data in action

Export and investment
Discussion points
Look at Figure 1:
1 India is one of the world’s biggest and fastest-growing economies. How could UK businesses and the UK government stimulate higher levels of
export to India?
2 What might explain the disappointing UK performance in exports to China between mid 2015 and the third quarter of 2016?
Look at Figure 2:
3 What might explain the fall in investment in 2008 and early 2009?
4 What might be the implications for the UK economy of investment spending as a percentage of GDP still being below the pre-recession level?
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Figure 1 UK exports to non-EU countries
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Figure 2 UK investment spending as a percentage of GDP, 2006–16
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strategy

Can the Switch
revitalise the
Nintendo brand?
Nigel Watson asks if the Switch console can revive Nintendo’s flagging fortunes

T

he first ‘brands’ were used by
farmers, who used hot irons to
leave distinctive scorch marks on
the hides of animals that they owned.
In marketing, brands are also used for
identification purposes — they tell
consumers who has made the product.
The best brands reassure consumers,
acting as guarantees of product quality
— consumers know what to expect from
brands that they trust.

2
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Nintendo brand in decline?
‘Nintendo’ is an example of a family brand
name that is used to sell a number of
Nintendo product brands, including the
DS and Wii U. Like many other Japanese
companies, Nintendo has struggled
in recent years.
Three companies dominate the
market for video game consoles: Sony
(PlayStation), Microsoft (Xbox) and
Nintendo. Table 1 shows global sales of

game consoles by volume from 2008 to
2016. The first thing to notice is that sales
for all manufactures have decreased. The
market for games consoles is in decline.
This is due to a change in consumer tastes
— more games are now being played on
smartphones, computers and tablets.
Furthermore, Nintendo’s market share has
also deteriorated.
Before the financial crisis hit in October
2007, Nintendo’s share price peaked at $78.
Business Review September 2017
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Table 1 Global unit sales of games consoles from 2008 to 2016 (millions of units)

2008

2009

2010

2011

2012

2013

2014

2015

2016

Nintendo

53.7

48.3

37.7

36.2

23.7

20.1

13.6

11.4

6.6

Sony

24.4

23.2

22.8

28.7

19.6

18.5

20.4

20.0

13.9

Microsoft

11.1

10.4

13.5

13.3

10.7

9.2

10.5

9.5

6.1

Source: www.statista.com

By January 2016, Nintendo’s stock had
fallen to just over $16 per share. The
company’s last new product launch — the
Wii U — had flopped badly. Something
had to be done quickly. To revitalise the
Nintendo family brand, the company set
about developing a new games console
called the Switch.

Building the Switch brand
The Switch began development in 2014
and was launched by Nintendo in March
2017. It is a hybrid games console that
enables its users to play powerful home
console computer games that incorporate
high-quality graphics while on the move
away from home. In its first month, the
Switch achieved global sales of 2.4 million
units, making it the fastest-selling console
in Nintendo’s history. Due to these strong
sales figures, Nintendo decided to double
the capacity of the factory used to produce

the Switch from 8 million to 16 million
units per year.
Nintendo used a variety of approaches
to establish a brand identity for the Switch
that distinguished it from the competition.
Successful brands like the Switch can be
built in the following ways:

Product differentiation
This is the degree to which consumers
perceive that a product is unique and
in some way superior to other products
sold in the same market. In the case of
the Switch, Nintendo sought to create a
portable games console that would match
the computing power of a home games
console. This created a technical challenge
for Nintendo’s developers, because the
technology needed to create a high-quality
gaming experience would need to be built
into a main unit that would be small
enough to carry around.

The solution was an imaginative design
featuring a touch screen, a docking system
and detachable handheld controllers.
The design also gives friends the option
to play computer games face-to-face with
each other in groups in the same room.
Nintendo hopes that this feature will
appeal to schoolchildren who want to
spend time together at each other’s homes,
rather than gaming in isolation against
a remote online opponent. Therefore,
it could be argued that in addition to
portability, the design of the Switch has
created a second differentiating feature:
social interaction. This could prove to be
important, because most games consoles
are bought by parents as presents.

Advertising
In 2015 Nintendo spent £391 million
on advertising, which was 10% of the
company’s turnover. The company used
informative advertising to explain the
differentiating features of its new console
to the target market. Real-time game play
was incorporated into television adverts
to give potential consumers an insight
into what the Nintendo Switch would be
like to play in different modes, at home

The Switch’s unique design creates
differentiating features
www.hoddereducation.co.uk/businessreview
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(including while sitting on the toilet), with
friends, or on the move.
Persuasive advertising can also be
used to differentiate brands. This type
of advertising is image-based. The goal
is to create a brand personality that is
aspirational — you buy the brand in the
hope that some of the brand’s magic rubsoff on you, making you more attractive
to others. This is why most brands
incorporate prominent logos that can be
seen when the product is consumed, such
as the three-pointed star that sits on the
front of every Mercedes-Benz — there’s
no point in spending a small fortune
buying a Mercedes-Benz unless other
people know that you are driving one. This
is not the approach taken by Nintendo,
which has always been keen to promote a
more inclusive brand image that is based
on wholesome family fun and creativity,
rather than aspiration and exclusivity.

Sponsorship
This is a form of promotion where a
company pays another organisation a fee
in exchange for a prominent display of
the sponsor’s brand name and logo. To
promote the Switch, Nintendo sponsored
Nickelodeon’s Kids’ Choice Awards. In
the past Nintendo has also sponsored
football teams, such as Fiorentina, who
play in Serie A in Italy. In return for its
money, Nintendo’s name and logo
featured prominently on the front of the
club’s shirts. Due to Fiorentina’s success
on the pitch, the sponsorship deal gave
Nintendo exposure week after week on
Italian television. Nintendo also managed
to persuade the Japanese Prime Minister
Shinzo Abe to dress up as the company’s
character Mario at the closing ceremony of
the 2016 Rio Olympics. Technically, this
was an example of public relations (PR)
rather than promotion, because Nintendo
did not pay Abe to dress up.

Social media
Nintendo has also used social media
effectively in promoting the Switch. The
company has its own YouTube channel,
which features promotional videos that
are longer than conventional television
advertisements. The videos are designed
to show off the unique gaming features
of Nintendo’s latest products. This is a
smart move given that the teenagers and
young adults who make up Nintendo’s

4
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core market are spending more of their
time online and less of their time watching
television. Over 2.6 million people
have chosen to subscribe to Nintendo’s
YouTube channel to watch the company’s
promotional films. Nintendo sales also
benefit from favourable comments made
by YouTubers who produce video reviews
of new computer games and consoles.

Benefits of successful branding
More money
A powerful brand can help a firm increase
profit by boosting revenue. Revenue is the
income derived from selling a product.
It is calculated by multiplying price by
the quantity sold. Branding can increase
revenue by raising sales volume and/or by
persuading consumers to pay higher prices.

Brand loyalty
Consumers are brand-loyal when they
choose to buy the same brand over
and over again, rather than swapping
and switching between brands. Brand
loyalty increases revenue by raising sales
volume. Customer loyalty is particularly
important to producers of fast-moving
consumer goods (FMCGs), which are
repeat-purchased weekly by millions
of consumers. Examples of FMCGs
include chocolate, soft drinks, crisps
and toothpaste.
It could be argued that brand loyalty
is less important to games companies
like Nintendo because consoles are
durable ‘big-ticket’ items that are bought
infrequently. However, it could be argued
that brand loyalty is still important
to Nintendo because it also generates
revenue by selling new video games,
which can only be played on a Nintendo
games console.

Price premiums
A firm charges a price premium when
it is able to sell its product for a higher
price than rivals. According to the law of
demand, higher prices lead to lower sales
volumes. Thus, premium prices will only
boost revenue if the percentage increase
in price is greater than the percentage fall
in sales volume.
Brands work by reducing consumer
price sensitivity. If consumers value the
Nintendo brand, most will react to price
increases by continuing to buy Nintendo
products. The launch price of the Switch

in the UK was £280. This is £50 more
than Microsoft and Sony charge for the
Xbox One and the PS4. If Nintendo can
strengthen its branding over time, it might
be able to charge an even bigger price
premium in the future for an upgraded
version of the Switch.

Value-added
This is the difference between a product’s
price and the raw material cost of
producing it. Brands create additional
value-added by raising price relative to raw
material costs. Thanks to its clever design,
the Switch sells for a higher price than its
rivals. In addition, the raw material cost of
producing a Switch could well be less than
an Xbox One or PS4. This is because both
the memory (46GB) and storage (32GB)
of the Switch are inferior to the Xbox and
the PS4, which both have 86GB memory
and 500GB storage. Higher value-added
will help to boost gross profit margins
and the margin of safety, because each
unit sold will make a higher contribution
towards fixed costs.

Evaluation
There is strong evidence to suggest
that sales of the Switch have exceeded
Nintendo’s expectations. At the time
of writing the console is out of stock at
many retailers, including Amazon. Some
gamers have used this to their advantage
by reselling their Switch consoles in a
secondary market for more than they paid.
However, it is probably too early to say
whether the Switch will go on to become a
successful brand. It is possible that demand
for the Switch could slow down in the
months to come. Most loyal Nintendo fans
have probably already bought a Switch. If
sales are to continue to grow, Nintendo
will need to persuade gamers who already
own rival consoles to invest in a Switch.
This could be a tricky prospect given the
Switch’s price premium.
In the longer term the Switch’s fate will
largely depend on the quality of games
available to play on it. Most gaming
experts agree that Nintendo’s Wii U failed
because there were not enough games
available for it. This was because thirdparty game developers, such as EA Sports,
refused to produce Wii U versions of their
popular games. In part this was due to the
cost of adapting games to suit the Wii U’s
non-standard hardware. To make sure that
Business Review September 2017
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Does competition from mobile gaming mean
that video game consoles are nearing the end
of the product life cycle?

history does not repeat itself, the Switch
uses the same GeForce graphics card
found in gaming PCs. This will hopefully
encourage third-party game developers to
launch versions of their new games that
can be played on the Switch.
It is also interesting to note that the
market for video game consoles appears
to be in rapid decline. In 2008 Nintendo,
Sony and Microsoft sold a combined total
of 89.2 million consoles. By 2016 this
figure had fallen to 26.6 million units —
a decrease of over 70%. Are video games
coming towards the end of their product
life cycle? Is it wise for companies like
Nintendo, Sony and Microsoft to invest
heavily in developing new products for
this market? If Nintendo is to boost
sales, it will have to do so by stealing
market share from its rivals, which is
far harder than expanding in a market
that is growing.

BusinessReviewExtras
Get a lesson plan on innovation at
www.hoddereducation.co.uk/
businessreviewextras

Nigel Watson is head of business and
economics at St Catherine’s School,
Surrey.

triumphs

The Range
Chris Dawson is the founder of The Range and in the
recent Sunday Times rich list is ranked number 67,
with a reported worth of £1.9 billion

T

he self-styled ‘Del Boy’ of high street
trading, Chris Dawson proves that
there is money and indeed profit
in the selling of everyday items that are
cheap and affordable. The Range is well
named, as rather than concentrate on a
small, select group of items that offer high
profit margins, it instead offers a vast array
of goods that are both low in cost and
enjoy margins that while not high, provide
steady returns.
The ability to buy up stock that
might be overlooked or undervalued is

www.hoddereducation.co.uk/businessreview
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something that has become a speciality
of not only Dawson but also other
firms such as B&M, which has a similar
offering. Interestingly, both companies are
valued similarly and they have perhaps
epitomised the opportunity that presents
itself in offering to customers the allimportant concept of ‘value’.
It is interesting that while both firms
could be argued to be counter-cyclical, the
fact that customers have stayed loyal to
them as the UK economy has recovered
from the recession suggests that The

Range’s reputation as ‘the working man’s
John Lewis’ is here to stay.
Arguably the real triumph is that
Dawson is a born entrepreneur and despite
claiming never to have ever read a book
due to his dyslexia, he is an individual
who understands how a balance sheet
and profit and loss account work, as
a dividend payment of £100 million in
2016 will testify.
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exam insights

Lessons from the
marking process
This new series will focus on the mechanics of the marking process and
give you key insights that will allow you to access the highest grades

W

hile the world of A-level exam marking is arguably
more transparent than it was in the past, it remains
a rather hidden area that students and many teachers
are too frequently in the dark about.

Planning leads to marks
Before you sit an exam paper, it will have gone through
submissions and checks by various bodies. The writing of papers
is usually the responsibility of one individual and that person
must submit at least two different papers for each exam series.
This is because of the possibility of a breach of security and
so for each session there will be both an official paper and a
replacement paper that can be sent out if the exam boards believe
that the main paper has fallen into students’ hands. Each of the
papers are scrutinised by committee and examined to see that
they cover enough of the subject content, are suitably worded and
the calculation questions are feasible and realistic.
The lengths of the spaces in the answer booklets are discussed
at length. These blank spaces are very important, as they are used
as an indicative guide to how much a typical student should
be writing. You should consider this when approaching your
responses. The space provided allows you to put in a plan, and
there is a strong correlation between students who spend time
planning and the ones who perform the best.

If you are concerned about using up this space for your plan,
then be reassured that if you do have to use additional paper to
complete your response, then these pages will be scanned into the
system as well as your script. Additional pages are given to one of
the senior examiners, who will mark them by cross-referencing
the marks you have received on the original script. Thus these
additional pages are effectively marked twice, and have two sets
of examiners looking for opportunities to award marks.

Don’t repeat yourself
In the past, once the exam papers were completed, the different
centres would send these physical scripts directly to the selected
examiner responsible for marking. An examiner would typically
mark between 250 and 300 scripts during the marking season.
However, with the advent of technology, completed scripts are
now sent back to the exam board, which scans in each candidate’s
responses. When the marking window opens, these scripts can be
accessed digitally by the individual examiners.
The software allows examiners to annotate directly onto the
digital scripts and record marks and comment on the quality
of the script. Until recently, the software meant that different
examiners marked different students’ responses for different
questions. However, the latest software update means that the
same examiner will mark all your responses. This is important

6
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to note, as it means that as an individual candidate, you cannot
simply repeat and replicate generic lines of analysis on different
questions and potentially receive credit every time. Now,
examiners will see that you are repeating pre-rehearsed lines and
are less likely to be tricked by a student who attempts to crowbar
in the same chain of argument to fit every question.
For example, the following argument works well on its own:
Moving production overseas can lead to the firm facing lower
unit costs of production, which could enable them to reduce
their selling price, and if the demand for the product is price
elastic, this could lead to an increase in sales revenue and a
potential increase in market share.

However, if it were to be used over and over it would start to lose
relevance, and this would certainly fall into the trap of not getting
the examiner on your side.

Keep it clear
As examiners have to mark such a large volume of scripts, you need
to be able to set out your response in a way that is easy to follow
and makes your points effectively. A former colleague used to
stress the importance of leaving a line between paragraphs. While
this might upset the ‘grammar police’, who prefer an indented
start for each paragraph, the important thing is to emphasise
where your first point ends and your second point starts.
The importance of presentation should not be underestimated.
Even if your handwriting is not the neatest, you can still lay out
your work in a way that is easy to follow and allows the examiner
to annotate easily and award marks. Students tend to ignore the
rules of paragraphs and structure, as they are so worried about
fitting their answers into the space provided. This is the wrong
approach to take — if your response is longer than the spaces
allow for, writing on additional pages can actually get you more
marks, as shown above.

Know your competition
The exam marking system is a hierarchical structure, with more
experienced examiners taking up higher positions within the
marking team. After the principal examiner (the person who
wrote the exam) comes several assistant principal examiners,
www.hoddereducation.co.uk/businessreview

6772_Business_Rev_24_1_PRINT.indd 7

who meet with the principal to agree the mark scheme and to
standardise the quality of the scripts received.
This process normally takes 2–3 days and involves these senior
examiners meeting and reviewing scripts, and choosing scripts
to be used for the standardisation of other examiners. Each
script is reviewed over and over, and the principal foundation
of all examiners is positive marking. This means that they are
looking to reward high-quality responses, taking into account that
students have produced their work under the pressures of an exam
hall. Once happy with the marks awarded for the selected scripts,
these are put into an online standardisation system, where all
the other examiners selected for that paper must mark the same
scripts. This allows the senior examiners to see how and where the
marks are being awarded by the examiners and then discuss any
issues if they are not in line with the agreed marks. If examiners
are not in line, then they are no longer allowed to mark.
Examiners are now a lot more closely observed. Using the
online system, the exam boards will insert ‘seed’ questions
throughout the marking process. These are responses that have
been previously marked by senior examiners. They are there
to ensure that examiners are marking consistently and within
‘tolerance’. If an examiner is not in line with the agreed marks
then they become locked out of the system, and can only get
back into the system after a discussion with their team leader (a
more experienced examiner). This system allows for consistency
throughout the marking process and identifies if particular
examiners are slightly lenient or harsh in their marking. These
marks can be adjusted to take this trend into consideration at the
end of the marking process.
Once 85% of the scripts have been marked, the statisticians
come into play to set grade boundaries. Even the most senior of
examiners have relatively little influence on the actual marks
needed for an A grade — they are based on the number of students
achieving a certain mark. A certain percentage of students will
achieve an A grade (normally the top 12% in business studies)
and so it is important that you consider that you are competing
not just against your classmates, but the 25,000 other students
taking the exams nationwide. This fact is often overlooked by
individual students, and so the key to success and achieving an A
grade is to be one of the best 3,000 students across the land.
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case study

EasyJet and Greiner’s
growth model
Greiner’s model was developed in the last 40 years
and looks at how businesses grow and the
challenges they face along the way. Here,
Phil Waterhouse applies the theory to EasyJet
to show how it has evolved as a business

Creativity

Organisation size

L

isten to any successful entrepreneur talk about their
beloved business and you will notice that they often refer to
their start-up in a paternal way. For many, their businesses
and how they grow are like parents watching and nurturing their
children as they develop in the world.
When I left university I spent 6 months working at EasyJet,
which was then just an airline start-up at Luton airport. Two new
firms had started operating, Debonair and EasyJet. I was working
in the head office of the latter and witnessed first hand how
the company, under the direction of Stelios Haji-Ioannou, went
through the stages of growth as outlined by Greiner (Figure 1).

Phase 4
Growth through
coordination

Phase 1
Growth through
creativity

Phase 2
Growth through
direction

Phase 3
Growth through
delegation

The business at that stage offered two routes from Luton: one to
Glasgow and one to Edinburgh. Each route had six flights per day.
EasyJet revolutionised the airline industry. The company
was unique in that it did not offer complementary meals, used
printed boarding passes, and the cabin crew wore casual jeans and
polo shirts. The business model was formulated on the idea of
minimising costs at every opportunity and passing these savings
on to customers in the form of lower prices.
This was a period of immense creativity, with the company
looking to challenge the perceived wisdom of the traditional
Phase 5
Growth through
collaboration

Phase 6
Growth through
extraorganisational
solutions

Growth crisis
Red tape crisis
Control crisis

Autonomy crisis
Leadership crisis

Figure 1 Greiner’s growth model
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airlines. Customers were intrigued enough to try out the new
airline. While non-allocated seating took a while to get used
to and is still not universally liked, it has given the airlines
an opportunity to charge extra for allowing customers to
choose their seats.
This sort of creative thinking is like that of a young toddler who
is encouraged to try things out and learn from their mistakes. For
many new businesses it really is a case of having a blank canvas
to experiment, and serial entrepreneurs love the challenge of
starting again with smaller businesses and seeing them grow.

Direction
As EasyJet grew, and started to add more routes such as
Amsterdam and Barcelona, it realised that it needed to bring in
extra experience and understanding of the airline sector. While
the company was not exactly in crisis, it was facing potential
challenges from British Airways, which introduced its own lowcost airline, Go, to challenge the growth of EasyJet.
At this stage, Haji-Ioannou was keen to develop his ‘Easy’
brand and started to open up internet cafes, cinemas and hotels.
He realised that for the airline to grow he needed further expertise
from outside of the business to bring more structure. Ray Webster
was brought into the firm to help it develop to the next stage. Like
a child growing up, rules and direction had to be introduced, and
the organisation grew more complex as it became larger.
At this time, certain employees who had been at the firm since
the beginning began to pine for the ‘good old days’ when as a
new start-up any marketing or PR opportunity was seized upon.
As the airline grew, more traditional methods of advertising
were used and in many ways the business became more formal
and structured.

Delegation and coordination
As EasyJet grew in size, the company expanded out of its head
office at the end of Luton airport’s runway into different areas
across the airport. This was necessary, as the operations sector,
cabin crew and reservations staff did not need to be working out
of the same place.
While this led to greater efficiency, it also meant that the firm
now had difficulty controlling and coordinating its operations,
and a crisis of autonomy and then control resulted, with different
parts of the business operating separately and having different
viewpoints as to where the business should be heading and
which area should be a priority. Similar to a child growing up —
a balance needs to be struck between giving a child independence
but also setting clearly defined boundaries.
In many ways EasyJet was entering the difficult teenage
years, and so decided to embark on a situation where greater
coordination between the different parts of the business was
introduced. This coincided with the appointment of Andy
Harrison as CEO, who decided to bring the different operations
back into one central headquarters, as well as introduce a
balanced-scorecard approach to evaluate the performance of
different employees. This 360-degree appraisal system helped the
business become more focused, as employees felt a greater sense
of belonging and affinity to the firm, after it had perhaps grown
too large to manage.

Collaboration
As always with the introduction of change, there was some
resistance (as Kotter and Schlesinger would identify). However,
what could have been seen as a crisis of red tape and more
paperwork was overcome with clear communication and

Non-allocated seating gives EasyJet the opportunity
to charge customers for choosing their seats
www.hoddereducation.co.uk/businessreview
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education about how the system would operate. From the start
of EasyJet’s operation it had strived to have a ‘paperless’ office as
much as possible. This meant that key documents were scanned
in and saved digitally and that the majority of communication
was performed electronically. This is still a key part of EasyJet’s
operations today.
No teenager or young adult wants to be tied down by endless
work, and one of the key aims of Andy Harrison and his board
was to try and make things simpler for their employees and allow
them to focus on their main jobs.
All the while, Stelios Haji-Ioannou was an important and
sometimes critical onlooker of how the airline had grown. He
and his family still own 30% of the plc, and sometimes object
publically to the way the company is being run. In many ways this
can be seen as like an older parent looking on at the grown-up
their child has become. While they might not like every choice
and decision made, their love and fondness for what was their
baby remains strong.

Extra-organisational solutions
In terms of future growth, the company has continued to develop
and exploit extra-organisational solutions (i.e. alliances and
mergers) as it has grown in size. From just two routes in 1995,
it now has over 100, and is the second-largest airline in Europe
behind rival Ryanair, flying over 70 million customers each year.
This growth included the buyout of the failed Go airline, as
well as GB Airways in 2007. These acquisitions helped EasyJet
grow further, and while the company specialises in short-haul
destinations, a recent expansion to a Moscow route means that
the firm could try and bring its business model to the highly
competitive transatlantic and long-haul markets. This is likely to
lead to more growing pains as identified by Greiner.

Phil Waterhouse is joint editor of Business Review and head of
business and economics at Bedford School.

disasters

Google
Glass
How can a business as rich and clever as Google launch a dog of a product? One
that makes them seem out-of-touch and perhaps even ‘creepy’? And launch it from
a division of the business run by founder Sergey Brin? Welcome to Google Glass…

I

n February 2013 Google held a contest to select as many as
8,000 people keen to purchase a $1,500 pair of Google ‘smart’
glasses. Such was the buzz about the company that people
expected Google Glass to be the next big thing. The product was
in its development stage, yet customers were still willing to part
with $1,500 to be ‘Glass Explorers’. A commentator called it the
equivalent of a crowdfunding campaign.
Google Glass was to be the way of the future. People walking
down the street could pick up e-mails, talk on the phone, connect
to the web and record anything they were seeing using Google
Glass. It would keep the wearer in touch permanently with
football results, share prices or their loved ones.

What went wrong?
But the media gave Google Glass a hard time from the start. Why
would anyone want to wear an unfashionable-looking pair of
glasses? And who wants to record everything they see in front
of them? After launch, some restaurants in the USA banned
customers from wearing Google Glass.
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Analysis by Teardown.com showed that the components within
the product cost no more than $80. Google persisted, claiming
that all great innovations took time before people accepted them.
It launched the product fully in 2014 and in early 2015 talked
about Google Glass version 2 being launched soon, but that never
happened. Google Glass was quietly dropped. By April 2015 the
boss of Google Research Labs was confessing in public that the
company should never have launched the product so early, or
charged so much.
But for some early adopters the damage was done. Consumer
electronics blogger Tim Bajarin called the experience of being a
Glass Explorer ‘horrible from the start’, saying the user interface
was ‘terrible’, the ‘connection unreliable’ and the information
provided of ‘little use’. He called it the worst $1,500 he’d ever
spent in his life. Google has never revealed all the development
costs involved in the Glass project.
Is it possible that high-tech companies are making the same
mistake with self-drive cars? Smart phones didn’t lead to smart
glasses — they may also not lead to smart cars.
Business Review September 2017
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in brief

Surviving in
changing markets
Recipes for profit
The restaurant sector in the UK is set to face some difficult
challenges over the next 12 months. With rising food bills, an
increase in staffing costs due to the living wage and business rates
looking to be put up, rather than down, several chains are facing
considerable challenges. The industry has an intense amount of
competition and within this context there are always likely to be
winners and losers. Recently both Jamie’s Italian and Strada have
announced retrenchment strategies and the restaurant group that
owns chains such as Frankie & Benny’s, Chiquito and Garfunkel’s
have reported that like-for-like sales are down 3.9% on last year.
The industry is facing many external pressures, but it can
also represent a large opportunity for new start-ups to enter the
market and offer something new. For example, the company
behind Las Iguanas and the Turtle Bay chains launched their
restaurants during the last recession. While risky, it meant that
costs were considerably lower and by offering something different
to what was on the high street at the time, they could establish a
foothold in the market. Therefore, while it looks likely that some
of the more established brands might not be so prominent in the
future, the chances are that you will still have plenty of choice,
even if the profit potential of these firms is not as strong as it had
been previously.

The best way to fitness
In the last few years, there has been a considerable rise in the
budget sector of the gym business. Consumers have appeared to
recognise that the trappings of a gym membership on a monthly
direct debit do not always provide value for money, as attendance
starts to fall off dramatically after new year resolutions are
broken. The fact that the gyms still profit from people who do not
cancel their direct debits has presented an opportunity for firms
like PureGym, which is open 24 hours a day, 7 days a week and
www.hoddereducation.co.uk/businessreview
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offers low-cost membership on a pay-as-you-go basis, making it
a more attractive proposition than monthly memberships. The
more upmarket gyms still have a place in the market, as they can
differentiate with more added-value options such as swimming
pools, saunas and Jacuzzis, but the demand by individuals
who are just keen to get fit and feel as though they are not
wasting money means that the cost leadership model has proved
equally profitable.
The lower-cost locations, often on the outskirts of towns or
in industrial estates, means that PureGym (a private limited
company) has seen its profits increase from £13.5 million in 2015
to £15.4 million in 2016.

Paperchase
The greeting card market has always been a significant one in
terms of always fulfilling a need, even in the digital age. While
online-only competitors such as Moonpig have come along
and disrupted the industry, and major high street firms such as
Clintons have faced difficulties in the last decade, the segment
is still an opportunity for firms that can diversify away from just
relying on greetings cards. Paperchase and companies like Kikki.K
have tapped into related products such as journals, planners
and stationery as a way to offer a wider product range. They are
also aware that these items offer significant appeal to the female
demographic. These products offer healthy gross profit margins
and while the costs of having a bricks and mortar location
makes their overheads significantly higher than the online-only
competition, the tangible nature of the products means that
healthy profits can be achieved.
Paperchase has seen its profits from its 130 stores in the UK
rise to just under £5 million. The firm is now keen to adopt a
strategy of market development and take its concessions to a
further 30 international locations.
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marketing

The ethics
of marketing
Paul Hoang explains why it is important for marketing campaigns to be ethical

T

he main purpose of most business
organisations is to earn a profit
for their owners. Even non-profit
organisations strive to make a surplus
in order to keep the business alive. An
organisation’s marketing strategy is
therefore designed to grab the attention of
customers in order to earn sales revenue.
However, marketing strategies that are
unethical, putting profits ahead of people
or the planet, have been heavily criticised.
With the exposure and power that social
media now gives to all stakeholders,
ethical marketing is an important business
strategy for all organisations.

Unethical marketing
Marketing ethics refers to the moral
aspects of an organisation’s marketing
strategies. Unethical marketing exists
when moral codes of practice are not
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adhered to and when such actions cause
offence to members of the general public.
For example, bait and switch
marketing techniques are considered to
be unethical and a form of advertising
scam. Bait and switch is a controversial
marketing method used to entice
customers by advertising deals that are
too good to be true. Once customers are
hooked onto the deal (the bait), they
discover that it is no longer available and
that they must purchase a higher-priced
alternative (the switch) from the same
organisation. High-pressure sales tactics
are used to ensure that targeted customers
make the switch. See Box 1 for examples.
Other examples of misleading,
deceptive or unethical marketing
techniques include:
■■ Health fraud, such as unsubstantiated
promises of overnight medical cures.

■■ Travel fraud: this involves misleading
information being given to travellers, e.g.
descriptions of hotel facilities such as
sea-view rooms.
■■ ‘Get rich quick’ schemes offer people
the opportunity to make money with
minimal effort.
■■ Product misrepresentation and copycat
branding: using brand names similar to
well-known trademarks, e.g. China’s
Rasonic and JNC are variations of Japan’s
Panasonic and JVC.
■■ Exploitation of weaknesses: using fear
tactics that prey on people’s vulnerability,
or pre-empting urgency such as through
advertising ‘limited stocks only’.
■■ Unsubstantiated claims: promotional
declarations that cannot be proven, e.g.
‘nine out of ten tests prove…’, ‘four out
of five people prefer…’ or ‘98% of our
customers recommend…’

Business Review September 2017
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■■ Pester power: using children to harass
their parents into buying certain products,
e.g. toys, fast food, automobiles and
holiday destinations (Box 2).
■■ Confusion marketing: involves businesses
swamping customers with excessive price
information. Being inundated with such
confusing information prevents customers
from making informed, rational choices,
with the aim that customers won’t be
bothered switching to rival products. This
is a common marketing technique used for
mobile phone subscription plans and bank
mortgage deals.

Box 1

The factors that affect the ethical stance
(or approach) of a business depend on the
moral principles and values that are held
by the management, the organisation and
society as a whole. Whether a particular
act is deemed to be ethical can be rather
subjective. This is because what is offensive
to one person or group of people might not
be to another (Box 3).

Bait and switch schemes

• Airlines advertise cheap flights from £9.99, when in fact only one or two seats are available at
this price. Once these are sold (quite often to the airline’s own staff) the promotion is continued
even though no more seats are available at the advertised price. Other customers, who have been
enticed by the marketing campaign, end up paying higher prices.
• Mobile phone retailers advertise a new product, but it is limited in supply or out of stock.
Customers end up buying higher-priced models.
• Estate agencies launch new property developments using claims such as ‘Apartments from just
£250,000’ when actually only one apartment is being sold at that price. It is likely to have already
been sold before the advert even got to the printers.
• Electronic retailers often offer free accessories when selling their products but only ‘while
stocks last’ or for a ‘limited period only’. For example, they may advertise special offers such as
free batteries, a free case for laptops or free ink cartridges for printers, but they are out of stock
by the time most customers make a purchase.

Box 2

Banning pester power

Pester power is a marketing strategy that aims to put pressure on parents by directly targeting
advertisements at children. Pester power techniques have been banned in the European Union
(EU) since 2007. The rationale behind the EU’s consumer protection laws is to force businesses
to trade more fairly. However, this view is not shared in all parts of the world.
Fast food giant McDonald’s has been criticised for actively promoting its Happy Meal product
directly to children. Some people argue that targeting children, especially in an era of growing
child obesity in many parts of the world, is unethical and presents parents with unnecessary
pressures to buy their children fast food products. Other businesses target children by
promoting the latest ‘must-have’ toys and fashionable gadgets.
Children are increasingly exposed to marketing due to technological advances and changes in
lifestyles, e.g. an increasing number of children have smartphones and tablet computers with
direct access to the internet, and both are potential advertising channels that can be exploited
by marketers. Social media marketing exemplifies the potential power for marketers and
problems for parents.
This YouTube video shows the problems that pester power presents for parents:
www.tinyurl.com/kymhfh3
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Benefits of ethical marketing
Ethical marketing can bring several
important competitive advantages to
a business:
■■ An improved corporate image of the
business and its products. For example,
businesses might aim to gain a reputation
for being ‘green’ (environmentally
friendly) with their packaging.
■■ Having a reputation for being ethical
and socially responsible can help to attract
the best and most motivated employees.
In general, most people prefer to work
for an organisation that is socially aware
and responsible towards its various
stakeholder groups.
■■ Similarly, being ethical can enhance
the goodwill of other stakeholder
groups, leading to improved professional
relationships with existing employees,
suppliers,
customers
and
the
local community.
■■ Being
ethical
and
socially
responsible helps businesses avoid bad
publicity, pressure group activity and
government involvement.
■■ Consumers may choose to boycott a
business that behaves unethically. Hence,
by acting in a socially responsible way,
the business can prevent a decline in its
profitability and reduce the chances of
it closing down.
Ultimately,
these
competitive
advantages help to attract new customers
and generate loyalty from existing
customers. In the long term, this results
in higher profitability. Therefore, most
businesses abide by certain guidelines
and rules for ethical marketing (known
as ethical codes of practice). These
guidelines serve three main functions:
■■ To identify acceptable business practices
(from society’s point of view).
■■ To foster internal management and
control.
■■ To avoid confusion regarding what is
and what is not socially acceptable.
Being unethical can create a
considerable social backlash if it is
discovered that a business operates in a
socially irresponsible way. For example,
a furniture maker might claim to use
sustainable timber but actually buy its
materials straight from rainforest suppliers.
In 2013 a high-profile case featured
Findus, a Swedish frozen food brand sold
in many parts of the world, which sold a
‘beef lasagne’ that was found to contain
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Box 3

Travel fraud includes misleading
descriptions of hotel facilities

Ethical marketing?

Would you consider the following marketing
campaigns to be unethical and/or offensive
acts? Why/why not?

• McDonald’s marketing of Happy
Meals to children.
• China relaxing rules on nudity in
magazines and newspapers.
• It is still legal to use television, cinema
and radio to advertise cigarettes and
tobacco products in some countries.
• Nestlé used the slogan ‘It’s not for girls’
to promote its Yorkie chocolate bar.
• When Daimler released its luxury £1.7
million armoured Maybach car, the Hong
Kong marketing campaign featured mock
kidnappers shooting at the bulletproof car.
• Ogilvy, the global advertising agency,
creates marketing campaigns on behalf of
its client British American Tobacco.
• Banks offer customers tax loans (to pay
off their tax bills) with low interest rates.
■■ Resistance and pressure from owners/
shareholders, who may be unwilling to
accept higher operational and compliance
costs, leading to lower profits, at least in
the short run. Shareholders tend to have
a short-termist approach, even though
ethical marketing practices could bring
long-term benefits to the organisation.
■■ Higher costs can cause a business to
lose its price competitiveness, especially
if rival businesses do not comply with
ethical marketing practices and so have
lower costs as a result.
■■ It can be argued that bad publicity is
better than no publicity at all. Offensive
and unethical marketing techniques can
actually get people talking about the
product, brand or business (Box 4).

A deliberate strategy?
between 60% to 100% horsemeat. The
news exposed the unethical practices of
Findus, resulting in retailers removing the
meat products from their stores.

Limitations of ethical marketing
Ethical marketing practices have potential
disadvantages for a business:
■■ Compliance costs can increase the
organisation’s costs, e.g. complying
with rules and regulations about trade
descriptions and labelling of products.

14

6772_Business_Rev_24_1_PRINT.indd 14

Businesses may find themselves in
unfortunate situations that require a revised
marketing strategy to deal with negative
publicity. For example, many businesses
use celebrity endorsements as part of their
marketing. However, negative publicity
about an associated celebrity can bring the
reputation and sales of the organisation
into disrepute. For example, Lance
Armstrong, Oscar Pistorius, Tiger Woods
and Maria Sharapova were associated with
Nike, but were all dropped by the sponsor
due to their misdemeanours in society.

The use of unethical marketing,
whether deliberate or otherwise, is a highrisk strategy. Unethical, misleading or
offensive marketing tactics can backfire
and lead to customers boycotting the
products of a business. Also, governments
can been pressured to ensure that
members of the general public are
protected from immoral business practices.
Advertising activity is carefully monitored
by numerous government organisations.
Examples include:
■■ Regulation of television and radio
advertisements by the Office of
Communications (Ofcom). The main
duties of Ofcom (a government agency)
are to promote healthy competition and
to ensure that citizens are protected
from unethical advertising. All adverts
are checked before authorisation is
given for broadcast.
■■ Regulation of advertisements and sales
promotions by an independent Advertising
Standards Authority (ASA). The ASA
is funded by the advertising industry
rather than by the government. The selfregulating industry empowers the ASA
to ensure that all adverts (broadcast and
print) must be ‘legal, decent, honest and
truthful’ and that they must not cause
grave or widespread offence.
■■ Consumer protection legislation exists
to uphold the rights of consumers. For
Business Review September 2017
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example, the Weights and Measures Act
stops businesses from misrepresenting
the weight or size of the products being
traded. So a 500 ml bottle of water must
contain that amount of content. Under the
Trade Descriptions Act, businesses must
not make false or fabricated claims about
their products.
■■ Marketing
activities that prevent
fair competition (known as restrictive
trade practices) are carefully monitored
by the Office of Fair Trading (OFT). For
example, multinational companies
might use advertising expenditure as a
form of barrier to entry to an industry,
which can make it impossible for smaller
firms to compete.

Conclusions
Twenty-f irst
centur y
businesses
have a growing need to adapt their
marketing strategies to meet changes
in the marketplace. Ethical marketing
practices need to be embedded in the
organisational culture if these businesses
are to maximise their sales revenues and
profits in a sustainable way. Also, cultural
differences have a direct impact on a

Questions and activities
1 Is it ethical to market products directly to children?
2 Discuss the effectiveness of marketing campaigns designed to shock and possibly offend
members of the general public.
3 Discuss whether businesses should always act ethically in their marketing campaigns or
whether offensive marketing is simply an effective marketing strategy.
4 Given the diverse nature of international cultures and business etiquette around the world,
can marketers ever know what is ethically right and what is ethically wrong?

Box 4

Nestlé’s offensive advertising?

Is unethical marketing a business mishap or an intentional strategy? A business might provoke
a calculated ‘reverse reaction’ from customers through deliberately offending a particular
market segment. For example, Nestlé’s marketers adopted the slogans ‘It’s not for girls’ and
‘It’s not for handbags’ to promote the Yorkie chocolate bar. This could have offended many
females, but the resulting increase in the sales of Yorkie bars suggests that, if carried out
effectively, unethical and offensive marketing might not only increase brand awareness but
actually increase demand for the product.

firm’s marketing strategies — arguably,
it would be unethical and insensitive for
a marketer not to respect the cultures
and norms of other people in society.
For example, there are no beef products
sold in McDonald’s restaurants in
India, as Hindus regard cows as sacred

animals, so it would be unethical to
harm such animals for the purpose of
individual consumption.
Paul Hoang is vice principal of Sha Tin
College, English Schools Foundation,
Hong Kong.
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back to basics

Ten things you need to
capacity utilisation
Ian Marcousé provides a framework of ten concepts for
your revision on operations (resource) management

1 Capacity

2 Capacity utilisation

The number of units that can be produced with the existing physical
and human resources.

Actual output as a percentage of maximum possible output.

Example: the Airbus A350 is produced in France (with wings made in
the UK). The Airbus factory at Le Bourget is only capable of producing
seven A350s a month, i.e. the capacity is seven A350s per month.
Advantage: knowing your capacity means knowing whether you can
accept extra customer orders or not.
Disadvantage: businesses might be too passive, failing to work to
boost capacity when needed (e.g. new super-fast machinery to get
more production from the existing floor space and staffing).

3 Cutting capacity
Lowering a company’s maximum production level.
Example: in November 2016 Marks and Spencer announced that it
would close 30 clothing stores, converting some to food-only. This
was to cut its capacity in retail clothing and homeware.
Advantage: if a company can see no realistic prospect of rebuilding
sales/demand, cutting capacity is the only way to increase
capacity utilisation.
Disadvantage: a cut to capacity (such as selling off store sites)
cannot easily be reversed if customers start to return.

Example: in 2017 production of the world’s biggest passenger plane
(the Airbus A380) is being cut to one plane per month, from 2–3 per
month in 2016. In 2016 Airbus said its maximum capacity for the
A380 was 30 planes a year. So it is now operating at 12/30 × 100 =
40% capacity utilisation.
Advantage: knowing your capacity utilisation helps in decision
making, e.g. perhaps Airbus needs to cut the number of staff
working on the A380.
Disadvantage: short-sighted companies may react to low capacity
utilisation through redundancies and other ways of cutting capacity,
but the cause of the low capacity utilisation may prove to be short
term, e.g. a recession.

4 Fixed costs per unit
As total fixed costs are unchanged when production changes, a fall in
utilisation means that fixed costs per unit rise. This puts a squeeze on
profit margins.
Example: if fixed costs are £1,200 a week and sales/production
falls from 600 to 400 units, the fixed costs per unit rise from £2
(£1,200/600) to £3 per unit.
Advantage: when sales and production are rising, the reverse of the
above is a huge help, i.e. falling fixed costs per unit.
Disadvantage: with some businesses, fixed costs are a high
proportion of total costs (e.g. running a hotel). For them, low capacity
utilisation leads to worryingly high fixed costs per unit.

5 Impact on margins
The higher the capacity utilisation, the lower the fixed costs per unit, which gives a boost to profit margins. Unfortunately the reverse is also true.
Example: the steady decline in sales at French Connection shops meant that by 2017 its fixed overhead costs per £ of sales were higher than its
gross margins, leading to operating losses.
Advantage: working to boost capacity utilisation will have a hugely beneficial effect on margins.
Disadvantage: French Connection has suffered 8 consecutive years of decline. When consumers abandon you it can be very hard to
turn things around.
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6 Increasing capacity
Raising maximum capacity in order to produce more and sell more.
Example: Tottenham Hotspur is currently building a new stadium to increase crowd capacity from 36,000 to 61,000 (1,000 more than Arsenal).
Advantage: as long as you can be confident that higher demand exists, a boost to capacity will increase revenue and perhaps lead to significant
economies of scale.
Disadvantage: in past periods of success Birmingham City boosted ground capacity to 30,000. In 2016/17 its average attendance was 18,700,
giving it a utilisation rate of 62%.

7 Maximum capacity

8 Overutilisation

In effect this means exactly the same as ‘capacity’, i.e. the highest
production/sales rate possible from within existing physical and
human resources.

Sometimes called excess utilisation. When output is at or beyond
‘full’ capacity for a sustained period of time, causing problems
meeting customer expectations.

9 Underutilisation

Example: in the winter of 2016/17 demand for NHS emergency
services regularly exceeded the hospitals’ ability to supply. This
led to widespread failure to meet the target of 4 hours’ maximum
waiting time, and to patients spending the night on trolleys, due to
lack of bed space.

When actual output is significantly below maximum capacity.
Example: in the first half of its 2016/17 financial year, the UK airline
FlyBe had a load factor (capacity utilisation) of 72% compared with
over 90% for Ryanair and EasyJet. That means 56 empty seats per
200-seater plane.
Advantage: for a customer, low capacity utilisation might be a
delight, e.g. plenty of space in a plane, train or hotel swimming pool.

Advantage: for businesses, the struggle to meet demand is
compensated for by the hugely beneficial effect on short-term
revenues (e.g. for Uber, ‘surge’ pricing means a big boost to revenues
and profit margins when demand is excessive).
Disadvantage: those running factories, airlines and railways need
some down-time to make maintenance and safety checks. So 95%
capacity utilisation is preferable to 101%.

Disadvantage: for companies, underutilisation means high fixed
costs per unit and low profit margins.

10 Boosting utilisation
There are only two possible ways: increasing customer demand or cutting maximum capacity.
Example: for Flybe, with 56 spare seats per 200-seater plane, either find a way to sell more seats (increasing demand) or cut capacity by using
smaller, 150-seater planes.
Advantage: boosting utilisation cuts fixed costs per customer and therefore allows higher profit margins.
Disadvantage: boosting demand might be achieved by cutting prices, but if prices are cut by more than the reduction in fixed costs per unit,
profit margins could fall, not rise.
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case study

Marketing
in action
Pizza delivery
Phil Waterhouse looks at an
industry where product is
arguably the least important
part of the marketing mix

W

henever I teach the marketing mix, I always stress to
students that product is the most important aspect,
as everything else follows from this key ingredient.
However, this is arguably not always the case. The pizza delivery
industry is a great example of where the other elements are much
more important.
When you select a takeaway or delivered pizza, you probably
do have a preference of brand, but is there really a major
difference between a Pepperoni pizza from Domino’s, Pizza Hut
or Papa John’s? You could probably tell the difference between
the different brands, but is that the pizza itself, or are there other
marketing tricks at play?

Domino’s Pizza
Domino’s has risen to the top two of the industry despite research
carried out by the company finding that customers actually liked
its pizza less if they realised it was from Domino’s. This suggests a
major issue, but in fact the business is now worth over $9 billion.
Arguably it is the other aspects of the marketing mix that have
made the company so successful.
Domino’s was at the forefront of utilising e-commerce in its
operations and the ways in which customers can place orders.
As well as the highly popular app, the company can process
orders through Facebook, Apple Watches, Twitter and the latest
innovation: a voice-activated zero-click automated system.

18

6772_Business_Rev_24_1_PRINT.indd 18

The turnaround in the last decade has been remarkable,
and has seen Domino’s increase its share price 60-fold and its
market share from 9% to 15%. The company has long been based
on the principle of achieving growth through the franchising
model. As well as enabling the firm to open up more and more
locations worldwide, the main company benefits from the
revenues achieved through the royalty payments received from
the franchises. The franchise system also gives Domino’s an
advantage in the marketplace in terms of place — more locations
means more delivery options and wider global reach of the firm’s
distribution channels.
This revival has been based on senior managers at the company
realising that they needed to do something to turn around the
business. As much as Domino’s had embraced the digital age and
use of social media to attract customers, it also fell foul of this
technology, as videos and images of the poor standard of pizzas
being delivered by Domino’s went viral, giving the company a
real PR headache. However, as the former CEO of John Lewis
suggested, good companies don’t waste a crisis.
BusinessReviewExtras
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The management team took the negative press and used it
to inform customers that they had listened to them and started
producing higher-quality pizzas and introduced more rigorous
quality assurance across the company. This is not easy to achieve
with such a vast organisation that has so many franchisees to
communicate with. The revamping of the menu and the improved
ingredients going into the end product also had to be explained,
and the higher quality meant higher costs that would eat into
the company’s bottom line. This is where the next part of the
marketing mix becomes so important.

Pricing
The pricing strategies of major pizza companies are based on two
major principles: cost-plus and psychological.

Cost-plus pricing
In exams, students often neglect the idea that the majority of
businesses will base their pricing on simply working out the unit
cost and adding on a percentage mark-up. For a pizza company,
the unit costs are relatively small, and pizzas have one of the
highest mark-ups in the fast food industry given that the starting
point is so low — dough plus cheese and tomato sauce and
toppings are not expensive. The firms must pay for delivery
drivers, but the start-up costs of running a pizza business are
relatively small compared to other franchises, and the rewards are
potentially large and profitable.

Psychological pricing
Pizza firms also make use of psychological and behavioural
aspects of buyer behaviour. It is rare for any pizza business to
offer its products using whole numbers — think £11.99 instead
of £12. More interesting are the small pricing differences between
small, medium and large pizzas. This is done in order to ‘nudge’
consumers into choosing the slightly larger option when ordering,
as there is perceived value in taking the slightly more expensive
option — why order a small pizza when you can get so much
more for just £2? The increased size comes at minimal extra cost
for the firms and substantially improves their profit margins.

Promotions
Pizza firms also realise the importance of promotions. It is
quite rare for customers to pay the full ticket price of a pizza
delivery given the range of offers available. This shows the sheer
profitability of the industry. Most chains will use promotions
to attract customers on relatively quiet days of the week such as
Tuesdays to bolster cash flow. Targeted advertising on prime-time
television shows has also been a successful strategy — Domino’s
has sponsored popular programmes such as The Simpsons and
Britain’s Got Talent.

New challenges
Fast food advertising tries to change the buying behaviour and
habits of consumers worldwide. The food delivery market has
tapped into the zeitgeist of the last 20 years where consumers
tend to be cash-rich and time-poor. Despite the many cookery
programmes on television, the fact that many of us live in
highly populated urban areas means that we can save time on
cooking by ordering food that is quick to arrive.
www.hoddereducation.co.uk/businessreview
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Pizza companies have faced new challenges from rival
restaurants making use of courier firms such as Deliveroo,
which passes on the logistics and delivery costs a restauarant
must cover to a third party, and as such the whole food delivery
market has increased in intensity.
In the USA, Domino’s television advertising shows its
specially converted delivery cars that have warming ovens fitted
to keep up to 80 pizzas warm. While this is a nice USP for the
firm, it actually only has 154 of these vehicles, so they are more
of a marketing tool than a day-to-day option. Similarly, the
company is working on a pizza delivery bot in New Zealand.

Evaluation
The pizza delivery industry provides a fantastic example of
how integrated the marketing mix actually is. The products
have arguably become less significant than other aspects. These
internal factors have been assisted by changes in the external
environment such as social trends, technological progress and
the global economic downturn (in a recession, consumers tend to
eat out less but order in more). Firms that react to these changes,
such as Domino’s, prove just how important marketing is. If you
get it right, the product is surprisingly not that important after all.
Phil Waterhouse is joint editor of Business Review and head of
business and economics at Bedford School.
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brainteasers

Multiple-choice
practice questions
1 Which of the following is not included in the main functions
of all managers?
a Analysing data
b Setting objectives
c Promoting products
d Making decisions
2
a
b
c
d

What is a dividend?
A payment to the government
A payment to suppliers
A payment to employees
A payment to shareholders

3 For a high street retailer, which of the following is
a variable cost?
a Shop rent
b Stock of component parts
c Management salaries
d Advertising
4 Which approach to leadership is most likely to be adopted by a
leader who doesn’t have the skills for the role?
a Democratic leadership
b Laissez-faire leadership
c Team leadership
d Middle-of-the-road leadership
5
a
b
c
d

Revenue is the same as all of the following except:
Profit
Profit minus total cost
Sales value
Sales volume multiplied by price

6
a
b
c
d

What is a mission statement?
The overall purpose of a business
The day-to-day tactics of a business
The medium- to long-term goals of a business
The long-term plan of a business

7 If a business has total costs of £50,000 at zero units of
production and £32,000 of total variable cost at 2,000 units of
production, calculate the total cost of producing 1,000 units.
a £55,000
b £66,000
c £84,000
d £98,000
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8 Under which of these circumstances would a manager be most
likely to make a decision based on a hunch rather than by using
a decision tree?
a The outcome of the decision tree suggests a loss will be made
whichever decision is taken
b The quantitative data available is contradictory
c The manager is risk averse
d The manager has an autocratic approach to leadership
9 Which of the following is not true of a business operating as a
public limited company?
a It has plc after its name
b Its owners have limited liability
c It is owned by the public sector
d	
It can generate financing through selling shares on
the stock market
10 Which of these is an example of stakeholder conflict
between the employees and customers of a business following a
decision to cut costs?
a	
T here is pressure to reduce wages but prices may be
lowered as a result
b	
T here is pressure to reduce wages but more jobs may
result if successful
c	
T here is pressure to reduce wages but dividends may
rise as a result
d	
There is pressure to reduce wages but the quality of products
may fall as a result
Answers on p. 26
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7

6
5

1

4

making connections

8 8

7

8

7
9

6
9

5

9

8

4

7

Across

1

1	
E conomic forces making the world
smaller. (13)
7 An important stakeholder group. (9)
9 A key factor in business that’s ever-present. (4)
10	
‘ The way we do things round here.’ (7)
11	
Fixed costs
variable costs equals
total costs. (4)
12	
Speed up. Initially this crossword must be
done as soon as possible. (4)
14	
Breaking its overdraft limit was the last
for the XYZ company. (5)
16	
Entrepreneurs who can cope with 9 across can
make
decisions. (6)
18	
The institution that imposes taxes and spends
on behalf of society. (10)
21 The world’s biggest exporting country. (5)
22 Software that can be the hub of a business. (6)
24 The cost that fuels the business. (6)
25	
18 across’s policy towards raising and
spending money. (6)

2

3

4

5

6

7

8

9

10

11

12

14

13

15

16

18

17

19

21

20

22

23

Down
2
3

Laws passed by parliament. (11)
A sharp rise in interest rates can put the
on a booming economy. (6)
4	
G overnment policies to boost growth by
boosting productivity. (6,4)
5 Initially known as Transport for London. (3)
6	
A factor you’ve
(taken for
granted) will not occur. (MASS DUE) (7)
7	
C ould store flour or signal the end of
a career. (4)
8 These markets are growing out of poverty. (8)
13	
A subsidiary is one
of a
corporate whole. (4)
15 A threat to long-term, global sustainability. (7)
17	
T he thinker behind the risk-reward
strategy matrix. (6)
19 A stingy, perhaps unpleasant average. (4)
20 The Anglo-Dutch oil multinational. (5)
23 The three-letter US equivalent to plc. (3)
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case study

Lego
Does Lego provide the perfect case study for A-level business studies? Phil Waterhouse investigates

M

y affection for Lego started in my youth, as one of
the billions of children who are given the simple
interlocking blocks to play with. As I have grown
up and moved into teaching, I have become fascinated by the
business behind Lego and how it continues to evolve and grow.
As a case study it is hard to rival, as it covers so many different
aspects of the A-level course and is also a fascinating example of
how a business continues to adapt and evolve to meet the needs
of its customers.
Lego does not always get things right. It may be unbelievable
given its current success, but the company was close to financial
ruin fairly recently. But Lego has come back even stronger, which
further adds to my admiration for the brand.

Building blocks
The word ‘Lego’ comes from the Danish phrase ‘leg godt’, which
means ‘play well’, and is also Latin for ‘I put together’ or ‘I
assemble’. The company started in Billund, Denmark as the
brainchild of Ole Kirk Christiansen. In the late 1920s he started
making goods such as ladders and ironing boards for the local
farming community before diversifying into the manufacture
of wooden toys for children in the 1930s. The company initially
struggled against the major toy manufacturers in Germany, but
with the onset of the Second World War and many German firms
being reassigned to help with the war effort, the Danish company
started to expand and gain market share.
The revolutionary moment came in the late 1940s when
Lego moved away from wooden toys and invested in its first
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plastic-injection moulding machine. At the time this represented
a major risk for the firm, as the initial cost was substantial and
the returns unclear. However, the company felt that the future
toy industry would be based around plastic, so it spent the next
decade perfecting the production process.
The culture of the company was based on the motto ‘the best
is never too good’ and this dedication to providing the highest
quality was something that would serve the company well, but
also threaten it in the future. The company realised that the
market for toys was dependent on disposable income, and in postwar times the ability to provide cheaper and more durable toys
was likely to be well received.

Playing or learning?
The question of who actually created the interlocking building
blocks remains controversial. Critics of Lego suggest that the
company simply refined and developed its own versions of other
blocks that were on the market. While this may be true, the genius
behind Lego lay in the way that it marketed the product.
In the early 1950s the blocks only accounted for about 7% of
the firm’s revenue, but then the company hit upon the idea to
integrate the blocks into a ‘building system’ and the first Lego
Town Plan series of products hit the shelves. The idea was that
the blocks could be put together to create specific scenes and
situations as well as allowing users to create their own designs.
The colourful packaging of these gift boxes featured images
of smiling children with the intended finished product, and
this tapped into the consumer consciousness, unlike staid
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competitors such as Meccano. Innovative instructional leaflets
made assembly easy to follow regardless of language, which was
another boon for the company as it allowed easy expansion into
international markets.
Lego helps children learn both visually and kinaesthetically,
and such is the tactile nature of the toy and the simplicity of
the product that it appeals to a huge market segment, giving
consumers the option to either build the designs set out or create
new versions using their imaginations. It is with good reason that
the packaging of Lego Classic suggests an age range of 4–99.

Hubris and arrogance
It would be easy to assume that the success of Lego has been a
smooth ride, but that is not the case, and this is where the Lego
story gets really interesting as a case study. In the late 1990s and
early 2000s, the brand was close to financial ruin and private
equity firms and major rivals such as Mattel were keen to take
control of the family-run business.
While sales growth had been on an upward curve from the
1950s onwards, in 1998 the company posted a small loss for the
first time, which by 2004 had become a huge one. The reasons
for this were varied, but sadly typical of many firms that had
experienced huge growth previously. In his book How the Mighty
Fall, Jim Collins suggests that the two most common reasons
for company failure are ‘hubris’ and ‘arrogance’, and this was
arguably the case for the Danish firm.
Lego had lost sight of what made it such a loved product in
the first place. It had overstretched itself financially through
expansion and was trying too hard to reinvent its core product
range. The company had moved into children’s clothing and the
growing trend for computer games. While Lego Star Wars proved
hugely successful, the earlier forays into the gaming world had
not only weakened the brand, they also cost the company hugely
in terms of the research and development costs wasted to create
such products.

Rebuilding Lego
By 2004 the company had reviewed where and why it had gone
wrong, and launched a dramatic turnaround plan. It was a mix of
cost cutting and back-to-basics simplicity. Initially Lego sold off
every part of the business that wasn’t absolutely integral to the
core product, including:
■■ properties in the USA, South Korea and Australia (Lego’s
previous policy had been to own rather than lease all its buildings)
■■ its four theme parks (now majority-owned by Merlin
Entertainments)
■■ its video game development division (this work is now handled
under licence by outside partners)
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This allowed Lego to return to the core competencies that had
made it so successful in the first place.
However, bringing about change is always easier on paper
than in practice, as employees tend to be resistant for the reasons
laid out by Kotter and Schlesinger. Therefore, the company had
to work on changing employee mindsets and moving their focus
from ‘nurturing the child’ to ‘making money for the company —
as well as nurturing’. Lego did this in a variety of ways, such as
introducing performance-related pay and injecting a greater sense
of urgency in its workers — whereas it used to take 2 years to
develop a Lego product from idea to box, it now takes 12 months.
This transformation meant that Lego shed 1,000 employees and
started to outsource many of its processes, reducing numbers in
the Danish headquarters by 3,500. The majority of Lego parts are
still made in Billund, but the less complex manufacturing work is
done in Mexico and the Czech Republic.

Quality and quantity
Lego also reduced the number of individual Lego components
made — while there used to be almost 7,000, now around 3,000
are made. The production process was automated, with the main
warehouse holding eight robots and 15 automatic cranes. The
vast factory floors are almost empty of personnel, save at the
packaging stages, where enormous care is taken to ensure that no
box is missing any vital part. Of the 29 billion Lego parts made
every year, 19 billion are still manufactured in Billund, and the
factory churns out 2 million different pieces every hour — about
36,000 per minute.
Quality is still an obsession for Lego, because it understands
how annoying it is for a child to open a Lego kit and to discover
there’s a vital piece missing (this is why it normally provides
more bricks than are needed, especially with more complicated
parts). This focus — complemented by rigorous quality assurance
— has meant that customers once again trust the company and
brand loyalty is at an all-time high.
Thinking up brilliant new ideas remains a challenge, and
the firm embraces the mantra of kaizen in all that it does. No
new product can be developed unless it fits perfectly within
the Lego template. It must be a challenge to build, be robust
enough once constructed to survive rough play without falling
to bits, and it must fit in with Lego’s family-friendly, crossgenerational ethos. The company has evolved and will continue
to do so, as it appreciates that learning from mistakes makes a
business stronger.
Phil Waterhouse is joint editor of Business Review and head of
business and economics at Bedford School.
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case study

Ted Baker
SWOT analysis

Ian Marcousé analyses a major company
in terms of its strengths, weaknesses,
opportunities and threats to provide an insight
into how business really works

Strengths

Annual revenue (£m)

Ted Baker started with one men’s clothing shop in Glasgow in
1987. The founder, Ray Kelvin (the real ‘Ted Baker’) is still the
chief executive and main shareholder 30 years later.
Kelvin’s management of what is now a billion-pound business
is remarkable. Figure 1 shows the steady growth achieved over
recent years. Since 2003 profits fell in only one year — the
recession-hit 2009. Sales revenues have risen every year. For a

fashion clothing business, that’s remarkable — not even Zara has
been that consistent.
Although it started as a men’s shop, today womenswear
accounts for nearly 60% of sales. This is a strength because the
world market for womenswear is larger than for menswear.
A huge area of strength for Ted Baker is its sales overseas.
Over 40% of sales are abroad, with the USA seeing exceptionally
dramatic growth. In 2017 US shop sales rose by 26.5% and
e-commerce by 48.5%. Ted Baker’s US sales broke the £100
million mark for the first time.
Although the business came late to e-commerce, in 2017
e-commerce sales rose by 35.1% to reach £72.1 million. They
now account for 18% of sales. In 2017 the company is opening
e-commerce websites in Asia for the first time, which could
prove significant.

600
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Annual revenue
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Operating profits
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S

WOT analysis is the most widely used technique for
managing business strategy. With Ted Baker, it makes it
easy to sort current issues into strengths and weaknesses
and future ones into opportunities and threats. For this
company, it’s also easy to see that the strengths hugely outweigh
the weaknesses.
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Figure 1 Ted Baker growth
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Womenswear accounts for 60% of Ted Baker sales

Ted Baker’s balance sheet has always been strong. On 28
January 2017 its gearing was 21%, nicely down on its 2016 figure
of 26%. Its current ratio of 1.58 (although down on 2016) was
higher than the accountants’ target of 1.50 for this liquidity ratio.

Weaknesses
For a business that has been in Japan for 10 years, it is surprising
that Ted Baker has been slow to get into the clothing market in
China. This market has proved a bonanza for UK businesses from
Burberry to New Look. On the other hand this may just reflect
Ray Kelvin’s cautious approach to growth.
Ted Baker has a super-strong balance sheet, yet the business
could be criticised for slackness in managing its working capital.
In 2017 it allowed its stock (inventory) level to rise by 26.4%,
even though its sales revenue rose by just 16.4%. This is a
major reason why its bank overdraft rose from £38 million to
£58 million in the year. Perhaps the business needs a sharper
finance director, or maybe Kelvin is so focused on the sales and
marketing side that the financial aspects of running the business
are allowed to slip.
Ted Baker is small for a global fashion retail business. Its annual
sales are less than a twentieth of global star Inditex (the Spanish
owner of Zara and Pull & Bear). This has never held Ted Baker back
www.hoddereducation.co.uk/businessreview
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(it has done brilliantly as a niche operator), but when times are
tough, size matters — so the company might be vulnerable to any
future market problems that arise (e.g. due to Brexit).

Opportunities
In 2017 the company is opening e-commerce websites in Asia for
the first time, which could prove significant. It needs to make
a move in the Chinese market, which not only loves Western
brands but is also exceptionally advanced in ‘e-tail’ shopping.
Ted Baker’s recent success in the USA comes after several
years of slow, steady growth, so its basis is quite sound. But £100
million of sales in the US market is a pinprick — Google says
that the market size is $225 billion. So Ted Baker has a market
share of less than 0.1%, and therefore virtually limitless growth
opportunities. It would make sense for Kelvin to put his best
lieutenant in charge of Ted Baker’s US operation.

Threats
Probably the biggest threat to Ray Kelvin’s long-term plans comes
from the possibility of a takeover. Kelvin has a 35% share of Ted
Baker, which gives significant protection if an unwelcome bidder
arrives. But Kelvin is now 62 years old, and may be starting to
think of easing off. For a business such as Gap, Ted Baker would
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be easy to swallow up. Ted Baker’s stock market value (market
capitalisation) is £1.2 billion, so a bid of £1.5 billion could be
accepted. One hopes not, as there are few British-owned success
stories as inspiring as Ted Baker’s.
It is to the company’s credit that it seems to have seen off what
looked a serious threat — its late adoption of online selling. Now
the Ted Baker website is impressive and efficient, allowing the
business to catch up with competitors such as Superdry.
And what about Brexit? At the moment the only threat is that
the lower pound is raising the cost of imported clothes. In the
future there may be some threat to the company’s European sales,
but — unlike Superdry — Ted Baker is not especially dependent
on Europe, so Ray Kelvin can feel pretty relaxed. That is, unless
Brexit damages UK economic growth and prosperity, in which
case Ted Baker will lose out — alongside every other retailer of
middle and upmarket goods.

Conclusion
A SWOT analysis gives a starting point for agreeing what’s
going well or badly, and deciding how to manage the business
for the future. For Ted Baker, ‘steady as she goes’ seems to be
the best advice.
Ian Marcousé runs business and economics Easter revision
courses for A-Z Business Training (www.a-zbusinesstraining.
com).
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fixed costs and £16,000 of variable
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strategy

Who benefits from
airline alliances?
Robert Nutter evaluates whether alliances are the most effective cooperation strategy for airlines,
or whether they would benefit from different approaches

I

f you are flying somewhere and listen
to passenger announcements, you
might hear the words ‘our Oneworld
partners’. When boarding the aircraft you
might see a logo representing one of the
so called ‘airline alliances’ on the fuselage.
There are three main airline alliances:
■■ Star Alliance (Box 1)
■■ SkyTeam (Box 2)
■■ Oneworld (Box 3)
Star Alliance is the largest airline
alliance, with 23% of total scheduled
traffic (measured by revenue per passenger
per kilometre), followed by SkyTeam
(20.4%) and Oneworld (17.8%).

What is an airline alliance?
An alliance is not the same as a merger,
such as that between British Airways,
Iberia, BMI and Aer Lingus into what is
now International Airlines Group (IAG). An
airline alliance is created when two or more
airlines agree to cooperate on such things
as network and operations, marketing,
and frequent-flyer benefits. Cooperation
by the airlines is of a ‘horizontal’ nature
www.hoddereducation.co.uk/businessreview
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and thus there is scope for significant cost
savings through synergies (streamlining
the businesses to create efficiencies).
It is important to remember that these
alliances — in theory at least — amount
to cooperation between airlines but not
collusion, which would almost certainly
be deemed an anti-competitive practice
by regulators such as the European
Competition Commission. Collusion would
be seen to be against the public interest

Box 1
•
•
•
•
•
•
•
•
•

if the airlines exchanged commercially
sensitive information on costs and pricing.
Airline alliances are designed to benefit
all stakeholders — particularly the airlines
themselves and the passengers who fly
on them — and have many advantages.
Alliances can be thought of as a way to
gain some of the cost benefits of airline
mergers without falling foul of the legal
barriers against such mergers in most
countries or regions around the world.

Star Alliance members

Adria Airways
Aegean Airlines
Air Canada
Air China
Air India
Air New Zealand
All Nippon Airways
Asiana Airlines
Austrian Airlines

•
•
•
•
•
•
•
•
•

Avianca
Brussels Airlines
Copa Airlines
Croatia Airlines
EgyptAir
Ethiopian Airlines
EVA Air
LOT Polish Airlines
Lufthansa

•
•
•
•
•
•
•
•
•

Scandinavian Airlines
Shenzhen Airlines
Singapore Airlines
South African Airways
Swiss International Air Lines
TAP Portugal
Thai Airways
Turkish Airlines
United Airlines
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Box 2

% growth

•
•
•
•
•
•
•

Further reading

SkyTeam members
•
•
•
•
•
•
•

Aeroflot
Aerolíneas Argentinas
Aeroméxico
Air Europa
Air France
Alitalia
China Airlines

•
•
•
•
•
•

China Eastern Airlines
China Southern Airlines
Czech Airlines
Delta Air Lines
Garuda Indonesia
Kenya Airways

Korean Air
Middle East Airlines
Saudia
TAROM
Vietnam Airlines
Xiamen Airlines

KLM

7
5.9%

5.9%
5.3%

6.5%

5.2%

10-year average
growth rate: 5.5%

5
4
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Figure 1 Growth in global demand for air travel

Effects of globalisation
In recent years demand for air travel
has grown globally (Figure 1) due to
deregulation (open skies policies), which
has led to lower air fares and the growth of
budget airlines such as easyJet and Ryanair.
Air travel is highly income elastic: as
incomes rise globally more people want
to travel internationally, and air travel is
the quickest and easiest way of reaching
most destinations. Thus travellers fly more
often both for pleasure and business, and
journeys have become more complex
as people often have to switch carriers
(airlines) to reach destinations.
Globalisation has meant higher
demands for the movement of people and
goods between countries, and this has led
to an increase in provision of services by
airlines. It has also significantly pushed
the boundaries of tourism and business —
particularly between North America,
Europe and Asia. Alliances can help to
link routes together across continents,
which should benefit both airlines and
passengers. Airline alliances have also
been formed for the transport of freight.
SkyTeam Cargo, which has 12 member
airlines, carries 25% of the world’s freight.
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‘The Global Airline Alliances are Outdated’,
Airways, www.tinyurl.com/kja5ljy
‘Aviation at the Crossroads — Safeguarding
Competition and Consumer Choice’,
Emirates, www.tinyurl.com/k9tchbt
‘Antitrust Immunity and International Airline
Alliances’, US Department of Justice,
www.tinyurl.com/k6vnwzt

8

6

‘Are airline “alliances” actually useful for
passengers?’ Traveller,
www.tinyurl.com/kyel3hj

The growth of budget airlines (such as
EasyJet, Wizz Air, Norwegian Air Shuttle
and Ryanair in Europe, and WestJet and
Southwest Airlines in North America)
has caused problems for major airlines.
These ‘no frills’ airlines focus on lower
costs and thus lower fares, compelling the
traditional ‘flag carrier’ national airlines
to examine their own cost bases in order

to compete. The creation of these three
alliances has given airlines the chance to
cooperate in ways that reduce costs and
in theory benefit passengers by leading to
lower air fares.
Budget airlines are very much outside
the three major airline alliances. Indeed in
its passenger charter Ryanair states:

‘

Ryanair will not enter into alliances with
other airlines so that we can pretend
we fly to destinations that we actually
don’t or charge high fares.

’

However, Brexit could have a major
effect on several airlines, mostly low-cost
carriers who have set up bases all over
Europe. EasyJet, for example, may have
to get new air operating certificates and
register its aircraft within the EU, as all
its aircraft are currently registered in
the UK. Will Ryanair, which is registered
in Ireland, be allowed to operate freely
from UK airports after Brexit? Ryanair has
over 50 aircraft based at Stansted alone,
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Code sharing allows two or more
airlines to share the same flight

and more at other UK airports. These
regulatory issues could add significantly
to the costs of several airlines and bring
into sharp focus the problem of managing
change in large organisations.
Holiday airlines such as Jet2 and
Thomas Cook, where passenger journeys
are linked as a package to hotels, are also
not part of these alliances, as they have a
different business model.

How alliances work
The potential of these airline alliances
to reduce the costs of member airlines
stems from many factors. One of the
most important is code sharing, which
is an arrangement where two or more
airlines share the same flight. A seat can
be purchased from an airline on a flight
that is actually operated by another airline
under a different flight number or code.
If airline A has a code-share agreement
with airline B, your ticket from A might
show ‘operated by B’. This provides
clearer routing for the customer and an
apparent increase in the frequency of
service on a given route by one airline.
Travellers should gain more departure
times to choose from on a particular
www.hoddereducation.co.uk/businessreview

6772_Business_Rev_24_1_PRINT.indd 29

route, more destinations within easy reach
and shorter travel times because of easy
transfers (such as baggage) between other
alliance airlines. Alliance members often
share sales offices, maintenance facilities,
catering and computer services and ground
handling (check-in and boarding desks).
The negotiating power of large numbers
of member airlines in a global alliance
can increase when purchasing resources
(planes or on-board catering supplies) or
in negotiation with airports over landing
charges. Clearly there are some economies
of scale, which should benefit airlines
and passengers alike. Travellers can also
accumulate frequent-flyer points faster by
using member airlines and there is also
increased access to departure lounges.
Oneworld’s website states:

‘

If your Oneworld frequent flyer tier
status is Emerald or Sapphire, or you
are traveling in a First or Business Class
cabin on any Oneworld member airline,
you can access some 650 airport
lounges throughout the world.

’

Airline alliances also provide
opportunities for passengers to purchase
‘round the world’ tickets.

Questions and activities
1 Identify the economies of scale
that might accrue as a result of airlines
forming an alliance.
2 Draw up a SWOT analysis for
an airline alliance such as SkyTeam:
www.skyteam.com
3 To what extent could airline alliances
suffer in the future from strategic drift?

Barriers to entry?
There are some travel experts who have
misgivings about airline alliances. For
example, if travellers consult an airline
directly for a journey that may involve one
airline carrier, they are often given a route
that includes alliance partners. Hence
customers are steered to the best route
using an alliance partner, rather than the
fastest route by any airline.
Arguably code sharing misleads
travellers into believing that airlines fly
to places they don’t. There is also a feeling
among some in the airline sector that the
three big alliances raise entry barriers
for new airlines and inhibit competition.
Emirates is now the world’s biggest
international carrier and its president Tim
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Clark is not a supporter of airline alliances.
In 2011 Emirates published a paper,
‘Aviation at the Crossroads — Safeguarding
Competition and Consumer Choice’, in
which it highlights tactics used by alliance
members against non-member airlines.
The report concludes:

‘
‘

In a global airline industry dominated
as never before by three fully integrated
alliances, non-aligned carriers like
Emirates offer consumers a vitally
important competitive choice. Emirates
urges political leaders and aviation
policymakers to safeguard the ability
of non-aligned carriers to compete and
to reject the collusive efforts of alliance
airlines to deny consumers a free and
fair marketplace for air service.

Tim Clark said:
You must have total command and
control of what you do… . You can’t
allow yourself to be subjected to the
whims of an amorphous board, like
the Star Alliance, saying ‘you can’t
do this, you can’t do that; you’ve got
to buy this aeroplane; you’ve got to
fly this route’. Not in the world as
it is today.
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’
’

Instead Emirates has concentrated on
code shares with a large number of airlines.
It could be argued that strategic
alliances mostly benefit the member
airlines by raising entry barriers and
increasing their market power. According
to the website Travelers United: ‘airline
alliances are acting like monopolies
— building fortresses at hub airports,
hoarding departure gates, landing and
take-off slots and excluding competition.’
Certainly there is a sense that these
airline alliances are getting unwieldy, and
are increasingly at odds with the changing
nature of air travel. Many alliance members
have also chosen to develop closer ties with
fellow alliance airlines and non-member
airlines. In short there is evidence that the
complexity of these bilateral agreements is
undermining the three alliances.

Other options
Given the constant changes in airline
products, route networks and market
conditions, it may make sense for airlines
to instead engage in looser agreements
such as code shares, as seen with Emirates’
policy, or even more integrated ones

such as joint ventures or equity stakes.
Airline alliances fall between these
levels of integration and will arguably
be squeezed as an option for airlines in
the medium term.

Joint ventures
To engage in a joint venture, the airlines
involved require anti-trust immunity,
which means their agreement will not
be subject to investigation by regulators.
Anti-trust immunity allows two airlines
to hold in-depth business conversations
about issues like pricing and coordination
of schedules. In short, airlines are
allowed to exchange commercially
sensitive information that under normal
circumstances would result in an
investigation by regulators.
A joint venture allows the two airlines
to act as if they were a single airline
on parts of their route networks (e.g.
transatlantic flights), jointly setting
capacity levels, scheduling and pricing
while also sharing revenues, costs and
profits from the agreement. According
to Airlines International, joint ventures
are ‘helping airlines deliver choice to
Airline alliances provide economies of scale
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Box 3
•
•
•
•
•
•
•

Oneworld members

Air Berlin
American Airlines
British Airways
Cathay Pacific
Finnair
Iberia
Japan Airlines

•
•
•
•
•
•
•

LATAM
Malaysia Airlines
Qantas
Qatar Airways
Royal Jordanian
S7 Airlines
SriLankan Airlines

consumers and to grow their businesses’.
Examples of joint ventures include
Air France, KLM, Alitalia and Delta
over the Atlantic, and Japan Airlines,
British Airways and Finnair linking
Japan and Europe.
Analysts suggest that close to half of
all long-haul traffic will be flown on joint
venture routes in the years ahead, and
many are sceptical of anti-trust immunity,
as it is seen as reducing choice and leading
to higher air fares. However, according to
Airlines International:

‘

joint ventures and other forms of deeper
airline partnerships provide a tantalising
glimpse of the consolidation that many
see as the key ingredient of a successful
and sustainable industry. Joint ventures
potentially create a more efficient airline
industry as a whole, and offer many
benefits to airlines, customers, and the
global economy.

Airline alliances are designed to benefit all stakeholders

’

Arguably, unless airlines are allowed to
work closely together, many will struggle
to survive as they all battle to keep down
costs both when competing with budget
operators and to satisfy customers who
want low fares. The International Air
Transport Association (IATA) believes
that joint ventures reduce the financial
risk for airlines of adding new routes, and
create value for all aviation stakeholders,
including passengers, who could see fare
reductions of up to 27%.
Passengers benefit from agreements
between airlines when they require flights
with more than one airline to reach their
final destinations. A single passenger
reservation means that each airline used
on a route will accept the other’s ticket and
will cover baggage transfers and liability.
Evidence suggests that joint ventures
give a much bigger financial reward to
participating airlines than membership of
an alliance. The additional annual profit
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from alliance membership is no more than
$60–70 million for airlines like American,
Delta, United or British Airways, but each
of their joint venture returns are several
times that annually.

Equity stakes
In Airways magazine, Vinay Bhaskara
wrote of an even deeper form of airline
cooperation, which is for one airline to
buy an equity stake (shares) in another
carrier, ranging from small purchases
such as Delta’s 3.5% stake in China
Eastern to its acquisition of a 49% stake in
Virgin Atlantic:

‘

The smaller equity stakes tend to be
about securing partnerships in critical
airline markets (Qatar Airways’ stake
in IAG is of this type), while the larger
stakes enable the acquiring airline to
exert significant strategic control to
reshape the airline’s networks in any
manner they see fit.

’

So what is the future for the three major
airline alliances? When the first big global
alliances formed about 15 years ago, they
were sold as a seamless travel experience
where passengers could change airlines

as easily as changing planes within the
same airline. Currently many members
of these alliances (and non-members)
are making their own separate airline-toairline arrangements via code sharing,
joint ventures and equity stakes. This
indicates that airline alliances are possibly
the victims of strategic drift.
So will the big three alliances survive?
In the short term they probably will
because member airlines have invested
time and money in their creation and see
membership of Oneworld, Sky Team and
Star Alliance as a sunk cost. This means
that exiting the alliance leaves behind
costs they have incurred in setting up and
running the organisation. In addition there
are still tangible benefits for airlines in
being a member of these alliances. There is
also potential for the alliances to develop
further in Latin America and Africa. As
Vinay Bhaskara says: ‘On the surface, the
alliances appear to be in great shape. But
fault lines are emerging.’ Time will tell.

Robert Nutter is a retired teacher and
examiner.
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case study

Nike vs
Adidas
The fight for overall supremacy in the sportswear
industry provides a fascinating case study, as both
Nike and Adidas utilise the Boston matrix to build
a range of brands within their portfolios

T

he battle between the two sportswear
giants over the last 20 years has
been won by Nike, with its
current market capitalisation of $86.2
billion dwarfing that of its German
rival ($17.1 billion). However, as a
potential investor, right now, which
of the companies would represent the
best value? When looking at which firm
has the most potential growth, the answer
is not so clear cut.
Adidas is beginning to revive itself, especially in terms of the
fashionwear aspect of the market. With sales growth of 13.6%,
the business is beginning to gain market share once more, after
being particularly hit by the emergence of Under Armour and
Nike’s continued dominance.

Different approaches
While both companies have long had an association with
athletics, they have adopted different strategies for other sports.
Nike was a relatively late entrant into both the golf and football
(soccer) markets, while Adidas has lost its way somewhat in
terms of the major American sports markets. The NFL (American
football) and NBA (basketball) are now dominated by Nike, and
the MLB (baseball) has just signed a deal with Under Armour,
leaving only the NHL (hockey) in the hands of Adidas.
This might be expected however, as Adidas is perhaps not as
strong a brand within the USA, and would be expected to focus
more on its European market base. It has also been traditionally
stronger in the athletics and football markets. While Nike has
built up its presence in football significantly, Adidas can still
rely on having the likes of Lionel Messi and David Beckham
signed up on lifetime sponsorship deals. When it comes to major
football tournaments, Adidas had the edge over Nike at the Euro
2016 tournament, with 38% of the teams wearing Adidas kits
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compared to 25% for Nike. However, Nike edged it slightly at the
2014 World Cup, with ten teams to Adidas’s nine.
The decision of Nike to sponsor the Brazilian national football
team in 1996 for £100 million was at the time the largest deal ever
involving a national side. The American company was signalling
its intent to grow its brand further outside the US market and to
pursue both a product and market development strategy. While
Nike enjoys huge dominance in the basketball merchandise
market (90%) and has over 60% of the US footwear market,
it has been smart enough to milk these cash cows and move
into other areas.

Golf problems
The golf market is a significant area for both companies. Nike
signed up Tiger Woods on what seemed at the time a ludicrously
expensive sponsorship deal — especially as he was yet to fulfil his
potential. However, Nike felt that it was a worthwhile investment,
as if Woods was successful he would transcend the sport and
bring in a whole new demographic. However, while it is fair to
say that Woods fulfilled his side of the deal with multiple major
Business Review September 2017
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championships and an increased awareness and interest in the
sport, this did not actually translate into more people taking up
the sport, and the number of golfers worldwide is in decline.
While both Nike and Adidas moved into the manufacturing
of golf equipment (Adidas through the acquisition of brands
TaylorMade and Ashworth), they soon began to realise that rather
than having a star product on their hands, they had created more
of a problem child. The market was particularly competitive, with
existing brands such as Titleist, Ping and Mizuno benefiting from
strong brand loyalty and a reputation for far more expertise and
quality than either of the sports giants.
This resulted in both Nike and Adidas divesting away from
the manufacture of the bigger ticket items. They realised that
the more profitable areas in golf are footwear and clothing —
both of which they have incredible expertise in. With declining
participation numbers in the game’s biggest market (the USA has
50% of the world’s golfers and numbers are down from 30 million
to 24 million) both businesses realised that it was the right
strategy to retrench from the manufacturing side to concentrate
on the segments that actually made money.

Future fashions
Away from the sporting side of apparel, both companies have seen
a shift towards the fashionwear aspect of the market. While the
golf market might be seen to be in decline, the female fashionwear
market is an area that is showing rapid growth. Nike is currently
the largest women’s athletic brand in the world, with the goal of
gaining about $5 billion in sales by 2020.
While both firms have always looked to team up with
leading sports stars, their association with the fashion and
music industries has grown in prominence in the last decade.
Adidas has arguably had a longer association with the music
industry, with its clothes being worn by artists including Oasis,
Run DMC, Jamiroquai and Katy Perry. The link-up with major
recording artists was an area that Nike was keen to follow, but its
relationship with Kanye West did not work out as planned, and
he switched over to Adidas after a disagreement about royalties.
However, Nike has not given up on this strategy and it has now
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teamed up with designers such as Kim Jones and rap star Travis
Scott as part of its NikeLab department.
The crossover appeal of sports and music has led to certain
products, such as Kanye West’s Yeezy brand (for Adidas), rewriting
some of the fundamental laws of economics. The usual premise
is that as price rises, demand falls, but the Kanye–Adidas tie-up
has managed to create the epitome of a Giffen good: demand
actually increases as the price increases. The limited production
runs drive up prices because the trainers are in such high demand.
Many customers purchase Yeezy trainers as an investment
opportunity rather than to wear them. Since the first Yeezy shoe
was introduced, Adidas’ share of the secondary sneaker market
(i.e. the fashion trainer market) has jumped from 1% to 30%.
This helped to contribute to the company’s 5% growth in North
America in 2016.

Best investment?
So who is on top, and who represents the best investment
opportunity? While Nike is clearly leading the way overall, Adidas
is forging ahead in certain markets. While both firms have been
able to grow extensively, they both realise that they need to
continue to adapt and develop other products to maintain this
growth in the future.
While larger companies can make use of substantial retained
profits to reinvest and increase marketing spend, it is difficult
to be successful when operating in so many different market
segments. This is good news for smaller firms such as Vans, Puma
and Under Armour, which can focus on less-popular segments.
However, if they prove too successful, then this can attract the
attention of the larger firms. Therefore, while Nike and Adidas
represent two safe investments, arguably the more lucrative
option would be to identify the next big thing. Under Armour
was relatively unknown 10 years ago, and if you had predicted its
growth, you would be sitting on a healthy return.
Phil Waterhouse is joint editor of Business Review and head of
business and economics at Bedford School.
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