OES Framework

This course incorporates many traditional international business topics, but it also goes beyond the traditional approach and presents an integrated framework that can assist business leaders in making effective decisions within the complexity of the global environment.

The OES Triangle

The OES triangle approach offers a systematic way of thinking about basic global strategy decisions and key tradeoffs—managers using this tool can generalize it to fit an array of situations.
OES Focus on the Environment

Your firm has a dominant position in local markets, but those markets have become saturated. You need to start looking beyond domestic borders for new opportunities to expand. The market for your product in China is wide open, and China has a population exceeding 1 billion. Can you assume your firm will capture a significant piece of this untapped market for your product? Will the piece that it captures be enough to make the move across borders profitable? Too often, managers answer questions like these based on their experiences in domestic environments. They may assume buyer characteristics will be similar across markets or that suppliers of production inputs in the new environment will have the same price-negotiating powers as suppliers in the domestic environment. Managers may also underestimate the competition they will face in the new market. One key to analyzing a firm's target environment is identifying the factors that will affect it's ability to make a profit or to capture value created by the

industry in that environment. Before continuing with a discussion of value capture, however, you should have an understanding of the difference between value creation and value capture.

Value Creation vs. Value Capture

Every industry is part of a value chain that includes various activities of industry incumbents, direct suppliers to industry incumbents, and indirect suppliers who supply other (direct or indirect) suppliers. Each participant in the value chain creates some value, and each participant tries to maximize the share of the value it can capture as profit. Value creation is important because it indicates the greatest value industry incumbents could capture if they were able to capture the entire value added by the

chain. Value creation, however, is hardly useful to a firm unless it can capture some of the value created. Thus, before deciding to expand across domestic borders, a firm

manager needs to understand the factors that can affect value capture. To begin an industry analysis, then, a manager should answer two key questions:

1. What are the potential industry earnings (PIE) of the industry I am analyzing?

2. How much of those potential industry earnings, or value, can my firm capture?

Firms are interested in answering the first question because it indicates how attractive an industry is to the average competitor; that is, it is a measure of the value that is being created in the industry (minus the costs of the resources necessary for production). The second question helps the firm think about how much of the potential earnings it can capture, given that it has an appropriate fit between its organization, strategy, and environment. The animation below illustrates a method for determining PIE and defines

the factors that can affect a firm's ability to capture a piece of those earnings. Question 2, above, is addressed in the learning resources The Market Environment and The Nonmarket Environment.

What Affects the Size of PIE?

In the animation, you saw that PIE is defined as the area between the demand curve and the opportunity cost curve. The demand curve represents the quantity of a good that consumers in the environment are willing and able to purchase at each price, holding other factors that affect purchasing decisions constant.  The opportunity cost curve represents the costs that the industry would experience if all its suppliers were to charge prices equal to their opportunity costs. Suppliers' opportunity costs are the minimum they

could receive and still be willing to supply the industry; that is, it is the lowest price that makes suppliers willing to turn down all other opportunities. If the suppliers were to receive a lower return than their opportunity cost, then they would choose to supply the next best alternative industry (or choose not to supply at all). For example, consider the pencil industry. One of the primary components of pencils is graphite; graphite is also a major component of tennis rackets. Suppliers of graphite can sell their product to the pencil industry, the tennis racket industry, or another industry that requires

graphite as an input. Assume that the next best alternative to supplying the pencil industry is to supply the tennis racket industry. If this is the case, then the opportunity

cost of supplying graphite to the pencil industry is what suppliers could earn if they supplied graphite to the tennis racket industry instead. The size of PIE will be different from one market to the next because of differences in consumer demand and opportunity costs. A firm that has determined the PIE for its domestic environment cannot assume that a similar PIE exists in a new environment.

Factors Affecting the Relative Position of the Demand Curve from One Market to Another

Assume that the fictional firm Tarun Pencil Construction Company produces pencils in the United States. Based on historical information and some analysis of the market for pencils, Tarun managers have a fairly clear picture of the demand for pencils in their domestic market. If Tarun were to move beyond its domestic borders, could it expect to find the same demand for its pencils in the nondomestic environment? The

answer is no. The factors that change the demand for pencils from one environment to

another are 

· prices of substitutes and complements produced by other industries in the new environment

· size of the population in the new environment

· level of consumer income in the new environment

· different consumer tastes in the new environment

Substitutes and complements

Consider a simple example. Assume that in Tarun's new nondomestic market, pens—a substitute for pencils—are expensive relative to the cost of pencils. A high-priced substitute for pencils will mean that the demand curve for pencils in the new environment is further out relative to Tarun's domestic demand curve. This difference in the location of the demand curve will affect the size of the PIE for the pencil industry in the target environment. The PIE for pencils, or the area between the demand curve and the cost curve, will be larger relative to the PIE for pencils in the domestic environment.

Similarly, a relatively low price for stationery—a complementary good—in the new target environment will result in a demand curve for pencils that has moved outward relative to the domestic demand curve. Thus, the size of the PIE for pencils in the target environment will be larger relative to the domestic environment PIE.

Size of the population

A difference in the population of consumers in the new environment, relative to the population of the domestic environment, will change the demand for a product. When the population is greater, there are more potential buyers for a product.

Level of consumer income

Consumer income will also affect the demand for a firm's product in a new environment, relative to its domestic environment. If consumers in the new environment have relatively higher disposable incomes than consumers in the domestic environment, the demand curve for pencils will shift outward, relative to the demand curve in the domestic environment. Higher disposable incomes mean that consumers are able to buy more of everything, including pencils. This outward movement of the demand curve will increase the size of the PIE in the new environment, relative to the domestic environment.

Consumer tastes

When firms move beyond their domestic borders, they cannot assume that consumer tastes in the new environment will match the consumer tastes of their domestic market. Differences in consumer tastes will change the position of the demand curve—and the size of the PIE—relative to the firm's domestic demand curve and PIE.

Factors Affecting the Relative Position of the Opportunity Cost Curve from One Market to Another

As you read this section about costs, recall that the opportunity cost curve ("cost curve") represents the minimum payment necessary to acquire production resources for a particular good. It does not include the profit margin that suppliers might add to the production inputs they sell. You will see the importance of this distinction when you read The Market Environment learning resource.

Factors that cause the cost curve to change from environment to environment include

· access to innovations in technology in the new environment

· differences in input costs (including advertising, distribution, and so on)

· variations in transportation costs

· differences in government taxes, policies, and regulations (such as pollution regulations)

Continue with the simple example from above. If the suppliers of graphite to the pencil industry in the new target environment have access to a cost-efficient process for producing graphite, then the cost curve for the pencil industry will be lower in the new environment, relative to the same curve in the domestic environment. This difference will increase the PIE for the pencil industry in the new target environment, relative to the PIE in the domestic environment. On the other hand, a relatively higher level of transportation costs in the new environment will move the cost curve upward. An increase in transportation costs makes it more expensive to supply production inputs to the pencil industry in the target environment. The PIE in the new environment will decrease relative to the domestic PIE.

A Summary

To summarize, PIE is the maximum value firms in an industry can earn if they are able to capture all value created in the industry. Because an industry is so rarely able to capture all the value created, it is critical to understand the factors that determine the size of the PIE that can be captured. Thus, the questions a manager must answer are these:

· What factors that affect the size of the PIE vary from the domestic environment?

· How much of the PIE is available to firms in the industry in the target  environment?

· How much of the PIE in the new environment can my firm capture?

This learning resource has addressed the first question. The Market Environment and The Nonmarket Environment learning resources address the next two.

The Market Environment

The OES: Focus on the Environment learning resource presented a method for determining PIE, or determining how much value is created in an industry. Determining the size of PIE is important, but it does not answer the question of who gets the value that is created. Perhaps even more interesting and more important to managers is  answering the question, How much of the PIE can a typical industry incumbent firm capture? Answering this question requires a manager to conduct a two-step analysis. The first step is for the manager to consider both the market and nonmarket factors in the environment. The second step requires an analysis of the fit between the firm's organization and strategy, and the target environment. This learning resource and the next, The Nonmarket Environment, focus on the first step: analyzing the market and nonmarket factors in the environment. The second step, "fit," will be addressed in greater detail later in this course. Managing the market factors of an environment requires an understanding and critical analysis of the buyers, the suppliers, and the

competitors, or producers, for the industry. Understanding how each group can capture a piece of PIE translates to a firm's ability to exploit opportunities, head off threats, take advantage of strengths, and improve upon weaknesses.

Buyer Power: How Much of the PIE Can Buyers Capture?

A demand curve shows how much buyers are willing to pay for a product. If firms could charge each buyer his or her maximum willingness to pay, firm profits would surely increase. Instead, buyers often pay less for a product than they are willing to pay. The more powerful buyers are, the better price they can negotiate. Buyers are powerful if they are small in number and can purchase in large volumes. They can be especially strong if the industry is very competitive, because they can choose the best price offered—and as one competitor in an industry drops prices, others will follow. The more capture bigger pieces of the PIE, or greater value, as they push down prices. For a simple example, return to the pencil industry. If a single pencil distributor (a single, strong buyer) buys most of the pencils produced, then that distributor can negotiate a better price from the pencil manufacturer. However, if there are many different pencil distributors (multiple, weak buyers), and if these distributors are not organized, then each distributor has less leverage with the pencil manufacturers and is able to capture

less of the PIE. The key to determining buyer strength is identifying who the buyers are,

how many there are, and what information they have access to.

Supplier Power: How Much of the PIE Can Suppliers Capture?

An opportunity cost curve shows the minimum cost to acquire resources to produce a single unit, but suppliers usually charge more than the minimum cost. The stronger the suppliers are, the more they are able to charge. Suppliers become powerful if they are dominated by a small number of suppliers and if they are more concentrated or coordinated than the industry they supply. For example, the Organization of Petroleum

Exporting Countries (OPEC) is very coordinated and very powerful. Suppliers can be especially strong if buyers have few options to switch to—and the more power the suppliers have, the more they can raise costs for the industry, and the more PIE they can capture. For example, if the structure of the graphite industry were such that only

two firms supply all of the graphite needed by the pencil industry, then those companies would be able to command a higher price for graphite, thus raising costs for the industry.

The key to determining supplier strength lies in identifying how many suppliers there are; how organized, coordinated, and concentrated they are; and how much and what kind of information they have.

Competitors: How Much of the PIE Can Competitors Capture?

Although it is rare for firms in an industry to capture the entire PIE, that possibility will be assumed here as a starting point for the sake of discussing competitors. Therefore, assuming that neither buyers nor suppliers are capturing any of the PIE, the total PIE is divided among the firms in the industry. Two things happen to prevent this situation from occurring very frequently. First, more firms enter the industry. Any earnings captured by the industry are then spread over more firms, implying less for each producer in the industry. Second, as more firms enter an industry, competition within the industry

increases and buyers and suppliers can start to play the producers against one another and demand more favorable terms. These actions can reduce the portion of the PIE that producers capture, and further reduce the earnings that each firm captures. For example, a buyer will benefit from a highly competitive industry, because a buyer can choose a particular firm's product based on either cost or quality. The more competitive the environment is, the more likely it is that price will be driven down or that firms will specialize in quality. As a result, several firms make pencils in the pencil industry. Because competition is high, firms become very price-competitive and quality focused. In turn, buyers enjoy a wider selection of pencils at lower prices. Similarly, the suppliers could play the competitors against one another to force terms more favorable to themselves, further reducing the earnings captured by the firms.

Other Issues to Consider: Barriers to Entry

If firms in an industry are profitable and earning high returns, other firms will be drawn to the industry. If firms are able to enter an industry successfully and competition increases, then the PIE that a firm has captured may be threatened. Therefore, it is important to consider how easy it is for new competitors to enter the industry and capture a piece of the PIE. Examples of barriers to entry include high startup investment, limited access to technology, and strong brand recognition already in the industry.

Because entry of new competitors is bad for firms already in the industry, they have an incentive to create entry barriers. For example, the pencil manufacturers may expend a great deal of resources to develop brand recognition for their pencils, or they could invest a great deal in their manufacturing technology.

The Nonmarket Environment

As a manager in the automobile industry, how will you react when your firm crosses borders and faces increased pressures from a foreign government calling for better fuel economy? You have developed a workable relationship with interests in your home market, but as you increase your international presence, you will attract the attention of an expanded array of interests. How will you handle environmentalists in your cross-border market who are calling for a boycott of your cars? How great can the effect of an activist group, such as the Rainforest Action Network, be on your firm's ability to generate a profit? Will policies of the World Trade Organization (WTO) affect your company's bottom line? Crossing domestic borders puts added pressure on managers who must analyze an increasingly complex environment. Immediately, they are confronted with changes in the nonmarket environment that can significantly affect firm profits. Too often, managers assume that strategies that work for the company within its domestic borders can readily transfer to environments across its borders. They fail to account for the many differences between environments. Whereas The Market Environment learning resource focused on market factors of the new environment, this learning resource focuses on nonmarket factors. It provides a framework for thinking about and analyzing the factors of the nonmarket environment that can affect a

firm's operations and profits. 

Analyzing the Nonmarket Environment

The nonmarket environment includes social, political, and legal arrangements that structure interactions outside of, but in conjunction with, markets and private agreements. One approach to analyzing the nonmarket environment asks a manager

to think of that environment in two dimensions: • Components of the nonmarket environment 

• Effect of these components on the power dynamics among buyers,

suppliers, and producers

Components of the Nonmarket Environment

You can analyze the nonmarket environment in terms of four components:

• Issues

• Institutions

• Information

• Interests

Issues

A nonmarket analysis usually begins with a nonmarket issue or an issue agenda—environmental protection, regulation or deregulation, international trade policy, activist pressures, health and safety, media coverage, and so on—that the firm identifies when it crosses its domestic borders. For the sake of this discussion, consider a textile manufacturer that expands its operations into a foreign market. Its immediate issue agenda might include negative press for alleged labor abuses, activist pressures

from groups opposed to its corporate environmental policy, or trade barriers put in place by strict foreign government policies. These are the issues the manufacturer faces.

Institutions

Institutions are the forums through which issues are resolved. Institutions can be government or nongovernment entities. Government institutions include legislatures, judiciaries, regulatory agencies, and international organizations such as the North American Free Trade Association (NAFTA) and the World Trade Organization (WTO). The media and public sentiment are nongovernment institutions. The institutions define for strategists the set of rules and players that will determine how an issue is resolved. For example, will Congress decide the issue or will the courts? Are the media fanning the flames of local resentment toward the firm? Can the firm influence a regulatory agency's assessment of the firm's environmental policy? Answering these questions leads naturally to a discussion of information.

Information

Given the issues your firm faces, what information can it disseminate to promote an advantageous resolution of these issues? Can it provide information to the media to change public perceptions of the issues? If an issue is being resolved through a regulatory agency, what information should you provide to influence an outcome that is in your firm's favor? What information might have a deleterious effect on the outcome of the issue, in terms of your firm's interests? Strategists can positively affect the resolution of an issue by supplying pertinent information to institutions through which issues are played out. So, to review to this point, any firm entering a foreign environment will face nonmarket issues. Those issues are resolved through various government and nongovernment institutions. Firms can try to influence in which institution the issue plays out—and they can also try to influence the information that institutions receive. The final component of the nonmarket environment to address is interests.

Interests

Interests are individuals and/or groups that are affected by or have a stake in a particular issue. Interests are similar to institutions, but they do not have the power to make laws, regulate industries, impose taxes, and so on. That does not mean, however, that interests are not powerful influences in the nonmarket environment. Interests can be unorganized, such as consumers, taxpayers, and so on, or organized, such as activist, advocacy, and watchdog groups. These groups become involved in issues that can possibly affect the interests of their constituents, either positively or negatively.

How Can Nonmarket Components Affect Buyer Power, Supplier Power, and Competition?

Once a manager has identified the components of the nonmarket environment, his or her next step is to understand how each component can affect buyers, suppliers, and the competition, and how each can help shift power from one group to another.

Nonmarket factors and buyers

Each component of a nonmarket environment can affect buyers differently. For example, government institutions can regulate certain industries to protect either consumers or firms in the industry. In the United States, some state governments regulate energy production and set utility rates. The rate that is set will place an upper bound on the amount of PIE that the industry incumbents can capture.  In addition, interests can use information to persuade buyers to organize and protest or to boycott certain products, manufacturers, or pricing policies.

Nonmarket factors and suppliers

Nonmarket factors can affect suppliers by applying pressure to firms in an industry to either reduce costs or to differentiate between suppliers based on an issue. For example, Greenpeace can use information to persuade buyers to purchase tuna only from retailers that buy tuna from dolphin-friendly suppliers. Institutions can also pass policies or laws that force certain industries to use government-approved suppliers. For example, U.S. fast-food producers cannot purchase beef from certain countries because of concerns about "mad cow" disease.

Nonmarket factors and competition

Institutions can also pass policies or laws that protect or limit industries. For example, in some countries certain nondomestic firms are able to sell their products only at a price that is below what domestic firms charge. To cite another example, the Chinese government imposes restrictions on the volume of the beer market that foreign firms can capture. With similar results, governments play a strong role in determining the number of "landing slots" that foreign airlines can use at domestic airports.

