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This chapter covers syllabus section 1.7

SETTING THE SCENE
On completing this chapter 
you should be able to:

Tale of two industries
The size of the average Indian steel plant compared to the size of the average 
Indian retail shop could not be more different.Steel plants employ thousands 
of workers, have millions of dollars of capital invested in advanced equipment 
and produce annual output valued in the millions too. Tata, one of the largest 
steel makers in the world, has recently grown by taking over European steel 
giant Corus. Contrast this with typical Indian retail outlets. The small shop-
keepers and street hawkers that presently account for over 95% of Indian 
retail sales often employ just a few workers with little investment in modern 
technology. But all this could be about to change. There is a growing trend of 
mergers and takeovers in the retail sector. Large retail groups, such as Reliance 
and Walmart, are becoming established. It is claimed that the market share of 
this organised sector will be 25% by 2015. A pressure group of small retailers, 
the National Movement for Retail Democracy, is organising demonstrations to 
demand that big corporations leave the retail industry.

● analyse the main types of 
economies and diseconomies 
of scale and apply these 
concepts to business 
decisions

● evaluate the relative 
merits of small versus large 
organisations

● recommend an appropriate 
scale of operation

● explain the difference 
between internal and 
external growth

● evaluate joint ventures, 
strategic alliances, mergers 
and takeovers

● analyse the advantages and 
disadvantages of franchising 
and evaluate it as a growth 
strategy

● explain and apply Ansoff’s 
matrix as a decision-making 
tool

● evaluate internal and 
external growth strategies as 
methods of expansion

● examine how Porter’s 
generic strategies provide 
a framework for building 
competitive advantage.
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Points to think about:

● Why is the average steel 
plant so much larger than 
the average shop?

● Would Indian consumers 
benefi t from more 
small shops or more 
shops owned by large 
corporations?

● How might consumers of 
steel, such as car makers, 
benefi t from a takeover of 
Corus by Tata?

● Why might average costs 
of production fall as a 
business increases its 
scale of operations?
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Introduction
There is a huge difference between the scale of opera-
tions of a small business – perhaps operated by just one 
person – and the largest companies in the world. Some 
of the latter have total annual sales exceeding the GDP 
of small countries! In 2009, ExxonMobil recorded sales of 
over $375 billion, yet the GDP of Thailand, for example, 
was $260 billion.

KEY TERM

scale of operation the maximum output that can be achieved 
using the available inputs (resources) – this scale can only 
be increased in the long term by employing more of all 
inputs

Increasing the scale of operations
There are risks and costs involved in increasing the scale 
of production – purchasing land, buildings, equipment, 
employing more staff – and the capital used for this will 
always have alternative uses. Firms expand capacity by 
increasing the scale of production to avoid turning busi-
ness away and to increase market share, but they also 
benefi t from the advantages of large-scale production – 
these are called economies of scale.

EXAM TIP

Do not confuse ‘producing more’ with increasing the scale of 
operation. More can be produced from existing resources by 
increasing capacity utilisation. Changing the scale of operation 
means using more (or less) of all resources, for example opening 
a new factory with additional machines and workers.

ECONOMIES OF SCALE

KEY TERM

economies of scale reductions in a fi rm’s unit (average) costs 
of production that result from an increase in the scale of 
operations

These cost benefi ts can be so substantial in some indus-
tries that smaller fi rms will be unlikely to survive due to 
lack of competitiveness, such as in oil refi ning or soft drink 
production. The cost benefi ts arise for fi ve main reasons.

1 Purchasing economies
These economies are often known as bulk-buying econ-
omies. Suppliers often offer substantial discounts for large 
orders. This is because it is cheaper for them to process and 
deliver one large order rather than several smaller ones.

2 Technical economies
There are two main sources of technical economies. 
Large fi rms are more likely to be able to justify the cost 
of fl ow production lines. If these are worked at a high 
capacity level, then they offer lower unit costs than other 
production methods. The latest and most advanced tech-
nical equipment – such as computer systems – is often 
expensive and can usually only be afforded by big fi rms. 
Such expense can only be justifi ed by larger fi rms with 
high output levels – so that average fi xed costs can be 
reduced.

3 Financial economies
Large organisations have two cost advantages when it 
comes to raising fi nance. First, banks often show preference 
for lending to a big business with a proven track record and 

ACTIVITY 7.1
Read the case study below and then answer the questions 
that follow.

Operating at full capacity
Ben Rishi is operations manager for a factory making 
saucepans. The weekly maximum capacity of the factory 
is 3000 units. The main limit on capacity is the old-
fashioned machine for stamping out the metal pans from 
sheet metal. Purchasing another machine would be expen-
sive – and would require an extension to the building. 
Workers are working very long shifts. Ben has also been 
working long days to ensure that all the factory works at 
full capacity. For the last three months, demand has been 
high and last week there were orders for 3100 pots. Ben is 

under pressure from his managing director to see that this 
number is produced. Ben is unsure whether to recommend 
purchasing the new machine or to buy in components from 
another fi rm in the city that has spare capacity.

20 marks, 42 minutes

1 Outline the problems facing Ben because his factory 
is operating at full capacity. [6]

2 Analyse the advantages and disadvantages of the 
two methods suggested for solving the problem. [8]

3 Outline three cost advantages Ben’s business 
might gain if it expands the scale of production. [6]
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a diversifi ed range of products. Interest rates charged to 
these fi rms are often lower than the rate charged to small, 
especially newly formed, businesses. Secondly, raising 
fi nance by ‘going public’ or by further public issues of 
shares for existing public limited companies is very expen-
sive. Therefore, the average cost of raising the fi nance will 
be lower for larger fi rms selling many millions of dollars’ 
worth of shares.

4 Marketing economies
Marketing costs obviously rise with the size of a busi-
ness, but not at the same rate. Even a small fi rm will 
need a sales force to cover the whole of the sales area. It 
may employ an advertising agency to design adverts and 
arrange a promotional campaign. These costs can be 
spread over a higher level of sales for a big fi rm and this 
offers a substantial economy of scale.

5 Managerial economies
Small fi rms often employ general managers who have 
a range of management functions to perform. As a fi rm 
expands, it should be able to afford to attract specialist 
functional managers who should operate more effi -
ciently than general managers, helping to reduce 
average costs.

EXAM TIP

When answering IB questions about economies of scale, make 
sure your answer is applied to the business in the question.

DISECONOMIES OF SCALE

KEY TERM

diseconomies of scale factors that cause average costs of 
production to rise when the scale of operation is increased

If there were no disadvantages to large-scale operations, 
nearly all industries would be dominated by huge corpo-
rations. Some are, of course, as with oil exploration, 
refi ning and retailing – the benefi ts of large-scale produc-
tion are so substantial that smaller fi rms fi nd it increas-
ingly diffi cult to operate profi tably. In other industries, 
the impact of ‘diseconomies of scale’ prevents one or 
just a few fi rms from being able to completely dominate. 
Diseconomies of scale are those factors that increase 
unit costs as a fi rm’s scale of operation increases beyond 
a certain size. These diseconomies are related to the 
management problems of trying to control and direct an 
organisation with many thousands of workers, in many 
separate divisions, often operating in several different 
countries. There are three main causes of management 
problems.

1 Communication problems
Large-scale operations will often lead to poor feedback 
to workers, excessive use of non-personal communica-
tion media, communication overload with the volume of 
messages being sent, and distortion of messages caused 
by the long chain of command. Poor feedback reduces 
worker incentives.

These problems may lead to poor decisions being 
made, due to inadequate or delayed information, and 
management ineffi ciency.

2 Alienation of the workforce
The bigger the organisation, the more diffi cult it is to 
directly involve every worker and to give them a sense of 
purpose and achievement. They may feel insignifi cant 
in the overall business plan and become demotivated, 
failing to do their best. Larger manufacturing fi rms are 
the ones most likely to adopt fl ow-line production and 
workforce alienation is a real problem due to repetitive 
and boring tasks.

3 Poor co-ordination and slow decision-making
Business expansion often leads to many departments, 
divisions and products. The number of countries a fi rm 
operates in often increases too. The problems for senior 
management are to co-ordinate these operations and take 
rapid decisions in such a complex organisation. Smaller 
businesses with much tighter control over operations and 
much quicker and more fl exible decision-making may 
benefi t from lower average production costs as a result.

LARGE-SCALE PRODUCTION – UNIT COSTS
The combined effect of economies of scale and disecon-
omies of scale on unit (average) costs of production is 
shown in Figure 7.1. There is not a particular point of 
operation at which economies of scale cease and disecon-
omies begin. The process is more diffi cult to measure 
than this, as certain economies of scale may continue to 
be received as scale increases, but the growing signifi -
cance of diseconomies gradually begins to take over and 
average costs may rise. It is often impossible to state at 
what level of output this process occurs, which is why 
many managers may continue to expand their busi-
ness unaware that the forces causing diseconomies are 
building up signifi cantly.

Merits of small and large 
organisations
SIGNIFICANCE OF SMALL AND MICRO-BUSINESSES
There is no universally agreed defi nition of small fi rms. 
However, they usually employ few people and have a low 
turnover compared to other fi rms. It is now common 
to make a further distinction for very small businesses 
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● Small fi rms often supply specialist goods and services 
to important industries, e.g. car manufacturing, 
allowing them to specialise in large-scale assembly.

● All great businesses were small at one time. The Body 
Shop, for example, began in one small rented store in 
1976. The large fi rms of the future are the small fi rms 
today. The more small fi rms are encouraged to become 
established and expand, the greater the chances that 
an economy will benefi t from large-scale organisa-
tions in the future.

● Small fi rms may have lower average costs than larger 
ones and this benefi t could be passed on to the 
consumer too. Costs could be lower because of lower 
wage rates paid, or the cost of the administration and 
management of bigger enterprises may increase their 
average costs dramatically.
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Figure 7.1 The impact of economies and diseconomies of scale on 

average costs

known as ‘micro-enterprises’. The European Union defi -
nitions are shown in Table 7.1.

Business 
category Employees

Sales 
turnover

Capital 
employed

Medium 51–250 over €10 
million to 
€50 million

over €10 million 
to €34 million

Small 11–50 over €2 million 
to €10million

over €2 million 
to €10million

Micro 10 or fewer up to 
€2 million

up to €2 million

Table 7.1 EU classifi cations of business size

Small fi rms (including micro-enterprises) are very 
important to all economies:

● Many jobs are created by small fi rms and the small 
business sector employs a very signifi cant proportion 
of the working population in most countries.

● Small businesses are often run by dynamic entrepre-
neurs, with new ideas for consumer goods and services 
leading to wider consumer choice.

● Small fi rms create competition for larger businesses. 
Without this competition, larger fi rms could exploit 
consumers with high prices and poor service. For 
example, the cost of air travel has fallen in recent years 
due to the establishment of small airlines competing 
with the large, established companies.

The Body Shop opened its fi rst shop in Brighton, England, in 1976

SMALL VERSUS LARGE ORGANISATIONS
The advantages and disadvantages of small and large busi-
ness organisations are summarised in Tables 7.2 and 7.3.

Recommending an appropriate 
scale of operation
It is easy just to focus on the benefi ts of small businesses 
in certain industries, for example in service industries 
such as hairdressing. However, large businesses supply 
most of the world’s consumer goods and they do so with 
increasing effi ciency and, in most cases, improving levels 
of quality. There is no rule that can be applied when 
deciding on the most appropriate scale of operation. 
Business owners must weigh up and assess:

● owners’ objectives – they may wish to keep the busi-
ness small and easy to manage

● capital available – if limited, growth is less likely
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● size of the market the fi rm operates in – very small 
markets do not need large-scale production

● number of competitors – the market share of each fi rm 
may be small if there are many rivals

● scope for scale economies – if these are substantial, as 
in water supply, each business is likely to operate on a 
large scale.

EXAM TIP

If an examination question asks you to consider the most appro-
priate scale of production in a given situation, you will need to 
assess these fi ve factors.

 THEORY OF KNOWLEDGE

Some people have the erroneous idea that a small busi-
ness cannot effectively compete against larger competi-
tors. This concept is quite far from the truth. For example, 
if someone were to ask you, ‘What is a major source of job 
formations in America today?’ what would you answer? If 
you said small business, you would be right. How about 
this question: ‘What is the major source of newly formed 
individual wealth in this country today?’ Again, the small 
business is the answer. Why, then, is there such misin-
formation about the strength, versatility and wealth of 
small businesses? The answer is that usually large corpo-
rations get the lion’s share of publicity.

Source: e-commerce times

In the light of this article, discuss the view that in the 
corporate world bigger is always better.

Business growth
The owners of many businesses do not want the fi rm to 
remain small – although some do for reasons of remaining 
in control, avoiding taking too many risks and preventing 
workloads from becoming too heavy. Why do other busi-
ness owners and directors of companies seek growth for 
their business? There are a number of possible reasons 
including:

● increased profi ts
● increased market share
● increased economies of scale
● increased power and status of the owners and directors
● reduced risk of being a takeover target.

INTERNAL GROWTH
Business growth can be achieved in a number of ways and 
these forms of growth can lead to differing effects on stake-
holder groups, such as customers, workers and competi-
tors. The different forms of growth can be grouped into 
internal and external growth, as shown in Figure 7.2.

Small businesses Large businesses

●  May have limited access to 
sources of fi nance.

●  May fi nd the owner(s) has 
to carry a large burden of 
responsibility if unable to 
afford to employ specialist 
managers.

●  May not be diversifi ed, so 
there are greater risks of 
negative impact of external 
change.

●  Unlikely to benefi t from 
economies of scale.

●  May be diffi cult to manage, 
especially if geographically 
spread.

●  May have potential cost 
increases associated with 
large-scale production.

●  May suffer from slow 
decision-making and poor 
communication due to 
the structure of the large 
organisation.

●  May often suffer from a 
divorce between ownership 
and control that can lead to 
confl icting objectives.

Table 7.3 Potential disadvantages of small and large businesses

Business expansion

External growth through
integration

Internal
growth

TakeoversMergers

Figure 7.2 Different forms of growth

Small businesses Large businesses

●  Can be managed and 
controlled by the owner(s).

●  Often able to adapt quickly 
to meet changing customer 
needs.

●  Offer personal service to 
customers.

●  Find it easier to know each 
worker, and many staff 
prefer to work for a smaller, 
more ‘human’ business.

●  Average costs may be low 
due to no diseconomies of 
scale and low overheads.

●  Easier communication with 
workers and customers.

●  Can afford to employ 
specialist professional 
managers.

●  Benefi t from cost reductions 
associated with large-scale 
production.

●  May be able to set prices 
that other fi rms have to 
follow.

●  Have access to several 
different sources of fi nance.

●  May be diversifi ed in several 
markets and products, so 
risks are spread.

●  More likely to be able 
to afford research and 
development into new 
products and processes.

Table 7.2 Potential advantages of small and large businesses
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KEY TERM

internal growth expansion of a business by means of opening 
new branches, shops or factories (also known as organic 
growth)

An example of internal growth would be a retailing busi-
ness opening more shops in towns and cities where it 
previously had none.

EXTERNAL GROWTH

KEY TERM

external growth business expansion achieved by means of 
merging with or taking over another business, from either 
the same or a different industry

The different forms of external growth are shown in 
Figure 7.3.

ACTIVITY 7.2

Starbucks confi rms rapid growth strategy
Howard Schultz, the chairman of Starbucks, confi rmed 
growth plans for the world’s largest chain of coffee shops. 
The business will open at least 10 000 new cafes over the 
next four years by using internal growth. Schultz said that he 
planned to double the size of the business in fi ve years. At 
the end of 2009, there were over 16 600 stores worldwide.

China will be the main focus of this growth strategy. The 
US giant opened its fi rst Chinese branch in 1999 and now has 
over 200 branches. ‘No market potentially has the opportu-
nities for us as China hopefully will,’ said Schultz. Like many 
western retailers, Starbucks sees China as its key growth 
area due to its fast-growing economy, lack of strong local 
competitors and sheer size of population. The business is also 
expanding its network of branches in Russia and Brazil.

There are plans to increase sales of non-coffee products to 
reduce reliance on hot drinks. It has expanded its sale of audio 
books and music, and Sir Paul McCartney will be the fi rst artist 
to release an album on Starbucks’ ‘Hear Music’ label.

This rapid internal expansion has not been without 
problems. Consumer Reports magazine recently ranked 
McDonald’s coffee ahead of Starbucks saying it tasted 
better and costs less. This could be due to the time-saving 
equipment that has been added to new Starbucks branches 
that use automatic espresso machines instead of extracting 
espresso shots in the traditional way. The chairman has 
also criticised the time-saving policy of designing stores 
uniformly rather than with some local decoration. 

Source: www.iht.com and www.bbc.co.uk

Conglomerate
diversification – 
different
industry Forward vertical integration –

same industry, towards
customer

Horizontal
integration – same
industry and same
stage of production

Backward vertical integration –
same industry, towards supplier

Figure 7.3 Forms of external growth

30 marks, 52 minutes

1 Why would you describe Starbuck’s growth strategy 
as being an example of ‘internal growth’? [2]

2 Suggest two reasons why Starbucks has adopted 
a rapid expansion strategy. [6]

3 Analyse the possible advantages of focusing growth 
in China. [8]

4 Explain why Starbucks is planning to reduce its 
reliance on just selling coffee. [4]

5 Discuss the potential economies and diseconomies 
of scale that Starbucks might experience from 
further expansion. [10]
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KEY TERMS

horizontal integration integration with fi rm in the same 
industry and at same stage of production

forward vertical integration integration with a business in the 
same industry but a customer of the existing business

backward vertical integration integration with a business in 
the same industry but a supplier of the existing business

conglomerate integration merger with or takeover of a 
business in a different industry

External growth is often referred to as integration as it 
involves bringing together two or more fi rms. Table 7.4 
provides a guide to the different types of integration, 
their common advantages and disadvantages and the 
impact they often have on stakeholder groups.

KEY TERMS

merger an agreement by shareholders and managers of two 
businesses to bring both fi rms together under a common 
board of directors with shareholders in both businesses 
owning shares in the newly merged business

takeover when a company buys over 50% of the shares of 
another company and becomes the controlling owner – often 
referred to as ‘acquisition’

EXAM TIP

If an examination question refers to a merger or takeover, you 
should start by identifying what type it is. Do not forget that 
mergers and takeovers often cause businesses as many prob-
lems as they solve.

Type of integration Advantages Disadvantages Impact on stakeholders

Horizontal integration ●  Eliminates one competitor.
●  Possible economies of scale.
●  Scope for rationalising 

production, e.g. concentrating 
output on one site instead 
of two.

●  Increased power over 
suppliers.

●  Rationalisation may bring bad 
publicity.

●  May lead to monopoly 
investigation if the combined 
business exceeds certain size 
limits.

●  Consumers have less choice.
●  Workers may lose job security 

as a result of rationalisation.

Forward vertical integration ●  Business is able to control the 
promotion and pricing of its 
own products.

●  Secures an outlet for the fi rm’s 
products – may now exclude 
competitors’ products.

●  Consumers may suspect 
uncompetitive activity and 
react negatively.

●  Lack of experience in this 
sector of the industry – a 
successful manufacturer does 
not necessarily make a good 
retailer.

●  Workers may have greater job 
security because the business 
has secure outlets.

●  There may be more varied 
career opportunities.

●  Consumers may resent lack of 
competition in the retail outlet 
because of the withdrawal of 
competitor products.

Backward vertical integration ●  Gives control over quality, 
price and delivery times of 
supplies.

●  Encourages joint research and 
development into improved 
quality of supplies of 
components.

●  Business may control supplies 
of materials to competitors.

●  May lack experience of 
managing a supplying 
company – a successful steel 
producer will not necessarily 
make a good manager of a 
coal mine.

●  Supplying business may 
become complacent having a 
guaranteed customer.

●  Possibility of greater career 
opportunities for workers.

●  Consumers may obtain 
improved quality and more 
innovative products.

●  Control over supplies to 
competitors may limit 
competition and choice for 
consumers.

Conglomerate integration ●  Diversifi es the business away 
from its original industry and 
markets.

●  This should spread risk and 
may take the business into a 
faster-growing market.

●  Lack of management 
experience in the acquired 
business sector.

●  There could be a lack of clear 
focus and direction now that 
the business is spread across 
more than one industry.

●  Greater career opportunities 
for workers.

●  More job security because 
risks are spread across more 
than one industry.

Table 7.4 Types of business integration
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Joint ventures, strategic alliances, 
franchising
JOINT VENTURES

KEY TERM

joint venture two or more businesses agree to work closely 
together on a particular project and create a separate 
business division to do so

A joint venture is not the same as a merger, but it may lead 
to a merger of the businesses if their joint interests coin-
cide and if the joint venture is successful. The reasons for 
joint ventures are:

● costs and risks of a new business venture are shared – 
this is a major consideration when the cost of developing 
new products is rising rapidly

● different companies might have different strengths 
and experiences and they, therefore, fi t well together

● they might have their major markets in different 
countries and they could exploit these with the new 
product more effectively than if they both decided to 
‘go it alone’.

Such agreements are not without their risks:

● Styles of management and culture might be so different 
that the two teams do not blend well together.

ACTIVITY 7.3
Read the case studies below and then answer the 
questions that follow.

Jet Airways takes over Air Sahara
India’s largest private airline, Jet Airways, says it has 
agreed to buy out its smaller rival, Air Sahara, for $140 
million. The takeover gives the airline a combined market 
share of 32%. Jet Airways acquires the aircraft, equipment 
and landing and take-off rights at the airports Air Sahara 
had. ‘This deal is defi nitely going to be good news for Jet 
Airways shareholders,’ Jet Airways founder and chairman, 
Naresh Goyal, said. Some analysts are predicting substan-
tial synergy (cost reductions and other benefi ts) from this 
takeover. Better deals from aircraft manufacturers are 
expected. Streamlining the two head offi ces into one unit 
should reduce fi xed costs. The interlinking of the different 
air routes should allow more passengers to be offered 
connecting fl ights with the new enlarged airline.

Before the takeover could go ahead, it had to be 
approved by the Indian Ministry of Company Affairs. 
There was some concern that the takeover could lead to 
a monopolistic position, as Jet Airways will now enjoy a 
dominant position on many domestic air routes.

Source: www.bbc.co.uk

Daimler sells Chrysler after failed merger
After nine years of trying to make the merger of two large 
car makers work successfully, Mercedes Benz has at last 
admitted defeat and sold its 80% stake in the US-based 
operator, Chrysler. The merger never increased returns to 
shareholders and it failed in its original aim of creating 

a global motor company to compete effectively with 
General Motors, Ford and Toyota.

Management problems in controlling the merged 
businesses were huge. Distance between Germany 
(Mercedes Benz) and the USA (Chrysler) made communi-
cation diffi cult. The car ranges of the two companies had 
very little in common so there were few shared compo-
nents, and economies of scale were less than expected. 
Culture clashes between the two management approaches 
led to top-level director disputes over the direction the 
merged business should take.

Source: www.timesonline.co.uk

35 marks, 58 minutes

1 Classify the type of integration used in both of these 
case studies. Explain your answer. [6]

2 If Jet Airways were now to merge with an aircraft 
manufacturer:
a how would this merger be classifi ed? Explain 

your answer. [3]
b analyse two potential benefi ts to Jet Airways of 

this merger. [6]

3 Assess the likely impact of the Jet Airways takeover 
of Air Sahara on any two stakeholder groups. [10]

4 Using the DaimlerChrysler case study and any 
other researched examples, e.g. AOL and Time 
Warner, discuss why many mergers and takeovers 
fail to give shareholders the benefi ts originally 
predicted. [10]
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● Errors and mistakes might lead to one blaming the 
other.

● The business failure of one of the partners would put 
the whole project at risk.

STRATEGIC ALLIANCES

KEY TERM

strategic alliances agreements between fi rms in which each 
agrees to commit resources to achieve an agreed set of 
objectives

These alliances can be made with a wide variety of stake-
holders, for example:

● with a university – fi nance provided by the business to 
allow new specialist training courses that will increase 
the supply of suitable staff for the fi rm

● with a supplier – to join forces in order to design and 
produce components and materials that will be used 
in a new range of products. This may help to reduce 
the total development time for getting the new prod-
ucts to market, gaining competitive advantage

● with a competitor – to reduce risks of entering a 
market that neither fi rm currently operates in. Care 
must be taken that, in these cases, the actions are 
not seen as being ‘anti-competitive’ and, as a result, 
against the laws of the country whose market is being 
entered.

FRANCHISING

KEY TERM

franchise a business that uses the name, logo and trading 
systems of an existing successful business

A franchise contract allows the franchisee to use the 
name, logo and marketing methods of the franchiser. 
The franchisee can, separately, then decide which form 
of legal structure to adopt. Franchises are a rapidly 
expanding form of business operation. They have 
allowed certain multinational businesses, for example 
McDonald’s and The Body Shop, to expand much more 
rapidly than they could otherwise have done. Why would 
a business entrepreneur want to use the name, style and 
products of another fi rm? Consider Activity 7.4, which 
includes all of the main features of a typical franchise 
contract.

Table 7.5 summarises the benefi ts and disadvantages 
of a franchised business for the franchisee.

Benefi ts Possible limitations

●  Fewer chances of new 
business failing as an 
established brand and 
product are being used.

●  Advice and training offered 
by the franchisor.

●  National advertising paid for 
by franchisor.

●  Supplies obtained from 
established and quality-
checked suppliers.

●  Franchisor agrees not to 
open another branch in the 
local area.

●  Share of profi ts or sales 
revenue has to be paid to 
franchisor each year.

●  Initial franchise licence fee 
can be expensive.

●  Local promotions may still 
have to be paid for by 
franchisee.

●  No choice of supplies or 
suppliers to be used.

●  Strict rules over pricing and 
layout of the outlet reduce 
owners’ control over own 
business.

Table 7.5 Franchises – benefi ts and disadvantages to the franchisee

Many McDonald’s restaurants are franchised outlets

Ansoff’s matrix
This tool is commonly used to portray alternative 
corporate growth strategies.

KEY TERM

Ansoff’s matrix a model used to show the degree of risk 
associated with the four growth strategies of market 
penetration, market development, product development 
and diversifi cation

Ansoff popularised the idea that long-term business 
success was dependent upon establishing business strat-
egies and planning for their introduction. His best-known 
contribution to strategic planning was the development 
of the Ansoff matrix, which represented the different 
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options open to a marketing manager when considering 
new opportunities for sales growth.

He considered that the two main variables in a stra-
tegic marketing decision were:

● the market in which the fi rm was going to operate
● the product(s) intended for sale.

In terms of the market, managers have two options:

● to remain in the existing market
● to enter new ones.

In terms of the product, the two options are:

● selling existing products
● developing new ones.

When put on a matrix, these options can be presented as 
shown in Figure 7.4.

As there are two options each for markets and for 
products, this gives a total of four distinct strategies that 
businesses can adopt when planning to increase sales. 
These are shown on the matrix and can be summarised 
as follows.

Market penetration

KEY TERM

market penetration the objective of achieving higher market 
shares in existing markets with existing products

In 2009, Aer Lingus reduced some of the fares on its Euro-
pean air routes – some even to as little as $15. The directors 
of the company were attempting to aggressively increase 
market share by taking passengers away from other low-
cost airlines. This is the least risky of all the four possible 
strategies in that there are fewer ‘unknowns’ – the market 
and product parameters remain the same. However, it is 

ACTIVITY 7.4
Read the case study below and then answer the questions 
that follow.

Harry goes it alone
Harry no longer enjoyed his job as second chef in a 
famous hotel. He never liked taking orders from the head 
chef and always hoped to use his talents preparing food 
for customers in his own restaurant. The main problem 
was his lack of business experience. Harry had just been to 
a business conference and had been interested in the 
franchising exhibition there. One of the businesses 
offering to sell franchises was Pizza Delight. This fi rm sold 
a new type of pizza recipe to franchisees and provided 
all ingredients, marketing support and help with staff 
training. They had already opened 100 restaurants in other 
countries and offered to sell new franchises for a one-off 
payment of $100  000. If Harry signed one of these 
franchising contracts, then he would have to agree to:

● only buying materials from Pizza Delight
● fi tting out the restaurant in exactly the way the 

franchisor wanted
● making an annual payment to Pizza Delight of a 

percentage of total turnover.

In addition, he would have to fi nd and pay for suitable 
premises and recruit and motivate staff. Pizza Delight 

claimed that its brand and products were so well known 
that ‘success was guaranteed’. Since the product had 
already been tested, there should be little consumer 
resistance, and Pizza Delight would pay for national 
advertising campaigns.

Harry was promised that no other Pizza Delight 
restaurant would be permitted to open within fi ve 
kilometres of his. Harry was almost convinced that 
this was the business for him. He had inherited money 
from a relative. However, several things still bothered 
him – for example,would it give him the independence 
he so wanted?

24 marks, 45 minutes

1 What is meant by a ‘franchise agreement’? [4]

2 Explain three potential drawbacks to Harry of 
agreeing to the terms of the franchise contract. [6]

3 If he decided to open his own restaurant but under 
his own name, why might the risks of failure be 
greater than for a Pizza Delight franchise? [4]

4 Using all of the evidence, would you advise Harry 
to take out a franchise with Pizza Delight? 
Justify your answer. [10]
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not risk free as if low prices are the method used to pene-
trate the market, it could lead to a potentially damaging 
price war that reduces the profi t margins of all fi rms in 
the industry.

Product development

KEY TERM

product development the development and sale of new prod-
ucts or new developments of existing products in existing 
markets

The launch of Diet Pepsi took an existing product, devel-
oped it into a slightly different version and sold it in the 
soft drinks market where Pepsi was already available. 
Product development often involves innovation – as with 
4G mobile phones – and these brand new products can 
offer a distinctive identity to the business.

Market development

KEY TERM

market development the strategy of selling existing products 
in new markets

This could include exporting goods to overseas markets 
or selling to a new market segment. Lucozade used to be 
promoted as a health tonic for people with colds and fl u. 
It was successfully repositioned into the sports drink 
market, appealing to a new, younger range of consumers. 

Dell or HP can use existing business computer systems 
and re-package them for sale to consumer markets.

Diversifi cation

KEY TERM

diversifi cation the process of selling different, unrelated goods 
or services in new markets

The Virgin Group is constantly seeking new areas 
for growth. Its expansion from a media empire to an 
airline and then a train operator, then into fi nance, 
is a classic example of diversifi cation. Tata Industries 
in India is another good example of a very diversifi ed 
business, making a huge range of products – from steel 
to tea bags.

As the diversifi cation strategy involves new challenges 
in both markets and products, it is the most risky of the 
four strategies. It may also be a strategy that is outside  
the core competencies of the fi rm. However, diversifi ca-
tion may be a possible option if the high risk is balanced 
out by the chance of a high profi t. Other advantages of 
diversifi cation include the potential to gain a foothold in 
an expanding industry and the reduction of overall busi-
ness portfolio risk.

EVALUATION OF ANSOFF’S MATRIX
The risks involved in these four strategies differ substan-
tially. By opening up these options, Ansoff’s matrix does not 

Market penetration

Sell more in
existing markets

Market development

Sell existing products in
new markets

PRODUCTS
NewExisting

Product development

Sell new products in
existing markets

Diversification

Sell new products in
new markets

Increasing risk

Existing

Markets

New

Increasing risk

Figure 7.4 Ansoff’s matrix
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direct a business towards one particular future strategy. 
However, by identifying the different ways in which a 
business could expand, the matrix allows managers to 
analyse the degree of risk associated with each strategy. 
Managers can then apply decision-making techniques to 
assess the costs, potential gains and risks associated with 
all options. In practice, in today’s fi ercely competitive 
world, it is common for large businesses to adopt multiple 
strategies for growth at the same time.

While Ansoff’s analysis helps to map the strategic 
business options, it has limitations too. It only considers 
two main factors in the strategic analysis of a business’s 
options – it is important to consider SWOT and PEST 
analysis too in order to give a more complete picture. 
Recommendations based purely on Ansoff would tend to 
lack depth and hard environmental evidence.

Management judgement, especially based on experi-
ence of the risks and returns from the four options, may 
be just as important as any one analytical tool for making 
the fi nal choice.

The matrix does not suggest detailed marketing options. 
For instance, market development may seem to be the 
best option, but which market/country and with which of 
the existing products produced by the business? Further 
research and analysis will be needed to supply answers to 
these questions.

H HIGHER LEVEL

Evaluation of growth strategies
Internal growth can be quite slow with, perhaps, only 
a few branches or shops opening each year. However, it 
can avoid problems of external growth such as the need 
to fi nance expensive takeovers, offer new share issues or 
expensive additional loans. Also, management problems 
associated with bringing together very different busi-
nesses with their own attitudes and cultures are avoided.

External growth can lead to rapid expansion, which 
might be vital in a competitive and expanding market. 
However, takeovers can be very expensive and may result 
in management problems caused by the need for different 
management systems to deal with a bigger organisa-
tion. There can also be confl ict between the two teams 
of managers – who will get the top jobs? – and confl icts of 
culture and business ethics.

Porter’s generic strategies
FRAMEWORK FOR BUILDING COMPETITIVE ADVANTAGE
Michael Porter, a famous management researcher, argues 
that a fi rm’s strengths ultimately fall under one of two 

headings: cost advantage or differentiation (or product 
uniqueness). By applying these strengths in either a 
broad way (industry wide) or in a narrow way (a market 
segment) three generic strategies result.

Cost leadership strategy
Being the lowest-cost producer in the industry for a 
certain level of product quality will allow the fi rm to 
make higher profi ts than rivals or, if it lowers its prices 
below the average of competitors, to increase market 
share. Ryanair, one of Europe’s largest and most prof-
itable airlines, is also the lowest average cost airline. 
Businesses adopting this strategy either sell products at 
average industry prices to earn higher profi t than rivals 
or below industry average prices to gain market share. 
Ryanair adopts the second of these pricing strategies. 
The cost leadership strategy usually targets a broad 
rather than a niche market.

Cost leadership often stems from the following internal 
strengths:

● high levels of investment in advanced production 
methods, requiring access to much capital

● effi cient production methods, e.g. low stock levels 
and low numbers of components used to shorten the 
production process

● effi cient distribution channels, e.g. Ryanair only uses 
the internet for selling tickets and communicating 
with customers.

Differentiation strategy
This strategy involves developing a product or service that 
offers unique features valued by customers. The value 
added to the product or service by these features may 
allow the fi rm to charge a premium price for it. Apple’s 
constant research into innovative products allows it to 
charge high prices for its differentiated products.

A differentiation strategy often results from the 
following internal strengths:

● excellent research and development facilities and a 
track record in developing unique products

● corporate reputation for innovation and quality
● strong sales team able to promote the perceived 

strengths of the brand and the products.

Focus strategy
This concentrates on a narrow market segment, aiming 
to achieve either a cost advantage or differentiation. This 
can lead to a high degree of customer loyalty within the 
market segment. For example, Princess Boats has a loyal 
consumer following for its uniquely designed luxury motor 
boats – some models costing millions of dollars. Discount 
retailers, on the other hand, focus on low-income market 
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segments through a strategy of low costs leading to low 
prices. As the focus strategy can lead to imitation by rivals, 
continued success will depend on continuing to tailor 
a broad range of products to a relatively narrow market 
segment that the business knows very well.

Porter’s strategies are shown in Table 7.6.

Target scope

Advantage

Low cost Product uniqueness

Broad
(industry wide)

Cost leadership 
strategy

Differentiation strategy

Narrow
(market 
segment)

Focus strategy
(low cost)

Focus strategy
(differentiation)

Table 7.6 Porter’s generic strategies

H

OVER TO YOU

REVISION CHECKLIST
1 List four benefi ts to the economy of your country that 

would result from the growth of the number of small 
fi rms.

2 A computer manufacturer is planning to expand. 
Explain to its management the difference between 
internal and external growth.

3 A producer of fruit drinks in your country has asked 
you to explain the difference between vertical forward 
and backward integration. Give examples of each that 
would be relevant for this business.

4 Two large banks in your country plan to merge. 
Examine the advantages and disadvantages to the 
businesses that could result from this integration.

5 In the example used in question 4 identify two stake-
holder groups that could be affected by this planned 
merger.

6 In the example in question 4 explain the possible 
advantages and disadvantages to these two groups 
from the proposed merger.

7 Examine briefl y three reasons why the owner of a small 
business might decide not to expand the business.

8 Explain how a clothing design/manufacturing busi-
ness could use Porter’s generic strategies to expand.

REVISION ACTIVITY
Read the case study below and then answer the questions 
that follow.

Caffè Nero and Asda – contrasting growth strategies
Although both companies have similar objectives – sales 
growth, leading to profi tability – Asda and Caffè Nero present 
an interesting contrast in business strategy. The coffee bar 
operator is going for market development. Gerry Ford, Caffè 
Nero’s chairman who led the management buy-out of the 
business in 2007, has set a target of 100 branches to be 

opened in Turkey. He said that he was ‘also looking around 
Europe and scouting out China’. He is confi dent of success in 
Turkey. He has appointed Isik Asur, a Harvard Business School 
graduate, who used to run the Starbucks operation in the 
country. He knows all about the changing consumer tastes 
in the country as well as the political, social and economic 
environment there.

80

Asda – number two supermarket chain in the UK – has decided 
on the strategies of market penetration and product develop-
ment to build sales growth. New food stores will be opened 
in the next few years in an attempt to gain ground on Tesco. 
It aims to be the lowest-price supermarket to increase food 
sales futher. In addition, it is expanding rapidly into non-food 
retailing. It plans to open ten new Asda Living stores, selling a 
huge range of items for the home, but not food.
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25 marks, 45 minutes
1 Use the case study to explain the 

difference between ‘internal’ and 
‘external’ growth. [4]

2 Explain how the business increased 
sales revenue, yet gained no increase 
in profi ts for the last three years. [5]

3 Assess the likely advantages and 
disadvantages of a cost leadership 
strategy for this business. [8]

4 Assess the likely advantages and 
disadvantages of a differentiation or a 
focused strategy for this business. [8]

GROWTH STRATEGY IN DISPUTE AT 
TRAFFIC CLOTHING PLC
Traffi c Clothing plc produces suits and dresses and sells them to 
major retailers in several countries. Sales turnover has grown by 
around 15% each year for the last decade – a slower rate than 
some competitors. Traffi c’s low prices have been possible due to 
the opening of low-cost factories in developing countries. This 
internal growth strategy was supported by most of the directors. 
They believed that it had been achieved without excessive external 
borrowing. There were some real causes for concern, however. 
Sales revenue was increasing, but profi ts were unchanged for 
the last three years. This was due to several factors. First, new 
competitors were entering the clothing market and driving down 
prices. Secondly, raw material prices for both natural and ‘man-
made’ inputs were rising. Lastly, the number of mergers between 
large clothing retailers had increased their bargaining power 
when dealing with producers like Traffi c.

Major shareholders in Traffi c were not happy with the directors’ 
growth strategy. At the last board meeting, the fi nance director 
proposed a policy of rapid external growth. He argued that this 
could be achieved by aggressive takeovers of either other clothing 
producers or material suppliers to achieve cost leadership. The 
marketing director suggested focusing on a smaller, higher-in-
come market segment. This could be reinforced with a merger 
with a prestige clothing retailer. ‘Our own shops will give us real 
power in the high street as we will be able to offer customers a 
top quality shopping experience – this will allow differentiation 
in a crowded market.’ The chief executive suggested that both 
directors prepare a detailed report on these proposals.

EXAM PRACTICE QUESTION
Read the case study below and then answer the questions 
that follow.
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Different businesses in different markets will often decide 
on different strategies for the future – even though overall 
objectives may be similar.

36 marks, 58 minutes
1 Explain why companies like these need long-term 

plans to help achieve their objectives. [6]

2 Suggest fi ve facts about the Turkish consumer market 
and economy that Caffè Nero would have found useful 
before taking this strategic decision. Briefl y explain 
why each one is important. [10]

3 Using Ansoff’s matrix, compare and contrast the 
different strategies being adopted by these two 
companies and comment on possible reasons why 
these were decided upon. [10]

4 Discuss the factors that might infl uence the long-term 
plans or strategies adopted by a business. [10]


