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Abstract
A business firm is not isolated from the environment in which it 
operates. Its future development, the results it can achieve and 
the constraints within which it operates are all functions of the 
business environment. The business environment consists of 
all factors inside and outside the company which influence the 
firm’s competitive success. It is often divided into the external 
macro en vironment, the external industry environment, and the 
internal firm environment. After reading this research you should 
be able to understand the significance of the external business 
environment for the strategies of multinational firms; understand 
the influence of the political, economic, social, and technological 
business environment on global and international strategy; conduct 
a PEST analysis; Apply Michael Porter’s Diamond Model to an 
industry.
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I. Introduction
The business environment is often divided into the external macro 
en vironment, the external industry environment, and the internal 
firm environment. The macro environment consists of political, 
social, economic, and technological factors in the broader society, 
which is discussed in this paper. These factors can be specific to 
an industry or a firm (e.g. the WTO ruling on Embraer) or, more 
typically, they can influence many different industries (e.g. the 
events of September 11). The industry envir onment consists of 
all factors stemming from actions within a specific industry by 
buyers, suppliers, competitors, and others which directly influence 
competitive success within the industry and for the firm. The 
internal firm environment consists of all re sources and capabilities 
found within the firm which influence the firm’s ability to act. In 
recent years, there has been increasing pressure on firms to take 
on new roles in promoting social and ecological objectives, and 
the notion of the business environment has further broadened 
to encompass new external forces such as non-governmental 
organ izations. The analysis of these different parts of the business 
environment allows the firm to understand the context within 
which strategy needs to be developed and implemented.

II. External Business Environment
The external business environment of the multinational firm can 
provide both opportunit ies and threats to firms, so managers must 
pay adequate attention to them. Opportunities refer to events or 
processes in the external business environment, which may help 
the com pany to achieve competitive success. Threats refer to 
events or processes in the external busi ness environment, which 
may prevent the company from achieving competitive success. For 
the most part, the external business environment cannot be easily 
changed by the mul tinational firm. Multinational firms usually 
have little control over demographic changes, cultural norms, or 
government policy, so they need to adapt the organization to the 
external environment. The task of the strategic decision-maker 
is to develop strategies based on what the multinational firm can 

do to exploit opportunities and counter threats in the external 
business environment. Successful strategy is, then, about matching 
the resources and activities of a firm to the external envir onment 
in which it operates. An organization must achieve a strategic fit 
with both the macro environment and the in dustry environment. 
A common way of studying the macro environment is through the 
analysis of PEST (Political, Economic, Social, and Technological) 
factors.

III. PEST Analysis
Firms which are skillful at monitoring and analyzing the business 
environment are said to perform better than those firms which 
are not. Business textbooks often ad vise managers to conduct an 
external audit, which surveys all key opportunities and threats 
faced by the firm. The aim of an external audit is to draw up a 
list of different types of ex ternal forces, which can present either 
opportunities or threats to the firm. But analyzing the macro 
environment is not easy in practice, for several reasons. Therefore, 
we do not suggest that there is a magic formula for making sense 
of the external business environment. In this paper we do not 
provide detailed advice on how managers should monitor, analyze, 
or forecast changes in the macro environment. Every firm must 
decide how far it wants to take systematic analysis, and every firm 
needs to find its own ap proach. In particular, small and medium-
sized firms frequently do not have the resources for regular and 
comprehensive analyses. But it is useful for managers to have a 
checklist of potential external macro influences, PEST analysis 
can be used as such a checklist. PEST analysis is not a rigorous 
management too but instead a broad framework to help managers 
understand the macro environment. Managers can simply use this 
framework as a checklist to ask themselves questions as to how 
political, economic, social, or technological develop ments can 
influence their industry and their company.
The importance of political, economic, social, and technological 
factors differs consider ably from one industry to another, political 
factors can be crucial for success in industries where governments 
play an important role, such as the defense industry, which depends 
on government contracts. Technological factors can be crucial for 
success in industries where the rate of technological innovation 
is fast, for instance the electronics industry. So every industry 
and every firm will need to focus more attention on those factors 
which are most relevant to it. Before the rise of global competition 
PEST analysis was more straightforward, as the man ager simply 
had to scan the business environment in his/her own country. For 
firms oper ating internationally, the scope of PEST analysis will 
depend on the location of their opera tions. This research merely 
shows what types of external influences firms could encounter in 
the international marketplace. 

IV. Political Environment
Governments can have a major impact on business by imposing 
regulations on multina tional firms. The government can change 
the levels of taxation or import duties, provide subsidies to 
certain firms, or impose regulations which require multinational 
firms to change how they operate (e.g. through anti-pollution 
regulations). At the same time, busi ness strategies are now also 
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affected by the emergence of new global institutions such as the 
World Trade Organization and regional economic blocks such 
as the European Union. In the global economy, therefore, the 
multinational firm must pay special attention to a complex set of 
important political issues global institutions, regional economic 
integration, government legislation, and political risk. There are 
many different global political institutions which affect business 
operations. The most important ones include the International 
Monetary Fund (IMF), the World Bank, and the WTO. The 
importance of global institutions varies widely. Some institutions, 
such as the WTO and the IMF, are very powerful, as they can 
force countries to change economic policy. The WTO can, for 
example, impose economic sanctions on member states which 
violate its rules. Other institutions, such as the International 
Labor Organization (ILO) or the international Organization for 
Standardization (ISO), have few or no sanctions to enforce their 
will. However, governments and companies often find that it is in 
their self-interest to comply with the rules of global institutions. 
Global institutions have generally helped to facilitate international 
business operations. There are fewer barriers to trade between 
countries today, there is less likelihood of damaging political 
events than ten or twenty years ago, and there are forums in which 
to resolve commercial disputes between countries. A more stable 
global business environment allows multinational firms to expand 
business operations globally. 
In addition to the rise of global institutions, the business 
environment has changed in the last few decades with the emergence 
of regional economic blocks. The most far-reaching economic 
block is the EU; other important ones include NAFTA, AFTA, 
and MERCOSUR. Regional integration poses both problems and 
opportunities in international business. One of the key challenges 
for managers in the EU is to keep track of the countless regu lations 
which may apply to their firms. The same regulation can create 
business opportunities for some firms. For instance, the obligation 
for Polish agricultural firms to have HACCP certificates opened 
new business opportunities for international quality assurance 
firms such as TUV and Lloyd’s Register Quality Assurance, which 
have set up foreign subsidiaries in Poland. In the EU with its’ many 
business regulations, good knowledge of the political business 
environment can be a distinctive competitive advantage for some 
firms. While managers must pay attention to the emergence of 
global institutions and regional economic blocs, they must continue 
to pay attention to government regulations which affect business 
operations. These include regulations on unfair trade practices 
(e.g. laws against. monopolies), financial regulations, tax codes, 
environmental regulations, and employment laws. In addition to 
national regulation by different national governments, firms are 
also; affected by new supranational entities such as the EU. The 
EU imposes its own laws. These laws are superior, for example, 
to English, Dutch, or Swedish law, so, for example, English courts 
must apply European law in preference to English law whenever 
applicable. European laws affect foreign firms, which want to do 
business in any EU country. 
The importance of governments for business is particularly 
apparent in the ‘transition economies’, i.e. countries which are 
experiencing a transition from socialism (where the government 
made all the important economic decisions) towards capitalism 
(where market forces determine the direction of economic 
development). Transition economies include two of the world’s 
largest countries China and Russia and other states in Eastern 
Europe such as Poland, and in Asia such as Vietnam. In those 
states, the impact of the government on the business is still very 

strong, various large enterprises are state-owned, and good govern-
ment links can be important for a firm’s success. But political 
factors are also important in Western Europe or the United States, 
which continue to impose many regula tions and subsidize some 
sectors of the economy. Despite globalization, different countries 
continue to have different rules on the same trade or investment 
issue. This even applies to the internet, where a company with a 
website can theoretically reach customers anywhere in the world. 
The internet knows no boundar ies; however, internet firms have to 
pay attention to regulations in foreign countries. Regulations can 
have both positive and negative effects on firms. Foreign investors 
have often suffered at the hands of governments governments 
have single-handedly expropri ated firms and taken their assets, 
forced firms out of business by increasing tax rates, and imposed 
restrictions on transferring profits abroad. Political risks can 
include changes in government regulations, war, civil unrest, and 
politically motivated terrorism. Political risks have often been 
associated with developing countries in Latin America, Africa, 
and Asia, but there are plenty of examples of risks in Europe, 
North America, or Japan. It is nonetheless correct that political 
risk is more severe in developing countries. Political risk is also 
more severe for sectors perceived as important to the country, 
such as the oil industry and the provision of infrastructure (e.g. 
water and electri city provision or road construction). A key point 
to remember is that political risk can be different for different 
companies. Certain companies may be much better able to cope 
with certain political events than others. 

V. Economic Environment
Changes in the economic business environment can influence 
a firm’s expansion. For instance, if economic growth increases, 
the firm may be able to expand production and open new plants; 
during an economic recession, when economic activity stagnates 
or even declines, the firm may need to close down plants and 
reduce production. Firms have to consider other economic factors 
such as the rate of inflation, disposable income, and rates of 
unemployment. In the global economy, the firm must pay special 
attention to three im portant issues cost of production, currency 
exchange rates, and cost of capital. One of the key global economic 
issues for companies is the cost of production. Since there are 
fewer barriers to international trade today and transport costs are 
not significant for many products, multinational firms can scan 
the entire world for the cheapest produc tion location. The cost 
of labor is of key importance. Another important factor is labor 
productivity, which is defined as the amount of output produced 
per unit of inputs used to produce it. Labor productivity is much 
higher in Germany than In Sri Lanka. So the managers have to 
weigh up the advantages of cheap labor versus other factors such 
as the necessary skills and efficiency of their workforce, which 
may not always be available in low wage countries.
Cost of production is affected by the currency exchange rate, 
i.e. the rate at which one country’s currency can be exchanged 
for another’s. If the value of the euro goes up relative to other 
currencies, Dutch or German goods become more expensive to 
buy for foreign ers; Dutch and German firms may find it more 
difficult to export their goods. At the same time, firms outside 
the euro zone will find it easier to import goods into Germany. 
Simil arly, foreign firms will find it less attractive to invest in the 
Netherlands or Germany, while Dutch and German firms will find 
it more attractive to invest outside the euro zone. Mul tinational 
firms have to monitor currency exchange rates in the global 
economy in order to spot threats and opportunities for their existing 
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operations in different countries. Polit ical and social events can 
influence exchange rates. In some cases, a firm may need to shift 
production away from a country where the ex change rates make it 
too expensive to produce. Currency exchange rates affect different 
firms differently. Certain industries, such as elec trical equipment 
or precision machinery, are more affected by changes in currency 
exchange rates than other industries because they rely heavily on 
globally sourced inputs and are more dependent on exports than 
e.g. utilities companies. Firms which operate in many different 
countries are less affected than others which do not. It has been 
shown that foreign market participation through direct investment 
reduces a firm’s expos ure to exchange rate movements, especially 
if a firm’s investments are widely spread geo graphically between 
markets with different currencies. Currency exchange rates are 
also less of a problem for firms which resort to ‘currency hedging’ 
the practice of protecting a firm against potential losses resulting 
from adverse movements in currency exchange rates. 
In the global economy, a multinational firm can obtain capital in 
different countries. But; Different countries may have different 
rates for borrowing money. This is important for multinational 
firms, as the cost of borrowing in the home country affects the 
firm’s ability to raise capital. In the international marketplace, a 
firm from a country with high lending rates is at a disadvantage in 
raising capital compared to a firm in a country with low lending 
rates. If the cost of borrowing increases in the UK relative to 
other countries, foreign firms will find it easier to compete in 
the UK market and their investment in the UK will increase. 
Conversely, if the cost of borrowing decreases in the UK relative 
to other countries, firms which raise capital in the UK will find 
it easier to compete in foreign markets. In the global economy, 
large multinational firms are able to raise capital in different coun-
tries and they are able to deal with the threat of increasing or 
decreasing cost of borrowing in any one country. These large 
multinational firms will need to continuously monitor the global 
business environment for the cost of borrowing in different 
countries in order to benefit from the best rates available. When 
you compete on the world stage, you need to obtain capital from 
the best available source. However, raising capital outside the 
firm’s home country may not always be possible, so the home base 
of a multinational firm still influences the cost of borrowing. The 
national origin of a firm may thus determine how much money 
you can raise and at what rate. In the most extreme cases, firms 
decide to change corporate nationality in order to benefit from 
lower cost of borrowing. 

VI. Social Environment
Social change can have a major influence on firm strategies. 
Some products and services may become less fashionable, and 
decline. New social trends may open new business opportunities 
for multinational firms. In the global market, the firm must pay 
special attention to two key social issues: social change and global 
convergence of tastes and needs. Firms need to pay attention 
to new global trends in order to strategically exploit new op-
portunities. For instance, migration of people can open new 
business opportunities. The presence of a large ethnic Chinese 
or Indian population in a foreign country opens new international 
business opportunities for Chinese or Indian firms. Some small 
and medium-sized firms from China and Hong Kong began 
their international expansion by strategically locating in foreign 
countries and cities with a large Chinese population, such as 
Malaysia or Los Angeles. The presence of a large Chinese minority 
helped to ensure initial demand for goods and services, and it 

also helped to reduce transaction costs of setting up a foreign 
subsidiary. In turn, early expansion into Malaysia or Los Angeles 
helped Chinese managers to gain international ex perience and 
confidence to expand into more challenging international markets. 
Firms also need to pay attention to social issues such as changing 
relations between age groups of consumers. Some experts claim 
that the tastes and needs of customers in different countries are 
becom ing increasingly similar, which has been labeled global 
convergence. Thanks to the spread of global communications 
and transportation, certain social behaviors spread globally. As 
people travel abroad, watch the same Hollywood-made films, 
use the same in ternet websites, and play the same video games, 
they absorb habits from other countries. According to this view, 
tastes become more similar globally and this global convergence 
is most visible in young people. Global convergence of’ tastes and 
needs can lead to global market convergence, whereby the world 
becomes one-global market for the same products.
At this point in human history, one should be cautious about the 
idea of ‘global convergence’, as some experts claim that there are 
still huge cultural and other differences between countries. These 
differences are sometimes major and sometimes minor; seeming 
similarities between countries may also be superficial. Even if 
people use the same or similar products in different countries, they 
may use them at different occasions, under different circumstances, 
and for different reasons in each country. Where cultural differences 
play a major role, global business strategies may not be possible. 
Convergence facilitates global strategies in some industries; 
conversely, the absence of convergence hinders global strategies 
in other industries. So managers need to be aware of the impact 
of global convergence on their specific products and services. 
Nonetheless, even if there are differences between countries, firms 
may often be able to introduce relatively small changes to their 
global products or global marketing campaigns. 

VII. Technological Environment
Technological change can have a major impact on business 
strategies. In the global economy, technological innovation can 
spread very quickly around the world and the pace of technological 
pace is increasing. The internet advances in computer technology, 
genetic engineering, or laser technology revolutionize the ways in 
which firms operate. An innovation may render a firm’s technology 
obsolete or it can lead to the creation of entirely new industries. 
Three important issues to consider are global technology 
scanning and technology clusters, the rise of the knowledge-based 
economy, and the spread of the internet. In the global economy, a 
technological innovation may occur anywhere and it may spread 
quickly around the globe, so managers must constantly monitor the 
external business environment for new developments. The process 
of identifying technologies in the external business environment is 
called ‘technology scanning’. The firm may use different methods 
to learn about new technologies, from attending scientific con-
ferences to pursuing technical partnerships with other technically 
advanced companies or research centers.
In a large multinational company, technology scanning can be 
pursued by locating the company’s research centers in countries 
or regions where relevant cutting-edge research is pursued. 
Technological advances often occur in high-technology ‘clusters’ 
where you find many advanced firms from the same sector, 
often linked to a high-quality university or research centre. The 
best-known cluster in information technology is Silicon Valley 
in California, but smaller ones include India’s Silicon Valley 
near Bangalore, the Multimedia Super Corridor in Malaysia, 
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and Silicon Fen near Cambridge in the UK. One key strategy 
for a multinational firm is to locate inside a cluster to benefit 
from its advanced knowledge networks. As with PEST analysis 
in general, technology scanning should be as wide-ranging as 
pos sible. Relevant technological innovations may often occur 
outside the firm’s industry achie ved by firms in other industries, 
by universities, or by specialized research centers. The government 
may be an important source of innovation often as a result of 
government research related to the military. The introduction of 
new information technologies such as computers and the internet 
has generally raised the importance of knowledge in the economy. 
Some experts talk about the rise of the so-called ‘new economy’ 
businesses based on technological innovation. Rifkin (2000) 
argues that ownership mattered most in the old economy, physical 
capital was used to make goods which went to market where 
they were exchanged. In the new economy, intellectual capital 
is the driving force and the location of the business activit ies is 
much less important. The difference between the ‘old’ and the 
‘new’ economy can be shown by contrasting the oil industry and 
the computer software industry. In the oil in dustry, a company’s 
wealth is largely determined by the physical control of oil fields, oil 
tankers, and petrol stations. In the software industry, a company’s 
wealth is determined by the intellectual ownership of computer 
programs and the creativity of its staff. The physical location of 
oil fields and petrol stations plays a huge role, whereas a software 
programmer can work anywhere. Some industries increasingly 
move from the ‘old’ towards the ‘new’ economy, for example, 
movie-making. Technological advances can reshape an industry 
in the knowledge based economy.
A key characteristic of the knowledge economy is that knowledge 
unlike physical assets can often be transferred and used for different 
purposes on a global scale. Mental Images, leading German-based 
company providing 3D modeling software for movie-making, 
became famous, winning a special award from the prestigious US 
Motion Picture Academy for its work on movies such as Star Wars 
II Attack in the Clones. But Mental Images did not only serve film 
companies such as Disney and Dream Works. With only about 
thirty staff based in Berlin/Germany and San Francisco/United 
States, the company was able to use the same intellectual property 
to serve customers in the video games sector (Nintendo and Sega), 
the car industry (DaimlerChrysler and Honda), and aerospace 
(Airbus and Boeing). The rise of the knowledge-based economy 
was greatly helped by the spread of the internet. This made possible 
new types of product/service (e.g. communications tools and online 
auctions), operational efficiencies (e.g. savings on distribution 
costs and improved lead times),’ and better customer service and 
relationships. Some experts have argued that the internet has not 
only brought new products and new distribution channels but also 
transformed the way we do business in general.   

VIII. National Environmental Influences 
PEST analysis is a useful tool for understanding the external 
business environment. This understanding can also help to 
explain why some firms and industries in some countries are 
more competitive than others. We know that Japanese firms are 
particularly strong in industries such as cars, consumer electronics, 
and video games. American firms are particularly strong in sectors 
such as movie-making, computer software, and defense. Given 
the exist ing external business environment in Japan, it would 
be difficult to develop a world-class movie industry or defense 
industry there. Michael Porter has suggested that there are intrinsic 
reasons why some nations are more competitive than others 

and why some industries are very successful in some na tions. 
Porter suggests that four characteristics of the home base help to 
explain why cer tain nations are capable of consistent innovation 
in some sectors factor conditions, demand conditions, related and 
supporting industries, and firm strategy, struc ture, and rivalry. 
These four conditions form the basis of Porter’s ‘Diamond Model’. 
The Japanese video game industry provides an example of how the 
Diamond Model can be used to explain the success of a national 
industry. A country’s position in factors of production affects 
the ability of firms to compete inter nationally. Basic factors of 
production include labor, capital, and natural resources, but much 
more important are advanced factors such as specialized skills of 
the labor force, a scientific base, and infrastructure. Basic factors 
are of little importance in the knowledge based economy global 
companies can obtain them through their worldwide operations. 
An educated workforce in the home country does not necessarily 
lead to success in global markets a multinational firm can recruit 
university graduates anywhere in the world.
Porter thinks that local demand remains very important despite 
globalization. The market affects how companies perceive, 
interpret, and respond to customer needs. The home market is not 
so important; what is crucial is the character of demand conditions. 
A firm can better compete globally if domestic buyers are the 
world’s most sophisticated and demanding buyers for a specific 
product or service. The presence of a sophisticate home demand 
provides companies with clearer or earlier signals of emerging 
global buyer needs. Sophisticated buyers push companies to 
meet higher standards, and urge them to improve, to innovate, 
and to enter more advanced market segments. As with factor 
condition strong demand conditions at home help firms to face 
tough challenges abroad. Local values and circumstances in the 
home country are frequently an important stimulus to innovation. 
Globally competitive related and supporting industries in the home 
base can greatly help companies to innovate and upgrade. A firm 
located close to its suppliers or related firms benefits from better 
communications and the exchange of ideas and innovations with 
in other industries. A firm can influence suppliers’ technical efforts 
and serve as a test research and development, which can speed up 
innovation. At the same time, competition among suppliers can 
result in lower prices of inputs and higher quality of products, In 
a global economy, a country does not have to be competitive in 
all related and supporting industries a multinational firm with a 
global strategy can source materials, component or technologies 
anywhere in the world. But the local availability of high-quality 
suppliers and related firms in the home base often strengthens 
the competitive advantage of home-based industries in global 
markets. Close relationships between firms, suppliers, and related 
industries help firms to attain global market leadership in many 
industries. 
Porter noted that there are major differences how firms are created, 
organized, and managed in different countries, and there are also 
differences in the nature of domestic rivalry. He found that many 
globally successful Italian firms were often small in size, privately 
owned, and operated ‘like extended families’. In contrast, many 
successful German firms had very hierarchical organizations 
and management practices, and top managers had a technical 
background. No one country is ‘the best’ for every industry some 
managerial structures are more appropriate for some industries than 
for others. Globally successful Italian in dustries such as footwear 
and packaging machines were compatible with the character of 
Italian management structures, emphasizing focus, customized 
products, niche marketing, and flexibility. The Germans typically 
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excelled in technically demanding and engineering-oriented sectors 
such as chemicals and complicated machinery, which benefited 
from pre cision manufacturing and a careful development process. 
An important stimulus to innovation is the extent and character 
of domestic rivalry. When faced with strong local rivals, firms 
are forced to lower costs, improve quality, raise productivity, and 
develop new innovative products or production processes. Firms 
which face such tough competition at home, often develop the 
necessary skills enabling them to succeed abroad. 

IX. Summary
The competitive success of organizations is determined by the 
business environment, which consists of the external macro 
environment, the external industry environment, and the internal 
firm environment. The external business environment of the firm 
provides both opportunities and threats to firms, and the task of the 
strategic decision-maker is to develop strategies based on what the 
firm can do to exploit external opportunities and counter external 
threats. In order to be successful, a firm must achieve strategic 
fit, i.e. it must match its resources and activities to the external 
environment in which it operates. There are no simple recipes for 
monitoring, analyzing, and forecasting external factors, which 
may influence the firm’s development. But it is useful to have a 
checklist of poten tial external macro influences PEST analysis 
which can serve to ask questions as to how political, economic, 
social, or technological developments can influence a specific 
industry and a specific firm. An understanding of the external 
business environment can also help us to explain w some firms 
and industries in some countries are more competitive than others. 
Porter suggests that four characteristics of the home base help to 
explain why certain nations are capable of consistent innovation 
in some sectors. The model can be used to analyze the global 
competitive success of a national industry. It demonstrates how 
the wider business environment can have a major impact on 
competitive success in the international marketplace.
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