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Topic 5

External factors



The impact of the following external factors
on an organisation:
H Political
H Technological
H Economic
H Environmental
H Social and ethical H Competitive

Remember

ma
ter

Factors and their impact

ial

What you should know

External factors are the different situations that impact on the success of
an organisation that arise outside the organisation. The organisation can’t
control external factors.

… the external
factors with the
mnemonic PESTEC.

Political factors

aft

Political factors affecting organisations arise from
decisions made and actions taken by the
government, either at a local or national level. This
can be changes in laws and legislation, or
alterations to a government’s fiscal policy which
impacts upon spending in an economy by altering
tax rates and levels of public spending. The
following table highlights both the positive and
negative impacts of a selection of political factors
on an organisation.

Figure 1.13 Government spending on Edinburgh trams
improved infrastructure for local businesses

Table 1.19 Impact of political factors

Positive impact

Negative impact

Changing laws and
legislation

The government could introduce environmental
protection laws and policies such as ‘Zero Waste
Scotland’ and, by complying, organisations will
be seen in good light. This is good PR and can
attract potential customers.

The government could increase the
minimum wage so that organisations have
higher wage costs. This will result in a lower
profit for the year.

Changing income
tax rates

The government could reduce taxes (money
collected by the government to fund public
spending), such as income tax. This will give
customers a higher disposable income. This
means customers will be more likely to buy
products.

The government could increase income tax.
This will give customers a lower disposable
income. This means customers would be
less likely to spend money on a business’s
products, unless it is essential. This will
reduce sales overall.

Changing VAT rates

The government could lower VAT (value added
tax). This is a tax on goods and services. Reducing
the VAT rate will make products more affordable
for customers, increasing sales for a business.

The government could raise VAT. This will
increase the selling price which could put
customers off purchasing products and
reduce sales.
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Political factor
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Topic 5 External factors

●●

Anti-competitive behaviour – Organisations cannot use their
dominant position in the market to charge drastically low prices,
pay lower prices to suppliers or control the supply of goods to the
detriment of the market.
Consumer protection – Consumers have rights and are protected
from unfair practices such as hidden charges and poor customer
service.

WWW
Read more about
competition policy
and the CMA: www.
gov.uk/government/
organisations/
competition-andmarkets-authority

ial

●●

Economic factors
Economic cycle

ma
ter

Economic factors arise from the state of the economy. An economy is
the state of a country or region in terms of the production and
consumption of products, and the supply of money. In other words,
when the UK economy is doing well, businesses produce more products,
which creates more jobs and leads to more people having more money
to spend. However, the economy alternates between good and bad times.
You will perhaps remember the global recession that hit in 2008, when
unemployment was high and businesses were going bust. This economic
activity is known as the economic cycle and is illustrated in Figure 1.14.
Boom

Recovery

Recession

aft

Gross Domestic Product (GDP)

Boom

Stage of economic cycle

Recession

Remember

This can be quite tricky,
but the bottom line is
that booms are good for
businesses and recessions
are bad!

Figure 1.14 The economic cycle

dr

The economic cycle diagram illustrates the different stages of an
economy in terms of a country’s gross domestic product (GDP). GDP
is a figure that sums up the amount of goods and services produced and
consumed by a country, so GDP is a good indicator not only of output
and profits of businesses, but also of employment and the wealth of
citizens too. Table 1.20 describes each stage of the economic cycle and
the impact of each stage on businesses.

25
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Chapter 1 Understanding business
Table 1.20 Impact of the economic cycle stages
Stage

Definition

Impact

Boom

GDP and employment Businesses can take advantage of the demand for products and the wealth of
levels are very high.
consumers by increasing prices. This will improve profits for the business.
Demand for products However, a side effect is an increase in inflation. This is a rise in prices over time and
is high.
often leads to wage rises, so people can afford to keep up with inflation.

ial

Recession GDP and employment Businesses have to react to a falling demand by making staff redundant, which will cost

levels fall.

them redundancy payments and lose them the skills and knowledge of employees.

Demand for
products falls.

Prices will have to be cut to try and increase demand, which will lower the amount
of profit a business can make and may even lead to losses.

Recovery GDP and employment Businesses can rely on consumers being in a better position to spend money due to

levels begin to rise.

rising employment, so therefore sales will increase.

Economic policy

ma
ter

Demand for products Businesses can develop new products and start to increase prices, which will lead to
increases.
bigger profits for the business.

It is the role of the government to try and control the economy through
a number of measures, called economic policy. The economic policy
of a government can be divided into two areas, fiscal policy and
monetary policy.
1 Fiscal policy – A government’s fiscal policy concerns the tax rates it
sets and its level of public spending (as covered in the political section
of external factors).
2 Monetary policy – A government’s monetary policy is the ways in
which it controls the supply of money into the economy and therefore
affects spending. This can be done by varying interest rates.

Interest rates

aft

Interest rates determine the percentage that is added to borrowings or
savings. All financial institutions, such as banks or building societies,
set their own interest rates. However, the government bank, the Bank of
England, sets the base rate of interest. This is the minimum rate of
interest that banks and building societies must apply to loans and savings.
By increasing interest rates the Bank of England attempts to curb
spending and therefore reduce inflation.

dr

By decreasing interest rates the Bank of England attempts to encourage
spending in order to avoid a recession or to recover the economy.
Table 1.21 highlights how this is achieved and the impact of interest
rate changes on businesses.

Figure 1.15 A drop in interest rates
encourages consumer spending
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●●

●●

Prices of materials bought from EU countries will be dearer, again due
to increased tariffs as a result of not being part of the EU.
There will no longer be free movement of labour so businesses will
struggle to attract the best talent from abroad.

The UK, and indeed
the world, economy
is always changing. It
would be beneficial for
your Higher Business
Management studies
for you to keep up
to date with changes
that are taking place
and how these
changes impact on
organisations. You
can keep informed at
the following website:
www.economist.com

ial

On the other hand:
●● Without the restriction of the EU, UK businesses could be able to trade
without tariffs and quotas (restrictions on the amount of goods that
can cross borders). This means they could trade more freely with other
markets, such as China and the world’s largest economy, the USA.
●● The pound will be weaker, which means industries such as tourism will
benefit, see Table 1.22 above.

WWW

Social factors

ma
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Social factors concern the ways in which society changes and the need
for businesses to adapt in the same way. Social factors could be either a
change in the demographics, the characteristics of the population, or a
change in cultural behaviour. Table 1.23 highlights a selection of social
factors and their possible impact on organisations.
Table 1.23 The effects of social factors on businesses
Positive impact

UK’s ageing
population

This is a vast, and growing, market segment.
Extensive market research must be carried out
Businesses that can produce products tailored which costs time and money.
for this market should succeed. Many potential
customers in this segment are retired and
well off so there is a potential to offer quality
products at high prices.

More women
with professional
careers

As more women are taking up high-profile
professions and managerial roles they are
waiting longer to have a family. As a result,
couples are generally better off when they have
their first child so businesses can offer highquality maternity and baby products that sell
for a high price.

More women will be taking maternity leave
once they are established in their careers which
will mean organisations have to consider flexible
working arrangements, such as part time or
job share. This will result in the organisation
having to spend time recruiting and training
replacement staff.

Evolving work–life Fewer employees are working the traditional
balance
9–5 working week. As a result, businesses must

Organisations have to provide more staff to
work 24 hours a day, 7 days a week to meet
customer needs, which will increase wage costs.

aft

Social factor

dr

cater for the needs of a society that works
around the clock for 7 days a week. This has
led to a trend of convenience in the UK, e.g.
24-hour opening hours, e-commerce, etc. By
meeting the convenience needs of customers
businesses will ensure repeat custom.

Negative impact

Changing fashion
trends

Businesses can cater for the latest fashion
Businesses have to spend time and money
trends and offer products that customers want, researching and developing new products.
therefore increasing sales. For example the
Some products also have a very short shelf-life.
North Face or Supreme clothing trend.
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Positive impact

Negative impact

Flexible working
arrangements

Flexible working arrangements mean staff
will be able to work at a time when they are
most productive, which will improve quality
in the organisation as well as raising morale.
Additionally, businesses can save money on
renting office space if more employees work
from home.

Flexible working arrangements can lead to a
lack of supervision and direction of staff, which
can reduce productivity. Organisations may also
have to provide staff with equipment such as
smartphones and laptops so they can work at
home, which can be costly.

Ethical
considerations

Businesses that practice ethically (doing
what is right) will be seen in a good light by
customers, prospective employees, suppliers
and the government. An example would be
not exploiting child labour.

ial

Social factor
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Often unethical practice is carried out purely
to keep costs low so operating ethically will
increase costs and perhaps reduce overall
profits. Of course, a bad image from operating
unethically could affect sales anyway!

Technological factors

Technological factors concern the quickly
evolving technological advancements that can
impact on organisations, for example, faster
broadband connections, cloud computing and
social media. Table 1.24 highlights a selection of
technological factors and the possible impact
on organisations.

Figure 1.16 Cloud computing is changing the way people work

aft

Remember

dr

Technology can be an internal or an external factor. The main
difference is that as an internal factor the concern is existing
technology, which is the technology the business uses already,
while as an external factor the concern is keeping up with
technological developments, that is what technology the
business needs to invest in to remain competitive. More specific
uses of technology are covered throughout this book.
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Competitive factors

Table 1.26 The effects of competitive factors on businesses

ial

Most businesses face competition. An organisation’s competition refers
to rival organisations that provide the same or a similar product and
attempt to take their customers, attract new customers or keep their
own customers. Many methods used by competition will be covered in
the marketing chapter (see Chapter 2) but a select few examples are
given in Table 1.26, including some positive ways that competition can
impact on an organisation.

Negative impacts

Competition opening up a physical store right next to
a business can be good as it provides more choice for
customers and brings passing trade to the area.

The competition could lower prices, undercutting
another business. Businesses will either have to lower
prices too, reducing profits, or risk losing customers to the
competition.

Competition improves a market as it brings with it more
choice, new ideas and keeps prices low, which can benefit
all businesses in the market.

The competition could launch new or improved products.
Businesses will have to spend money researching and
developing products to keep up with competition.

Activity 1.3

ma
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Positive impacts
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External factors, or PESTEC analysis, is a great way to analyse the threats and opportunities to an
organisation that exist in the external environment.
1 Create a presentation using PowerPoint, Prezi, a mind-map, a poster or any other presentation
method you like.
2 Decide on which market you wish to investigate, for example, soft drinks, health and beauty,
sports, and so on.
3 After some initial research, choose which organisation you wish to investigate in more depth.
4 Using the internet, quality newspapers or your own knowledge, research and write about each
PESTEC factor in relation to your chosen organisation.
Important! Don’t just describe an example of the factor; make sure you explain how each one
impacts, positively or negatively, on your organisation.

Quick questions 1.5

?

Identify three different tax changes that can impact on organisations.
Compare fiscal and monetary policy.
Outline two social and two technological changes in recent years.
Describe one positive and one negative impact of competition on
an organisation.
5 Identify three stages of the economic cycle and outline the impact
on sales.
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1
2
3
4

Key question 1.3
Explain the impact of two
external factors on a large
organisation.

?

Now, go to page 52 and try the exam-style questions practice –
Chapter 1: Set 1.
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