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7.3: Gaining Advantages by Understanding the Competitive Environment

1. What is strategic analysis, and why do firms need to analyze their competitive environment?

Strategic analysis is the process that firms use to study and understand the many different layers and aspects of their competitive
environment. Why do firms spend time and money trying to understand what is going on around them? Firms do not operate in a
vacuum. They are impacted by forces and factors from inside their organizations and outside in the world at large. Understanding
these forces and factors is crucial to achieving success as a business. For example, the growth in the Spanish-speaking population
in the United States has led many firms to change the signage in their stores and labels on their products to include Spanish to make
their stores easier to shop in and their products easier to identify for this growing market. The external environment is continually
changing, and the most successful firms are able to prepare for and adapt to environmental changes because they have done their
homework and understand how external forces impact their operations.

To react to change more easily and develop products consumers want, managers and consultants engage in environmental
scanning—the systematic and intentional analysis of both a firm’s internal state and its external, competitive environment. From a
local coffee shop to an international corporation, firms of all sizes benefit from strategic analysis. Let’s examine some important
strategic factors in more detail.

The Competitive Environment

A firm’s competitive environment includes components inside the firm and outside the firm. External factors are things in the
global environment that may impact a firm’s operations or success; examples are a rise in interest rates or a natural disaster.
External factors cannot be controlled, but they must be managed effectively and understood so that the firm can succeed. For
example, the unemployment rate will affect a firm’s ability to hire qualified employees at a reasonable rate of pay. If
unemployment is high, meaning that a lot of people are looking for jobs, then a firm will probably have a lot of applicants for any
positions it needs to fill. It will be able to choose more highly qualified applicants to hire and may be able to hire them at a lower
pay rate because the employee would rather work for a lower pay rate than not have a job at all. On the other hand, when
unemployment is low, meaning that not many people are looking for jobs, firms may have to offer higher pay or settle for lower
qualifications to find someone to fill a position.

Internal factors are characteristics of the firm itself. To plan to compete against other firms, a firm needs to understand what
physical, financial, and human resources it has, what it is good at, and how it is organized. For example, Walmart has a
sophisticated IT system that tracks inventory and automatically orders products before they run out by calculating how long it will
take for the new product to arrive and comparing that to the rate at which the product is selling off the shelves. The system orders
new products so that they will arrive just as the products on the shelves are running out so that Walmart stores do not need to have
storage space for inventory. All Walmart inventory is on the store shelves, ready to be sold to customers. How does this system
benefit Walmart? It does not have to spend money on storing or keeping track of inventory; all products in the store can generate
revenue because they are available for customers to buy; and when the system is working optimally, the store never runs out of
items customers want.

1. Why do managers use strategic analysis?
2. How are internal factors different from external factors in a firm’s competitive environment?
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 Learning Objectives
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