

Feedback to
change the
input mix

Feedback to
improve
ef�ciency and
effectiveness
in conversion

FIGURE 11.1 Operations as a system
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•	 The concept of environmental pollution introduces the notion that outputs of one system 
are invariably inputs to other systems. The manufactured outputs of a car components 
factory are clearly inputs to other firms. The increasing use of systems of global sourcing 
and global subcontracting by manufacturers, as we saw in the global factory concept intro-
duced in Chapter 2, has led to developments in operations strategies and placed emphasis 
on supply chain management. Wages paid to workers will invariably be passed on to 
shops and supermarkets and also to banks and other financial institutions, in the form of 
 mortgage payments or savings, which are then used to fund further investments.

•	 Outputs may also be considered as inputs to the same system. In this way, information 
gained during the production process can be used to improve the operation of the system, 
such as changing the supplier to improve the quality of parts and reduce the number of 
rejects. A large number of dissatisfied customers at a restaurant or a hairdressing salon is 
an indication that some element of the process needs attention. This is known as feedback. 
Another type of relationship can be built up between output and input when materials are 
recycled. In the manufacture of large sheets of glass, the smoothing of edges, the cutting 
of glass to size, and the generally fragile nature of the product mean that there are always 
quantities of broken glass. While measures are taken to keep this waste to an acceptable 
minimum, it is broken up to form cullet and re-used in glass production.

We can see from the systems model that production is a transformation process resulting in 
the creation of goods and services. This provides us with a means of classifying different types of 
production system. Slack et al. identified three types of transformation:

•	 materials processing involves the transformation of materials into products

•	 information processing involves transforming information to be something of value to the 
end user. Accountants and academics do this, for example. Doctors interpret symptoms 
presented to them by patients to make a diagnosis and prescribe treatment

•	 customer processing involves changing the state of a customer. For example, hospitals con-
vert sick patients into healthy ones, hairdressers transform appearances and airlines change 
a person’s location.

A systems view of operations identifies the relationship between inputs, processes and outputs. 
Additionally, viewing operations as a transformation process recognizes that value is added to 
the system inputs, beyond their original cost.

What are the inputs, transformation processes and outputs of a university?

REFLECTION POINT

Differences between manufacturing and non-manufacturing industries
So far we have stated that operations management is a concern of all types of organization, but there 
are differences between manufacturing and non-manufacturing organizations. There are also differ-
ences between firms operating in the same sector. A volume car manufacturer, like Toyota, has little 
in common with a small firm making hand crafted furniture, yet both are lumped together as manu-
facturing concerns. By the same token, a global organization like HSBC would be classed together 
with a small hairdressing business, as non-manufacturing concerns. We can see that the differences 
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within each of these sectors can be as significant as those existing between them. At this stage, 
however, it is worth pointing to the differences between manufacturing and non-manufacturing:

•	 Manufactured goods tend to be more tangible, storable and transportable.

•	 In a non-manufacturing concern, the customer is generally more of an active participant in 
the process. This is especially true in education, hospitals and those organizations offering 
a personal service, such as hairdressers, solicitors and financial advisors. The interaction of 
the customer means that the process is often less predictable, and operation systems cor-
respondingly more complex.

•	 Unpredictability means that operations are more difficult to control in the non- manufacturing 
sector. The degree of contact with the customer can affect the efficiency of the operation. For 
example, doctors may not be able to plan their work as effectively as they would like owing 
to the variability in the consulting needs of patients. Productivity therefore becomes more 
 difficult to measure and quality becomes much more a matter of subjective assessment.

•	 The quality of a service tends to be assessed on the basis of not only output but also the 
way it is delivered. Aspects of delivery can be important for perceptions of quality in manu-
factured goods, but less so than for services.

We examine the implications of these differences when we look at the elements of the opera-
tions process later in the chapter.

Conflicting objectives and changing solutions
Any operations system, be it in manufacturing or service, is concerned with the production of a 
certain number and type of goods and services at a designated level of quality. Completion and 
delivery must be within certain time limits and within acceptable financial and social costs. The 
price charged must be acceptable to the consumer and must ensure sufficient quantity of sales to 
secure an acceptable return for the organization. The entire system should have sufficient flex-
ibility to be able to adjust to changing demands.

In most operations systems, there is inevitable tension between the needs of management to construct an effi-
cient operation and the needs of customers. The needs of the former tend to focus on costs, while those of the 
latter focus on design, quality, price and delivery. Many of the techniques in the design, scheduling and control 
of the operations system aim to resolve such potential conflicts.

KEY CONCEPT 11.2 POTENTIAL CONFLICTS IN AN OPERATIONS SYSTEM

Consumers want goods and services to their specific requirements of quantity and quality 
and perhaps to be tempted by a selection of offerings. The goods and services should be easy to 
obtain at the time they are needed and should be sold at a price the consumers deem reasonable. 
If we buy an item of flat pack furniture from a store like IKEA we can take the item home with 
us. On the other hand, if we decide to buy hand crafted furniture from an upmarket department 
store we know that it will cost more than the flat pack item, and that we may have to wait for 
delivery. Many consumers are willing to make trade-offs: to pay more for quality, or to wait for 
made to measure items. Many are not willing to do this and managers are left with the task of 
balancing potentially conflicting objectives to achieve both customer satisfaction and the efficient 
use of resources. This is illustrated in Figure 11.2.
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Such conflicts exist in all types of operations systems. We may wish to fly from London to 
Singapore but cannot travel on the day we wish because all the seats are booked. We travel two 
days later but, when we arrive, we must wait two hours to get into our hotel room, because the 
room cleaning schedule means the room is not ready. In both cases solutions might have been 
found by upgrading our flight to business class or upgrading the standard of the room to an 
available suite. However, such options may be at an unacceptable price. We could have re-routed 
our journey via another European city, but this would have added to the length of journey or 
required us to fly with an airline on which we could not accumulate frequent flyer points. We 
could have changed hotel but our original choice was made on the basis of a convenient location 
and good price.

The main reason for conflict goes back to the interrelated nature of the operations sys-
tem. In an attempt to reduce costs, managers have options. They can cut back on the cost of 
materials or staff, which may result in lower quality goods and a generally poorer service. 
They can expect the workforce to increase productivity for the same reward or they can gear 
up for higher productivity by ensuring long production runs (in the case of manufacturing) 
or reducing the time spent with clients (in the case of the service industry). All these options 
give rise to potential conflicts. Goods of lower quality may not be acceptable to the consumer, 
unless the price is cut, so negating the original cost cutting exercise. The workers may resist 
attempts by management to increase the tempo of work. In manufacturing, the introduction 
of long production runs has a trade-off in the form of reduced flexibility and lack of choice 
for the consumer. A doctor faced with a waiting room full of patients may be more efficient 
by limiting consultation time but with the attendant danger that a potentially serious illness 
could be overlooked.

The operations manager needs to balance the forces that are the cause of such conflicts. Opera-
tions managers emerge as mediators, coping with different demands, both within the operations 
system itself and between that and other systems. This role is sometimes termed boundary man-
agement. We develop these themes in more detail in our discussion of operations strategies at 
the end of the chapter. In the meantime, we look a little more closely at the relationship between 
operations and the other activities.

Customer satisfaction

• Availability of goods and services in the
   quantity required

• Best quality for price

• Good selection of innovative goods and
   services

• Fast, reliable delivery

• Flexible delivery on demand and easy
   access

Ef�cient use of resources

• Low levels of stock

• Scheduling which meets all demands

• Best price for quality

• Limited range creating long runs and repeat
   offerings. Low cost design

• Scheduling to �t resources and constraints

• Low cost location. Restricted hours of
   working and opening

V

• Ef�cient use of raw material and labour

FIGURE 11.2 The conflicting objectives of operations management
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The relationship between operations and other functional areas
The centrality of the operations function and the boundary role of the operations manager bring 
into focus the relationship between the operations function and the other functional areas. Exam-
ples of such relationships include the following areas.

Innovation
As we saw in the previous chapter, innovation is at the heart of product development, with 
obvious implications for the operations function. In both manufacturing and service industries, 
production capabilities and capacities must be important considerations at the design and devel-
opment stage of any product. An innovative product design is of little value if it cannot be made by 
the workforce within certain cost parameters. Similarly, a new design for a business management 
degree course must take into account the skills of the teachers and the capabilities of the students.

Marketing
Information about consumer requirements is essential to those in operations. Operations  managers 
need to know the total demand for their products and services and when they will be required. 
This forms the basis of planning. Feedback from consumers on the utility of the product or ser-
vice or its value for money can assist both the R&D and operations functions in the design and 
creation of future products. Holiday companies frequently ask clients to complete a questionnaire 
about every aspect of their holiday, not only as a public relations exercise but also to improve the 
product and the way it is delivered.

Human resource management
HRM will assist in recruitment and selection (employee resourcing); in training and development; 
in the management of pay and performance; and in ensuring good employment relations includ-
ing the control of the safety, health and welfare of the workforce. Staff selection and training are 
crucial to the success of those service industries with high levels of customer contact.

Finance and accounting
The accounting function clearly interfaces with operations in the development of budgets and targets. 
In return, operations information is essential to such decisions as costing, pricing and wage determina-
tion. The accounting function will also play a role in decisions to replace items of capital equipment.

What conflicts of the type identified above have you experienced as a customer of goods and services?

REFLECTION POINT

CASE 11.1 ZARA

By Francisco Puig (University of Valencia, 
Spain) and Miguel González-Loureiro (Univer-
sity of Vigo, Spain)

When managers from the fashion industry are asked 
to explain the sources of competitive advantage, the 

majority would identify marketing issues such as brand 
and the interpretation of social trends. Few would 
assert that competitive advantage stems from logis-
tics and operations management. This case is about 
the Spanish fashion group Inditex, owner of the well-
known brand Zara. Zara is the group’s largest brand 

(Continued)
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and for the sake of simplicity we will refer to the com-
pany as Zara to represent all the brands developed 
by Inditex. Table 11.1 shows the different brands in 
the Inditex family. We shall show how Zara developed 
a logistics system (see Table 11.2) while expanding 
internationally and that its operations management is 
an essential part of its competitive advantage. At the 
same time, its operations system imposes a  barrier 
of entry for new competitors willing to develop similar 
business models in this market segment, because of 
the large investment needed in ICT and the experi-
ence gap that Zara has built. Zara’s market is some-
times referred to as fast fashion. Zara will reinterpret 
the latest haute couture fashions almost overnight, 
and get them in their shops at affordable prices.

Zara is a global, vertically integrated company 
that in 2012 had more than 6000 stores around the 
world, more than €15 946 million sales and a net 
annual profit of more than €2367 million. It employs 
120 000 people. Zara opened on average 463 new 
stores each year between 2008 and 2012. Its main 
suppliers are located in India, Bangladesh, Turkey, 
China, Morocco, Brazil, Portugal and Spain. The 
company aims to achieve over 50 per cent local 
supply of Zara’s manufactured goods in each of the 
countries where it has stores. This meant increasing 
the total number of suppliers to 1434 by 2012 at the 
same time that the group expanded internationally. 
More than 30 000 product items are created by the 
group each season. With 6000 stores to stock, a very 

large number of products must be moved large dis-
tances virtually every day.

The value chain in the fashion industry starts with 
raw material either natural (such as cotton) or artifi-
cial (such as nylon) and all the different components 
that make the final product (e.g. buttons, zips and 
the like). Flexibility to make quick changes and utilize 
small batches of production may be as important as 
speed. Processes such as fabric spreading, cutting 
or sewing/assembling can be outsourced. Mean-
while, activities related to design as well as activities 
at the end of chain are conducted internally. Only the 
final touches such as ironing, labelling and packag-
ing are carried out at the central warehouse.

The company has a policy of only making goods 
to order, linked directly to sales or projected sales. 
This increases the complexity of managing the huge 
number of relationships across the supply chain as 
it requires speed and flexibility in its operations on 
a global scale. The system is based on knowing the 
exact requirements of each store on a daily basis. 
In the words of a senior Zara manager, ‘We sell tom-
atoes, and when a tomato is not sold as quickly as 
possible, then it rots’. This message not only puts 
the emphasis on speed and on shortening the time 
to market, but illustrates the fast moving nature of 
the business. Items have a very short shelf life and 
for Zara and its associate brands, a season can 
mean only 15 days. This in turn creates an urgent 
need to buy on the part of consumers, particularly 
as items are produced in a limited number for each 
store.

Each store around the world is in contact with the 
Spanish headquarters at the end of each day and 
sends data on all items sold including information 
on colour and size. This has two major implications 
for the supply chain management. First, with those 
items which do not reach the expected sales at a 
given store, supply stops of that item to that store 
and is diverted to stores with higher sales. If this 
happens for an item across several stores, then the 
manufacture of that item is stopped immediately. 
Second, if the central warehouse does not have 
enough stock of a particular item which is selling 
well, then an order is automatically generated for 
immediate manufacture.

Zara’s current policy is that an item for sale should 
be in the store for two days or less. European stores 
operate on a stock turnover of between 24 and 

CASE 11.1 (Continued )

TABLE 11.1 Breakdown of stores 
by brand

Brands No. of stores

Zara (+Zara Kids) 1770 (+166)
Pull & Bear 825
Massimo Dutti 634
Bershka 910
Stradivarius 816
Oysho 533
Zara Home 363
Uterqüe 87
Total 6104
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CASE 11.1 (Continued )

(Continued)

TABLE 11.2 Milestones for Zara’s logistics system

Dates Milestones

1963–1988 Zara began its activity as a manufacturer of clothes and apparel, opening  several 
plants over this period, distributing the products among the stores located in 
the main cities of Spain and some nearby countries such as Portugal (Porto was 
the first store opened in a foreign country by 1988)

1986–1987 The group’s plants ran their entire production to the Zara brand and Inditex 
laid the foundation for a strong logistics system to match the planned growth

1989–1990 Inditex began its activity in the USA and France
1991 Pull & Bear was born and Inditex bought 65 per cent of Massimo Dutti corpora-

tion, with the logistics system shared with both brands
1992–1994 Stores opened in Mexico (1992), Greece (1993), Belgium and Sweden (1994), 

all in downtown shopping locations, and all stores owned by Zara
1995–1997 Inditex acquired the full equity of the Massimo Dutti brand, Zara moves into 

Malta, Cyprus, Norway and Israel
1998 The brand Bershka was born to focus on younger females; stores are opened 

in several countries across the world
1999 Stradivarius was acquired, becoming the fifth brand owned by the corporation; 

stores are opened in Europe, North and Latin America and in Saudi Arabia and 
Bahrain

2000 Inditex locates its headquarters in Arteixo (near A Coruña, Spain); the cen-
tral warehouse was a totally automated computer controlled system with direct 
extranet connections to each store; continued opening new stores

2001–2002 Oysho launched as the lingerie new brand. Inditex began trading on the public 
stock market; more stores opened in current markets (e.g. in Ireland and Italy), 
and in new markets in the Caribbean

2003 A new brand, Zara Home, the group’s seventh brand focused on household 
goods; the logistics centre in Zaragoza opened

2004–2006 Inditex opened its store number 2000, and now operated in 56 countries of 
Europe, America, Asia and Africa, including a store in China from 2006

2007 Zara Home opened the first Inditex online store; two new logistics platforms 
inaugurated in Spain. Zara opens its store number 1000, Bershka and Pull & 
Bear both have over 500 stores each

2008 A new brand, Uterqüe, specializing in fashion accessories; Inditex opened store 
number 4000 in Tokyo and reached 73 countries

2009 Inditex signed a deal with Tata Group to open stores in India from 2010 onwards; 
the other brands enter China; a new logistics platform opened in Barcelona (Spain)

2010–2011 In September, 2010, the online store became active across 16 European coun-
tries; with openings in Australia, the group now operated in the five continents 
with more than 5500 stores in 82 countries

2012 Inditex reaches 6000 stores opened all over the world
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36 hours, while for those in the rest of the world it 
is 48 hours. This policy lowers the cost of inventory, 
even when the number of stores has grown at impres-
sive annual rates. This policy would not be possible 
without the aid of ICT and a complex, automated 
system that incorporates suppliers and external 
transport companies. The hub is the automated ware-
house located in Arteixo, which has been replicated 
in Zaragoza and in Tordera, near Barcelona. The 
warehouse has an automated aerial handling system 
that was designed and installed by Toyota, based on 
the principles of just-in-time and lean manufacturing. 
The system can deal with 60 000 items an hour. The 
aerial rail system itself is around 250 km long. How-
ever, as some operations must be done by hand, the 
maximum number of goods handled is nearer 30 000 
per hour.

The system begins with an order from one of the 
group’s stores. The automated system locates the 
goods in the warehouse and the number of items 
required by size and colour are placed in a box 
for each store. Once the boxes are completed, 
they are moved to the corresponding cargo bay. 
The final process of loading the trucks was initially 
done by hand. As the automated part of the sys-
tem was much faster than the manual handling, the 
result was a bottle neck. However, the shift was not 
allowed to end until all the orders were loaded. This 
led to an industrial dispute that was settled with a 
net increase of 12 per cent in bonuses and salaries. 
The settlement also included a reduction in the num-
ber of hours for the people in the warehouse. It also 
meant a small increase in the hiring of temporary 
labour.

An additional challenge for the Zara group is the 
management of a global supply chain comprising 
nearly 1500 suppliers spread far and wide (see 
Table 11.3). The solution was seen in the creation of 
 clusters based on geographical area. These clusters 
are audited by Zara or by an auditing firm hired by 
Zara. Each cluster is coordinated by a board made 
up of suppliers’ representatives in that region. The 
aim of creating clusters was twofold: first, the num-
ber of direct relationships with each supplier would 
reduce; and second, through the cluster system 
suppliers would be encouraged to exchange best 
practice. Country clusters have been formed in 
each area and the company carries out specific 
programmes with each cluster group. These include 

training and technological support for all the players 
involved in the supply chain. The company oper-
ates specific initiatives known as Clear to Wear and 
Safe to Wear, tailored to help suppliers comply with 
the production standards fixed by the group. Both 
initiatives relate to health and safety standards of 
the product itself and those in the supplier’s factory. 
The production standards also relate to standards 
of housekeeping and conditions of employment, 
including rates of pay.

Clusters include both direct suppliers and 
 suppliers of auxiliary products as well. The boards 
running the clusters are given responsibilities by 
Zara. For example, the Bangladesh cluster was 
placed in charge of the internal investigation to 
examine the tragedy, which happened on 26 Janu-
ary 2013, when a fire broke out in the Smart Fashion 
factory located in Dhaka. It was found that the local 
supplier in charge of manufacturing the articles had 
transferred production to this factory without inform-
ing Zara beforehand.

The group carries out more than 3500 annual 
audits to monitor the supply chain activities and sup-
pliers are expected to comply with the company’s 
requirements. Factories are ranked from A (the best) 
to D. Improvements on key aspects are expected 
within each cluster. In addition to the annual audit, 
suppliers are periodically screened to check whether 
they are fulfilling the terms of their contract with Zara. 
During 2012, 474 suppliers had their contracts can-
celled while 418 new suppliers were given contracts 
(see Table 11.4).

The complexity in the supply chain increased 
when the group decided to open online stores for 
all the group’s brands. By the end of 2013, online 

CASE 11.1 (Continued )

TABLE 11.3 Geographical distribution 
of Zara’s suppliers (2012)

Asia 672 suppliers
European Union 444
Non EU Europe 136
Africa 112
Central and South 

America
68
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CASE 11.1 (Continued )

stores for Zara were available in a limited number 
of European countries (Spain, Portugal, France, Italy, 
Germany, UK, Austria, Belgium, Holland, Ireland, 
Luxembourg, Sweden, Norway, Denmark, Monaco, 
Switzerland and Poland) and in the USA, Canada, 
Japan, China and Russia.

An additional level of complexity is related to 
the  strategy of regional or even national prices 
and the possibility of consumers comparing prices 
between stores in different locations. In addition, the 
online store is a new channel to be managed along 
with the whole supply chain.

The company has direct management of its 
stores, operates a large and complex supply chain 
and pursues a strategy of rapid design and rapid 
turnaround of goods. As if this were not enough, 
the company faces additional challenges. There 
seems to have been a greater focus on ICT and 
information systems than on staffing issues. The 
short cycle logistics operated by the group have 
put great pressure on the stores’ workers. Up to 
2008 there were two deliveries each week and sales 
staff had to replenish the shelves before opening. 
A pilot study was conducted in 17 stores across 
Spain. The study recommended that dedicated 
shelf fillers could be employed between 2 a.m. and 
10 a.m. The existing stores’ employees could then 
concentrate on sales. By July 2014, this recommen-
dation was carried out in Spain and nearby coun-
tries, but it was still under consideration in the rest 
of locations. This became an even more relevant 
issue when the group moved to more frequent deliv-
eries, placing even more pressure on sales staff. 
There are also concerns about the carbon footprint 

of the entire logistics operation. All transportation 
and distribution operations are carried out by exter-
nal operators and local firms.

Sources: Inditex Annual Report (2011), Abrahamsson and 
Rehme (2010), Bonnin (2002), Gonzalez-Louro, Dabic and 
Puig (2014), Puig and Marques (2011).

Questions

1 Under the principle of fast fashion and  lowering 
the time to market, analyze what processes 
of the value chain you would recommend to 
 outsource and why.

2 Assess the impact of the ICT on the global effi-
ciency of Zara’s supply chain. Identify positive 
and negative implications for the logistics related 
HR. Which management issues emerged from 
the large number of relationships with suppliers? 
How has Zara tried to manage them? What is the 
role of policies and norms in managing and con-
trolling the supply chain?

3 Why does Zara insist that 50 per cent of manu-
facturing must be carried out by local suppliers? 
What implications does this have for their logis-
tics operations?

4 A key issue for logistics in global organizations 
is the balance between universal HR policies 
and the need for adaptation to local factors. 
What factors will affect the mix?

5 Identify non-related businesses where Zara’s 
logistics model could be extrapolated. Would it 
be necessary to make relevant changes? If so, 
which one(s)?

TABLE 11.4 Group supply chain in 2012

Region
Suppliers used 

in 2011
Suppliers not 
used in 2012

New suppliers 
in 2012

Suppliers used 
in 2012

Africa 127 30 15 112
America 66 22 24 68
Asia 686 271 257 672
Non-EU Europe 134 45 47 136
European Union 477 106 75 446
Total 1490 474 418 1434
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ThE MAIN ACTIVITIES OF OPERATIONS MANAGEMENT

Table 11.5 offers a classification of the main activities of operations managers. A distinction is 
drawn between the design of the operations system and the operation of that system.

TABLE 11.5 The activities of operations management

System design Systems planning and control

product design

forecasting demand

capacity planning

work design

location

operations planning

scheduling

quantity control

quality control

technology control

cost control

supply chain management

The design of operations systems
This involves the design of the products and services that people require. It also covers the design 
of the processes to supply those products and services efficiently and effectively. As we saw in 
the last section, this invariably involves operations managers with other functional areas of the 
organization. We deal in turn with product design, forecasting demand and capacity planning, 
work design, issues relating to location and finally the design of operations networks.

Product design
There are two major decisions in product design:

•	 the styling and function of the product, sometimes known as the product specification

•	 the range of products or degree of standardization to be offered.

Design issues clearly interface with innovation (Chapter 10) and marketing (Chapter 12), and 
issues relating to these aspects are discussed more fully in those chapters. Decisions about both 
the product specification and the product range involve the kind of conflicts discussed previously. 
Customers desire goods and services that conform to their expectations of function, quality, 
 reliability and cost. For the operations manager those same goods and services must be both easy 
and cost effective to produce and deliver. For this reason, issues of product design also involve 
issues of process design.

The product design process invariably involves the development of product concepts. These 
can originate from a R&D department or a more informal design team within the organization. 
Important sources of product ideas also lie outside the organization. They can originate from 
market research information, through discussion with customers about their needs or from exam-
ining what the competition is doing. Information about competitors’ products is important in the 
design stage. Many firms buy the products of their rivals to see what they comprise and how they 
have been put together. Academics involved in teaching an MBA at one university might obtain 

Copyright 2019 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



ThE MAIN ACTIVITIES OF OPERATIONS MANAGEMENT 417

the course outlines and syllabuses from another university to gain ideas for course development. 
In the manufacturing industry this can involve the more complex process of reverse engineering, 
where products are systematically taken apart to see how they were made.

The decision on which product design to follow involves considerations of acceptability, fea-
sibility and viability for both the firm and its customers. Will it be acceptable to the market and 
will it be reliable enough or safe enough for customers to use? Can it be produced at a price that 
meets company cost and profit requirements and is attractive to the consumer? In many indus-
tries these tensions have been assisted greatly by the development of modularization. A modular 
system exists where products are built up by the combination of a family of standard items. In 
the car industry, for example, a great number of different models can be offered, based around 
combinations of the same chassis, but with variations in engine size, gear box, number of doors, 
interior finish and so on.

Developments in modular systems can simplify the operations process and represent a form of 
standardization. A lunchtime sandwich bar may appear to have a very large range of products, 
when in fact all are based on different combinations of a limited range of ingredients and are 
made using similar production techniques. This is a case of increased standardization giving the 
impression of increased variety. Many companies see standardization as an important means of 
cost reduction. Standardization often means a better use of resources, such as longer production 
runs and the opportunity to obtain discounts on the purchasing of raw materials and components 
in bulk. For the consumer, however, it may mean less choice, which may be acceptable if prices 
are reduced. One of the advantages of the modular system lies in the attempt to maximize both 
standardization and choice. An important operations decision is the extent of standardization 
that is both desirable and feasible.

Forecasting demand and capacity planning
These two tasks form the basis of a series of decisions central to operations management, 
since it is here that the direction for the entire operation is set and resources are acquired 
and deployed. There is a particular need for market information and accurate predictions of 
demand. This is obviously much easier where goods are made or services delivered to order, 
less so when goods are made to stock or services are on demand. In this case historical data 
is important, but even this may prove inadequate in a volatile market of changing demand, 
high levels of competition and variations in supply. In any case the demand for goods and 
services changes over time for a number of reasons. These may be seasonal as in the case of 
an increased demand for certain types of goods at Christmas or for sunscreen products during 
the summer holiday period.

Even where demand can be forecast with some accuracy, capacity planning may not be 
straightforward. It can be especially sensitive to product and process innovation, and it will be 
affected by decisions on the type of technology used, organization size and structure, the extent 
of  subcontracting and policies concerning the intensity of labour, the size of the labour force 
and the hours of operation. Organizing the capacity to meet demand in some kind of sequence is 
known as scheduling, which we deal with under operations planning.

Capacity planning is especially difficult in service industries. In most instances, the product 
on offer cannot be stored when the capacity is not fully utilized, as with airline seats and hotel 
rooms. The concern for unused capacity in the hotel industry has led some hoteliers in popular 
destinations to overbook rooms. This works well if the predicted number of cancellations occurs. 
If not then it results in customer dissatisfaction and damages reputation.
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A number of strategies are used by service industries to reduce the difficulties imposed by 
capacity planning by attempting to control demand:

•	 Demand can be channelled or delayed to match available resources. A bus company or an 
airline will dictate supply and capacity by operating a fixed schedule and, in some cases, 
insisting that passengers buy tickets beforehand.

•	 Extra capacity can be laid on in times of known high demand: many department stores 
hire additional part time staff during the Christmas period.

•	 Some services can operate a delayed delivery system to control demand and plan capacity. A 
garage will attempt to match the cars it accepts for servicing work with available equipment 
and labour and will delay bookings to times when capacity is available. The system can and 
does break down, through overbooking, staff absenteeism and jobs taking longer than 
planned. In such situations the problem may be solved by overtime work, but this increases 
cost and any delay can impair the service the customers feel they are getting.

In the case of the bus company and the car service there is a certain flexibility in both equip-
ment and staffing levels. Such flexibility is not available in all situations. A telephone company 
must establish a capacity to cope with peak demand, which occurs during office hours. At other 
times the capacity is under-used and represents a net cost to the company. In most countries, 
telephone companies attempt to smooth out demand through the use of cheaper rates for off 
peak usage.

How are demand and capacity reconciled in your university or in your organization?

REFLECTION POINT

Work design
We are concerned here with two types of decision:

•	 the physical layout of the operations system

•	 the design of individual jobs.

The dominant considerations are economic (meeting demand and keeping within cost con-
straints), technical (product design and utilizing available equipment), and behavioural (fulfilling 
the needs of both the consumer and the work force). Variations in these economic, technical and 
behavioural factors often result in different types of operations system.

The layout of a department store usually involves the grouping of like products to capitalize 
on staff expertise and meet customer expectations. The layout caters for both demand and buyer 
behaviour by locating fast moving goods and frequent purchases on the ground floor. With goods 
such as furniture, the purchase is planned and deliberate. The store can afford to locate the fur-
niture department on the upper floors. Staffing policies often follow such decisions on layout. 
Permanent, specialist and more highly trained staff tend to be located where customers require 
specialist advice, as in buying furniture and carpets. Where goods have a quick turnover and 
customers generally know what they want, lower paid temporary staff are used.

The minimization of cost is a major management consideration and the technique used is known 
as work study, comprising method study and work measurement. Method study seeks to find more 

Copyright 2019 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



ThE MAIN ACTIVITIES OF OPERATIONS MANAGEMENT 419

efficient and effective ways of doing work and embraces equipment design and ergonomics as well 
as more subjective, psychological aspects of the person/job relationship. Work measurement is ‘the 
application of techniques designed to establish the time for a qualified worker to carry out a task 
at a defined level of performance’ (British Standard 3138).

Work study is useful in planning and scheduling, cost estimation, the determination of main-
tenance schedules, human resource planning and employee training. It also forms the basis for 
most types of output related incentive schemes. The technique is applied to both manufacturing 
and non-manufacturing concerns.

Location decisions
The location of the operations system is generally a combination of several factors:

•	 The availability and the cost of labour are important issues in determining location. The 
creation of science parks in close proximity to universities enables firms to have easy 
access to research skills. The decision of many manufacturing firms from Europe, USA 
and Japan to locate in countries such as China and Vietnam is an attempt to reduce costs 
by outsourcing to lower wage economies. For example, Dyson moved its entire manufac-
ture of washing machines and carpet cleaners from the UK to Malaysia, claiming that the 
reduction in labour costs enabled the company to boost R&D in the UK. However, as we 
saw in Chapter 2 in our discussion of offshoring, the rising cost of labour in countries such 
as China has led to some firms in Europe and the USA to rethink their offshore strategies 
and bring the operations back home.

•	 The availability of raw materials and proximity to energy supplies and transport systems 
are often important for the location of manufacturing plants. This is why many manufac-
turing plants were historically located at or near ports or rivers.

•	 The cost of land and property rentals is important for both manufacturing and non- 
 manufacturing organizations alike. This was a factor in the UK government moving many 
of its services out of London.

•	 Specific local issues also play a part. These can include the cost of local taxes, the degree of 
financial assistance available, the ease or difficulty associated with planning procedures and 
local amenities in general.

Globalization has offered many firms potential competitive advantage through location as we 
saw in our discussion of offshoring and outsourcing in Chapter 2.

Location is an important consideration in the service industry, especially where customers are 
expected to travel to obtain a service. The location of a hospital on the outskirts of a town may 
solve the land constraint problems of a central site but the new site must be easily accessible by 
patients and visitors, otherwise it is failing in its service function. Similarly, large supermarkets 
located on the edge of towns must make the effort of travel worthwhile in terms of a wider range 
of produce at cheaper prices. There must be ample car parking space and an incentive can be 
offered in the form of discounted petrol prices at the supermarket’s own petrol stations, with 
even further discounts tied to the amount of purchases bought in the main store. A professional 
practice, such as an accounting or law firm, may need to balance the advantages of operating 
from a city centre site, especially for client consultation and prestige purposes, against the rising 
costs. A prestigious location, even at considerable cost, can be seen as important for reputation 
and as a form of marketing.
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The above factors link location decisions with the proximity of customers, their ease of 
access and their expectations, although proximity to customers is not a factor in electronic com-
merce or with call centres. The proximity to competitors on the other hand may be important. 
In retailing, proximity to other shops can mean a larger number of potential customers. The 
same logic also applies to the location of restaurants in major cities, as in London’s Chinatown 
or Tokyo’s Ginza district. In most cities, areas have developed that are famous for specific 
activities such as the legal district, the financial district, the garment district and so on. Close 
proximity to rivals is seen as an important source of competitive information and while such 
firms compete they can also collaborate to assist clients. Usually an entire support industry 
grows up around the firms, including specialist recruitment agencies, specialist book shops and 
office equipment suppliers.

Identify those businesses where location is important and those where it is less important. What reasons can 
you offer for the differences?

REFLECTION POINT

Operations planning and control
Operations planning
The aim of operations planning is to ensure that sufficient goods or services are produced to meet 
demand. The activity determines what the organization can achieve in terms of:

•	 the quantity of goods and services it produces

•	 the quality of those goods and services

•	 the timing of their delivery

•	 the cost of production

•	 the degree of flexibility the organization has at its disposal.

The key influences are the extent to which management can control the supply side and the 
demand side of the equation. In manufacturing, known customer demand over time and a dedi-
cated just-in-time (JIT) supply system can result in an effective low cost operation. However, 
where there are large fluctuations in both demand and supply, inefficiencies are bound to occur 
with a corresponding increase in the cost of operations. Even where planning is based on accu-
rate information, things can go wrong. A university is able to plan its schedule of lectures for 
the term, semester or year based on the known numbers of students registered to take certain 
subjects, the availability of rooms and the constraints of staff and student timetables. However, 
the sudden illness of a lecturer may mean that the lecture cannot take place, rooms can inad-
vertently be double booked or, in the case of open courses, there may be more students than 
space available.

A basic consideration in manufacturing is whether goods are made to stock or to order. His-
torically, Ford had a policy that all cars were ordered before manufacture. On the other hand 
Chrysler, in the USA, made various models which were then sold from stock. The fast food chain 
McDonald’s produces hamburgers to stock based on carefully prepared demand forecasts. Ham-
burgers that are not then sold within a certain length of time are discarded. McDonald’s claims 
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that this system provides greater operating efficiency, and it still has the flexibility to produce 
goods to order when stocks are inadequate. The same system is used by the Pret a Manger chain, 
except that here unsold food items are given away to charities dealing with the homeless. Mak-
ing items to stock can mean that goods are always available when needed, but it can be costly in 
terms of having stock lying around. Making goods to order is more efficient but can mean that 
the customer has to wait.

Operations planning overlaps with issues of capacity planning. In the service industry, problems 
of manufacturing to stock or order reveal themselves in the provision of standardized or custom-
ized items. A hairdresser will offer a standardized service to all customers, such as a haircut and 
wash, and a customized service in the form of styling. Restaurants often attempt to offer the best 
of both worlds. An ‘a la carte’ menu offers the consumer flexibility of choice but within a limited 
range of dishes. In general, more choice presents more problems for the operations planner. The 
more dishes the chef must make to order the longer the potential delay for the customer and the 
greater the difficulty in serving a group of customers at the same time. This is the reason that many 
restaurants will insist that large groups order from a set menu.

The above examples illustrate the problems of loading, sequencing and scheduling.
Loading refers to the amount of work that can be allocated to a particular work centre, be 

it a department, unit or person. Effective planning usually aims to equalize the load through a 
process known as load levelling, both over time and across employees and groups. Where demand 
is known in advance, as in the allocation of lecturing duties in a university, loading should be a 
relatively straightforward operation, provided there are agreed rules as to what constitutes a fair 
load. In certain areas, such as the health service, where resources are tight and demand may be 
high, demand can be controlled by an appointments system. However, such a system must have 
the capacity to deal with emergencies, often requiring those with scheduled appointments to wait 
or have their appointments cancelled.

Sequencing relates to the order in which work is done. The basis of this can vary among firms. 
A simple method of sequencing is on the basis of first come, first served. In certain food shops, 
where demand can build up periodically, this problem is tackled by having a customer numbering 
system, which ensures that customers are dealt with in order. In some manufacturing firms it may 
be more appropriate to batch work irrespective of the order date, since this is a more efficient use 
of resources. Some firms may prioritize work by customer.

Scheduling attempts to balance the costs of production against demands for goods and services 
to ensure that demand is met in the most efficient way possible. Many theories and techniques 
have been developed to deal with such problems including queuing theory, linear programming 
and the more complex models of operational research.

What will influence loading, sequencing and scheduling in organizations with which you are familiar?

REFLECTION POINT

The problem with all such techniques is that, while they can offer optimal solutions to the 
problems of production planning and scheduling, they cannot allow for all the constraints oper-
ating in a given situation, many of which cannot be measured and many of which are highly 
subjective. Coping with variations in supply and demand depends upon having some measure of 
capacity. Manufacturing firms use measures of machine and labour utilization, both hospitals and 
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hotels use beds, universities use staff-student ratios and room size, and so on. Where variations 
occur between capacity and demand there are three generic coping strategies:

•	 Variations in demand are simply ignored and activities are constant. This results in stable 
employment and, in times of high demand, high utilization of resources. When demand 
falls, however, costs will rise through problems of over-staffing or too much stock being 
created. In the case of a specialist art or antiques dealer, where margins are high, long peri-
ods without customers may be acceptable. In the case of the public sector, where resources 
are tight, stable levels of staffing mean that customers might have to queue or wait for the 
service they require.

•	 Capacity can be adjusted to meet demand. This is done in manufacturing firms by over-
time or hiring temporary labour when demand is high and laying off workers when 
demand is low. The use of overtime and the growth of contract, part time and temporary 
employment are prime examples of the use of labour flexibility to adjust to changes in 
demand. The growth of the gig economy that we introduced in Chapter 4 is a mechanism 
used to balance capacity and demand by minimizing costs to the firm. However, the use 
of overtime can be expensive. Hiring extra staff is only possible if spare capacity in the 
other resources is available, particularly space, machinery and equipment. Reducing the 
workforce carries social costs as well as financial costs where redundancy is involved. In 
the service industry, customer contact often makes scheduling difficult owing to the varia-
tions in time demanded by each client. Banks have tackled the problem by the introduc-
tion of automatic teller machines (ATMs) and have designated staff to deal with standard 
transactions and another group of staff to deal with more complex enquiries. The gains of 
adjusting capacity to meet demand are in the form of increased revenue, although where 
resources are stretched there may be costs associated with reduced quality.

•	 Demand can be adjusted to fit capacity. It may be increased to make use of spare capacity 
through price reductions, advertising and promotional campaigns and even the develop-
ment of new products. Airlines often cut the price of their fares and hotels the price of their 
rooms to encourage more travellers in low season. A university may use spare capacity dur-
ing vacations by hiring out rooms and residential accommodation for conferences. Where 
there is excess demand this too can be controlled. Most doctors’ surgeries operate appoint-
ment systems and football clubs ensure that demand does not exceed capacity by making 
certain games all ticket affairs. Other strategies here might include persuading the customer 
to accept a delay in delivery or subcontracting the work to another company.

Identify a situation where each of the three generic coping strategies would work best.

REFLECTION POINT

Scheduling decisions can be highly sensitive and illustrate the relationship between the firm and 
the environment in which it operates, which is especially true of the public sector. For example, 
planning and scheduling problems are contentious in the health services. Hospitals must sched-
ule operations according to their available resources. This means that only a specific number of 
non-emergency operations can be budgeted in any one year, resulting in a build up of waiting 
lists. Even then plans can be disrupted by a sudden increase in the number of emergencies, the 
occurrence of a major epidemic, or even labour disputes.
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All these illustrations take production planning and scheduling out of the domain of programmed 
decisions and simplistic techniques and involve social, political and ethical considerations.

Operations control
There are various types of control used in any production system. As with all forms of control, 
those managing the system must determine the standards that are to operate. In some types of 
system, such standards may be difficult to measure. For example, there has been considerable 
debate over definitions of quality in education or social work. In other situations there may be 
conflict concerning the appropriateness of certain standards, for example between the firm and 
its customers over service standards, between marketing and production about delivery times, or 
between management and employees over levels of productivity. We identify the types of control 
below and then focus on quality control:

•	 Quantity control is sometimes known as production control and sometimes as progress 
chasing. Quantity control ensures that the throughput of goods and services goes accord-
ing to the planned schedule.

•	 Quality control ensures that the quality of the finished product or service meets the stan-
dards set in the design stage and also meets with the approval of the customer. In manu-
facturing, quality control involves quality considerations about components and raw 
materials. It can be especially difficult in services, where standards are both variable and 
highly subjective. We deal with issues of quality in more detail in the next section.

•	 Technology control refers to the maintenance of plant or equipment. While issues of main-
tenance are invariably linked with manufacturing industry, the use of computers and other 
types of office equipment places technology control on the agenda of all organizations. The 
issue in technology control is the determination of when a piece of equipment is in need of 
service. Many firms solve this problem by instituting a system of planned preventive main-
tenance or planned replacement. In some firms technology management is subcontracted 
through service agreements with suppliers, as in the case of photocopying machines. In 
many such cases equipment is leased rather than bought outright and, in the case of prob-
lems, repair or replacement is automatic.

•	 Labour control includes issues relating to the extent and style of supervision and the 
nature and use of incentives.

•	 Cost control has strong links with cost accounting and budgeting. Cost control involves the 
collection and analysis of accounting information about all aspects of the business and the use 
of comparisons, which are either historical and/or based on benchmarking against another 
organization.

We can see from the five types of control that there is considerable overlap. Labour control has 
a close relationship to quantity, quality and cost control; productivity is a function of quantity, 
technology, labour and cost control.

With all types of control someone must decide upon the appropriate form of action when 
deviations from the standard occur. Various options are available. For example, in the case 
of a bottling plant, the decision is straightforward. Empty bottles are washed and then closely 
inspected before being filled; bottles that are cracked or chipped are broken up, bottles that are 
still dirty are sent through the washing process again. A clothing manufacturer making garments 
for a retail chain, such as Zara or H&M, has other options. It may be possible to sell elsewhere 
items that are not acceptable to the original client. Some manufacturers sell less than perfect goods 
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to their own staff or to the public as seconds. Such decisions get more complex in businesses 
such as a restaurant, where overall quality may not be judged until the meal has been eaten, and 
the only redress is in the form of compensation. Assessments, especially of quality, can be highly 
subjective and a potential source of conflict between producer and customer.

Quality planning, control and assurance
In this section we will attempt to define quality, examine its importance and review both tra-
ditional and more modern approaches to it. The latter will take us through benchmarking and 
total quality management (TQM). The traditional view of a quality product is that it conforms 
to specification. This is a narrow approach that has been superseded by a view that focuses much 
more on the perspective of the customer. Slack et al. (2016) view quality in terms of customer 
expectations versus customer perception. Where expectations are met, quality is acceptable. 
Where expectations are exceeded, quality is deemed to be high, but where expectations are not 
met quality is seen as poor. This does mean that quality is ultimately subjective. Nonetheless, 
both manufacturing and service organizations must plan to achieve standards of quality based 
on their operating experience. Deming (1986) argues that improved quality is a virtuous circle of 
lower costs, lower prices, increased market share and the provision of more jobs. The importance 
of quality is thus seen in terms of enhanced reputation, increased sales revenue and a better deal 
for customers, employees, shareholders and society at large. Some consumers are willing to pay 
more for goods of higher quality.

The cost of quality failure can be significant. There are the famous examples of Chernobyl 
and Union Carbide (see Chapter 9 for more details). At a more mundane level, an electrical fault 
in a dishwasher, a battery that does not work or services that are not delivered when promised, 
are the kind of quality problems experienced by consumers every day. In such cases the costs 
are those incurred by the company in scrap or replacement. However, other costs may be less 
easy to define, as in the case of a cancelled hospital appointment or the customer buying another 
make of dishwasher or battery the next time or changing their service provider. Furthermore, 
stories of poor quality are passed around and reputations can be damaged. The increasing use of 
social media and sites on the Internet such as Tripadvisor have led to widespread awareness of 
customer dissatisfactions.

Methods of quality control, assurance and improvement
In this section we compare more traditional approaches to quality, based on the notion of 
 measurement against a performance standard, with alternative approaches, such as benchmark-
ing and total quality management (TQM). Historically, methods associated with quality have 
moved from control to assurance to, more recently, a focus on quality improvement.

The traditional approach to quality control involves measurement against a performance stan-
dard, which is sometimes referred to as conformance to specification. A number of steps are 
involved:

•	 First, the performance standard or quality characteristics must be defined and specific 
 measures applied. These can relate to such factors as dimensions, appearance, reliability, 
durability, speed of service, behaviour of staff, after-sales service and so on. For hotel 
rooms the specification will include the number of towels and toiletries to be provided 
for each bathroom and the frequency with which they are changed. McDonald’s uses 
specifications relating to the customer ordering process. This involves attempts to define 
specific measures for customer greeting, taking the order, assembling the order, presenting 
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the order, obtaining payment and thanking the customer. Thirty-five separate steps are 
 identified, each with its own associated measure.

•	 Once a measurable standard has been set, the next step is to assess goods and service 
against that standard to determine what is acceptable and what is not acceptable. In most 
processes, this can be done in stages. In the manufacturing industry, it is common to find 
quality checks on incoming materials and components, regular checks at each stage of pro-
duction and then a final examination of the finished product. This kind of process can be 
vital in ensuring that problems are dealt with as soon as they arise and are not passed on 
to the next stage in the process. The boundary between acceptable and unacceptable can 
vary depending on the type of product or service. In certain types of precision engineer-
ing there may be no allowable deviation from the standard. In the accident and emergency 
department of a busy hospital a standard may be set that each patient is seen by a nurse 
within 15 minutes of arrival. At exceptionally busy times or in the event of a major emer-
gency, the standard will have to be revised. In most cases standards will have a tolerance 
factor built in. A number of methods are used for measuring performance against the stan-
dard. The record company in Case 11.2 uses a mixture of visual and audial checks. A deci-
sion must be made whether to check every product or service item or operate a sampling 
method. The next decision involves the corrective action needed to close or reduce the gap 
between performance and the standard. This can take a variety of forms. In manufactur-
ing, faulty items can be reworked or scrapped. In retailing, faulty or damaged goods can 
be replaced or a refund made to the customer. Where flights have been delayed for some 
time, particularly where mechanical problems are concerned, some airlines will offer free 
flights as compensation. For many service industries, recovering a problem situation to the 
total satisfaction of the customer can be a useful way of reinforcing customer loyalty.

•	 Once corrective action is taken, the process should not end. The information obtained in the 
quality control process should be fed back to other parts of the operating system, so that 
quality improvements can be made.

What kinds of quality control would be effective in a university? What measures would you use?

REFLECTION POINT

There are two problems associated with more traditional methods involving measuring 
 performance against a standard. First, the approach tends to be inward looking and emphasizes 
organizational criteria rather than customer criteria. Second, the approach tends to be histori-
cal, in that faults are rectified after they occur. These problems have led managers to seek other 
approaches. We will examine benchmarking and TQM next.

Benchmarking
Benchmarking is the comparison of performance in one organization or part of an organization 
against that in another, with a view to finding ways of improving performance. This is a common 
technique used by car manufacturers. Interest in the success of the Toyota production system 
led managers from most western car manufacturers to benchmark their company’s performance 
along several dimensions with that of Toyota and make visits to Japan to see such systems first 
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hand. Comparisons were made of the hours taken to build a car, the amount of work in progress, 
stock levels and vehicles made per employee. In practice, benchmarking can be done in many 
ways. Comparisons can be made with other departments in the same organization, or with other 
organizations in the same business – or even in a different kind of business.

Benchmarking is used extensively outside the manufacturing sector as well. A service has been 
established for the legal profession in the UK offering inter-firm data on all aspects of operations, 
including the number of partners, number of staff, client profile, profitability and so on. The UK 
government offers benchmarking data to educational establishments in the form of performance 
league tables.

Benchmarking does not replace traditional methods of quality control and can operate along-
side them. What benchmarking does offer is a focus on the marketplace and on performance 
improvement.

TQM is a strategic approach to quality that embraces all members of the organization. The aim is to create a 
corporate culture that focuses on the needs of the customer by building quality into every aspect of the operation. 
The claimed advantages are a cost saving for the organization and added value for the customer. It is a method 
of long term continuous improvement that is linked to national and international standards. Common criticisms 
include its association with the introduction of a cumbersome bureaucracy and the problems of introducing such 
systems in low trust cultures.

KEY CONCEPT 11.4 TOTAL QUALITY MANAGEMENT

Benchmarking is the process of improving quality through comparison with another organization or a different 
part of the same organization. Quality improvement is achieved through learning from the practices and meth-
ods of others and adopting them for use in your organization. There can be limitations in the transfer of such 
practices, especially where different cultures are involved.

KEY CONCEPT 11.3 BENChMARKING

Total quality management (TQM)
TQM is a strategic approach to quality that permeates the entire organization. It goes beyond 
control and assurance in that it incorporates a number of techniques and approaches, and is part 
of a culture change in the organization. While many see TQM as a relatively recent phenomenon, 
the concept emerged from the work in statistical quality control at the Western Electric Haw-
thorne plant in the 1930s and was primarily associated with the work of W. Edwards Deming and 
Joseph Juran, although the concept of TQM is attributed to Armand Feigenbaum. The ideas were 
introduced to Japan by the Americans as the occupying force in the immediate post-war era and 
found its greatest expression in the Japanese manufacturing industry. Japanese techniques associ-
ated with TQM can be found in the work of Ishikawa and Taguchi. The concepts and ideas in 
the development of TQM can be found in Feigenbaum (1961), Deming (1986) and Juran (1988).

The essence of TQM incorporates the following:

•	 It is a top-down management philosophy that focuses on the needs of the customer.

•	 TQM values are depicted by slogans such as ‘customer awareness’, ‘getting it right first 
time’, and ‘continuous improvement’.
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•	 TQM comprises a quality plan, which offers a structured, disciplined approach to quality 
and incorporates a number of systems, tools and techniques. Emphasis is given to the col-
lection and analysis of information and to employee training.

•	 TQM covers all parts of the organization and often those organizations in the supply 
chain. Relationships between departments in the same organization, as well as those 
between firms in the supply chain, are governed by detailed service level agreements.

•	 As we can see from the key values, for TQM to work effectively it needs to be rooted in an 
organization’s corporate culture. Involvement of all staff is central to its philosophy. TQM 
statements abound with references to teamwork and creative thinking and often contain 
slogans about empowerment as a means of adding value.

•	 TQM focuses on the elimination of costs associated with control and failure. These are 
seen as signs of poor quality. Instead, the emphasis is on prevention through the involve-
ment of all staff.

•	 Through its focus on continuous improvement, TQM is essentially a long term approach.

There are also a number of criticisms of TQM. Despite the culture of involvement and the 
slogan of empowerment, the focus is often on management control, leading, in some cases, to 
management by stress:

•	 TQM systems tend to be bureaucratic, time consuming and expensive to setup and run. 
It has been dubbed quality management by manual. The gains from introducing TQM 
are often less than anticipated. This can lead to demotivation and lack of interest and the 
effect of introducing TQM fades over time.

•	 In many cases TQM is bolted on to existing quality control and assurance systems and 
is less effective as a result. As with strong corporate cultures, there is a paradox between 
a top down system, which inevitably involves control and the same system, which urges 
involvement and empowerment.

•	 TQM requires high levels of trust across the entire organization. It is, therefore, difficult to 
introduce TQM effectively in low trust situations. For this reason TQM is often difficult 
to operate where there is downsizing.

Can TQM be effective in all types of organization?

REFLECTION POINT

Supply chain management
In Chapter 2 we saw how a globally dispersed supply chain lay at the heart of the new global 
economy. In Case 11.1 we saw how the management of the supply chain is the key factor in giv-
ing the Spanish company Zara its competitive advantage.

Supply chain management combines several more traditional activities of purchasing and 
 supply, stock control, distribution and logistics. Purchasing and supply is concerned with the 
interface with suppliers. Inventory or stock control is involved with the management of stock 
once it has reached the organization. Distribution is concerned with the interface with customers. 
Logistics is concerned with the planning and management of materials flows in the organization, 
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particularly at the downstream end of operations, and as an interface with distribution. Supply 
chain management is an attempt to integrate these various activities and in doing so:

•	 takes a holistic view of the movement of materials, components and information within an 
organization and in its relationship with suppliers and customers

•	 extends the boundaries of a single organization to incorporate those organizations 
involved in upstream activities (suppliers) and those involved in downstream activities 
( distributors, retailers, customers). An effective supply chain usually involves a close 
 relationship with suppliers and with customers

•	 takes a strategic view of the supply chain and manages the process to reduce costs for the 
organization and to create added value for the customer.

Supply chain management brings together a number of related activities, including purchasing and supply, inven-
tory management, logistics, materials management and distribution. These are combined as part of an  integrated 
strategy which aims to reduce costs for the organization and enhance satisfaction for the customer. Like many 
approaches in operations management, it aims to resolve the classic dilemma of both satisfying  customer needs 
and ensuring the efficient utilization of resources (articulated in Key Concept 11.2 and  Figure 11.2). Such an 
approach can involve suppliers and distributors in joint ventures with the organization.

KEY CONCEPT 11.5 SUPPLY ChAIN MANAGEMENT

In any organization there are likely to be many supply chains, which vary in length. A major 
decision which must be made, in manufacturing in particular, is how far control of a supply 
chain extends into ownership through various forms of vertical integration by acquisition or 
joint venture. As we saw in Chapter 2 the more recent development has been the move away 
from ownership of parts of the supply chain towards forms of contract outsourcing. The supply 
chain concept can be applied to non-manufacturing organizations as well. In universities, students 
are part of a supply chain. Full time students are supplied by schools and colleges and part time 
students by local employers. The students must meet certain quality requirements in the form of 
qualifications to gain entry. Once they have entered the university they are processed through a 
number of teaching, learning and assessment stages and emerge with a degree and enhanced career 
opportunities. While all too few universities take a holistic and strategic view of this process, ele-
ments of supply chain management are emerging. Many universities make great efforts to build 
close relations with certain schools and colleges to ensure a consistent supply of known quality. 
In the case of the recruitment of students from overseas, universities establish joint ventures with 
agents in a number of countries to manage the flow more effectively. At the downstream end 
of the chain, most universities have an established careers service to assist in employment. As 
students pass through the system there is attention paid to completion rates and the reduction of 
wastage as a measure of the quality of provision.

The management of the supply chain has a significant impact on costs and profitability.
Given that supply chain management is a subject in its own right, we will focus on a selected 

number of issues involved in purchasing and just-in-time.

Purchasing issues in supply chain management
The variables of purchasing are source, quantity, quality, time and price. We will examine each 
of these in turn.
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Source Management is faced with decisions concerning the source of the firm’s raw materials, 
components and services. The obvious strategy is one that maximizes the other four variables, 
obtaining supplies and services in the quantity and quality required, when they are needed and 
at an acceptable price. In achieving these aims, managements must decide whether to produce 
their own materials, components and services or buy them from other manufacturers; and if the 
latter, whether to opt for a single supplier or buy from several suppliers.

The make or buy decision involves consideration of vertical integration. This can be achieved 
through the acquisition of a material, component or service supplier or by doing it yourself. Such 
approaches may give management greater control over the reliability of supplies, and it may well 
add a dimension to the firm as a supplier to others. However, the trend in manufacturing is that 
firms make less of the total product and rely much more on outsourcing (see Chapter 2).

There are advantages to using a limited number of suppliers. A good relationship can be built 
up over time, which leads to mutual commitment and dependability. Frequent communication 
enables problems to be solved as they arise and leads to improvements in the quality of supply. A 
fishmonger supplying a top restaurant will know through discussion and experience that the chef 
will only accept first class produce and selects accordingly. The fishmonger will also be able to 
advise the chef when certain types of produce are particularly good, which may affect the quan-
tity of the order. Using several suppliers can offer volume flexibility and a range of experience 
through dealing with different customers. Where suppliers are competing for the same order, the 
purchaser may be able to reduce costs through price competition.

The relationship between supplier and purchaser is often a question of relative power (see the 
discussion of Porter’s Five Forces model in Chapter 8). The personal relationships between buy-
ers and sellers are therefore an important ingredient in purchasing, although cases exist where 
personal relationships have resulted in contracts being unfairly secured and even bribery used.

Quantity The decision here is how much to order at any one time. This is a function of cost, storage 
capacity and the nature of the operations system. The decision can be difficult. For example, a firm 
operating complex machinery for a continuous process may need to stock expensive replacement 
machine parts, even though they may be needed only infrequently. JIT is an attempt to minimize mater-
ial costs. The greater the purchasing requirements, the greater the possibility of obtaining discounts and 
some highly diverse organizations operate a central purchasing function to maximize such discounts.

Quality The quality of incoming raw materials, components and services is a vital ingredient in the 
quality control function. Inspection of incoming materials is a significant part of controlling the process.

Time and price The timing of a purchase is, like order quantity, a function of the needs of the 
operations system, storage capacity and price. Certain commodities are particularly price sensi-
tive, which has led to buyers speculating on price. Some firms, to offset the costs involved in 
stockholding, engage in hedging, a process of buying materials and stock at the current price for 
delivery at some future date. This may involve futures and options trading, although the volatile 
nature of some markets increases the risk in decision making.

Two trends are noticeable in the manufacturing industry. These are the extension of the manu-
facturing process down the supply chain and the globalization of the supply industry:

•	 The nature of the manufacturing industry has changed. A factory that makes the majority 
of its own components is now a rarity. The large manufacturing plants concentrate on the 
final assembly of components made elsewhere. Wages are generally lower in the compo-
nents industry with cost savings accruing to the lead firm.
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•	 In our discussion of globalization, in Chapter 2, we noted that global supply chains were 
now common, taking advantage of lower wage costs in many cases but also specialist know 
how in others.

JIT aims for the highest volume of output at the lowest unit costs, based on producing goods and services only 
when they are needed. Starting with the customer demand for the product or service, the JIT system works 
backwards. Goods and services are produced for each stage of the operation only as required. For this reason 
JIT is sometimes referred to as a pull through system. JIT eliminates the need for maintaining costly inventory 
and uses specific techniques such as Kanban, developed by Toyota.

KEY CONCEPT 11.6 JUST-IN-TIME

Order

Supplier

Delivery

Order

Activity A

Delivery

Order

Activity B

Delivery

End user

The essence of this system is that:
• delivery follows order
• pull-through system starts with end user
• it reduces inventory and hence costs
• it exposes problems immediately.

FIGURE 11.3 An illustration of just-in-time

Why is supply chain management such an important issue for contemporary organizations?

REFLECTION POINT

Just-in-time (JIT)
Just-in-time is a key technique in supply chain management. The origins of the system are ascribed 
to the Toyota car plant and are part of the process of lean production and lean management that 
we examine later as part of the section on operations strategies. The effectiveness of the system 
meant that it became common practice firstly in Japanese manufacturing industry and then glob-
ally. Just-in-time aims to obtain the highest volume output at the lowest unit costs. The system 
is based on the simple principle of producing goods and services only when they are needed and 
consequently bringing in supplies only when they are needed. Because of this, JIT is described 
as a pull through system, as is shown in Figure 11.3. Exact quantities are produced and specific 
requirements are placed on materials and parts suppliers, as well as each stage in the production 
process, to deliver just-in-time for the next stage of operations. Materials intake, work in progress 
and finished stock are therefore kept at minimum levels.
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The essence of this system is that:

•	 delivery of parts or components follows an order

•	 it is a pull through system that starts with the end user

•	 it reduces inventory and hence costs

•	 it exposes problems that hold up the production process, so that they can be sorted immedi-
ately they occur.

In companies not using JIT, buffer inventories of parts and components are built up at the start 
of the whole process and between each activity. This means that cash is tied up in stock and fairly 
large numbers are employed in inventory management. Moreover, a system that relies on buffer 
stocks will hide inefficiencies in any part of that system. With JIT, problems are immediately 
brought to light and must be dealt with.

For the system to work effectively the operation must exist as an integrated and interdependent 
whole. High quality materials and components must be available at every stage. Materials and 
components must flow quickly through the system. The system must be flexible enough to cope 
with variations in supply and demand.
Advantages claimed for the system include:

•	 JIT smooths out the production flow, reduces inventory and hence costs

•	 by preventing production delays it enables the firm to meet its delivery deadlines

•	 it eliminates time wasted in waiting for components, as well as over-production

•	 through the involvement and interdependence of staff it creates flexibility and improved 
teamwork throughout the organization

•	 JIT encourages a much closer relationship with suppliers and those able to meet the 
demands of the system are often offered high volume contracts, sometimes as the sole sup-
plier. To obtain the maximum flexibility from JIT, it is often introduced with new multi- 
purpose machinery, enabling the firm to manufacture a wider range of product types in 
shorter runs.

At the Toyota factory, the system is controlled by an information system known as Kanban. 
This is a system of cards or signals that inform Toyota of the quantity to be produced by each 
process and the precise quantity each process should withdraw from the previous stage, which 
may be either another process, a materials store or even a supplier. In Toyota, the Kanban system 
is extended to subcontractors, which must conform to the precise delivery requirements of the 
parent factory. Kanban is the most commonly used JIT technique and lies at the centre of the 
entire system. Nothing happens unless the Kanban is received. This technique is now widely used 
in manufacturing industry.

While JIT can strengthen the ties between the company and supplier, the system can place 
 considerable pressure on subcontractors. The system can only work given the willingness of 
suppliers to participate. This situation frustrated some Japanese companies when they started 
operating in the UK and led to protracted negotiations with British supply companies, some of 
which found the demands placed upon them too great for the rewards involved. JIT also means 
that disruptions in supply, for whatever reason, can threaten the entire system. For example, an 
earthquake in the Kobe region of Japan disrupted road and rail links. Although many manufac-
turing plants were undamaged, supplies could not reach them and they were unable to operate 
because they carried insufficient stock. Applications of JIT have been extended to retailing. In large 
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supermarkets as items are purchased an order will be automatically triggered to ensure delivery of 
replacement stock from one of the central warehouses. This is especially useful for food products 
as it avoids overstocking, potential waste and reduces the cost of storing perishable goods.

We return to wider issues of lean operations at the end of the chapter as part of our discussion 
of operations strategy.

OPERATIONS AND ThE ENVIRONMENT

The job of operations management is to produce goods and services for the customer through the 
most efficient use of resources. The achievement of these goals requires predictability in the sup-
ply of materials, labour, finance and so on. This may be difficult in a turbulent environment and 
explains why managers set up buffer systems to protect operations from unexpected changes. In 
practice, this is achieved by having certain levels of buffer stock and groups of workers who are 
available when needed. This can be expensive and more effective operations systems are generally 
those that can respond to environmental change rather than being isolated from it.

Since the mid-1980s, the biggest changes for operations management have come from global-
ization, new technology and the diffusion of Japanese manufacturing methods such as JIT. The 
globalization of business has added to the complexity of operations management. We have noted 
elsewhere that organizations are generally part of a global network. A single manufacturing firm 
can be involved in global operations in different countries assembling components also from 
different countries. A Hollywood film can be made in the UK using technical expertise from the 
UK film industry at the same time that a UK film is made in Ireland with USA financial backing.

All the environmental aspects of our model relate in some way to the operations function. In 
this section we will explore aspects of that relationship. We deal first with the interaction of opera-
tions, the economy and the state, with a focus on the manufacturing industry. Our emphasis is on 
the examination of operations and technology concerns techniques based on computerization and 
automation. We end the section with an examination of operating systems in different societies.

Operations, the economy and the state
Given that the operations function is central to any organization, it can be deduced that the value 
added generated by the operations function is central to GDP growth. Until the 1980s, succes-
sive UK governments recognized the economic importance of manufacturing through policies to 
encourage its growth, and through its attempts to regenerate flagging industries and firms. Since 
then, advocates of continued support of manufacturing industry have lost out to those who favour 
the operation of the free market. The state is involved in the operations function in that:

•	 Operations can be affected by laws relating to environmental pollution and health 
and safety. In some cases the introduction of such laws has led to increased costs for 
organizations.

•	 National and international quality standards have been developed such as BS5750 in the 
UK and ISO9000 globally. The UK government has stated its intention by favouring those 
firms that possess BS5750 in its award of contracts. There is evidence that some firms will 
only buy goods and components from firms that have been quality assessed, and it is pre-
dicted that such standards will influence the purchasing habits of consumers.
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•	 As part of regional policy, many governments have attempted to influence the location 
of both the manufacturing and non-manufacturing industry. This has generally focused 
on measures to encourage firms to locate in areas of high unemployment by giving them 
 generous grants and tax allowances.

Operations and technology
Chapter 4 discussed issues relating to technology and labour. The impact of technological 
change on operations can be seen in terms of cost, speed, flexibility, quality and dependability. 
 Technological change creates change in operations strategy. We can view these changes in two 
ways. First, we can identify changes in the shift from craft production, through mass produc-
tion to lean production. A more detailed review of lean production is found later in the chapter. 
 Second, we can identify those changes that affect directly the way products are made and services 
produced by looking at flexible manufacturing systems.

Flexible manufacturing systems (FMS) bring together elements of advanced manufacturing 
engineering to solve the problem of offering consumer choice and a quick response to market 
changes using a minimum of working capital. Potentially, FMS offers manufacturing industry a 
solution to the dilemmas of operating efficiency and customer choice outlined in Figure 11.2. The 
system enables different models to be built using the same assembly line and pieces of equipment. 
The claimed advantages are in terms of speed, flexibility, improved quality and lower costs. Most 
FMS comprise linked computer controlled machines, robots and computerized transport systems. 
The programmed FMS selects the right tools and components for a particular job and usually has 
built in mechanisms for automatic fault finding in the job and the equipment.

In car manufacture, an FMS would enable a range of models to be built on the same produc-
tion line, with the necessary tool changes being automatic, and the required parts being delivered 
automatically to work stations in the quantity and at the time they were required.

However, developments in computerized systems have affected all types of organization. In 
the service industry, developments in customer processing technology and the use of the Internet 
have changed the way people access information or obtain services, such as the use of comparison 
websites to choose car insurance or hotels and the booking of tickets with airlines or for a rock 
concert or a football match.

Despite this potential for variety, the reality for many companies is that the payback on such 
substantial investments as FMS is only feasible on long runs. Furthermore, only a limited range of 
product variety is feasible before costly programming and tooling changes are required. Innova-
tions in operations technology undoubtedly carry the potential for a more effective and efficient 
operations system, but such enthusiasm needs to be tempered by the high cost and recognition of 
the limitations of the technology.

National and cultural influences and operations
We have already explored this theme in some detail in Chapters 2 and 5, when we examined the 
extent to which operations systems around the world have converged as a result of the growth 
of the large global companies and the associated factors involved in globalization as with the 
developments of the global factory and global supply chain. One explanation for the growth of 
the Japanese economy in the 1970s and 80s was the well planned and executed methods of opera-
tions management, especially in the manufacturing industry. Often cited is the Japanese attention 
to detail; the importance of lean production and a totally integrated production system using 
techniques such as JIT and TQM; and acceptance by labour of a system demanding flexibility.
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The key issue is the extent to which systems developed in one culture can be transferred to 
another (for more detail see Chapter 5). Lean production and just-in-time were developed in 
Japan in response to specific conditions. These included a scarcity of raw materials, uncertainty 
following the Second World War, rising labour costs in the 1960s, the absence of a supply of 
immigrant labour (unlike Germany), a customer call for product variation and a manufacturing 
system comprising of large numbers of smaller firms feeding large conglomerates. Just-in-time 
also fitted the core cultural characteristics of the Japanese. A high level of uncertainty avoidance 
is met by the JIT requirement for meticulous planning, and JIT builds on values associated with 
loyalty, dependence, duty and responsibility. Despite these culturally specific features, JIT has 
been adopted by European and US firms with some measure of success.

ORGANIZATIONAL ASPECTS OF OPERATIONS

The centrality of the operations function to an organization means that, more often than not, 
the nature of the organization is influenced by the nature of the operations system. In this sec-
tion we will explore the interaction between the operations function and size and structure, key 
organizational elements of our model.

Operations and organization size
The size of the firm, expressed in terms of both numbers employed and capital invested, has a 
close relationship with the operations function. A firm dedicated to mass production is invari-
ably large, in terms of both the number of employees and capital investment. A mass producer 
of cars, such as Toyota or Ford, will employ many thousands of workers at any one of their 
assembly plants throughout the world. As with most elements of the Business in Context model, 
the influence is two way. The sheer size and complexity of the operating system in a volume 
producer of automobiles will influence the size of the workforce and the capital employed. 
By the same token, the size of the firm and its output requirements will determine the precise 
nature of the operations system and, in particular, the technology employed. For example, 
only the largest of firms with high outputs are able to invest in highly automated production 
systems at profit.

The production technology employed in an oil refinery requires only a small work force com-
pared with that employed in mass production technologies, yet the emphasis on sophisticated 
process technology means that capital investment is generally much higher. Many call centres 
employing large numbers of people and processing large numbers of calls using computer tech-
nologies are laid out like factories.

The relationship between size and the operations system reveals itself most clearly through the 
way the operations process is organized and its impact upon organization structure.

Operations and organization structure
In Chapter 6, we introduced the link between production technology, size and organization 
structure. We argued that the relationship also involved other variables, such as strategy, culture 
and the behaviour of interest groups. Nevertheless, since the operations function represents the 
firm’s central activity it would be surprising if the structure did not reflect both the technology 
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and the strategies associated with producing the goods and services of the organization. There 
are clear overlaps with our discussion of structure in Chapter 6 and you are advised to refer to 
the relevant parts of that chapter.

OPERATIONS STRATEGIES

We have established in this chapter that operations management is the central function in all 
organizations. We have also noted that there is often a conflict between operating efficiency and 
achieving customer satisfaction. Throughout, we have emphasized a number of objectives:

•	 quality

•	 dependability

•	 speed

•	 flexibility

•	 cost.

We can identify the specific contribution to competitive advantage made by each of the five 
strategic objectives. A number of these factors come into play in Zara (Case 11.1).

The quality of goods and services offers competitive advantage in terms of the dependability 
and attractiveness to the consumer. From the firm’s perspective an emphasis on quality reduces 
costs and increases value added. This can be achieved via error free processes to produce error 
free goods and services. This reduces the costs associated with waste and making corrections, as 
well as the costs associated through the creation of dissatisfied customers. Goods and services of 
higher quality can often be offered at a higher price. Given the advantages that can be gained by 
focusing on quality, many see this as a starting point in the achievement of the other objectives. 
However, not all firms place quality as their main objective. For many years Ryanair has traded 
on low cost and no frills and yet, despite complaints about the quality of service, it carries more 
passengers than any UK based airline and in 2015 carried more international passengers than any 
other airline in the world. While the German supermarket Lidl would claim that it does sell qual-
ity products, its main focus is on the low price of its products and the low cost of its operation.

Dependability refers to the capability of the firm to deliver its goods or services to the cus-
tomer’s satisfaction, not just to meet consumer expectations of quality, price and durability but 
more importantly on time. This may be achieved by carrying large stocks, but this can be costly. 
Inevitably, it involves investment in operating systems such as JIT and TQM. Both strategies can 
reduce time and cost, while at the same time increasing dependability. The UK airline EasyJet 
prides itself not only on the low cost of some of its flights, but its dependability in being able to 
deliver flight times as published.

Speed of operation involves two aspects. First, there is the speed associated with the time 
between the product idea and its appearance on the market. Considerable advantage can be 
gained through the delivery of innovative products ahead of the competition. Second, there is the 
speed associated with the time it takes between order and delivery to the customer. This minimizes 
customers’ waiting time, reduces inventory and can improve forecasting. The second approach is 
implicit in JIT and lean production.

The flexibility to alter products and meet volume demands with minimum lead time is often a 
strategy for survival in highly competitive or, in the case of Orlake Records (Case 11.2), survival 
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in declining markets. Flexibility in terms of product range and volume can offer considerable 
advantages in terms of the attractiveness of a wide selection of goods and services, the ability to 
deal effectively with fluctuations in demand, and the ability to deliver on demand at the conven-
ience of the customer. This approach does require a flexible and often multi-skilled labour force, 
as well as good relations with suppliers. While flexibility can be a distinct advantage, there may be 
just as great an advantage in going for high volume production in a single product market. This 
allows the firm to take advantage of the experience curve, which can result in a virtuous circle 
of expansion. An increased market share leads to greater experience in operating the production 
system, resulting in lower costs. When these are passed on in the form of lower prices, the result 
is even greater market penetration. Such a virtuous circle can be enhanced by investment in pro-
duction technology to reduce operating costs. This kind of strategy, while potentially successful 
in an expanding market, has severe limitations when the market is declining.

Cost advantage results from taking costs out of the operations process. These costs are involved 
in product development, the product itself and in the operating system, and involve those associ-
ated with materials, facilities and staffing. In some organizations there can be a trade-off against 
quality. A restaurant that attempts to reduce costs by buying cheaper raw materials may find 
that it loses its reputation and trade. A problem faced by managers is that cutting costs is an easy 
option. However, on its own it may not give competitive advantage unless it is integrated with 
improved quality, dependability and speed.

Why is quality considered to be a lead objective?

REFLECTION POINT

Managers must decide the most appropriate strategy for their organization. It is possible for 
firms operating in the same industry to have very different strategies. Texas Instruments tradition-
ally opted for high volume production, reasonable prices and high market share of calculators 
and measuring equipment. HP, on the other hand, operating in the same markets at the same 
time, concentrated on low volume, high quality, innovative products. Different strategies can even 
exist within the same organization. Several restaurant businesses have a flagship restaurant that 
operates at the high end of the market producing highly individual, expensive meals in luxury 
surroundings. At other restaurants, they offer meals at lower prices and aim at those customers 
on a lower budget seeking a similar brand experience.

Most airline companies operate a variety of services on the same route, first class, business 
class, economy, excursion, stand-by and so on. These are all priced according to the quality of 
service and the dependability and flexibility offered to the customer. Table 11.6 shows the cost 
of a return fare of a British Airways flight from London to New York in March 2015.

Table 11.6 demonstrates that two passengers travelling on the same plane to the same desti-
nation, one with a first class ticket and one with an advanced purchase economy ticket can pay 
£10 738 and £483 respectively. From an operations perspective, the first class ticket offers more 
flexibility, in that it can be used on any flight and guarantees a full refund if not used, whereas 
the advanced purchase ticket can be used on specified flights only and is not refundable. The table 
demonstrates the price difference between those options. The lower price for advanced purchase 
encourages the consumer to nominate specific flight times and thus assists the airline with capac-
ity planning and scheduling.
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The first class passenger uses much more of the aircraft’s resources in terms of space and staff-
ing levels and receives a much higher quality of service including lounge facilities at the airports. 
Greater speed is offered in the check-in process and with the destination baggage handling. There 
are other less tangible benefits, such as exclusivity and privacy. These factors increase the cost of 
the product and this is reflected in the price. There are, however, other factors at work, including 
a price based partly on what the market will bear. Many first class and business class seats are 
paid for not by individuals but as part of business travel. Such issues of pricing strategy illustrate 
the overlap between operations and marketing, which is discussed in the next chapter. The varia-
tions in airline ticket prices are compounded by seasonal factors, and the variation in tax that is 
taken by the UK government on each ticket purchased.

Approaches to operations strategy
There are a number of views on the most effective operations strategy:

•	 Strategies can be grouped around a theme, using one of quality, dependability, speed, 
flexibility and cost. In the previous section we made a case for grouping strategies around 
quality as this would lead to the achievement of other objectives such as dependability and 
cost. However, it is difficult to view such strategies in isolation. Some approaches to qual-
ity improvement could increase costs. While some firms that have pursued cost advantage 
to the neglect of others with damaging effects on quality, dependability and flexibility, 
 others have been successful pursuing low cost objectives.

•	 This suggests that achieving competitive advantage involves aligning operations strategy to 
both market needs and to the overall strategic objective of the organization.

•	 Equally, a successful operations strategy needs to be internally consistent with the strate-
gies of the other functional areas, notably innovation and marketing.

•	 However, such a focused strategy will need to be flexible to respond to the different needs 
of customers and, if necessary, to match the competition.

TABLE 11.6 British Airways return fare structures London heathrow to New York JFK, March 
2015 (based on booking in August 2014)

Service Fare, including taxes (£)

First class: fully flexible open ticket 10 738
First class: advance purchase non-refundable 6 305
Business class: fully flexible open ticket 6 630
Business class: advance purchase non-refundable 2 572
World Traveller Plus (Premier economy): fully flexible open ticket 2 393
Wo rld Traveller Plus (Premier economy): advance purchase 

non-refundable
949

World Traveller (Economy class): fully flexible open ticket 1 624
World Traveller (Economy class): 3-day advance purchase 
non-refundable

483
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•	 The reality of operations strategies in many organizations is that compromises have to be 
made. There may be trade-offs between quality and cost/price, quality and speed, depend-
ability and flexibility, cost and flexibility and so on.

In both manufacturing and service organizations an integrated strategy has developed based 
on the concept of lean production.

Lean production
Lean production is a totally integrated manufacturing strategy that was first developed in Japan 
by Eiji Toyoda and Taiichi Ohno, senior engineers at Toyota. They developed a mass produc-
tion system based on flexible technology operated by multi-skilled teams and organized a supply 
chain based around just-in-time methods (Ohno, 1988). This was known initially as the Toyota 
production system and was later called lean production by members of the International Motor 
Vehicle Program (IMVP) at MIT (Womack et al., 1990).

The essence of lean production is that it uses fewer resources than found in conventional 
mass production. It attempts to eliminate all waste in the production process from the time the 
order is taken to the time that cash is received for the product. In so doing it aims to speed up 
the production process, maintain a flow of work, reduce costs and result in high value added. 
In turn this helps create increased flexibility to satisfy demand for product variety. The work 
at Toyota and similar methods used by firms in the Toyota supply chain, as well as elsewhere 
in Japan, was elevated to celebrity status through the work of the IMVP at MIT in the USA. 
This was a detailed study (1986–90) of Japanese techniques focused on the decline of such US 
producers as GM relative to their Japanese competitors. In the best-selling book that emerged 
from the study, The Machine that Changed the World, Womack et al. (1990) claimed that the 
productivity in Japanese car plants was twice that of their US counterparts and set the standard 
for the rest of the world. Their view was that lean production, while owing its origins to mass 
production, was a discretely different and superior system, and if adopted would result in the 
US automobile industry closing the gap on Japan and enable it to survive in an increasingly 
competitive market.

Lean production is a totally integrated strategy for manufacturing that came out of the Toyota factory in Japan and 
quickly found favour among managers in the manufacturing industry across the globe. It integrates a number of 
features. These include value engineering in design, flexible manufacturing systems (FMS), an integrated sup-
ply chain with a close relationship with suppliers and distributors (Key Concept 11.5), just-in-time (Key Concept 
11.6) and total quality management (TQM) (Key Concept 11.4). Lean production also represents a cultural shift 
for all employees, with an emphasis on flexibility, continuous improvement and teamwork. Massive improvements 
in operating efficiency are associated with lean production, but these are questioned by some writers who feel 
they may be limited to specific contexts. Nonetheless, the impact of lean production methods in all types of 
manufacturing has been significant, together with its application in non-manufacturing contexts.

KEY CONCEPT 11.7 LEAN PRODUCTION

Lean production represents a holistic approach to manufacture and integrates a range of 
methods and philosophies, including JIT and TQM. Many stress that lean production is less of 
a technique and more of a philosophy. Indeed Womack and Jones (1996) later referred to it as 
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lean management and lean thinking. Certainly the approach has spread beyond manufacturing 
to many types of service industry. The following represent the features of lean production:

•	 Support by just-in-time methods, close contact and joint activities with a limited number 
of dedicated suppliers, including design and costing, leading to a mutual understanding of 
expectations. For example, Toyota made only 15 per cent of its parts in-house.

•	 Focus is on costs at all stages of the process, including the use of value engineering in 
design.

•	 Problem solving is carried out by those working at the source of the problem with time out 
to consider improvements. This is part of the process of continuous improvement, which 
the Japanese call kaizen.

•	 State of the art flexible technology enabling fast set up and changeover times and sup-
ported by preventive maintenance methods;

•	 Small batch manufacture with the ability to offer considerable variety. This is supported 
by FMS technology;

•	 Employees are flexible and multi-skilled. They work in teams to perform a range of jobs 
that often involve housekeeping, maintenance and quality control. A delayering of manage-
ment and a sharp increase in delegation throughout the organization leading to a flatter 
structure.

Womack et al. (1990) argued that the integration of the above represented a fundamental 
change in manufacturing strategy and covered product design, the organization of operations 
and relationships across the entire supply chain:

(Lean production) . . . uses less of everything compared to mass production – half the human 
effort in the factory, half the manufacturing space, half the investment in tools, half the 
engineering hours to develop a new product in half the time. 

(Womack et al., 1990, p. 13)

Womack et al. argue that these advantages were found in plants with similar investment in auto-
mation and that the least automated plants in Japan were more efficient than automated plants in 
the USA. They further argue that the products that emerged from such systems carried half the aver-
age defects and used one tenth of the inventory and one fifth of the number of suppliers. Given such 
evidence, it is hardly surprising that The Machine that Changed the World became a best-selling 
business book. Findings such as those of the research team at MIT led to the senior managers of 
the top US car firms making study tours of Japanese car plants. Undoubtedly, the interest gener-
ated led to a change in the way leading western firms such as GM and Ford attempted to change 
their operations processes and accelerated the take-up rate of JIT among western manufacturers.

However, lean production is not without its critics. The claims made by the MIT research team 
and in Womack et al. have been challenged by Williams et al. (1992). They argue that, Toyota 
apart, the margin of superiority of Japanese car manufacturers is small and, in some cases, bet-
tered by European and US car manufacturers. They argue also that the downside of labour savings 
is the intensification of work for employees. Further they claim that the gains in labour efficiency 
achieved in Japan cannot be compared with those of western firms because of the greater reli-
ance in Japan on the subcontracting system. The headcount is in effect pushed down the supply 
chain, giving the impression of the lean organization. In a similar vein there is the difficulty of 
separating the relative effects of lean production from gains derived from plant modernizations.
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Reichhart and Holweg (2007) argue that lean production has focused on the relationship 
between the manufacturer and the supplier and that, by comparison, distribution has been 
neglected. While lean production creates smooth production flows, it still has difficulty meet-
ing variable market demands. As a result, lean techniques still struggle to solve the dilemma of 
meeting both operating efficiency and customer needs. Through their studies, however, they are 
optimistic that systems of lean distribution can be developed that deliver the right product to the 
end customer at the right time and location.

Jürgens (2014) argued that much of what we know of lean production in the West is an 
interpretation of the Toyota production system by members of IMVP at MIT. He claims that the 
application of lean production in the USA downplays the role of continuous improvement and 
places much greater emphasis on both team working and the creation of flatter organizations. 
He also argues that there is little evidence of empowerment, but equally little evidence of work 
intensification and is surprised by the lack of detailed research.

Lean services
While the initial focus on lean production and lean thinking was in the automobile industry, its 
application has been widespread not just across all forms of manufacturing but also in retail and 
the service industry. The application has been used to reduce waiting times for customers, to 
eliminate errors in transaction, to avoid duplication of activities and to focus on customer care 
to achieve repeat custom. The following examples offer a flavour of such applications.

Tesco used lean thinking to redesign its supply chain. In the past, individual stores dealt 
directly with individual suppliers. As a result, each supplier could make a number of journeys 
to several stores, adding to the cost of goods. Moreover, stores varied in their ability to control 
stocks. Tesco introduced a system of central warehouses. Suppliers were able to make central 
deliveries. Tesco then supplied individual stores from this central depot on a continuous basis as 
determined by a computerized stock control and replacement system, based on the sales patterns 
in each store. Such a system is replicated by most big supermarket chains around the world. Atten-
tion has also been paid to the layout of stores and the organization and location of check outs to 
speed the flow of customers through the store. In some supermarkets this is further enhanced by 
introducing self check out systems.

British Airways in conjunction with BAA, the company owning the main airports in the UK, 
used lean approaches in its design of Terminal 5 at Heathrow to simplify processes, eliminate 
unnecessary processes and to ensure a smooth flow of passengers through the terminal with no 
build-ups. Unfortunately, the opening of the terminal coincided with a failure of the baggage 
handling system to maintain a smooth flow. Subsequently, however, the systems have been seen 
as a success.

Lean production and lean thinking has also been used by some hospitals to create an efficient 
and effective flow of patients through the various treatments and processes and to reduce waiting 
times in A&E and ER units. One application has been to reduce the movement of patients, as 
between outpatient services and the X-ray department by rethinking layouts and the availability 
of equipment, and by performing simultaneous treatments on patients in the same location.

Lean operations: conclusion
The adoption of lean production methods, in whole or part, by many manufacturing and service 
organizations is some indication that the investment is seen as worthwhile. There is no disputing 
its global impact on major organizations and on operations processes and outcomes. Nissan in the 
UK claims that lean production, as a transplanted operations system from Japan, has contributed 
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to its status as the leading producer of cars in Europe as measured in terms of number of cars built 
per employee per year. However, an aggressive lean production system can threaten the security 
of many employees and it is understandable that the system has been examined closely by trade 
unions in many countries, including Japan itself.

While much has been made of its application in service organizations, such applications could 
be interpreted in other ways. They have perhaps less in common with the Toyota production 
system than more traditional approaches to work study that seek to improve the effectiveness of 
operations. In the early 1960s, as a result of studies carried out in hospital wards in the UK, the 
drugs trolley was introduced. This replaced a system in which drugs administered to patients on the 
ward had to be fetched for each patient in turn from a locked drugs cabinet located in the nurses’ 
office. This was time consuming and involved nursing staff in repeat journeys from the ward to 
the central drugs cabinet for each patient. A secure, mobile drugs trolley was introduced, which 
contained all the drugs required for all the patients on the ward, and which was wheeled from 
patient to patient. Was this the application of lean production before its time or simply a good 
idea to reduce unnecessary work?

What examples of lean production can you identify in non-manufacturing contexts?

REFLECTION POINT

CASE 11.2 ORLAKE RECORDS

Orlake Records made vinyl gramophone records on 
an old industrial estate in Dagenham, East London 
and for a time was a classic case of survival in a 
declining market. The company was bought by the 
First Sound and Vision Group (FSV) in 1999. Orlake 
continued to make vinyl discs, but the new company 
focused on its North London operation selling CDs 
and cassettes. FSV placed its faith in the development 
of self-adhesive pads to protect CDs and invested 
heavily in the project, diverting income from across the 
group. The new product failed and FSV along with it.

FSV was placed in administration on 6 November, 
2000. The North London operation was closed, but 
the production of vinyl records was allowed to con-
tinue at Dagenham. The company was bought in 
November 2001 by private owners and traded under 
the old name of Orlake Records. Around this time, 
one of its competitors, EMI, closed its record manu-
facturing plant in Hayes, West London. The plant and 
machinery had been bought by Orlake’s new owners 
and, after a period of cold storage, the vinyl plant in 

Hayes was reopened, trading as Portal Space. While 
the EMI plant was not ready, Orlake in Dagenham took 
up much of the capacity of the former EMI plant. EMI’s 
share of the vinyl market declined and it shifted its pro-
duction overseas. Orlake and Portal Space became 
two of the largest players in the UK vinyl market.

Work at Orlake and Portal Space settled into a pat-
tern reflecting their traditional customer bases. Orlake 
was essentially a jobbing factory that took excess pro-
duction capacity from major producers. Its produc-
tion runs tended to be small and it dealt with a mixed 
selection of clients. However, around the time that Por-
tal Space reopened the EMI plant, Orlake had devel-
oped a major client, Universal, who came to account 
for almost half of Orlake’s output. Portal Space had a 
different client base and traded on EMI’s name in the 
business. Portal Space acquired a portfolio of larger 
clients at the high end of the market and was able to 
charge a price that was over 8 per cent more than 
Orlake. Portal Space invested more in R&D, but the two 
companies collaborated on technical developments.

(Continued)
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Market history

From 1979 to 1986, the annual trade delivery of vinyl 
singles in the UK fell from 89.1 million to 67.4 million, 
and LPs from 74.5 million to 52.3 million. Over the 
same period the sales of cassettes increased three-
fold to reach 69.6 million in 1986. In the 1990s the 
sales of vinyl declined again and CDs eclipsed both 
vinyl and cassettes in the marketplace. By the end of 
1998, this trend had continued apace, as Table 11.7 
illustrates. Competition in manufacture had become 
intense, not just in this country but internationally as 
well. At the end of the 1990s only six manufacturers 
of vinyl discs remained in the UK and Orlake had the 
capacity to meet UK market needs in its entirety. In 
spite of this dramatic decline in the market, Orlake 
not only managed to maintain its output levels but 
also saw a dramatic increase in market share. In 1999 
Orlake received a substantial order from the major 
record company, Polygram. Orlake had produced 
vinyl records for Polygram for a number of years, 
achieving high levels of satisfaction by fulfilling small 
orders to quality specifications, flexibly and on time.

The vinyl market itself had changed. A mixed 
market of 7 inch singles, 12 inch LPs and variations 

in the form of shape discs, picture discs and colour 
discs had shifted to a focus on the production of 
12 inch singles for the dance market. Much of this 
growth was accounted for by independent record 
producers and record brokers. The latter repre-
sented a one stop shop for cutting, sleeve and 
label design. In this respect the BPI figures pre-
sented in Table 11.7 under-represented the sales 
of 12 inch singles by about half. Official statistics 
focus on selected shops, while the 12 inch market 
also includes sales from small specialist shops, in 
clubs and pubs, as well as exports. These do not 
feature in the UK statistics. Nonetheless, the table 
still reveals the overwhelming dominance of the CD 
market. However, in a period of CD dominance, the 
12 inch singles market had both held its own and 
increased in value and the real decline of the period 
was in cassette sales.

It is estimated that the vinyl market in 2009 had 
declined by around 20 per cent from the height of 
dance music in 2001. The boost to vinyl sales from 
the dance music phenomenon fell as interest in the 
music fell after 2005. However, many young people 
were exposed to vinyl as a product.

CASE 11.2 (Continued )

TABLE 11.7 Recorded music sales by type as a percentage of the total in terms of volume 
and value

1996 1997 1998 1999 2000

Volume Value Volume Value Volume Value Volume Value Volume Value

Singles
7 in 0.8 0.2 0.7 0.2 0.5 0.1 0.3 0.1 0.2 0.1
12 in 2.8 1.4 2.5 1.3 2.2 1.2 2.6 1.3 3.0 1.5
Cassette 7.1 1.9 6.9 1.7 7.1 1.9 7.1 1.7 4.8 1.2
CD 15.9 7.5 19.1 8.7 19.2 9.4 18.9 9.1 15.4 7.6
Total 26.6 11.0 29.2 11.9 29.0 12.6 28.9 12.2 23.4 10.4
Albums
LPs 1.0 1.0 0.8 0.9 0.8 0.8 0.8 0.6 1.2 0.7
Cassette 17.8 16.1 14.3 13.2 12.2 10.8 6.6 6.2 4.0 3.5
CD 54.6 71.9 55.7 74.1 57.9 75.9 63.6 80.7 71.4 85.2
Total 73.4 89.0 70.8 88.2 70.9 87.5 71.0 87.5 76.6 89.4
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The production system at Orlake

Orlake was able to turn around orders in seven days 
for new releases and five days for repeat orders. 
Such turnaround times were considered essential in 
small batch jobbing manufacture.

The actual manufacture was the following stage 
from the recording studio. There, the final tape was 
converted to a series of vibrations, which cut grooves 
into a master disc, known as the lacquer master. Orlake 
had a plating shop, which took this master and through 
an electro forming process made its own moulds to 
form the basis of record production. Several moulds 
were required depending on the number of presses to 
be used, the length of the run and the uncertain work-
ing life of each mould. The actual record was made in 
the production department by compression moulding, 
which pressed extruded plastic on to the mould on a 
specially designed machine. This took around 25 sec-
onds for the average disc. Operations at Orlake were 
based in two buildings. The smaller building housed 
the plating shop, the library of production moulds, and 
acted as storage for labels and sleeves. The larger 
building housed the production presses, the offices 
and offered some storage space for the finished prod-
uct. However, there was not a great requirement for 
storage, given the fast moving nature of the business.

Record companies tended to use several manu-
facturers, particularly on high selling items. Orlake 
manufactured for a range of companies and as a 
competitive strategy attempted to meet customer 
requirements of high quality, low cost products in as 
short a time as possible.

The variety of the work meant that there were no 
standard production runs. Very large production runs 
associated with a vibrant 7 inch singles market were 
a thing of the past. The market comprised of 85 per 
cent 12 inch singles. The largest run in 1998 was 
8000 units, but production runs of 500 became not 
uncommon with an average run of 1250 units. The 
firm used two types of presses, fully automatic and 
manually operated. Orlake had 14 automatic presses: 
two of them for 7 inch singles. In addition the com-
pany had five manual presses, more than any other 
producer, offering Orlake additional flexibility. The 
presses gave Orlake a capacity of around 4.5 million 
units a year operating with two five-hour shifts.

Certain products such as picture discs and shape 
discs could only be produced using manual machines. 

However, the demand for both products declined as 
they were associated largely with the heavy metal 
boom of the late 1980s. Since 2001 there was an 
increase in the production of picture discs with the 
revival of such bands as Metallica and Iron Maiden. 
Management saw it as important to retain the capacity 
to produce special discs on manual machines, and 
Orlake was the only company offering such a variety 
of products. It was felt that it offered Orlake both a 
competitive edge and a means of gaining access to 
higher volume business with some companies.

Production planning and scheduling was carried 
out continuously at the point of order and was the 
responsibility of the sales order clerk and the produc-
tion controller. Schedules were drawn up on the basis 
of first come, first served.

Quality control was the responsibility of the super-
visor in the plating shop – the area where master 
moulds were made that determine the quality of the 
entire operation. Quality control throughout the com-
pany relied on visual checks. At the pressing stage, 
one finished record in every 20 was checked visually. 
Ninety per cent of all faults were spotted visually by 
a trained operator. In addition, a particular pressing 
was checked audibly every hour. Before storage, a 
further 1 record in 40 was checked visually, a pro-
cess that was repeated after nine hours had elapsed 
to allow the plastic to cool down. Faults found with 
the moulds were sometimes rectified manually. At 
the pressing stage, if repetitive faults were found in 
a particular run, the batch was destroyed. Manage-
ment moved to a system whereby quality was the 
responsibility of all employees and was reflected in 
the bonus scheme.

Orlake operated with a core staff of 50 employees. 
About 30 of these were full time staff working a 40 
hour week. The rest were part timers, each operating 
a five-hour shift. Two such shifts were run each day. 
Overtime was used extensively to meet fluctuations 
in demand. Many of the staff had been with Orlake for 
several years and the company had a pool of expe-
rienced, skilled staff in the local community that they 
could draw upon as necessary. The employees were 
extremely loyal to the company and had a consider-
able commitment to and interest in the product.

A benefit of the move to a two shift day system 
was the improved levels of quality with increased lev-
els of management supervision. No job descriptions 

CASE 11.2 (Continued )

(Continued)
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were used and all staff were expected to work flexibly 
across a range of tasks. Operators became packers 
and vice versa, and both supervisors and manage-
ment helped out in the production and packing pro-
cess. As with other industries operating in areas of 
declining demand, some skills were difficult to find, 
more especially those in compression moulding.

Orlake did well in a declining market and survived 
the collapse of its parent company, FSV. Its strengths 
could be summed up as follows:

•	 Management used quality and service to gain 
competitive advantage. There was a desire to 
improve service levels further.

•	 Orlake had never chased volume through price 
discounts and maintained a niche market with 
several customers. Price discussions were held 
with customers once a year, discussions about 
quality were held for every order.

•	 Emphasis was placed on cost efficiency. In the 
1990s much of this was achieved through staffing 
cuts, the elimination of the night shift, improve-
ments in quality, continued staff flexibility and 
in increased use of automation coupled with a 
production focus on the 12 inch disc. From 2000, 
cost reduction focused on expanded capacity on 
the automatic presses without increasing staff-
ing. As a result, gross margins continued to rise 
despite increased materials costs.

•	 Speed of response and dependability of delivery 
times was seen as vital in a business where the 
life span of the product might be relatively short. 
The firm had a strategy of fulfilling customer 
orders for any type of gramophone record in as 
short a time as possible. A reputation had been 
built up for low lead times and prompt delivery.

•	 While special items such as shape discs, holo-
gram discs and picture discs became much 
less significant in terms of volume, the company 
retained the flexibility to produce such items as 
and when required. Such flexibility enhanced the 
company’s reputation in the marketplace.

The closure of Orlake

Despite the best efforts of the management and 
staff to stay profitable, the owners of Orlake Records 
decided to close the business and focus on 

operations at Portal Space in Hayes, West  London. 
Orlake ceased to trade in late summer 2007. The 
reasons for closure were several. The market for 
vinyl had declined. Competition had increased, 
especially from producers in Eastern Europe, where 
vinyl was less of a niche product. Orlake lost its big 
client, Universal, which decided to put its business 
to tender. Much of the work went to Eastern Europe, 
the Czech Republic in particular. Orlake considered 
a revised strategy based on low price, but this could 
not be justified by the volume. The lease on the land 
and buildings of Orlake’s Dagenham site was due 
for renewal. Finally, its traditional labour pool of tem-
porary contract workers in the local area was disap-
pearing, some through retirement and others who 
had moved away following the closure of a manu-
facturing plant by the area’s largest employer, Ford.

Vinyl Factory Manufacturing and the new 
vinyl market

Portal Space changed its name to Vinyl Factory 
 Manufacturing and in 2009 was the only major producer 
of vinyl records in the UK. Its main production item 
remains current releases from popular groups. Some 
labels, such as Domino with artists such as the Arctic 
Monkeys, were keen to exploit their releases on vinyl. 
The company moved into the production of high price 
specialist limited edition sets containing several discs, 
high quality artwork and the artists’ signature. Such sets 
have been produced for the Pet Shop Boys, Radiohead 
and Oasis, the last with a run of 20 000 copies.

Vinyl Factory Manufacturing branded itself as the 
Vinyl Factory and in 2018 was the only vinyl pressing 
plant in the UK producing over one million records a 
year in 12, 10 and 7 inch formats, as well as bespoke 
sets. The company still uses the old EMI presses and 
its production system is still similar to that used by 
Orlake records including a listening room for aural 
quality checks. The company launched its own label 
involving collaboration with artists such as Florence 
and the Machine, Bryan Ferry and Massive Attack. 
The company also has The Vinyl Factory Soho as 
a venue for exhibitions, presentations and product 
launches. It produces an online magazine.

The company has benefitted from a revival in the 
sales of vinyl records. Sales for 2016 in the UK were 
53 per cent higher than in 2015, with a total sales 
of 3.2 million copies and 30 albums selling more 

CASE 11.2 (Continued )
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than 10 000 copies each. Sales were undoubtedly 
boosted by the death of David Bowie, whose work 
was responsible for a number of best-selling albums. 
While sales still represent a small fraction of those 
in the 1970s and 1980s the value of vinyl sales has 
overtaken the sales value of CDs. However a vinyl 
LP retails at £20–25, compared to a CD often priced 
below £10. By 2018 vinyl was the fastest growing 
format on the market and with a shortage of presses 
worldwide there have been delays in releasing some 
albums. Sony Music announced that it would start 
producing vinyl again in March 2018 for the first time 
since it closed its production plant in 1989.

Source: Orlake Records, Dagenham, Essex; Vinyl Factory 
Manufacturing, Hayes, Middlesex; thevinylfactory.com/

Questions

1 Assess the market factors that have contributed 
to the success and failure of Orlake in a music 
industry dominated by the CD.

2 How would you summarize and define Orlake’s 
operating system?

3 Assess the operations strategy of Orlake in 
terms of quality, speed, flexibility, dependability 
and cost.

4 What does the future hold for Vinyl Factory 
Manufacturing and upon what does its continued 
survival depend?

CASE 11.2 (Continued )

SUMMARY

•	 The operations function is a transformation process that takes inputs such as materials and labour 
and turns them into goods and services.

•	 The function operates in a variety of industries and settings and is not limited to manufacturing.

•	 The main activities of operations management involve the design of a system to process inputs and 
setting up control devices to ensure effective operation.

•	 It is acknowledged that the operating system has expanded to incorporate all the elements of the 
supply chain from components to customers.

•	 The objectives of any operations system are quality, dependability, speed, flexibility and cost.

•	 A central problem in operations management is the reconciliation of customer satisfaction with the 
efficient use of resources.

•	 Traditionally, techniques of operations management have emphasized efficiency. However, there is a 
growing awareness of other elements, such as the flexibility to respond to changing market demand 
and a need to focus on quality.

•	 Globalization has affected operations through the geographical extension of the supply chain and 
the growth of global, interactive operating systems known as ‘the global factory’.

•	 The centrality of the function means that it exerts considerable influence on organization structure.

•	 Changes in technology have particular relevance for operations systems, in terms of both product 
and process innovation. In manufacturing and the service sector alike there have been changes in 
the way goods and services are both produced and accessed by the customer.

•	 Japanese methods, especially in manufacturing industry, have been very influential and include JIT, 
TQM and in particular lean production.

•	 Operations strategies are a core element of a firm’s overall corporate strategy. The most success-
ful strategies would appear to integrate all elements of the operations system, display a clear focus 
and are consistent with the strategies of the other functional areas.
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DISCUSSION QUESTIONS

1 Examine the similarities and differences to be found in the operations systems of manufactur-
ing and non-manufacturing organizations. How do the operations priorities differ in a firm pro-
ducing television sets for a mass market compared with those of a large regional hospital?

2 Design a systems model for a manufacturing firm, a retail organization and a hospital. Show 
both the types of transformations that are taking place and the other systems with which the 
firm interacts. What are the main activities and relationships?

3 Define the objectives of a firm manufacturing television sets, a hospital and a fast-food res-
taurant in terms of quality, dependability, speed, flexibility and cost.

4 What strategies can be employed to solve the conflicting objectives of operating efficiency 
and customer satisfaction?

5 What types of impact can product design have on the operations process? How does it 
affect the objectives of quality, dependability, speed, flexibility and cost?

6 Assess the effect of globalization on operations management.

7 Identify the operational aspects that influence scheduling in a restaurant, at an airport and 
for a national daily newspaper. What strategies and techniques would you employ to solve 
scheduling problems in these three situations?

8 Why is supply chain management an important aspect of manufacturing industry? To what 
extent have techniques imported from Japan assisted this process?

9 To what extent can the techniques associated with lean production be applied to a depart-
ment store, a hospital and a university or college?

10 Examine the links between TQM and corporate culture.

FURThER READING

Probably the most comprehensive text, in terms of coverage and examples, available is:

Slack, N., Brandon-Jones, A. and Johnston, B. (2016) Operations Management, 8th edn, Pearson: Harlow.

An emphasis on and integrated approach to strategy is the theme of:

Slack, N. and Lewis, M. (2014) Operations Strategy, 4th edn, Pearson: Harlow.

Detailed coverage of operations in the service industry with some good illustrative cases can be 
found in:

Johnston, R. and Clark, G. (2012), Service Operations Management: Improving Service Delivery, 4th edn, 
Pearson: Harlow.

A good introduction to lean production and lean thinking as well as a good summary of the 
historical development of manufacturing systems can be found in:

Womack, J., Jones, D.T. and Roos, D. (1990) The Machine that Changed the World: The Story of Lean 
Production, Rawson Associates: New York.
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LEARNING OBJECTIVES At the end of this chapter you should be able to:

•	 Define marketing and trace its development as management process and activity.

•	 Understand the nature of marketing as an exchange process and the role of trust.

•	 Identify the differences between business to consumer and business to business 
marketing.

•	 Identify the elements of the marketing process.

•	 Explain how these elements form the basis of the marketing mix and articulate how this 
operates.

•	 Understand and assess the importance of, and approaches to, buyer behaviour.

•	 Critically assess the significance of branding, targeting, positioning, market segmenta-
tion and the value of the product life cycle.

•	 Explain the role of marketing in relation to the economy and the state.

•	 Assess the impact of technological and social change on marketing through the develop-
ment of digital and social media marketing.

•	 Assess the factors influencing the operation of marketing in different organizational 
contexts.

•	 Evaluate a range of different marketing strategies.

12

MARKETING
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INTRODUCTION

In this chapter we will examine the nature of marketing as it applies to different types of organization 
and to different types of product and services. We will attempt to define marketing and briefly chart 
the development of the concept. The elements of the marketing process will be analyzed in turn. We 
start with market research and link this to segmentation, targeting and positioning. The positioning 
of products leads us into consideration of branding. We then focus on the traditional 4Ps, Product, 
Price, Promotion and Place, plus the additional 3Ps of People, Process and Physical evidence which 
must be considered when the product is a service. All these elements make an important contribu
tion to the marketing mix and to marketing strategy. We look at the interface of marketing and 
the environmental context of our model. A key development here has been the technological and 
social changes that have led to the growth of digital and social media marketing. We examine how 
marketing is carried out in organizations and its links, particularly to innovation and operations 
management. We close the chapter by reviewing the elements of marketing in a strategic context.

Decisions in marketing generally focus on the nature of the markets and on the products and 
services to serve those markets. In terms of products and services, marketing is concerned with 
design, prices, promotion, the means through which they are distributed and the interface with the 
customer. In advanced industrial societies, individuals are faced with a vast choice of such products 
and services, which can be acquired in a variety of ways, often at a range of prices. Advertising 
is all pervasive, its scope and reach having been expanded through the developments in digital 
media technologies.

Marketing, probably more than any other business activity, attracts strong feelings. Many 
members of the public, as well as many business and management students, associate careers in 
marketing with the glamour and fictional lifestyles of the people portrayed in advertisements. 
Such a view is misleading, for marketing is much more than advertising, it is a management pro
cess which enacts organizational strategy.

It is the high profile and potentially exploitative nature of marketing that attracts critics. Mar
keting is accused of encouraging an excessively materialistic society, planned product obsolescence, 
the high pressure selling to vulnerable groups in society and even cultural imperialism. Marketing 
professionals would counter this, listing their credits as the development and supply of products 
and services to meet consumer need, the provision of essential information for the shopper, and 
the use of marketing to create public awareness for such socially acceptable goals as improving a 
nation’s health. They would point also to the growing involvement of the consumer in the spread 
of marketing information via social media. Given the increasing use and abuse of marketing in 
political elections, it might also claim to be an important part of the democratic process.

DEFINITIONS AND ORIENTATIONS

Marketing is the activity, set of institutions, and processes for creating, communicating, delivering, 
and exchanging offerings that have value for customers, clients, partners, and society at large. 

(American Marketing Association, July 2013)

The management process responsible for identifying, anticipating and satisfying customer 
requirements profitably. 

(Chartered Institute of Marketing)
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The above definitions introduce a number of aspects. Marketing is seen as:

•	 an interactive exchange process centering on the concept of value

•	 being aimed at satisfying (or exceeding) customer needs

•	 concerning goods, services and ideas (and therefore existing in all types of organization)

•	 involving activities of design, pricing, promotion and distribution and their integration

•	 occurring at all levels of the organization.

Marketing is an interactive process aimed at understanding, satisfying or even exceeding customer needs. It 
is concerned with the new product design, branding, pricing, promotion, communication and accessibility to 
the customer of goods, services and ideas. It exists in all types of organization and involves  all members of the 
organization.

KEY CONCEpT 12.1 MARKETING

The following approaches to marketing present a brief generalized view of the historical 
 evolution of marketing ideas:

•	 The product orientation pervaded marketing thinking until the 1950s, it assumed that 
goods and services if of sufficient quality would sell themselves. It took little or no account 
of consumer needs.

•	  The selling orientation assumed that consumers will not buy sufficient goods and services 
unless they are persuaded to do so by advertising, sales promotion and incentives to the sales 
force. This approach is often thought necessary when supply outstrips demand, or in the case 
of what Kotler (1983) defines as unsought goods, such as encyclopaedias, or with the pro
motion of political candidates. The concept emerged in parallel with the techniques of mass 
production and its origin is particularly associated with post World War II USA.

•	 The marketing orientation shifts the attention to the consumer and involves the determina
tion of consumer needs and values, and the design and supply of goods and services to satisfy 
them. The assumption here is that the consumer is sovereign and the survival of any organ
ization depends upon the satisfaction of its customers. Such an approach underpins most 
modern definitions of marketing. The development of the marketing orientation is linked to 
increased competition, the deregulation of markets and advances in information technology. 
It is also linked to rational approaches to management that are based on investigation and 
analysis as the basis of strategy. This, in turn, is linked to the emergence of  market research 
as an important activity. Piercy (2009), strengthens the case of the marketing orientation. He 
argues most vociferously that there can be no other legitimate approach to going to market 
(a phrase he uses rather than marketing) than by satisfying customer needs.

•	 Relationship marketing takes the marketing orientation a stage further. It moves the focus 
away from the transaction to strengthening the relationship between the organization and 
its customers as well as its suppliers, distributors and retailers. Relationship marketing is 
based on two premises. First, good relations with customers create customer loyalty and 
result in repeat purchases. Social media use has been a major driver of these exchanges 
for many organizations. Second, as it is more expensive to seek new customers than it is 
to retain existing ones, the focus is on the lifetime value of the customer. The key to this 
approach is persuading the consumer to ever more regular engagement. Clearly not all 
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customers will wish to get involved with their suppliers. Relationship marketing is not a 
proxy for competitive advantage.

•	 Societal marketing takes the previous orientation a stage further. With societal  marketing 
the attention is still focused on the consumer’s needs, but the assumption here is that 
those needs are satisfied in such a way as to enhance the wellbeing of the consumer and 
 society as a whole; goods and services should be socially acceptable, nonharmful and non 
polluting. This approach arises from the enhanced consumer awareness of environmental 
issues. Supermarkets such as Tesco and Sainsbury’s have made considerable investment 
in the design of stores to present attractive buildings constructed using environmentally 
friendly materials or boasting zero carbon emissions. Marks and Spencers’ Plan A is:

our way to help build a sustainable future by being a business that enables our  customers 
to have a positive impact on wellbeing, communities and the planet through all that we do.

•	 Social media marketing. Marketing has been transformed by developments in social media 
technologies and the increase in the usage of social media websites such as Facebook and 
 YouTube. The marketing concept is extended not just by focusing on the consumer but 
by involving the consumer in the marketing process itself. Consumers use social media to 
 comment upon and review products and services, reaching large audiences and having a 
significant impact on brand awareness and sales. An example of this approach is the Virgin 
group of companies which seeks to encourage daily engagement through the Virgin Red 
mobile phone app.

While the above approaches to marketing do approximate to the historical development of 
marketing, we can see them working side by side today. Precision engineering tools tend to sell 
on the reputation of the product because they are engineered to meet the exact requirements of 
the customer; while certain double glazing and kitchen installation firms use aggressive promo
tion and selling techniques.

What examples can you give that illustrate the product, selling, marketing, relationship marketing and societal 
marketing approaches?

REFLECTION pOINT

The view of marketing that focuses on consumers and the determination and satisfaction of 
their needs is not without its critics. Galbraith (1972) challenged the consumer oriented marketing 
concept, which he calls the ‘accepted sequence’. The Canadian born economist believed that the 
growth of big business, the complexity of modern technologies and the correspondingly massive 
investments in product development have disenfranchised the consumer. ‘The revised sequence’ has 
taken over, in which complex products, beyond the understanding of the average consumer, are 
developed at great cost. The emphasis shifts from the satisfaction of, to the creation of, consumer 
demand through investment in promotion to safeguard investments in product development.

Galbraith’s view may be challenged in two ways. First, a discussion that focuses on individual 
consumers and manufactured products presents a restricted view of marketing. In the next section 
we examine the extent to which the marketing is applied in other contexts. Second, we shall see 
later in the chapter, the process of marketing has been revolutionized by digital and social media 
technologies, the latter in particular stressing the participation of the consumer.
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Marketing in different contexts
Marketing as an activity is carried out in a variety of contexts, the most obvious being, of course, 
the sale of goods and services to individual consumers as endusers. This is commonly referred 
to as business to consumer marketing (B2C). Marketing also occurs when a firm manufacturing 
petrol tanks sells them to vehicle and lawnmower manufacturers and others who use petrol tanks 
in their products; this is sometimes referred to as industrial or organizational marketing, or, more 
commonly, business to business marketing (B2B). Equally, it is not only manufactured products 
that may be marketed, but also services, such as banking and management consultancy. Holiday 
resorts, such as Disneyland Paris (Case 12.4), have always positioned and promoted themselves to 
attract tourists. In 1965, Singapore needed inward investment to offset the loss of British military 
bases. The government established the Economic Development Board (EDB) and set up marketing 
offices in the USA and other countries. The EDB continues to act as a one stop shop for would be 
investors, offering a fast response and eliminating the need for investors to negotiate with a range of 
government agencies (see Case 3.1 for more details). In addition to the marketing of products and 
services, some firms promote themselves by presenting a corporate image to the public. Marketing 
is far from being the sole prerogative of profit making organizations, as governments, political 
parties, lobby groups and charities have discovered. We will deal with each of these aspects in turn.

Business to business marketing (B2B)
B2B marketing embraces any marketing exchange of products and/or services between two or 
more organizations. There is a clear overlap with purchasing and procurement, but B2B mar
keting is much more than a buyer–seller relationship and differs from business to consumer 
 marketing (B2C) for the following reasons:

•	 B2B marketing in the manufacture of products, particularly with the development of 
global factories and global supply chains (see Chapter 2), involves networks of component 
suppliers. In this case the component is not the end product but is being used to manufac
ture the end product. More importantly, this process involves discussion and  negotiation 
over the design, price, delivery times and after sales service to a degree not found in busi
ness to consumer exchanges. The elements of the marketing mix involved in the compo
nent supply are worked out between the businesses involved. This is true of any product 
manufactured in this way, be it aircraft, cars or computers.

•	 There has been a significant growth in the B2B marketing of services especially in the 
 provision of accounting and consultancy services. Indeed the UK is predominantly a 
 services economy with over 80 per cent of GDP coming from services.

•	 Whereas consumers buy goods and services for a variety of reasons, which may include less 
tangible considerations of personal status, organizational buyers tend to be more  concerned 
with the utility of the product or service as well as its contribution to their costs.

•	 Organizational buying is institutionalized and is often carried out by professionals using for
malized procedures involving quotations and contracts, often as part of a close,  continuing 
relationship between buyer and seller (see relationship marketing). A feature of most car 
manufacturers is the process of joint design and the exacting demands they place on their 
component suppliers. For their part the component suppliers have to compete on the basis 
of quality, price and delivery schedules, but where complex supply chain relationships are in 
place, then the level of cooperation between the parties may also be a competitive factor.
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The marketing of services
Despite historical reluctance, service organizations have fully acknowledged the need to con
sider marketing in a serious way. This may be due to the relatively small size of many service 
operations, the intangible and perishable nature of some service products and, in the case of the 
professions, constraints imposed by their own professional bodies. The specific characteristics of 
services presents a number of marketing problems. The following characteristics are taken from 
Cowell (1984):

•	 Intangibility. Most services have no physical product and therefore cannot be seen or 
touched before purchase. This is often seen as the key difference between services and 
goods.

•	 Inseparability. In most cases acquisition and consumption of services occurs at the same 
time and there is often some personal contact between buyers and sellers. As a consequence, 
relationship marketing is important.

•	 Heterogeneity. Many services are customized and the nature of the personal relationship 
between seller and buyer can vary significantly. As a result, consistency is a problem and 
control is difficult.

•	 Perishability. Most services cannot be stored for future use, as in the case of theatre tickets 
or purchasing seats on an airline.

•	 Ownership. In the case of services such as a music streaming service, the buyer does not 
own it but purchases the right to use it for a limited period.

However in reality there are few pure services or even pure goods. A restaurant sells not only 
a service and a dining experience but plates of food as well. A university provides its students 
with lectures and seminars, but increasing attention is paid to the less tangible aspects of student 
life such as personal feedback on performance and the climate of staff–student relations. A car 
showroom sells cars but also after sales service and ongoing advice. Products and services can be 
viewed as being multilayered, in that they consist of the core reason for purchase, the  physical 
aspects of the product and the additional aspects of the product such as after sales service or 
financing.

The service industry has grown and become fiercely competitive, as is the case with banking 
and financial services. Companies in this sector have invested heavily in advertising and other 
kinds of sales promotion. Many consumers are now deluged by direct mail from service orga
nizations. A student opening a bank account for the first time is wooed by offers such as free 
overdrafts and gifts. Airlines have decided to package their products in a much more tangible 
way; business travellers are now invited to buy BA’s Club Class or Singapore Airline’s Raffles 
Class and enjoy a number of distinctive product advantages. Some of these are tangible such as 
larger seats, faster checkin and access to dedicated lounges at airports. Other benefits are less 
tangible, incorporating feelings of exclusivity and status. The lifting of advertising restrictions on 
the legal profession in the UK has led, in some cases, to vigorous promotion of price differentials 
on services such as conveyancing and of services to assist clients in accident compensation claims.

How does B2B marketing differ from the procurement and purchasing function in organizations? What examples 
can you give to illustrate the difference?

REFLECTION pOINT
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The marketing of images
Businesses often spend heavily to convey a specific image, which might stress efficiency,  experience, 
breadth of operations, company size, social responsibility or all of these characteristics. Theatri
cal agents have always existed to promote their clients, but the concept of marketing people has 
been extended to present any celebrity figure who may be packaged to enhance his or her earning 
capacity through paid public appearances. The marketing of ideas has also grown in popularity. 
Many governments have launched campaigns to inform the population about AIDS, the perils of 
smoking or potentially dangerous epidemics such as Ebola or avian flu.

Political elections in most countries are now fought through social media, providing new chan
nels for candidates, vested interests and voters to interact. During the 2016 Presidential campaign 
44 per cent of US adults got information about the election from social media, and 24 per cent 
got news and information from social media posts by Donald Trump and Hillary Clinton. At the 
time of writing, investigations are still ongoing with respect to the possible interference in the 
election process by foreign governments. The marketing of political parties presents an interest
ing combination of organizational image, ideas and people and raises a number of ethical issues.

Identify some political images and ideas that you have seen being marketed.

REFLECTION pOINT

International and global marketing
This is often considered as a separate marketing context requiring adaptations of the product, 
its price and the way it is promoted to account for differences in cultural expectations or con
straints imposed by the economy or by governments. Such differences have led many firms to 
appoint local agents to market their products or else engage in a joint venture with a local firm. 
International and global marketing can be seen as part of a continuum from selling goods and 
services overseas from a home base, through various forms of equity joint venture, to wholly 
owned subsidiaries in different countries.

We can also identify stages in the evolution of global marketing in much the same way as we 
looked at the transition of the international to the transnational company in Chapter 2. Bartlett 
and Ghoshal (1995) identified a number of stages in the development of global and transnational 
organizations. Each of these stages is associated with a different approach to marketing. The inter
national company is typified by the export of goods manufactured in the home base. The multi
domestic company establishes operations in several countries to develop goods and services aimed 
at specific local markets. The global company is focused on linked regional strategies with a 
standardization of products, services and promotion within a specific region and the creation of 
global brands. The transnational company has global brands and regional standardization, but 
also produces local products and services for local markets

ThE ELEMENTS OF MARKETING

We have already seen that the marketing concept focuses on the consumer and his or her needs. 
Marketing strategy is enshrined in the concept of the marketing mix, historically referred to as 
the 4Ps – Product, Price, Promotion and Place. Further extended to consider the nature of ser
vices, the 7Ps were developed adding People, Process and Physical evidence. We will deal with 
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all these concepts in this section. While many consider them to be the key elements of marketing 
they are also the basis of the marketing planning process and marketing strategy. In this section 
we identify the elements as market research, segmentation, targeting, positioning, branding, the 
7Ps and buyer behaviour, and we deal with each in turn.

The elements will be treated separately, although in practice there is considerable overlap 
between them. The price of a product, especially when higher than comparable offerings, can 
be used as a product feature, part of the brand, a form of differentiation and even a method of 
promotion, stressing the exclusivity of the offering. This also involves the company positioning 
the product in a target market and the consumer perceiving and acknowledging a relationship 
between price and quality.

The basic marketing mix generally refers to an overall marketing strategy which involves the manipulation of 
four elements. These are decisions concerning the nature of the product and its design, price, sales promotion, 
advertising and customer awareness and distribution. These four factors are popularly referred to as the 4Ps: 
Product, Price, Promotion and Place, a classification ascribed to McCarthy (1960). Two important aspects of 
this are not made explicit: market research and buyer behaviour. Decisions about the marketing mix cannot be 
made without researching the market in all its aspects, including a thorough understanding of buyer behaviour. 
Later this was extended to the 7Ps, which add elements stressing customer service. These elements are the 
people who deliver the service, the physical evidence of the service having been delivered and the processes 
followed to deliver the service.

KEY CONCEpT 12.2 ThE MARKETING MIX

MARKET RESEARCh, SEGMENTATION, TARGETING AND pOSITIONING

Market research
Market research deals with the collection and analysis of information to assist the marketing 
 planning process. Four types of market research can be distinguished, although there is consider
able overlap between them, and most firms engage in all types. Such information is often gathered 
together into a Marketing Information System (MKIS).

•	 Management needs to possess accurate information about its current marketing activities. 
This includes the number and value of sales of its range of products and services, and its 
market share compared with competitors. Such information can provide useful feedback 
on sales variations by region or by salesperson, and may well provide the basis for imple
menting changes.

•	 Management needs to be aware of developments that are occurring in the marketplace, which 
may have a direct or indirect bearing upon the business. Such information may be about 
products brought out by competitors, the relative prices of goods in shops, how competitors 
are promoting their products, or whether changes are taking place in the way consumers 
buy goods. This is undertaken at many levels, sometimes referred to as market intelligence. 
It enables management to build up a picture of the market in which they operate and track 
the changes and trends so that strategies may be initiated and altered as appropriate.

•	 Market research involves feasibility testing: to assess the market potential of a new prod
uct or service; to assess the consumer reaction to pricing policies or price changes; to assess 
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the reaction of consumers to a particular advertisement, and so on. When a company such 
as Nestlé launches a chocolate bar, the product has invariably been tested on a wide range 
of people, and their reactions to appearance, taste, price, value for money, and sometimes, 
the method of promotion, are carefully assessed. An essential element of feasibility research 
is an analysis of the consumers within the market itself, especially its size and composition 
in terms of age, sex and occupation or lifestyle. The advertising industry tests new adver
tisements on target audiences and as a result of audience feedback changes can be made. 
Customer reactions to products are often tested using indepth interviews with individual 
consumers or using focus groups. A focus group is a means of discovering more about a 
particular product through engaging a small group of consumers or potential consumers in 
a group discussion led by a trained facilitator. Such groups are used in business to business 
marketing as well as in the marketing of consumer goods though they are rarer because of 
the challenges of scheduling participants from multiple organizations.

•	 The fourth type of research is a mixture of the previous three in that it collects information 
to evaluate a product and the way it is priced, promoted, acquired, perceived and experienced 
by the consumer after the launch. Continuous data of this type can be collected by consumer 
panels. These are groups of consumers, who may be representative of the population as a 
whole or some specific segment of the market. Panels are then asked to monitor their purchas
ing and eating habits, their television viewing and so on. However, information of this type 
has proliferated as consumers comment on products and services via social media websites or 
contribute to websites such as TripAdvisor, posting comments on hotels and restaurants. In 
some cases such comments elicit replies from the organization that is being reviewed. Increas
ingly frequently organizations are using techniques developed in neuroscience such as MRI 
scans and other such measurements of brain activity and sensors to measure heart rate. Such 
techniques attempt to assess a consumer’s cognitive and affective response to products and to 
marketing images in advertising. The application of neuroscience to marketing is based on the 
assumption that many purchases are made at a subconscious level. However such techniques 
are expensive, are difficult to apply to large numbers and have questionable validity.

Individual organizations, especially if they are large, can do their own market research. 
 However, research has developed as a specialist activity and numerous agencies, such as Mintel 
and Kantar TNS (a wholly owned division of WPP a multinational advertising and public rela
tions company) have arisen, offering a variety of services. Many such firms operate globally and, 
among their many services offered to clients, provide regular television viewing figures, enabling 
firms to target and evaluate television advertising campaigns. Such firms provide their clients with 
regular market intelligence on market share and trends, tasks often beyond the resources of an 
individual company. Increasingly, agencies specializing in the analysis and interpretation of web 
analytics are being used to help organizations understand their web and social media performance.

Market research involves the collection and analysis of information to gain feedback on current marketing activi-
ties, including those concerned with product launches and testing the market response to product proposals. 
It is concerned with collecting and reviewing information about competitors’ products, pricing, promotions and 
distribution policies. Effective market research enables managers to make more objective marketing decisions 
and to be more responsive to existing and emerging customer needs.

KEY CONCEpT 12.3 MARKET RESEARCh
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Segmentation, targeting and positioning
These are three related elements of marketing. Segmentation occurs when the market is broken 
down along a number of dimensions. Kotler and Armstrong define market segmentation as:

. . . dividing a market into distinct groups of buyers who have distinct needs, characteristics, 
or behaviour and who might require separate products or marketing mixes 

(Kotler and Armstrong, 2005: p. 54).

Some form of segmentation is central to the efficient use of marketing resources in that it 
focuses on those groups most likely to buy the product or the service.

Commonly used segments include geographical location, age groups, gender groups, income 
groups, occupation groups, social classes and so on. Segmentation can also be based on psycho
graphic aspects such as differentiating groups by lifestyle or personality traits. An increasing 
feature of cosmopolitan urban areas is segmentation based on ethnic groups. Segmentation can 
also be based on consumer behaviour targeting those who make frequent or repeat purchases.

Targeting involves identifying those market segments the organization wishes to pursue and 
target marketing is about developing products and a marketing mix which meets the needs of that 
segment and best fit the strategic intent and capabilities of the organization.

Positioning involves placing the product in the market so that it meets customer’s expecta
tions and perceptions in comparison with other products in terms of price, quality and so on. In 
positioning it is important that the customer has a clear image of the product.

Market segmentation, targeting and positioning, and product differentiation go hand in hand, 
in that products and services are designed, developed, promoted and even priced and distrib
uted with a particular market segment and position in that market in mind. True segmentation 
occurs when genuinely different products are made for the different market segments. However, 
segmentation is not just a consideration in product design, it also encompasses all aspects of 
the marketing mix, including promotion. In 1971, CocaCola offered a global product using a 
global promotion campaign, emphasizing a unified world with the slogan: ‘I’d like to teach the 
world to sing in perfect harmony.’ Here was a case of an undifferentiated product promoted 
in an undifferentiated way. In 1993, in the face of increasing competition especially from own 
brands, CocaCola changed its approach. The company launched a promotional campaign, which 
varied its approach and techniques to appeal to different segments, differentiated by age, culture, 
social class and lifestyle. From 1993–97, world sales of CocaCola rose by 21 per cent (Financial 
Times, 5 May, 1997).

At the time of writing, Thomas Cook/Airtours offers over 60 different holiday brochures 
revealing significant product differentiation and targeting different markets segmented by age, 
income, lifestyle, couples with children, couples without children and so on. While few holiday 
companies aim to match Thomas Cook for product differentiation, others do target specific mar
kets. Saga has always designed its holidays and cruises for the older age groups and marketed 
them accordingly. While its products are aimed at a growing market, the company recognized that 
an increasing proportion of that market were fitter and more active than the previous generation 

A business school is planning to revise and re-launch its undergraduate degree in business and management. 
What types of market research would you carry out to support this plan?

REFLECTION pOINT
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and did not wish to be associated with an older generation. The company therefore attempted to 
change its image and broaden its market position by offering products to over 50s, emphasizing 
active lifestyle holidays.

Not all such product differentiation is motivated solely by the desire to cater for consumer 
needs. The growth of the winter sun holiday market in the UK is undoubtedly related to afflu
ence and changing lifestyles. It is also related to the hotel owners and tour operator’s desire to 
use capacity all the year round. In some cases, winter sun holidays are aggressively promoted and 
attractively priced to push up market demand. In this case some segments, such as the retired 
population, are singled out.

So far, we have focused upon consumer goods and services, but segmentation is a feature of 
business to business marketing as well. Many components manufacturers such as the Japanese 
firm Denso, and computer and electronics firms such as Intel, have successfully targeted specific 
customer groups and tailored their products accordingly.

An important strategic decision in marketing is the determination of the most appropriate 
segments for the marketing effort. There would appear to be three options:

•	 a single or a small range of products or services is offered for a single segment or limited 
range of segments

•	 many products and services are offered to many market segments

•	 a single product or service is offered to an undifferentiated mass market.

The choice will depend on factors such as: whether the segment can be accurately identified; 
if it is large enough to be profitable; whether it can be accessed: whether it can be served within 
certain cost constraints; and, of course, management goals.

A truly undifferentiated product is a rarity. A fairly ordinary product, such as a can of baked 
beans, is offered in a number of variations, with various added ingredients, such as sausages or 
with less salt and sugar (a variation aimed at health conscious consumers). As we saw in the case 
of CocaCola, an undifferentiated product can still be offered in different ways to different market 
segments. In addition, the same product can be offered at different prices to different segments 
in different places. A bottle of wine can be bought at one price in a local supermarket, yet the 
same bottle can cost four times as much when bought in a restaurant. The premium charged is a 
function of the added service element but it is also based on the knowledge that the type of client 
at such a restaurant will probably perceive price as a less important factor

Aiming for a limited market segment can be a highly successful strategy but it can be  restricting 
once a certain market size and share have been reached. The company may then need new prod
ucts and markets to continue growing. A deliberate attempt to change its market segment by 
repositioning was adopted as a survival strategy by the British motorcycle industry in the mid 
1970s. Faced with overwhelming competition from Japanese bikes, the British industry continu
ally retreated upmarket, ultimately to be defeated in that segment as well by the Japanese. The 
British manufacturers went for an inappropriate segmentation strategy and might have been more 
successful had they invested in the process technology to manufacture reliable, low cost, mass 

Identify products that fit each of the three segment categories listed above.

REFLECTION pOINT

Copyright 2019 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



ChApTER 12  MARKETING458

produced bikes. This interrelationship of marketing, product development and process technology 
recurs in our discussion of the product life cycle and marketing strategy.

A differentiated product range serving different markets has long since been the strategy 
 followed by car manufacturers to extend their range and reach new segments such as the environ
mentally conscious. Clothing retailers may offer different ranges targeted at different customer 
groups by age group, price point or perceived quality, the Marks & Spencer Per Una range is an 
example of this.

Positioning refers not only to choosing the correct market segment for your product but also 
to finding the appropriate niche in that market, to differentiate it from its competitors on such 
matters as price and quality. Repositioning occurs when the same product is offered to a  different 
group, either to combat falling sales or as a general growth strategy. This has been done by a 
number of drinks manufacturers where they aim their promotional activities at younger drink
ers with very successful results. For positioning to work, the features, benefits and price of the 
product must meet the needs of its market segment and they must be both comparable to similarly 
positioned products, yet be distinctive from the competition. Lucozade repositioned its product 
and found a new market. Traditionally, the drink was associated with ill health and was bought 
as an aid to recovery. The product was repositioned as an energy drink for people who saw keep
ing fit as an important part of their lifestyle. As the debate around carbonated drinks and sugar 
consumption progresses, it will be interesting to see how these brand owners respond.

Historically, excessive segmentation was something that was viewed as problematic and it has 
been referred to as ‘marketing mania’ (Levitt, 1975). The development, production, promotion 
and administrative costs associated with product differentiation can render excessive segmenta
tion an expensive strategy, particularly where minor product changes result in major process 
adjustments. New technologies such as 3D printing may change this in some areas of manufactur
ing and mass customization is gaining traction as a segmentation approach. Differentiation may 
be a strategy for survival in a declining market, as shown by Orlake Records in Case 11.2, but 
the strategy may not always work as was shown in the UK motorcycle industry. The willingness 
of the UK textile and steel industries to take on any order, whatever its size, led to dramatic cost 
increases and merely hastened the decline of those industries, when product concentration might 
have been a more appropriate strategy.

Overall, segmentation, targeting and positioning would appear to offer more benefits than 
costs. The following can be listed as the advantages:

•	 It can assist in market penetration by catering more precisely to the needs of a particular 
group than competitors.

•	 Knowledge of the most appropriate segments for targeting products and services can lead 
to competitive gains.

•	 Knowledge gained of a particular sector of the market can assist a company in the devel
opment of products for that sector.

•	 Products developed for one segment can be adapted to be attractive to other groups.

•	 Targeting can make more efficient use of a firm’s resources.

•	 Appropriate positioning and repositioning can add value to the product and appeal to a 
new market segment and thus broaden its appeal.

The issue of resources in segmentation is taken up by Piercy (1997). He argues that a success
ful segmentation strategy is linked to organizational structure, politics and culture rather than 
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marketing processes. Moreover that understanding the needs of the customer should be central. 
He argues that effective segmentation depends partly on the ability of the firm to organize itself 
so that different segments are understood and owned by different groups. He argues further that 
segments need to be compatible with the values of members of the organization, and that the 
movement into new market segments can threaten the status quo and existing power relations 
within the organization.

Segmentation is the process through which the total market is broken down to create distinctive consumer 
groups. The criteria used to form such groups varies and may include geographical location, social class, 
occupation, sex, lifestyle and so on. Once market segments have been identified, products can be developed 
or modified that focus upon a particular group in an attempt to maximize both the marketing effort and the needs 
of consumers.

Targeting involves the evaluation of segments to determine the most appropriate segment for the product and 
positioning involves placing the product in the market so that it meets customer’s expectations and perceptions 
in comparison with other products.

KEY CONCEpT 12.4 SEGMENTATION, TARGETING AND pOSITIONING

BRANDING

Branding is the process through which the product is given a name, logo or symbol to distinguish it 
from other products on offer. Branding has become more important as competition increases and 
products have become easier to copy. Brands are used extensively in the fashion industry, where they 
are used to differentiate similar products but also to signify a position in the market appealing to a 
particular market segment. In this way brands such as Armani and Versace have targeted the high 
income market while the Spanish company Zara has positioned itself in the fashion conscious but 
lower income market. Branding has become important in the entertainment industry. The musician 
Ed Sheeran’s name and image has become a brand and is registered as a trademark. The brand is 
used not only to sell concerts but also DVDs, CDs, downloads and a whole range of souvenirs and 
associated merchandise such as tee shirts, wrist bands and plaid shirts. Michael Jackson achieved 
similar brand status, also in the music world, and his brand continues to be used by business inter
ests after his death. There are many examples of brands outliving the company that created them. 
Gillette is a good example of a long lived brand. Founded in 1901, the company has been sold 
many times over, and is now part of the Procter & Gamble Group. Calvin Klein is no longer an 
independent company but is owned by PVH Corp. an $8bn conglomerate, which also owns such 
brands as Tommy Hilfiger, Speedo and Izod. Such brands are recognizable not just by their name, 
but in many cases by a distinctive logo. Some manufacturers feel it is important to create a brand 
style so that any one of their products from a given range is recognizable. Alfred Sloan insisted to his 
design teams that all GM cars in the USA possessed a definitive ‘GM look’ (Sloan, 1986). Google, 
Facebook, Red Bull are all differentiated from rival brands by the use of distinctive styling.

Select a company that offers a number of different products. What conclusions do you draw about the segmenta-
tion policy of that company? On what are the market segments based?

REFLECTION pOINT
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Types of brand
A brand can represent a number of aspects, each of which offers meaning to the consumer. The 
following typology has used Aaker (1996) in his Brand Identity Model as its starting point. Brands 
can be one or any combination of these aspects:

•	 The brand can represent a product as in the case of Cadbury’s chocolate, Kellogg’s 
 cornflakes and Michelin tyres. Brand names can be given to a single product or a range of 
products. Using the same high profile brand across a range of products has clearly benefit
ted Apple’s sales of mobile phones, tablets and laptops. Such use of brands across a range 
is known as brand extension. In other cases it may be important to differentiate individual 
products, even though they originate from the same stable. For example, the washing 
powder market is dominated by two producers, Unilever and Proctor & Gamble, yet each 
markets a range of washing powders under different brand names. In this way the brands 
assume an identity of their own, so much so that many people believe them to be from 
 different companies, for example Persil and Surf are both Unilever products.

•	 The brand can represent the organization. In this case the company has as much if not 
more meaning to the consumer than the product. There are certain types of consumers 
who favour certain high profile retailers, such as Harrods in the UK or Bloomingdales 
in the USA and use them to purchase a range of different products. Universities such as 
 Harvard, Oxford and Cambridge are arguably more attractive to students than the course 
they wish to study (i.e. the product). The brand as organization is especially important in 
Japan, to the extent where employment with a big corporation, such as Sony, is an impor
tant source of social status. This is an important source of competitive advantage for such 
as the Disney Corporation (Case 12.4).

•	 Some organizations extend the concept of the organization brand through the development of 
a generic or own brand. These can be found especially in supermarkets and retail chains such 
as Sainsbury’s, Tesco, John Lewis, Maceys and Bloomingdales. A generic is a product that is 
sold under the brand name of the retailer and applies to all kinds of products. It may, in fact, 
be identical to a nationally known brand on the same shelf, but is  generally sold at a cheaper 
price to appeal more to the price conscious shopper. In some cases  generics have acquired a 
brand image that goes beyond price and value for money to indicate product quality. Histori
cally, Marks & Spencer promoted this image through a single generic brand, St Michael. In 
more recent years the company has launched a range of brands such as Per Una, Autograph, 
Blue Harbour, Classic Collection and Collezione, each targeting a different market segment.

•	 Piercy (2009) argues that, in some firms, a person becomes the brand, usually in the form of 
the founder or leading character. To a greater or lesser extent this can be seen with the likes 
of Richard Branson at Virgin or Donald Trump. In sport and entertainment there are many 

Branding involves giving the product a name, logo or symbol or other features to distinguish it from products 
offered by competitors or even by the same organization. Branding is an important source of competitive product 
differentiation and can apply to a single product, a range of products or an entire organization. It is used to create 
awareness, improve recognition and recall and build up customer loyalty to ensure repeat purchases. A well known 
brand is seen as an intangible financial asset that can provide firms with considerable competitive advantage.

KEY CONCEpT 12.5 BRANDING
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examples of people as brands, such as Beyoncé, Lady Gaga or the various  Kardashians. In 
football, players and ex players such as Ronaldo and Beckham negotiated, as part of their 
contract, rights to a proportion of the income derived by the club from selling merchandise 
bearing their name.

•	 The brand can acquire a personality that is nurtured by advertising and promotional cam
paigns. Thus the Nike brand is seen as youthful, aggressive and sporty, Bacardi reinforces 
the association between the drink and a carefree lifestyle on a tropical island. Aaker (1996) 
has identified five personality traits that are associated with brands. These are: competence, 
excitement, ruggedness, sincerity and sophistication. There is growing evidence that posi
tive brand associations affect the purchase decision. The brand can be a symbol that can 
represent exclusivity and quality at a high price, as in the case of Harrods, RollsRoyce and 
Rolex. It can also represent good value for money, as in the case of Boots or Walmart, or 
even acceptable cheap goods, as in the case of Superdrug and Primark.

•	 In some cases the country of origin becomes a brand. Many German products have acquired 
a reputation for excellent manufacturing quality, as with BMW and MercedesBenz.  German 
supermarkets such as Aldi and Lidl trade on value for money pricing. In Europe, Italy is 
perceived as the home of high quality coffee, as a result coffee chains brand their expressos, 
cappuccinos and lattes to imply Italian origin. The country of origin image can change. Japan, 
once known for cheap imitative products, became a byword for quality and innovative prod
ucts, especially in the car and domestic electrical goods market. China’s leading companies, 
such as Haier in refrigeration, are moving their position as producers of cheap goods to one of 
a brand representing quality at an affordable price. Studies such as Vida and Reardon (2008) 
examine why some consumers wish to buy own country products. There would appear to be 
a range of complex reasons including the belief in the super iority of such goods, that it saves 
jobs and is good for the national economy. In the run up to Brexit, we saw a resurgence in 
the desire to Buy British. However, as we saw in our discussion of globalization in Chapter 2 
products are now made in many different countries, which only adds to the complexity.

Co-branding
Cobranding refers to two (or more) brands being presented in association with the aim of  increasing 
exposure, customer awareness and market share of one or more of the brands. Intel initially 
 cobranded with IBM computers. As the relationship proved to be successful Intel processors became 
industry standard and the company now cobrands with most computer manufacturers. While 
Intel clearly benefitted by association with early market leaders, in recent years Intel is sought as a 
 cobrand by a wide range of manufacturers as a mechanism to increase their market share. In the 
same way, hotel chains, holiday and car rental companies hope to gain by being cobranded as pre
ferred partners with major airlines, as with Hertz and British Airways. In some cases cobranding 
enables some brands to move into market segments where they have previously had limited exposure. 
The 2018 announcement of a partnership between Manchester City FC and Nissan is an example.

This innovative partnership enhances Nissan’s investment in the game of soccer which is a key 
platform to further strengthen our brand globally. Additionally, the value in kind deal will see 
Nissan introduce the world’s best-selling electric vehicle to the world’s fastest growing football 
team, an example of how the collaboration will pair innovation with innovation to bring the 
excitement of Nissan and soccer to customers around the world.

www.mancity.com.
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Nike and Apple have formed a cobranding relationship clearly aimed at increasing the market 
share of both brands. The Nike+ app on both the iphone and the ipod is linked to a sensor that 
fits into a pocket in the Nike running shoe. The sensor tracks distance, pace, time and calories 
used and transmits the information to the Apple devices. Both Apple and Nike view themselves 
as partners in wearable technologies aimed at athletes and the general public alike.

The reasons for branding
•	 Brands are a means of differentiation and attraction. The speed of technology transfer has 

meant that less time is available to capitalize on competitive advantage through techno
logical change. The brand takes over from technology as the source of differentiation. The 
development of a brand could mean increased market share and even appeal to more or 
different segments of the market.

•	 The markets for most consumer goods in Europe, the USA and Japan have become stag
nant. Brands are an attempt to give a product more prominence in the marketplace and on 
the shelves of retailers. Brands also help customers search for goods. Some shops, particu
larly in clothing and cosmetics, organize their departments around brands.

•	 Through the development of brand loyalty, organizations can encourage repeat purchases 
of the product, calls on the service or visits to a particular shop. However, through the 
development of a strong brand it is hoped to break the loyalty between a customer and a 
rival brand and encourage brand switching.

•	 A brand image can be a great attribute to a company when launching products and 
entering new product markets. The new products acquire the favourable attributes of 
other products belonging to the same brand. Ralph Lauren has used the presence of a 
strong brand in clothing to extend the product range into bed linen, home furnishings 
and  furniture. Such brands are sometimes referred to as banner brands. The presence of 
a strong brand enabled Virgin and Sainsbury’s to enter the competitive financial services 
 sector. In this way, some companies use a single brand for a range of products.

•	 Branding can be valuable for all products, new or otherwise, in that it can add value to the 
product. It is for this reason that many firms protect their brand names by registering them 
as trademarks at a national or international level. The registration of a trademark enables 
its owner to use the law to prevent competitors from using the same or similar brand name 
or mark for the same type of product or service. This also protects the consumer from being 
deceived and confused about the origin of the goods. The added value provided by a brand 
and the use of the brand as a primary source of competitive advantage is referred to as 
brand equity.

Brand equity is a set of assets (or liabilities) linked to a brand’s name and symbol that 
adds to (or subtracts from) the value provided by the product or service. 

(Aaker, 1996, p. 7)

•	 Attempts have been made to measure brand equity both in financial terms and in terms of 
the strength of attraction to customers. Apart from being subjective, the methods are usually 
complex. It is also debatable whether a brand in isolation can maintain its value if separated 
from the organization. Nonetheless, the acquisition of Rowntree by Nestlé is often cited as 
an example of the power of brand equity. In 1988, Nestlé bought  Rowntree for £2.5 billion 
when the tangible assets were valued at around £1 billion (although the actual sums vary 
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depending on the source). The difference between purchase price and asset value is the value 
to Nestlé of brands such as Kit Kat, Polo mints and After Eight mints. Table 12.1 lists the top 
25 valuable brands, an annual survey by BrandZ that attempts to combine brand perception 
by members of the public and estimate the added value to the company of the brand

•	 Branding can be a means of structuring the organization around brands to create healthy 
(or in some cases unhealthy) internal competition.

TABLE 12.1 Most valuable global brands 2017 (firms are USA origin unless stated)
 1 Google
 2 Apple
 3 Microsoft
 4 Amazon
 5 Facebook
 6 AT&T
 7 Visa
 8 Tencent – China
 9 IBM
10 McDonald’s
11 Verizon
12 Marlboro
13 Coca-Cola
14 Ali Baba Group – China
15 Wells Fargo
16 UPS
17 China Mobile – China
18 Disney
19 GE
20 Mastercard
21 SAP – Germany
22 Starbucks
23 Xfinity/Comcast
24 Home Depot
25 T Mobile – Germany

Source: www.millwardbrown.com/brandz/top-global-brands/2017

Global brands
Much attention has been given to the growth of global brands such as Apple, CocaCola, IBM, 
Disney, Microsoft and McDonald’s. BrandZ is a listing of leading brands produced by research 
carried out by Kantar Millward Brown, a research agency that is part of the WPP group. 
Their methodology identifies the world’s most valuable brands based on a formula that comprises 
consumer views, sales and company financial data.

Most global brands share common features. They are a strong brand in their home market and 
often carry with them into the global market specific country of origin values. They address simi
lar customer needs and are positioned the same in all countries. The rationale for global brands 
is the same as for all brands with some additional factors. A global brand with global sales offers 
economies of scale in terms of product manufacture and promotion, with related cost reductions. 
A strong global brand gives a company increased market control.
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What do you think are the most popular brands in your country? Test your list out against the companies listed 
in Table 12.1. Will US companies continue to dominate? What conclusions can you draw from the inclusion of 
three Chinese companies?

What might the ongoing impact be of a trade war (2018) between the US and China?

REFLECTION pOINT

However, the economies of scale argument for global brands can be misleading. Many global 
brands like McDonald’s differentiate their offering in different markets. A product can mean 
different things to different cultural groups and may have to be positioned differently and/or 
targeted at different groups.

The critics of branding
Critics claim that brands mislead consumers by drawing false distinctions between products. 
Brands also direct investment away from product development and into packaging and promo
tion to maintain the myth of product differentiation. As a result, certain brands can charge higher 
prices than other goods of similar function and quality.

Branding is also attacked for its encouragement of status consciousness and the elevation of 
style and popularity over utility. For many young people a simple pair of trainers or jeans will not 
suffice; they must be the brand favoured by their peer group at that particular time. It is not just 
the young person market that is pursued by firms promoting a particular brand image. In recent 
years top brand league tables have been augmented by the top Cool Brands. A 2017 survey in 
the UK identified the top five ‘Cool Brands’ as Apple, Glastonbury music festival, Netflix, Aston 
Martin and Nike (www.coolbrands.uk.com/results). Such brands are supposedly chosen on the 
basis that they are stylish, innovative and desirable.

While we may criticize branding for many of the reasons above, markets have become highly 
differentiated and branding can assist in the process of market segmentation as discussed earlier 
in this chapter.

What do you believe is the purpose of branding? Who does it help the most – the producer, the retailer or the 
customer? What do Cool Brands represent?

REFLECTION pOINT

pRODUCT, pRICE, pROMOTION AND pLACE (ThE 4ps)

Product, Price, Promotion and Place are key elements in marketing, form the basis of marketing 
strategy and together may be manipulated to form the marketing mix (see Key Concept 12.2). 
Collectively, they are known as the 4Ps and we will examine each in turn. An interesting inter
pretation of the 4Ps is offered by Armstrong and Kotler (2007) in which they equate each of the 
4Ps with 4Cs (Table 12.2). At the end of the section we will examine briefly the 7Ps, an extension 
of the 4P concept, which places emphasis on service to the customer and the SAVE model which 
its authors claim is more appropriate for business to business marketing.
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TABLE 12.2 The 4Cs
Customer solution: equated with the product
Customer cost: equated with price
Convenience: equated with place
Communication: equated with promotion

CASE 12.1 ABERCROMBIE & FITCh

Original case prepared and co-written  
by Grace Merkin (updated 2018)

Abercrombie & Fitch, the US owned fashionable 
clothing retailer of today has little in common with 
its predecessors other than the name and a tradition 
of branding based on exclusivity. The original store 
was founded by David T. Abercrombie in 1892. He 
was a man who loved the outdoor life and, after work-
ing as a prospector, miner, trapper and railroad sur-
veyor, settled in New York and opened a small shop 
and factory producing camping equipment. Ezra H. 
Fitch joined Abercrombie as a partner in 1900 and 
the company, now a retail store selling sporting and 
outdoor goods, was renamed as Abercrombie & Fitch 
in 1904. Abercrombie & Fitch did not share the same 
vision for the company and, in 1907, Abercrombie 
resigned and Fitch proceeded to expand the busi-
ness, extending its clothing range. In 1910, it became 
the first retailer to sell men’s and women’s clothing 
in the same store. In 1917, the company moved into 
its 12 storey flagship store on Madison Avenue in 
New York and eventually proclaimed itself ‘The Great-
est Sporting Goods Store in the World’.

Although sales fell in the depression of the late 
1920s, its reputation as an elite supplier of sport-
ing goods to high society had already been well 
established. The company outfitted the rich and 
famous of their day, aviators Charles Lindbergh 
and Amelia Earhart, actors Clark Gable, Ernest 
Hemingway, Kathryn Hepburn and polar explorers 
Roald Amundsen and Richard Byrd. The company 
had a clear policy of supplying high priced goods 
to up market customers through most of the 20th 
century. The company ignored the growing social 
diversification of those buying sporting goods. It 
failed to appeal to the hikers and backpackers and 
growing leisure  market of the 1970s. It stuck to its 
tradition of supplying the gentleman sportsmen of 
yesteryear. As a consequence, Abercrombie & Fitch 
went bankrupt in 1977.

A series of new owners saw the company limp 
along for the next 25 years. Under Oshman’s Sport-
ing Goods of Texas, Abercrombie & Fitch maintained 
its focus as a sporting goods store, but expanded its 
leisure clothing range and added a broader range of 
casual clothing. In 1987 the company was acquired 
by the clothing store, The Limited (now known as 
L Brands), and in 1998 Abercrombie & Fitch was 
launched as an independent company with shares 
initially offered to existing shareholders of The Limited.

A key change occurred in 1992, when Michael Jef-
fries was appointed as the new head of the  company. 
Between 1992 and 2008, Abercrombie & Fitch enjoyed 
unprecedented growth under the guidance of Jeffries, 
both in terms of sales and the opening of new stores 
in the USA and globally. Between 1995 and 2008, the 
company increased the volume of sales by a factor 
of 23 and net income by a factor of almost 58. It was 
during this time that the brand image we see today 
was developed. By 2014 the company had 842 stores 
in the USA and 157 across several other countries. As 
well as the flagship brand Abercrombie & Fitch, the 
company launched Hollister stores selling less expen-
sive apparel, Gilly Hicks, specializing in underwear 
and sleepwear and abercrombie kids.

The brand image was driven by Jeffries who 
enlisted the help of photographer Bruce Weber, who 
had previously designed and shot the Bloomingdales 
catalogue and had worked for Versace, Pirelli and 
Ralph Lauren, among others. For Abercrombie & Fitch 
he produced iconic black and white photographs of 
models. These models were mainly Abercrombie & 
Fitch employees, selected by Weber because they 
embodied the A&F image. Store employees who deal 
with customers were not called sales assistants but 
were referred to as models. A key criterion in their hir-
ing was that they possessed the A&F look. Men had 
to be lean and muscular and women possess what 
was once described as the cheerleader look. Both 
men and women must also be youthful, attractive, 

(Continued )
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energetic and look good when smiling. The more 
attractive men, who could show off their muscular 
six packs, were selected to be topless store greet-
ers. This image was maintained by racy advertising 
and enhanced by very darkly lit interiors, except for 
well-lit displays of merchandise, loud music creating 
a high energy night club atmosphere and the use of 
a powerful fragrance throughout. Pricing was pitched 
towards the high end of the market and the brand 
has variously been described as aspirational, youth-
ful, and cool. For many years the company refused 
to hold special offer promotions. CEO Jeffries thought 
the company too cool to have a sale and saw promo-
tions as short term solutions with damaging long term 
consequences.

There has been much criticism of the company’s 
overt policies of elitism and the requirement of certain 
looks and appearance of its staff. The policies were 
vigorously defended by Jeffries in an interview with 
Salon.com, the US arts, culture and style online maga-
zine in 2006. He said: ‘We aim at the all-American kid 
with a great attitude and a lot of friends. A lot of people 
don’t belong in our clothes and they can’t belong. Are 
we exclusionary? Absolutely. Those companies that 
are in trouble are trying to target everybody . . . you 
don’t alienate anybody but you don’t excite anybody 
either.’ Defending the company image he said. ‘We 
hire good-looking people in our stores, because good-
looking people attract other good-looking  people and 
we want to market to cool, good-looking people. We 
don’t market to anyone other than that.’ The market 
responded badly to these comments which were 
branded ‘ elite to elitist’, A&F shares dropped 17 per 
cent on the US stock exchange that day. And the writ-
ing was on the wall for the decline of A&F.

Over the last 20 years, A&F has had its share 
of legal problems and bad publicity. It had to pay 
out US$50 million to settle three class action race 
 discrimination lawsuits. The lawsuits alleged dis-
crimination against African American, Latino and 
Asian American applicants and also some of those 
hired, who claimed they were only offered less vis-
ible backroom jobs in the storeroom. A similar case 
went to tribunal in the UK when a female employee 
with a prosthetic arm claimed discrimination in that 
she was only allowed to work in areas not seen by 
customers. While the tribunal did not uphold the 
claim of discrimination, damages were awarded for 
harassment. An ex-pilot of the company’s private jet 
accused the company of age discrimination, when he 

was replaced. He criticised the company’s dress and 
appearance manual for aircraft staff, which specified, 
among other things, how the CEO, his guests and 
dogs had to be treated and that cabin crew and pilots 
had to wear Abercrombie & Fitch underwear. The var-
ious legal cases attracted a considerable coverage in 
both national and international media, many of whom 
were keen to either repeat quotes from CEO Jeffries, 
similar to the ones given to Salon.com and to publish 
the more bizarre requirements of the behaviour and 
dress code requirements for the private jet. The com-
pany has been regularly attacked by feminist groups 
objecting to its suggestive promotional photography, 
inappropriate female T-shirt slogans (Who needs a 
brain when you have these) and its children’s range 
which included push up bikini bras for children. The 
company also attracted publicity when it offered to 
pay a star of the popular US TV reality show Jersey 
Shore to not wear A&F clothes, because they disliked 
his foul mouthed and sexist behaviour and felt this 
was an inappropriate brand image.

The company did respond to accusations of dis-
crimination by carrying out a review of its recruitment 
and selection policies and by appointing a diversity 
and inclusion officer. There has been a fall in demand 
for luxury goods and clothing in particular following 
the financial crisis of 2008 and the rise in unemploy-
ment, especially among teenagers, Abercrombie 
& Fitch’s main target group. The company’s sales 
revenue and profit figures for the last four years are 
presented in Table 12.3 and show a slow but steady 
decline.

TABLE 12.3 Abercrombie & Fitch 
 revenue and profit 
2011–16

Sales  
revenue  

US $ billions

Gross  
profit  

US $ billions

Feb 2011–12 4.5 2.8
Feb 2012–13 4.1 2.6
Feb 2013–14 3.7 2.3
Feb 2014–15 3.5 2.2
Feb 2015–16 3.3 2.0

CASE 12.1 (Continued )
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Many feel that the company is losing its appeal 
to its target markets that seem to favour mobiles and 
social media over aspirational clothing. Maintaining 
stores in prestigious high street locations in major 
cities is costly when faced with declining sales. Mis-
takes have been made in expansion strategies, and 
company has been criticized for over-expansion, 
especially in foreign markets.

In response to its declining market position the com-
pany made a number of policy changes. It has clearly 
played down its sexually explicit image, certainly in 
its online presentation of its product lines. It has intro-
duced price promotions on most products, some dis-
counted by as much as 60 per cent, and changed its 
policy on sizing. Previously, selling larger sized cloth-
ing, especially to women was not seen the right image 
for Abercrombie & Fitch, but larger sizes for both men’s 
and women’s clothing have been introduced.

In 2013 in face of continuing adverse publicity, 
CEO Jeffries released the following corporate state-
ment on Facebook:

I sincerely regret that my choice of words 
was interpreted in a manner likely to cause 
offence. Abercrombie & Fitch is an aspira-
tional brand that, like most speciality apparel 
brands, targets its marketing at a particular 
segment of customers. However, we care 
about the broader communities in which we 
operate and we are strongly committed to 
diversity and inclusion. We are completely 

opposed to any discrimination, bullying, 
derogatory characterizations or any other 
anti-social behaviour based on race, gender, 
body type or other individual characteristics.

Jeffries left the company as the storm of protest at 
the extent of his inappropriate behaviours and state-
ments became intolerable. Despite the attempts to 
rehabilitate the A&F image, Mike Jeffries legacy lives 
on. In February 2016 the organization was voted 
the most hated US company. The current CEO is 
Fran Horowitz, an experienced retail merchandising 
specialist who joined the company in 2014 follow-
ing spells at Bloomingdales, Saks 5th Avenue and 
Bergdorf Goodman.

Sources: Compiled from a variety of media and internet 
sources (August 2014 - May 2018).

Questions

1 Has the Abercrombie & Fitch of the early part of 
the 20th century anything in common with the 
modern company?

2 How would you define the brand image of 
 Abercrombie & Fitch today? Why do you think 
this brand was successful?

3 To what extent are criticisms of the brand justified?

4 Compare the quotations given by CEO Jeffries 
to Salon.com in 2006 and via Facebook in 2013. 
What conclusions do you draw?

CASE 12.1 (Continued )

The product
In our discussion of the contexts of marketing, we saw how the term product has a wide 
 connotation and may include manufactured goods, services, people, organizations, places and 
ideas. A product comprises several elements at different levels. These include the core functions 
and benefits, the main physical features, quality level, styling, brand name, packaging, after sales 
service, delivery, installation, after sales service and warranty. Marketing needs to consider all 
these aspects of the product. Free delivery or extended guarantees may be seen as essential product 
characteristics by some consumers. After sales service and the provision of replacement parts are 
important sources of income for car dealers. In this section we look at aspects of the product and 
explore the concept of the product life cycle.

Why do Armstrong and Kotler stress the 4Cs as well as the 4Ps?

REFLECTION pOINT
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A product line is the total number of variations of the same basic product, differentiated by 
quality, cost or extra features. For example, a sandwich shop will make several varieties of sand
wich with different types of bread and combinations of filling. An airline offers product differentia
tion both before and during its flights through different levels of service in each class. In response 
to price competition from companies such as easyJet and Ryanair, some airlines have launched 
their own subsidiaries offering low cost, no frills flights. Conversely the low cost airlines seek to 
increase revenues and margins by offering additional services such as baggage at an additional cost.

A product mix is the total number of products offered by the firm, sometimes referred to as 
the product portfolio. The extent of a firm’s product mix can affect its profitability, in that the 
effect of poor performers may be lessened by income from better selling items or to respond to 
the market at different stages of the product life cycle. However, too broad a product mix can 
cause problems of control.

Marketing considerations are an important input in the process of developing new products. 
Extensive market research is needed concerning such aspects as the utility and acceptability of 
a design, the target market and likely acceptable price of a new product. An estimate may be 
made about likely future sales which, when set alongside likely development costs, is essential in 
assessing the business viability of a new project.

The product life cycle
The product life cycle assumes that all products have lives during which they pass through stages, 
all of which have implications for sales and profitability. The classic life cycle is depicted by four 
phases (Figure 12.1), though we should beware of viewing this as a linear progression in all cases. 

Introduction Growth Maturity Decline

S
al

es

Time

FIGURE 12.1 product life cycle

The concept can apply equally as well to services as manufactured goods. Shaving was once a 
popular service offered by barber shops. With the introduction of safety razors and easy to apply 
shaving cream the need for the service declined. The growth of the unisex hairdresser salon led to 
a further decline in the number of traditional barbers. However, by the mid1990s male groom
ing had become a highly profitable business and there emerged a small number of male only 
hairdressing salons, offering shaving as one of the services. The recent vogue for beards has 
further boosted this segment of the market. In this way the product life cycle is revived through 
the repositioning of the product.
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•	 During the introduction phase sales are slow as both consumers and distributors become 
aware of the product and decide whether to adopt it. The costs of development and pro
motion are high and firms may suffer initial losses. The product is most likely to be attrac
tive to consumers who are keen to be early adopters of new products.

•	 During the growth phase there is a rapid acceptance of the product and a dramatic 
increase in sales. This is generally sustained by improved distribution, product improve
ments and even price reductions. There are normally high profits for pioneering firms, but 
a growing market attracts competitors, leading to brand differentiation. While the pro
duction learning curve may lead to a reduction in costs, the need to satisfy an expanding 
market can involve costly investment in new production processes. The end of this phase 
is marked by a high level of competition, recognized by Wasson (1978) as a separate phase, 
which he termed competitive turbulence.

•	 As it becomes saturated the market reaches a mature phase. Sales and profits are still 
high, but there tends to be considerable investment in maintaining sales. This is achieved 
through product changes, increased promotional activity and price cutting. Products are 
sometimes relaunched at this stage, usually with new features, different packaging and 
often an attempt to create a different image. Firms seek to maintain brand loyalty at the 
same time as attempting to broaden the market by repositioning. At this stage, the less 
competitive firms drop from the product market.

•	 The decline phase is marked by a falling off in sales and, while some firms do well as others 
leave the market, survival is often dependent upon successful product diversification.

The product life cycle can be useful as a basic framework for planning a marketing campaign 
and as an indication that marketing strategies need to be adjusted to match changes in the cycle, 
though it is a gross oversimplification of the behaviour of consumers and markets. There is an 
implicit assumption that the cycle may be manipulated by the marketing mix. An understanding 
of the life cycles of a range of products may be an important factor in determining the introduc
tion of new products and ensuring that the product mix is well represented at the introductory, 
growth and maturity stages. A company has problems if its entire product range is in the decline 
phase at the same time.

The utility of the product life cycle has been questioned on several counts:

•	 The cycle is highly variable for different products, in both the length of time it takes to reach 
the decline stage and the amount of time spent in each phase. The path for any product is 
extremely difficult to plot and the model is therefore a poor guide to marketing strategy.

•	 Even if we accept that the model is descriptive of a general process, it may be difficult to 
assess when a product has reached a particular stage. A temporary rise or fall in sales may 
be mistaken for a shift in the cycle, so that action taken is inappropriate at that time.

Each stage of the product life cycle has implications for the design of the product, the volume 
and variety of production, and the nature of the process of manufacture or delivery of the service 
to the customer.

Think of the product life cycle for a range of products. How useful is the concept?

REFLECTION pOINT
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price and pricing strategy
If marketing strategy were based entirely on the analysis of the neoclassical economists then 
price would be the most significant feature of that strategy and would be based on the concept 
of the price elasticity of demand. A product is price elastic if changes in price influence changes 
in demand. All things being equal, an increase in price will lead to a fall in demand and conse
quently a fall in revenue and vice versa. All things are rarely equal, and consumers can behave 
in an unpredictable manner. For example, consumers may use price as a proxy for quality and a 
price increase might increase perceptions of desirability. Many factors influence price and pricing 
strategy and operate at the environmental, organizational and strategic levels of our model and 
involve factors such as branding, discussed in the previous section. We deal with some of those 
factors under a number of interrelated headings.

Cost
Businesses use the cost of making a product or providing a service as an important base point in 
setting prices. However, the sensitivity of most pricing decisions lies less in the cost of raw mater
ials, labour and the like, than the understanding of those factors that may determine the extent 
of markup on the basic cost price. These include most of the factors identified below. Moreover, 
costs can be distorted by accounting methods, particularly those associated with apportioning 
overheads. McDonald’s has been criticized in the past for employing such practices as a means of 
tax avoidance. Cost and price are linked through economies of scale and the belief that volume 
production will lead to price reduction. While this may be true for some products, there are many 
exceptions which challenge both the notion of economies of scale and the necessity of tying price 
to volume production. We revisit this approach in our discussion of marketing strategy.

Consumer behaviour
The price of a product may well be related to what a consumer can afford, to what he or she is 
prepared to pay and to perceptions of value. In purchasing a camera for a special holiday or a IT 
system for the office of a small business, the consumer’s own target price based on what he or she 
wants to pay may be the primary factor. The range of products considered will then be limited to 
those priced within a range around or below the target price. A firm aiming at a particular target 
market may be best advised to discover the budgeting behaviour of its potential consumers before 
setting the price. Some firms use target pricing to influence product design. For example, where 
costs are likely to exceed target price, value engineering methods such as removing noncritical 
functionality will be used to reduce costs. Consumer perceptions can, of course, be influenced 
by promotional activity. Many brands are promoted as highly priced products in the knowledge 
that certain market segments will pay for specific brands. This strategy is successfully pursued in 
the fashion industry to establish products in a highly competitive market. Such strategies depend 
on brand image, trends and social influences.

Economic factors
Price is related to the economy in a number of ways, all of which have a potential impact on an 
organization’s pricing policy:

•	 The affluence of consumers will have an obvious influence on their level of budgeting and 
regional variations may produce differential demand, especially for luxury items.

•	 The role of the state in managing the economy may affect both demand and prices. Tobacco 
and alcohol pricing is an example of state involvement (through taxation) in cost setting.
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•	 The control of interest rates will influence the extent of consumer credit and hence the size 
of an individual’s budget, as will levels of taxation.

•	 One influence on price in the global economy is the currency exchange rate, which fluctu
ates according to the state of the economy. Fluctuations between UK sterling and the US 
dollar have had a major impact on trade between the two countries. In the wake of the UK 
decision to exit the European Union (Brexit) the currency has fallen sharply against the 
euro. Many UK residents who had chosen to retire in countries such as Spain and France 
have found that they were no longer able to afford to live in those countries on a UK pen
sion. In addition, their legal status post Brexit is as yet unknown, leading to uncertainty and 
an impact on property prices. As a changing exchange rate brings prices of products more 
into line with competition from domestic suppliers or other country’s imports, criteria other 
than price become more important.

Competition
Many firms price their products by reference to an existing market, basing their price around that 
offered by competitors for products of similar features and quality. The growth of the low cost air
line business has affected national carriers, who in response have lowered prices or even cut routes 
to stay in business. In such industries price is used prominently in promotion. In the airline business 
some companies have been accused of misleading the customer by promoting an initial low price 
but then charging for extras such as baggage handling, food and drink and even a booking fee.

Management goals
The price of goods is often related to the extent to which managements wish to optimize profit. 
 Management goals rarely conform to simple economic models and are complicated by considerations 
of power, politics and personal preference. The desire of a group of managers for a larger market 
share for their products may result in a low price strategy to build up demand. In some firms price 
may be used as a promotion strategy to create an image of product quality in the eyes of the consumer.

Organizational size
The size of an organization may give it market power and the ability to manipulate market 
prices. This is especially true of oligopolies such as oil companies. We saw in Chapter 10 how 
GlaxoSmithKline’s market dominance with Zantac and Ventolin enabled it to charge high prices. 
A major supermarket chain, such as Walmart or Tesco, is able, because of its purchasing power 
and stock turnover, to insist on large price discounts from its suppliers. It is then able to price 
some of its goods lower than the competition to attract customers. We noted in our discussion of 
business ethics in Chapter 9 that Walmart’s pricing policy enabled it to gain advantage over the 
competition, so much so that rival supermarket chains were put out of business. Fishman (2006) 
referred to this as the Walmart effect.

The role of price in marketing strategy is, as we have seen, highly complex. Nonetheless it is the 
only element of marketing strategy that generates income, all other items incurring cost. Pricing 
policy is therefore a vital strand of strategy which, because of the complexities involved, is often 
difficult for management to judge.

Which factor has the most influence on price?

REFLECTION pOINT
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Promotion
We can identify five traditional types of promotion: advertising, sales promotion, direct market
ing, personal selling and public relations. The expansion of promotion as a marketing activity is 
a function of the growth, complexity and competitiveness of markets and the developments of 
appropriate technologies. Advertising is a vital source of revenue for commercial television sta
tions, for newspapers and magazines and for websites. Over recent years, promotional activity 
has changed radically with the increased use of digital and social media marketing. We examine 
these changes in a separate section later in the chapter.

All types of promotional activity use psychological theory and communication models of human 
behaviour, but the nature of the promotion used will depend on a number of factors, including 
the strategy of the organization, the available budget and the type of market. While television 
advertising may be an appropriate medium for the promotion of consumer goods and services, 
such as cars and home contents insurance, a specialist magazine may be preferred for complex or 
expensive technology, and personal selling may be the best way to market industrial goods to other 
organizations. Some forms of promotion, such as television advertising, are obvious, while others, 
such as shop design, are less so. Debenhams, a major UK high street retailer, announced a project 
in October 2017 investing heavily in redesigning their digital presence to project a new image, 
become a leader in what it terms social shopping and be the digital shopping destination of choice.

Promotion, like distribution, often involves management working together with representatives 
of other organizations. Advertising, for example, may involve the marketing manager working 
closely with an agency as well as representatives of the media. We will return to these aspects 
when we discuss the organizational aspects of marketing, and turn our attention, for the time 
being, to the types of promotion.

Advertising
The management of advertising involves four considerations: the design of the message, the selec
tion of the media, the cost of both production and exposure, and the evaluation of its effective
ness. This is often referred to as ‘above the line’ promotion.

The design of the message reflects the four functions of advertising:

•	 To differentiate the organization and its products and services from those of its competitors.

•	 To remind the consumer of the product and encourage repeat purchases. Such promotion 
is not aimed solely at consumers, but also at wholesalers and retailers to give products 
shelf space.

To inform the consumer:

•	 creating initial demand for a product

•	 updating consumers about price changes or the addition of new product functions or 
services.

•	 To persuade the consumer to buy the advertiser’s product rather than that of a rival. 
This form of promotion tends to focus on features which distinguish a product from its 
competitors, and by building up a brand image.

Advertisers have a wide choice of online and offline media, including national and local news
papers, magazines, cinema, television, radio, posters and the Internet. The selection of appropriate 
media involves considerations of the target market and timing. A campaign may be staggered 
using a variety of media for maximum effect or to ensure that the target consumer groups are all 
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reached. The choice has broadened, in particular digital channels and the use of tracking cookies 
have enabled organizations to target consumers directly through their web browsers and prior 
search patterns. The cost of promotion will vary with the media selected. Advertising costs in 
newspapers vary widely and are dependent on circulation, the day of the week, the space and posi
tion on the page and whether the paper is national or local. The problem with such expenditure 
on what is termed the mass media, is the degree of waste, since much advertising can be ignored 
by large sections of the population, and the real impact is often difficult to evaluate. We will deal 
with the evaluation of advertising in our discussion of marketing strategy.

Sales promotion
This incorporates a variety of techniques, including free samples, money back coupons, special 
offers, loyalty schemes and competitions. Manufacturers promoting goods through the trade 
often provide attractive point of sale displays or product expertise in the form of a specialist 
salesperson. Fashion, furniture and cosmetic manufacturers train and pay their own staff to work 
in department stores. Exhibitions and trade fairs are popular ways of promoting goods both to 
the trade and industry as a whole. Such forms of sales promotion apply to services as well as 
manufactured goods. New restaurants often invite a specially targeted potential clientele to a 
launch evening. In the UK, National Rail offer a number of discount schemes to attract off peak 
users, in the same way that many restaurants offer reduced price meals or happy hours to attract 
customers outside the hours of peak demand. These examples illustrate the interaction between 
sales promotion and pricing strategies.

Sales promotion is sometimes referred to as ‘below the line’ advertising and is often underesti
mated in considerations of promotion. It is estimated that sales promotion comprises over 70 per 
cent of all expenditure on promotion activity and has achieved a particularly rapid growth since the 
1960s. The consumer has become better informed and more aware of special offers, particularly 
since the emergence of deal aggregator websites such as Groupon. Organizational management have 
apparently grown sceptical of the effectiveness of advertising and believe there to be a much clearer 
and direct relationship between expenditure on sales promotion and sales which is easily measured.

Identify the various types of promotion used by a store with which you are familiar.

REFLECTION pOINT

Direct marketing
This is both a form of promotion and a channel of distribution. In direct marketing, organizations 
deal directly with the customer without using intermediaries such as shops. There are many forms, 
which include direct mail and email shots, inserts in magazines, mail order catalogues, telephone 
sales, coupon response forms, door to door leaflets and the use of websites and social media.

Most businesses now have websites and will deal directly with customers (we cover this  further 
in our discussion of the impact of technology on marketing and in the section on digital and social 
media marketing). Theatres and restaurants use email, social media and leaflets to promote special 
offers or simply to make potential customers aware of their product. It would be unusual for a 
restaurant’s website not to contain menu details. Direct marketing is used to sell to organiza
tions as well as to individual consumers. For example, most businesses now obtain their most 
frequently purchased office supplies and other consumables online.
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The advantage claimed for direct marketing over other forms of promotion is that it can be 
targeted at specific groups. Unlike television or other forms of mass media advertising, the target 
audience is reached with minimum wastage. Critics of direct marketing attribute to it the growth 
of junk mail and junk email. Despite its critics, direct marketing has grown in popularity and some 
firms, such as Hello Fresh, have used it to increase their market share. The popularity of direct 
marketing is associated with increasing market segmentation and developments in information 
technology and communications. A key factor has been the growth of name, email and address 
lists of all types, which formed the basis of databases used by firms in direct marketing. In 2018 the 
European Union introduced the General Data Protection Regulation (GDPR), which regulates and 
protects the collection, storage and use of personal data. This has, and will continue to have, far 
reaching consequences for all businesses. Full details can be found at: ico.org.uk/fororganisations/
guidetothegeneraldataprotectionregulationgdpr/keydefinitions/

CASE 12.2 ALEXA TALKS US OUT OF GOING ShOppING

Our high street is changing, many bricks and mortar 
retailers are struggling in the face of online competi-
tion. The fashion industry is a clear example of this as 
shopping habits change in favour of online sites such 
as ASOS where rapid home delivery and easy returns 
processes enable us to shop without leaving home. 
The March 2018 announcement of 60 shop closures 
by Topshop further underlines this shift. Some believe 
that there is an even bigger threat on the horizon.

The consultancy group OC&C published widely 
reported research in February 2018 about the 
increasing popularity of voice activated devices and 
smart speakers such as the Amazon Echo in the 
home. The Amazon Echo was launched in 2014 and 
by Christmas the same year was topping the best 
seller lists. Amazon was swiftly followed by Google, 
Samsung and Apple. Microsoft entered the market 
by choosing to operate through third party devices.

By December 2017 it was estimated that 10 per 
cent of UK households owned a smart speaker and 
this is estimated to rise to 55 per cent by 2022. Voice 
activated shopping is still in its infancy, yet 36 per 
cent of US owners and 16 per cent of UK based own-
ers already report making purchases via the devices.

Low value high volume products such as home-
wares are proving particularly popular, especially 
where the product is already well known to the con-
sumer and where the visual image of the product is 
unimportant. These are typically what are termed 

shopping  products and high levels of personaliza-
tion do not figure.

Much of this purchasing is being driven by the 
recommendations of the search engines and their 
attendant algorithms. One such algorithm is Amazon 
Choice. This is driven by combination of product pop-
ularity and competitive pricing, customer experience 
metrics and strength of the supply chain.

Suppliers must compete to attain the status of 
choice and therefore positioning in search results. 
Loss of such status equates to a drop in sales. It is 
estimated that 85 per cent of consumers will auto-
matically purchase Amazon’s recommended product 
and therefore achieving choice status can be critical 
to success, potentially tripling sales volumes.

Sources: Compiled from a variety of media and internet 
sources (May 2018).

Questions

1 What risks does the increasing popularity of 
voice activated devices present to bricks and 
mortar only retailers?

2 What potential problems does the dependency 
on search engine results present?

3 How could a retailer seek to influence their posi-
tion in search engine listings?

4 What are the implications for a retailer’s promo-
tional strategy?

Direct marketing involves setting up a direct channel between the organization and its customers. It is thus a 
channel for both promotion and distribution, targeting specific groups and enabling them to respond without 
the use of an intermediary.

KEY CONCEpT 12.6 DIRECT MARKETING
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Personal selling
This is a specialized form of direct marketing favoured in business to business marketing and high 
value/high perceived risk consumer goods, recognizing the importance of building good personal 
relations between seller and buyer. However, the cost of employing a sales force to maintain 
contact with customers can be expensive In recent years a much cheaper form of personal selling 
has developed in business to consumer marketing, especially among the manufacturers of double 
glazing and fitted kitchens, by employing part time workers to contact potential consumers by 
telephone or email, or by placing sales representatives on commission only based remuneration.

Public relations
This can be an important form of promotion and publicity creation. The credibility of organiza
tions products or services may be enhanced by linking them with news stories. Many newspapers 
now have specialist business features or even supplements and such stories can be an effective way 
of keeping a firm and its products in the public eye. Some of the larger firms institutionalize this 
function by employing a specialist public relations department or external agency.

An examination of promotion raises many important issues. Advertising, in particular, has been 
challenged for developing an overly materialistic society, and the ethics of advertising goods such 
as cigarettes and alcohol has been questioned by a number of interest groups. The high cost of 
promotion campaigns using television advertising sets up considerable barriers to the entry of new 
firms and may operate in favour of big business. This is another reason for the growth of direct 
marketing.

place
Place refers to the processes by which products and services reach the consumer and involves 
consideration of marketing channels and physical distribution. A marketing channel represents 
the flow of goods and services and may comprise several stages, involving intermediaries, such as 
transporters, agents, wholesalers and retailers.

Intermediaries can often distribute goods to customers in a more cost effective way than the 
manufacturer, particularly where goods are mass produced and items are fast moving. The most 
popular daily newspapers in the UK sell millions of papers between them. This would be impos
sible without a complex and well organized network of transport, wholesalers and retailers to 
ensure that newspapers are available for readers each morning. In this case, the intermediaries 
break down the number of newspapers into more easily managed batches and are geographically 
dispersed to ensure an effective delivery. Such wholesalers and retailers handle a range of daily 
newspapers and so facilitate the buying process by offering consumers choice. Manufacturers and 
consumers are therefore linked in a cost effective network. The cost of a single newspaper establish
ing its own  network would push up prices to many times their current value. In recent years such 
networks have been transformed through technological developments which have made possible 
the printing of newspapers almost at the point of sale. In parallel, the availability of news online 
to be consumed piecemeal by the reader will represent a major challenge to the viability of these 
value chains.

An intermediary is also an important source of market research and sales promotion since it 
stands in closer proximity to customers than the manufacturer. For the same reason intermediar
ies are often better placed to offer a comprehensive after sales service. Some intermediaries may 
offer limited processing facilities, such as cutting glass or mixing paint to order. For the manufac
turer, the intermediary shares some of the risk by buying goods in bulk to sell on (some of which 
may not sell) and, in so doing, helps finance the manufacturer’s operations.
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Those manufacturers seeking greater control over the distribution process have tried to 
 integrate vertically the marketing channel network. Perhaps the clearest example of this is fran
chising. The February 2018 proposed acquisition of Booker, a wholesale distributor, by Tesco, 
presents a further recent example. However, we have already noted in this chapter the power 
that can be wielded by big supermarket chains over some manufacturers; a case of the marketing 
channel controlling the supplier.

In charting the growth of direct marketing, we noted that not all marketing channels involve 
intermediaries. In the case of business to business transactions it is more common for the manu
facturer to deal directly with the purchaser, often by building up a relationship between the 
sales and purchasing departments in the respective organizations. As we saw in the discussion 
of supply chain management in Chapter 11, there is a tendency for very close relationships to be 
built up between components suppliers and manufacturers, particularly with the introduction of 
JIT production methods. There has been a dramatic growth in the extent of disintermediation 
(removal of intermediaries from the supply chain) as a result of technology advances. For some 
organizations where it would previously not have been practical to deal directly with consumers, 
web based solutions have now made this feasible.

In all cases it is important that the marketing channel makes the goods and services accessible 
to those who seek them. The importance of accessibility varies with the nature of the product 
on offer and the needs and wants of consumers. It is important for a fast food restaurant to be 
located near centres of population and to be sited so as to encourage casual callers. Accessibility 
becomes less important for the prestigious restaurant rated by food guides, since customers will 
often be willing to travel a distance. Hospitals, especially those offering casualty services, also 
need to be located close to and be easily reached by the populations they serve. The increase in 
the sale of flowers worldwide is a direct result of the widened access that telephone and web 
based systems afford.

The concept of the marketing channel has been revolutionized by the growth of ecommerce 
and online marketing. This was featured in Chapter 3 and will be raised later in this chapter in 
our discussion of the relationship between technology and marketing. It is also a central feature 
of Case 12.4.

Is location becoming less important for customers? Is this true for all types of business?

REFLECTION pOINT

Relationships marketing, customer service and the 7ps
Recognizing the value to the organization of strong relationships with consumers and the short
falls of the 4Ps model where services are involved, the model has been extended to 7Ps to empha
size aspects of customer service. The additional aspects are:

•	 People. This focuses on all staff in the organization and recognizes that they play an 
important part in creating customer satisfaction and customer loyalty. The emphasis is on 
how staff treat customers to give them added value. There is a recognition that all staff 
need to be trained in customer care, especially those that deal directly with customers. 
Often the consumer’s perceptions of the organization and its products will be driven by 
the people they come into contact with.
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•	 Process. Effective service requires processes for the identification of customer needs, for 
handling of orders and for dealing effectively with enquiries and complaints. This extends 
to the digital presence of the organization meeting customer needs at all times. Consumers 
increasingly expect the organizations that they do business with to be available 24/7.

•	 Physical evidence. An attractive environment as perceived by the customer is an important 
element of the service provided. This is a key feature in the design of airport terminals, 
department stores, supermarkets, hairdressing salons and restaurants and bars. It has also 
become an important consideration in the design of medical centres and local authority 
offices dealing with customer services. As well as attractiveness being important, customers 
must find the organization easy to use. A department store and an airport terminal should 
have layouts that are easy for customers to negotiate. Waiting rooms in hospitals and local 
authority services should be both comfortable and provide key information on such things 
as waiting time. Retailers such as Ikea create retail environments that become destinations 
by offering crèche facilities, a restaurant and design services.

The 4Ps is a somewhat dated and simplistic model (see Armstrong and Kotler’s 4Cs earlier in 
this section). Ettenson, Conrado and Knowles (2013) have argued that the 4Ps model is inap
propriate for business to business marketing and they offer an alternative based on their work 
with Motorola. They propose the SAVE model, comprising:

•	 Solution (which they prefer to product). This focuses on meeting the needs of the customer 
rather than emphasizing the features and functions of the product.

•	 Access (which they prefer to place). This deemphasizes specific locations and channels and 
focuses instead on accessibility and preferred channels for the customer.

•	 Value (which they prefer to price). This emphasizes the value of the offering relative to the 
price instead of its relationship to production costs or the price offered by competitors.

•	 Education (which they prefer to promotion). This emphasizes the information relevant to 
the customers need, and recognizing this may change over time, instead of blanket advertis
ing and personal selling.

BUYER BEhAVIOUR

An understanding of the needs, wants and behaviour of consumers is central to designing a 
 marketing strategy. Buyer behaviour involves considerations of why people buy and how they 
arrive at the decision to buy. Several writers have attempted to formulate theories of consumer 
behaviour to predict the outcomes of various strategies. As yet, the predictive validity of such 
theories and models leaves much to be desired. The challenge lies in the complexity of buyer 
behaviour. We have already seen how changes in an economy can affect consumer perceptions 
of their own purchasing power. In addition we can identify psychological and sociological influ
ences, including: perception, attitudes, patterns of learning, motivation, personality, social class, 
peer groups and culture. Knowledge of such factors is an important contribution to marketing 
strategy and may be used in the development of the marketing mix. Advertisers use these influ
ences by, for example, linking products to certain social groups with whom the consumer identi
fies and by using experts and opinion leaders such as celebrities to extol the virtues of particular 
brands in an attempt to influence the perceptions and attitudes of the consumer.
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Predicting buyer behaviour becomes particularly important with innovations and is an impor
tant ingredient in decisions concerning new product development. Rogers (1962) attempted to 
differentiate people according to their response to innovative products and identified five types:

•	 innovators

•	 early adopters

•	 the early majority

•	 the late majority

•	 laggards.

The innovators and early adopters comprise an estimated 15 per cent of the population and are 
important as opinion leaders in the diffusion of innovations. The implication for the marketing 
specialist is to establish the characteristics of these groups and focus the marketing communica
tion accordingly. The diffusion of new products is seen as a chain reaction of influence between 
pioneering consumers and the mass market. While Rogers found that early adopters tended to be 
younger, more affluent and more cosmopolitan than later adopters, such generalizations, like so 
many models, have floundered because of the sheer complexity of buyer behaviour. For example, 
a consumer may be an early adopter of the latest in mobile technology, but particularly conserva
tive where furniture, clothes or holidays are concerned. In this case we would need to identify the 
opinion leaders for each product group. Moreover, where the new product is truly innovative, 
even research among the innovators and early adopters will fail to reveal any insights into the 
market potential.

Whatever the product or the target market, considerable attention is paid by many managers to 
the attainment of customer loyalty, based on the assumption that the costs of retaining customers 
are less than those associated with gaining new customers and that loyal customers not only make 
repeat purchases but also recommend the company and its products to other potential buyers. In 
the late 1990s, the related concepts of customer care and relationship marketing came to the fore, 
though it can be argued that these concepts have been central in business to business marketing 
for many years, it was merely applied relatively late to business to consumer marketing. While for 
many consumers there is rather more rhetoric than reality, in many organizations customer care has 
become the focus of training and culture change programmes. For many organizations retaining a 
close relationship with all customers is difficult, which is why there tends to be a focus on identify
ing and building up relationships with those customers who represent most value to the company.

In the UK and other countries, coffee shops, supermarkets and retail chains have all attempted 
to increase customer loyalty through the introduction of loyalty cards, where purchases attract 
points which can then be converted into cash refunds, exchanged for goods or, in some cases, 
converted to air miles. In most cases the cash benefit of such loyalty cards is worth a 1 per cent 
discount off the cost of the shopping and most analyses conclude that exchanging loyalty points for 
goods is simply not cost effective. In most shops, customers would need to spend several thousand 
pounds to earn enough points to buy even simple household goods. It is questionable whether 
such schemes increase loyalty, since many customers are members of several such loyalty schemes. 
Piercy (2009) challenges the notion of loyalty cards as an effective strategy, in that they are easy 
for competitors to copy and are a gimmick that does little to create real customer value. Perhaps 
the greatest benefit to the organization is that such schemes enable them to collect information 
about consumer shopping habits. The loyalty card has become an important source of market 
information.
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FIGURE 12.2 Customer satisfaction and customer loyalty

The classic model of customer loyalty is illustrated by the happy stayer. However, there are 
customers who gain satisfaction yet enjoy switching brands. These Piercy describes as happy 
wanderers. Hostages are customers who have no choice either because they are tied in by con
tract or they are dealing with a monopoly supplier who can exploit market power by charging a 
high price. Dealers are customers who forever seek the best deal irrespective of brand or supplier. 
Moreover, the extent to which consumers are willing to exhibit loyalty may be contingent on the  
class of good. Where the link between loyalty and satisfaction is complex, Piercy questions  
the value of loyalty programmes.

The complexities of buyer behaviour have led some to conclude that consumer marketing is 
inherently more complex than is the case with business to business marketing. Such a perspec
tive ignores the complexities in B2B marketing, which may be different from those in consumer 
marketing but are just as real. These complexities include the nature of management values and 
organizational politics, and those involved in the relationship between the buyers and sellers of 
industrial and organizational goods and services.

Look in your bag or wallet now. How many loyalty cards are in there? How loyal are you?

REFLECTION pOINT

What do you believe to be the most important determinants of buyer behaviour? What are the primary determi-
nants of your own buying behaviour?

REFLECTION pOINTS

Piercy questions several of the assumptions that underpin traditional approaches to customer 
loyalty. In particular, he challenges the assumption that there is an automatic link between cus
tomer satisfaction and loyalty, as illustrated in Figure 12.2.
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ENVIRONMENTAL ASpECTS OF MARKETING

Marketing activities are not only influenced by environmental factors, the management manipu
lation of the 4Ps represents a deliberate attempt to shape consumer behaviour and hence the 
market environment within which the firm operates. Marketing strategy is, therefore, vital to 
the corporate strategy of any organization. We will view the relationship of marketing with the 
environment of the firm by looking in turn at the economy, the role of the state and consumer 
interest groups, technology and, finally, cultural and social factors. These macro environmental 
factors are outside the control of the organization, yet must be factored in to strategic thinking, 
planning and operational decisions.

Marketing and the economy
The subject of marketing has always been associated with applied economics, and economic 
theory is used as the basis for the development of marketing strategies. Marketing activity is 
influenced by economic factors in a number of ways. Major economic shifts, as in the case of 
manufacturing to service industry, have brought about new directions in marketing with greater 
emphasis on customer service. The entry of new firms into the marketplace, especially in the 
form of overseas competition, may necessitate a change in marketing strategy for existing firms 
to retain their market share. In general, we find that the greater the degree of competition, the 
greater the use of a wide range of marketing tools. A feature of oligopolistic competition is a 
tendency towards similarity of product design and price, as illustrated by car manufacturers and 
petrol companies. Large firms wield considerable power in terms of the product offering, price 
and distribution. Most societies are marked by an uneven distribution of wealth and income. 
Companies may, therefore, offer a range of goods and services reflecting such segmentation in 
the marketplace.

The general level of economic activity affects marketing activity in a number of ways:

•	 In times of prosperity, when demand is high, price becomes less of a factor, particularly in 
the purchase of luxury goods and services.

•	 In a recession, when demand falls, the emphasis usually shifts to issues of product utility 
and value for money. Falling demand may call for price reductions, attempts to broaden 
the market by appealing to new segments or diversifying into other areas of activity. 
 However, certain brands maintain their exclusivity and can keep prices relatively high.

•	 In economically depressed areas, attempts by the unemployed to set up small businesses in 
retailing and food and drink outlets are often doomed to failure owing to the low levels of 
demand in that area. Where demand is so low, little in the way of marketing strategy can 
change the basic position.

•	 Changing rates of inflation and changes in interest rates will affect savings and the avail
ability of credit. Where price inflation rises at a faster rate than wage inflation the demand 
for certain luxury goods may fall. Some firms combat this by offering favourable credit 
terms to customers in an attempt to boost sales.

•	 Expenditure on advertising is often seen as an indicator of the economic health of a nation. 
UK expenditure on advertising in 2016 has been estimated at £21.19bn, with growth pro
jected at more than 10 per cent for 2017. Of this, close to half is spent on internet based 
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advertising, with spend on newspapers and TV falling year on year. Social media advertising 
is seeing strong growth at circa £1.5bn, this raises issues for marketing media planning as 
well as the prevailing regulatory environment.

These illustrations show how marketing strategy has often reacted to changes in the economy. 
In Chapter 10 we examined the link between levels of investment in product development and 
economic growth at both the level of the firm and nationally. We have seen that one of the 
functions of promotional activities is to persuade consumers and hence attempt to manipulate 
demand. We have noted several times in this book how very large companies, especially those 
operating globally, are able to manipulate markets to their advantage through product develop
ment, pricing and promotional strategies in such a way as to affect national economies.

While the relationship between marketing and the economy is significant, we saw in our discus
sion of price elasticity that economic theory has its limitations in our understanding of marketing 
behaviour, ignoring as it does a range of important cultural, social and psychological influences. 
Political and pressure group influences also play a part and it is to these we now turn.

Marketing and the role of the state
The state represents a powerful presence in the marketplace as a dominant employer, supplier 
and purchaser. Since the 1980s both privatization and deregulation in the UK have changed the 
 marketing environment. In the coming years, the UK decision to leave the European Union (Brexit) 
will have an as yet unknown impact. The state is involved in marketing in a number of ways:

•	 The state markets its services and provides information on government policy.

•	 Advertising is often used to direct the behaviour of individuals, as in the case of health 
information and education. Sport England’s This Girl Can campaign in 2017 was targeted 
at getting girls and women off their couches and into physical activity.

•	 The pricing and promotional policies of state controlled industries can be used to direct 
public expenditure and consumption, as was the case with energy. With the privatization 
of the energy industry across Europe, the emphasis has shifted to the establishment of price 
controls for private organizations.

•	 The state attempts to regulate the marketing activity of private firms. Most of these mea
sures are aimed at regulating free competition and protecting individual consumers and the 
environment. In the UK the Advertising Standards Authority acts as the watchdog, with 
National Trading Standards as the enforcer of legal compliance.

•	 In terms of product, most governments have devised technical standards to which products 
should comply to ensure minimum standards of quality, and to protect both the consumer 
and the environment against potentially dangerous products.

•	 We have seen in Chapter 10 that the granting of patents gives inventors a monopoly to 
market their products in return for making their invention public. The aim of such legisla
tion is both to reward and stimulate innovation.

•	 Through its law relating to monopolies and mergers, the state tries to define and prevent 
unfair competition. In the UK this is controlled by the Competition and Markets Authority 
(formerly the Competition Commission). In the USA it comes under the legal framework of 
the Sherman AntiTrust Laws.
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•	 Many governments have tackled the problems of deception in advertising and sales promo
tion through legislation, which also sets out the contractual rights of consumers on such 
issues as the return of goods and warranty.

•	 Many governments attempt to limit the advertising of certain types of products such as 
tobacco and alcohol.

•	 Within the jurisdiction of the EU, organizations are subject to a range of regulations affect
ing companies and consumers alike, as with the pricing of agricultural produce or the 
description of products when promoting them for the European market. Brexit will see the 
mirroring and replacement of these regulations in the coming years.

•	 The state has become a powerful consumer and a very large market in its own right. The 
state can use this power for social and political ends, by awarding contracts to firms in 
economically depressed areas or by withdrawing contracts from firms that do not adhere 
to government policy in such areas as environmental protection or employment rights.

•	 In the UK the deregulation and privatization of the 1980s and 1990s meant that many 
local authority services were outsourced, involving processes of competitive tendering from 
would be suppliers. Many authorities used a principle known as best value, in which organ
izations marketing their goods and services to them must conform to stringent criteria.

Government intervention in the marketing activity of private firms is a complex issue, no better 
illustrated than in the case of cigarette advertising. In 1997, the UK government first attempted to 
ban all cigarette advertising. The proposals were met with intense lobbying by interested parties, 
largely those who benefitted from sponsorship, in particular some sports bodies such as Formula 
One motor racing. This is a very expensive sport that historically has derived considerable revenue 
from cigarette companies, with brands such as Marlboro sponsoring teams. Legal restrictions ban
ning cigarette advertising in many countries resulted in conflict between the Grand Prix organizers 
and various governments. The threat to cancel the Grand Prix in Canada in 2004 was averted only 
by a deal at the last minute. Lobbying earned the ban a temporary reprieve in the UK, but Formula 
One has readily embraced new venues such as Malaysia and Bahrain. Here, state of the art facilities 
have been provided with government backing as well as a more liberal approach to cigarette adver
tising to attract the Grand Prix circus. In the UK 2003 saw a ban on billboard and print advertising, 
in 2007 smoking was banned in restaurants, workplaces and public buildings; 2015 brought a ban 
on smoking in cars where children are present and the final nail was hammered into the coffin of 
tobacco advertising with the introduction of plain packaging and closed displays in May 2016.

Why do governments want to control the marketing activities of businesses? Over which elements do they have 
greatest control?

REFLECTION pOINT

Consumerism
The concept of consumerism has developed in the past 50 years though the earliest mentions of it in 
the literature go back almost 120 years. The importance of consumerism was highlighted in the US 
Congress in an address by President Kennedy in 1962 in which he identified consumers as ‘the only 
important group . . . whose views are often . . . not heard’. (cited in www.consumers international 
.org). In that address Kennedy identified four basic rights:
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•	 the right to be informed, by being given the facts to make informed choices

•	 the right to safety, to be protected against harmful products, processes and services

•	 the right to be heard, especially by governments in making policy

•	 the right to choose from a range of good quality products at affordable prices

Since Kennedy’s address, the rights have been built upon by Consumers International (formerly 
the International Organization of Consumers Unions) to comprise also:

•	 the right to satisfaction of basic needs, comprising access to essential goods and services

•	 the right to redress including compensation for unacceptable goods and services and 
misrepresentation

•	 the right to consumer education to acquire knowledge and skills to make choices

•	 the right to a healthy environment. (www.consumersinternational.org)

In recent years there has been an additional focus on the right to privacy, based on concerns 
about our increasingly digital society.

If we accept that marketing is nothing more than the effective satisfaction of consumer needs 
and wants, then consumerism would be synonymous with marketing. The presence of organ
ized consumer groups would be no more than a source of information and market research. 
The consumer movement has, however, developed as a political interest group to represent 
the rights of consumers, largely because those rights are seen to be threatened by the activity 
of many firms.

The crusades against dangerous products, by people such as Ralph Nader in the USA, the 
growth and success in the UK of organizations such as The Consumers’ Association, TV shows 
such as Watchdog and, magazines such as Adbusters have raised the public awareness of  consumer 
issues. Web based activism is also on the rise with organizations such as 38 Degrees (the angle at 
which an avalanche starts) able to raise the profile of issues and muster large numbers of people 
to raise their voices. The website Resolver (www.resolver.co.uk) acts as an online platform for 
making complaints by explaining the law, providing templates for letters and emails and provid
ing an online space for creating case files. 2017 alone saw over 3 million complaints raised in the 
UK from the 1.77 million registered users.

At the same time, magazines and programmes on television and radio have fed the public need 
for information. Consumer information exists to satisfy a need but, like marketing promotion 
itself, it has created an even greater need. The number of consumer magazines has proliferated. 
National newspapers in many countries now give editorial space to consumer matters and concern 
themselves with consumer issues, from testing new cars and bottles of wine, to offering advice on 
financial matters, to highlighting illegal and dubious practices in the business world.

Consumerism has developed as a social movement to inform and assist consumer choice and to act as a 
pressure group to represent the interests of consumers. These interests are represented to organizations in an 
attempt to influence product design, price and distribution. Consumer interest groups act as watchdogs to guard 
against unsafe products and dishonest producers. That consumers are now more aware and better informed is 
due largely to the activities of consumer groups and the publicity given to consumer matters.

KEY CONCEpT 12.7 CONSUMERISM
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As well as feeding off its own publicity and success, the growth of consumerism is often related 
to factors such as:

•	 In February 2017 more than 40 000 people signed a UK parliamentary petition to force 
Whirlpool to recall three million potentially dangerous tumble dryers. The dryers, sold 
under the Hotpoint, Creda and Indesit brands, have been blamed for a number of fires, 
including one in a London tower block.

•	 The public needs protection against the dishonest behaviour of some producers. For exam
ple, there have been cases of finance companies, particularly those dealing with short term 
pay day loans, misleading the public about the true cost of loans or credit. As a result of 
pressure from consumers and lobby groups, a regulatory cap on interest charges was intro
duced in January 2015.

•	 The growth of pressure groups, such as the Campaign for Real Ale (CAMRA) in the UK, is 
a reaction to the oligopolistic power wielded by the main producers in the brewing industry. 
CAMRA became so successful that it changed the product policies of major brewers, as well as 
encouraging the growth of independent breweries. PETA (People for the Ethical Treatment of 
Animals), provides information on the cruelty to animals in food production, cosmetics, cloth
ing, in zoos and in sea world shows involving dolphins and orcas. PETA has enlisted the help of 
Hollywood celebrities to communicate their message. Consumers themselves are better educated, 
more affluent and, largely because of the growth of the consumer press, more informed. The 
result has been increased expectations and demand for products of a higher quality. While this 
is probably true for all consumers, the growth of consumerism is  undoubtedly a middle class 
 phenomenon closely related to the degree of affluence of  particular consumer groups.

In some cases consumer pressure has been very successful. Environmental groups in Europe 
such as Greenpeace enlisted considerable public support to oppose Shell’s dumping of its decom
missioned oil platform, Brent Spar, in deep water in the North Sea. The lobby caused Shell to 
rethink its actions. In more general terms, the consumer movement has been influential in broad
ening public awareness of consumer matters and bringing about a range of protective legislation. 
In many cases this has led to improved goods and services and more effective marketing. There 
are still those who feel that the consumer lobby needs to go much further to protect the rights of 
consumers, while others, particularly in business, may resent the influence of consumer groups 
on governments, fearing that excessive regulation may stifle innovation.

Marketing and technology
Marketing and technology interact in a number of ways:

•	 We have seen in Chapter 10 the process of product design and development and its 
 protection through the patent system. We also noted that marketing was an essential 
 vehicle for information provision and promotion of new products and processes.

•	 In our discussion of the product life cycle we identified the relationship between process 
technology and levels of demand. It is no good for management to use product develop
ment, pricing and promotional strategies to increase demand, if that demand cannot be 
met by the production system.

•	 Developments in technology have changed the marketing process itself. Among the most 
obvious aids to marketing have been developments in retailing to simplify the process of 
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purchase. These include massive changes through the use of the Internet (a fuller discussion 
of ecommerce can be found in Chapter 4 and an illustration of its use in Case 12.4). The 
most significant impact on marketing has been in the areas of digital and social media mar
keting. Both these activities have emerged out of developments in communications technol
ogy, the lowering of cost and widespread availability of such technology and changes in 
social behaviour. We discuss this more fully in the next section.

•	 Developments in transport have not only improved distribution systems but enabled 
 consumers to access a wider range of goods. The transnational or even transcontinental 
shopping trip is commonplace, especially online.

Digital and social media marketing
In Chapter 4 we discussed ebusiness and ecommerce. Digital and social media marketing is an 
essential component of the wider activities of ebusiness and ecommerce. Certain types of busi
ness have been transformed. Instead of buying CDs at a music store, most people choose to buy 
them online through mobile apps such as iTunes, websites such as Amazon.com, download only 
or stream. These developments have transformed this particular market with the result that many 
retail outlets have closed, including formerly large stores such as HMV. In response, streaming 
services from Amazon, Napster and others have emerged to serve this new market.

Digital and social media use similar technologies and their usage overlaps. The development 
of both owes much to the availability of cheaper technology enabling access to and use of new 
forms of communication. Social media in particular has been facilitated by high speed Internet 
access, near ubiquitous access to mobile phones and a social as well as technological change in 
the way people communicate with each other.

Digital marketing is any marketing activity that uses digital technologies such as the web, 
email, apps, digital TV and digital data about products, markets and customers. It makes use of 
smart phones, tablets and computers. While digital marketing can be aimed at broad groups, its 
main value lies in the ability to target specific segments. It has changed the marketing strategies 
of organizations, so much so, that by 2011 online advertising had exceeded the amount spent on 
TV advertising in the UK (Baines, Fill and Rosengren, 2017). There are a number of reasons for 
this change; online advertising is much cheaper than that on TV; it is more flexible, enabling rapid 
changes to be made and has the capability of creating personalized messages for target groups; it 
can also be activated in any location, unlike TV (Baines, Fill and Rosengren, 2017).

Digital marketing uses a number of specific techniques. These include:

•	 Email marketing. Email messages are sent regularly to existing or potential customers 
whose email addresses have been captured on the organization’s database. A similar pro
cess can be operated using text messages.

•	 Display advertisements. These are most commonly found on Internet sites and take the 
form of popup advertisements or banner messages that appear on screen. Increasingly, 
many such messages make use of multimedia presentations, replicating TV and cinema 
advertising.

•	 Search engine marketing. This is a process that is aimed at increasing the visibility of an 
organization, its products and services on search engines such as Google or Bing. Visibility 
can be increased by the manipulation of the organization’s own website and key words can 
be selected to enhance the profile of a company on a particular search engine. On some 
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search engines a high position on the listings can be purchased. Search engine manipula
tion can also involve the use of contextual advertisements. This enables an organization to 
link an advertisement to whatever topic the Internet user is accessing online. An Internet 
user checking a holiday destination will find popup advertisements offering deals on spe
cific hotels at that destination. The whole issue of search engine marketing was raised in a 
2014 court case in which the UK cosmetics company Lush used trademark law to prevent 
Amazon, the global online store, from using the word lush to direct search engine users to 
the Amazon cosmetics site. Amazon does not sell Lush company products. In 2014 the UK 
court found in favour of Lush. Amazon was ordered to stop using the word lush to direct 
search engine users to its site and also instructed to cease using lush in its advertising. 
There have been a number of subsequent cases where online retailers have been challenged 
for their use of trademarks in keyword advertising to direct consumers to products which 
are other than those of the trademark owner.

Social media marketing uses channels such as Facebook, Twitter and YouTube. As the use 
of social media has grown, so has its use in marketing. The dramatic increase in usage can be 
seen with Facebook. It was launched in 2004 largely among student groups in the USA. By 2006 
there were 12 million users and by early 2018 there were 2.23 billion active users worldwide 
and its use had expanded to many different groups, including older users (www.statista.com/
statistics/264810/numberofmonthlyactivefacebookusersworldwide/). Initially social media 
marketing involved consumers interacting with one another. However, its growth as a social 
phenomenon has attracted the interest of most major companies, who use social media channels 
as promotional vehicles.

The key difference that marks out social media marketing from other forms of digital mar
keting is that the emphasis has shifted from the organization to the customer. Social media 
 websites enable consumers to generate marketing information on products and services them
selves.  Berthon et al. (2012) identify a number of ways in which this takes place:

•	 social media users set up informal discussions on products, services and their experience 
with organizations

•	 customers submit reviews and evaluations on their experiences

•	 customers suggest changes in the design of products and services

•	 through their comments they can promote or destroy a brand. As Weber (2010) states:

These days, one witty Tweet, one clever blog post, one devastating video, forwarded to 
hundreds of friends at the click of a mouse can snowball and kill a product or damage a 
company’s share price.

An example of this was provided in 2017 by a traveller on an American Airlines flight who 
uploaded a mobile phone video to YouTube after having witnessed an argument between a flight 
attendant and a passenger. In the video the traveller can be heard saying, ‘OMG! AA Flight atten
dant violently took a stroller from a lady with her baby on my flight, hitting her and just missing 
the baby. Then he tried to fight a passenger who stood up for her.’ The video was viewed thousands 
of times in a short period causing a high volume of negative commentary about American Airlines 
and the flight attendant. This is an example of viral marketing, albeit with negative connotations 
for the company. There is strong evidence that advertisements and marketing messages are passed 
on via social media, especially if they are seen as funny, odd or provocative. There is however 
no clear evidence as to who is most likely to send on such messages so that they can be targeted.
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It is clear that social media has become a powerful tool in marketing. There are, however, 
some constraints. The technology needed for some social media websites, such as the large band
width needed for YouTube is not available everywhere. In some countries such as China there 
are government controls on social media. Currently in China, Facebook is not available. From 
a company’s perspective the choice of social media may be important as some forms are more 
popular in some countries than in others. For example, Facebook is not widely used in Japan. 
Since much of the information on social media is generated by customers, organizations have 
no control over the content. There has been considerable publicity, not least on social media 
sites themselves, about fake or promotional reviews of products or services. Review sites such 
as  Tripadvisor have come under scrutiny, for example, hotel owners posting positive reviews for 
their own property and negative reviews for hotels in competition with them.

CASE 12.3 MOONpIG – MAKING pEOpLE’S DAYS BRILLIANT!

The greetings card market is booming in the UK. 
A 2017 report by the Greetings Card Association 
placed annual sales at some £1.75bn and grow-
ing. The UK public are the most prolific card send-
ers globally with an average of 33 cards being sent 
for every member of the UK population annually. 
We send over 100 million Christmas cards, we mark 
 birthdays, births, deaths and marriages, holidays and 
holy days. Interestingly the UK is the only country 
where there is a culture of displaying greetings cards 
in the home.

One in six high street retailers display and sell 
greetings cards and the overwhelming majority are 
still purchased and sent directly by the purchaser. 
However, things are changing with the rise of the 
online greetings card retailer.

Moonpig, founded in 2000 by Nik Jenkins is 
based in London and Guernsey, from where the 
cards are printed and despatched along with a 
range of ancillary gifts and flowers. ‘I thought about 
doing something physical, where the end product 
was better than the product on the high street. 
Personalization is obviously a very difficult thing to 
replicate if you have 1000 shops.’ A key differen-
tiator was the ability to change captions on cards 
to suit the occasion, amuse or offend the recipient, 
something that no other company was offering at 
the time.

The business idea was simple and cheap to set 
up, requiring little more than a website, card, printer 
and envelopes. All other components such as artwork 
would only be required when something was sold. 
From a slow start and growth largely fuelled by word 
of mouth recommendations, Moonpig has grown from 
being an unknown start up to market leader in only 

six years. It now accounts for around 90 per cent of 
online greetings card sales.

Guernsey was an attractive choice for the com-
pany, providing a favourable company taxation 
regime, lower postage costs and the presence of a 
thriving postal cut flowers industry:

You have to get the product right and your 
customers to spread the word and the mar-
keting is the oil to get your product selling 
faster.

The key to success has been Moonpig’s efforts to 
understand the profiles and needs of different con-
sumer groups. The overwhelming majority of cards 
are purchased by women according to the Greetings 
Card Association. However, Moonpig recognized 
early on that simple demographic segmentation 
would not give the depth of insight required for the 
growth of the business. In short, they needed to know.
who they were, their hobbies and interests and level 
of engagement with the brand. They started by seg-
menting all of Moonpig’s customers into manageable 
groups so that the needs of each could be under-
stood. Data was split into RFM (Recency, Frequency, 
Monetary) groups to better understand the transac-
tional behaviour of customers. Customers were then 
grouped into pen portraits to establish how people 
with similar profiles engage with the Moonpig brand. 
It then became possible to tailor promotional mes-
saging to each of these groups.

During the initial years Moonpig eschewed TV 
advertising, believing it to be too expensive. How-
ever, in 2006 when a competitor company decided 
to advertise on TV, cards were ordered every day, 
and by counting the order numbers on the cards they 

(Continued)
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were able to work out that the competitor was acquir-
ing business for around £10 a customer. At that point 
Moonpig started commissioning TV advertising.

Over the years the competitive landscape has 
become increasingly busy with both start-ups such 
as Funky Pigeon and established players such as 
Hallmark entering the fray. In 2011 the business was 
sold to Photobox for £120m. Nik Jenkins now makes 
regular appearances on the TV show  Dragons’ Den.

Life at Moonpig however has not always run 
smoothly. In January 2015 a potential data breach 
was reported in UK press. The vulnerability in the 
Moonpig systems left customer data potentially 
exposed to third parties. Discovery of the vulner-
ability had actually occurred in 2013 but reports of 
it were denied or ignored by the company. A pre-
vailing culture of denial and failure to respond was 
finally overcome through pressure from external 
commentators and the potential threat to the cred-
ibility of the brand.

Moonpig has bounced back, responding posi-
tively and with good humour to the ongoing possibility 
of technical glitches and hacks. They now maintain 
a tech blog where they encourage the reporting of 
bugs. They sponsor the annual Bug Bash event and a 
team from the company won the 2018 Hacker Games.

In late 2017 Moonpig refreshed its brand, waving 
goodbye to its iconic pig in a space helmet logo, a 
move that has apparently been widely welcomed by 
customers.

Moonpig has recently improved its service levels, 
offering a latest cut off time for orders with UK Royal 
Mail next day delivery service. Customers can now 
order a card at 7.30pm, drop on a handwritten mes-
sage and have it on the recipient’s doorstep the next 
morning.

The company have also seen growth in non- 
traditional areas:

We are seeing increasing peaks for cards 
traffic outside the usual moments. While we 
have sold nearly 60 million birthday cards 
(one for every person in the UK) and over  
13 million Christmas cards since we started 
in 2000, smaller, non- traditional occasions are 
gaining popularity, such as Halloween, Driv-
ing Tests as well as religious holidays such 
as Eid and Diwali. Right at the end of the long 
tail, Moonpig has responded to demand for 
cards for occasions such as Singles Parties, 
Bonfire Night or Australia Day.

Moonpig’s current annual turnover is approach-
ing the £100m mark off the back of successive years 
of double digit growth (17 per cent in 2016–17), as 
the business diversifies into flowers (number two 
online brand) and gifting (1700 new lines in 2017). 
There have been well over 100 million orders on the 
site since launch in 2000.

Moonpig moved to a new HQ in London in May 
2018, taking over 37 000 square feet to house hun-
dreds of employees across tech, marketing, creative 
and commercial as part of the Photobox Group.

Sources: Compiled from a variety of media and internet 
sources (May 2018).

Questions

1 What advantages do online sales of greetings 
cards offer to the customer?

2 What are the disadvantages to the customer in 
this market?

3 What further growth potential do you see in this 
market?

4 What potential threats do you see to the Moonpig 
business model?

CASE 12.3 (Continued )

Digital marketing makes use of the Internet and email technology accessed via computers, tablets and mobiles 
to change the way in which organizations create marketing communications. Advertisements and even per-
sonalized messages are sent through emails and via display, pop-up and banner ads on a range of different 
websites. The organization can also increase its visibility on search engines such as Google and use this as a 
marketing tool.

KEY CONCEpT 12.8 DIGITAL MARKETING
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The role of national, social, cultural and institutional influences in marketing
In our discussion of segmentation we suggested that markets were increasingly segmented and 
the marketing effort was correspondingly targeted at specific groups. Invariably the basis for 
such segmentation is national, social and cultural. Differences between societies and culturally 
distinctive groups have resulted in different patterns of product adoption. The way a product or 
service is promoted varies widely in different parts of the world as a result of cultural differences 
and differences in legal requirements and government codes governing advertising. The popularity 
of a product among one cultural or social group is no guarantee that it will appeal to any other 
group. Despite the expansion of international travel, the food preferences of cultural groups can 
vary widely. For example, the durian is one of the most popular fruits in SouthEast Asia, yet 
its taste and smell are unpleasant to many westerners. As with other aspects of our model, the 
influences are invariably two way with marketing acting as both a product and a cause of social 
change. Several national, social and cultural factors illustrate our point.

Social influences
Values and attitudes are important influences on the marketing process. Core cultural values, 
such as family life and concern for children, are constantly used in advertising, and marketing 
specialists take care not to transgress such social mores.

Changing demographic patterns relating to age, sex, location and incomes may have a  profound 
effect upon marketing as well as the changes in shopping habits described in Case 12.2. An ageing 
population in many western industrial societies has opened up marketing opportunities in such 
industries as tourism and in general focused the attention of marketers towards a sector they had 
previously seldom considered. Geographical shifts in population can alter consumer demand 
and property prices. Rising property prices in London and the southeast of England have had a 
knockon effect on property market in surrounding areas. This has manifested itself in changes 
in the types of property being built, house prices and the way that property is promoted by estate 
agents.

Reference groups, such as experts, peers, social classes, and those groups portraying a desired 
lifestyle, are frequently used in marketing communication as mechanisms of attitude change. 
These opinion leaders and formers would seem to operate across all cultures. In many countries 
in SouthEast Asia a highly visible rich elite, who often favour western and Japanese goods, are 
used as trendsetters for the aspiring middle classes and play their part in cultural change.

Cultural and institutional influences
Globalization has inevitably led to a degree of convergence in marketing. The creation of a single 
television advertising campaign across several countries makes it cheaper for producers. The 
growth of global media and satellite television has increased the amount of media space available 

The use of social media such as Facebook, Twitter and YouTube has emerged as a powerful marketing tool. The 
marketing focus has shifted from the organization to the consumer who can share their opinions about products 
and services with other social media users. While this can be, and occasionally is, damaging to the reputation 
of an organization, many companies use social media themselves to post company and product information 
and to place paid advertisements.

KEY CONCEpT 12.9 SOCIAL MEDIA MARKETING
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and also brought down costs. There are some similarities in advertising in different countries in 
the use of humour and stereotyping, especially gender and nationality. Interestingly, the coordi
nated economies of post World War Two Germany and Japan provide some examples. Ford in 
the USA sold the German built LincolnMercury Scorpio as ‘imported from Germany for select 
dealers,’ building on the widely held belief that the Germans develop superior technical products. 
Such cultural stereotyping has benefitted the Germans considerably as exporters of manufactured 
goods, and they have been especially successful with more technical products such as machine 
tools. Japan, on the other hand, had to overcome a damaging stereotype, which saw its exported 
goods in the 1920s and 1930s as cheap, imitative products. Simple examples of cultural stereotyp
ing can be seen every day, from the Italian terms used to describe our coffee to the perception that 
Swiss or Belgian chocolate is higher quality. However, as with all stereotyping we should always 
remember that the differences within a country are often greater than those between countries. 
We also have evidence of variations in marketing as a result of cultural and institutional differ
ences. Several of the following examples are taken from Usunier and Lee (2009). Many of the 
illustrations relate to marketing communications in sales promotion and advertising:

•	 Advertising spending by companies, which in 2017 globally reached close to $600 billion, 
varies considerably between countries. The highest spenders are in the USA, China and 
Japan, with Germany and the UK some way behind. The Americans are noted for their 
emphasis on promotional activities, while in Japan it seems to be driven by an emphasis on 
market growth and incremental product development. In China, advertising is dominated 
by digital, with over 60 per cent of total spend going through this medium. Additionally, in 
Japanese consumer markets, competition is rarely based on price but on product differen
tiation and service. These qualities need to be communicated to customers.

•	 There are cultural differences on the emphasis placed on elements in the marketing mix. 
The Germans are noted for their emphasis on product development and careful targeting 
in many segments, while their supermarkets such as Aldi and Lidl focus on value and price. 
As we have noted, the emphasis in the USA is on selling, advertising and promotional 
activities. In the USA, the population would seem to have a high tolerance and even expec
tation of a large number of TV advertisements. The French, on the other hand, tend to be 
less tolerant and more sceptical.

•	 Language is an important tool in most aspects of marketing communications. This tends 
to be culturally specific because of the frequent use in marketing communications of 
 colloquial and slang expressions. However, in Asia, English is often used in TV advertising 
in the belief that this adds credibility to the advert.

•	 Colour, metaphors and symbols have different meaning in different countries. For example, 
use of the colour white in many European countries symbolizes cleanliness and purity, 
whereas in many Asian countries it signifies death. De Mooij (2013) cites the example of 
an advertisement by the Korean company LG in the US Newsweek magazine. The advert 
contained a large illustration of a fish, which in Asian countries is a symbol of prosperity, 
but the symbol was lost on many western readers of Newsweek. Red may symbolize pros
perity in China, however in western culture, red often has connotations of maleness, anger 
and dominance.

•	 Advertising is controlled by laws in most countries and these laws vary. For example, 
there is variation between countries on the advertising of alcohol and tobacco products. 
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In France, there are strict restrictions on the use of children in advertisements. In some 
countries there are stricter taboos, so that in Saudi Arabia there must be no portrayal of 
gambling, alcohol or of scenes depicting cheating or adultery. In more conservative areas 
the face and eyes may not be shown in advertisements, the use of pixilation and sunglasses 
is commonplace. Clothing must be present, even on cartoon characters.

•	 The type of advertisement varies between countries. Comparative advertising, where a prod
uct is directly compared with its main rival is commonplace in the USA but not allowed in 
France, Germany and Italy. How products are portrayed also varies. Lasserre and Schutte 
(1999) cite the case of Club Med’s attempts to sell holidays to the Japanese. The company 
had traditionally sold its holidays on the image of easy going resorts and the emphasis on 
simple pleasure seeking. They found little interest in the Japanese market until they stressed 
the opportunity for holidaymakers to learn and participate in organized sporting activities. 
This is a classic example of the same product with a different promotional message suited to 
a particular market segment, in this case identified by nationality. Case 12.4 examines cul
tural difference and the associated problems in the early days of Disneyland Paris.

•	 The Dutch cross cultural communications specialist Marieke De Mooji (2013) makes exten
sive use of Hofstede’s work and sees linkages between advertising and Hofstede’s cultural 
dimensions. In countries with large power distance advertising stresses status symbols and 
the wisdom of experts. In individualistic cultures advertisements are more direct and tend 
to be more verbal, whereas in collectivistic societies they stress group activities, tend to be 
more visual and make greater use of metaphors. In countries with high uncertainty avoid
ance there tends to be a strong need for scientific evidence and the competence of the pro
ducer is emphasized. In masculine societies advertisements emphasize winning and being the 
best and depict gender role differentiation. In those countries with short term orientation, 
instant gratification is a common theme.

With all such examples there is a danger of cultural stereotyping. In addition, situations can 
and do change. In Japan, the recession of the 1990s led to increased price competition and in 
many cities there has been the growth of discount stores. The younger buyer in Japan is more 
attracted to western products that reflect individualism than the more traditional older population 
and is more likely to buy on credit.

Next time you visit the supermarket, what examples of products that reflect cultural differences can you identify?

REFLECTION pOINT

ORGANIZATIONAL ASpECTS OF MARKETING

We have already dealt with several organizational issues elsewhere in this chapter. In examining 
the different orientations to marketing we saw how marketing goals have developed over time 
and how much they vary between organizations. Several references have been made to the impact 
of organizational size on marketing. We have noted that increasing size has led to increasing spe
cialization within the marketing function and how the costs associated with marketing activities 
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have acted as barriers to entry. Historically, this has favoured big business in the achievement of 
market dominance. Digital channels have disrupted the status quo and the last decade has seen 
the emergence of digital only businesses such as Amazon.

In this section we will focus on structural issues pertaining to marketing, dealing first with 
the way the function is organized and second with the relationships between the marketing and 
other functional areas.

The functional organization of marketing
Historically, marketing was viewed as being synonymous with sales. With the growth of the 
firm and the development of its markets came the problems of organizing the sales force, often 
achieved by creating sales territories operating under a hierarchy of district and regional manag
ers. The need for improved market research and sales promotion created research and advertising 
units as subdivisions of the sales department.

The growth of increasingly complex markets, the emergence of large organizations and chang
ing attitudes by management towards consumers, all called for corresponding developments in 
the functional organization of business activities. Marketing emerged as a function in its own 
right, with the previously dominant sales department as a subsidiary activity. The marketing 
effort now spawned specialisms in advertising, sales promotion and market research, and some 
marketing departments also assumed responsibility for new product development. In the larger 
organizations, marketing management became the coordination of a range of specialist market
ing activities.

This functional organization of marketing mirrored functional developments occurring 
 elsewhere in the firm, but some companies were experimenting with other forms of organiza
tional structure. As we saw in Chapter 6, in our discussion of structure, divisionalization occurred 
because some firms such as GM found it most appropriate to organize around products or 
markets. The marketing efforts in many organizations went down the same route. The idea that 
structure follows strategy was first articulated by Alfred Chandler in 1962, this theme was then 
picked up by Piercy and Morgan (1993) who also saw product market segmentation as the basis 
of organization structure that, if it is in harmony with the needs of the market, is a source of 
competitive advantage.

Forms of structural arrangement in marketing 
Product management
In the 1930s, Proctor & Gamble developed the concept of product management. Under this 
arrangement, the firm is organized around its products and each brand or group of brands has 
its own manager. Such a structural arrangement may be necessary where product knowledge is 
highly technical, or where the firm is dealing in totally different product markets. The benefits 
that may be gained by management from such an arrangement include an increased knowledge 
of the product market and an ability to respond quickly to changing market demands. A healthy 
internal competition can be built up, leading to increased sales. Furthermore, product manage
ment has often been a good training ground for aspiring senior managers, as it interfaces with 
most aspects of the firm’s operation. The customer potentially gains by dealing with people who 
have real product knowledge. Product and brand management can be costly ways of organizing 
the marketing effort. Specialist activities, such as advertising, may be unnecessarily duplicated. 
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Product managers may lack expertise in the more specialized areas of marketing. In firms where 
every brand has its own manager there may be overstaffing of management at the lower and 
middle levels, with the ensuing problems of career progression.

Organize around markets
An alternative structural arrangement would be to specialize around markets. The markets may 
be differentiated geographically, by industry or even by customer. In consumer marketing some 
form of geographical specialization is a traditional approach. Sales forces have tended towards 
regional organization for ease of administration and control, and television advertising is invari
ably regional. The US firm ColgatePalmolive derives the larger part of its sales revenue and profits 
from overseas activities and traditionally has based its organization on individual country opera
tions linked through a regional structure. Staff mobility within this structure has been viewed as 
an essential part of career development within the company.

Industry or customer focus
It is in the marketing to organizations, with the prospect of high volume, high value orders, that 
specialization by industry or by customer is regarded as a factor in increasing sales. Xerox has 
evolved over its 100 year plus history, switching from selling by product to selling by industry, 
and organized its marketing efforts accordingly. The advantages of this approach lie in building 
up a close relationship with individual customers and gaining insights into their operations. Some 
firms operating in the IT industry, such as IBM and Oracle, offer a consulting service to potential 
customers. This has led to improvements in the customer’s own operating systems and potentially 
more sales for the IT company. Gaining experience of the customers’ operating problems and 
their marketing environment is often invaluable to the process of developing products. Such a 
structure would seem most appropriate where the market is becoming more competitive and there 
are long term advantages to be gained from building up such close relationships with customers. 
This emphasizes the importance of relationship marketing.

Outsourcing to agencies
The past 40 years have seen the growth of advertising agencies. Some, like Saatchi & Saatchi, 
have achieved a very high public profile. Specialist agencies also operate in market research and 
sales promotion. The advantages of outsourcing to an agency lie in its ability to stand back and 
offer an independent assessment of the firm’s marketing activities, to offer specialist expertise, 
which the company may not possess, and to act as a source of ideas and potentially cut costs.

Dealing with outside agencies can however be a costly exercise and may be a potential source 
of conflict. In fact, any structural differentiation within the marketing function itself may set up 
internal conflicts. Brand differentiation and management may create competition but that same 
competition has the potential for conflict. Tensions can exist between marketing management 
who direct operations and the sales force who must carry them out. Much wider tensions can 
exist in the relationship between marketing and the other functional areas as we see in the next 
section.

As seen in Chapter 6, organization structures rarely conform to ideal models. Many firms have 
marketing departments that display elements of all the structural variations identified above. A 
system of brand management can be backed up by a centralized research or advertising function. 
The marketing effort can be organized according to industrial markets but may be further differ
entiated according to product. The system is further complicated in that marketing departments 
frequently use agencies external to the firm.
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Marketing and other functions
The stereotypical view of the relationship between marketing and operations is one of conflict. 
Operations staff view marketing staff as people who make their life difficult through promises to 
customers that are difficult to meet. For its part, the marketing department sees operations staff 
as inflexible and more concerned with the efficiency of their own systems rather than satisfying 
customer needs. Such myths have some basis in fact. Historically, the two functions have been 
evaluated according to different criteria. Marketing personnel have tended to be rewarded for 
achieving a high sales turnover and a high market share, while the primary orientation of opera
tions has been towards the achievement of minimum cost and a smooth operation flow. The 
marketing staff have been encouraged to create change by developing opportunities, while the 
operations staff have tended to resist any change that increases costs. Moreover, the cultures of 
the two groups have traditionally differed. Marketing specialists tend to deal with vague concepts 
like image and customer preference and have their focus outside the organization. Operations 
staff tend to be internally focused and more comfortable dealing with the quantifiable.

Such conflict is not necessarily dysfunctional. Persuading customers to adopt standardized 
goods and services may enable the firm to offer a better service as well as reducing costs. Where 
conflict is disruptive it may be tackled in several ways. Management might consider different 
reward criteria. Marketing staff could be rewarded for accurate forecasts rather than meeting 
some artificially contrived quota and operations staff rewarded for meeting delivery times. Con
flict may also be avoided by encouraging more interaction through joint project teams and mixed 
career paths.

Similar tensions may occur between other functions, as with R&D over product design or with 
accounting over methods of payment. Nor are such conflicts the sole property of the marketing 
department. We have already identified the type of conflict that can emerge between the R&D 
and operations functions and in the next chapter we see the traditional antagonisms that occur 
between the HR department and line management. Such conflicts are the inevitable consequence 
of organizational size and managerial specialization. They may, however, be minimized by strate
gies focusing on coordination.

ThE STRATEGIC ASpECTS OF MARKETING

Competitive marketing strategy is a market-oriented approach that establishes a profitable 
competitive position for the firm against all forces that determine industry competition by 
continuously creating and developing a sustainable competitive advantage from the potential 
sources in the firm’s value chain. 

(West, Ford and Ibrahim, 2010, p. 5).

The process of developing a marketing strategy bears a striking resemblance to the process 
of developing a firm’s corporate and business strategies, underlining the centrality of marketing 
to the firm’s planning process. Opportunities are analyzed, target markets are defined, market 
share objectives are set, segmentation strategy determined and the particular marketing mix is 
developed. The marketing mix, including issues of positioning, branding and competitive dif
ferentiation, is central to the whole process since it identifies and guides the strategic options. 
Strategic considerations in marketing therefore embrace all of the factors we have discussed in 
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this chapter and can be viewed as a hierarchy of intentions. First, objectives must be decided upon 
about such factors as desired market share and market growth and the emphasis to be placed 
on such issues as new product developments and customer loyalty. Second, management must 
decide on its product range and which markets it will target with these products. Third come the 
decisions about competitive tactics, including targeting, positioning, pricing and promotion. We 
will use all the elements discussed in this chapter to examine the various aspects of marketing 
strategy. Finally, we see how these elements may be combined and stress the integrated nature of 
marketing and the other functional strategies.

Segmentation, targeting and positioning strategy
There are a number of key issues to be addressed:

•	 Management must decide which segments are to be targeted and what the cost of this is in 
terms of product variety.

•	 Management should assess the effectiveness of their targeting strategy. According to Kotler 
(1983) targets should be measurable (by size, income level, etc.), accessible, substantial 
(large enough to generate profit), differentiable (truly distinct) and actionable (a distinct 
marketing approach can be identified).

•	 West, Ford and Ibrahim (2010) believe the key to successful positioning is to find out what 
the consumer believes and how the consumer acts. They advise against tinkering too much 
with the image of a product as this can confuse the market.

Branding strategy
Brands can be important in achieving both differentiation and cost leadership. A clear brand 
image is an important part of marking out a company’s products from those of its competitors. 
Cost reduction can be achieved through brand leveraging. Where a brand is already well known, 
the costs of building consumer awareness of a new product are therefore lower. Two companies 
that have achieved this with considerable success are Sony and Apple. Cobranding, discussed 
earlier in this chapter, works in a similar way.

product strategy
The historic fate of one growth industry after another has been its suicidal product provincialism. 

(Levitt, 1960, p. 34)

References have been made to product strategy in our discussion of innovation and operations 
in the previous two chapters, as well as earlier in this chapter. Levitt’s quote from his influential 
article ‘Marketing myopia’ is a plea to management for a marketing led product development 
strategy. Most industries, he feels, restrict themselves by defining their businesses too narrowly, 
largely because they are product oriented rather than customer oriented. He cites the case of the 
decline of the US railway business, which identified itself too rigidly with railways rather than 
the transport needs of its customers and lost ground to the airlines and car industries. Many 
examples of this can be seen among technology companies focusing on the technology rather than 
what the consumer actually wants. Many Internet of Things (IoT) products are emerging, their 
producers believing that consumers want smart homes, when in fact what they want is security, 
entertainment and privacy. These devices are merely the enablers.
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Following the market in this way may be desirable but depends upon the firm possessing the 
appropriate financial resources and skills. A firm’s competitive edge may lie in the production 
of highly specialized goods and skills, and resources may not be easily transferred. In such cases 
survival may depend upon acquisition or merger.

In general terms, a product strategy needs to consider the type and range of products on offer, 
the size of the product line and product mix, the style and quality of those products, the use of 
brand names and packaging, the nature of the services that are offered with the product, such as 
warranty and after sales care, and the capability of the organization to develop new products. 
As we discussed in our chapter on innovation, a successful product innovation is important not 
only for differentiation but also for cost reduction.

pricing strategy
We have already discussed the various constituents that determine the price of goods and ser
vices, and, singly or together, these form the basis of pricing strategy. Cost plus pricing consists 
of a standard markup after all costs have been taken into consideration. Target profit pric-
ing involves establishing the price in accordance with projected demand using some form of 
breakeven analysis. In this way, a book, for example, can be priced according to two criteria: 
the minimum sales required to cover production costs and the required profit margins based on 
estimated sales figures.

Both the cost plus and target profit methods are based on the assumption that prices are 
related solely to cost and demand. As we saw earlier, this is too simplistic a view. The pricing 
strategy needs to take account of factors external to the firm, in particular prices charged by 
competitors and the perceived value of the product by the consumer. In the former case there is 
a tendency for firms operating in the same product market to adopt a going rate, although, as 
we shall see later, more aggressive tactics can be pursued by firms breaking into new markets. 
By contrast to the going rate, pricing goods according to their perceived value can lead to con
siderable variation. Such a strategy is based on the customers’ assumption that ‘they are getting 
what they pay for’. They relate price to quality and hence to the cost of producing the goods 
or services.

However, a high price can be used to denote exclusivity and so attract a particular market seg
ment. New Zealand wine has for a long time been more expensive than many Australian wines 
of the same grape variety. This was a deliberate strategy on the part of New Zealand growers to 
maintain high quality, and the mass market is shunned. New Zealanders, in their own country, 
have traditionally purchased Australian wine for everyday drinking and New Zealand wine for 
the special occasion. However, this strategy has shifted in recent years as New Zealand pro
ducers have tried to increase market share. This has been very successful in the UK with wines 
made from the Sauvignon Blanc grape. Even with high rates of taxation in the UK contributing 
to the price, a bottle of Sauvignon Blanc wine can be purchased at a lower price in the UK than 
in New Zealand. This has created high demand for this wine in the UK and in other countries 
such as the USA. This in turn has had a knockon effect on vine planting with Sauvignon Blanc 
grapes dominating in several wine growing areas, changing the nature of New Zealand wine 
production.

Brands can be used by the producer to protect price. Premium prices are often demanded for 
fashionable brands. Some UK supermarkets such as Tesco have attempted to break free from 
such price control in the sale of branded denim jeans such as Levi 501 by offering them at almost 

Copyright 2019 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



ThE STRATEGIC ASpECTS OF MARKETING 497

half the price of the usual retail outlets. Such a strategy was seen as damaging to Levi’s exclusive 
advertising campaign and to its relationship with its existing retailers. As a result, Levi refused 
to supply Tesco. Undeterred, the supermarket chain obtained the jeans direct from factories in 
Mexico. In 2002 and after a four year legal battle, the European Courts upheld Levi’s case and 
Tesco lost the right to sell the cut price jeans.

All these factors come together in the pricing strategies relating to new products. The sim
plest method may well be to price goods by comparison with the nearest equivalents, roughly 
in accordance with the going rate method. Traditionally, two general strategies have been used, 
skimming and penetration, although skimming has become somewhat dated as a pricing strategy.

•	 A skimming strategy operates when the initial price is high. The product must appeal to a 
market segment where price is not an important consideration. The target market is gen
erally a high income group of market leaders but it may comprise, for products such as 
cameras and hifi equipment, the lower income enthusiast. The price will offset the high 
development cost for this type of product. Once a reputation and a market have been 
established there may be a reduction in price to broaden the market, using the original 
purchasers as opinion leaders. Price reductions may also be necessary to maintain a mar
ket share as competitors arrive on the scene. Both the VCR and the CD player entered 
the market at high prices, with considerable price reductions as the market expanded 
and the competition increased.

•	 A penetration strategy involves setting a low price to attract a mass market at the outset. 
Such a strategy is used where demand is sensitive to price and where economies of scale 
can be gained by mass production. Penetration is usually associated with competitive mar
kets. However, the strategy can be used to discourage competition by raising the barriers 
of entry, since those entering the market must be certain of high sales to offset develop
ment costs. The rise of Samsung as a global player in smartphones can be attributed to this 
approach.

We can see that the pricing decision needs to take account of a range of interconnected factors. 
Additional complexities can and do exist:

•	 The same product may be differentially priced for a number of reasons. It may be dis
counted for bulk purchase or to specific groups such as senior citizens and students. The 
same cinema seat may be differentially priced for different performances to even out 
demand and particularly to attract customers to less popular showings in the week.

•	 The price may be a function of the number and type of distribution channels. Imported 
goods may be more expensive because they pass through more intermediaries, and prod
ucts are generally more expensive in a prestigious store.

•	 Pricing strategy generally changes over the life of a product as a function of demand, 
market share and changes in the economy. Price cuts may be introduced to regenerate a 
product nearing the end of its life cycle or to beat off competition, and price rises may be 
needed to keep pace with inflation.

•	 Price can be used as a promotion strategy on market entry.

•	 There is also a strong link between price and place/distribution. For example, premium 
priced watches such as Rolex will not be found at discount outlets. Estate agents in London 
are careful to locate themselves in areas where property prices match their brand image.

Copyright 2019 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



ChApTER 12  MARKETING498

Such variations can be confusing and lead to customer complaints, as some airlines, energy 
companies, banks and mobile phone companies have found. Energy and mobile phone compa
nies often offer reduced price contracts to new customers, which in turn has led to the growth of 
comparison websites and switching services. February 2018 saw the highest ever recorded level 
of switching between energy suppliers.

promotion strategy
Earlier we identified the four main functions of a promotion strategy: to differentiate, inform, 
persuade and remind. We also suggested that an effective strategy was dependent upon selecting 
the most appropriate message and media for the product and target market. Earlier in this chap
ter, in our discussion of digital and social media marketing, we have noted a perceived shift from 
traditional forms of advertising towards providing images and information that can be gained on 
search engines and through social media. For all types of promotion, two important decisions are 
key: how much to spend and how to gauge whether a campaign has been effective or not. Both 
are important as any form of promotion adds cost in the short term.

It is clear to management that a promotion strategy must be affordable, yet setting an appro
priate budget is far from easy. Three common methods are:

•	 The percentage of sales method sets the budget according to the previous year’s sales fig
ures or is based on sales forecasts. The inherent flaw in such a strategy is that promotion is 
a function of sales rather than vice versa. Nevertheless, such a method is simple and may 
appeal to the cautious decision maker.

•	 The competitive parity method pegs promotional expenditure to that of the major com
petitors in proportion to the market share.

•	 The objective and task method has probably the most rational appeal in that specific targets 
are set and the budget apportioned accordingly. Such a method enables the results of the 
expenditure to be assessed against the objectives.

Promotion may be evaluated on three levels:

•	 The first consideration is that the particular advertisement or sales promotion has been 
seen and by how many and what type of people.

•	 The second consideration is that the public and, in particular, the target market are aware 
of the product and its attributes.

•	 The final and most important consideration is that the promotion results in the desired 
action on the part of the target market. In the case of consumer products, the ultimate test 
lies in the number of sales; whereas a government campaign to reduce drinking and driving 
will have to be measured by the number of convictions.

The evaluation of a promotion campaign is especially difficult for two reasons:

•	 First, a decision has to be made about the time scale for such an evaluation. Is the impact 
of an advertisement to be measured over a week, a month, several months or longer?

•	 Second, it may not be possible to isolate the effect of a promotional campaign from the 
influence of other variables such as changes in the economy, the behaviour of competi
tors and changes in social behaviour. Accurate evaluation may require extensive econo
metric models or a level of experimentation not feasible in most organizations. Few 

Copyright 2019 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



ThE STRATEGIC ASpECTS OF MARKETING 499

firms have followed DuPont and tested advertising expenditure in their paint market 
by varying the amounts in parts of the same territory to assess the impact on sales. It 
discovered that the effect of the heaviest expenditure was weakest in areas where it had 
a high market share. Perhaps this is a pointer to the diminishing returns of advertising 
expenditure.

In 2002, Honda sales in the UK were falling. Its agency developed a TV advert which followed 
the passage of a cog across various car parts before displaying the finished Accord. The campaign 
coincided with a reduction in media spending by Honda and promotional outlay by dealers, an 
increase in the price of cars and a reduction in the number of dealerships. The campaign was not 
run in France, Germany, Italy and Spain. As a consequence, Honda was able to measure the effec
tiveness of the campaign and claim an increase in revenue of £352 million directly attributable to 
the campaign against a campaign cost of £47 million. In addition, the TV advert became a focus 
of attention. There were news features and a documentary was made about how the advert was 
made. The company received numerous requests for a DVD of the advert and distributed a DVD 
with a national newspaper in some areas (Media Guardian, 16 March 2009, p. 6).

Distribution strategy
We have already noted how this is linked to price. Distribution strategy is concerned with such 
issues as the type and number of channels, the location of those channels and how they might be 
controlled. Many channels are potentially available, including a traditional sales force, using a 
partner firm to handle distribution aspects of the business, distributors, wholesalers and retail
ers and the Internet. The choice of channel depends on the nature of the product or service. 
Traditionally, many organizations used sales representatives. However, the maintenance of a 
full time sales force is expensive and may only be justified where transactions are complex, 
require face to face interaction, involve an element of customer training, and where there is 
clear value added by using this form of distribution. Many organizations no longer need this 
kind of service. Costs can be reduced through the use of telephone sales, call centres and the 
Internet. Such forms of telemarketing and websites often have the advantage of operating 24 
hours a day all week, moreover the call centres may be located overseas in countries with lower 
levels of pay and therefore operate at a reduced cost. The use of a single channel may limit 
access to customers and a mix of channels may be required, or the use of different channels 
for different products.

Traditionally in the manufacturing industry, distribution strategy has focused around stock 
policy. Incentives in the form of discounts were often given to persuade intermediaries such as 
warehouses to hold stock. Such strategies became less important with the increased use of JIT 
strategies. Distribution has become the key to success for many organizations. The emergence of 
Dell from a small firm to a leader in the PC market in less than five years was attributed both to 
its customer care approach and to its use of direct marketing. Dell was the first computer company 
to focus on telesales and the Internet and its methods have been copied by competitors such as 
NEC. First Direct has emerged as a success in banking largely through its round the clock acces
sibility to customers by telephone and a call centre is a much cheaper way of operating a bank 
than a high street branch.

The advantages of using technology based distribution strategies lie in lower costs, access to an 
expanding market and being able to focus investment and staff where they can be most effective, 
as in after sales service or customer training (Friedman and Furey, 1999).
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An integrated marketing strategy
Integration can occur in a number of ways: within each component of the mix; between the vari
ous elements of the mix; between marketing and the other functional strategies; and integration 
of the whole company around marketing strategies focusing on enhanced customer loyalty and 
satisfaction. We will deal with each in turn:

•	 Activities and strategies associated with each component of the mix should work together. 
For example, effective promotion is generally achieved through a campaign in which press 
and television advertising and sales promotion are coordinated to achieve the maximum 
impact upon the consumer.

•	 The elements of the mix should work together. Price reductions are often accompanied by 
a promotion campaign and both need the reinforcement of sufficient stocks and effective 
distribution in anticipation of increased demand. Improvements in product quality neces
sitating increases in price need to be sensitively handled in promotion.

•	 Effective integration of marketing with the other functional strategies, especially those 
of innovation and production, is considered essential to the firm acquiring a competi
tive advantage. An effective product portfolio should be built around the skills and other 
resources of the organization. A business school that attempts to offer courses in interna
tional business but lacks staff with the necessary expertise may attract a poor reputation 
and see support for all its courses suffer as a result. Some see this integration of functional 
strategies as an iterative process, requiring the constant monitoring of markets, products, 
processes and technology and the firm working these elements around its chosen field of 
distinctive competence.

•	 As far as marketing itself is concerned, many suggest that the strategic focus should be 
towards customer satisfaction and customer loyalty. To be effective, this should per
meate across the entire organization and therefore is in itself an integrative strategy. 
Integrated strategies aim to enhance the reputation of the company and secure repeat 
purchases, but also act as an opportunity to sell additional products. MercedesBenz 
at its Sindelfingen plant and headquarters on the outskirts of Stuttgart has established 
a visitor centre. This is linked to visits around the plant and embraces a cafeteria and 
luxury restaurant, a shop selling both souvenirs and more expensive extras for the cars, 
model displays, a film theatre and a financial services department. Buyers of a new Mer
cedes have the option of collecting it themselves from the factory. Those who exercise 
this option are met by a personal courier and given a personalized tour, at the end of 
which they pick up their car. Not only does this generate enhanced customer satisfac
tion, it is often treated as a family outing, which includes a meal at the restaurant, the 
inevitable purchase of souvenirs and, perhaps, signing up for a special Mercedes credit 
card at the financial services desk.

Supermarkets try to enhance the customer experience by introducing extra services. These 
include ample car parking, petrol stations and car wash facilities, cash points, cafeterias, loyalty 
cards, free hot drinks and newspapers, and staff employed solely to give customer information. 
By making the supermarket a destination they hope the consumer will not only develop an affinity 
for the organization but spend longer (and therefore more) in store.
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CASE 12.4 DISNEYLAND pARIS

Disneyland Paris opened for business as Euro Disney 
in April 1992. It was the fourth Disney theme park and 
followed the successes of Disneyland in Los Angeles 
(opened in 1955), Disney World in Orlando, Florida, 
(1971) and Disneyland Tokyo (1983).

The idea of opening a theme park in Europe had 
been around for some time. Disney had noted that 
while only 5 per cent of the visitors to its US parks 
came from Europe, that figure represented two million 
visitors a year. The company felt there was a large 
potential European market waiting to be tapped and 
it had been encouraged by the success of its Tokyo 
operation. This was a faithful copy of Disneyland in 
California and convinced Disney executives that if the 
Disney experience could work in Japan, the concept 
could be transplanted to a European location with 
ease.

Proposals for the development began in the early 
1980s. Several countries were interested, among 
them France, Italy, Germany, Spain and, for a short 
time, the UK. Although Spain was a strong candidate 
(mainly for its weather), the eventual location was the 
area around Marne-la-Vallee, some 30 km outside 
Paris. The choice of location was due to a number 
of factors:

•	 France had a stable economy and low rates of 
inflation.

•	 The location was within easy reach of a large 
proportion of the French population and near a 
main road route from Germany. Around 17 million 
people were two hours away by road or rail and 
over 300 million people were less than two hours 
away by air. The park was easily accessible 
from the Paris airports of Orly and Charles de 
Gaulle. Market surveys had shown that tourism in 
Europe was predicted to expand.

•	 Paris was already a popular holiday destination 
and the proximity of the park meant a large num-
ber of visitors would have an extra attraction.

•	 The French government was very supportive. 
Finance was made available for extending road 
and rail links to the park. Low interest loans with 
delayed repayment terms were made available 
to Disney and tax concessions were granted 
through the reduction of VAT on goods sold in 

the park. The enthusiasm of the French politi-
cians was, in part, a product of rising unemploy-
ment in the 1980s and the promise that the park 
would create at least 15 000 jobs.

•	 Market research was carried out among the 
French and the general feedback was that the 
park would be welcomed.

Euro Disney was launched by a share issue in 
1989, at a share price of £7.07. The Walt Disney 
Corporation took a 49 per cent share and 51 per 
cent was offered, in the first instance, to European 
investors. The flotation was popular and at the time 
of opening the shares were worth £16.

All the theme parks are based around Disney 
characters. These have universal appeal and are 
reinforced in the public’s imagination by the regular 
re-release of films such as Snow White, Pinocchio 
and Fantasia, and the more recent policy of releasing 
some of the films on DVD including both earlier Dis-
ney classics and more modern films such as the Toy 
Story and Pirates of the Caribbean series. In Disney-
land Paris a feature of the experience and creation 
of fantasy is the interaction between staff dressed up 
as characters and the customers. While the Disney 
characters create the main theme, each of the parks 
is divided into imaginary worlds, each stressing a 
theme. In Disneyland Paris, the imaginary worlds 
comprise Main Street USA, Frontierland, Adventure 
Isle and Discovery Arcade. An element of all these 
‘worlds’ is a number of experiences and rides with an 
emphasis on creativity and state of the art technol-
ogy. The Disney Corporation has a policy of continu-
ous technological updating. Another goal is quality 
of service, which extends beyond the theme park 
to hotels, catering and souvenir shops. To that end, 
staff are carefully selected and trained. Stringent cri-
teria embrace appearance codes, including rules on 
dress, hairstyle, size, weight and so on. Disney has 
created a distinctive corporate culture for its theme 
park employees. For example, employees are known 
as cast members and their uniforms as costumes to 
reinforce the concept of fantasy. In support of this, 
all events are meticulously planned. At any time 
there may be several employees dressed up as the 
same character, but only one may be seen at any 
one time in the park. The characters emerge from 

(Continued)
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underground tunnels responding to a centralized 
control using two way radio. The fantasy is everything 
and two Mickey Mouses in the park at the same time 
would never do.

When it opened, Euro Disney had 29 rides, six 
hotels, a campsite, golf course and assorted restau-
rants, food outlets and souvenir shops. At the outset, 
an additional 3000 acres were acquired for expan-
sion. By 1996 it was expected that the theme park 
itself would be much bigger and be joined by a con-
ference centre to capture off season trade. Disney 
was proud of its new European park and claimed 
it as technologically superior to any that had gone 
before it.

Despite the overwhelming support of the govern-
ment, Disney met problems in dealing with the local 
bureaucracy and planning regulations. In the first 
few weeks of opening, the company encountered 
demonstrations by local villagers objecting that the 
park would damage the quality of their lives. How-
ever, many locals gained substantially from the sale 
of land and used the money to build motels, shops 
and restaurants in the area.

Initial reactions of the paying public were mixed. 
There were many complaints of high prices, long 
queues, poor quality food, poor service and teething 
problems with many of the rides. The French were 
critical of the apparent lack of intellectual content 
in the park’s attractions and the quote by arts com-
mentator, Ariane Mnouchkine, that Euro Disney was a 
‘cultural Chernobyl’ was widely reported in the world’s 
press. The initial problems caused another commen-
tator to refer to it as ‘corporate America’s Vietnam’ 
(The Observer, 14 November, 1993). The target 
attendance of 11 million for the first year was almost 
reached but, thereafter, attendance figures fell to 9.8 
million in the second year and 8.9 million in the third, 
but rose to 10.7 million in 1995. Despite criticism from 
the world’s press, in its first year of operation Euro 
Disney was easily France’s top attraction, with several 
million visitors more than the Pompidou Centre, the 
Eiffel Tower and the Louvre.

Perspectives on the success or otherwise of the 
attraction were mixed. The then Disney chief Michael 
Reisner was quick to point out that attendance pat-
terns at other Disney theme parks were similar in the 
early years. The financial failings of the European 
operation were, however, inescapable. In the first 
two years of operation the park had lost US$1.7 bil-
lion and, from its buoyant position at opening, the 

share price fell from £16 to £3.55. In 1994, trading 
was suspended on the French stock exchange when 
the share price fell to less than £2. In 1993, over 10 
per cent of staff were made redundant. The park 
was becoming a drain on the highly profitable Dis-
ney  Corporation and to protect USA shareholders, 
executives put pressure on French banks and the 
French government to support the financial restruc-
turing of Euro Disney. The eventual restructuring of 
1994 included a relaxation of loan repayments, the 
leasing of some attractions and a rights issue, with a 
Saudi Arabian prince accumulating a large number 
of new shares. Despite the problems in France, the 
Disney empire was extended in 1995 through the pur-
chase of ABC Television in the USA to make Disney 
the world’s largest entertainment network.

The relative failure of Euro Disney in its early years 
has been attributed to economic/financial and  cultural 
causes. In the early 1990s, the French currency was 
stronger than some other European currencies, nota-
bly those of the UK, Italy and Spain. French inter-
est rates had risen, placing an additional burden on 
loan repayments. The effective devaluation of sterling 
meant a fall in UK visitors to the park of about half. 
It was only marginally more expensive for a UK fam-
ily of four to visit Disney World in Florida, given the 
relatively cheap rate of the US dollar. Even for those 
who did visit, spending was down on accommoda-
tion, food and souvenirs. Most commentators agreed 
that both entrance and hotel prices were too high. 
Price cuts were made during the first year of opera-
tion, but this meant that, for the hotels, occupancy 
rates had to rise to levels beyond the most optimistic 
estimates. While park attendance targets were almost 
reached, levels of operating profit were well down on 
targets. Market research discovered that families who 
stayed overnight preferred cheaper accommodation 
in Paris where a visit to the park could be combined 
with other attractions. A vicious circle was created 
whereby a lack of revenue meant that expansion 
plans for a second phase were shelved. The park 
needed more attractions so that people would need 
to stay overnight and push up occupancy rates. As 
it was, the park’s attractions could all be visited in 
a day. The postponement of the second phase also 
delayed the construction of a conference centre, 
which was planned to take up hotel space in off sea-
son periods. Not only were the hotels contributing 
some 30 per cent to the overall deficit, but their lack 
of success meant that the company was thwarted in 

CASE 12.4 (Continued )
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its plans to sell them off at a profit after the first few 
years of operation.

Many critics claim that the early disappointments 
were rooted in cultural differences. The Disney expe-
rience is very American and alien to elements of the 
French market. The French claimed that the attractions 
were lacking in intellectual content and failed to build 
in any way upon French cultural heritage. While US 
theme parks favour fast food and ban the sale of alco-
hol and cigarettes, French visitors preferred table ser-
vice and alcohol with their meals. The Japanese park 
made little concession to Japanese culture and had 
proven a great success. Disney executives believed 
that if the concept could work in Japan it could work 
anywhere. However, the Japanese were attracted to 
the family orientation, uniforms and regimentation 
and the opportunity to buy souvenirs at every turn, 
all of which fitted Japanese culture. The French were 
less enthusiastic and early concessions were made, 
including: the sale of cigarettes, the availability of alco-
hol at table service restaurants, the choice of non-US 
style food, the incorporation of European themes into 
the attractions and the widespread use of the French 
language. This became even more important as the 
recession in Europe made the park even more depen-
dent on the French paying public.

Language was a big issue. The attractions at Dis-
ney are based largely on US cultural themes and the 
predominant language used is English. However, 
the location of the park was so that it could attract 
visitors from many countries, who spoke different lan-
guages. Disneyland Paris tried to deal with this by 
making most of its attractions non-dependent on lan-
guage as its main form of interaction. This restricted 
the introduction of new attractions. A popular addition 
to Florida’s Disney Park in 2005, following the success 
of Finding Nemo, was a talking turtle, located in a real 
aquarium. The turtle interacted with children by ask-
ing and receiving questions. The language barriers 
meant that the attraction could not transfer to Paris.

There were early problems with some of the cast 
members who had difficulty embracing their roles 
with the dedication required by Disney and labour 
turnover rates were around 25 per cent in the first 
two years. Staff morale was further undermined by 
redundancies. Disney was also criticized for its lack 
of cultural awareness in its promotional activity. The 
same style of promotion was used across Europe and 
no account was taken of cultural differences.

The financial problems of Euro Disney resulted in 
the company rethinking other aspects of the park’s 
operation. In 1995, the name was changed to Dis-
neyland Paris to give the park a stronger sense of 
geographical identity and associate it with the image 
of Paris. At the same time, the name change was an 
attempt to disassociate the park from its earlier fail-
ures and from the link some commentators had made 
with other failed ‘Euro’ projects. Further price cuts 
were made of up to 20 per cent from entrance fees, 
hotels, food and souvenirs. The company ran its own 
promotional packages, including special winter deals 
and free entry and hotel accommodation for up to 
two children under 12 years old when accompanied 
by two paying adults. Strict codes covering working 
practices and dress were relaxed in an attempt to 
reduce labour turnover and improve morale. New 
attractions were added, including a convention cen-
tre and the Space Mountain – heralded as the most 
technically advanced ride in the world. Further attrac-
tions were continually planned and in 2005 a devel-
opment budget of $240 million was set.

In the late 1990s the company moved into operat-
ing profit and there was a steady growth of revenue 
each year. Guest spending in the park had also risen, 
and hotel occupancy rates exceeded 80 per cent. 
Recovery was aided by a weaker French franc in 
the latter part of the 1990s. Gilles Pelisson, the chief 
executive of Euro Disney SA (controlling company of 
Disneyland, Paris) stated in his 1998 report:

In a tourism environment largely affected by 
the Football World Cup, Disneyland Paris has 
confirmed its position as the leading European 
leisure destination. 1998 was characterized 
by a strong improvement in operating perfor-
mance and the start of important developments 
aimed at diversifying our product offering. All 
these elements strengthen our confidence in 
the future of the Company and we look forward 
to the major event of 1999, the opening of our 
new attraction ‘Honey, I Shrunk the Audience!’.

The attraction, whose name would have matched 
ideally the attendance trends of the early years, repre-
sented a growing confidence in the future of the park. 
In 2002, it expanded with an investment of £370 mil-
lion in a new theme based on Hollywood films. How-
ever, another crisis hit in the summer of 2003. Debts 

CASE 12.4 (Continued )
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had mounted to £1.5 billion. Despite the  Disney Cor-
poration waiving its management and royalty fees, 
there was insufficient revenue from tourists to service 
the debt. Once again, the company faced bankruptcy. 
The problem was a shortfall in tourists to France and, 
in particular, the sharp fall in US tourists, due in part 
to the French lack of support for the USA in the Iraq 
war and a subsequent US boycott of French goods.

On the 15th anniversary of the park in 2007 and 
after two financial restructurings, the company contin-
ued to make a loss but there was optimism. In 2007, 
losses were halved from the previous year, atten-
dance was up from 12.8 to 14.5 million and revenue 
had increased by 14 per cent over the previous year.

By 2012 Disneyland Paris was the most visited 
tourist destination in the whole of Europe and boasted 
58 attractions across two theme parks, the Disney-
land Park and the Walt Disney Studios Park. The 
resort employed 15 000 people and offered seven 
themed hotels with 5800 rooms. Tables 12.4 and 12.5 
show attendance patterns, spending by visitors and 
hotel occupancy from 2012 to 2016.

Table 12.6 shows that the country of origin of 
 visitors is overwhelmingly France. This is not surpris-
ing given the location of the park but, given the earlier 
objections by French people to the park, many seem 
to have been won over. The attraction may lie in the 
increased use of the French language in the park 
and the greater emphasis on French culture. This 
also may partly explain the relatively low number of 
visitors from Germany especially given the ease of 
access by road for many Germans.

While visitors are largely stagnant, the financial 
performance of the company continues to be less 
than satisfactory. The share price fell from £8.56 in 
April 2011 to £4.70 in July 2012 and the company 
continued to record losses, rising from a loss of 
£45 million in 2010 to 100 million in 2012 and £78.2 
million in 2013 (corporate.disneylandparis.com/
investor-relations/financial-indicators/).

In part the losses can be explained by heavy 
borrowing to cover losses from previous years, 
heavy discounting on both entry tickets and hotel 
rooms to boost visitor numbers, higher staff wages 
and the expensive upgrading of existing attractions. 

CASE 12.4 (Continued )

TABLE 12.4 Disneyland paris 
 attendance and average 
spend 2012–16

Attendance 
(millions of 

visits)

Theme park 
average spend 

(euros)

2012 16.0 46.4
2013 14.9 48.1
2014 14.2 50.7
2015 14.8 53.7
2016 13.4 54.0

TABLE 12.5 Disneyland paris hotel 
occupancy and average 
hotel spend 2012–16

Occupancy 
rate (%)

Average spend 
per room 
(euros)

2012 84.0 231
2013 79.3 235
2014 75.4 231
2015 79.4 238
2016 77.0 235

TABLE 12.6 Disneyland paris break-
down of attendance by 
country of origin 2014

%
France 49
UK 16
Spain 9
Belgium and Luxembourg 6
Netherlands 6
Italy 3
Germany 3
Rest of world 8
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However, no new attraction has been added since 
2006. Although wage costs have risen there has 
been significant unrest among employees including 
a strike in 2009. The main concerns of staff have 
been job cuts, the increasing accident rate, which 
exceeds that in the building industry, and the lack of 
opportunity for career development. As a result the 
company sanctioned a social audit aimed at improv-
ing working conditions and employee satisfaction.

In February 2018 a major investment and expan-
sion programme was announced. With $2 billion to be 
spent over the next five years, a Walt Disney Studio 
Park will be developed to focus on the Marvel, Star 
Wars and Frozen franchises.

Sources: Compiled from a variety of media and internet 
sources; Euro Disney Annual Reports 1995–2017.

Questions

1 What are the marketing issues illustrated by this 
case?

2 What were the reasons for Disney opening in the 
Paris area? Were these reasons justified?

3 What initial problems faced Disneyland Paris and 
how were they tackled?

4 What marketing strategies could the company 
use to move out of its ongoing financial prob-
lems? Are there any non-marketing strategies 
that would help?

5 What reasons can you give for the company con-
tinuing to make losses after operating for over 
30 years?

CASE 12.4 (Continued )

SUMMARY

•	 Marketing involves the understanding of customer needs and behaviour, and the researching 
of markets for the effective development, pricing, promotion and distribution of goods and ser-
vices. These activities operate in a number of consumer and organizational contexts and can 
incorporate the marketing of people, places, company image and ideas as well as goods and 
services.

•	 The product, price, promotion and distribution elements of marketing are known as the market-
ing mix and are elements of marketing strategy. There is a trend for firms to segment the markets 
in which they operate, calling for variations in the marketing mix for each target market. Another 
important element of the mix is the branding of products and services and their positioning in the 
market.

•	 Marketing operates at the interface between the organization and its environment, and changes in 
the economy, state regulation, technology and social trends all call for changes in marketing strat-
egy. Marketing managers use their knowledge of the environment, especially of those social and 
cultural influences that shape behaviour, in an attempt to manipulate demand for their product. In 
recent years marketing activities have been affected by globalization, consumerism and technol-
ogy based developments such as telemarketing and online marketing.

•	 The development of an effective marketing strategy depends upon an understanding of the  
workings of the marketplace, of customer needs and the appropriate mix for the market seg-
ment and prevailing environmental conditions. The implementation of that strategy depends 
upon the integration of marketing with the other functional specialisms, with a focus on the 
customer.

•	 In the last few years a key development has been the use of both digital and social media channels 
for marketing, the latter reinforcing the central role of the consumer.
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DISCUSSION QUESTIONS

1 Assess Drucker’s claim that marketing is not a specialized activity since it encompasses all 
the activities of the firm.

2 How far and in what industries are the orientations to marketing relevant today?

3 For what reasons do governments engage in marketing? Does this raise any ethical 
problems?

4 What type of market research information would you need in the following situations: a 
holiday company offering a new resort location; a manufacturer developing a new vacuum 
cleaner; a restaurant owner planning a more expensive menu?

5 What factors would you consider to determine the price of the following: a new high- 
performance sports car; a new breakfast cereal; an MBA at an internationally known 
 business school?

6 Why does market segmentation occur and what are its advantages and disadvantages for 
management and the consumer?

7 Assess the contributions of branding to the marketing process and to the success of the 
business.

8 Assess the contribution of the selection of appropriate distribution channels to effective 
marketing strategy.

9 To what extent can marketing activities change the environment in which the firm operates?

10 What are the essential ingredients of an effective marketing strategy for fast moving con-
sumer goods (e.g. toothpaste), a luxury yacht and a firm of professional accountants?

11 Assess the problems and opportunities presented by developments in digital and social 
media marketing.

12 What is the difference between targeting and positioning?

FURThER READING

There are a number of good general texts on marketing. The following can be recommended:

Baines, P., Fill, C. and Rosengren. S. (2017) Marketing, 4th edn, Oxford University Press: Oxford.
Kotler, P., Armstrong, G., Harris, R. and Piercy, N.F. (2013) Principles of Marketing, 6th European edn, 

FT Prentice Hall: Harlow.
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507FURThER READING

The following book takes a predominantly strategic perspective:

West, D., Ford, J. and Ibrahim, E. (2010) Strategic Marketing: Creating Competitive Advantage, 2nd edn, 
Oxford University Press: Oxford.

An interesting perspective on marketing can be found in:

Piercy, N.F. (2009) Market-led Strategic Change: Transforming the Process of Going to Market, 4th edn, 
ButterworthHeinemann: Oxford.

Some good international examples can be found in:

Ghauri, P. and Cateora, G. (2014), International Marketing, 4th edn, McGrawHill: Maidenhead.
Usunier, J.C. and Lee, J.A. (2012) Marketing Across Cultures, 6th edn, FT Prentice Hall: Harlow.
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LEARNING OBJECTIVES At the end of this chapter you should be able to:

•	 Define and identify the main activities of human resource management (HRM) and 
explain how the role has developed and is currently performed.

•	 Identify the components of employee resourcing and the issues in recruitment and 
selection.

•	 Explain the role of training, development and employee branding in the processes of 
employee development.

•	 Identify the factors determining pay, explain different kinds of reward system and assess 
the contribution of performance management.

•	 Identify the processes associated with employment relations and distinguish between 
these and industrial relations.

•	 Identify and explain variations in HR practice due to economic, political, social, legal 
and cultural differences.

•	 Explain variations in HRM with the size of the organization and critically evaluate the 
relationship between HR specialists and other managers.

•	 Identify and assess different approaches to HRM strategies and critically assess the 
effectiveness of HRM in achieving organizational goals.

13

HUMAN RESOURCE MANAGEMENT
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INTRODUCTION

Throughout this chapter we will refer to human resource management as HRM. We will attempt 
to define HRM and examine how the function has developed. More than most business activities, 
HRM is shaped by the environmental context within which it operates, including the national 
context. For example, changes in the level of economic activity or changing technology have 
implications for employment levels and the kind of skills needed and hence recruitment, selection 
and training. HRM is affected by regulatory and institutional frameworks, including employment 
laws and institutions for the development of education and skills. We can see variations between 
countries resulting in the development of different models and approaches to HRM. Alongside 
this we have the growth of global business and the need for effective international models of 
HRM. We explore all these issues. In the past 20 or so years HRM has developed a much stronger 
strategic focus and we will explore different approaches to HRM strategy. The effectiveness of 
such strategies often depends on the relationship at organizational level between HRM specialists 
and other managers, another theme explored in this chapter.

We look first at definitions of HRM before examining the key activities and how they are  performed 
in organizations. We then explore the relationship of HRM to environmental and organizational 
variables before examining HR strategies and their contribution to organizational effectiveness.

Since 1980 a large UK database has been accumulated by regular large scale surveys into work-
place employment relations. This database charts the development of the HRM function and its 
activities. The research is sponsored by the government and is generally referred to as WERS (Work-
place Employment Relations Survey). The latest findings relate to the 2011 survey, published both as 
a book, Employment Relations in the Shadow of Recession (van Wanrooy et al., 2013) and as a sum-
mary report (van Wanrooy et al., 2014). The 2011 survey covered all workplaces in Britain employing 
five or more people, excluding agriculture, forestry, fishing, mining and quarrying. It covered around 
750 000 workplaces and 23.3 million employees. This chapter refers to this research, but wherever 
possible, findings from other countries are introduced and international comparisons are drawn.

DEFINING HRM

HRM used to be called personnel management. In the UK the function developed out of 
 welfare roles performed by paternalistic employers such as Cadbury and Rowntree. Economic 
development, industrial change and changes in company law resulted in the increasing size of 
 organizations and the growth of trade union membership, especially in the UK but also in the 
USA. As a result, the role of personnel management expanded. First, there was a centralization 
of related activities such as job analysis, recruitment, selection, training and pay. Second, there 
was a focus on industrial relations, which resulted in personnel specialists spending a great deal 
of their time negotiating and generally dealing with trade unions.

In 1963, the Institute of Personnel Management (IPM), now the Chartered Institute of Person-
nel and Development (CIPD), defined personnel work as follows:

Personnel management is a responsibility of all those who manage people as well as being a 
description of the work of those who are employed as specialists. It is that part of management 
which is concerned with people at work and with their relationships within an enterprise. 
It applies not only to industry and commerce, but to all fields of employment. Personnel 
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management aims to achieve both efficiency and justice, neither of which can be pursued 
successfully without the other. It seems to bring together and develop into an effective 
organization the men and women who make up the enterprise, enabling each to make his own best 
contribution to its success, both as an individual and as a member of a working group. It seeks to 
provide fair terms and conditions of employment and satisfying work for those employed.

The definition is interesting because of its idealistic stance, the absence of precisely defined 
tasks and duties, and its reference to the dual goals of serving the needs of employees and the 
organization. It also serves the useful purpose of distinguishing between a business function and a 
departmental presence within an organization. The definition also introduces some of the potential 
conflicts in the role. HRM is a specialist function, but it also involves a set of activities practised 
by all managers. The definition also refers to the needs of the organization as well as those of the 
employees. We return to these themes throughout the chapter.

The term ‘human resource management’ can be traced to a series of developments and publi-
cations in the 1980s. Wickham Skinner (1981) argued that personnel management policies and 
 practices had failed to develop employees that were productive, motivated and loyal. He cited unreal-
istic expectations, contradictory theories and the non-involvement of personnel managers in decision 
making at the highest level. These themes were taken up at Harvard Business School in the develop-
ment of a new module called Human Resource Management reflecting a more strategic focus for 
personnel management. One of the texts that emerged from Harvard at the time defined HRM thus:

Human resource management (HRM) involves all management decisions and actions that affect 
the nature of the relationship between the organization and its employees – its human resources. 

(Beer et al., 1984, p. 1)

The approach focused on fostering commitment as a route to improving organizational perfor-
mance and was apparent in large US companies such as Hewlett-Packard and IBM. The approach 
was also found in some UK firms. Commitment is broadly defined as the strength of an employee’s 
identification with and involvement in both the job and the organization. Meyer and Allen (1997) 
see commitment in terms of:

1. Affective attachment – employees are willing to continue their employment because they 
enjoy their job and enjoy working for the organization.

2. Employees have a moral obligation towards their employers and their organization.
3. Employees continue their employment because of the costs associated with not doing so.

In the UK, the emergence of HRM coincided with the weakening of the trade unions, extensive 
privatization and the notion of best practice, a view that there was one best way of managing 
human resources. Early adopters of HRM included British Airways and Marks & Spencer. In Case 
13.1 we see how British Airways invested heavily in a widespread training programme to change 
the culture of its organization towards a greater emphasis on customer care.

The approach to HRM that had developed in both the USA and UK at the end of the 1980s 
can be summed up as follows:

•	 treating employees as individuals but, at the same time, developing teams

•	 the careful selection, training and development of core staff

•	 reward systems that stress individual performance and commitment and which are linked 
to employee appraisal and development

•	 communication networks and the involvement of all employees
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•	 emphasizing a culture that stresses commitment to organizational goals, quality and 
flexibility

•	 the development of HR strategies as part of overall business strategy and the integration of 
HR strategies themselves

•	 business values as an over-riding consideration.

Many of these characteristics are incorporated in Figure 13.1.

FIGURE 13.1 The human resource management process
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• Productivity
• Lower costs
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There was a distinct shift in the activities of HRM away from industrial relations. This change 
spawned a vast literature examining both the language and ideology of HRM, as well as ques-
tioning whether much had changed apart from re-launching personnel management as HRM. 
It is now generally acknowledged that HRM takes a more strategic view of the role and is more 
aligned with the objectives of the organization. Studies have revealed that, in the UK at least, the 
personnel function has been renamed HRM and its practitioners are known as HR managers. 
Hoque and Noon (2001) note that, with this change, practitioners were more likely to be profes-
sionally qualified and more likely to be involved in the development of strategy.

Some research has been less positive. Guest (2017) argues that applications of HRM emphasize 
performance improvement above employee concerns, which are often seen as secondary. He feels 
that employees are under threat from organizations expecting work to be done in the same time 
with fewer staff (work intensification) and are threatened by new models of employment such 
as zero hours contracts. WERS 2011 found that the most common effects of the recession in the 
first part of the 21st century were increases in workload and in the use of shift working and zero 
hours contracts (van Wanrooy et al., 2013).

The term HRM is now commonplace, as shown in Table 13.1. The table relates to a survey of 
job advertisements in the UK profession’s journal from March 1993 to April 2009. Three types 
of job advertisement were identified:

•	 those specifying a human resource manager or similar incorporating human resources in 
the job title

•	 those specifying personnel manager or similar in the job title

•	 those seeking a specialist role, such as in training, reward or equal opportunities.
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In March 1993, the title human resource manager tended to be reserved for the higher status 
and more highly paid positions. By 2003, human resources featured in the large majority of 
jobs, even those of a fairly junior nature. The number of positions titled personnel manager had 
declined markedly and were found mostly in the public sector. By 2009, the job title of personnel 
manager had all but disappeared.

Is there something distinctive about HRM that differentiates it from personnel management?

REFLECTION pOINT

TABLE 13.1 Job titles advertised in IpM/CIpD professional journal March 1993 to April 2009 as 
per cent of total jobs

Job title Positions advertised (%)

March 1993 May 1999 May 2003 April 2009

Human resource manager or similar 26 44 61 66
Personnel manager or similar 36 20 11 2
Specialist job title 38 36 28 32

What are the activities of HRM?
In this text we take a broad definition of HRM as expressed by Boxall and Purcell (2003, p. l):

All those activities associated with the management of the employment relationship of 
the firm.

We group these activities under four headings:

•	 employee resourcing: including planning, recruitment, selection and issues relating to 
equality and diversity and work–life balance

•	 employee development: involving training and development and a more recent focus on 
employee branding

•	 pay and performance: involving methods and types of remuneration and how performance 
is managed

•	 employment relations: including various approaches to communication and participation, 
the relationship between management and unions, and in general issues relating to the 
employment relationship.

We deal with each of these in turn later in this chapter. This focus is supported by the find-
ings of a survey by the CIPD (2007). It revealed that the responsibilities and activities carried out 
most by HR professionals were recruiting and retaining staff, developing employees, improving 
the management of performance, and the involvement and engagement of staff. The survey also 
noted a shift in focus in how the role was carried out and how time was spent as perceived by 
practitioners. This is shown in Table 13.2.
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The findings in Table 13.2 reinforce the view that HRM has become more strategic in focus 
and that strategy is linked to overall business strategy. It is also a reflection of how practitioners 
view themselves. The shift from personnel management to HRM has been associated with the 
specialists themselves, seeking more status within the organizations in which they work. WERS 
2011 however is more sceptical, seeing little evidence of HR specialists having an increased 
 strategic role in organizations (van Wanrooy et al., 2013).

In many organizations, human resource management or, as it is often referred to, HRM or HR, performs the 
roles and duties formerly ascribed to personnel management. Many would argue that there is more than a 
name change and that the function has undergone an ideological shift. Traditional personnel management 
was concerned with recruitment, selection, training, pay, welfare and industrial relations. HRM deals with all of 
these, but integrates them within the overall strategy of the enterprise and sees business values as an over-
riding consideration. An important element of HRM is the development of a culture that stresses commitment to 
organizational goals, quality and flexibility.

KEY CONCEpT 13.1 HUMAN RESOURCE MANAGEMENT

TABLE 13.2 percentage of time spent on HR activities as perceived by practitioners

Three years 
ago (%) Now (%)

Three years 
from now (%)

Administrative functions, e.g. maintaining records 50 35 24
Operational activities, e.g. recruitment 39 40 41
Strategic inputs 11 25 35

Source: Adapted from CIPD (2007).

An influential model in this respect and one used as a framework by the CIPD in their  survey 
(CIPD, 2007) is that of Ulrich (1997). The emphasis is not so much on the basic activities 
themselves, but on what they can deliver to the organization. Ulrich identifies HR activities as 
 comprising three legs of a stool:

•	 HR as the centralized provision of administrative services for the whole organization. This 
would involve the keeping of staff records or acting as a service centre giving information 
and advice as needed.

•	 HR as a centre of expertise. In this respect HR would provide ‘expert’ operational skills in 
areas such as recruitment and selection or remuneration schemes.

•	 HR as a business partner. In this role HR would have an input in the development of strat-
egy for the organization and through that identify HR priorities.

It is in this final role that the CIPD and practitioners see the greatest change. This is reflected in 
some job titles. Six of the job advertisements for HR specialists examined in Table 13.1 for April 
2009 had ‘HR business partner’ as the job title. Ulrich himself saw the business partner role as 
key and one in which the HR professionals partner line managers to ensure that their contribu-
tion both matches and supports the business strategy of the organization (Ulrich 1998). Ulrich’s 
model is in part a statement of how the role is performed, which we examine in the next section.
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How HRM is performed
The HRM function may be performed in a number of ways:

•	 HR managers can be generalists, performing all activities or specialists in one or more of 
the functions.

•	 The role may be performed by a specialist HR manager, a general manager with respon-
sibility for HR matters, or by individual managers themselves acting alone. WERS 2011 
found that a general manager with responsibility for HR spent an average of 26 per cent of 
their time on HR matters and that 22 per cent of workplaces had a specialist HR manager 
(van Wanrooy et al., 2104).

•	 In some cases, HR specialists operate only in an advisory capacity to other managers. 
Members of the HR department will advise on the setting up of HR systems, which will be 
operated by other managers. Examples of this could include the establishment of an equal 
opportunities policy or developing criteria for promotion.

•	 In many cases, HR specialists work with other managers as, for example, in interviewing 
candidates for a vacancy, or designing and implementing a training programme for a sales 
department.

•	 In all kinds of organizations there is increasing use made of external consultants. WERS 
2011 identified an increasing use of lawyers, recruitment and training consultants and, 
in the UK, agencies such as the Arbitration, Conciliation and Advisory Service (ACAS) 
(van Wanrooy et al., 2104). This trend has led to the importance and growth of large 
HR  consulting firms, usually USA based, such as Towers Watson, and Mercer.

•	 An increasing trend is the use of outsourcing. We have referred to such offshore outsourcing 
more generally in Chapter 2 and examine HR outsourcing in more detail below.

In smaller firms the activities tend to be carried out by all managers and no specialist is employed. 
In larger firms, with formalized procedures, a mixture of all methods occurs. The use of consul-
tants and outsourcing is appropriate for small firms where specialist HR inputs are an intermittent 
requirement. In larger firms, consultants are seen as a more cost effective method of delivering 
certain HR services than bearing the cost of maintaining a large internal department. This is par-
ticularly the case in training, recruitment and payroll activities and where specialist legal advice 
is needed. The latter is required due the complex changes in employment law in many countries.

We have noted the trend towards outsourcing. For many years firms have outsourced aspects 
of HR work, notably recruitment, training and the administration of the payroll. Even if the activ-
ity is not outsourced we have noted there is evidence of increasing use of consultants, especially 
lawyers, accountants and government agencies. The growth of both outsourcing and the use of 
external experts is motivated by a number of factors:

•	 As with all forms of outsourcing, cost is a prime consideration. For example, it is not 
cost effective to employ specialists in aspects of technical training whose services are only 
required intermittently.

•	 In some cases expert knowledge and skills may be needed, as with the administration of 
psychometric tests or in an increasingly complex legal environment, particularly where the 
firm operates in a number of countries.

•	 Outsourcing may also give the organization access to specialist techniques and practices 
without having to develop them in-house (Cooke, 2014).
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•	 Some tasks, usually those that are high volume and repetitive like payroll administration 
can be dealt with more easily, more cheaply and more effectively through an outsourced 
operation.

•	 Firms are increasingly engaged in activities in several countries. Local HR managers may 
not possess the knowledge and experience to deal with certain aspects of operations in 
other countries.

•	 Outsourcing in HR could leave HR specialists free to concentrate on more strategic aspects 
of their role (Cooke, 2014). However by outsourcing much of the HR activity there is a 
potential risk that an organization does not develop policies and practices as core compe-
tences that make them unique and act as a source of competitive advantage. In so doing it 
could weaken the aspirations of HR specialists in becoming business partners. Outsourcing 
HR can also be a response to downsizing and cost cutting, which often results in the staff 
reductions in the HR department itself.

We can identify three types of outsourcing:

•	 Specialists in specific areas. The most commonly outsourced HR activities identified in 
WERS 2011 were payroll (by 29 per cent of organizations), training (35 per cent), recruit-
ment (12 per cent) and the temporary filling of posts (12 per cent) (van Wanrooy et al., 
2014).

•	 Large providers offering a wide range of services. In some cases a large propor-
tion of the HR function can be outsourced. This is a growing trend and firms such as 
Pricewaterhouse Coopers, KPMG, IBM and Accenture have diversified into offering wide-
ranging HR services.

•	 Specialist providers of HR software and support.

Despite the interest in HR outsourcing, Cooke (2014) believes it is in an early stage of develop-
ment and WERS 2011 (van Wanrooy et al., 2013) found no evidence of its increased use.

We now examine the major HR roles and responsibilities; resourcing, development, pay and 
performance and employment relations.

Why has outsourcing become a growing trend in HRM?

REFLECTION pOINT

EMpLOYEE RESOURCING

The HR manager will attempt to meet the organization’s demand for labour. This will be achieved 
mainly through recruitment, selection and training, often within the framework of a staffing plan.

In some cases the labour market will act as a constraint to the extent that severe labour short-
ages in a given area may cause management to rethink its plans. In other cases the labour market 
operates as a partial constraint, and attempts will be made to entice workers away from existing 
jobs by offering them attractive pay packages and opportunities for career development. This can 
cause high levels of mobility among certain groups with scarce skills in an otherwise depressed 
labour market. A good example of this in the late 1990s can be found in the IT consulting 

Copyright 2019 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



EMpLOYEE RESOURCING 517

industry, where scarce skills and an abundance of work resulted in high levels of mobility and 
higher salaries. In other cases the firm attempts to change the composition of the labour market, 
meeting shortages by training substitute labour or by attracting certain groups back to work, such 
as married women with children, by providing working conditions compatible with school hours. 
The introduction of family friendly employment policies is an example of such an approach. The 
increased use of flexible employment practices has been one of the reasons for the increase in 
the proportion of women in the workforce. As we can see, employee resourcing overlaps with 
other activities of HR management such as training and development, pay and performance and 
employment relations.

In this section we examine recruitment and selection and the issues it raises in global firms 
and issues relating to equality and diversity including the more contemporary debate relating to 
the work–life balance.

Employee resourcing involves a set of processes that fulfil the organization’s demand for labour. The primary 
processes are recruitment and selection. Recruitment involves attracting candidates to apply for jobs in the 
organization. Selection involves choosing the most appropriate applicant from the pool of attracted candidates. 
Important considerations in recruitment and selection are the reliability and validity of the methods used and 
ensuring that the processes used conform to legal requirements and to cultural norms. An important consider-
ation is one of equal opportunities.

KEY CONCEpT 13.2 EMpLOYEE RESOURCING

Recruitment and selection
These are related processes. Recruitment involves attracting candidates to apply for jobs in 
the organization. Selection involves choosing the most appropriate applicant from the pool of 
attracted candidates. Both are important processes for a number of reasons:

•	 They are a means of achieving strategic goals, including culture change within the organ-
ization. For example, the recruitment and selection of a new chief executive is often 
accompanied by the bringing in of a new senior management team.

•	 Recruitment and selection can contribute towards a core competence and create a competi-
tive advantage. For example, firms attempt to recruit leading performers from other firms 
to enhance their competitive position.

•	 Recruitment and selection can be expensive. This is not just the cost of advertising or the 
cost of the selection process itself, but also the costs of getting it wrong. Making poor 
appointments can result in poor performance, damage relations with clients, lead to 
increased training costs and in general, increase the costs associated with hiring and firing.

The traditional approach to recruitment and selection has been to focus on costs and to estab-
lish a one-sided process focused on the needs of management and the needs of a specific job at a 
specific time. Recent thinking has questioned these approaches:

•	 Recruitment and selection is an opportunity in which both parties can influence outcomes. 
The concept of employer branding has emerged. Employers wish to brand themselves 
as attractive organizations to influence candidates to join them. It is no longer just the 
responsibility of candidates to create a favourable impression to be selected. Brewster et 
al. (2005) identify strong employer branding as a features of firms such as Diageo, Shell 
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and Rolls-Royce primarily to attract and retain talented workers, but also to create strong 
 corporate values to assist them in managing a more distributed global workforce.

•	 Recruitment and selection is an opportunity to change the composition of the workforce to 
change the culture as identified above, but also, perhaps, to target underrepresented groups 
as part of a policy of diversity management.

•	 Traditional approaches that focus on specific jobs at a specific time may be inappropriate in 
a rapidly changing global environment. This is partly the rationale for employer branding 
identified above and for talent management and career management, both covered later in 
this chapter.

Recruitment
The first stage in any recruitment process is to establish the need to recruit. Given the costs 
 associated with hiring full time staff on permanent contracts, many firms use other approaches 
to deal with increases in workload or to fill vacancies when someone leaves. These include 
reorganizing the work between existing staff (with the potential dangers associated with work 
intensification), using overtime, employing part time or temporary workers, outsourcing and, in 
some cases, changing the technology to reduce the need for staff.

Once a decision to recruit is made, then the traditional approaches are usually based around a 
job description and a person specification. The former identifies the tasks and responsibilities of 
the job, while the latter identifies the knowledge, skills and attitudes required of candidates. Tra-
ditional approaches to both job descriptions and person specifications are becoming less relevant 
due to the increasing need for flexibility, multiskilling, frequent restructuring and coping with 
operations in a changing global environment. Other approaches include a focus on competences, 
which emphasize behaviours rather than ticking off qualifications and skills. Key behaviours are 
seen as evidence of flexibility, excellent performance and the ability to operate in different and 
changing environments.

Various methods are available to attract candidates. Recruiting from inside the organization, 
internal recruiting, is the cheapest option and has the advantage that candidates are known to 
the organization. It is a source of motivation for employees, but can be limiting in both the 
range of candidates and the ideas they bring to the organization. Methods of external  recruiting 
include:

•	 Some firms rely heavily on referrals from specialist recruitment agencies, from existing 
staff and from people who write in or simply walk in to the organization seeking a job.

•	 The preferred method of recruitment is advertising, a requirement in some organizations as 
part of equal opportunities policy. Both local and national press are used, as are  specialist 
journals and the media used will depend largely on the nature of the job and the level 
within the organization.

•	 There has been a significant growth in the use of online recruitment, either through the 
organization’s website, which can identify current vacancies, or specialized recruitment 
websites.

A problem with some methods of recruitment, especially advertising, is that they result in a 
large field of candidates. While this can be an advantage, it can be costly in terms of administra-
tive time. The effectiveness of a particular method of recruitment can be evaluated in terms of the 
quantity and quality of candidates, offer and acceptance rates and the tenure and performance 
of those hired.
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Selection
Most view selection in terms of a matching process between the candidate and the job description. 
The decision to employ or reject a candidate is ultimately the prerogative of line managers, but 
the administration of the process tends to be carried out by HR specialists.

Problems with selection methods include reliability and validity. Reliability refers to the extent 
to which a measure of consistency can be achieved, as, for example, in getting interviewers to 
behave in a similar fashion and ask candidates similar questions. Validity refers to the extent to 
which a selection method actually discriminates between suitable and unsuitable candidates and 
the extent to which it can predict future job performance. The conclusion drawn from many 
studies of selection techniques is that they are highly variable in terms of reliability and validity. 
Managers use intuitive and subjective criteria and make selection decisions that are far from 
scientific.

When would you use internal recruiting and when would you use external recruiting?

REFLECTION pOINT

How would you explain reliability and validity in the selection process?

REFLECTION pOINT

A number of selection methods are used:

•	 application form information is used to pre-select or to shortlist candidates for interview

•	 interviews are the most popular form of selection. Much research has been conducted into 
the reliability and predictive validity of the interview (good summaries can be found in 
Judge et al., 2000 and Macan, 2014). Research suggests that:

•	 interviewers display biased judgement in favour of interviewees with similar characteris-
tics to themselves. This applies particularly in the case of race and gender

•	 unfavourable information is given greater weight than favourable

•	 decisions tend to be made on first impressions

•	 interviewers tend to have poor recall of candidates

•	 evaluations are often biased by the appearance of the candidate and by their body 
language

•	 information gained prior to the interview shapes the behaviour and judgement of the 
interviewer.

As a consequence, interviews are judged to have low reliability and validity, leading some 
to regard the unstructured interview as an invalid selection method (Judge et al., 2000). 
Despite this, interviews are popular with both interviewers and candidates. Managers want 
to meet candidates and have an opportunity to exercise judgement in the selection process. 
Applicants see the interview as a means of displaying their skills and as an opportunity to 
give a good impression. Moreover it is also the only selection tool in which information can 
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be exchanged to help both the interviewer and the candidate reach a decision. The interview 
can be useful in determining verbal fluency and motivation. Interview reliability and validity 
can be enhanced by:

•	 interviewer training

•	 the use of structured interviews, where the same questions are asked of all candidates

•	 the use of scenario based questions that replicate a work situation

•	 having interviewers evaluate candidates using an agreed method, usually some form of 
rating scale

•	 using a group of interviewers with a balance in terms of race and gender.

Interviews are also an important method of employer branding (explained in more detail in 
the next section), in which the candidate is sold the values of the organization.

•	 Tests are used to measure personality traits, cognitive ability and other skills. They can be 
useful for collecting information from large numbers of candidates. They subject all candi-
dates to the same experience, and they can be relatively easy to administer and score. The 
validity of personality tests has been questioned by many researchers. A common argument 
used is that the same job can be done effectively by people with different personality traits. 
The use of tests in general has been challenged by those who claim that they tend to be 
culturally biased and therefore discriminate unfairly. Many managers prefer tests that are 
a sample of the kind of work to be carried out by the successful candidate, e.g. keyboard 
skills, because they feel this will have a higher predictive validity. There is evidence of an 
increased use of tests which replicate or approximate to performance at work and these 
are now widely used in 46 per cent of UK organizations (Kersley et al., 2006).

 In a global study of candidate testing (in Ryan et al., 2015) it was found that tests were 
most used for personalities, abilities and leadership competencies. The main reasons given 
for using tests were their validity, fairness and cost effectiveness. On the other hand, those 
organizations not using tests cited cost, lack of belief in validity, their unsuitability for the 
type of jobs and the fact they had never been used as the main reasons.

•	 Assessment centres usually involve a group of candidates and a range of selection methods, 
including discussion groups, tests, problem solving exercises and interviews. The assessment 
centre attempts to replicate real work behaviour in various job simulation exercises. The 
exercises test job skills, interactive skills, leadership skills and the ability to work under pres-
sure. The centre requires a large number of trained assessors, tends to be expensive and is 
used primarily in graduate recruitment or for more senior jobs. Assessment  centres can also 
be used for promotions and for the early identification of management talent. Some evidence 
suggests the predictive validity of assessment centres is higher than in many other forms of 
selection (Thornton and Rupp, 2006), although evidence is mixed. A particular difficulty is 
knowing what weight to give to each of the different elements involved in the selection.

Recruitment and selection in global firms
The usual pattern here is where a multinational firm recruits and selects staff for an assignment 
in one or more of a number of countries in which it operates. In many multinationals, such as 
Ford, cross-national mobility was a feature of many management positions. UK managers could 
be posted to Germany, Belgium, Spain or the US headquarters in Michigan. In companies such as 
Colgate-Palmolive, international posting was a key ingredient of management development and 
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an expected part of moving up the management hierarchy. Such expectations have been modified 
by a number of factors:

•	 there is the growing use of locals from host countries to fill positions in that country

•	 finding suitable candidates who can operate cross-nationally and cross-culturally has been 
difficult for many organizations

•	 there is an increased reluctance on the part of some managers to move (Dowling and Welch, 
2004). For example, Colgate-Palmolive found an increasing number of managers who were 
unwilling to move due to their partner being unwilling to disrupt their own career (Bartlett 
and Ghoshal, 1995, pp. 622–37).

In addition to these trends, recruiting and selecting to work in other countries adds complica-
tions to the process:

•	 There are cultural issues to consider. As we saw in Case 2.1, Chrysler found that sending 
young managers to work at their joint venture in China did not meet with the approval of 
their Chinese partners, who equated age with knowledge and experience. However, there 
are many false assumptions that can be made, particularly the view that international 
appointments are the sole prerogative of white males.

•	 There may be legal and institutional differences that need to be reflected in policies.

•	 In some countries, appointments need to be approved by politicians.

•	 There may be any number of issues that are specific to the location and the nature of  
the job.

•	 There is also a choice of selection strategy. For example, historically, many firms have pur-
sued an ethnocentric approach by giving important positions only to people from the home 
base of the multinational. A polycentric approach tends to appoint locals to positions in 
the host country, while reserving HQ jobs for home country employees. There is a notable 
trend towards a geocentric approach in the appointment of the best person for the job irre-
spective of nationality, an approach taken by both Nissan and Sony in the selection of chief 
executives.

We can see that the recruitment and selection of international staff is complex and, as one 
might expect from such a complex situation, there would seem to be no acknowledged best 
practice.

Equal opportunities and diversity
Attempts have been made to differentiate between equal opportunities and diversity manage-
ment. Equal opportunities is usually related to establishing operational procedures to ensure 
that the organization complies with the laws covering discrimination against specific groups of 
people such as women, ethnic minorities and those with disabilities. Diversity management tends 
to be more strategic, focuses more on individuals and is founded on the assumption that the 
organization will be more effective if all people feel more valued. In practice, there is significant 
overlap between the two concepts.

There is evidence that job and promotion opportunities are limited by gender, race, age, 
disability, sexual orientation and so on (a good summary can be found in Kirton and Greene, 
2005). In many countries there is legislation covering discrimination and many organizations 
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have developed equal opportunities policies. WERS 2011 found that a growing number of 
employees in all kinds of workplace were aged 50 or older, had some form of disability and came 
from a minority ethnic group. In addition half the UK labour force was female (van Wanrooy 
et al., 2014).

Three reasons have been offered for treating people equitably and there is considerable simi-
larity with the rationale offered for ethical business (see Chapter 9). First, there is a moral imper-
ative that all people should be treated equally and that societies have a moral duty to provide 
opportunities for all. Second, there is a legal and financial case. Illegal or unfair  discrimination 
leads to court and tribunal cases, the potential of damaging fines and perhaps even more dam-
aging publicity. Finally, there is a business case for diversity, which incorporates a number of 
points:

•	 It enables firms to select from a wider pool of labour.

•	 It makes better use of existing resources.

•	 It exposes firms to a wider range of ideas that can lead to more effective decisions.

•	 Customers themselves are generally diverse, so the employment of a diverse staff will 
match the profile of customers and sends a message to them as well as offering more 
knowledge of potential markets. As a result market share can be increased.

•	 Effective diversity policies can motivate employees and can lead to a reduction in absentee-
ism and turnover.

Dickens (2005), writing about the UK, notes that many organizations have policies on equal 
opportunities and diversity. She acknowledges also that there has been an increase in the employ-
ment of women and ethnic minorities. Despite this, she argues that discrimination is still a feature 
of employment and, in particular, women and ethnic minorities are underrepresented in senior 
positions. This is backed up by WERS 2011, which found that 76 per cent of organizations had 
equal opportunities policies but less than 23 per cent of them carried out monitoring or reviewed 
their policies with regard to recruitment and selection, and less than 10 per cent with regards to 
pay or promotion (van Wanrooy et al., 2014). In recent years in both the UK and elsewhere there 
has been greater transparency concerning pay differentials between men and women with wide 
publication of relative pay rates, as in the UK university sector. Some disputes have also been well 
publicized, as occurred in the BBC in 2017 over lower salaries paid to women doing the same or 
similar jobs as their male counterparts. While this led to some male presenters voluntarily opting 
for pay cuts, little appears to have changed in most sectors of employment and differentials favour-
ing male pay over that of females remain.

A number of approaches can be taken to manage diversity. These include:

•	 Monitoring employment statistics as a basis of questioning policies and practices on the 
hiring and promotion of those likely to suffer discrimination. As we see above, this is only 
carried out in a minority of workplaces.

•	 Taking affirmative action to ensure that the organization employs and promotes people 
from specific groups. As well as reflecting this in promotion and pay policy it could include 
offering flexible working hours (see work–life balance below) or adapting both jobs and 
work environments to suit the needs of those with disabilities.

•	 Attempting to change the culture of the organization through training, by challenging 
assumptions of existing staff and using mentors and role models.
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Work–life balance
An important contemporary issue in equal opportunities and diversity management is that of 
providing opportunities for employees who have responsibility for children or caring for others 
in general. Such responsibilities often clash with the organization’s need for people to work long 
hours as required by the needs of the business. Work–life balance refers to two main issues:

•	 the number and pattern of hours worked

•	 providing arrangements for child care and those with responsibility for caring for the 
elderly or for people with disabilities.

The debate about the work–life balance is related to the rising employment of women with 
children, the growth of one parent families, the increased focus on family friendly policies, the 
need for employer flexibility and the issue over long hours worked or expected in some manage-
rial and professional jobs. Walsh (2013) sees, in the UK at least, positive signs in the promotion 
of work–life balance employment practices, supported by legislation on such issues as parental 
leave and the employees’ right to request flexible work time arrangements. She also recognizes 
problems. In many jobs there is still a long hours culture and that the flexibility created by forms 
of teleworking at home can actually heighten the work–life conflict.

Policies that may be used can involve changing the hours, allowing for more flexible patterns 
of work and providing sponsored child care facilities. In some organizations there are constraints 
on such flexibility due to the nature of the operations and because of cost. Work–life balance was 
subject to EU legislation in the Working Time Directive, which places a limit of 48 hours a week 
on the time employers can ask employees to work, with the objective of protecting the health, 
family life and leisure time of employees. However, in some organizations there is a culture of 
working long hours as a demonstration of commitment to the organization. WERS 2011 found 
that an increased number of UK managers believed it was the individual’s responsibility to man-
age the balance between work and other responsibilities and saw obstacles in terms of the nature 
of the work, the operating hours required and the cost (van Wanrooy et al., 2014).

EMpLOYEE DEVELOpMENT

Employee development or, as it is sometimes known, human resource development, involves all 
activities related to the training and development of staff. In this section we examine some changes, 
identify the processes and look specifically and briefly at a number of related topics. These are:

•	 the training and development process

•	 management training

Action on equal opportunities usually comprises a set of procedures that comply with laws that prevent discrimi-
nation against certain groups. The early focus was on women and ethnic minorities but the legal provision had 
broadened to include, for example, disabilities, religious allegiance, age and sexual orientation. Policies related 
to equal opportunities have been criticized as being reactive. Diversity management takes both a more proactive 
strategic approach and focuses more on individuals rather than groups to ensure that the organization benefits 
from the contribution of all employees.

KEY CONCEpT 13.3 EQUAL OppORTUNITIES AND DIVERSITY MANAGEMENT
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•	 career management

•	 talent management

•	 employee branding.

As we shall see, there are many overlaps with employee resourcing. Employee development is 
essentially a learning activity, when employees acquire knowledge, skills, attitudes and qualifi-
cations and in so doing learn to work with others to contribute towards organizational perfor-
mance. The activity is important in terms of competitive advantage both at the level of the firm 
and in terms of national economies. Employee development is also an important contribution 
to succession planning as an alternative to external recruitment. For example, Ford tradition-
ally operated a policy of identifying and training suitable candidates for promotion to first line 
supervisor, but only placing them in post when a vacancy was created.

We can identify three developments:

•	 There is an increasing link between training and development and employee  resourcing. 
The need for flexibility and multiskilling means that it is probably more important 
to select people who can be trained rather than employing people with specific skills. 
This approach is also central to employee branding (see later in this section), where 
employees are selected on the basis of their acceptance of the values and culture of the 
organization.

•	 The focus of training and development has shifted from manual skills to ‘soft’ skills 
involved in the performance of effective interpersonal behaviour. This reflects a global shift 
from manufacturing to service industries.

•	 Although training varies considerably between sectors, occupations and even firms in the 
same sector, there is a clear focus on management training and development and on lead-
ership (see Chapter 7). In the UK, WERS 2011 found that training had extended to more 
employees, but that the duration of training had shortened. There is evidence of training 
cuts in recession, but firms are more likely to impose pay freezes and delay recruitment as 
forms of cost cutting (van Wanrooy et al., 2014).

Employee development is concerned with all activities related to the training and development of staff. It is an 
important activity that contributes to the economic health of a nation, the competitive advantage of firms and to 
employee motivation. There are strong overlaps with employee resourcing.

KEY CONCEpT 13.4 EMpLOYEE DEVELOpMENT

The training and development process
We can view training and development as a process:

•	 Analysis of training and development needs. Traditionally, this has been based on 
 identifying the gap between the requirements of the job description and the skills of the 
individual carrying out the job. A simple model involves an assessment of the likelihood 
of failure without training, together with the cost of failure without training. This enables 
managers to focus training budgets where they are most needed. Increasingly, there is 
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emphasis on the need for greater flexibility and the requirement for employees to develop a 
range of skills. Some organizations base training and development not just on the needs of 
the organization but also upon the wishes of employees. Asking employees to identify their 
own training needs is a common feature of many appraisal schemes.

•	 Training methods. The traditional classification is between on the job training and off 
the job training. On the job training involves learning by doing and can involve a trainer 
or a mentor. Japanese firms tend to prefer on the job training for the acquisition of job 
skills, which involves job rotation within a department with each employee supported by a 
mentor. Off the job training invariably involves the use of a training course which can be 
 carried out either internally or externally. In contrast to their typical approach to  training, 
Japanese firms often use off the job training for induction programmes focusing on the 
transmission of corporate values.

•	 Who does the training? Training and development can be carried out by agencies. It has 
long been a specialist activity within HR and firms with regular training needs may well 
use their own specialists. In many cases on the job training is carried out by line manag-
ers within individual departments. In many firms training is outsourced to specialists. 
Outsourcing occurs even in large firms, particularly where the training is specialized or 
of a highly technical nature. There is a distinction to be drawn between those who are 
responsible for training and those who carry it out. In the case of outsourcing it is inevi-
tably the HR specialist within the firm who, in consultation with line managers, draws up 
the training specification and seeks out the most appropriate provider. As training budgets 
are increasingly devolved to line managers, problems have been noted in that line manag-
ers do not necessarily see training as a priority and often view it as a cost rather than an 
investment.

•	 The evaluation of training and development. Early approaches focused on cost benefit 
analysis in which the total costs of training, including the opportunity costs of people being 
trained, are compared against the value of the outcome of training, for example, increased 
output. While it is relatively easy to assess the total cost it is much more difficult to quan-
tify the benefits, which may not reveal themselves until sometime after the training event 
or may be affected by other variables, such as a planned reduction in output. While such 
measurement of outcomes is difficult for all jobs, it is even more difficult in the case of man-
agement development or professional training, where time horizons may be several years. 
As a consequence, cost benefit analysis is little used as the basis of evaluation. Currently 
the key issue is evaluation based on whether transfer has taken place from training to the 
work  behaviour and its outcomes. The first stage in this is usually to identify the objectives 
of training in terms of measures of successful training. Evaluation may then include the 
reaction of trainees, feedback from trainers, a measure of trainees’ knowledge retention, a 
 measure of their behaviour changes in the workplace, and an assessment of what this means 
in terms of work outcomes.

How would you evaluate the effectiveness of the course for which you are using this text?

REFLECTION pOINT
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Management development
It is generally accepted that there are three components of management development. These are:

•	 Education including MBA programmes, undergraduate business and management 
 programmes and some specialist masters and professional programmes.

•	 Training, including the acquisition of specific skills such as time management, decision 
making and presentation skills.

•	 Development as an ongoing process within the firm including mentoring and coaching. 
Management development is seen as important in the attraction and retention of manage-
rial talent and as an important contribution to organizational performance. More recently, 
as we have seen in Chapter 7, there has been an emphasis on leadership skills. Given that 
these are, arguably, difficult to train, there has been a focus on methods of management 
recruitment and selection to identify leadership potential among recruits.

Despite the high profile of management development in the literature there is little evidence 
 concerning its effect on performance. Given the difficulties of establishing measurable criteria and 
the time frame of management development, it is difficult to show a return on investment. Two 
other factors complicate evaluation. First, managers, particularly in the USA and UK, tend to be 
highly mobile and have moved to another firm before any sensible evaluation is possible. Second, 
in many organizations there has been delayering of management levels (see the section on struc-
ture in Chapter 6), which again acts as an obstacle to the evaluation of training and development 
processes.

Career management
Career management has been defined as a process that seeks to influence and shape the careers 
of potentially upwardly mobile individuals within a specific organization (Guest, 2014, p. 26).

The concept of a career has implications for the selection process in that it needs to be based not 
on a specific job, or even specific skill, but on the candidate’s potential value to the organization at 
some point in the future. In many organizations career management is focused on graduate entry 
recruits. It involves the establishment of an internal labour market with identifiable career ladders 
and methods of preparing employees for future career roles. The latter could include sponsoring 
them on programmes such as an MBA and developing them via overseas experience.

According to Guest the process of career management is facing two significant challenges:

1. A rapidly changing environment involving both business changes such as mergers, acquisi-
tions and restructuring, and technology change.

2. Employees want to achieve a more favourable work–life balance and wish to take control of 
their own careers. In terms of the latter there is evidence that careers have become bound-
aryless, with people moving organizations to pursue their own career objectives.

Talent management
The war for talent was a phrase used by McKinsey consultants in the 1990s to reflect the shortage 
of and competition for talented individuals whose contribution would enhance the competitive 
position of the organization. Tarique and Schuler (2010, p. 124) define talent management as 
the process of using HR activities to ‘attract, develop and retain individuals with high levels of 
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human capital consistent with the strategic directions of the multinational enterprise in a dynamic 
and highly competitive global environment’.

The quotation above sees the competition for talent as global. Its importance has been 
 recognized by governments. At various times immigration friendly policies have been developed 
by Australia, Canada, Germany, UK and the USA to enable them to compete for talent globally. 
China has developed policies to entice back those of its citizens who have been educated overseas.

Traditionally, approaches to talent management have focused on the development and reten-
tion of star performers. More recently, attention has focused away from individuals towards the 
identification of those roles within the organization that are most critical to its success. There has 
also been an increased awareness that the retention of talent means that organizations must strike 
a balance between organizational needs and those of their talented individuals.

Employee branding
Employee branding is the process of ‘ensuring that employees act in accordance with the organiza-
tion’s brand values’ (Edwards, 2005, p. 266). Employee branding is a means through which an 
organization’s core values are communicated and embedded in its staff. As such we can see links 
with corporate culture (see Chapter 6). In terms of HR activities, it has specific implications for 
recruitment, selection, induction and training.

Employee branding extends the concept of brand as used in marketing. Through such brand-
ing, employees become the representatives and even the embodiment of the corporate brand. In 
our discussion of corporate social responsibility in Chapter 9 we noted how some organizations 
develop themselves as a brand that is attractive to prospective employees and also to prospective 
investors and customers.

Organizations using both employer and employee branding, such as easyJet, clearly see brand-
ing as a means of attracting and developing high quality employees and enhancing the perfor-
mance of the organization. However, Edwards concludes that there is little evidence of its impact 
on performance.

Employer branding occurs when employers wish to brand themselves as attractive organizations to influence 
candidates to join them and also to create strong corporate values to assist them in managing a more distributed 
global workforce. Employee branding is a means through which an organization’s core values are communicated 
and embedded in its staff so that they behave in accordance with those values.

KEY CONCEpT 13.5 EMpLOYER AND EMpLOYEE BRANDING

pAY AND pERFORMANCE

In the public as well as the private sector we can identify increased attention being paid to perfor-
mance management. This is a result of increased competition in the latter and increased pressures 
from both governments and clients in the former. Issues of low pay and equal pay have been 
debated by governments. Pay represents a major cost and large organizations in both the private 
and public sectors have responded to local and global economic problems by shedding employees 
to reduce these costs. Multinationals operating in the global economy have attacked labour costs 
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as a means of increasing profits by moving jobs out of high cost countries to those areas where 
pay is lower. The global banking crisis of 2008–09 was blamed partly on the generous pay and 
bonuses of senior managers and the lack of any meaningful link between pay and performance.

In this section we will examine the relationship between pay and performance and look at 
trends in performance management.

pay and reward systems
Reward systems form part of the employment contract and are also used to gain increased effort 
and output from employees. There is therefore a link between reward and theories of motivation. 
Reward systems can be classified as:

•	 Intrinsic rewards. These include job satisfaction, esteem and self-fulfilment. There is an 
assumption that with the shift towards knowledge working, intrinsic rewards will become 
more important.

•	 Extrinsic rewards. These include basic rates of pay, overtime payments and performance 
related pay such as bonuses. Such rewards also include non-pay factors such as company 
car, health insurance and pension scheme.

In this section we look at factors determining pay, payment schemes and some recent trends.

Factors determining pay
Many factors have an influence on the rate and type of pay. The importance of these will vary 
dependent on the situation:

•	 The concept of equity features in any discussion of reward systems. It is a consideration in 
setting basic rates of pay, e.g. do they constitute a fair return for effort? It is also a consider-
ation in determining the relative rates of pay between each type of job. Such considerations 
of equity have become more complex in a globally networked economy as the same type of 
work in the same organization can attract very different rates of pay in different countries.

•	 There may be variations in the supply and demand for labour and in what other firms are 
willing to pay.

•	 Economic changes affect rates of pay. In a recession some firms ask their employees to take 
pay cuts. In 2009, British Airways announced a scheme to ask all employees to forgo a 
month’s salary to assist the organization’s weak financial position. In many cases the rate 
of pay is determined by what the firm can afford.

•	 The rate and type of pay is clearly influenced by the nature of the job. In many organiza-
tions the relative rate of pay between jobs is determined by some form of job evaluation.

•	 Recently there has been a closer link between the goals of the organization and its rates 
and systems of pay. In this way pay has been used to achieve certain strategic ends. In 
more general terms pay may be a form of employer branding, as in the case of a firm wish-
ing to be a pay leader in the sector to attract talented recruits.

•	 The type of technology has an effect, as in the shift from craft to mass production. Qualified 
craftsmen with a legitimate claim for higher rates of pay were replaced by lower paid, semi-
skilled production workers. As a result, organizations could produce more at a lower cost.

•	 Pay is also determined by regulatory systems, as in the case of collective bargaining involv-
ing trade unions or government policies, which affect the public sector in particular.
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Many of the above factors work together in combination, although different factors have been 
influential at different times. Traditionally in the UK and in other countries, trade unions have influ-
enced pay rates through collective bargaining procedures. However, union influence over pay has 
been in significant decline. WERS 2011 found that only 6 per cent of workplaces in the UK engaged 
in collective pay bargaining, involving only 16 per cent of employees. The decline has also affected the 
public sector (van Wanrooy et al., 2014). In most organizations pay is unilaterally set by management.

Devising pay and reward systems
Decisions to be taken when devising a system for pay and reward include:

•	 What is to be the basic rate for the job? This can be expressed either as an hourly rate or 
as a monthly or annual salary.

•	 Whether there should be some kind of pay scale. If so, how large should it be and how will 
individuals move along the scale?

•	 Whether there should be some form of incentive scheme.

•	 What offerings are to be made apart from pay, e.g. company car, pension scheme and so on? 
These are sometimes referred to as fringe benefits.

We can see that a combination of some or all of the above factors offers a very wide choice 
of pay and reward system.

In most organizations the basic rate is determined by some kind of job evaluation scheme, 
which attempts to compare jobs in the same organization according to agreed criteria and then 
allocate a relative value to that job. As we have seen, there are several factors which can influence 
pay and many organizations are influenced by the market rate. This can be built into the equation 
with job evaluation, but there may be cases where the market rate distorts relative rates of pay 
determined internally. Most basic rates are linked to hours worked and can also include overtime 
payments for additional hours and increments along a pay scale, usually based on age and length 
of service. The assumption behind such scales is that employees will develop over time and their 
contribution will be greater. Such a system was the cornerstone of the employment contract in 
Japan for many years. The advantage of basic rate schemes lies in their simplicity, transparency, 
ease of administration and they offer managers greater control over labour costs. Apart from an 
incremental system that may encourage retention, such schemes offer little in the way of incentive.

Many organizations prefer to link pay with performance through some kind of incentive 
scheme. WERS 2011 found in the UK some form of incentive scheme in 54 per cent of organiza-
tions. Incentive schemes were most prevalent in the private sector but WERS found they were 
found also in 22 per cent of public sector organizations. The use of incentives varied widely 
across sectors with 68 per cent of employees in financial services receiving some form of incentive 
compared to only 4 per cent in education (van Wanrooy et al., 2014).

The main decisions about incentive schemes are:

•	 whether the scheme is based on individual, group or organization performance

•	 whether it is based on some form of measurable output or whether it is based on input fac-
tors such as skills and effort

•	 whether pay is directly linked to some output measure, e.g. a fixed amount is paid for each 
unit of production above a certain level, or whether a bonus is paid based on some quali-
tative assessment of contribution. Such qualitative assessments are usually subjective and 
come under the heading of merit pay.
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The simplest form of incentive scheme is piecework. This links the incentive directly to each 
piece produced or to a fixed element of a job. Such incentives are commonly found in the clothing 
industry, where payment is based on each garment or piece of garment produced; in sales, where it 
is directly linked to items sold; and in some professions, such as dentistry, where the dentist is paid 
according to the nature of the procedure carried out. There are some types of job where piecework 
is the only means of payment and there is no basic rate. Some selling jobs operate on this principle 
and such systems are often linked to the type of sweat shop arrangements in the clothing industry.

Incentive schemes based on the unit of production work best where there is a short job cycle 
(the worker can see an immediate return for effort), where jobs are repetitive and where there 
are few fluctuations in output due to external factors, such as parts delivery. More complex jobs 
require incentive schemes that involve a greater degree of judgement by managers. Such schemes 
are invariably linked to appraisal and the wider issue of performance management. It is here that 
merit pay predominates.

Studies of the link between pay and performance and hence the effectiveness of incentive 
schemes have yielded mixed results. The problem of establishing a clear link is the presence of so 
many variables, as with many HR interventions and management decisions in general. In Chapter 7 
we noted problems with executive pay. The experience with some firms such as leading banks was 
that executive bonuses were paid even though profits and share price had fallen.

Trends in pay
We can identify the following trends:

•	 With the move of jobs away from manufacturing and to the service sector there has been 
a corresponding shift in the way people are paid, particularly with regard to performance 
related pay. Incentives in manufacturing relied heavily on measured outputs. In the service 
industry, the focus is more on rewarding appropriate behaviour with customers and cli-
ents. Some supermarkets use mystery shoppers, whose real role is to assess the behaviour, 
effectiveness and service quality of employees. Sears Roebuck carries out customer surveys 
with the prime intention of rating employees on their service provision (Deery, 2005).

•	 There has been a shift in emphasis from reward based on historical information such as 
output and past performance to reward based on an individual’s value and potential to the 
organization. This gives a key role to the HR department since it links pay strategy with 
organization strategy. The total reward approach focuses on offering employees a bundle 
of pay and non-pay benefits. Some firms, such as AstraZeneca, operate this as a cafeteria 
system, whereby employees can choose those benefits that most suit their needs. Some firms 
have used this as part of family friendly policies and include such options as flexible work-
ing hours, child care provision and paid paternity leave. The most popular fringe benefits 
are company cars and private health insurance. Final salary pensions, in which the pension 
obtained on retirement was a fixed percentage of the final salary, were considered important 
in attracting and retaining employees. Nearly all pension funds are invested in stock markets 
and the fluctuations in share values together with people living longer has, in some cases, 
created large pension fund deficits. As a result many firms have withdrawn such schemes.

performance management
Traditionally, performance management, if it happened at all, comprised an annual appraisal 
of an employee by a line manager. In recent years there has been a growth in the use of formal 
appraisals and an increased emphasis on performance management. This is linked strongly to 
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developments in the HR function, since performance management is the means through which 
individual effort and contribution become part of the process of achieving organizational goals.

Advocates of performance management claim that its value resides in the cycle of integrated 
activities, which ensure a systematic link is established between the contribution of each 
employee and the overall performance of the organization. 

(Bach, 2013, p. 223)

The increased attention on performance management is a function of:

•	 increased competition

•	 the increased use of targets, not just in the private sector but as a means of adding value to 
public sector services

•	 the greater focus in many organizations on culture change

•	 the need to carry out restructuring which will inevitably include downsizing and delayering.

The purpose of performance management
A number of reasons have been given. These range from the visionary to the more mundane 
operational and include:

•	 the communication of organizational goals and the creation of a shared vision

•	 setting individual goals and giving clear expectations of performance and contribution

•	 developing mechanisms whereby employees can monitor and improve performance both of 
themselves and others

•	 motivating and gaining commitment

•	 improving communication

•	 identifying individual development needs and managing careers

•	 mentoring and counselling to improve performance

•	 identifying future talent

•	 using performance management as a management control device

•	 assisting in the determination of pay and promotion and using it as part of a disciplinary 
procedure.

We may conclude that some of the above may be difficult to achieve in combination. For 
example, the use of performance management to motivate and achieve greater commitment may 
be at odds with its use as a management control device and as part of a disciplinary procedure.

Performance management involves procedures and techniques, such as appraisal, to assess the performance of 
individual employees and to ensure that a link is forged between their contribution and the overall performance 
of the organization.

KEY CONCEpT 13.6 pERFORMANCE MANAGEMENT

Trends in performance management
First, we can observe its broadening use to all employees. Performance appraisals were traditionally 
only for managers and even then the most senior managers were rarely appraised. Now, appraisal 
schemes have embraced all levels within an organization. Armstrong and Baron (2005) found in 
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a UK survey that 87 per cent of organizations surveyed operated a formal appraisal scheme with 
fairly wide coverage, which was a 30 per cent increase compared with their survey some seven years 
earlier. Similar findings were made by WERS 2011, where the percentage of workplaces formally 
appraising non-managerial staff rose from 43 per cent in 2004 to 69 per cent in 2011 (van Wan-
rooy et al., 2014). A 2004 survey carried out by consultants Towers Watson in the USA found that 
while 90 per cent of employees were involved in a performance management programme, only 30 
per cent were convinced that it improved their performance (cited in Houldsworth, 2014).

Second, there has been a broadening of approach and the development of new techniques. 
These include variations on the traditional appraisal, such as 360 degree appraisal to those 
approaches that use a broad range of measures, such as the balanced scorecard. The idea of 360 
degree appraisal has developed as organizational structures have become more flexible and indi-
viduals no longer report to just one line manager. Under this scheme, individuals are appraised by 
a number of stakeholders, including supervisors, peers and subordinates and, in some organiza-
tions, clients and customers. The balanced scorecard, developed by Kaplan and Norton (1996) 
as an alternative to traditional accounting perspectives on organizational performance, can be 
used as a basis of individual performance management. This has much in common with the best 
value approach developed in the public sector. A balanced scorecard approach attempts to judge 
performance along a range of criteria, which usually include: financial measures of outputs; the 
value of outputs as seen by the customer; co-workers and other stakeholders; individual produc-
tivity and associated costs; and measurements of learning and growth. Armstrong and Baron 
(2005) note that such multi-faceted approaches are commonly used by large organizations such 
as Shell and AstraZeneca. Part of the broadened approach also recognizes the importance of more 
informal methods of performance management that occurs through communication and feedback 
involving managers and also peers and subordinates.

Third, there has been a renewed belief that the greater involvement of employees in per-
formance management processes will increase the likelihood that organizational goals will be 
achieved. This inevitably has led to an increased focus on employee development needs. In con-
trast there is also some evidence of ranking as a means of removing the lowest ranked performers 
from the organization. This technique was a feature of Enron, but is also found in organizations 
such as Microsoft and General Electric.

Problems with performance management
A considerable critique has been built up around the uses of appraisal schemes. Many of the issues 
raised about appraisal apply equally to performance management in general:

•	 If we review the above list identifying the purposes of performance management and the 
subsequent comments it is apparent that there are many and conflicting objectives. The 
appraiser is being asked to play different roles including those of evaluator and developer.

•	 In some jobs it is difficult to set targets that can be measured or targets that are totally 
under the control of the employee.

•	 The appraisal of individual performance is confronted with similar problems experienced 
in the selection interview; problems of subjectivity, bias and stereotyping. In some firms 
there are gender and cultural issues, where the stereotype of an effective performer is that 
of a white male employee.

•	 Some managers find the process time consuming and consequently do not take perfor-
mance management seriously.
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•	 Some managers find it difficult to make assessments about staff performance.

•	 Reviews can be unduly influenced by recent events and fail to take a balanced view of per-
formance over a period of time.

•	 Studies have shown that criticism has an overwhelmingly negative impact on employees.

•	 Some like Townley (1989) have argued that the dominant purpose of appraisal is as a form 
of management control.

Many issues in pay and performance management have been central to employment relations.

EMpLOYMENT RELATIONS

Employment relations was known as industrial relations. For many HR departments, particularly 
in large scale manufacturing organizations, industrial relations was a primary role, especially in 
the UK. For a company such as Ford, a large number of HR specialists were employed to solve 
minor disputes as they occurred and so prevent major disputes and ensure smooth production 
flows. An element of this role involved negotiations with trade union representatives. As a result, 
the image of industrial relations was one of conflict and of adversarial relations between manage-
ment and unions.

In the 1980s, a number of changes occurred around the same time. Trade union membership 
fell and in countries like the UK unions were weakened by new laws (we introduced such issues 
in Chapter 4). There was a shift to employee representation outside trade unions, through such 
bodies as works councils. As we have seen already in this chapter, the HR role itself had changed 
to reflect the increased competition of the new global economy. New approaches were brought 
in by global firms from different countries and HR practices were modified accordingly. For 
example, the Japanese brought practices aimed at employee consultation, fostering commitment 
and focusing on team approaches to quality. American HR focused on culture change, employee 
commitment and improved performance. The EU was influenced by systems of employee involve-
ment through works councils as developed in Germany and Scandinavia. As a result, the term 
employment relations, with an emphasis on cooperation, commitment and involvement of the 
entire workforce replaced industrial relations.

The HR role itself changed. It now involves:

•	 Working with trade unions where membership is still a feature of employment. In these 
organizations wages and conditions are still negotiated through collective bargaining. As 
we have noted, in the UK this is becoming less common, even in the public sector.

•	 In many organizations the emphasis has shifted from adversarial bargaining to partner-
ship between management and unions. This has been greatly influenced by European social 
models. A partnership approach stresses joint working between management and unions, 
long pay deals, agreements on job security, information sharing and joint problem solving. 
The effectiveness of such practices depends on high levels of trust between owners, manag-
ers and employees.

•	 Establishing and operating procedures for discipline and grievance. In the UK, WERS 2011 
found that 88 per cent of organizations had a formal grievance procedure and 89 per cent 
a formal discipline procedure (van Wanrooy et al., 2014). There is some overlap here with 
performance management, as many organizations have formal procedures to deal with 
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poor performance. However, many organizations employ informal processes, through 
which problems are resolved before formal procedures are employed. In many countries, 
and especially in the UK, the incidence of individual disputes has risen and the incidence of 
collective disputes, especially strikes, has fallen.

•	 Establishing and operating procedures for communication, consultation, participation and 
involvement.

•	 Increasingly, we have seen the development of procedures to deal with employment rela-
tions issues arising from and in non-standard forms of employment such as part time work-
ing, contract working and outsourcing.

Employment relations involves all matters in the relationship between the individual and their employing organ-
ization. It involves consideration of contractual issues related to terms and conditions and formal procedures 
for grievances, discipline and poor performance. It is also concerned with those non-legal processes that form 
part of the psychological contract between the individual and their employer, including measures for employee 
involvement and participation. Where trade unions operate, employment relations will involve negotiation, con-
sultation and bargaining. However, the processes have shifted away from groups to individual employees.

KEY CONCEpT 13.7 EMpLOYMENT RELATIONS

Employee involvement
This has strong links to the development of HRM in the 1980s and the strengthening of the link 
between employee contribution and the goals of the organization. It is based on the assumption 
that the involvement of employees in making decisions improves performance. We can identify 
three approaches to involvement: representative, direct and task based. Forms of direct involve-
ment would appear to be the most popular.

Representative employee involvement includes trade unions and work councils. The European 
Works Council Directive was adopted by the EU in 1994, but took until 2005 to be adopted by 
the UK. The directive applies to all organizations with more than 1000 employees in member 
states and any organization employing 150 in two or more member states. The focus is on the 
involvement of employees across transnational organizations, but covers organizations operat-
ing in a single state. The works council must meet at least once a year and can comprise up to 
30 elected representatives. The general focus of such councils was intended to be on structure, 
performance and future developments.

Direct employee involvement tends to be favoured by management since it offers them greater 
control and focuses on all employees as individuals. Bryson (2000) reported in the UK that 
between 1994 and 1998 forms of representative involvement halved, with a corresponding quad-
rupling in forms of direct involvement. Similar trends have been found elsewhere in Europe and 
in the USA. Direct involvement can take many forms. Downwards direct involvement includes 
newsletters, emails and briefing groups. Upwards direct involvement includes suggestion schemes 
and quality circles. WERS 2011 noted an increase in all types of communication to provide 
employees with information. The main methods used were meetings involving all staff and team 
briefings (van Wanrooy et al., 2014).

Task based employee involvement occurs where involvement is an inherent part of the job. 
In some cases this is designed in as job enrichment schemes to improve the motivational content 
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of the work. It is clearly a feature where work is carried out by autonomous work groups, who 
have been given responsibility for parts of the operation.

In general, the evidence on employee involvement and the performance of individuals and of organ-
izations is mixed. Some studies report increases in productivity, others that it has little effect on either 
employee motivation or absenteeism. There are reports of both management and employee scepti-
cism. As with many interventions, there is a difficulty of demonstrating a causal link between involve-
ment and performance due to the influence of so many other variables that cannot be controlled.

ENVIRONMENTAL ASpECTS OF HRM

Changes in the competitive environment of most companies have placed greater emphasis on 
the need to innovate, improve the quality of their goods and services and, above all, be more 
cost effective in their use of labour. This, in turn, has resulted in many of those companies 
 re-examining the way they select, train, use, motivate and reward employees. An aspect of this 
new competition has been its global nature and organizations have often looked to global com-
petitors for other models.

The development of HR as a specialist management function in organizations owes much to 
the influence of external events:

•	 The growth of markets and the creation of the joint stock company led to increases in the 
size of the firm with a corresponding demand for recruitment, training and some central-
ized payment administration system.

•	 The growth of trade unions, especially in Britain, created the need for industrial relations 
specialists among management.

•	 The impact of two world wars created problems for the labour supply and a correspond-
ing attention being paid to training methods and employee consultation.

•	 Full employment in the 1960s once again focused the attention on labour shortages and 
methods used to tackle them, such as the retraining of staff and recruitment from other 
companies.

•	 In the 1980s, the growth of the global economy and the expansion of multinational firms 
created new challenges for the HR specialist including the recruitment, selection and train-
ing of staff for overseas posts and developing HR policies for staff operating in different 
cultural and institutional settings.

HR and globalization
The relationship between HR and globalization involves issues relating to the economy, the role 
of the state, cultural and institutional differences as well as the kind of HR strategies organiza-
tions wish to pursue. Here we look at the changes as a result of globalization that affect HRM 
and examine their effect. A fuller discussion of globalization can be found in Chapter 2.

Changes resulting from globalization

•	 the growth of global business through multinationals and networks of cooperation

•	 an increase in competition
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•	 organizations now operate in a variety of economic, political, cultural and institutional 
settings

•	 many organizations must now deal with a distributed, diverse workforce in a number of 
countries

•	 with the changing nature of global operations and with the growth of mergers, acquisi-
tions and joint ventures there have been frequent shifts in power and control

•	 accompanying all the above have been job mobility, structural change, downsizing and 
delayering.

The effect on HRM
All the above points have an impact upon HR structures, policies and practices, including the 
following:

•	 The need to develop policies to manage staff in cross-border situations. Historically, the 
focus of HR has been on the management of expatriate workers, but this is now just one 
of many considerations.

•	 The importance of developing international managers.

•	 The need to develop policies and practices that operate effectively in different locations to 
reflect cultural, institutional and legal differences. Variations including trade union mem-
bership, local versus expat rates of pay and policies on recruitment and selection will need 
to be managed.

•	 The need to understand comparative issues, particularly the why and the how practices 
may vary between international locations.

•	 The need to deliver business strategies in a cost effective way. This may mean transfer-
ring jobs to low wage economies. It can also mean investing in employee development to 
deliver enhanced performance.

•	 In the case of offshore and outsourced operations, HR may be involved in ensuring that 
employment practices in both subsidiaries and contracted firms conform to certain stan-
dards with regard to health and safety, pay and conditions.

Approaches to global HRM
We can identify three generic approaches:

•	 The universalist approach is linked to convergence and notions of best practice. The 
assumption is that there is a model of HRM that can be applied in all countries. Such 
approaches tend to be found in those multinationals with a strong, centralized corporate 
culture, as with HP and IBM. The reality is that even in such firms there tends to be a 
modification of policy and practice to meet local legal and cultural requirements. In such 
situations it is likely that senior managers come from the lead organization in the home 
country. Taylor et al., (1996) refer to this as the exportive approach.

•	 The contextualist approach deems that the most effective HR policies and practices are 
those that work best in specific situations. This is a culture-specific approach and echoes 
the work of Geert Hofstede, described in Chapter 5. He believed that HR practices 
needed to vary as core values differed between cultures. His main study was IBM, thereby 
refuting the universalist perspective. An example he gave was that of individual perfor-
mance related pay. He argued that this worked best in Anglo-Saxon cultures displaying 
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individualism, risk taking and masculine characteristics (Hofstede, 1980b). Firms 
 employing the contextualist approach tend to use more local managers in senior positions. 
Taylor et al., (1996) refer to this as the adaptive approach.

•	 The globalist approach argues for a mix of global and local practices, and that the 
 universalist and contextualist approaches can be mixed to good effect, which is why Taylor 
et al., (1996) call this the integrative approach. For example, there can exist a global policy 
about rewarding staff or about employee welfare. However, the application of such a policy 
will vary depending on local laws and customs. Brewster et al., (2002) found that the most 
global activities in common were communication, recruitment and selection, benefits, train-
ing and development and performance management, while the most localized ones were 
employment law, equality and diversity and industrial relations. Brewster et al., (2005) in 
a study of 64 multinationals conclude that the value of the HR function lies in achieving a 
balance between centralized, coordinated systems and sensitivity to local needs.

A key question in all these models is the extent to which HRM has been centralized or localized in 
multinational companies. Many assume HR to be the most national of all functions, in that it must 
operate within national, institutional and legal frameworks and needs to adapt to them in order 
to gain political and financial support. Two recent studies have explored the degree of centraliza-
tion and localization. Edwards et al., (2016) focused on performance management in UK, Ireland, 
Canada, Denmark and Norway. They found that US multinationals operating in those countries had 
greater control over operations and preferred practices developed in the USA. They found evidence 
of multinationals from other countries copying US practices, but in general there was greater varia-
tion due to their adherence to local laws and practices and in part to their strategic choice. Farndale 
et al., (2017) looked at a number of HR practices in a range of countries. They found variations 
pay and compensation practices were due mainly to the influences of local laws and local customs. 
However they found similarities in practices relating to the use of flexible labour and in training.

From these and other studies we may draw the following conclusions about the impact of 
globalization on HRM:

1. The evidence on centralization and localization is mixed. Where companies face similar 
economic and market conditions it would seem that some centralization is preferred, but 
where local practices and laws are very specific then localization is favoured.

2. US multinationals appear to favour standardization around a US model of HR, more so 
than their counterparts from other countries.

3. A key factor is undoubtedly the power and influence of the HR department within the 
MNC. Can they influence top level decisions? Can they influence the policies and practice 
of HR in overseas subsidiaries? Can they have any influence at all with firms involved in 
contract outsourcing? This may be particularly important in areas such as pay, conditions, 
health and safety, and hours of work.

4. Globalization and HR needs to be viewed in conjunction with local cultural and institu-
tional embeddedness and strategic choice.

What have been the main effects on HRM of globalization?

REFLECTION pOINT
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HR and the economy
Edwards and Rees (2016) argue that a strongly performing economy is likely to attract the atten-
tion of others to its HR methods. They cite as evidence the post-war dominance of the USA and 
the diffusion of its HR policies and practices. In the 1980s, the focus turned to Germany and 
Japan and an interest in commitment and involvement. We saw a re-emergence of interest in 
US methods in the late 1990s as US practices were viewed as more flexible than the embedded 
systems of Germany and Japan. There is evidence that some copying of US practices took place 
(Edwards et al., 2016).

There would appear to be a connection between the fortunes of HR specialists and economic 
growth. During a period of growth there is an emphasis on recruitment, selection, training and 
reward policies. In the UK, economic growth in the 1960s led to the growth of trade union 
activities and a corresponding expansion of the roles of HR specialists. However, there is some 
evidence for the durability of HR specialists during economic decline as well. Here, there is a 
focus on HR inputs to restructuring plans and in an emphasis on performance management in 
the face of increased competition.

The role of the state
The state, operating through government policies and the legal system, has had considerable influ-
ence on the HR function through legislation, employment policies concerned with such issues as 
the supply of labour and education and training, and third party intervention.

Employment legislation is concerned with the rights and obligations of employers and employ-
ees and the conduct of employment relations. The growth in employment law in the 1960–70s, 
the industrial relations legislation of the 1980s and various EU laws and directives have changed 
the work of the HR specialist in the UK. Employment legislation has similarly increased in other 
countries. Much of this legislation affected the day to day work of HR managers. Some com-
mentators see the expansion of employment law as a vehicle for the increased status of the HR 
function. Managers, faced with a complex array of new legal provisions, seek expert advice and 
often turn to the HR specialist as their source. A trend in many countries has been the greater 
willingness on the part of individuals to use the legislative process to protect their own rights and 
often to pursue claims against employers.

Most governments try to achieve a stable balance between supply and demand in the labour 
market through employment policies. This has involved the funding of university courses and 
training initiatives. Governments have been willing to use third party intervention in those indus-
trial disputes they see as damaging to the nation’s economy. The UK government currently funds 
ACAS, set up in 1974 and given statutory rights under the Employment Protection Act 1975. 
ACAS is a state mechanism which attempts to influence the conduct of industrial relations with-
out either party having recourse to the use of law. As we will see later in the chapter, the extent 
of state intervention in HR matters varies between liberal market economies such as the UK and 
USA and coordinated market economies, especially Germany.

Technology
In Chapter 4 we examined how technology and, in particular, technical change, affected jobs. 
Technology has also affected job relationships, particularly with the facilitation of teleworking 
and the increase in the numbers of employees working from home. Such changes have implications 
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for the HR function including training and retraining, recruitment, selection, payment systems 
and managing change in general. Historically, technical change has been an issue in industrial 
relations, as we saw in the News International case study in Chapter 4.

Technical change invariably results in a mismatch between the needs of the firm and the skills of 
the workforce. Some firms tackle this mismatch by the use of outside contractors, but longer term 
cost effectiveness will probably lie in developing training programmes. Such training focuses not 
only on the development of skills but upon general workforce orientation towards using technology. 
In many firms the creation of a more flexible workforce has been identified as a training priority.

The traditional view is that technical change creates problems, largely because trade unions 
resist change. This resistance is inevitably linked to fears over job losses, deskilling and increased 
management control. However, certain factors may temper this perspective. Not all technical 
change is viewed unfavourably and it can come with investment and optimism, and a route to 
better jobs and higher wages.

The nature of the technology offers some groups of workers more bargaining power than oth-
ers because they operate and control vital technologies. This has an effect on policies concerning 
access to retraining, and inevitably on payment systems.

Changing technology has also influenced HR practices themselves. Company web sites, online 
application forms and computerized cognitive ability tests are used to recruit and pre-select 
applicants. Online training can be more flexible, convenient and cheaper than more traditional 
methods and can give employees more control over their learning. The use of flight simulators to 
train pilots and surgical simulators in medicine offer increased opportunities for realistic training.

However, such developments in HR have attracted criticism. The use of e-recruitment has been 
found to increase the number of applicants, but not necessarily their quality, and together with 
methods of e-selection may discriminate against older applicants (cited in Stone et al., 2015). 
The use of online testing methods may create a wider pool from which to select, but there are 
problems of test security and cheating.

Cultural and institutional influences
In this section we will observe differences between the operation of HRM in various countries 
linked to differences in the cultural and in the economic and political contexts of those countries. 
In Chapters 3 and 5 we introduced broad differences in economic systems that we identified as 
Anglo-Saxon, social market and Asian. In Chapter 5 we also looked in some detail at accounts 
of cultural differences and their impact on business policies and practices. We use the ideas intro-
duced then as a basis for our analysis of HR policies and practices in different countries.

More than most business functions and activities, HR policies and practices are embedded in 
the social, political, economic, legal and cultural contexts in which they operate and therefore 
reflect contextualist or adaptive models of HR and the ‘best fit’ approach to HR strategy. In 
Case 5.1 we saw how many of Walmart’s difficulties operating in Germany were caused by its 
insistence on employing US practices in a very different cultural and institutional context. Two 
studies support this position.

Review the Walmart case study in Chapter 5. What HR issues can you find in this study?

REFLECTION pOINT
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Aycan (2005) linked HR practices with cultural differences drawn from well-known theoreti-
cal perspectives. For example, he argued that recruitment and selection criteria varied according 
to cultural differences. In performance oriented and universalistic (rule based) cultures, criteria 
were based on job knowledge, qualifications and competences. In status oriented, particularistic 
(relationship based) cultures, criteria were more likely to focus on interpersonal skills, social 
class and age. He also suggested that internal recruitment would more likely be found in high 
uncertainty avoidance, particularistic cultures. However, his research is based on propositions 
derived from cultural theory rather than a systematic study of HR practices, although many of 
the assumptions tie in with Hofstede’s findings (see Chapter 5). It is therefore a starting point 
for research rather than a plausible explanation in its own right. It should be remembered that 
not all practices conform to our assumptions about behaviour based on theories of culture.  For 
example, individualistic approaches to appraisal, employee rating and performance related pay 
are found in collectivistic societies.

Pudelko (2006) carried out an extensive literature survey of theories of culture and of social, 
economic and political contexts, together with an examination of HR in organizations in the USA, 
Japan and Germany. He concluded that, in general, HR practices conformed to a best fit model 
with their respective economic and cultural contexts. He found that firms in the USA and Japan 
displayed very different approaches to HR, with Germany somewhere between the two. That is 
supported by our knowledge of different economic and political systems.

HR in different economic and political systems
In Anglo-Saxon systems, such as in the USA and the UK, there is an emphasis on the free market, 
job mobility, managerial autonomy and the weakening of trade unions. As a consequence, man-
agements are generally given a greater freedom to respond to a dynamic competitive environment 
and there is less emphasis on job security. Rates of pay, particularly top management pay, can 
be higher than in other systems but labour tends to be used as a flexible resource. For example, 
redundancies are a common way to control costs.

There are differences between the UK and USA. In the UK there has been a greater focus 
on industrial relations, although with the decline of trade unions this has changed. HR in the 
UK is also influenced by EU regulations and directives such as those relating to working time 
and to works councils, although such practices are less embedded in the UK than, for example, 
in Germany and Sweden. There are, of course, wide variations in practice ranging from fairly 
sophisticated HR approaches in some multinational companies to an apparent lack of concern 
for HR issues in other companies.

In social market systems there is typically greater concern for employee welfare and repre-
sentation, codified in law. In Germany, there is a highly legalized approach to employee and 
employer rights and duties. Collective bargaining is highly centralized at an industrial level and 
industrial relations is not a concern for the HR manager. Specialist management functions such 
as HR play a much smaller role in Germany than elsewhere, a correspondingly higher status 
being accorded to line management. In Scandinavia, management autonomy is challenged by 
the presence of strong trade unions and employee rights reflect their disposition towards social 
equality.

In Asian systems there is an emphasis on welfare provision in the form of housing, sports facili-
ties, and other mechanisms to cement commitment between the employee and the firm. Emphasis 
is placed on corporate values and there are lengthy induction processes in many Japanese and 
Korean firms. However, there are differences both between and within countries. In big companies 
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in Japan, HR policies bestow considerable advantages on core employees, including lifetime 
employment, seniority payments and welfare provisions that are not available to temporary or 
non-contract workers.

HR as a standardized practice
Despite the differences between these three models, there is some evidence of practices converging. 
Much of this convergence is attributed to multinationals. In some cases there is standardization 
based on size, and the need for greater centralization and formalization. We have already seen 
that some US multinationals attempt to adopt a standardized approach to HR irrespective of 
where they operate. We return to this theme in our discussion of best practice strategies at the 
end of this chapter.

Pudelko (2006) found evidence of what he called cross-cultural learning. He found evidence of 
both Japanese and German firms adopting US-style HR practices. Warner (2002) found evidence 
of Chinese firms differentiating themselves by adopting western practices. Such cross-cultural 
learning was also associated with the interest in Japanese management methods by western 
companies in the 1980s. For example, many US and UK firms introduced Japanese-style quality 
circles as a form of employee involvement.

A common European HRM model was investigated as part of a study of practices across 
Europe (Brewster and Bournois, 1991). The study found considerable variation, particularly 
between the UK and the rest of Europe, despite a growth of regional policies and legislation in the 
EU. It would appear that the influence of underlying cultural and institutional systems persists. 
We may conclude by restating our earlier position that HR practices, more than most activities 
in the organization, tend to be embedded in their social, political, economic and cultural context.

In addition to these contexts, variations in HR can also be found with respect to organizational 
and strategic influences, to which we now turn.

ORGANIZATIONAL ASpECTS OF HRM

In this section we will view the relationship between organization size and HR activities and focus 
on the relationship between HRM and other management activities in the organization structure. 
A theme to emerge in the dealings with management from other functional areas is that of goal 
conflict. Attempts to resolve such conflict are currently focused upon organizational culture and 
strategic HRM. We will deal with strategies in more detail in the final section of this chapter.

Organization size
The development of personnel management departments in UK and USA firms during the early 
part of the 20th century can be attributed to the increasing size of the organization. A control 
mechanism was needed, particularly for recruitment and payment, giving rise to specialist posi-
tions of wages officer and labour officer. Such positions concerned themselves with recruitment, 
discipline, timekeeping and general administration of the payment system, including the control 
of bonus payments. Furthermore, the increasing size of the firm has led to increasing specializa-
tion within HR itself, although current practice may be reversing that trend.

We have also noted a relationship between the size of the firm and attempts to standardize HR 
practices in multinational companies.
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Organization structure and goals
In terms of the operation and organization of the HR function within organizations, several 
trends can be seen:

•	 there is a shift towards strategic inputs and away from operational issues by HR specialists

•	 as a consequence, there has been a devolution of some HR responsibilities and practices 
to line management. This may be linked to an increase in outsourcing as line managers are 
sometime reluctant to perform HR practices.

At the heart of these issues is the status of the HR function within the organization and its 
relationship with top management, with line management and with other functional areas. There 
are ambiguities and potential problems which give rise to goal conflict within the organization:

•	 HR is a specialist function, but its activities such as selection and performance manage-
ment are carried out by all managers. This is a source of potential conflict between HR 
and other functional managers particularly those in operations (these are sometimes 
referred to generically as line managers).

•	 This conflict is not helped by the difficulties encountered by HR managers in proving their 
worth to the organization either because of the suspicion of line management towards new 
techniques or because of the way HR managers organize their work.

•	 HR specialists generally operate in an advisory capacity, so advice can be rejected or 
ignored.

•	 A central feature of many HR activities is the wellbeing of employees. Yet HR must also 
make difficult decisions as in making people redundant during a restructuring exercise.

In general, research has focused on case studies where problems have been identified in the 
relationship between HR and other departments. A classic case was presented by Karen Legge 
(1978). Her study deals with the conflicts and ambiguities identified above related to what she 
called personnel management. Legge saw the relationship between HR and line management as 
one of potential conflict, in that the latter had a hazy perception of the personnel department’s 
activities and ‘tended to consider them “out of touch” with the kind of problems and constraints 
line managers face’ (Legge, 1978, p. 52). In particular, other managers felt that HR did not iden-
tify as closely as they might with the profit goals of the organization. This was a central theme in 
the development of HRM in the 1980s.

Legge saw a vicious circle operating, as in Figure 13.2. HR was not involved in planning and 
decision making, resulting in human resource problems that were left for HR to sort out. Pres-
sure of time and lack of resources led to crisis management, resulting in line management having 
a poor perception of the HR function and hence its non-involvement in decision making. The 
circle was reinforced by the failure on the part of some line managers to recognize the need for a 
specialist role for HR, since many HR activities are carried out by all managers. Attempts were 
made to break free of the circle by HR specialists by adopting specialized techniques based on 
the behavioural sciences. These were often rebuffed by a suspicious line management. As a result, 
Legge saw that many personnel managers ‘opted for an easy life’ and they concentrated on a more 
acceptable welfare role.

A theme that runs through the discussion above and the literature of HRM in general is that 
of HR managers having difficulty in demonstrating their effectiveness, and being viewed as acting 
strategically. We examine this in more detail in the next section.
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HR STRATEGIES

The emergence of HRM in the 1980s emphasized a strategic approach to human resource 
issues. In this section we examine human resource planning as the basis of strategy, we look at 
approaches to HR strategy and finally make an attempt to assess the contribution of HR strategy 
to organizational performance.

Human resource planning
This is a fundamental technique used in most HR departments. The process is concerned with 
matching future staffing requirements with future staffing availability and involves consideration 
of both the quantity and the quality of the labour force, including the analysis of such factors as 
the age profile of the staff. Several techniques have been used, from simple demand–supply models 
to sophisticated statistical models. The output of a planning exercise should set the guidelines for 
HR strategies in recruitment, selection, training, retirement and so on. The resulting strategies 
will vary depending on the relationship of the predicted future demand to predicted future supply.

For example, a firm whose demand for labour exceeds the predicted supply may have to con-
sider changes in its remuneration strategies with a view to attracting more recruits, or investigate 
the possibilities of introducing technology to replace labour. Where the labour supply exceeds the 
predicted future demands, plans may have to be formulated for early retirement, redundancy or 
perhaps looking to marketing strategies to increase the demand for the firm’s goods and services. 
Even where demand and supply are evenly matched, a human resource planning exercise may 
give management useful insights into the nature of labour utilization and suggest where improve-
ments can be made.

The reality, of course, is much more complex. Such complexities are often the result of long 
lead times and other variables over which management has little control. The planning of the 
supply of future doctors is an exercise that must incorporate projected birth and death rates, 

The non-involvement of
personnel managers in

policy formation

A personnel-related
problem emerges

The problem is delegated
to personnel by

senior management

Personnel managers
lack time and

resources to cope effectively

Fire�ghting rather than
a planned strategy

The solution is viewed as inadequate
by line managers, reinforcing their

poor perception of the personnel function

FIGURE 13.2 A vicious circle depicting the relationship between personnel and line management
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take account of the age profile of the nation and examine trends in disease and illness. Given 
that the training time for a doctor is at least seven years, allowance must be made for drop-out 
rates along the way. Even if these complexities are overcome, the exercise can be jeopardized 
by national cutbacks in health care spending or trends in labour mobility which can extend or 
reduce the pool of available labour. In addition, other factors need to be considered, such as the 
need for flexibility, the retention of key staff, succession planning, employee development plans 
and likely restructuring.

Models of human resource planning have much in common with environmental scanning and 
analysis of opportunities and threats, strengths and weaknesses that we discussed in Chapter 8. 
As such the models suffer from the same limitations in that they rely on information available 
to competitors and may not result in strategies that deliver competitive advantage. In the next 
section we examine more specific approaches to HR strategy.

Approaches to HR strategy
We can identify three generic approaches: best fit, best practice and establishing a core compe-
tence through HR.

Best fit
We have already examined the notion of best fit of HR strategy with regard to economic, political, 
social, legal and cultural factors. This would imply the need for a best fit with external contin-
gencies. There is also a need for a fit with contingencies that are internal to the organization. We 
can define these in terms of:

•	 An internal consistency between HR policies and practices themselves. For example, pay-
ment policy needs to reflect recruitment and training policies.

•	 A consistency between HR policies and those of other functions. For example, a change in 
operations will have an impact on the demand for and utilization of labour.

•	 A linkage between HR strategy and that of the overall strategy of the organization. This 
was a key issue in the development of HRM itself.

There are obvious examples where a change in business strategy leads to a corresponding change 
in the HR strategy. Survival in a recession may depend on either cutting back on operations or 
developing new areas of operation. In a recession, policies may need to emerge on redundancy,  
or more flexible ways of working are introduced to cut costs. The development of new products 
and markets calls for new skills, which may necessitate recruiting staff or retraining employees.

What is the difference between best practice and best fit as far as HR strategies are concerned?

REFLECTION pOINT

Best practice
Best practice is based on the assumption that there are universal HR practices, which if applied, 
will result in improved organization performance. There is a clear link here with early models 
of HRM and the belief that a standardized approach was possible. In our review of cultural 
and institutional influences in this chapter and elsewhere, we have concluded that while stan-
dardization was a feature of some HR practices in some multinationals, in general HR policies 
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and practices should also fit the external and internal contingencies within which they operate. 
However, the notion of best practice has re-emerged through the concept of establishing a core 
competence and high performance work systems (HPWS), both of which we examine in the next 
section.

Differentiation through HRM
The problem with strategies based on environmental analysis and best fit is that HR strategies can 
only be reactive. Another approach is to use HR strategy to achieve leadership, differentiation 
and, ultimately, competitive advantage. We examine two aspects of that argument. First, we look 
at the strategic model based on the resource based view of the firm (RBV) and core competence 
that we introduced in Chapter 8. Second, we look more closely at the approach based on high 
performance work systems.

HR and the resource based view
We introduced the resource based view as an approach to strategy in Chapter 8, where a more 
detailed coverage can be found. Barney and Hesterly (2012) argue that competitive advantage can 
be achieved if a firm’s resources are valuable, rare, are difficult to copy and when the organization 
establishes a distinctive culture, learning and set of working relationships that foster commitment, 
collaboration and focus on achieving the goals of the organization.

An early application of the resource based approach to HRM was put forward by Lepak and 
Snell (1999). They argued that the key decision for most organizations is to develop their own 
staff or acquire it on a permanent, temporary or contract basis. Using different modes of employ-
ment offered both efficiency and flexibility. They looked at each mode of employment in terms 
of its value to the organization and its uniqueness (see Figure 13.3).

Value of staff

LowHigh

High

Low

Uniqueness
of staff

Core staff developed
internally

Recruiting skilled staff from
other �rms

Highly skilled contract staff
or consultants whose value
may be variable

Outsourcing temporary or
agency staff usually in less
skilled posts

FIGURE 13.3 The value and uniqueness of different types of staff (after Lepak and Snell, 1999)

They argued that staff that are core to the operation should be recruited in the early stages of 
their career and developed internally. These staff are valuable and unique. There are some key 
skills that an organization is unable to develop internally, in which case staff already possessing 
those skills have to be recruited from other firms. These staff are valuable but their skills are not 
unique. Instead of recruiting from competitors, specialist contractors or consultants may be used. 
Their skills may be unique but their value to the firm may be variable. Less skilled work that is 
neither valuable nor unique can be outsourced using agency staff or be done by temporary labour. 
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The conclusion is that for each group of staff HR strategy will vary. While it may be more efficient 
and cost effective to focus on the core group, treating different groups in different ways could be 
a potential source of conflict. Wright, Dunford and Snell (2001) see the contribution of HR to 
organizational success in the creation of a stock of talent that changes over time as the needs of the 
business change. They feel that uniqueness can be achieved through the historical development of 
internal processes that emphasize tacit learning and collaboration. However, they argue that the 
approach will only work if the employees are motivated and have effective leadership, since employ-
ees have the choice of behaving in ways that benefit the organization or not. This view is echoed by 
Delery and Roumpi (2017), who argue that HR can enhance organizational effectiveness through:

•	 an investment in creating and developing skills that are specific to the firm and are less 
transferable

•	 team building in ways that are difficult to copy.

From an examination of the Southwest Airlines case (Case 8.1 in Chapter 8) we may conclude 
that many of the elements that make Southwest so successful can be copied by competitors, 
including practices to reduce fuel and maintenance costs and to reduce the turnaround time for 
aircraft at airports. However, what makes them rare and unique would appear to be the effective-
ness of their HR policies, practices and corporate culture.

High performance work systems
In the literature considerable attention has been given to HPWS. Wood and De Menezes (2011) 
see HPWS as a concept that comes out of high commitment management and high involvement 
management and offers an alternative to the employment relationship from systems based on 
control. There is some measure of agreement (Huselid, 1995, Becker and Huselid, 1998 and Ning 
et al., 2015) that HPWS comprise:

•	 security of employment

•	 rigorous recruitment and selection procedures

•	 intensive training

•	 self-managed teams and the decentralization of decision making

•	 relatively high rates of pay tied to performance

•	 extensive development and training based on the needs of the organization

•	 reduced status differences in organizations

•	 a specific commitment to employee involvement

•	 widespread sharing of financial and performance information.

The key point that links this to the resource based view and differentiates it from best prac-
tice is that the bundling of these practices into a coherent and effective system is not easy and 
therefore difficult to imitate. In a survey of 968 firms Huselid (1995) found that the application 
of HPWS practices resulted in lower labour turnover, higher sales per employee, larger cash flow 
per employee and a higher stock market value of the organization. He did however claim that the 
effectiveness was dependent upon employees having the necessary skills, motivation and opportu-
nity (since referred to as the SMO approach) to use their skills and abilities. Using the same data 
from the WERS 2004 study, Kersley et al., (2006) and Ning et al., (2015) both concluded there 
was a positive relationship in large firms between HPWS and labour turnover, productivity and 
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financial performance. In medium sized firms there was no link. In small firms HPWS generated 
productivity, but there was no relationship with financial performance. Ning et al., (2015) argue 
that in small firms any financial advantage gained by HPWS is cancelled out by the high cost of 
the associated policies and practices.

Effectiveness of HR strategies
In assessing the effectiveness of HR strategies we must first determine what we mean by effectiveness. 
The majority of approaches to effectiveness take an organizational perspective. Effectiveness is seen 
in terms of profit, sales, productivity, share price, employee retention and labour turnover, and so 
on. There may be an alternative approach which places greater emphasis on the needs of employees 
in terms of job satisfaction, involvement and in terms of skills and personal development. The stake-
holder approach would see effectiveness in terms of meeting the needs of a range of people or groups, 
including employers, shareholders, employees, unions and customers. However, as we have seen 
earlier in this book, meeting the conflicting needs of all stakeholders at the same time is very difficult.

It is therefore no surprise that studies of HR effectiveness have focused on variables such as 
profit and productivity and share value, partly because these are measurable but partly because 
they address the age old concern of HR managers being able to prove their worth. Studies of 
effectiveness seem to have become the dominant HRM debate, more especially studies linked 
to the effectiveness of HPWS. In this area there have been several meta-studies (summaries and 
conclusions about a range of research findings in a given area). More notable meta-studies have 
been offered by Boselie et al. (2005), Combs et al. (2006) and Jiang et al. (2012).

The majority of studies point to a strong relationship between HR practices and measures of 
financial and operational performance, as well as with employee retention and reduced turnover. 
There are also strong links established between HPWS and performance. Guest (2011) argues that 
the majority of studies show evidence of association between HR practices and performance but 
not causation. Several writers have spoken about a black box that represents a set of assumptions 
we make about the relationship between HR and performance without knowing exactly what the 
mechanisms are that make it work.

Numerous authors . . . call for a better understanding of the black box between HR practices 
and performance. 

(Wright and McMahan, 2011, p. 293)

As with many management practices, establishing a link with performance is difficult due to 
the presence of so many variables which may affect the outcomes. Guest et al. (2000) identified a 
further problem. They interviewed 462 chief executives and 610 HR managers in UK companies. 
Their conclusions were as follows:

•	 Most chief executives recognized the link between HR practices and performance, but still 
failed to prioritize HR issues.

•	 There was disagreement between the chief executives and HR people as to which practices 
were the most significant.

•	 Both chief executives and HR managers rated the performance of the typical HR depart-
ment as low.

•	 The research identified effective practices from other studies. Most organizations failed to 
make use of these practices.
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In some ways these results are similar to the findings of Legge (1978) about the role and status 
of HR managers some 30 years earlier.

The mixed findings of the various studies raise doubts about our current ability to measure the 
contribution of HR and hence show links between HR strategy and organization performance 
and most of the articles we have cited identify the need for more research.

New strategic directions?
A number of authors have voiced their views on future strategic directions for HR. In each case 
there is move to see a broadening of HR policies and practices beyond the needs of the organiza-
tion and focusing particularly on the needs of employees, but also the needs of other stakeholders 
as well:

•	 Ulrich and Dulebon (2015) suggests that HR professionals need to move beyond their 
business partner role with senior management to explore the needs of other stakeholders 
by examining, for example, what employees are looking for when they apply for a job, or 
what type of employee customers prefer to deal with.

•	 Schaufeli (2014) feels there should be a shift in emphasis from commitment to engage-
ment. Organizational commitment is desirable, but engagement, defined as employee 
behaviour going beyond the requirements of the job, is key to performance enhancement. 
He feels that HR can influence this through job design, job rotation, and leadership, foster-
ing employee growth and encouraging continuous development.

•	 Guest (2017) argues that HR research and practice must give greater priority to employee 
wellbeing.

The focus seems to have shifted back to employees as a means of achieving both competitive 
advantage and employee commitment and engagement. This may answer some of the problems 
identified with strategic initiatives involving resource based approaches and HPWS. However, 
many of the ideas are generated by academics, when practitioners may have different views and 
objectives.

CASE 13.1 BRITISH AIRWAYS

The beginnings

British Airways (BA) was formed in 1972 through 
a merger between BEA and BOAC. It possessed 
an extensive route network, an exceptionally good 
safety record, and, in Heathrow, an enviable operat-
ing base within easy reach of London. The company 
had high levels of union membership across all types 
of employee.

The first decade of operation was typified by 
problems and in 1982 the company reported losses 
of £100 million. The problems were over-staffing, a 
lack of operating efficiency compared with its com-
petitors, industrial disputes and a poor image with the 
travelling public. Part of the problem was attributed 

to a bureaucratic organizational structure and deci-
sion making, typical of many nationalized industries. 
In BA’s case, the problem was compounded by a 
hierarchical structure that reflected the armed forces 
rather than a business operating in a fast changing 
environment. By the 1980s, the airline business was 
more competitive than ever. New entrants such as 
Virgin had quickly developed favourable reputations 
based upon competitive pricing and quality service.

Privatization and culture change

In 1983, the government had announced its intentions 
to de-nationalize the airline. The recently appointed 
chairman and chief executive were given a clear 
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message that the company had to be made commer-
cially viable. Privatization eventually took place in 1987.

The workforce was cut by some 20 000 and certain 
routes were withdrawn. Greater attention was paid 
to marketing and organizational changes, includ-
ing a reduction in hierarchical levels and a reduced 
emphasis of status differences and job titles. In 1983, 
around the same time as the privatization plan was 
announced, the company launched a culture change 
initiative, which used as its focus customer care. This 
was based on research into effective behaviour in 
the caring professions and the experience of SAS 
(Scandinavian Airlines) in implementing a similar pro-
gramme. British Airways enlisted the help of the same 
consultants as those involved in the SAS project.

Two training initiatives were launched. The Putting 
People First campaign was aimed, initially, at employ-
ees in direct contact with the general public, such 
as check-in staff and cabin crew, although it was 
extended to other groups as well. A Managing People 
First campaign was aimed at middle and senior man-
agement. Both campaigns were based on customer 
perceptions that portrayed BA as bureaucratic and 
saw its staff, while competent, as aloof and uncaring. 
The campaigns were launched on the assumptions 
that people performed best when given the maximum 
support by their peers and, most importantly, by their 
supervisors, and also when given maximum involve-
ment and discretion in solving problems. Human 
resources staff were given training in organization 
change by the consultants and much of the respon-
sibility for HR issues was passed to line management.

Putting People First training confronted staff in 
groups with the negative image of BA held by its 
customers and encouraged employees to suggest 
ways of changing it. Role play was also used through 
which staff were encouraged to use their initiative to 
resolve customer problems, such as flight delays and 
lost luggage. Presentations were given of what vari-
ous people and groups in the organization did each 
day in an attempt to break down barriers and build 
a greater sense of identity. An important part of the 
process was the involvement of the chief executive, 
Colin Marshall, who was present for at least part of 
the training sessions.

Managing People First was a five day residential 
programme for managers. It focused on the encour-
agement of managers to adopt a more visible, open 

and dynamic style and attempted to get  managers 
to link their department’s goals with the compa-
ny’s objectives. At the same time, a management 
appraisal scheme was launched, tied in to an indi-
vidual reward system with both performance related 
pay and share options.

In 1988, the year following privatization, profits of 
£320 million were reported by BA. Customer feed-
back was good and the airline won awards for its 
customer service in the business press. The feed-
back from employees was equally encouraging. Mea-
sured in terms of profitability, and both customer and 
employee satisfaction, the change programme was 
successful.

Into the 1990s

At the start of the 1990s the airline industry was hit by 
both a recession and the impact of the first Gulf War. 
BA experienced further financial problems by the 
mid-1990s and embarked on cost cutting exercises 
in the light of falling demand, especially for business 
class seats. The Boeing 777 was introduced on long 
haul flights instead of the more expensive 747. In 
response to the threat offered by low cost airlines BA 
introduced Go, its own low cost service via a wholly 
owned subsidiary. The initiative was a failure and 
short lived.

The late 1990s saw a sharp fall in the share price 
and a worsening of relations with both cabin crew and 
pilots. In 1999, the company decided to strengthen 
its message of earlier years in an attempt to win the 
hearts and minds, not only of its employees, but of its 
customers as well. The new initiative was called, not 
surprisingly, Putting People First Again.

Into the new millennium

Problems continued to hamper the company. There 
was increased competition in an industry that had too 
many carriers. Short haul routes were under attack 
from budget carriers such as easyJet, Ryanair and 
Air Berlin. All airlines had suffered as a result of the 
terrorist attacks on New York on 11 September 2001 
and the war with Iraq in 2003.

In 2005, BA appointed Willie Walsh as chief exec-
utive. He previously ran the Irish carrier Aer Lingus, 
where he had acquired a reputation for cost control. 

CASE 13.1 (Continued )

(Continued)
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The company continued to shed labour in response 
to rising costs and falling profits. This became urgent 
in 2006 when the company announced a deficit on 
its final salary pension scheme of over £2 billion. This 
was higher than the market value of the company. 
In the face of this pensions crisis, BA announced 
proposals to end the final salary pension scheme 
for new recruits and to increase the retirement age 
for pilots and all staff to 60 and eventually to 65. 
These proposals became a source of further unrest 
and strike threats. Pilots had hitherto enjoyed gener-
ous pensions at a compulsory retirement age of 55. 
Around the same period, there were short strikes or 
threatened strikes over pay, pensions, sick leave 
policy and proposals to launch a subsidiary airline 
with pilots recruited from elsewhere and paid lower 
salaries than BA pilots. Even a strike that was threat-
ened but did not take place affected ticket sales and 
it was estimated that industrial disputes had cost the 
company £200 million since 2000.

However, in 2008, the company announced a 
£922 million profit, 45 per cent up on the previous 
year. Much of the increase was due to cuts in routes 
and services, a reduction in staffing costs and an 
increase in transatlantic business travel. Even as 
the profits were announced BA was preparing for a 
year of austerity based on predicted increases in fuel 
prices.

Fears for the financial performance of the com-
pany in 2008–09 were well founded. BA announced 
annual losses of £401 million, the highest since 
privatization. The causes were identified as high fuel 
prices, the collapse of business travel as a result of 
the credit crunch and the banking crisis, and a weak 
pound against other currencies, notably the US dollar 
and the euro. More cuts were planned along with a 
freeze on pay rises and on management bonuses.

The 2010 cabin crew strike and the 
aftermath

In March 2010 cabin crew began a 3 day strike over 
issues that were first announced by BA management 
late in 2009. A planned strike over the Christmas 
period was halted by a High Court injunction. The key 
issues were a planned reduction of cabin crew staff 
of 1700, initially by voluntary redundancy; a reduc-
tion of the cabin crew on each flight on some routes; 
pay to be frozen for two years; and new recruits to 

cabin crew jobs would be hired on less favourable 
terms and conditions than existing staff. The changes 
were proposed by management in light of the reces-
sion following the 2008 banking crisis, a loss of £342 
million in the last 9 months of 2009 and a potential 
 pension fund deficit of £3.7 billion. Cabin crew oper-
ating out of London Gatwick were already on lower 
rates of pay than those at Heathrow and BA were 
aware that their Heathrow staff were on much higher 
rates of pay than in some rival airlines, with basic 
pay that was almost twice that paid by Virgin Atlantic.

The strike continued as a series of 3 and then 5 
day strikes over a period of almost 16 months: a total 
of 22 days of strike action. This was the first major 
dispute involving BA cabin crew for over 10 years. 
Each strike ballot was strongly supported by union 
members with around 80 per cent in favour. The strike 
was typified by hostile bargaining stances and bad 
feeling between management and unions. This was 
especially true between CEO Willie Walsh and the 
joint general secretaries of UNITE, Tony Woodley and 
Derek Simpson. In addition, the courts were involved, 
starting with the prevention of the 2009 action on 
account of voting irregularities.

CEO Walsh saw the union as a continuous obsta-
cle to BA achieving its operational and financial 
performance targets. The unions were accused of 
leaking information to the press that resulted in pas-
senger cancellations and a fall in the share price. 
Union activists were accused of over-aggressive 
tactics and of disrupting meetings. As a reaction to 
the first strike action, management withdrew staff 
travel privileges with immediate effect for those on 
strike. Such travel privileges are seen as a key perk 
of the job. Staff can obtain a 90 per cent discount 
on all flights for themselves and nominated family 
and friends. For some staff from France and Spain 
it was not just a perk, but a means by which they 
got to work. In addition, management had organized 
21 day training courses for ground staff and a 4 day 
course for pilots, so they could replace cabin crew on 
strike. Management also took the first steps to create 
a separate cabin crew fleet based on lower wages 
and less favourable terms and conditions.

For its part, the union leadership had a lack of trust 
in BA management and accused them of failing to 
negotiate and using bullying tactics. The union saw 
the withdrawal of staff travel privileges and organiz-
ing fast track training courses for replacement cabin 

CASE 13.1 (Continued )
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crew as tantamount to declaring war. During the early 
part of the dispute, UNITE sent a letter to the airline’s 
major shareholders claiming that they ‘have been 
thwarted by a management that is . . . putting ego and 
machismo ahead of your interests as investors . . . and 
playing fast and loose with the airline’s future’.

The dispute ended in June 2011. The union 
agreed to accept staff cuts and BA restored staff 
travel privileges and granted a pay award of 7.5 per 
cent over 2 years. There was also agreement that 
those staff that had been dismissed or disciplined 
during the dispute could have their cases dealt with 
by ACAS. The agreement followed a change in lead-
ership in both BA and the union. Willie Walsh had 
moved to head BA’s parent company International 
Airlines Group (IAG) and was replaced by Keith Wil-
liams. Len McCluskey replaced Woodley and Simp-
son at UNITE. An official statement was made by BA:

The skills and professionalism of British Air-
ways cabin crew are second to none, and we 
are delighted this dispute is behind us.

CEO Williams stated:

One of the things we need to do is rebuild the 
brand image, which inevitably suffers during 
a protracted dispute.

At the end of 2010, BA reported record losses of 
£531 million and said that the strike was responsible 
for a fall in revenue of £1 billion. However, in the two 
years following the strike, the airline moved into profit. 
During the dispute BA merged with Iberia, the Span-
ish Airline, to form International Airlines Group (IAG), 
although BA was much the stronger partner finan-
cially. In 2012 IAG acquired BMI from Lufthansa and 
the Spanish low cost carrier Vueling. While Vueling 
was kept as a separate brand, BMI was integrated 
into the BA fleet.

During the strike BA had pushed ahead with the 
recruitment of an entirely new group of cabin crew. 
There was a clear policy of hiring younger people and 
the interview process included questions on attitudes 
to trade union membership. An initial fleet of 1250 
were hired (approximately 10 per cent of all BA cabin 
crew). Their initial basic wage was around 50 per 
cent of that paid to existing Heathrow based cabin 
crew. The terms and conditions included less stop-
over time on international flights and less generous 
expense allowances. The new crew were, however, 

offered discounted staff travel privileges. The new 
recruits always flew on separate planes to the ‘old’ 
cabin crew and were generally allocated to routes 
that had traditionally been associated with the most 
generous stop-over times and expense allowances.

In June 2014 there was a threat of strike action by 
the new cabin crew fleet, who had initially rejected a 
pay offer based on the inflation rate and were seek-
ing a reduction in the pay gap between themselves 
and the old guard cabin crew. They further claimed 
that they were earning less than rates paid to staff on 
Ryanair and easyJet and that some employees were 
claiming tax credits (state benefits paid to workers 
on low income).

2014–2018

The years following the introduction of the new cabin 
crew fleet followed similar patterns as before. Man-
agement reacted to increased competition and fluc-
tuations between profit and loss by threatening staff 
cuts and pay and benefit cuts. The unions responded 
with threats of strike and there followed periods of 
claim and counter-claim by the company and by the 
unions. Cabin crew continued to operate in two sepa-
rate fleets on different terms and conditions. The two 
fleets were never mixed.

In September 2015 BA announced a profit of £1.6 
billion and a 30 per cent pay rise to its CEO, Keith Wil-
liams taking his salary to £3.9 million. Walsh, the CEO 
of IAG was paid a salary of £6.4 million. Increased 
competition was especially severe at BA’s Gatwick 
operations from easyJet on short haul flights and a 
newcomer, Norwegian, on both short and long haul. 
In response BA proposed a restructuring of senior 
cabin crew. They were asked to take on new roles 
as customer service managers and their pay was to 
be cut.

In January 2017, 1400 of the staff hired since 
2010 on new contracts embarked on a series of 
strikes for more pay. As in previous disputes, the 
company’s immediate reaction was to threaten the 
withdrawal of travel concessions of all strikers. A 
series of planned strikes continued throughout the 
year, which were stepped up during the busy sum-
mer holiday period. In total there were 85 days of 
action until  September 7. The company accused 
the union of not following correct procedure with 

CASE 13.1 (Continued )
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CASE 13.1 (Continued )

regards to balloting. The union accused the com-
pany yet again of employing bullying tactics. The 
impact of the strikes on passengers was lessened 
in that BA enlisted the help of its Oneworld Alliance 
partner Qatar Airlines to cover a large proportion 
of the short-haul flights that would otherwise have 
been cancelled.

In September 2017 BA announced plans to end 
its final salary pension scheme and launch a new 
scheme for all employees in April 2018. The final sal-
ary scheme had in fact been closed to new recruits 
since 2003. The new scheme would not be based 
on salary and length of service but on investments in 
the pension fund. 47 per cent of BA’s 45 000 global 
employees were on the final salary scheme and they 
were given the option of moving to the new scheme. 
Like many companies BA had found the cost of main-
taining a final salary scheme too high. The pension 
fund deficit had reached a high of £3.7 billion despite 
BA pumping £3.5 billion into the scheme since 2003. 
When the announcement to end the scheme was 
made, the deficit was £2.8 billion.

With the announcement, the GMB and UNITE 
unions threatened strike action, but an agreement was 
reached in December 2017 when the unions claimed 
they had negotiated the best deal possible for those 

members on the final salary scheme. Their new pen-
sion would be enhanced by either a lump sum or 
additional contributions paid for by the company.

Source: Bruce, M. (1987) ‘Managing  people first – bringing 
the service concept into British  Airways’, Independent and 
Commercial Training, March–April.

Questions

1 What aspects of HR are exhibited in this case?

2 What were the factors which led BA to introduce 
Putting People First and related programmes?

3 How do we know that such initiatives were 
 successful? What other factors might we need 
to consider?

4 To what do you attribute the causes of the 
 problems experienced by BA since 1990?

5 What HR strategies, other than the ones 
employed, could the company consider to tackle 
these problems?

6 Compare and contrast the culture change ini-
tiatives of the early 1980s with the cabin crew 
dispute of 2010–11 and subsequent company 
HR strategies.

SUMMARY

•	 Human resource management (HRM) emerged as a concept in the 1980s, initially in the USA, as a 
more strategic approach to what was formerly known as personnel management.

•	 The role is performed in a number of ways and is particularly influenced by the size of the organ-
ization. In large organizations there are specialist departments, but the role is performed to some 
extent by all managers, which is a source of potential conflict. In recent years, there has been a 
growth of both the use of consultants and of outsourcing some activities.

•	 We can identify four overlapping activities: employee resourcing, employee development, pay and 
performance issues, and employment relations.

•	 Employee resourcing involves processes of recruitment and development, using reliable and valid 
methods that provide equal opportunities. Equal opportunities and diversity management are 
aspects of all HR activities.

•	 Employee development involves processes concerned with the training and development of all 
employees, although a recent focus has been on management and leadership.

•	 Several factors determine pay, and people’s pay and reward can be made up of many elements, 
including performance related pay and fringe benefits.
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DISCUSSION QUESTIONS

1 What is HRM and what is its contribution to the organization? What does Ulrich mean by HR 
as a business partner?

2 Is there a case for the elimination of HR specialists, so that the function can be performed 
by all managers?

3 Why should managers be concerned with issues of equality and diversity?

4 How would you set about developing a training programme for: (a) a newly appointed oper-
ations manager; (b) a legal secretary in a busy law practice; and (c) a university lecturer?

5 What factors determine pay and which, if any, are more significant than others?

6 What are the main difficulties with effective performance management?

7 How are HR policies and practices influenced by cultural differences?

8 What are the factors in an HR strategy for: (a) a small, expanding computer software devel-
oper; (b) a medium sized manufacturer of electrical components for the car industry; and 
(c) a new university? What issues emerge in each case?

9 What are the resource based view (RBV) as applied to HRM and high performance work 
systems (HPWS)? In what ways can they enhance the performance of organizations?

10 What are the problems involved in demonstrating the effectiveness of HRM strategies?

SUMMARY (Continued)

•	 Performance management has become a consideration in many organizations, with links to 
employee development and the organizations’ strategic objectives.

•	 More than most activities, HRM is shaped by the environment in which it operates. In particular, 
policies and practices are influenced by the economic, political, legal, social and cultural context in 
which they operate.

•	 An issue in the operation of HR practices is the relationship with other managers and the status of 
HRM in the organizations. These issues are frequently a source of tension.

•	 HR strategies are influenced by the same contexts and by the strategic objectives of the organiza-
tion, although there are difficulties in demonstrating the contribution of HR strategies to organization 
success criteria.
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FURTHER READING

An excellent source of current thinking and research in HRM can be found in:

Bach, S. and Edwards, M.R. (eds) (2013) Managing Human Resources: Human Resource Management in 
Transition, 5th edn, Blackwell: Oxford.

Current textbooks with an excellent coverage are:

Bratton, J. and Gold, J. (2012) Human Resource Management: Theory and Practice, 6th edn, Palgrave 
Macmillan: Basingstoke.

Beardwell, J. and Thompson, A. (2017) Human Resource Management: A Contemporary Approach, 8th 
edn, FT Prentice Hall: Harlow.

A good coverage of international issues can be found in:

Edwards, T. and Rees, C. (2016) International Human Resource Management: Globalization, National 
Systems and Multinational Companies, 3rd edn, FT Prentice Hall: Harlow.

Harzing, A.-W. and Pinnington, A.H. (2015) International Human Resource Management, 4th edn, Sage: 
London.
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LEARNING OBJECTIVES At the end of this chapter you should be able to:

•	 Outline the contribution of finance and accounting to business decisions.

•	 Distinguish between the types of funding for business activities and assess their relevance.

•	 Identify and explain the contribution of management accounting to business decisions.

•	 Identify the types of financial report and explain their value to business decisions and 
stakeholders.

•	 Identify the growth of interest in corporate governance and the role of accounting in this process.

•	 Assess the effect of organization size and structure on accounting practices.

•	 Identify and assess the accounting practices of multinational organizations.

•	 Describe the limitations of accounting information in its contribution to strategy.

14

FINANCE AND ACCOUNTING

INTRODUCTION

In this chapter we examine the role played by the finance and accounting function in the  operation 
of a business. We identify the following functions:

•	 the raising of funds or financial management

•	 the contribution of accounting to management control and decision making, often referred 
to as management accounting

•	 the function of financial reporting sometimes known as financial accounting.
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We show these three elements in Figure 14.1, and portray them as overlapping activities. 
For example, a business that decides on a strategy of expansion into new markets together with 
investment in new process technologies will need to base the decision on appropriate forecasts and 
investment calculations (management accounting). Management will need to present accounting 
information to a bank or another potential investor (financial reporting) to persuade them to back 
not only the plans for expansion but to demonstrate the financial health of the business. If all is 
well the company will obtain the necessary capital (financial management).

Financial
management

Management
accounting

Financial
reporting

FIGURE 14.1 Finance and accounting activities

Accounting procedures and processes are very much a product of the organization and wider 
environments in the way that they operate. In most countries, accounting information plays a vital 
role in corporate governance. We will examine the economic, legal and social influences on the 
finance and accounting function, and examine variations resulting from the size of the organiza-
tion, ownership patterns and organization structure. We shall also examine the accounting prac-
tices of large multidivisional companies by examining procedures for cost allocation and transfer 
pricing. We end the chapter by giving an overview on the contribution of finance and accounting 
strategies to overall management strategy.

Throughout this chapter it is the intention to present accounting not as a series of technical calcula-
tions but as a management function that is influenced by those who prepare and use accounting infor-
mation. For example, the determination and disclosure of profit levels will be guided by regulations 
governing accounting practice. It may also be influenced by the wish to minimize liability for tax and 
the relationship with stakeholders, including employees and shareholders. Budgets are determined by 
management to guide activities in accordance with plans. The process of budget setting and resource 
allocation is, in many organizations, a product of organizational politics, power and influence.

It is not our intention to give an introduction to bookkeeping and accounting techniques. 
Introductory books that students may consult are recommended at the end of this chapter. We 
shall begin our examination by looking at the principles of accounting before examining the 
activities depicted in Figure 14.1.

principles of accounting
These are also referred to as accounting concepts.

1. Going concern. The concept of going concern assumes that an organization will continue in 
existence. As a consequence the cost of its assets needs to be spread over a number of years, 
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bringing into play the notion of depreciation. By using a measure of depreciation, the value 
of an asset such as computer equipment or a car that appears in the accounts will generally 
decline each year. Some assets such as property and land may actually increase in value. 
Some organizations have a model which determines the life of an asset before it is written 
down completely as in the case of company cars. A hotel chain may set a time period before 
rooms are refurbished.

2. Prudence. This implies caution and care, and is an obligation of those responsible for compa-
nies. For example, revenues and profit from sales and activities should not be assumed until 
they are earned. Carillion, the UK based multinational construction and facilities management 
company was found to be declaring revenues on large projects before the final figure was 
known. This was one of the accusations made that led to the company going into liquidation 
in 2018. Prudence also means that liabilities and potential liabilities should always be declared.

3. Accruals. Revenues and expenditures should be matched and declared in the year they occur 
and not manipulated to make the accounts look good. For example, Xara should declare the 
cost of making their fashion items when revenues are generated by their sale. Products such 
as airline flights and package holidays are paid for in advance, yet they should be included 
in profit in the accounts only when the flight or the holiday is taken.

4. Consistency. The users of accounting information need to make comparisons with what has 
happened before to see how the company is progressing. This is why in any set of accounts, 
the previous year’s figures are shown. This is a requirement in UK and USA accounting prac-
tice. If the basis on which business results have been declared in the accounts is changed, 
for example, changing the formula for calculating depreciation, then comparisons are dif-
ficult to make. Where changes are made then accounting regulations in the UK and in some 
other countries demand that the previous year’s data needs to be recalculated using the new 
formula so that a fair comparison can be made.

FINANCIAL MANAGEMENT

Financial management is concerned with raising capital to finance an organization’s operations 
and with ensuring that a company can generate sufficient revenue to cover the cost of raising this 
finance. That cost may be in the form of interest rates payable to banks or dividend paid out to 
shareholders. The funds must be managed by putting them to the most effective use. For example, 
investments must be carefully appraised. We may identify four sources of finance: share capital, 
loan capital, internal funding and the state.

Many factors influence the source of finance. The attitude of management to risk may be an 
important factor. A cautious manager may wish to limit the extent of bank borrowing at all costs. 
The extent to which internal funds can be made available depends on the ability of management 
to satisfy its shareholders through paying dividends. There are also differences in the funding of 
activities between large and small firms, a point we shall return to later.

Financial management is a part of the finance and accounting function that is concerned with the financing of an 
organization’s activities. Finance is normally raised through share capital, loan capital, state finance or through 
internally generated funds.

KEY CONCEpT 14.1 FINANCIAL MANAGEMENT
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Share capital
The issue of shares is a means to raise capital by devolving ownership of a company to share-
holders. In return for their investment, shareholders become part owners of the company and are 
entitled to a payment (normally each year for a public company) in proportion to the number 
of shares held, and, usually, in proportion to the firm’s profit levels. Such payments are known 
as dividend. As noted in Chapter 6, this process, resulting from legal changes in most industrial 
countries in the 19th century, enabled firms to grow in size. The creation of the limited liability 
company not only raised finance in this way but reduced the risk for individuals, who could not 
be held personally responsible for financial losses incurred by the firm.

Share capital is funding raised through the issue of shares, offering shareholders part ownership in the firm and 
an income payment in the form of a dividend. Dividends are usually paid in direct proportion to the amount of 
profit after tax. Shares are mostly a source of finance for the firm only at the time of the initial share issue. There
after, shares may be bought and sold on the stock market, with no capital accruing to the organization. The two 
most common types of share are preference shares and ordinary shares.

KEY CONCEpT 14.2 ShARE CApITAL

Three types of share capital are:

•	 Preference shares attract a fixed rate of dividend, usually payable twice a year. Such agreed 
dividend must be paid irrespective of the financial performance of the company but, in 
times of hardship, payment may be deferred until such time as it can be afforded by the 
company. In this case, the shares are known as cumulative preference shares, since the 
dividend accumulates until it is paid. Preference shareholders have a preference over other 
shareholders when assets are sold in cases of liquidation.

•	 Ordinary shares form the majority of all share capital. Owners of ordinary shares do not 
receive a guaranteed dividend, but they are normally entitled to a share of the profits after 
deductions for tax and payment to preference shareholders. There are two types of ordinary 
share, those with voting rights and those without. However, non-voting shares are  becoming 
rare. Several companies have changed the status of their non-voting shares to give the  owners 
voting rights. Ordinary shareholders can vote to elect the directors of the company.

•	 Golden shares are retained by governments in the case of privatization issues. The reten-
tion is to protect the interests of the public and to prevent a hostile takeover. Such shares 
have accompanied privatization in the UK and in other countries, including the transitional 
economies of Eastern Europe. To achieve a measure of continued government control, limits 
may be placed on the number of shares any private investor may hold. For example, when it 
was privatized no one shareholder was allowed to own more than 15 per cent of the BAA, 
the company formed from the government owned British Airports Authority. Such restric-
tions, and even the government ownership of shares, last only for a limited number of years. 
Golden shares in BAA were eventually sold. In 2006 BAA (now Heathrow Airport Hold-
ings) was bought by a consortium led by the Spanish construction company Ferrovial. This 
led to BAA’s delisting from the London Stock Exchange.

The main source of finance from shares comes in the form of new share issues. However, 
 relatively little finance comes from share capital in most countries. There are exceptions. 
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For example, venture capital is important in financing small firms. Overall, however, shares 
play a minor role in the raising of funds. Evidence suggests that where new share issues do play 
a part, the money is spent not on investing in current activities, but to fund acquisitions and, in 
recent years, in attempts to save banks from collapse. In the case of the Royal Bank of Scotland, 
the issue of new shares to shore up an ailing balance sheet simply caused the share price of the 
company to fall sharply.

Stock markets were created to encourage potential investors to finance businesses over which 
they had no direct control, because it is simply a secondary market in which shares are bought 
and sold by investors. Investors can dispose of their investment with no funding effect on the 
company. A great deal of stock market activity revolves around the dealings of financial inter-
mediaries. We have discussed their role alongside more general issues relating to the separation 
of ownership and control in Chapter 6. While funding and share trading are separate activities, 
those who have bought large numbers of shares can influence management decision making. If 
sufficient numbers of shares are held, the company may be the subject of a takeover bid. Man-
agements tend to be aware that new owners may have different agendas from those of their 
predecessors.

How important is share capital in the financing of organizations? Why do individuals and organizations buy and 
sell shares?

REFLECTION pOINT

Loan capital
This is a riskier form of financing than share capital. With share capital, dividend payment can 
be deferred, and the capital itself does not have to be paid back except when the company is 
liquidated. With nearly all forms of loan capital, interest must be paid on due dates. Some inter-
est charges can be high. The usefulness of loan capital depends on the rate of interest, the time 
required for repayment and the security that needs to be offered. In the case of some small busi-
nesses, that security may include the owner’s family home. There are many types of loan financing 
and we examine a selection below.

Debentures are negotiable instruments that can be bought and sold on the stock market. 
They are issued in return for loans secured on the fixed assets of a company. The advantage of 
debentures over shares is that interest paid can be offset against tax, whereas this is not the case 
for share dividend.

Bank borrowing is more common than raising finance through share or debenture issues, 
but its use varies between countries. On the whole, UK banks are less willing to lend and less 
willing to take a role in the management of business activities than their counterparts in other 
countries. Banks play a much greater and more integrated role in coordinated market economies 
such as France, Japan and Germany. In Germany, lending terms have traditionally been favour-
able to industrial borrowers as far as both interest rates and the length of the payback period are 
concerned. In liberal market systems such as those of the UK and USA, banks are institutional 
investors and are likely to sell their shares when things go wrong. Inadvertently, through their 
activities on the stock market, banks may weaken the financial position of a company, which, in 
turn, can encourage a takeover bid.
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In the UK, banks have become conscious of their poor image as far as investment is concerned. 
All the high street banks engage in costly advertising and publicity campaigns to attract the busi-
ness borrower. Managers, especially in the UK, were suspicious of high interest rates and control 
ceded to banks when borrowing large amounts. The banking crisis of 2008 changed the picture 
for bank borrowing, not just in the UK but elsewhere. Interest rates had fallen, but banks became 
reluctant to lend to redress the mistakes they had made with previous lending strategies.

Overdrafts are used by many businesses as a source of loan capital and many firms have per-
manent or semi-permanent overdraft arrangements with a bank. Many firms are only able to 
operate through a permanent overdraft.

Leasing is a form of loan capital, in that the firm will acquire assets it has not bought, but 
leased from another firm. Company cars, security systems and photocopiers are often acquired 
in this way. Leasing agreements usually provide other benefits, such as service agreements, or 
replacement after so many years or in the case of a breakdown. Leasing has become popular for 
many items, although the tax advantages vary in different countries and in the UK tax advantages 
have been reduced.

Factoring is a means of raising capital. A factoring company will buy debts owing to a firm 
at some 70–80 per cent of the invoice value. While money is lost on the value of the invoice, this 
can be a useful way of improving cash flow quickly.

Trade credit is a form of loan capital. Payment is delayed for an agreed period, thus assisting 
cash flow.

Crowd funding developed after the reduced levels of bank lending following the crisis of 2008. 
It is best known for using the internet to attract a large group of investors, who each put in a 
relatively small amount to raise a much larger investment sum. In this way it has been used by 
small firms, organizations in the cultural industries and as a means of raising funds for social or 
community projects. It is also used for relatively large projects such as the construction of hotels 
and shopping precincts where the invested sums can be much larger. Crowd funding has become 
popular, but it can be risky. Many projects in the arts and in social or community ventures have 
low rewards, and investments can be lost. However, in such cases investors usually have low 
expectations of recovering their initial investment, investing almost as a charitable donation. 
Sometimes these projects offer investors a small one off reward of goods or a service rather than 
a formal financial return. For larger projects involving property development, rewards for inves-
tors can be high.

Loan capital is raised by borrowing money from a third party and can take many forms. Forms of loan capital 
include loans from banks or other financial institutions, debentures, overdrafts, factoring, leasing, trade credit 
and crowd funding. Loan capital carries more risks than other forms of financing. Interest must be paid and, with 
most types of loan credit, the capital must be paid back within a stated period of time.

KEY CONCEpT 14.3 LOAN CApITAL

Other forms of financing
Internal funding is used by most private companies in developed industrial nations. As much 
as 90 per cent of funding is generated internally in the USA and UK, with around 70 per cent 
in  Germany and Japan (Corbett and Jenkinson, 1997). Internal finance comes mainly from 
undistributed profits or the sale of assets. Management often prefers to finance their businesses 
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internally. The main factor is the fear that the involvement of banks and shareholders will weaken 
their control of the company. This is certainly the case as far as bank borrowing is concerned, 
but less so for shareholders. However, as we saw in Chapter 6, institutional investors can influ-
ence management decisions. The shareholding route may be especially resisted by small business 
owners fearing a diminution of their control over the business.

State funding plays a relatively minor role in the funding of business in most countries. China 
is a major exception, with its state controlled economy, but even here there has been a significant 
growth of private equity firms and equity joint ventures with foreign companies (see Chapter 3 
for more detail on changes in the Chinese economy). The liberalization of many economies has 
led to a shift away from state funding. The privatization of many state enterprises in the UK in 
the 1980s and 1990s saw almost a complete withdrawal of state funding. In EU countries, govern-
ments are restricted in funding companies because this is considered a form of unfair competition. 
(See Chapters 3 and 10 for a further discussion of such issues.) Although many governments 
have reduced or even stopped the direct funding of business, indirect funding still plays a role. 
Japanese firms, such as Nissan, have benefited from government assistance in their establishment 
of UK bases. In Singapore, the government has pursued a policy of providing infrastructure and 
offering tax advantages to attract leading high-tech companies.

What are the respective advantages of loan capital and internal funding as methods of financing an organization?

REFLECTION pOINT

MANAGEMENT ACCOUNTING

Management accounting is the application of accounting techniques to provide management with 
the information to assist in planning and control. There is an overlap with financial management 
in that management accounting is concerned with the use of funds, and with financial reporting 
in that management accounting uses the data collected as a basis for its assessment of the financial 
health of the organization and to assist in decision making.

Management accounting is concerned with the planning, coordination and control of funds. It involves such 
activities as budgeting, costing, investment appraisal and the management of cash flows. Through such activi
ties, management is provided with necessary information to assist in making decisions.

KEY CONCEpT 14.4 MANAGEMENT ACCOUNTING

In terms of planning, management accounting helps formulate plans for other functional areas. 
For example, an assessment of future labour costs will assist human resource planning. Predic-
tions of the future cost of raw materials will help in devising appropriate purchasing strategies 
and, where predicted costs are high, may even stimulate the development of products using other 
materials. This would inevitably involve the R&D department. An important contribution to the 
planning process is the assistance offered by management accounting techniques of investment 
appraisal in selecting the most appropriate course of action from a range of options. Such tech-
niques are more valuable as environments become increasingly complex.
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Management accounting plays a vital role in the wider process of management control. It 
enables clear parameters to be set in the form of budgets and represents a method by which many 
problems can be sensed and measured. It is especially useful as a control tool for three reasons:

1. The data produced offer management one of the few methods of quantifying the effect of 
their decisions and of the organization’s operations.

2. Management accounting integrates the information from all the activities of the business 
and enables management to view operations as a whole.

3. Management accounting deals with the control of funds that are essential to an organiza-
tion’s survival.

We deal with five aspects of management accounting. These are budgeting, cost accounting, 
investment appraisal, the management of cash flows, and the contribution of the management 
accountant to management decisions. There is considerable overlap between these categories. For 
example, the control of assets would inevitably involve budgetary control, and the contribution 
to general management decisions would include all the other categories. Management accounting 
is central to strategic planning and many of the issues reappear when we discuss strategy at the 
end of this chapter. For the moment we examine each of the categories in turn.

Budgeting and budgetary control
A budget is a quantitative statement of expectations concerning the allocation of resources and 
performance. The two aspects of budgeting are the establishment of standards and the setting up 
of mechanisms to measure and control performance. As a result, budgeting has a central position 
in the design of most management and accounting information systems.

Budgets are devices for planning and control. They establish standards to be attained, including those for income 
and expenditure and mechanisms through which activities can be measured against the standards. Budgeting 
is a means of allocating funds and resources, of delegating authority and of motivating employees and is, above 
all, a vital control of all activities.

KEY CONCEpT 14.5 BUDGETING

Budgets are used in many ways: to allocate funds and supplies, as a means of delegating manage-
ment authority, as targets to motivate employees, and as a means of control of both spending and 
performance. For example, a university allocates funds to each department designated as a cost cen-
tre. The allocation varies according to the size of the department and the nature of its work. Medical 
schools by the nature of their work and the size of external funding will attract a large slice of any 
university budget. Science and engineering departments may get a large capital expenditure budget 
to purchase equipment. Budgets are allocated under headings such as staffing, research, equipment, 
office supplies, library purchases and the funding of conferences for staff. Such a mechanism serves 
two main purposes. First, it attempts to ensure that expenditure keeps within defined limits. Second, 
it spreads the complex task of managing this expenditure by delegating to department heads.

Budgets are normally based on historic information, usually last year’s budget. In a highly 
bureaucratic organization, resistant to change, this can cause difficulties in dynamic environments 
where the nature of the business is changing. In such cases, changes may not be fully represented 
in a budget based on out of date information.
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In all organizations there can be difficulties in changing budget allocations. This is because 
budgeting is a bargaining process dealing with the allocation of scarce resources. Those with most 
to lose have a vested interest in maintaining the status quo. It is for this reason that attention has 
focused on the behavioural aspects of budgeting. The bargaining process can be useful in that 
it can force management to confront long held assumptions and face up to underlying tensions 
that affect decision making. However, there is a danger that conflict will be dysfunctional. This 
is especially true where budgeting in the form of targets is used as a control device, and more so 
where it forms the basis of the organization’s reward system. In this case, and also where scarce 
resources are at stake, there may be a temptation for managers to distort information to place 
both them and their departments in the most favourable light.

Budgeting is therefore inseparable from the process of organizational politics and the way 
the organization is structured. In many cases this process has been acknowledged and attempts 
have been made to introduce some form of participation or, at the very least, consultation in the 
budget planning process.

What are the advantages and disadvantages of getting managers in different departments to participate in 
setting budgets?

REFLECTION pOINT

Cost accounting
Cost accounting involves the analysis and allocation of costs. In large organizations this can be a 
complex process involving transactions between different units of the same organization. This is 
particularly the case in multidivisional companies. We return to this aspect when we discuss the 
influence of organization structure on accounting procedures. The nature of costs varies considerably, 
but most can be classified as fixed or variable and direct or indirect. Some costs are difficult to place 
in a discrete category and there are some costs that can be defined more accurately as semi-variable.

Costing is the means by which the costs of producing goods and services are calculated. It is therefore an 
important ingredient of pricing. Some costs, such as those associated with bought in raw materials and compon
ents, are relatively easy to ascribe to particular goods and services. Others, such as rent, labour or the costs of 
providing a prestigious head office, are more difficult to relate to specific items. As a result, costs are defined as 
fixed, variable, direct and indirect. Several costing techniques, such as absorption costing and activity based 
costing, have been developed to apportion such indirect costs.

KEY CONCEpT 14.6 COSTING

1. Fixed costs, such as rents, are unaffected by the level of activity. The cost will normally only 
rise with inflation. However, there can be situations where the level of activity increases to 
such an extent that larger premises have to be found for manufacturing and/or as offices. 
In this case rents will rise as the level of capacity rises.

2. Variable costs change in direct proportion to the level of activity. For example, the amount 
of raw materials used by a manufacturer will vary with the intensity of production. The 
amount of paint used by a decorator will vary with the size of the rooms to be painted. 
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However bulk purchase of components or paint using the same supplier can mean that 
discounts may be obtained reducing the unit cost of production.

3. Direct costs are those that can be linked directly to a specific product or activity such as 
buying in components or the cost of running machines. Variable costs are generally direct 
costs.

4. Indirect costs are those that cannot be linked directly to a specific product or activity and 
are generally therefore fixed costs. These are sometimes referred to as overhead costs and 
usually relate to more general overheads such as labour, heating, lighting and so on and are 
difficult to allot to a particular product or activity.

5. Semi-variable costs are those that are more difficult to classify. The cost of labour is gener-
ally fixed but can vary with the level of activity, as when additional work is required to 
complete a job resulting in overtime or when pay is directly related to performance as in the 
case of piecework. Similarly, ventilation, heating and lighting, while considered overheads, 
can and do vary with the level of activity. Some firms make a distinction between the cost of 
electricity to provide lighting and heating, which is considered an overhead and therefore a 
fixed indirect cost, and electricity used to run machines in production, which is a variable 
indirect cost.

All organizations have a mix of fixed and variable costs, although the predominance of a 
specific type of cost can influence their business strategy. For example, a retailer such as a super-
market or a clothes shop such as H&M has a high proportion of variable costs linked to the 
range and volume of produce they sell. A key strategy here is to obtain a favourable deal from 
suppliers, for even a small discount can have a real impact on profits. On the other hand, a large 
hotel chain has a predominance of fixed costs in the provision of buildings and rooms. A key 
consideration is the maintenance of high occupancy rates, hence the availability of attractive 
discounts to customers outside peak times.

Methods of apportioning costs
Absorption costing is the traditional method for sharing out fixed and indirect costs across the 
organization. Here, costs are allocated to cost centres in the organization on the basis of some 
formula, such as the relative size of the cost centre or the relative volume of production or sales 
of the cost centre or department. In this way, larger, busier departments will pay more towards 
overheads than small departments. While this method is simple, it may not be fair.

Activity based costing has replaced absorption costing in many organizations. This form of 
costing method focuses on those activities that drive the costs in a particular product or activity. 
It is reckoned to be a more realistic method for apportioning costs, especially in more advanced 
technological systems where indirect costs are much more significant than direct costs. Tennent 
(2018) gives the example of a warehouse where there are storage costs associated with the time 
period of storage and forklift truck costs associated with the number of times goods are moved. 
The drivers of cost in each are different. A reduction in storage time or a reduction in the move-
ment of goods would increase the efficiency of the warehouse business.

Activity based costing is a technique that challenges traditional cost accounting methods. 
In many manufacturing organizations, technological and competitive changes are taking place, 
which are challenging the basis of historical costs, and management needs to devise new methods. 
These changes include the introduction of manufacturing technology to reduce the cost of produc-
tion, and a renewed emphasis is placed upon improving quality, increasing operating efficiency 
and reducing the uncertainty of materials and components supply.
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A technique associated with costing is break even analysis.

Break even analysis
Break even analysis combines the impact of fixed and variable costs to determine the point at 
which the organization breaks even and makes a profit. A simple illustration of this can be seen 
in Figure 14.2.

What elements would you consider in identifying the cost of a university course?

REFLECTION pOINT
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FIGURE 14.2 Illustration of a break even chart

As we have seen, the fixed costs can vary depending on the industry. In the leading firms in the 
pharmaceutical industry, with high expenditure on R&D, fixed costs are high due largely to the high 
cost of basic research, which can be wasted if it does not result in a saleable product. In the airline 
industry the initial cost involved in purchasing or leasing aeroplanes will also push up fixed costs.

In both these industries, the proportion of fixed costs to overall costs can be lowered by increas-
ing the volume of sales of drugs in the case of the pharmaceutical industry or selling more seats in 
the case of an airline. As we can see in Case 8.1, Southwest Airlines was able to reduce the impact 
of high fixed costs by two methods. First, through their operations efficiency they ensured that their 
aeroplanes made more flights, thus getting better value from their assets. Second, they standardized 
operations around a single model of aircraft, the Boeing 737, thus reducing the cost of maintenance.

Investment appraisal
Capital investment involves the commitment of funds now with the expectation of acceptable 
earnings in the future. Such decisions are made about the purchase or renting of new or additional 
premises, investment in equipment, the development of a new product, or even the acquisition 
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of another business. A careful appraisal of such investments is necessary, owing to the large 
sums involved and the effect such investments may have on the future viability of the company. 
Investment appraisal methods include pay back, rate of return, net present value (NPV) and yield.

Investment appraisal is the process of calculating whether an investment is costeffective in the short, medium 
or long term. Such appraisals can relate to the acquisition of another firm, the development of a new product or 
the purchase of equipment. A commonly used technique is net present value (NPV).

KEY CONCEpT 14.7 INVESTMENT AppRAISAL

Cash which flows in and out of a firm is vital to its survival. Without adequate cash flows a firm may have insuf
ficient funds to pay its bills and may cease to trade, even though it may possess a high quality product and a 
healthy order book.

KEY CONCEpT 14.8 CASh FLOWS

NPV is a popular method because it estimates future returns on investment, but assesses them 
on current values. Management is therefore able to make a more informed judgement. Despite 
the popularity and frequency of their use, NPV calculations are not without problems. They are 
difficult to use for long term investments without management making some big assumptions 
about the future behaviour of markets and the future costs of raw materials. The more assump-
tions that have to be made, the less accurate the forecasts are likely to be. A problem associated 
with this is that strong management commitment to a particular investment project may result 
in a self-fulfilling NPV calculation. The figures are simply made to work to justify the decision.

The management of cash flow
Cash flow is concerned with the movement of cash into and out of the organization. This is an 
important activity since the firm needs to ensure that it has sufficient cash to cover current expen-
diture. Many small firms find the most severe problems occur in managing cash flows. A business 
start-up has a considerable cash outflow to begin with and it may be some time before sufficient 
revenue is established to cover these initial costs. Several businesses have ceased trading with 
seemingly healthy order books, simply because they have insufficient incoming cash to pay bank 
interest and other bills. They are unable to stay in business and capitalize on their orders.

Cash flow management can be particularly difficult in times of high inflation, when there is a 
danger that profits become absorbed by escalating costs. Some firms also experience difficulties in 
expanding markets. In such situations there is a temptation to turn profit not into cash but into 
new investments, by budgeting against future profits. For example, a firm could invest in equip-
ment on the basis of forecasts that predict market growth. Competitor behaviour and/or changes 
in market conditions can leave the firm with a massive expenditure but no increase in business. 
Firms that over-reach themselves in this way are often faced with liquidation. Laker Airways, a 
small private airline founded in 1966 decided to expand its operations by introducing Skytrain, 
offering flights from London to New York at a price much cheaper than that of its competitors 
on this route. The service became so successful that there were plans to expand the service to 
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Hong Kong, Australia and to other destinations in the USA. New aircraft were purchased, but 
the financial position of the company was such that, although licences were granted for the new 
routes to the USA, the company had insufficient funds to buy the number of aircraft needed. At 
the same time other transatlantic airlines cut their prices, increasing competition, and business in 
general was slowed down by a recession in the early 1980s. Laker went into liquidation in 1982.

In times of recession, a big concern of cash flow management is the management of stocks. 
Many manufacturing firms attempt to reduce their outgoings through a better control of inven-
tory. Strategies employed include the development of close links with a limited number of sup-
pliers and operating such production control methods as JIT (Chapter 11 has a fuller discussion 
of such strategies).

Contribution to management decision making
Any discussion of the elements of management activity can give the misleading impression that 
such activities are discrete. In reality, the work of the management accountant does not focus 
on any one of these activities but uses them all in conjunction to assist in the general process of 
management decision making. The accountant would be expected to contribute to most types 
of management decision, and certainly would have an input in decisions such as the closure of 
part of the business and in decisions to make the product or deliver the service versus buying it 
in or outsourcing.

FINANCIAL REpORTING

Financial reporting involves the collection and presentation of data for use in financial manage-
ment and management accounting. In most countries there are legal requirements governing the 
kind of statement that must be produced. In the UK, the requirement outlined in the Companies 
Act 2006 is for a profit and loss account, a balance sheet, a director’s report and an auditor’s 
report. Many firms now use the term statement of financial position for the balance sheet and 
income statement for the profit and loss account. In the UK the form and content of these reports 
must meet standards set out by International Financial Reporting Standards (IFRS Standards) 
and UK Generally Accepted Accounting Practices (UK GAAP). The latter is an amalgamation 
of the requirements of the law, of professional bodies and other interested parties, such as the 
government and the Bank of England.

For those firms listed on the stock exchange there are additional requirements. First, there must 
be an interim, usually half yearly report and second, the accounts must be presented on a website.

There are some exemptions for smaller firms. In 2016 firms with a turnover of less than £10.2 
million or employing fewer than 50 people were exempt from presenting an auditor’s report.

Within the legal requirements, some variation is allowed. For example, some companies, such 
as British Airways, now report in euros.

Most large companies and many small ones now publish their annual report and accounts 
online. The accounts of most universities in the UK and the USA can also be found on the internet. 
Financial reporting differs from financial management and management accounting in that it has 
an important role in the governance of the organization. As we shall see, financial reports are 
used by a variety of stakeholders and are an important mechanism for establishing the probity 
of an organization.
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Three forms of financial statement for companies are: the balance sheet or statement of finan-
cial position, the profit and loss account or income statement, and the cash flow statement. As 
well as UK GAAP setting out the rules for the form and content of accounts, there is a USA 
GAAP. There are, of course, differences between the UK and the USA regulations, although some 
companies, such as Shell and BT, report under both systems. There is a divergence of accounting 
practices across the world. For example, whereas the UK and USA operate to more practically 
based rules, Germany and France are more strictly controlled by legislation. Such divergence 
has led to the creation of a supranational body, now known as the International Accounting 
Standards Board, based in London, which has a goal of harmonization, through the agreement 
of global standards for reporting (the aforementioned IFRS Standards).

Financial reporting is the presentation of financial information in a form that is useful to interested parties. In most 
countries the form of such information is prescribed by law. Such information is useful in management decision 
making, for potential investors and for a firm’s competitors. Since the financial information is available to such 
a wide audience, management must decide on the extent of disclosure beyond the minimum required by law.

KEY CONCEpT 14.9 FINANCIAL REpORTING

There are two main types of financial report. The balance sheet is a statement of assets and liabilities at the close 
of business on the last day of the accounting year. The profit and loss account is a statement of profit and loss in 
a defined accounting period. The report presents a summary of revenues and shows the expenses incurred in 
earning the revenues. The difference between the two is the profit or loss. In addition to these two reports, many 
firms prepare a statement of cash flows, which is a measure of the solvency of an enterprise.

KEY CONCEpT 14.10 TYpES OF FINANCIAL REpORTING

The balance sheet or statement of financial position
The balance sheet represents the summary of an organization’s financial position at a point in 
time and is a measure of the solvency of the organization. Increasingly in company accounts this 
is now referred to as the statement of financial position. The statement is a record of a firm’s 
assets, liabilities and capital usually at the end of the last day of the organization’s accounting 
period, which can vary from organization to organization.

Assets are resources owned at a particular time that have some future value. A balance sheet 
will differentiate between fixed assets and current assets. Fixed assets include land, buildings and 
machinery, all of which can be used to advantage in the business. Current assets include such as cash 
and stock that can be converted into cash. Assets can also include intangible assets such as goodwill.

Liabilities are resources that the organization is obliged to pay an individual or organization 
at some future date. Some liabilities are more short term such as payment to suppliers or to con-
tractors, whereas others tend to be long term such as repayment of loans. Paradoxically to some, 
profit is classed as a liability, in that the money eventually goes out of the business as dividend to 
shareholders, as cash to private owners or as investments in new projects or equipment.

Capital is the cumulative amount invested by owners at a particular point in time.
Figure 14.3 offers an example of a statement of financial position or balance sheet taken from 

Marks and Spencer Annual Report 2017.
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FIGURE 14.3 Example of a statement of financial position (balance sheet)

Consolidated Statement of Financial Position. An example from Marks and Spencer

Notes

As at  
1 April 2017 

£m

As at  
2 April 2016 

£m

Assets
Non-current assets
Intangible assets 14 709.0 802.8
Property plant and equipment 15 4837.8 5027.1
Investment property 15.5 15.5
Investment in joint ventures 7.0 6.9
Other financial assets 16 3.0 3.0
Retirement benefit asset 11 706.0 851.0
Trade and other receivables 17 234.1 234.7
Derivative financial instruments 21 56.8 74.0
Deferred tax assets 23 – –

6569.2 7015.0
Current assets
Inventories 758.5 799.9
Other financial assets 16 14.5 19.1
Trade and other receivables 17 318.6 321.1
Derivative financial instruments 21 163.1 72.1
Current tax assets 1.6
Cash and cash equivalents 18 468.6 247.6

1723.3 1461.4
Total assets 8292.5 8476.4
Liablilities
Current liabilities

Trade and other payables 19 1553.8 1617.7
Partnership liability to the Marks & Spencer UK Pension Scheme 12 71.9 71.9
Borrowings and other financial liabilities 20 518.0 297.5
Derivative financial instruments 21 10.5 28.5
Provisions 22 147.2 14.0
Current tax liabilities 66.6 75.2

2368.0 2104.8

Non-current liabilities
Retirement benefit deficit 11 13.2 26.9

Trade and other payables 19 328.5 353.0
Partnership liability to Marks & Spencer UK Pension Scheme 12 324.6 383.8
Borrowings and other financial liabilities 20 1711.7 1774.7
Derivative financial instruments 21 0.8 0.2
Provisions 22 113.5 52.0
Deferred tax liabilities 23 281.8 337.6

2774.1 2928.2
Total liabilities 5142.1 5033.0

(Continued )
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FIGURE 14.3 (Continued )

Consolidated Statement of Financial Position. An example from Marks and Spencer

Notes

As at  
1 April 2017 

£m

As at  
2 April 2016 

£m

Net assets 3150.4 3443.4
Equity
Issued share capital 24 406.2 405.8
Share premium account 416.4 411.3
Capital redemption reserve 2210.5 2210.5
Hedging reserve 17.3 32.3
Other reserve (6542.2) (6542.2)
Retained earnings 6648.1 6927.5
Total shareholders’ equity 3156.3 3445.2
Noncontrolling interests in equity (5.9) (1.8)
Total equity 3150.4 3443.4

The financial statements were approved by the Board and authorised for issue on 23 May 2017. The  financial statements 
also comprise the notes on pages 96 to 127.

Steve Rowe Chief Executive Officer
Helen Weir Chief Finance Officer
Source: Marks and Spencer Annual Report 2017.

The profit and loss account or income statement
The profit and loss account provides detail of a firm’s income and expenditure throughout a 
stated period of time, known as the accounting period and is increasingly referred to as the 
income statement in company accounts. The profit and loss account must include the figures from 
two accounting periods. In almost all cases this involves presenting a comparison of the current 
figures with those from the previous year. Income represents the value of resources delivered to 
customers over a period of time. Expenditure represents the value of resources used in producing 
items or services to the customer over a period of time. The profit and loss account also provides 
details of distributions, which involve the transfer of the surplus of income over expenditure for 
the accounting period. A typical distribution for a public limited company will be the payment of 
share dividend. Figure 14.4 offers an example of an income statement or profit and loss account 
taken from the BT Annual Report 2017.

Cash flow statements
A third form of statement is produced by many companies. This is the cash flow statement. It 
details the movement of cash during an accounting period and is useful for planning and control 
purposes and as a general indication of the financial health of the business. In the previous sec-
tion we noted the importance of cash to all businesses but more especially to small firms. Cash is 
needed to pay suppliers and invest in new projects. In small firms any cash deficit has to be made 
good in some way by the owners of the business.
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What are the purposes of the balance sheet, the profit and loss account and the cash flow statement?

REFLECTION pOINT

FIGURE 14.4 Example of an income statement (profit and loss account)

Example of an income statement (profit and loss account) from British Telecom

For the year ended  
31 March 2016

As publisheda  
£m

Italian business  
adjustment  

£m
Revised  

£m

Revenue 19 042 (30) 19 012
Operating costs (15 307) (92) (15 399)
Operating profit 3 735 (122) 3 613
Profit before tax 3 029 (122) 2 907
Profit for the period 2 588 (122) 2 466
Earnings per share – basic 29.9p (1.4)p 28.5p
Earnings per share – diluted 29.6p (1.4)p 28.2p

For the year ended  
31 March 2015

As publisheda   

£m

Italian business  
adjustment  

£m
Revised  

£m

Revenue 17 979 (11) 17 968
Operating costs (14 499) (67) (14 566)
Operating profit 3 480 (78) 3 402
Profit before tax 2 645 (78) 2 567
Profit for the period 2 135 (78) 2 057
Earnings per share – basic 26.5p (1.0)p 25.5p
Earnings per share – diluted 26.1p (1.0)p 25.1p

aAfter specific items, which are defined on page 252.

Ratio analysis
Methods have been developed to analyze published accounts, collectively they are known as ratio 
analysis. Such analyses are important in providing comparisons with performance in previous years, 
as a comparison with other companies and industry standards, and to determine whether the busi-
ness is profitable. There are a large number of such ratios. We can identify several  methods below.

profitability ratios
Profitability ratios these examine the extent of profit or loss and its derivation. Gross profit or 
gross margin is an expression of sales revenue less variable costs; it does not take into account 
fixed costs. Net profit is an expression of sales revenue after all costs including taxation have 
been deducted. Return on capital employed and return on investment go beyond profit margins 
to assess how the business is using its assets and return value to investors.
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Return on capital employed (ROCE) is a ratio of net profit to capital employed to generate that 
profit. It is expressed as earnings before interest and tax as a percentage of capital employed. In this 
case, capital employed is the sum of total assets and sales revenues minus current liabilities. The 
higher ROCE percentage, the more efficient is the company at using its assets. ROCE is a useful 
aid to decision making in that the capital employed could be put to more profitable use.

Return on investment (ROI) is another measure of how the company uses its investments. It is the 
profit derived from an investment as a percentage of the cost of that investment. It is the easiest and, 
because of that, probably the most commonly used measure. How the ROI can change over time 
is a good measure of the health of a company. Tennent (2018) cites the example of Nokia. In 2000 
Nokia delivered an ROI of 46 per cent, largely on the basis of sales of mobile phones. As new prod-
ucts like the smartphone emerged, Nokia soon lost out to competitors such as Apple and Samsung. 
By 2012 Nokia reported losses of 2.3 billion euros and the company was sold to Microsoft in 2014.

Activity ratios
These assess the efficiency of the company in the use of its resources. Several measures are used. 
Inventory turnover examines the number of times the average inventory is turned over during the 
year. In manufacturing, this refers to the speed with which parts and components are used.With 
higher turnover, the cost of financing the purchase and the cost of storage come down, as does the 
risk of deterioration. Debtors collection period is a measure of the time taken to obtain cash from 
debtors. This has clear implications for a healthy cash flow. Sales to capital employed is similar to 
ROCE and is a measure of the efficiency in the use of capital employed to generate sales.

Other ratios
Liquidity ratios examine the company’s cash and liquidity position. Such ratios compare assets 
and liabilities to ensure that the organization has sufficient assets to cover liabilities.

Gearing ratios examine how the firm is financed and are a measure of risk in borrowing. 
The debt to equity ratio is a measure of the relationship between the value of the company and 
the amount it owes. A high ratio is a good indication of the vulnerability of the company.

Market ratios are measures of the performance of the company on the stock market. Such ratios 
are only applicable to listed companies. Dividend yield is a measure of the amount of dividend 
paid relative to the market value of the company and is a reflection of the return on investment. 
Earnings per share is a measure of how much each share has earned over the accounting period.

Ratios provide useful assessments of the financial health of a business, identify problems and guide 
decision making. While they are generally based on historical data, they can be used as a basis of target 
setting. However, they are criticized for placing total emphasis on financial information. An approach 
put forward by Kaplan and Norton (1996) was the balanced scorecard. Its aim was to complement 
traditional financial reporting and include consideration of longer term developments. Norton and 
Kaplan’s balanced scorecard contained four elements, or in their terminology, perspectives:

•	 the financial perspective includes ratio analyses and measures of profit and cash flow

•	 the customer perspective includes assessment of delivery effectiveness and customers’ 
 perception of quality and satisfaction

•	 the internal business perspective includes measures of cost, productivity and relationship 
with suppliers

•	 the innovation and learning perspective covers investment in R&D, in training and assesses 
the HR profile of the organization in terms of age, gender and so on.
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There are a number of models of the balanced scorecard, which are variations on the above. 
It is used by large companies such as Walmart and General Electric, but a criticism is that many 
of the measures are based on subjective scoring by managers.

Ratios are used to interpret and analyze data presented in financial reports such as the balance sheet and profit 
and loss account. Ratios dealing with profitability, operating efficiency, liquidity and borrowing assist the users of 
accounts in examining trends in a single organization over time and in comparing that organization with others.

KEY CONCEpT 14.11 RATIO ANALYSIS

Which ratio analysis would you find most useful in assessing the financial health of a business and why?

REFLECTION pOINT

Users of published accounts
Financial reports are particularly useful to management in the planning, organizing and con-
trolling of resources. It is not only managers who are interested in the financial information of 
individual businesses; the following also have need of such information:

•	 The state requires companies to be accountable and present their accounting information in a 
standardized form according to various laws and regulations. In the UK, all companies must 
present to Companies House a balance sheet, a profit and loss account, a directors’ report, an 
auditor’s report and notes on the accounts where necessary. There is some relaxation of these 
requirements for smaller businesses, but only relating to the extent of information provided. 
However, small firms must still produce detailed information for the tax authorities and usually 
banks. As well as stipulating the accounts to be presented, the law also determines what must be 
disclosed and the state requires financial information to levy appropriate taxes on businesses.

•	 Investors need information to make informed judgements about future investments, as well 
as needing to protect their investments. The accountability of companies to their investors 
encouraged the development of rules governing disclosure.

•	 Employees may need information, especially if they are involved in a profit sharing or 
share ownership scheme. There is evidence of the increasing use of profit sharing. Pub-
lished accounts are, of course, particularly useful to trade unions in planning wage negotia-
tions as part of collective bargaining, although the extent of this has declined, especially in 
the UK and USA. In more general terms, a company concerned with involving its employ-
ees in the running of the enterprise may see the disclosure of financial information as an 
important element of the participation process.

•	 Creditors such as banks and suppliers are naturally concerned with the firm’s liquidity and 
need to assess the risk involved in offering credit and, of course, to safeguard against fraud.

•	 Competitors use financial information as a yardstick against which their own performance 
may be measured, and may derive insights into what other firms are doing.

•	 Customers and suppliers use the information to ascertain the risk of placing expensive or 
long term contracts and perhaps to assess the fairness of a company’s pricing policy. This is 
particularly important in business to business deals.
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An issue in financial reporting is the extent of disclosure. The wide availability of the accounts 
of public companies influences their content and the way information is presented. Managements 
have a fair amount of discretion, since much of the content of accounts is subject to interpretation, 
such as allowances for depreciation and the valuation of assets. As a result, firms are sometimes 
accused of manipulating their financial information to minimize tax liability or to present a 
strong position to shareholders. In addition, firms are also conscious that financial information 
will be available to competitors and may wish to hide certain facts from them. We have seen in 
our discussion of management accounting that financial information can be presented in such a 
way as to legitimize certain courses of action in preference to others.

All this reinforces the notion that accounting is a behavioural and political, rather than a 
technical, exercise. Clarke et al. (1999) go further in an Australian study of the collapse of cer-
tain Australian firms, such as the Bond Corporation, the Adelaide Steamship Company and the 
Parry Corporation. They show how accounts for such companies were not only produced under 
existing regulations, but were subject to the legal requirements of external audit. Despite this, 
the firms managed to keep hidden their real financial positions and eventually collapsed. Similar 
cases can be found in the UK, notably Polly Peck, BCCI and Maxwell Communications. Cases 
like these have focused attention of both the professions and academics on the content and format 
of financial reports and the role of the auditor. A classic case is that of Enron, where there were 
issues of hidden accounts that should have been picked up by the auditors and communicated to 
shareholders and other stakeholders. The involvement of the auditors, Arthur Andersen, in the 
proceedings brought down one of the world’s largest firm of accountants. In Case 5.1 Walmart 
in Germany simply withheld publication of their accounts and paid the penalty fine imposed by 
the German authorities, presumably to hide the fact that their operation was losing money and 
to keep that information from their competitors, suppliers and the press.

Accounting and corporate governance
The collapse of Enron and the banking crisis of 2008 has brought attention to the concept of 
corporate governance and the role that finance and accounting can play, more especially financial 
reporting. Corporate governance has been defined as:

The system of checks and balances, both internal and external to companies, which ensure 
that companies discharge their accountability to all their stakeholders and act in a socially 
responsible way in all areas of their business activity.

(Solomon, 2007, p. 14)

The essences of this and similar definitions are that:

•	 corporate governance is more than how an organization is managed and controlled

•	 it concerns the overall direction of the organization, but also seeks to ensure that decisions 
made are accountable and acceptable to both internal and external stakeholders

•	 it is concerned that all stakeholders are satisfied and that policies and practices are socially 
responsible.

There are links here with business ethics and corporate social responsibility, which we dis-
cussed in Chapter 9, as well as discussing the difficulties of satisfying the needs of all stakeholders. 
The provision of accounting information in financial reports clearly plays a vital role in providing 
the checks and balances to which Solomon refers. There would appear to be two stages in the 
process. First, in many countries the financial reports must be audited by independent experts as a 
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legal requirement to ensure they give a true and fair representation of an organization’s financial 
position. Second, the accessibility of published accounts to a large number of stakeholders offers 
an opportunity for public scrutiny.

While the theory is sound, the process has been questioned. First, financial reports can be pre-
sented in such a way as to hide information. Second, the auditing process may not be completely 
independent. In the Enron case, the auditor (Arthur Andersen) was also a consultant acting for 
the company. As a consequence some have called for auditing to be a central government function 
and not, as at present, to be carried out by private accounting firms.

Yet good governance appears to have a number of positive benefits:

•	 there is an assumption that effective governance contributes to effective performance and 
financial and economic growth

•	 it enhances confidence among investors and other stakeholders. For example, it can play a 
part in employer branding and employee commitment.

We know that examples of bad governance create bad publicity and may, in some cases, lead 
to insolvency and/or legal action, fines and imprisonment. However, effective governance is not 
straightforward. Many business activities are complex, hidden and difficult to regulate. As we 
have seen with executive pay, the actions of senior managers are sometimes difficult to control. 
Guidelines for effective governance have been laid down by the OECD and the Financial Report-
ing Council (FRC) of the UK. The FRC have focused on the selection and training of board mem-
bers; the role of non-executive directors; the need for clear and understandable financial reports; 
transparent auditing procedures; executive pay; and dialogue with shareholders.

ENVIRONMENTAL ASpECTS OF FINANCE AND ACCOUNTING

In the last section we saw that financial reporting was greatly influenced by state regulations 
concerning the disclosure of information for public accountability and for reasons of collecting 
taxes. In this section we focus on two other environmental influences on the accounting and 
finance function: the economy and differences in culture and national systems.

In keeping with our Business in Context model, influences are two way. The finance and 
accounting practices of firms affect the environment in which they operate. Economic resources 
in society are often allocated on the basis of accounting information. We have noted elsewhere 
the growing tendency for firms to engage in the buying and selling of other companies. Financial 
information is vital to this activity.

The role of the economy
In general, accounting practices will vary according to the nature of the economy in which they 
operate. For example, in many developing countries there is little need for sophisticated account-
ing techniques and systems of basic cash accounting predominate. The raising of finance discussed 
in the previous section is a function of the market and the way this influences profit levels, share 
prices and bank interest rates. Two economic features have held particular interest for accoun-
tants: inflation and currency exchange.

A problem in times of high inflation is that profits can be overstated by basing costs on historic 
data made largely irrelevant by inflation. In such situations, systems of adjusting balance sheets 
to account for fluctuating prices were developed. While these have less relevance today, inflation 

Copyright 2019 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



ChApTER 14  FINANCE AND ACCOUNTING576

accounting techniques have been widely used in such countries as Brazil. Like inflation, fluctua-
tions in currency exchange rates make historic cost accounting difficult. The effect is significant 
for those firms reliant on export markets, as with Swiss firms Nestlé and Ciba Geigy with 90 per 
cent of their business outside Switzerland.

Differences in culture and national systems
Two main issues are discussed here, differences in ownership and the financing of business, and 
variations in financial reporting.

Differences in ownership and financing a business
There are differences in both ownership patterns and in the way firms are financed. Much of the 
work in this area has focused on comparisons between the UK and USA, as liberal market econo-
mies on one hand, and Germany and Japan as coordinated market economies on the other (see 
 Chapter 5 for more detail). We look first at patterns of ownership and then at the way firms are 
funded.

In the UK, around three-quarters of all shares are owned by institutional shareholders, who 
tend to hold diversified share portfolios and have little if any connection with the firm. The stock 
market in the UK is volatile, with a much higher proportion of shares being traded than in any 
other country. As a result of such share trading activity, the UK experiences a higher proportion 
of takeovers, many of them hostile. Banks own shares in UK companies, but tend to operate 
like other institutional shareholders. Under such a system, the primary objective of institutional 
investors is to make money for their own shareholders. They, therefore, have a preference for 
selling shares when events are not going to their liking, rather than attempting to influence policy. 
In response, managers tend to be very aware of the need to maintain share price, keeping such 
investors happy with high rates of dividend. Indeed, the dividend paid by UK companies is higher 
than in Japan and Germany. It is even marginally higher than in the USA.

In Germany, ownership patterns are much more stable. There are fewer firms quoted on stock 
markets. Those with shareholders tend to be dominated by one or two shareholders owning 
around a quarter of the company and having a seat on the supervisory board. Takeovers are 
controlled by law and hostile takeovers are rare. Banks tend to have a much closer relationship 
with firms and bank representatives regularly take a place on the board. Employees in Germany 
also play a role as board members, enshrined in the laws relating to co-determination.

In Japan, as in the UK, three-quarters of shares are owned by institutions. However, unlike the 
UK, trading of such shares occurs infrequently. Most of the trading is among those householders 
owning shares. This is a reversal of the situation in the UK. The institutional shareholders have 
a close relationship with the firms and takeovers are rare. Banks play a major role and, in some 
cases, are members of large corporate groupings or have a substantial ownership interest in com-
panies. In manufacturing, suppliers are often part owned by the firms they supply. The Japanese 
system is one where there is a very close relationship between firms, banks and suppliers.

Such differences as those existing between the UK, Germany and Japan have led many to hold 
the UK financial system as being responsible for the spread of short termism, lack of investment 
and long term strategy and, hence, the comparative industrial decline of the UK. While Owen 
(1996) agrees in part with such an analysis, he raises questions. He argues that in the period 
1950–80 the UK was indeed outperformed by Germany, but it was also outperformed by France 
and Italy. All four countries possessed different financial systems, thereby making links between 
industrial performance and specific financial systems difficult. He further argues that if long 
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The data in Table 14.1 is extracted from a longer list that includes bonds, trade credit, capital 
transfers and makes certain statistical adjustments. The key points to emerge are the relatively 
low contribution made by new equity (i.e. new share issues) to the funding of firms in all coun-
tries and the differences shown. Internal funding makes a much greater contribution in the UK 
and USA and banks play a proportionately larger role in the funding of firms in Germany and 
particularly Japan. This reinforces the differences between these two sets of countries highlighted 
in Chapter 5.

Differences in financial reporting
Many differences can be observed in national accounting practices. These reflect factors such as 
the nature of the legal system, the pattern of ownership and control, the system of taxation, the 
strength of the accountancy profession, and the social climate. Such variations were noted in the 
section on financial reporting.

The discussion of the Beijing Jeep venture in Chapter 2 noted that AMC/Chrysler found it 
difficult working with the Chinese system of accounting. This was different from the one used in 
the USA and was based on a Russian system designed for state controlled enterprises. It offered 
little information on costs, for example.

In France and Germany, financial reporting systems are highly prescribed by law, yet there 
tends to be less emphasis on financial reporting in France largely because of the dominance of 
family ownership, hence the private nature of many companies. In the UK and USA reporting 
requirements are less prescriptive, but the information needs of shareholders are much greater, 
especially in the USA. Patterns of ownership are themselves related to the influence of the account-
ing profession. Public ownership requires accountability and hence accountants have to audit the 
accounts of plcs. Much less auditing is required in France, which may account for its relatively 
low numbers of accountants. In general, a social climate that encourages openness, social respon-
sibility and consumerism, as in the USA, results in different patterns in the disclosure of financial 
information than is found in a more closed society such as Switzerland.

There has been pressure to standardize accounting practices across countries. This is partly a 
function of increased international business via globalization and joint ventures. Harmonization 

TABLE 14.1 percentage sources of finance 1970–94

Germany Japan UK USA

Internal 78.9 69.8 93.3 96.1
Bank finance 11.9 26.7 14.6 11.1
New equity  0.1  3.5 –4.6 –7.6
Other  9.1 – –3.3 0.4

Source: Adapted from Corbett and Jenkinson (2007).

termism was such an advantage to Germany then it would show up most in those industries 
where long term investment would be an advantage. He examines pharmaceuticals and electron-
ics. In the former, both the UK and Germany have performed well, whereas in the latter, both lag 
some way behind the Japanese. He suggests that there are other factors at work in these cases.

Corbett and Jenkinson (1997) examined sources of finance for firms in the UK, USA, Germany 
and Japan between 1979 and 1994. Their findings are summarized in Table 14.1.
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is one of the tasks of the International Accounting Standards Board. Some harmonization has 
taken place within the EU. The pressure for standardization comes from a variety of quarters. 
Financial reports prepared in one country are used by financial analysts and investors in another, 
as part of the growing internationalization of capital. In manufacturing, global operations and 
sourcing of components have hastened the need for internationally usable financial information. 
Standardization would assist multinational companies in consolidating their accounts, assessing 
potential acquisitions and even enabling them to transfer accounting staff from one country to 
another more easily. This is just part of the vast changes that have accompanied the globalization 
of the economy. It should not be forgotten that many accounting firms operate multinationally 
too and harmonization would greatly assist their operations.

Why do we find differences in the funding of business and in financial reporting between organizations in  different 
countries?

REFLECTION pOINT

ORGANIZATIONAL ASpECTS OF FINANCE AND ACCOUNTING

The nature of any organization impinges upon accounting procedures. This is inevitably shown 
when changes occur in ownership or in the goals of the enterprise, bringing about changes in 
the organizational culture. For example, the takeover of one firm by another may well result in 
the consolidation of accounts and perhaps a change in accounting practices. The privatization 
of companies in Britain since the 1980s has changed the nature of many of those organizations 
from a service centre to a profit centre, with a corresponding effect on accounting practices. The 
liberalization of economies around the world has resulted in changes in accounting practices, as 
with firms in many Eastern European countries.

This section focuses on two organizational issues: the accounting implications of the size of 
the firm, and the influence of structure on accounting procedures. The two issues are linked, as 
we shall see when we examine the problems of cost allocation and transfer pricing in large mul-
tidivisional firms.

Accounting requirements of large and small firms
Differences in the size of businesses affect their ability to raise capital, the complexity of their 
accounting procedures and controls, and the extent of their financial reporting. Differences are 
therefore to be found in all the three aspects of finance and accounting. Larger firms, not surpris-
ingly, have much more complex procedures and employ professional accountants in a special-
ized department. In smaller firms, the accounting function is often external to the firm, with a 
subsequent reliance on the advice of outsiders, who may not have the detailed knowledge of an 
internal management accountant. Larger firms may have the problems of satisfying large numbers 
of shareholders, but their very size often gives them an advantage in raising funds from external 
sources. In any event, large and complex organizations can often finance themselves internally by 
switching funds from one unit to another. Small firms have much more problem raising finance 
and tend to be more concerned with the management of cash flows.
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Organization structure, cost allocation and transfer pricing
We have already seen how organization structure and accounting procedures tend to reinforce 
one another, in that a large organization may delegate responsibility and control costs through the 
creation of individual budget centres. In very large organizations, the structure generally matches 
the finance and accounting responsibilities of the firm. A centralized headquarters will act as an 
investment centre, determining new initiatives as well as allocating profit targets for each division. 
In turn, the divisions will determine targets for each operating unit and designate each one as a 
cost centre in control of a budget. There are occasions when mismatches can occur, as in the case 
of a department manager who has no effective budget and, hence limited powers of operation.

The operation of budgetary control can produce a more efficient and effective management 
control system. It also carries the potential problem of encouraging functional insularity to the 
detriment of the firm as a whole. Units can become so preoccupied with their own targets and 
keeping within their own budgets that they may refuse calls for assistance from other units 
through the fear that this will erode their own performance. In some manufacturing firms, this has 
resulted in a total lack of continuity between departments and between production shifts. Such 
problems increase with the size of the firm and with the necessity for funds to flow across many 
units of the same organization. The problems come to a head in firms with many divisions where 
each unit operates as a profit centre and is accountable for the achievement of predetermined 
profit targets. We examine two aspects of this problem: cost allocation and transfer pricing.

Cost allocation
The problems of cost allocation occur when central services, such as headquarters administra-
tion, research and development, and perhaps maintenance, must be paid for by those units in the 
organization with responsibility for generating income and profit. A decision needs to be made on 
the basis of the apportionment of such costs (see the reference to absorption costing in the section 
on management accounting). Some firms vary cost allocation according to the size of the profit 
centre, as a proportion of their costs, or the extent to which use is made of the central services. 
The final criteria is often difficult to measure accurately, but any method is open to challenge by 
those managers who see their profits eroded by costs that lie outside their control. Some managers 
are resentful that their efforts are diluted by sections of the firm that do not generate income but 
merely incur costs. In some cases this has resulted in the marginalization of service departments 
such as HRM and R&D. Once again accounting becomes the focus for political debate at the 
level of the firm. While accounting is itself a largely advisory function, the importance to decision 
making of financial information, which is largely controlled by accountants, often enables the 
accountant in the organization to wield power and influence.

Transfer pricing
Transfer pricing is the process through which goods and services produced in one section of the 
organization are sold internally for use by another. The need for transfer pricing mechanisms is a 
function of the development of the multidivisional firm and associated profit centres. An effective 
transfer pricing mechanism can contribute to the optimum allocation of a firm’s resources and to 
the motivation of division managers towards efficient operation, hence to the overall prosperity 
of the organization.

Such mechanisms occur wherever there is a need in one unit of the organization for the services 
of another. A form of transfer pricing occurs in higher education, as the following illustration 
reveals. Universities and other colleges tend to be organized around specialist subject departments. 
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A department that offers a business management course may have the need for specialist law 
inputs which reside outside that department. In many colleges a transfer pricing system has been 
devised whereby those departments servicing another are allocated points based on the number of 
hours and students they service. These points, with those generated from their own departments, 
form the basis for staffing allocations. A problem with such a mechanism is that it may encourage 
departments only to service those areas where they can ensure high rates of return.

A source of potential conflict exists when individual units within an organization must operate 
as a profit centre and are encouraged to seek external clients as sources of revenue. Manage-
ment may be faced with the dilemma of having to meet internal demand for goods and services 
when higher returns may be obtained through meeting the requirements of customers external 
to the firm.

The issue of transfer pricing is particularly pertinent to the operation of global firms.

Transfer pricing and the global firm
A great deal of transfer pricing activity occurs between member organizations of multinational 
corporations. Such activity has increased with developments in the global economy. While this 
can cause the kind of organizational political problems outlined above, there are three main 
reasons for the extensiveness of such activity. These relate to issues of taxation, competition, 
and issues relating to the need of the multinational to protect itself against social, economic and 
political changes occurring in the host country. These issues are interrelated and should be viewed 
in conjunction with the discussion on globalization and multinationals in Chapter 2.

Tax reasons Through its activities worldwide, a multinational company can move profits from 
high to low tax areas using the transfer pricing mechanism. Firms operating in high tax regimes 
are charged inflated prices for goods and services produced in low tax areas. While this represents 
only a paper exchange of funds within the same organization, it can result in some firms showing 
a much greater profit than others. In normal circumstances, pressure is brought to bear on poorly 
performing profit centres. Such problems may be avoided by the use of dual reporting systems, 
one for external consumption and the other for internal use.

Competition reasons Some multinationals subsidize member firms through the transfer price 
mechanism. So that a new company may develop itself in an established market, other firms 
belonging to the multinational could supply goods and services at low prices, buying back the 
finished products at a high price.

Protection against change A multinational will wish to protect itself against economic and politi-
cal changes that threaten its prosperity and ultimate existence. Problems caused by high inflation, 
currency exchange and devaluation in a particular country can be tackled by charging high prices 
for goods supplied to the subsidiary in that country, and buying goods back at low prices. By 
operating in this way the multinational keeps finance in the family and prevents money being 
siphoned off by individual nation states.

Much of the recent focus on the financial activity of multinationals has been on their strategies 
of tax avoidance. This was illustrated in Case 2.2 examining, among other companies, the steps 
taken by Apple to reduce its tax bills resulting from its global operations. News Corporation (see 
Case 4.2) has, for many years, made good use of its global presence by accessing the advantages 
accorded by the tax laws and accounting regulations in the many countries in which it operates. 
As a general rule, the company pays loans in countries with high levels of corporation tax and 
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collects profits in countries where tax levels are low. The company has also made large capital 
investments and is renowned for setting up new businesses where it can obtain tax relief in high 
tax countries. All this has been achieved within the laws and accounting regulations of the various 
countries within which News Corporation operates.

Hopkins and Bowers (2017b) cite the case of Nike, using data from the ‘Paradise Papers’, a 
large set of confidential documents relating to the movement of offshore investments. The papers 
were leaked to the Süddeutsche Zeitung. Nike ships most of its shoes to Belgium from its out-
sourced manufacturing plants in cheap labour economies. Income from the sale of shoes across 
Europe, the Middle East and Africa is transferred to the Netherlands. However, before tax is 
declared, the majority of that income is moved to Bermuda, where company tax is zero per cent, 
and where Nike International is registered, despite having no staff or indeed physical presence. 
The reason for the diverting of money to Bermuda is the cost payable to Nike International for 
trademark royalties. Such a movement of money is legal and Nike would claim is good business 
for the company and its shareholders.

There has been a backlash against such tax strategies. As we saw in Case 2.2, the EU con-
cluded investigations into Apple in Ireland and Amazon in Belgium, and ordered each company 
to pay back taxes to the respective governments. The EU has ongoing investigations in the UK, 
Belgium, Luxembourg and the Netherlands into a number of companies including Starbucks, 
McDonald’s, Facebook and BP. In 2012, the UK government held an investigation into several 
major companies, including Amazon, Google and Starbucks, that were accused of diverting their 
UK profits to tax havens.

Why is cost allocation and transfer pricing more of an issue in global firms?

REFLECTION pOINT

STRATEGIC ASpECTS OF FINANCE AND ACCOUNTING

The three aspects of finance and accounting represent strategies of financing and controlling 
operations, of distributing resources and power through budget allocation, and of information 
disclosure. Additionally, financial tools and information are invariably used in making strategic 
decisions in other functional areas, such as the decision to invest in products or equipment, or to 
take on staff. Financial analyses form the basis of most acquisition attempts.

We can therefore see that the finance and accounting function assists management decision 
making on issues that are central to the viability of the firm. These issues include the sources of 
funds, investment decisions, acceptable levels of debt, the minimization of tax liability and the 
extent of the payout to shareholders.

As with all the functional areas discussed in this book, there is a growing recognition that the 
strategies associated with the different activities are linked in a synergistic way. In the manu-
facturing industry, evidence is emerging that cost and quality are not necessarily trade-offs, but 
essential ingredients of the same strategy. Focusing greater attention on improving quality can 
also lower costs. This can become a virtuous circle in that extra funds are released for investment 
in quality improvement.
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Throughout this chapter we have been careful to point out the inexact nature of accounting 
methods. We can summarize the limitations on the use of accounting information in strategy 
formulation:

•	 Because of problems in measuring many aspects of business activities, accounting informa-
tion can be subjective.

•	 Financial statements are summaries, and information is therefore selected and interpreted 
according to the needs of the compiler and user of financial statements.

•	 As a result of this, financial information is often used to achieve political ends, such as the 
justification of an investment decision or a pay offer.

•	 There is an added danger in all this in that many assume the data to be scientific and 
 objective, and use it accordingly.

•	 Because of the bias to what can be measured effectively, management may place undue 
emphasis on short term results and neglect the longer term implications of strategic 
 decisions, or base too many decisions on historic data which is made redundant by 
 changing circumstances.

SUMMARY

•	 The finance and accounting function in business comprises financial management, management 
accounting and financial reporting.

•	 Financial management is concerned with the funding of the business and ensuring such funds can 
be met by the organization. Sources of finance include share capital, loan capital, state finance and 
internally generated funds, usually through the reinvestment of profit. It is this last source that would 
appear to be most significant for firms in the UK and elsewhere.

•	 Management accounting is concerned with assisting management in planning and control. It 
involves the preparation and control of budgets, the analysis and allocation of costs, the appraisal 
of capital investments, the management of cash flows and general contribution to strategic decision 
making.

•	 Financial reporting involves the preparation of financial statements such as the balance sheet, profit 
and loss account and cash flow statements. Financial reporting must conform to a legal and regula
tory framework and take account of the needs of the groups that use this information. Issues include 
whether the accounts represent a true and fair picture and the extent of disclosure.

•	 The finance and accounting function is influenced by the environment in which it operates.  Financial 
reporting is subject to state controls and accounting practices have developed to cope with eco
nomic changes such as inflation and fluctuations in the value of currency. Despite pressures to 
harmonize accounting practices there are considerable differences between countries, reflecting 
cultural influences.

•	 Accounting practices vary also with the size of the organization, with large and small companies 
having their own special problems. As organizations increase in size and develop appropriate 
 structures, decisions have to be made on the allocation of costs and transfer pricing. The latter 
becomes a particularly useful mechanism in the hands of the multinational corporation.

•	 Accounting information forms the basis for most strategic decisions within the organization. Its 
value should be placed alongside a number of limitations, not least of which are the subjective 
nature of accounts, and the role played by accounting information to justify organizational political 
decisions.
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DISCUSSION QUESTIONS

1 What is the value of the professional accountant to business?

2 Why is the internal funding of business so popular in the UK and USA?

3 What would be the most appropriate methods the following organizations could use to raise 
revenue to fund new activities: a very small firm just making a mark in the office supplies 
market; a university; a multinational car manufacturer?

4 What specific contributions can the management accountant make to strategic decision 
making? What are the limitations on the value of this contribution?

5 Identify the different needs of the users of accounting information. To what extent can 
 current methods of financial reporting hope to satisfy them all?

6 What are the specific finance and accounting problems and priorities for small as opposed 
to large companies?

7 What are the advantages and disadvantages to various interested parties associated with 
cost allocation and transfer pricing activities in global firms?

8 Identify the behavioural and political nature of management accounting. What problems 
does this cause and how might they be minimized?

9 What is the relationship between financial reporting and corporate governance?

FURThER READING

A good basic text is:

Atrill, P. and McLaney, E. (2018) Accounting and Finance for Non Specialists, 11th edn, Pearson Educa-
tion: Harlow.

A good source of information on management accounting is:

Drury, C. (2018) Management Accounting for Business, 7th edn, Cengage Learning: Andover.
Drury, C. (2015) Management and Cost Accounting, 9th edn, Cengage Learning: Andover.

An excellent guide to financial reporting and the interpretation of company reports and accounts is:

Holmes, G., Sugden, A. and Gee, P. (2008) Interpreting Company Reports and Accounts, 10th edn, FT 
Prentice Hall: Harlow.

A good practical guide for the use of finance and accounting in business with some excellent 
examples from well-known companies is:

Tennent, J. (2018) Guide to Financial Management: Understand and Improve the Bottom Line, 3rd edn, 
The Economist Books: London.
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4 Ps Product, price, promotion and place; these make up 
the marketing mix.

7 Ps An extension of the 4 Ps to focus on customer 
service. The additional Ps are people process and 
physical evidence, and focus on how customers are 
treated and the service environment.

Absorption costing A traditional method of allocating 
overhead or indirect costs in which, usually, the total 
cost is divided according to the volume of activity in 
each cost centre.

ACAS (Arbitration, Conciliation and Advisory Service)  
This comprises members representing employers, trade 
unions and the academic community and is funded 
by the UK government. Its purpose is to influence the 
conduct of industrial relations and assist employers 
and employees in achieving speedy, mutually satisfying 
agreements and resolutions of conflict. See Third party 
intervention.

Accepted sequence A consumer oriented view of marketing 
in which new products follow consumer demand. Linked 
to Galbraith (1972). See Revised sequence.

Accumulation A key aspect of a capitalist system in 
which profit is built up by more efficient production 
methods or through new products and markets. 
Accumulation is generally linked to expansion. 
See Commodification.

Acquisitions See Mergers and acquisitions.
Activity based costing A system of allocating costs that 

focuses on the activity that drives the cost rather than 
simply apportioning overhead costs on a pro-rata basis.

Advertising A form of promotion that involves four 
major considerations: the design of the message, the 
selection of the media, the cost of both production and 
exposure and the evaluation of its effectiveness.

Agency problem With the separation of ownership 
and control, managers have become the agents of 
the shareholders. The relationship carries with it a 
potential problem in that managers, acting in their 
own best interest, may not act in the best interest of 
the shareholders.

Anglo-Saxon capitalism A belief in the workings of the 
free market, individualism and private property. A 
system in which shareholders play a major role. Found 
in the USA, UK, Australia, New Zealand and Canada.

Appraisal A formal system of employee evaluation to 
assess the contribution of individuals to the organization.

Asian capitalism Free market capitalism but with strong 
state intervention. Based around Asian values of hard 
work, duty, the role of the family and the importance 
of savings. A bureaucratic state but weak social welfare 
provision. Found across Asia, especially in Japan.

Asian tigers A group of countries with rapidly developing 
economies since the 1970s. The initial tigers were 
Hong Kong, Singapore, Taiwan and South Korea. They 
have been joined by a second wave of tigers including 
Malaysia, China and Vietnam. A tiger economy is now 
a name given to any rapidly growing economy.

Assessment centres A selection device involving a 
group of candidates and a range of different selection 
methods, including discussion groups, tests, problem 
solving exercises and interviews. The assessment centre 
attempts to replicate real work behaviour by testing 
group working skills and working under pressure.

AUEW Amalgamated Union of Engineering Workers.

Backshoring See re-shoring.
Backward integration Obtaining control over the source 

of raw materials or the supply of components to the 
firm either by acquisition or establishing close ties 
with suppliers. See Forward integration and Vertical 
integration.

Balance of payments The difference over a given time 
between the income and expenditure of the economy 
in its dealings with other nations, involving exports, 
imports and other transactions.

Balance sheet The summary of a firm’s financial 
position at a fixed point in time. The balance sheet is a 
statement of a firm’s assets and liabilities at the end of 
the last day of the accounting period.

Balanced scorecard A method of judging the performance 
of a firm or an individual against a range of criteria, 
which usually include: financial measures of outputs, the 
value of outputs as seen by the customer, co-workers and 
other stakeholders, individual productivity and associated 
costs and measurements of learning and growth.

Barrier to entry This prevents firms from entering a 
particular market. In most cases, cost and experience are 
the main factors, although in some countries, notably 
China, there are legal and political barriers to entry.

BCG matrix A method of portfolio analysis developed by 
the Boston Consulting Group. Products and/or markets 
are classified as cash cows, stars, question marks or 
dogs. See Portfolio analysis.
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Below the line See Sales promotion.
Benchmarking The comparison of performance in one 

organization or part of an organization against that 
in another with a view to finding ways of improving 
performance.

Best fit The idea that strategies, policies and practices 
should be in harmony with the prevailing economic, 
political, social and cultural context. See Contingency 
approach.

Best practice This is based on the assumption that there 
are universal practices that, if applied, will result in 
improved organization performance. The concept is 
used widely in HRM.

Bolton Report The influential report of the UK 
Committee of Inquiry on Small Firms, published 
in 1971 that noted both the decline and economic 
importance of the small firms sector.

Bounded rationality A concept developed by Cyert and 
March (1963) linked to decision making. Information 
and the choice of strategic direction are taken from a 
limited range of options due to both complexity and 
time.

Brand See Branding.
Brand equity The value of the brand, which may add 

substantially to a firm’s assets and acts as a major 
consideration in the price of acquisitions.

Brand loyalty The desired aim of branding, occurring 
when consumers make repeat purchases of the same 
branded product.

Branding The process through which the product is 
given a name, logo or symbol to distinguish it from the 
range of other products on offer. It is used to create 
awareness and build up customer loyalty to ensure 
repeat purchases.

Bretton Woods A conference held in the USA in 1944 by 
the Second World War Allied Nations, which agreed to 
set international exchange rates to achieve a measure of 
regulation and stability. The agreement also established 
the International Monetary Fund (IMF) and the World 
Bank. See International Monetary Fund and World 
Bank.

Brexit A term that has been adopted widely to signify 
the process of the UK leaving the European Union 
following the vote to leave in a referendum held in June 
2016. The process involved a series of negotiations 
that are unlikely to be completed until 2019. Brexit is 
allegedly derived from Grexit, a term used when it was 
thought that Greece would be leaving the EU in 2012.

BRICS An acronym originally devised by Goldman Sachs 
to identify countries whose economic growth rates were 
predicted to challenge the existing economic order. The 
original BRICs were Brazil, China, India and Russia. 
South Africa has more recently been added to the 
group. The five BRICS have now formed an economic 
and political interest group.

Bubble economy The term given to an economy built on 
speculation as was the case in Japan in the 1980s.

Budgeting The setting of standards for income and 
expenditure and establishing mechanisms through 
which activities can be measured against these 
standards. Budgeting is a means of allocating funds and 
resources, of delegating authority and of motivating 
employees and is, above all, a vital control of activities.

Bureaucracy A system of organization for large, complex 
organizations that operates through hierarchies of 
control and detailed rules for all activities.

Business ethics The concern for moral standards and 
individual choices of right and wrong in the conduct 
of business affairs. It is a function of individual values, 
corporate culture, prevailing social norms and the laws 
of the land. See Corporate social responsibility.

Business process re-engineering (BPR) A radical approach 
to adding value for the customer at each stage of the 
value chain. The aim is for dramatic improvements, 
which inevitably involves a rethinking of the 
organization and its operations.

Business strategy This deals with decisions that are 
linked to specific products and markets that can be 
differentiated from other products and markets in the 
same organization. Such strategies apply to strategic 
business units (SBUs). See Corporate strategy.

Business to business marketing (B2B) Marketing 
activities and exchanges between two or more 
organizations. This has increased with the growth of 
the global factory, but also includes a growth in B2B 
services such as accounting and consulting.

Buyer driven supply chains These are typically 
found in the clothing and footwear industry and 
involve the outsourcing of manufacture to low cost 
producers, usually on a global scale. The lead firm 
and owner of the brand will normally focus on design, 
development, marketing and retail. The products that 
are manufactured elsewhere are branded to represent 
the lead firm.

Call centre A centralized facility for dealing with customers 
by phone or email to handle purchases and/or enquiries. 
In a global economy the call centre may be located to 
take advantage of low cost labour or accommodation 
and calls are re-routed accordingly.

Capacity planning A process to determine the capacity 
required to fulfil market demand. The capacity could 
be measured in terms of space, people, machinery and 
so on.

Career management A process that influences and shapes 
the careers of people in the organization. It usually 
applies to those with potential for advancement to 
more senior positions and is used widely for graduate 
entrants. A formal system maps out career ladders 
based on skill and potential and ties this in with 
planned training and development.

Cash flow The movement of cash into and out of an 
organization. A healthy cash flow is essential for 
survival.
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Cash flow statement A requirement of UK financial 
reporting that details the movement of cash during an 
accounting period and is very useful for planning and 
control purposes.

CBI (Confederation of British Industry) An employers’ 
group that addresses a range of economic and general 
business and labour issues.

Centrally planned (state controlled) economy State 
control of the supply and demand of goods and 
services and targets given to individual enterprises. 
Control of prices, wages and levels of employment. 
See Transitional economy.

Chapter 11 bankruptcy A USA form in which a firm, 
although bankrupt, can retain its assets if it can develop 
a payment plan to satisfy creditors. It is a means of 
offsetting debts against future cash flows.

Classical organization theory This is associated with the 
work of Weber and Fayol and offers a rational (and 
some would say prescriptive) approach to management 
and organizations. See Bureaucracy.

Closed shop A situation where all employees must belong 
to a trade union as a condition of employment. A 
compulsory closed shop is not allowed under current 
UK employment law.

Co-branding Two or more brands are presented together 
to increase the awareness and sales of each of the 
brands.

Collective bargaining A process in which the 
representatives of employers and the representatives 
of employees (usually trade unions) negotiate wages, 
conditions and other related aspects.

Command economy See Centrally planned (state 
controlled) economy.

Commitment. This refers to the strength of an employee’s 
identification with the job and with the organization 
and tends to be one of the key criteria used in appraisal. 
See also Engagement.

Commodification The development of new goods 
and services to broaden the nature of consumption 
and to accumulate profit in a capitalist system. See 
Accumulation.

Common agricultural policy (CAP) An economic policy 
of the EU that exists mainly to protect the interests of 
farmers in member states.

Company limited by guarantee A type of UK company, 
owned by a group of members, whose liability is 
limited to their agreed financial contribution. Such a 
company is often found in the voluntary sector.

Company unions Trade unions operated by the company, 
as is the case with unions in Japan.

Competitor–push The pressure to produce goods and 
services similar to those offered by competitors.

Confucian dynamism A term coined by Hofstede and 
Bond (1988) to define core Asian values, which include 
future orientation, perseverance and an importance 
attached to savings. It is sometimes referred to as long 
term orientation.

Consumerism A social movement to inform and assist 
consumer choice and to act as a pressure group to 
represent the interests of consumers. These interests 
are presented to organizations in an attempt to 
influence product design, price and distribution. 
Significant concerns are unsafe products and dishonest 
producers.

Contingency approach An approach to organization 
theory that sees organization behaviour and practices 
as a function of a number of influencing variables. In 
particular, the contingency approach sees successful 
organizations operating in harmony with their 
environment.

Convergence A process in which countries become more 
like one another. Causal factors include technology 
transfer and the use of similar productive technologies 
and the expansion of global products, global markets 
and multinational firms. See Globalization and Culture 
free.

Coordinated market economies Free market economies 
where there is coordination between competing firms and 
between firms and the state. Businesses tend to be more 
regulated than under liberal market economies. Found in 
Germany and Japan. See Liberal market economies.

Core competences Those activities of an organization 
that give it an advantage over its competitors. Such 
advantages could derive from factors such as an 
effective R&D department, an efficient operating 
system, good internal and external communications, 
the presence of key individuals or reputation and a 
loyal customer base.

Corporate accountability Where firms are accountable 
for their actions to the general public. Firms that 
transgress socially acceptable standards can expect to 
be punished, usually by the imposition of fines. In some 
cases, board members can be held responsible and 
prosecuted as individuals.

Corporate culture Sometimes referred to as organization 
culture, although we see corporate culture as the 
product of management as part of a change and control 
strategy. See Organization culture.

Corporate governance A system of checks and balances 
to ensure that the organization discharges its 
responsibilities to its various stakeholders and to ensure 
that organizations operate in a socially responsible 
way. Key roles are played by accounting information, 
company directors, executive management leadership 
and non-executive directors.

Corporate social responsibility (CSR) The application  
of business ethics. CSR is concerned predominantly 
with the firm and its relationship to its various 
stakeholders, such as shareholders, customers, 
employees, suppliers and the community and its 
relationship to the environment. The assumption is 
that in all these relationships, business decisions are 
influenced by moral and ethical considerations. See 
Business ethics and Stakeholder theory.
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Corporate strategy The overall strategy of a firm 
operating in a number of different businesses. See 
Business strategy.

Cost accounting The analysis and allocation of costs. See 
Direct costs and Indirect costs.

Cost control The collection and analysis of accounting 
information about all aspects of the business and the 
use of comparisons, which are either historical and/or 
based on benchmarking against another organization.

Cost leadership The aim of being the lowest cost producer.
Cost plus pricing A standard mark-up after all costs have 

been taken into consideration.
Creditors Those to whom the firm owes money.
Crowd funding A form of capital best known for using the 

internet to attract a large group of investors, who each 
put in a relatively small amount to raise a much larger 
investment sum. It is used by small firms, the cultural 
industries and as a means of raising funds for social 
or community projects but can also be used for larger 
projects, such as those in the construction industry.

Culture All human activity that is socially rather than 
genetically transmitted. It comprises values, norms and 
beliefs that are displayed in business behaviour and can 
result in different approaches and business practices in 
different parts of the world.

Culture specific Each culture is differentiated by its own 
core values and business ideas. Practices can only be 
successfully transferred between nations with similar 
core values.

Culture free A situation in which culture is less significant 
than other factors, such as technology or organization 
size. In a culture free situation, business ideas and 
practices can be transferred between nations. See 
Convergence.

Current assets Assets that are short term and transitory, 
such as cash and stock.

Cyclical markets Such markets display periods of varying 
demand. Many product markets, e.g. automobiles, in 
mature industrialized economies are cyclical.

Debentures Negotiable instruments that can be bought 
and sold on the stock market. They are issued in return 
for loans secured on the fixed assets of a company.

Debtors Those who owe money to the firm.
De-industrialization The decline of the manufacturing 

sector of the economy.
Delayering The flattening of the organization by 

removing levels of supervision and management. It is 
usually accompanied by restructuring and redundancies 
among the management groups. See Restructuring.

Demand–pull The development of new products and 
processes as a direct result of market demand. See 
Technology–push.

Deregulation The lifting of government restrictions and 
controls usually aimed at increasing levels of competition.

Derivatives Financial instruments that are derived from an 
asset or a product. Their purpose is to allow companies 
to offset financial risk. The two main types of derivative 

are futures and options. A future is a contract that places 
an obligation to buy or sell at a set price on a given 
future date. An option is similar to a future except that 
the contract offers the right but not the obligation.

Design The final stage in the R&D process that translates 
the development into the final product for the 
consumer. See Design mix and Product design.

Design mix Part of the design process incorporating elements 
such as effective operation, safety, easy maintenance, value 
for money and aesthetic considerations. These are all 
focused on satisfying customer needs.

Deskilling The process of reducing the skill content of 
work, usually through the introduction of new forms 
of technology.

Development Takes research a stage further by 
translating the outcome of research into something 
more tangible. At this stage in the design of a new 
product, a prototype or a sample would be produced.

Differentiation A strategy that aims to produce goods 
and services with certain unique features that make 
them attractive to customers.

Digital marketing Any marketing activity that uses digital 
technologies such as the Web, apps and digital data 
making use of smart phones, tablets and computers. 
Through these technologies and methods company 
and product information and promotion can be sent to 
specific target groups or segments.

Direct costs Costs that can be directly ascribed to a 
specific product. See Indirect costs.

Direct marketing Dealing directly with the customer, 
without using intermediaries such as retail outlets, as 
with mail shots, mail order catalogues, telephone sales 
and electronic commerce. See Personal selling.

Distributed leadership See Shared leadership.
Distribution The process through which goods and 

services reach the customer. It involves the use of 
distribution channels and networks.

Diversification Adding new products or markets to the 
existing portfolio. Diversification can be related or 
unrelated to the existing business.

Diversity management More strategic than equal 
opportunities and focused more on individuals. 
Founded on the assumption that the organization will 
be more effective if all people feel more valued. See 
Equal opportunities.

Dividend The payment made to shareholders of a 
proportion of profit after tax. See Ordinary shares and 
Preference shares.

Divisionalization A form of organization structure that 
breaks the organization down according to product 
groups or market territory to form a series of profit 
centres. A form of organization often found in large 
complex multinational companies. See Multidivisional 
company, Profit centre.

Dominant coalition The interest group(s) that have the 
most power and influence in an organization.

Down-sizing Reducing the number of people employed in 
an organization.
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Eclectic paradigm A theory to explain the growth of multi-
national firms (MNEs) developed by Dunning (1993) 
by combining a number of existing theories. The key 
elements are what the MNE owns and controls  (patents, 
technology, brands); the advantages of location (access 
to raw materials, labour); and the advantages derived 
from having internal control over operations.

Economies of scale The achievement of cost reduction 
through the volume of operation. In manufacturing, 
the higher the volume produced of a single product 
then generally the lower the costs of producing that 
item. The concept is sometimes linked to that of 
Experience curve.

Economies of scope A form of horizontal integration 
when the product range is extended to incorporate 
similar items. The economies of scope include shared 
central functions such as finance, marketing and R&D. 
See Horizontal integration.

EETPU The Electrical, Electronic, Telecommunications 
and Plumbing Union.

Electronic business (e-business) Similar to e-commerce 
below, e-business involves a much broader range 
of activities, incorporating all business activities. It 
enables the various elements of global firms to work 
more closely together and can form the basis of much 
business to business activity.

Electronic commerce (e-commerce) This involves the 
connection of suppliers and buyers directly through 
computer based systems. E-commerce generally relates 
to trading activity involving information, goods and 
services. The initial point of contact is electronic 
although, in the case of goods and some services, 
delivery is made using more conventional systems. 
The growth of e-commerce and e-business is directly 
associated with the development of the Internet and 
company-wide intranet systems.

Electronic marketing (e-marketing) Linked to e-business 
and e-commerce through the provision of information, 
promotion and sales of products and services online.

Emerging markets These are markets where it is believed 
that there is considerable potential for growth. Such 
markets can include newly industrialized nations, 
such as Malaysia, less developed nations with large 
populations, such as China and India, and those 
nations changing from a centrally controlled economy, 
as in East Europe.

Emotional intelligence A set of interpersonal skills that 
contribute towards effective leadership. It involves self-
awareness, sensitivity to the kind of behaviour that will 
be effective in a given situation and the social skills to 
influence and meet the needs of others.

Employee branding A means through which an 
organization’s core values are communicated and 
embedded in its staff. See Employer branding.

Employee development The training and development 
of staff alongside a more recent focus on employee 
branding.

Employee relations See Employment relations.

Employee resourcing This involves the planning, 
recruitment and selection of staff and issues relating to 
equality, diversity and work–life balance.

Employer branding This occurs when employers wish 
to brand themselves as attractive organizations to 
influence candidates to join them and also to create 
strong corporate values to assist them in managing 
a more distributed global work force. See Employee 
branding.

Employment relations All matters relating to the 
relationship between employees and management 
including various approaches to communication and 
participation, the relationship between management 
and unions and in general issues relating to the 
employment relationship. There has been a move 
away from dealing with employees as groups or 
as part of a trade union to dealing with them as 
individuals. See Industrial relations.

Engagement This occurs when an individual goes beyond 
the requirements of the job in a way that performance 
is enhanced. It is a state of involvement with the 
organization that goes beyond commitment in that 
the key element is performance enhancement. See also 
Commitment.

Enterprise culture A movement that developed in the 
UK in the 1980s that emphasized individualism, 
entrepreneurship, innovation and self-help through  
self-employment. It was associated with the politics  
of the Thatcher era. See Thatcherism.

Entrepreneurship The activity of entrepreneurs, who are 
responsible for the creation of new products, processes, 
services and markets. They develop new ways of doing 
business and managing people and create new forms of 
organization.

Environmental scanning A process of strategic analysis 
involving the search for opportunities and threats. See 
SWOT analysis.

Equal opportunities A set of operational procedures to 
ensure that the organization complies with the laws 
covering discrimination against specific groups of 
people such as women, ethnic minorities and those  
with disabilities. See Diversity management.

Ethical audit An audit of all the firm’s activities and 
relationships, including products and services, 
processes, terms of employment and conditions 
for employees, and the firm’s relationships with its 
suppliers, local community and environment. The audit 
checks that ethical practices are being pursued and 
establishes action plans where they are not.

Ethical investors Investors who seek out companies 
in which to invest that pursue demonstrably ethical 
strategies and practices.

Ethics A branch of moral philosophy; the study of morals 
and principles governing the rights and wrongs of 
human conduct. See Business ethics.

EU The European Union, made up of 28 nation states 
(including the UK), many operating with a single 
currency: the euro.
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European Exchange Rate Mechanism (ERM) An 
agreement among member states of the EU to keep 
exchange rates within fixed limits as a precursor to 
monetary union.

European Monetary Union (EMU) The creation of a 
single European currency, now a major currency used 
in 18 of the 28 EU member states.

Excellent company A term derived from the work of 
Peters and Waterman (1982). They define ‘excellent 
companies’ in terms of eight characteristics including: 
closeness to the customer; hands on; value driven; 
autonomy and entrepreneurship, and simple form, lean 
staff. Such companies usually have strong, well defined 
corporate cultures. See Corporate culture.

Experience curve An advantage gained over time from 
producing goods or services or operating in particular 
markets. Cost advantages associated with economies 
of scale can often be attributed to the experience curve. 
See Economies of scale.

Explicit knowledge Knowledge available within 
a firm that is usually obtained through rational 
processes of data collection and is often contained in 
documentation. Such knowledge is often available to all 
and, as a consequence, is rarely a source of competitive 
advantage. See Implicit knowledge.

Extrinsic rewards These include basic rates of pay, 
overtime payments and various forms of performance 
related pay such as bonuses. Such rewards also include 
non-pay factors such as company cars, health insurance 
and pension schemes. See Intrinsic rewards.

Factoring A means of raising capital by selling debts 
owed at some 70–80 per cent of their real invoice value. 
While money is lost on the value of the invoice, this can 
be a useful way of improving cash flow.

Family firm A firm owned and managed by family 
members. Although there are examples of large family 
firms, most tend to be very small businesses.

Financial accounting See Financial reporting.
Financial management Part of the finance and accounting 

function that is concerned with the financing of an 
organization’s activities.

Financial reporting The collection and presentation of 
data for use in financial management and management 
accounting. In most countries there are minimum legal 
requirements governing the kind of statement that must 
be produced. Sometimes known as financial accounting.

Financial Reporting Council (FRC) A UK independent 
regulator that oversees the professional accounting 
and actuarial bodies. It produces guiding principles for 
effective financial reporting, auditing and corporate 
governance.

Financial services A sector of the economy that includes 
banking, insurance, pensions and investment activities.

Five Forces model Developed by Porter (1980) to assess 
the bargaining power of suppliers and buyers, the 
threat of entry from competitors, substitute products 
and, ultimately, the competitive rivalry of the firm.

Fixed assets Assets that remain on the books for a 
significant period of time, such as land, buildings and 
machinery.

Flexible firm A response to the demands of globalization, 
competition and cost reduction. Flexibility within 
organizations occurs in a number of different ways 
including the employment of part time and contract 
workers, outsourcing, multiskilling and introducing 
variations in pay and times of attendance.

Flexible manufacturing system (FMS) An integrated 
system comprising the elements of advanced 
manufacturing engineering to solve the problem of 
offering consumer choice and a quick response to 
market changes using a minimum of working capital. 
An FMS enables a range of models to be built using the 
same assembly line and pieces of equipment.

Foreign direct investment (FDI) The full or partial 
ownership and control of a firm located in one country 
by investors in another country. See Multinational 
corporation.

Forward integration This occurs when producers 
diversify to control the onward processes of delivering 
their goods to the consumer, as in the case of a 
manufacturer setting up a transport or retail operation. 
See Backward integration and Vertical integration.

Franchising This allows a firm to produce and market 
a branded product or service for an initial fee and 
(usually) a supply contract, e.g. McDonald’s.

Free market A market in which firms compete on the 
same basis with little or no government interference. 
In reality such a system tends to favour large firms and 
leads to the creation of monopolies or oligopolies. See 
Monopoly and Oligopoly.

Functional strategy A strategy that applies to a functional 
area of business such as operations, marketing and 
HRM. See Business strategy and Corporate strategy.

Futures See Derivatives.

G7 (Group of Seven) An economic alliance of the world’s 
major economic nations: Canada, France, Germany, 
Italy, Japan, the UK and USA.

GAAP (Generally Accepted Accounting Practice) An 
amalgamation of legislation and regulations to form 
sets of practically based accounting rules. There is a UK 
GAAP and a USA GAAP.

Gap analysis A strategic assessment of the difference 
between what managers want to achieve and what they 
can achieve with the resources available.

Gastarbeiter A name given, originally in Germany, to 
foreign migrant workers. The meaning is literally guest 
worker.

GATT The General Agreement on Tariffs and Trade set 
up by the Bretton Woods Agreement to facilitate global 
trade as a means to peace and prosperity. See Bretton 
Woods and WTO.

GDP (gross domestic product) The sum total of the 
net outputs of each sector of the economy, including 
those of foreign firms but excluding earnings from 
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overseas. GDP is often expressed per capita (per head 
of population).

Gig economy A type of employment that is impermanent, 
intermittent and involves few or none of the legal rights 
associated with full time employment. Although there is 
no agreed definition and the terms covers a wide range 
of job types, workers tend to be self-employed and 
have no security of income or access to welfare benefits. 
It has become a growing form of work arrangement 
more especially in the UK, popular in taxi and delivery 
services. See also Zero hours contract.

Global factory The coordination of activities in various 
locations across the world to design, develop, produce, 
brand, market and distribute goods or services. 
Most manufactured goods are now assembled from 
parts made in different areas of the world to achieve 
maximum cost effectiveness.

Global market The sale of a product or service in most 
countries in the world. Coca-Cola and McDonald’s can 
be said to have a global market.

Global value chains The build up of value along a supply 
chain comprising a number of international partners. 
Different revenues are derived from different parts of 
the chain. Most value is usually derived from design, 
development, branding and marketing and the least 
value from manufacture. The former tends to be carried 
out by the lead firm in its own country while the latter 
is outsourced to firms in countries where wages are 
lower. See Buyer driven supply chains, Global factory, 
Producer driven supply chains.

Globalization A process of economic, political and 
cultural convergence in which national borders become 
less significant. The process has been accelerated by 
developments in information and communications 
technology.

Globally organized production The coordination of 
activities in various locations across the world to 
produce goods or services. Most manufactured goods 
are now assembled from parts made in different areas 
of the world to achieve maximum cost effectiveness. See 
Global commodity chains.

GLOBE An acronym for the ‘global leadership and 
organizational behaviour effectiveness programme’. 
The project sets out to study the impact of culture on 
leadership, on organizational processes and on the 
effectiveness of those processes.

GNI (gross national income) GDP plus income received 
from other countries (usually in the form of interest 
payments or dividends) less income paid to other 
countries.

GNP (gross national product) The sum total of the net 
outputs of each sector of the economy together with 
the earnings by its residents from overseas investments. 
Like GDP, GNP is often expressed per capita.

Goals Organization goals give direction to the activities 
of organization members both as broad statements of 
intent and detailed objectives. Goal formulation can be 
a highly political process and a source of conflict.

Golden shares Shares retained by governments after 
privatization issue, usually to prevent a hostile takeover.

Greenfield site This relates to the establishment of a 
business operation in a completely new location. It 
usually implies a new building with modern facilities 
and a new infrastructure.

Hawthorne Studies A series of highly influential studies 
carried out in the 1920s at the Hawthorne plant in 
Chicago of the Western Electric Co. The studies are 
associated with human relations and Elton Mayo, 
although he was not one of the primary researchers. The 
studies focused on communications, group behaviour 
and participation. See Human relations management.

Hierarchy of needs A theory of motivation attributed 
to Abraham Maslow. The theory states that we 
are motivated by unsatisfied needs and that these 
are arranged in a hierarchy. We must first satisfy 
our basic physical needs, but our ultimate goal is 
self-actualization.

High performance work systems (HPWS) An alternative 
to management based on control. HPWS involve 
a number of so-called sophisticated interventions 
including: rigorous recruitment and selection 
procedures; extensive employee development, 
employee involvement and high rates of pay linked 
to performance. The aim is the creation of highly 
committed and effective work teams.

Holding company An organization whose main purpose 
is the ownership and overall control of a group of semi-
autonomous companies.

Horizontal integration This occurs most commonly when 
a firm adds to its portfolio of products by acquisition of 
companies operating in similar markets. See Economies 
of scope.

Hostile takeover An acquisition of one firm by another, 
when the firm that is being acquired does not welcome 
it. See Mergers and acquisitions.

Human relations management A set of theories and 
approaches originating from the early part of the 20th 
century and, in particular, the work of Elton Mayo. 
The theory emphasizes group approaches to work, 
employee involvement, democratic leadership and 
effective communication. The approach developed 
throughout the 20th century and is still influential in 
some forms of management training.

Human resource management (HRM, HR) Management 
decisions and actions that affect the nature of 
the relationship between the organization and its 
employees. A strategic approach to ensuring that 
people in the organization achieve its goals. It involves 
recruitment, selection, training, reward systems, 
performance management, employee relations and 
employee involvement as an integrated strategy. Also 
known as HRM and HR. See Personnel management.

Human resource planning The analysis of a company’s 
manpower needs in light of its current staffing resources 
and the nature of the labour market.
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Implicit knowledge The sum total of knowledge acquired 
by organization members throughout the lifetime of the 
organization and passed on to subsequent generations 
of employees. It is rarely documented and is difficult 
for outsiders to penetrate. It is often a source of 
competitive advantage. See Explicit knowledge.

Indirect costs Costs that relate to general overheads such 
as labour, heating, lighting and so on. See Direct costs.

Individualism–collectivism An accepted measure of 
cultural difference used in studies by Hofstede and 
Trompenaars. Individualistic societies focus on self 
and the immediate family, while collectivistic societies 
are more group oriented and focus on the extended 
family. Industrialization and globalization are usually 
accompanied by a shift towards greater individualism.

Industrial relations The relations between employers and 
employees and their respective representatives with a 
focus on pay, conditions, job security and participation. 
They involve negotiation and bargaining. Also known 
as employee relations. The emphasis has shifted from 
groups to individuals.

Inflation An increase in the general level of prices usually 
accompanied by rises in wages.

Information and communication technology The use of 
developments in computers and telecommunications to 
enhance the quantity, quality and speed of information 
transfer.

Innovation The discovery or creation of something new, 
such as a product, process, strategy or structure and 
turning it into economic reality. An innovation is an 
invention that is economically relevant. See R&D.

Institutional framework A model of diversity that 
recognizes the importance of institutions and regulations 
as causes of differences between countries. The focus is 
on institutions such as the stock market, the legal system 
and the education system.

Interaction–influence model This sees all business 
activities as a complex series of interactions that are 
mutually influential, hence business activities influence 
the national economy, which in turn influences business 
activities. The Business in Context model is an example 
of an interaction–influence model.

Interest group A grouping within an organization of 
people with similar goals. Management, the marketing 
department, a trade union and a work group are 
all examples of interest groups. Interest groups can 
combine to form coalitions.

International Monetary Fund (IMF) Part of the United 
Nations established by the Bretton Woods Agreement 
to control the international financial system. The IMF 
can intervene when changes in a nation’s economy 
threaten to destabilize the economies of other countries. 
See Bretton Woods.

Intrinsic rewards These include job satisfaction, esteem 
and self-fulfilment. There is an assumption that with 
the shift towards knowledge working, intrinsic rewards 
will become more important. See Extrinsic rewards.

Invention See Innovation.
Investment appraisal A process of calculating whether an 

investment is cost effective in the short, medium or long 
term. See NPV.

Japanese management A set of practices and techniques 
associated with businesses in Japan, such as just in time, 
quality circles, single status firms and company unions. 
Such practices have been associated with the success of 
Japanese firms and therefore copied in other countries.

Japanese transplants Japanese manufacturing or service 
organizations operating in an overseas location and 
using predominantly Japanese business methods.

Japanization This involves both the process of Japanese 
foreign direct investment and the adoption or 
adaptation of Japanese business practices by non-
Japanese firms.

Job enrichment The application of the motivation 
theories of Herzberg to create more challenging and 
meaningful work.

Joint ventures Two or more firms working together 
to achieve mutually beneficial objectives. These can 
include sharing resources, establishing a joint R&D 
project or setting up a third company with shared 
ownership. A joint venture is similar to a strategic 
alliance, except that in a joint venture there is an 
element of shared ownership.

Just in time (JIT) A method of manufacture developed 
initially in Japan as part of lean production. Starting 
with customer demand, goods and services are produced 
at each stage of the operation only as required. It is a 
pull–through system that eliminates the need for large 
stocks, but requires close cooperation with suppliers. 
See Kanban.

Kaizen A Japanese system of continuous quality 
improvement.

Kanban An integral part of a just in time system. A 
Kanban is a card or signal which informs how much is 
to be produced by each process and the precise quantity 
each process should withdraw from the previous stage, 
which may be either another process, a materials store 
or even a supplier. See Just in time.

Keiretsu A business group around large firms in Japan 
and typified by a number of cross-holdings.

Keynesian policy An economic policy involving state 
investment in the economy to create employment.

Labour markets These provide labour for organizations 
and vary in terms of size, mobility and prevailing skills.

Laissez-faire A model of capitalism emphasizing the free 
market. See Anglo-Saxon capitalism.

Late development effect The advantage enjoyed by newly 
industrialized countries, whereby they can learn from 
the mistakes of others, benefit from greenfield sites 
and catch up economically. See Newly industrialized 
countries (NICs) and Greenfield site.
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Leadership Influencing the direction of the organization 
through a focus on change and inspiring the group to 
improve performance.

Lean production (or manufacture) A totally integrated 
system of manufacture developed initially by Toyota 
in Japan. The emphasis is on the integration of state 
of the art techniques to eliminate waste, a flexible 
approach and teamwork. Advocates claim dramatic 
improvements in efficiency and effectiveness.

Lean services The application of lean production 
principles to the service industry and found especially 
in retailing and in hospitals.

Leasing A process through which a firm can acquire 
assets that it has not bought, but rented from another 
firm. Many company cars, security systems and 
photocopiers are acquired in this way.

Liberal market economies Free market economies 
that operate systems of competitive capitalism with 
minimum state intervention. Found in the USA and UK. 
See Coordinated market economies.

Liberal pluralism A belief in the free market and the 
recognition that society is made up of different interest 
groups. The state helps to smooth out difficulties 
in the operation of a free market and regulates the 
cooperation and exchange between interest groups.

Liberalization The process of shifting from some form 
of state control of the economy towards a free market. 
The most obvious examples are China and the former 
USSR and its allied states, although there is evidence 
that capitalist systems have become more liberal. See 
Transitional economy.

Licensing A process whereby the owner of a patent on a 
product allows another firm to produce that product 
upon payment of an agreed royalty fee.

Lifetime employment A system under which individuals 
commit their working life to one firm and that firm 
guarantees them a job for life. Although associated 
with Japan, lifetime employment is common in 
other countries, notably Germany. It is threatened 
by economic recession and a shift to more liberal 
economic systems.

Limited company See Public limited company (plc) and 
Private company (Ltd).

Loading A technique in operations management to 
determine the amount of work that can be allocated 
to a particular work centre, be it a department, unit or 
person.

Loan capital finance Raised by borrowing money from a 
third party such as a bank or other financial institution.

Long term versus short term orientation A dimension 
of culture developed by Hofstede. See Confucian 
dynamism.

Long wave economic cycles Cycles of economic growth 
and decline spanning over 40 years. Upswings are 
related to the development of particular industries over 
time and downswings are the result of saturated and 
contested markets.

Management The shaping of activities, strategy and 
organization, coping with the external environment 
and organizing people to ensure the long term survival 
of the firm.

Management accounting The application of accounting 
techniques to provide management with the information 
to assist in the processes of planning and control. It 
involves budgeting, costing, investment appraisal and 
the management of cash flows.

Management by objectives (MBO) A system of 
management whereby individual managers are set 
targets and their performance is judged against target 
achievement.

Managerial grid An approach to leadership developed 
by Blake and Mouton, which enables managers to 
plot their leadership style in terms of their concern for 
people and for completing the task.

Market research The collection and analysis of information 
about present and future products, markets, competitor 
strategies and tactics and consumer preferences.

Market segmentation See Segmentation.
Marketing The design, pricing, promotion and delivery of 

goods and services to meet or exceed customer needs.
Marketing channel A flow of goods and services, which 

may comprise several stages, involving intermediaries 
such as transporters, agents, wholesalers and retailers.

Marketing mix The development of a marketing strategy 
on the basis of product, price, promotion and place 
(distribution). These are sometimes referred to as the 4 Ps.

Markets and hierarchies Markets are sets of relationships 
where firms or individuals do business with each other 
on the basis of some form of contract. Hierarchies are 
sets of relationships within the same organization and 
tend to be based on some form of ownership as in the 
case of multinational enterprises.

Marque A brand name usually applied to cars.
Masculinity–femininity A measure of cultural difference 

used by Hofstede. Masculine societies tend to be 
assertive and have clearly defined gender roles. 
Feminine societies have less well defined gender roles 
and are more concerned for the welfare of people.

Matrix organization A structural device to manage two 
or more elements of the organization, be they size, 
products, markets or customers. In a typical matrix an 
employee is a member of a functional group and of a 
product or market grouping. The system works best 
when two or more elements need to be emphasized but 
it can cause confusion and dissatisfaction.

Mechanistic organization An organization best suited to 
stable conditions and similar to classic bureaucracies. 
High degrees of specialization and operations governed 
by rules. Clear hierarchies of authority and emphasis on 
vertical communication. See Bureaucracy.

Mergers and acquisitions These occur when two or more 
firms come together to form a single firm. A merger 
implies a joining of equals while an acquisition implies 
a dominant partner.
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Merit pay A form of performance related pay that is usually 
based on the manager’s subjective assessment of an 
employee’s contribution to organizational performance.

Method study A set of techniques which focus on 
improving how the job is carried out and include not 
just the methods involved in the tasks themselves, but 
also equipment design.

Mission A statement of core values which define the 
purpose of the organization.

MITI The Ministry of International Trade and Industry, 
an influential branch of the Japanese civil service.

Modes of entry This usually refers to the way in 
which firms enter international markets. There are a 
number of possibilities, each with variations in cost, 
commitment, risk and ease of entry.

MOF The Ministry of Finance in Japan, which controls 
the Bank of Japan and investment strategy.

Monetarism The control of the economy by the control 
of the amount of money within it.

Monetary Union See European Monetary Union.
Monopoly The control or dominance of a market by a 

single producer or provider.
Multidivisional company A structural form developed 

by multinationals in the 1930s to cope with increasing 
growth and complexity. The organization is divided 
into separate profit centres based on product groups 
and/or geographical area. See Divisionalization and 
Profit centre.

Multidomestic company A company that sets up 
operations in one or more overseas countries and both 
produces and sells products for local markets.

Multinational corporation (MNC) One that operates 
and is managed from bases in a number of different 
countries. While small firms can and do operate 
multinationally, most multinationals are large 
corporations with diverse interests coordinated by a 
centrally planned global strategy. The growth of the 
global factory, global supply chain, offshoring and 
outsourcing has meant that the MNC is defined less 
in terms of its ownership of foreign assets and more in 
terms of the value creating activities it controls.

Multinational enterprise (MNE) Same as the 
Multinational corporation {MNC).

National systems of innovation Systems which comprise 
a number of actors and institutions that determine the 
nature of innovation in a particular country and lead to 
variation between nations. Key influences include the 
state, banks, individual firms and universities.

New technology The use of computers and electronic 
circuits to process information for greater control, 
speed, flexibility and quality in work operations.

Newly industrialized countries (NICs) Countries like the 
Asian tigers that have developed industrial economies 
later than the advanced nations of the USA, Europe 
and Japan. They are able to learn from the advanced 
nations. See Late development effect.

NGA The National Graphical Association, a trade union 
representing print workers.

Non-executive directors Directors with no direct 
involvement in the management of the enterprise who 
are able to provide experience from elsewhere and can 
operate as an impartial voice in influencing strategic 
direction. Such non-executive directors are seen as an 
important check and balance and an integral part of 
corporate governance.

No-strike deal An agreement by a group of employees, 
usually as members of a trade union, not to withdraw 
their labour at any time for the duration of an agreed 
contract period.

NPV (net present value) A popular method of investment 
appraisal since it estimates future returns on 
investment, but assesses them on current values.

OECD The Organisation for Economic Cooperation and 
Development, a grouping of 37 nations (2018) with the 
aim of improving economic wellbeing in the countries 
of the world.

Offshoring This involves moving a process to another 
country. In many multinationals, the process is 
performed by a unit within the same firm that is located 
overseas and therefore is not a form of outsourcing. 
However, where a firm not only locates an activity 
in another country but also contracts this activity to 
another firm, it is referred to as offshore outsourcing. 
See Global factory, Global value chain, Multinational 
corporation and Outsourcing.

Oil shocks These refer to two periods in the 1970s (1973 
and 1979) when the oil-producing nations made major 
price increases with a significant impact on the costs of 
most businesses around the world.

Oligopoly The control or dominance of the market by a 
small number of firms. Several global markets, such as 
those for automobiles, oil and pharmaceuticals, can be 
called oligopolies.

Open systems A view of the organization using the 
systems approach in which the inputs and the outputs 
interact with the environment in which the organization 
operates. See Systems approach.

Operations A central role in most organizations, 
transforming materials, finance and information into 
goods and services wanted by customers.

Operations planning A process to ensure that sufficient 
goods or services are produced to meet demand in 
terms of quantity, quality, timing and the degree of 
flexibility.

Operations research (OR) The application of mathematical 
models to solve complex organizational problems.

Options See Derivatives.
Ordinary shares These represent the majority of 

all share capital. Dividend is not guaranteed, but 
holders are normally entitled to a share of the profits 
after deductions for tax and payment to preference 
shareholders. See Preference shares and Dividend.
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Organic organization An organization suited to dynamic 
changing conditions. Emphasis on flexibility and a 
loose definition of roles and responsibilities. Typified by 
delegated authority and free flows of communication 
both horizontal and vertical.

Organization culture Sometimes referred to as corporate 
culture, although we see organization culture as the 
product of a number of variables, including history, 
the economy, technology, product market, strategy, 
management style and the nature of employees. See 
Corporate culture.

Organization structure The grouping of activities and 
people to achieve the goals of the organization.

Organizational development (OD) A change strategy 
popular in the 1970s that used an external or internal 
consultant to achieve planned change through the 
development of individuals and groups.

Outsourcing An increasing trend involving the use 
of another organization to provide essential goods 
and services. Many manufacturers outsource a 
proportion of their operations, usually to lower cost 
operators. Firms often outsource functions such as 
catering, cleaning and even payroll to other firms. See 
Offshoring.

Over-capacity Having more factory or office space, 
machines and people than required to satisfy market 
demand for goods and services. Over-capacity is 
expensive in that resources are wasted.

Over-supply When the supply of goods and services is 
greater than the demand. Over-supply usually results 
in price falls that can be dramatic, as in the case of 
microchips in the 1990s.

Partnership A legal form of ownership found especially 
in the professions. Partners have unlimited personal 
liability, which may be reduced by forming a limited 
liability partnership.

Patent A form of intellectual property granted for an 
innovative product which ensures the inventor a 
monopoly of production over a stated period (usually 
around 20 years). See Licensing.

Payment by results Payment tied to increased output 
subject to quality, wastage and machine utilization.

Performance management The means through which 
individual effort and contribution become part of the 
process of achieving organizational goals. An appraisal 
usually forms an integral part. See Appraisal.

Performance related pay Pay related to the performance 
of an individual or group based on criteria such as the 
number of items produced, clients seen, sales made 
and so on. Pay can also be based on broader criteria 
involving the assessment of an employee’s overall 
contribution. See Merit pay.

Personal selling A specialized form of direct marketing 
favoured by the sellers of industrial goods, recognizing 
the importance of building good personal relations 
between seller and buyer. See Direct marketing.

Personnel management A traditional approach to the 
management of human resources which focuses on 
selection, training, payment and industrial relations. 
It has been largely superseded by a more strategically 
focused HRM. See Human resource management.

PEST Analysis comprising a review of four types of 
environmental influence: political, economic, social 
and technological. It is a simple model used to identify 
influences operating on an organization or industrial 
sector.

PESTLE A variation of PEST that examines in addition 
the legal and ethical environments and is sometimes 
known as PESTEL.

Picketing An act of protest and persuasion during times 
of strike, where (usually) trade union members gather 
at the entrances to workplaces to persuade others to 
join them. The activity is regulated by law in the UK.

Pluralist frame of reference See Unitarist.
Portfolio analysis This is used in firms operating within 

a number of different businesses and markets or in the 
same market with a number of different products. The 
technique enables management to assess the relative 
attractiveness of their businesses and products in their 
current markets and assist decisions on the direction of 
future investment. See BCG Matrix.

Positioning Placing the product in the market so that 
it meets customers’ expectations and perceptions 
in comparison with other products in terms of 
price, quality, image and so on. See Targeting and 
Segmentation.

Power distance An accepted measure of cultural 
difference used by Hofstede. High power distance 
societies accept that status differences exist and build 
upon them. Low power distance societies introduce 
measures to reduce such differences.

Preference shares Shares which attract a fixed rate of 
dividend irrespective of the financial performance  
of the company.

Private company Different from a public limited 
company in that shares are not openly available and the 
company does not have a stock market listing. Shares 
are usually owned by the founders, family members 
or management. Denoted by Ltd after the company 
name. The equivalent type of company in Germany is 
a Gesellschaft mit beshrinkter Haftung (GmbH). See 
Public limited company.

Privatization The selling of state owned businesses.
Process innovation The development of a new way of 

making products or delivering them to the customer.
Procurement The activities engaged in the acquisition of 

the various resource inputs to the primary activities of 
the organization.

Producer driven supply chains The coordination of 
production across several organizations, usually 
in different countries. In most cases, a lead firm 
develops and controls key technologies and outsources 
manufacture to firms in lower cost labour markets. 
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See Global factory, Global value chain, Multinational 
corporation and Outsourcing.

Product design This involves consideration of styling 
and function, the range of products and the degree of 
standardization. See Design and Design mix.

Product differentiation A means of gaining a competitive 
advantage through the development of a product that 
differs from those of competitors.

Product innovation The development of an original 
product such as a new model of car or a new form of 
insurance policy.

Product life cycle This assumes that all products have a 
limited lifespan during which they pass through a series 
of stages, usually identified as introduction, growth, 
maturity and decline, all of which have implications for 
sales and profitability.

Product line Variations of the same basic product, 
differentiated by quality, cost or extra features.

Product management The organization of the firm 
around its products; each brand or group of brands has 
its own manager.

Product mix The total number of products offered  
by the firm, sometimes referred to as the product 
portfolio.

Profit and loss account This provides detail of a firm’s 
income and expenditure over a stated period of time, 
known as the accounting period.

Profit centre A subset of an organization that operates 
as an independent business with profit targets. These 
are common in multidivisional companies. See 
Divisionalization and Multidivisional Company.

Pseudo-innovation No real change in the product or 
process has occurred, but claims are made to revitalize 
a stagnant market. Pseudo-innovations are often the 
product of marketing campaigns to change the fortunes 
of a flagging product.

Psychic distance The perceived difference between two 
countries in terms of such factors as language, culture, 
institutions and business practices. Some believe it 
explains patterns of multinational expansion in that 
firms and their managers will move first to countries 
where they feel most comfortable, i.e. where there is 
perceived low psychic distance.

Public limited company (plc) A UK company that is a 
legal entity separate from the owners in which liability 
is restricted. Unlike a private (limited) company, shares 
are traded publically and the company can be listed 
on the stock market. An Aktiengesellschaft (AG) is the 
German equivalent of the UK plc.

Public sector A broad area that includes central and 
local government, hospitals, universities, schools and 
nationalized industries.

Purchasing power parity (PPP) A measure of the 
purchasing power in different countries, a good method 
of judging the relative cost of living in those different 
countries.

Quality control A process that ensures that the quality of 
the finished product or service matches the standards 
set in the design stage and also meets with the approval 
of the customer.

Quantity control A process that ensures that the 
throughput of goods and services goes according to 
the planned schedule. This is sometimes known as 
production control or progress chasing.

R&D See Research and development.
R&D intensity Expenditure on research and development 

as a proportion of sales revenue.
Ratio analysis A set of methods for assessing the financial 

health of a company. They include profitability ratios, 
activity ratios, liquidity ratios and gearing ratios as well 
as ratios measuring the performance of shares.

Rational knowledge Knowledge that is derived from 
scientific and objective methods.

Recession A period of time when the economy stops 
growing and goes into reverse. A prolonged recession 
turns into a depression.

Relationship marketing The creation of a strong bond 
between the organization and its customers as well 
as its suppliers, distributors and retailers to create 
customer loyalty and encourage repeat purchases.

Research and development (R&D) The organization 
function that is the focus for innovation within a firm. 
R&D refers both to the activity and to the name of a 
department.

Re-shoring The process of relocating offshore operations 
back in the home country.

Resource based view (RBV) An approach to strategy in 
which a unique strategic position creating competitive 
advantage can be achieved through the way in 
which managers use and combine physical, human, 
organizational and financial resources.

Restructuring This refers to a number of measures 
generally associated with cost cutting. Such measures 
include plant or office closure and reducing the number 
of employees.

Reverse engineering A process whereby products, usually 
those of competitor firms, are systematically taken 
apart to see how they were made.

Revised sequence A system of innovation and marketing 
in which product development is led by technology 
and associated costs rather than consumer preferences. 
Linked to Galbraith (1972). See Accepted sequence.

Sales promotion This incorporates a variety of 
techniques, including free samples, money back 
coupons, special offers on loyalty points, contests and 
so on. Sales promotion is sometimes referred to as 
below the line advertising.

Scenario planning A flexible approach to strategy 
formulation which looks at a number of possible changes 
in the environment and asks the question ‘What if . . .?’
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Scheduling The balancing of the costs of production 
against demand for goods and services; ensures that 
demand is met in the most efficient way possible.

Scientific management A highly influential approach 
to management associated with the work of F.W. 
Taylor at the beginning of the 20th century. Scientific 
management is sometimes called Taylorism. The key 
elements are the separation of planning and doing, the 
scientific analysis and design of work, the application 
of work study and work measurement and the scientific 
selection of staff.

Search engine marketing A process to increase the 
visibility of an organization, its products and services 
on search engines such as Google.

Segmentation The process by which the total market is 
broken down to create distinctive consumer groups. 
The criteria used to form such groups varies and may 
include geographical location, social class, occupation, 
gender, lifestyle and so on. Products can be developed 
which focus upon the needs of a particular group. See 
Targeting and Positioning.

Share capital Funding raised through the issue of shares 
offering shareholders part ownership in the firm and 
an income payment (often annually) in the form of 
dividend.

Shared leadership Leadership that is distributed across a 
group rather than being focused on a single individual. 
It is often found in complex organizations operating in 
rapidly changing product markets. In such situations 
leadership moves around as the knowledge and skill 
base of the organization changes. It is sometimes called 
Distributed leadership.

Skimming A pricing strategy involving setting a high 
initial price. It is used with products that appeal to 
a market segment in which price is not an important 
consideration.

SME (Small and medium size enterprise) The EU classifies 
SMEs as any enterprise employing fewer than 250 
people. SMEs play a key role in the development of 
the business enterprise and in their contribution to the 
economy.

Social ethics The belief that ethical standards will vary 
between societies, reflecting their different histories and 
influences.

Social market capitalism Free market operation carefully 
regulated by the state. A mix of public and private 
ownership with emphasis on social welfare and 
employee involvement with legal regulation. Found 
in Germany, Scandinavia and in most countries in 
continental Europe.

Social media marketing The use of social media websites 
such as Facebook, Twitter and YouTube to promote 
products and services. Initially used as a forum for 
consumers, such websites are now used by firms 
for market research, to provide information and to 
promote products and services.

Societal marketing The satisfaction of consumer needs 
through the provision of goods and services that are 
socially acceptable, non-harmful and non-polluting.

Society of Graphical and Allied Trades (SOGAT) A  
trade union representing workers in the print  
industry.

SOE State owned enterprise.
Sole trader An individual running a company with 

unlimited personal liability. A common form of 
business ownership and typical of many small firms.

Stakeholder theory The recognition that the organization 
is responsible to various groups in society. These may 
include shareholders, employers, suppliers, banks, 
government, the local community. See Corporate social 
responsibility.

State The state comprises a number of institutions 
including government, parliament, judiciary, the civil 
service, police and armed forces.

Strategic alliance See Joint ventures.
Strategic fit A consideration in the choice of strategy 

or in the choice of a partner. Does the strategy fit 
with the prevailing organizational and environmental 
context of the firm? Do prospective partners in a 
strategic alliance or joint venture offer complementary 
rather than conflicting or duplicating products 
and markets? See Contingency approach and Joint 
ventures.

Strategy A set of objectives and methods of achieving 
them, usually formulated by senior management 
through a combination of analysis and negotiation.

Strategy clock A set of generic strategies to identify a 
number of strategic options based on the relationship 
between the perceived value of a product to the 
customer and the price.

Sub-contracting A system in which the whole or part of 
the job is done by another firm.

Supply chain This is comprised of suppliers, producers 
and distributors. In modern business there has been 
increased emphasis on the management of the supply 
chain as a route to more cost effective business and 
improved customer service.

Supply chain management An integrated set of activities 
including purchasing and supply, material handling, 
stock control and distribution.

Supranational organization Political or trade 
organizations that comprise nation states as their 
members and therefore cross national boundaries. 
Examples include the European Union (EU), North 
American Free Trade Association (NAFTA) and the 
World Trade Association (WTO).

Sustainability The extent to which an organization’s 
strategy is difficult to copy and is therefore the source 
of competitive advantage over time.

SWOT analysis An acronym for strengths, weaknesses, 
opportunities and threats. A simple method of strategic 
analysis.

Copyright 2019 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



GLOSSARY612

Synergy The collective influence of the various activities 
of the company producing an overall effect that is 
greater than the sum of the parts.

Systems approach A view of the organization as a set 
of interrelated parts. Also, a view of organizational 
activities as a series of inputs, processes and outputs. 
See Open systems.

Tacit knowledge See Implicit knowledge.
Tactical ethics The assumption that people pursue 

ethical standards only because it suits them to do so in 
particular situations.

Talent management A set of processes to attract, develop 
and retain employees who possess the knowledge, 
skills, commitment and potential consistent with the 
strategic directions of the organization. Talent at the 
highest level is considered in short supply globally, 
leading McKinsey Consultants to coin the phrase ‘the 
war for talent’.

Targeting Involves identifying those market segments the 
organization wishes to pursue and developing products 
and a marketing mix which meet the needs of each 
segment. See Positioning and Segmentation.

Target profit pricing Establishing the price in accordance 
with projected demand using some form of break even 
analysis. Price is a function of both the minimum sales 
required to cover production costs and the required 
profit margins based on estimated sales figures.

Taylorism See Scientific management.
Technology A broad concept referring to the application 

of available knowledge and skills to create and use 
materials, processes and products.

Technology control The maintenance of plant or 
equipment.

Technology transfer The process of obtaining technology 
from another firm or country.

Technology–push The use of technologies to develop 
innovative products and processes. Many innovations, 
for example the CD player, are developed as a result 
of both demand–pull and technology–push. See 
Demand–pull.

Telemarketing The offering and selling of products and 
services over the phone or via the Internet.

Telesales See Telemarketing.
Thatcherism A political and economic philosophy that 

emerged under UK Prime Minister Margaret Thatcher 
(1979–91). It espoused the free market, privatization, 
individualism, self-help and entrepreneurialism. A series 
of laws were passed to curb the power of trade unions.

Third party intervention A phrase usually applied to the 
intervention of the government in disputes between 
management and labour.

Total quality management (TQM) A strategic approach 
to quality that permeates the entire organization. 
It goes beyond control and assurance in that it 
incorporates a number of different techniques and 

approaches. TQM is linked to culture change in the 
organization that focuses on the needs of the customer 
by building quality into every aspect of the operation.

Trade barriers These are mechanisms erected by national 
governments to prevent or restrict imports or to place a 
high tax on imports to protect home producers.

Trade union An association that represents members 
to goals of job protection, improvements in pay and 
conditions and achieving greater involvement in 
decision making.

Trade union density A measure of trade union 
membership that identifies members as a percentage of 
the total employed.

Trademark A name or symbol used to differentiate the 
goods and services of a particular producer.

Transactional leadership An approach to managing 
people based on a theory of exchange. Employees must 
complete tasks in return for which they are rewarded 
for successful completion.

Transcendental ethics The belief that there are absolute 
concepts of right and wrong.

Transfer pricing The price at which goods and services 
produced in one section of the organization are sold 
internally for use by another.

Transformational leadership A form of leadership in 
which leaders raise the performance of employees as 
both individuals and groups to a higher level. Leaders 
are usually charismatic with a vision that inspires 
followers.

Transitional economy An economy that is moving from 
central control by the state towards a free market 
model.

Transnational corporation A firm which integrates global 
resources to achieve economies of scale while still 
having the capability of responding to local markets. 
Flexibility, responsiveness and innovation replace 
control and cost as primary strategic objectives. Such 
firms generally have weakened ties with their country 
of origin.

TUC The Trades Union Congress, a UK organization 
representing all affiliated trade unions.

Uncertainty avoidance An accepted measure of cultural 
difference used by Hofstede. Uncertainty avoidance 
measures the extent to which individuals feel threatened 
by and avoid ambiguous situations.

UNISON A large trade union representing public sector 
workers in the UK.

Unitarist The unitarist perspective emphasizes shared 
goals among all members of the organization and 
managers find it difficult to acknowledge that trade 
unions have a legitimate role in their organization. A 
pluralist frame of reference acknowledges that different 
groups within the organization may have different 
goals. Within such a perspective, trade unions are seen 
as legitimate representatives of the wishes of employees.
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Universalism versus particularism A measure of cultural 
difference. A universalistic culture favours rules 
over relationships. A particularistic culture favours 
relationships over rules.

Unlisted securities market Part of the UK stock 
exchange through which small firms can raise 
investment capital.

Value added The difference between the value of sales 
and the cost of the inputs to achieve those sales.

Value chain This offers a view of the organization as a 
cumulative build up of added value for the customer 
through the interaction between key operations 
activities. The end result is greater than the sum of 
its parts and, for profit-seeking organizations, means 
increased margins.

Value engineering The rigorous analysis of the product 
to investigate where cost savings can be made in the 
design or manufacture or perhaps where the element 
can be substituted by one of lower cost.

Vertical integration An integrated system of backward 
and forward integration. See Backward integration and 
Forward integration.

WERS Work employment relations survey. This is a 
major survey sponsored by the UK government and 
carried out every few years using a large sample of 
diverse workplaces.

Whistleblowing A process whereby employees report any 
practice or incident where members of the company 
have been behaving unethically.

Work intensification This occurs when organizations 
expect their employees to perform the same amount of 
work with fewer staff in a situation of down-sizing or 
as an alternative to recruitment.

Work measurement The formulation of standard 
times needed for an average worker to complete the 

various tasks involved in a single job and thus a vital 
component in planning.

Work study An analysis of work. See Method study and 
Work measurement.

Work–life balance Concern that employees have a 
balance between work and home life. It involves issues 
relating to the number of hours worked and providing 
arrangements for employees with responsibility 
for caring for children, the elderly or people with 
disabilities.

Works council A forum for employee representation in 
organizations that often exist independently from trade 
unions. A works council represents all employees and 
can be involved in strategic discussions.

World Bank An organization set up by the 1944 Bretton 
Woods conference to initiate and fund development 
projects around the world. See Bretton Woods.

World values survey A series of major surveys carried out 
every five years or so to identify changing values and 
how they affect political, economic and social life. An 
important element is the nature of cultural change and 
its impact on beliefs and behaviours.

WTO (World Trade Organization) An organization set 
up by the General Agreement on Tariffs and Trade 
(GATT) in the 1980s to promote free trade, establish 
rules for international trade and persuade member 
countries to remove trade barriers.

Zero hours contract A form of work arrangement in 
which the employee agrees to be available for work 
as and when required by the employer. The employer 
has no obligation to provide minimum hours of work 
and the employee relationship is entirely flexible. 
Technically the employee has no obligation to accept 
the work offered, but in practice the arrangement is 
usually carried out to the sole benefit of the employer. 
See also Gig economy.
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4Cs 464, 465
4Ps 453, 464, 467–76, 477
7Ps 453, 464, 476–7
360 degree appraisal 532
Abercrombie & Fitch 465–7
absorption costing 564
ACAS 538
accounting 411

accruals 557
consistency 557
corporate governance 574–5
going concern 556–7
principles/concepts 556–7
prudence 557
requirements 578
see also finance and accounting

acquisitions see mergers & acquisitions
activity ratios 572

debtors collection period 572
sales to capital employed 572

activity-based costing 564
administrative management 254
advertising 472

agencies 493
campaigns 472–3
cultural differences 490–1
differentiate 472
display 485
global 490
inform 472
persuade 472
remind 472

agency problem 219, 220–1
airline industry 23, 34, 130, 303–6, 312, 313, 393, 394, 

436–7, 548–52
Alexa 474
Alphabet Inc. 207
Anglo-Saxon model 83–4, 173–4, 178, 540
Anheuser-Busch InBev 322–4
Apple iPhone 24–5
ASEAN see Association of South East Asian Nations
Asian model (or Japanese model) 83, 176, 540–1
Asian tiger economies 64
assets 568
Association of South East Asian Nations (ASEAN) 18
AstraZeneca 320, 383
automobile industry 15, 32, 34, 35, 36–41, 81, 160, 291, 

310, 316, 319, 376, 395, 420, 431, 499

BAA see British Airports Authority
back-shoring 43
backward integration 314–15
BAE systems 319–20
balance sheet see statement of financial position
balanced scorecard 532, 572
bank borrowing 559
banks 84, 181–2, 219, 220, 329, 339, 349, 381,  

392, 576
barriers to entry 292–3
barriers to exit 293
BCG matrix see Boston Consulting Group
behaviour 267–9, 396
behavioural strategic approach 286
Beijing Jeeps 36–40, 577
benchmarking 425–6
best fit 544
best practice 544–5
Bhopal 329, 339
Blake, R.R. 268–9
born global 30
Boston Consulting Group (BCG) matrix 308–11
branding 459

co-branding 461–2
country of origin 461
critics of 464
generic/own brand 460
global 463–4
organization 460
person 460–1
personality 461
product 460
reasons for 462–3
strategy 495
types 460–1

break-even analysis 565
Brexit 103–4

cost 104
labour mobility/immigration 104
trade 104

BRIC report (2003) 67–9
BRICS (Brazil, Russia, India, China) 64, 65, 71

Goldman Sachs report (2003) 67–9
growth/development 70–1
predictions in perspective 69–70

British Airports Authority (BAA) 558
British Airways 23, 34, 130, 312, 437, 548–52
broadcasting 124

Subject Index
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budgets 562–3, 579
bureaucracy 254
business

activities 3–4
context 2–3, 4–6
definition 3
financing 576–7
impact of economy 86–8
model 2
practice 363
standards 332
strategy 283, 312–13
systems model 173

business ethics
alternative debate 344–5
bribery 331
codes of practice 349
company reports 349–50
complexities 331–2
criticisms 341–2
cultural variations 347
customer/employee treatment 331
definition 331
employee induction/training 350
ethics departments 349
as good management practice 345
high cost 347
historical development 338–9
implicit mechanisms 350
investment measures 352
league tables 352
mechanisms 348–50, 352
moral argument 339–42
non-executive directors 350
ownership changes 347
possibility of 346
as profitable 340–2
as sham 347
stakeholder differences 348
strategic argument 343–4
strategic choice 352
structural barriers 346
values 331
weak evidence for 345–6
whistleblowing 350
widespread concern 346
see also ethics

business model innovation 364
business-to-business (B2B) marketing 451
business-to-consumer (B2C) marketing 451
buyer behaviour 477–9

early adopters 478
early majority 478
innovators 478
laggards 478
late majority 478

buyers’ bargaining power 294–5

CAD see computer aided design
CAP see common agricultural policy
capacity planning 417–18
capital 568
capitalism

convergence 178
models 83, 173–6
varieties 176–8

captive chain 25
career development 526
Carillion 350–2
case studies

Abercrombie & Fitch 465–7
Alexa 474
Anheuser-Busch InBev 322–4
Beijing Jeeps 36–40
British Airways 548–52
business/management in Singapore 105–9
Carillion collapse 350–2
Chartered Management Institute 264–5
China and WTO 109–12
Chinese joint venture 36–40
Disneyland Paris 501–5
Dow Corning 209–11
eBay 121–3
executive pay in UK 275–9
GlaxoSmithKline (GSK) 397–400
Hewlett-Packard 241–4
Moonpig 487–8
multinationals and corporation tax 49–54
Network Rail 227–9
New International 134–9
News Internation and Wapping 134–9
Orlake Records 441–5
Southwest Airlines 303–6
Walmart in Germany 183–6
Zara 411–15
ZSL London Zoo 196–8

cash flow management 566–7
cash flow statements 570
Chandler, Alfred 200–2
changed structures 120
charismatic leadership 273–4
charismatic power 251
Chartered Institute of Personnel and Development 

(CIPD) 510, 514
Chartered Management Institute 264–5
China

ageing population 78–9
banking system 78
change/growth 71–7
cheap labour 18
collective enterprises 72
comparisons with US 79–82
corruption 78
domestic consumption 77
dominance of foreign firms 77
economy 64, 68, 85
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exports 74
exports/acquisitions 74–5
foreign owned enterprises 72
GDP 73
global products 19
Going Global initiative 74–5
government action 79
government strategies 76
human capital development 76–7
inequalities 77–8
inflation 78
issues/problems 77–9
joint ventures 28, 34, 36, 36–40
liberalization/privatization 82
pollution 78
private enterprises 72
privatization 76
productivity 78
purchasing power parity 78
state bureaucracy 79
state owned enterprises 72
township/village enterprises 72
trade/FDI 75
universities 76
WTO membership 76, 95, 109–12

CIPD see Chartered Institute of Personnel and 
Development

CMEs see coordinated market economies
co-branding 461–2
codes of practice 349
COEs see collective enterprises
collective bargaining 528, 533, 540
collective enterprises (COEs) 72
collectivism 180
commitment 41
commodification 16
common agricultural policy (CAP) 100
common market 94
the community 336
company reports 349–50
compatibility 40–1
competition 18, 62–3

finance and accounting 580
global 34
nature of market 386
product price 471

competitive advantage 119
competitive environment 292

bargaining power of buyers 294–5
bargaining power of suppliers 295
five forces model 292–6
potential entrants 292–4
rivalry 295–6
substitution 294

competitive parity method 498
competitive strategy 312–13
competitors 336
computer aided design (CAD) 387

computing 124, 291
Confucian dynamism 181
consumerism 482–4
consumers

behaviour 470
benefits of small businesses 234–5
ethical 342

contextualist approach 536–7
contingency approach 7, 269–71
control 41, 120, 200, 219–22, 423, 424–5
convergence 157–9, 179–80

implications for managers 159
limits 160

coordinated market economies (CMEs) 176–8, 382
core competence 35, 302–3
corporate culture 5, 162

definition 236
ethical/exploitative 241
limitations 240
as management tool 240–1
performance and 238–9
strong 237–8
usefulness of concept 239

corporate governance 574–5
corporate social responsibility (CSR) 328–9

areas of activity 332–4
business argument 340
critical perspective 344–8
criticisms 341–2
definition 332
ethical business is profitable 340–2
mechanisms 348–50, 352
misuse of resources argument 345
moral argument 339–42
possibility of 346
pyramid of 333–4
stakeholders 334–7
strategic argument 343–4

corporate strategy 283, 313–21
corporate tax 49–54
Corruption Index 331
cost accounting 563

apportioning costs 564
break-even analysis 565
direct costs 564
fixed costs 563
indirect costs 564
semi-variable costs 564
variable costs 563–4

cost leadership 312
cost/s 18–19

advantage 436
allocation 579
control 423
ethics/corporate social responsibility 341
product 470
reduction 35

creative strategic approach 286
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creditors 573
cross-border activities 200
cross-boundary activities 200
crowdfunding 560
CSR see corporate social responsibility
cultural differences

advertising 490
colour, metaphors, symbols 480–1
communication 491
language 480
marketing 480

cultural diversity 171
cultural influence 362, 433–4
culture

analytical device 162
broad differences 162
corporate 162
definitions 157, 235–6
difficulties as a variable 171–2
dimensions 164–6
environmental opportunity/constraints 297
gender differences 162
generalized studies 171
generational differences 163
globalization 45
high context 163, 164
human resource management 539–40
influence on structure 203
institutional frameworks 172–9
isolated examples 171
low context 163, 164
official vs unofficial 239
organizational 163
perceptions 172
performance and 238–9
perspective 172
regional differences 162
selective links 171
social class 163
socialization 162
stereotypes 172

current assets 568
customer/s 335

financial reporting 573
focus 493
satisfaction/loyalty 478, 479

customs unions 94

debentures 559
decision-making 363, 567
Deepwater Horizon 329, 339
delayering 212–13
Dell 21–2
demand management 91
deterritorialization 14
differentiation 312, 313, 545
digital marketing 485–6, 488

direct costs 564
direct marketing 479–80
Disneyland Paris 501–5
distributed leadership 274
distribution strategy 499
divergence 157
diversification strategy 313, 314–16
diversity 158, 160–1

cultural 171
management 522

dividend yield 572
divisional company 206
Doha talks (2001) 96
Dow Corning 209–11
downsizing 212–13
dynamic capabilities 302

earnings per share 572
Eclectic Paradigm 30
economic

actors 173
environment 60
organization 381
price factors 470–1
responsibility 333
structure 139–40
union 94

Economic Development Board (EDB) 451
economy 5

business 62–88
environmental opportunity/constraints 297
finance and accounting 575–6
global power 64–82
human resource management 538
impacts 86–8
liberalization/privatization 82–4
marketing and 480–1
measuring/comparing 63–4
operations management 432–3
role in innovation 373–6
state-controlled/transitional 84–6

EDB see Economic Development Board
education 378, 477
EEC see European Economic Community
electronic commerce (e-commerce) 125–8, 359, 476
electronic point of sale systems (EPOS) 121
email marketing 485
emergent strategic approach 286
employee involvement 534

direct 534
representative 534
task based 534–5

employees 335
branding 527
development 523–7
equal opportunities/diversity 521–3
ethical 342
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financial reporting 573
induction/training 350
recruitment 517–19, 520–1
resourcing 516–23
selection 517–18, 519–21
training 524–5
work-life balance 523

employer oriented job 146
employment

in agriculture 140
changes in economic structure 139–40
communication, consultation, participation 534
core/peripheral 214
discipline/grievance procedures 533–4
flexibility 143–4
gains in service sector 141
human resource management 533–4
in industry 140
legislation 538
part-time 143, 144
partnership approach 533
redundancy 234
in services 140
shift out of manufacturing 141
shift out of primary sector 141
temporary 144
trends 139–44
unemployment 142–3, 234
working conditions 329

employment relations 533–6
entrepreneurship 234, 359, 361, 369

competences 372
craftsman 371
definition 370
economic factors 372
growth 370
innovative 370
lifestyle 370
model 370–3
opportunist 371
organization builder 372
personalities 372
political factors 372
social factors 372
types 371–2

environment 5, 7, 57–9
changes in 203
competitive 62–3
corporate social responsibility 336–7
culture/institutions 297
dynamic 291
economy 297
finance and accounting 575–8
general 290–2
human resource management 535–41
immediate competitive environment 290, 292–6
innovation and 373–85

interaction of factors 58
international 58
labour 297
local 58, 62–3
marketing 480–7, 489–91
models assessing 60–1
national 58
operations management 432–4
state 297
strategic 290–8
technology 297
threats/opportunities 296–8

EPOS see electronic point of sale systems
equal opportunities 521–2
ERM see European Exchange Rate Mechanism
ethical

audit 348
consumers 342
employees 342
environment 61
investment measures 352
investors 342
leadership 273–4
relativism 330
responsibility 333
supply chain 341–2

ethics 241, 329
departments 349
social 330
tactical 330
transcendental 330
utilitarianism 330
see also business ethics

EU see European Union
European Economic Community (EEC) 26
agricultural policy 100
Brexit 103–4
competition policy 100
development 97
energy policy 100
Eurozone crisis 102
issues 99–103
monetary union 101
objectives/instruments 98–9
social/labour policy 102–3

European Exchange Rate Mechanism (ERM) 101
European Union (EU) 18, 94, 96–8, 148
European Works Council Directive 534
excellent company 237–8
expertise power 251
external factors 17–18
external relations 363

factoring 560
failure 313
family-owned firms 221
Fayol, Henri 254, 255
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FDI see foreign direct investment
Fiedler, F.E. 270
FIEs see foreign owned enterprises
finance 13, 329, 411
finance and accounting 411, 555–6

culture/national systems 576–8
economy 575–6
environmental aspects 575–8
financial management 557–61
financial reporting 567–75, 577–8
management accounting 561–7
organizational aspects 578–81
ownership/financing a business 576–7
strategic aspects 581–2
see also accounting

financial
capital 301
institutions 335
reporting/accounting 555

financial management 555, 557
internal funding 560–1
loan capital 559–60
share capital 558–9
state funding 561

financial position see statement of financial position
financial reporting 567–8

accounting/corporate governance 574–5
balance sheet/statement of financial position 568–70
cash flow statements 570
disclosure 574
national variations 577–8
profit and loos account/income statement 570, 571
ratio analysis 571–3
users of published accounts 573–4

Financial Reporting Council (FRC) 575
firm

infrastructure 308
innovation and 385–7
large 385–6
sector 386–7
size 229–35, 385–7
small 386

first mover advantages 392–4
first-to-the-market 391–2
Five Forces model (Porter’s) 292

assessment 296
bargaining power of buyers 294–5
bargaining power of suppliers 295
competitive rivalry 295–6
potential entrants 292–3
substitution threat 294

fixed assets 568
fixed costs 563
flat world 47
flexible firm 213–15

cognitive 214
financial 214

functional 213
geographical 214
numerical 213
organizational 214
temporal 214

flexible manufacturing systems (FMS) 433
flexible strategic approach 285
FMS see flexible manufacturing systems
focus 312
focused differentiation 313
Follett, Mary Parker 256
follower advantages 393
follower strategies 393
forecasting 417–18
foreign direct investment (FDI) 18, 19, 27, 75, 95
foreign owned enterprises (FIEs) 72
forward integration 315
franchising 41
FRC see Financial Reporting Council
free market 71, 82, 83, 85, 89
free trade areas 94
functional structures 205

Gantt, Henry 253
gap analysis 298
GATT see General Agreement on Tariffs and Trade
GDP see gross domestic product
gearing ratios 572
General Agreement on Tariffs and Trade (GATT) 95
General Electric (GE) Ecomagination products  

344, 358
geographical polarization 133–4
Germany

automotive industry 15
financial accounting 574
human resource management 540
innovation 382
ownership/financing a business 576–7
Walmart in 183–6

gig economy 143, 145–7
customer perspective 146
government perspective 146
worker perspective 146

Gilbreth, Frank 253
GlaxoSmithKline (GSK) 343, 397–400
global

branding/advertising 20
brands 463–4
competition 34
economy 27
factory 20, 22–4
marketing 453
markets 19–25
mentality 30
outsourcing 23–4
power shifts 64–82
products 19–20

Copyright 2019 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



Subject Index 621

sales 18
sourcing 18
transfer pricing 580
value chains 24–5

global HRM 535
changes 535–6
contextualist approach 536–7
effects 536
globalist approach 537
impact 537
universalist approach 536

globalization 5, 12–13
anti-globalization perspective 46–7
causes/drivers 17–19
changes resulting from 535–6
cultural aspects 45
definitions 13–15
disintegration factors 16
electronic communication 15
elements 14
environmental context 12–13
globalist perspective 46, 158, 537
labour market mobility 147–9
marketing convergence 489–90
national systems vs. 383–4
organizational context 13
origins 16–17
political aspects 44–5
sceptical perspective 47–8
strategy 13
third wave 17

globally organized production 20
GLOBE (Global Leadership and Organizational 

Behaviour Effectiveness) project 167, 168–9,  
261, 272, 275

GNI see gross national income
GNP see gross national product
goals 4, 192–3, 282

development of 194–5
management 471
multiple 195–6, 198–9
nature of 193–4
organizational 193, 385–7, 542
public sector 223–4
rates of pay effect 528

golden shares 558
Goldman Sachs report (2003) 67–70, 80
government 223

employment legislation 538
and the law 336
social/environmental matters 341
third party intervention 538

gross domestic product (GDP) 63, 74
gross national income (GNI) 63
gross national product (GNP) 63
growth firm 233
gurus 257

Hall, Edward 163–4
Handy, Charles 248
Hawthorne studies 257
Herzberg, Frederick 256
Hewlett-Packard (HP Inc.) 182, 241–4
high context culture 163, 164
high performance work systems (HPWS) 546–7
Hofstede, Geert 161, 164–7, 536–7
holding company 207
horizontal integration 315
host country 43
HPWS see high performance work systems
HR manager 540, 542
HRM see human resource management
human capital 76–7, 301
human relations models 254–6
human resource management (HRM) 308, 411, 510

activities 513–14
cultural influences 539–41
definition 510–13
economy and 538
employee development 523–7
employee resourcing 516–23
employment relations 533–5
environmental aspects 535–41
ethics 335
globalization 535–7
institutional influences 539–41
organizational aspects 541–8
pay and performance 527–33
performance of 515–16
the state and 538
technology 538–9

human resource strategies 543
approaches 544–5
best fit 544
best practice 544–5
differentiation 545
effectiveness 547–8
high performance work systems 546–7
new directions 548
planning 543–4
resource-based view 545–6

IBM 74, 202, 536–7
ICT see information and communications technology
IFRS see International Financial Reporting Standards
IJV see international joint venture
ILO see International Labour Organization
images marketing 453
immigration 104
import controls 379
inbound logistics 307
income statement 570

expenditure 570
income 570

incremental innovation 365
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incremental strategic approach 286
India

call-centres 24
economy 64
growth rate 67, 69, 70, 71
IT in 42
joint ventures 34

indirect costs 564
individualism vs collectivism 165
indulgence vs. restraint 166
industrial relations see employment relations
inflation 78
information and communications technology (ICT)  

17, 120–1, 124–5
information technology (IT) 42, 118, 216, 287
innovation 17, 18, 358–9

advantages 358
business model 364
concepts 359–60, 359–62
constraints 396–7
enhancing capabilities 394
environmental aspects 373–85
incremental 365
knowledge and 361–2
long wave cycles 374
management strategies 362–3, 365, 391–7
marketing 363–4, 365
national/cultural differences 380–4
operations management 411
organizational aspects 362–3, 365, 385–91
paradigm shift 366
patents/performance 374–7
process 362, 365
product 362, 365
pseudo 363
R&D expenditure 374
radical/discontinuous 365
role of economy 373
scope 364–6
state role/intervention 377–80
technology and 384–5
types 362–4

Institute of Manpower Studies 215
institutional frameworks 172–9

environmental opportunity/constraints 297
human resource management 539–40

intangible assets 568
interaction-influence model 6
interest groups 203–4
internal factors 18–19
internal funding 560–1
internal process models 254
international

economic/political integration 94–5
environment 58
marketing 453
mentality 30

international codes of practice 349
International Financial Reporting Standards (IFRS)  

567, 568
international joint venture (IJV) 33–4
International Labour Organization (ILO) 141, 149
internationalization 14, 30
invention 360
investment 352
investment appraisal 565–6
investors 342

financial reporting 573

Japan
banks 181–2
convergence 179–80
cultural explanations 180–1
economy 64, 65–7
human resource management 540–1
influence 65–7
innovation 381, 382–3
institutional explanations 181–2
joint ventures 41
labour market 182
multinationals 29
overseas investments 67
ownership/financing a business 576
relationship with suppliers 182
role of state 181

jobs
automation concerns 131–2
conclusions 133–4
content 132–3
creation 234
employer oriented 146
numbers 130
technology impact 128–34
variation by type 132
worker oriented 146

joint ventures 33, 316–19
Chinese 36–40
problems/issues 36, 40–1
reasons for growth 34–6

just-in-time (JIT) 420–1, 430–2, 433, 434

Kanban 431
keiretsu 181
knowledge

explicit/tacit 362
flows 380, 381
innovation and 361–2

Kwik Fit 315
Kyoto Summit (1997) 337

labour 5, 139
attracting, retaining, relocating 13
cheap 18
child 332
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control 423
employment trends 139–44
environmental opportunity/constraints 297
gig economy 145–7
globalization/mobility 147–9
market 182
mobility 104, 213
pay and reward systems 528–30
polarization 147
redundancies 213
trade unions 149–52
working hours 144–5

language 490
laws

government and 336
restrictive/enabling 378–9

leadership 261, 395
behaviour/style 267–9
benevolent autocratic 268
charismatic/ethical 273–4
definitions 261
democratic 268
exploitative autocratic 268
leader-member relations 270
management/leadership differences 262–3
need for 263
participative 268
path-goal model 271
position power 270
preferred style 270
share/distributed 274
situational/contingency approaches 269–71
task structure 270
theories 263–74
traits/skills 264–7
transactional/transformational 271–3

lean production 438–41
lean services 440
leasing 560
legal environment 61
legal regulation 91
legal responsibility 333
liabilities 568
liberal market economies (LMEs) 83,  

176–8, 382
liberalization 14, 82
licensing 33, 378, 394
lifestyle firm 233
liquidity ratios 572
LMEs see liberal market economies
loading 421
loan capital 559

bank borrowing 559–60
crowd funding 560
debentures 559
factoring 560
leasing 560

overdrafts 560
trade credit 560

local environment 58, 62–3
local markets 35
location 30, 419–20
London Zoo 196–8
long vs short term orientation 165
long-term orientation 181
low context culture 163, 164
low price, low value 313
loyalty card 478
Lush 339–40
Luthans, Fred 260

management 247–8
benevolent autocratic 268
definition 248–50
demand 91
democratic 268
development 526
exploitative autocratic 268
fashions, fads, gurus 257
innovation 362–3, 365
leadership/management differences 262–3
models 252–8
participative 268
principles 255
in public sector 222–4
reality vs theory 260–1
use of corporate culture 240–1

management accounting 555, 561–2
budgeting/budgetary control 562–3
cash flow 566–7
cost accounting 563–5
decision making 567
investment appraisal 565–6

management by objectives (MBO) 192–3
managers

activities 252, 258–60
effective/socially responsible 222
implications of convergence 159
implications of cultural diversity 171
power/control 221
right to manage 251–2
roles 259
types of power 251
uncertainty reduction 292

manufacturing industries 141, 408–9
market ratios 572
market research 454–5
market/s

changing 18
competitive nature 386
development 313
growth 34
share 289
structural arrangements 493
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marketing 13, 92, 307, 329, 448
accepted sequence 450
branding 495
business-to-business 451
business-to-consumer 451
buyer behaviour 477–9
communication 490–1
conflicts 494
consumerism 482–4
contexts 451
cultural/institutional influences 489–91
definitions 448–9
digital 485–6, 488
direct 479–80
distribution 499
economy and 480–1
elements 453–4
email 485
environmental aspects 480–7, 489–91
images 453
innovation 363–4, 365
integrated strategy 500
international/global 453
mix 454
operations management 411
organizational 491–4
orientation 449
place 475–6
price 470–1, 496–8
product 449, 467–9, 495–6
promotion 472–5, 498–9
relationship 449–50, 476–7
role of the state 481–2
search engine 485–6
segmentation, targeting, positioning 456–9, 495
services 452
social influences 489
social media 450, 486–7
societal 450
strategic aspects 494–500
structural arrangement 492–3
technology and 484–5

Marketing Information System (MKIS) 454–5
Marx, Karl 16
masculinity vs femininity 165
Maslow, Abraham 256
mass media 45
matrix structures 208, 209, 211
Mayo, Elton 256
MBO see management by objectives
mechanistic organization 388
mergers & acquisitions 291, 316–19

political/stakeholder issues 319–20
METI see Ministry of Economy, Trade and Industry
microelectronics 124
Ministry of Economy, Trade and Industry (METI) 181, 223
Ministry of Finance (MOF) 181, 182

Ministry of International Trade and Industry (MITI) 181
Mintzberg, Henry 258, 259–60
mission statement 282
MITI see Ministry of International Trade and Industry
mixed strategic approach 287–8
MKIS see Marketing Information System
MNCs see multinational corporations
MNE see multinational enterprise
modular chain 25
MOF see Ministry of Finance
Moonpig 487–8
motivation models 256
Mouton, J.S. 268–9
multi-skilling 214
multidivisional structures 205–6, 291
multidomestic mentality 30
multinational corporations (MNCs) 18, 25–6, 537

characteristics 26–7
corporate tax 49–54
definition 26
finance and accounting 580
global economy 27
protection against change 580–1
rationale for development of 28–9
theory of 29–31

multinational enterprise (MNE) 18, 35

NAFTA see North American Free trade Association
national

environment 58
influences 433–4
systems 383–4

national economies 63–4
changes in operation 82–8

NESTA 131, 134, 376
Network Rail 227–9
new market entry 34
News International 134–9
no frills strategy 313
non-executive directors 350
non-manufacturing industries 408–9
North American Free trade Association (NAFTA) 18, 94

objective and task method 498
objectives 282
OECD see Organization for Economic Cooperation  

and Development
OEM see original equipment manufacture
offshoring 41–4

benefits 42–3
definition 42
problems 43–4

Ohio studies 268
open systems models 256
operations management 307, 345, 406

activities 416–32
capacity planning 417–18
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changing solutions 409–10
conflicting objectives 406, 409–10
control 423–4
cultural influences 433–4
economy 432–3
environment 432–4
finance/accounting 411
forecasting demand 417–18
function 407–11
human resource management 411
innovation 411
location decisions 419–20
manufacturing/non-manufacturing differences 408–9
marketing 411
national systems 433–4
organizational size 434
organizational structure 434–5
planning 420–3
quality planning, control, assurance 424–32
the state 432–3
systems design 416–17
technology 433
work design 418–19

operations strategies 435
approaches 437–41
cost 436–7
dependability 435
flexibility 435–6
quality 435
speed 435

optoelectronics 125
ordinary shares 558
organization

definition 5
mechanistic 388
organic 388

Organization for Economic Cooperation and 
Development (OECD) 143, 150, 349, 575

organizational
analysis 298–300
capital 301
complexities 40
context 13
deskilling 133
goals 193, 385–7, 542
level 4
size 385–7, 434, 471, 541

organizational culture 163, 235–6, 300
definition 236
role 390–1
strategy, structure, culture integration 394–6
usefulness of concept 239

organizational structure 199–200, 299, 434–5, 542
advantages/problems 204–5
control 200
cross-boundary/cross-border 200
culture 203

downsizing/delayering 212–13
environment 203
flexible firm 213–15
functional 205
grouping 199
hierarchy 199
holding company 207
human resource management 541–2
influences 200–4
innovation 362–3, 365, 388–90
integration 200
interest groups 203–4
matrix 208, 209, 211
multidivisional 205–6
performance and 215–16
project teams 208
reward systems 200
rules, schedules, systems 199
size 202–3
specialization 199
strategy, structure, culture integration 394–6
technology 202
trends 212
types 204–8

original equipment manufacture (OEM) 22, 25
Orlake Records 435, 441–5
outbound logistics 307
outsourcing 23–4, 41, 493

benefits 42–3
definition 42
HRM 515–16
problems 43–4

overdrafts 560
ownership 4–5, 13, 216

control and 219–22
factors 30
finance and accounting 576–7
privatization 224–7
public sector 222–4
services 452
types 217–18
value of small businesses 233

paradigm shift innovation 366
partnership 217, 394
patents 374–6, 378
path-goal model 271
pay 527–8

basic rate 529
determining 528–9
devising systems 529–30
economic changes 528
equity 528
executive 275–9
goals of organization 528
incentive schemes 529–30
nature of the job 528
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pay (Continued )
regulatory systems 528
supply and demand for labour 528
technology 528
trends 530

penetration strategy 497
people 476
percentage of sales method 498
performance 289

culture and 238–9
evidence on 41
innovation and 376–7
measuring outcomes 41
patents 374–6
R&D expenditure 374
structure and 215–16

performance management 527–8, 530–1
pay and reward systems 528–30
problems 532–3
purpose of 531
trends in 531–2

personal selling 475
PEST 61
PESTEL (PESTLE) 61
philanthropy 333
physical capital 301
physical evidence 477
place 475–6
polarization 133
political

environment 60
power 251
union 94
world 17–18

pollution 78, 328, 329
portfolio analysis 308–9

cash cows 310
dogs 310
questions marks 309
stars 309–10

position power 251
positioning 456–8
power distance 164–5, 180
PPP see purchasing power parity
preference shares 558
pressure groups 92–4
price 470

competition 471
consumer behaviour 470
cost of product 470
economic factors 470–1
management goals 471
organizational size 471
strategy 496–8

primary activities (Porter’s) 307
primary sector 141

principles of management
authority 255
centralization 255
discipline 255
division of work 255
equity 255
esprit de corps 255
initiative 255
order 255
remuneration 255
scalar chain 255
subordination of individual interest to general  

interest 255
tenure of personnel 255
unity of command 255
unity of direction 255

private enterprises 72
privatization 82, 224–7
process 477
process innovation 362, 365
procurement 307–8, 377
producer driven 25
product 467

design 416–17
development 313
differentiation 457–8
innovation 362, 365
line 468
management 492–3
marketing 449
mix 468
penetration 313
strategy 495–6

product life cycle 18, 468–9
decline phase 469
growth phase 469
introduction phase 469
mature phase 469

productive technology 158–9
profit and loss account see income statement
profitability ratios 571

gross profit/gross margin 571
net profit 571
ROCE 572
ROI 572

project teams 40, 208
promotion 472

above the line 472
advertising 472–3
direct marketing 473–4
evaluation of campaign 498–9
personal selling 475
public relations 475
sales 473
strategy 498–9

pseudo-innovation 363
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public limited companies 217–18
public relations 475
public sector

decision-making 224
financial constraints 224
goals 223–4
government departments 223
interventions 224
management autonomy/motivation 224
management/control 222–4
problems 223–4
services to population 223
shareholders 223
wholly owned/controlled by state 222

publicity 341
purchasing 307–8

issues 428–32
just-in-time 430–2
quality 429
quantity 429
source 429
time and price 429–30

purchasing power parity (PPP) 63, 65, 78

quality
control 423, 424–5
failure 424
operations strategies 435
planning 424
standards 432

quantity control 423

radical innovation 365
ratio analysis 571–3
rational goals models 253
rational knowledge 17
rational strategic approach 283–5
re-shoring 43
recruitment 395, 517–19

external 518
global firms 520–1
internal 518
problems 518
selection process 519–20
traditional approach 517

regulations 18
related diversification 314–15
relational chain 25
relationship marketing 345, 449–50, 476–7
research and development (R&D) 5, 13, 328, 360–1

centralized system 390
department 395
design 361
expenditure 366–9, 374, 376–7, 385–6
function 389, 390
performance 374

resource analysis 300
resource based view (RBV) 301, 301–2, 545–6
responsive management models 257
return on capital employed (ROCE) 572
return on investment (ROI) 289, 572
reward power 251
reward systems 200, 528

devising 529–30
extrinsic 528
intrinsic 528

risk reduction 35
ROCE see return on capital employed
ROI see return on investment

sales 307, 449
sales promotion 473
SAVE model 464, 477
SBUs see strategic business units
scenario planning 285
scheduling 421–2
Schmidt, W.H. 270
search engine marketing 485–6
segmentation 456–9

marketing 489–91
selection of employees 517, 519

application form 519
assessment centres 520
global firms 520–1
interviews 519–20
tests 520
traditional approach 517

self-employment 233
self-expression 170
semi-variable costs 564
sequencing 421
service industry 140, 141, 452
services 307

heterogeneity 452
inseparability 452
intangibility 452
ownership 452
perishability 452

share capital 558–9
golden shares 558
ordinary shares 558
preference shares 558

shared leadership 274
shareholders 221–2, 334, 576
Singapore 105–9
situational approach 269–71
skills 264–7
skimming strategy 497
small business 229, 231

benefit to consumer 234–5
benefits to owners 233
contribution to economic growth 234
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