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Get the most from this book 

Everyone has to decide his or her own revision strategy,. 
but it is .essential t,o review your work learn rt and test your 
understanding. Th fs Revisjon ,Guide wi 111 help you to do 
·chac in a planned way, ro,pk by topic. Use this book as nhe 
cornerstone of your revision and don'c hesicac.e co write in h: -
personalise your notes and check your progress by ticking off 
each section as you rev~ se. 

bZJ Tick to track your progress 
Use the revision planner on pages (iv) and (v) to plan your 
rev~sion, topic by ·copic. Tick each box w'hen you have: 
• revised and underscood a copic 
• tested yourself 
• practised the exam-style ,questions 

You can also keep track of your revision by tickfng off each 
copic heading ln the book. You may find ic he.lpfu,I co add 
your own notes as you work eh rough each copi,c. 
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Features to help you succeed 

E.xpert tips 

Th roughouc che book there are ti:ps from the experts or, 
how t.o maxim1se your chances. 

Definitions and key terms 

Clear and condse definit,ions of the essential key terms 
from the syllabus are given on the page where they appear. 
The key terms are highlighted in bold and defined. 

. Questions and answers 

Use the exam-sty~e questions and answers to consolidate 
your revision and practi'se your exam· skl l1ls. 

Now test yourself 

These shor~ know'ledge-based questions provide che first 
step i:n testing your learning. Answers are at the back of 
the book. 

Revision activities 

The accfvit1ies wm help you to understand each toplc in an 
interactive way . 

Get the most from this book 0 
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· 6-8 weel<s to go · 

• Stare by i:ooking ac ·che· syllabus - make Sllre you 
know exactly what 1macerial you need to revise 
and the style of the examinacion. Use che revision 
planner on pages (fv) and (v) co famriliadse yourself 
with che copies. 

• Organise your no-ces, making sure you have 
covered everythi.ng on the syltabus. The revisl-on 
planner will help you ro group your noces int:o 
topics. 

• Work out a realistic revision plan that will allow 
you timie for relaxatJon. Set a5"ide days and times 
fo,r alil the subjiec:ts that you need to study; and 
stick to your t imetable. 

• Set yourself sensibie targets. Break your revision 
down into focused sess1ons of around 40 mrnutes, 
clivrded by breaks. This Revision Gu,ide organises 
the basic facts into short, miem,orable sections to 
make revising easier. 

Revised 

2-5 weeks·to go 

• Read chrough die relevant: sections of chis book 
and refur to che experc dps and key terms. Tick 
off che t:op1cs as you f9el ,cornfident abouc rhem. 
Highlight those top1cs you find difficult and look 
at them again in deta11!. 

• Test your underscar1ding ·Of each co pie by working 
·through che 'Now cest yourself' ,questions in che 
book. Look up the answers at 'dhe back of the book. 

• Make a note of any problem areas as you revise, 
and ask your teacher co go ever chese in class. 

• Look at past papers. They are one of the best 
ways to revise and practise your exam ski 11s. Wrf te 
or prepare pl'ar,ned answers to the exam~styl1e 
questions provided in thi·s book. Check your 
answers with your teacher. 

• Use the revision activtttes to try different rev~sion 
1m ethods. For exam pie, you carii make· notes us, n g 
mind maps, spider dJagrams or flash cards. 

• Track your progress using ·th@ revision planner and 
give yourself a reward when you have achievt2d 
your ·carget. 

Revised 
~~-

1 wee·ktogo 

• Try to fie in at 'least one m.ore c1med practice of 
an ent1ire past paper and seek feedback from your 
teacher, comparing your work dosel1y wrth the 
mark scheme. 

• Check the revi·sion p:lanner to make sure you 
haven'r missed out any ·copies. Brush up on any 
areas of difficulty by talking ·chem over w[th a 
friend or getting helrp from your teacher. 

• Attend any revision classes put on by you.r 
teacher. Remembe~ he or she is an expert at 
prepar1ing people for examinatrons. 

Revised 

The day before the examination 

• Flick through this Revision Guide for useful 
reminders - f-or exampleJ the expert tlps and 
key terms. 

• Check the t1me and place of your examtnatfon. 

• Make sure you have everything you need - extra 
pens and pendis, tissues, a watch, bocC'led water,. 
sweets. 

• Al.low some tim,e to rre:lax and have a.n earl:y 
n1ght co ensure you are fresh and al'ert for the 
exam ina:tion. 

Revised 

My exams 

Paper 1 

Date: . . ......... . .......... .. . . .. . .. . ... . ... .. ... . . . . . 

Ti me: . II!' ........ It !I • !I ... .. II!' '! ...... II!' " ......... " " " • I!! ••• !I ... I! 9 .. .. 

Location1
: ••• • ••••••••••••••••••••••••••••••••• • ••••••• 

Paper 2 

Da·te: . . . ... .... . . . ... . . .. . . ... . . .. . . . .. . ... . . .. . . . . .. . 

Ti me: . . !' • 5 .. _ • •• of . . . . ... .. ...... . .. 5 .. .... _ ...... . ....... .. . .. . . .. if 

Loe atro n: . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 

Paper 3 

1Date: . .. . .......... . .. . ........... . .... . ...... . ... . .. . 

Ti me: .. . . . . . .. . . . . . .. . . . . ...... . . .. . . .. . . . . .. . . . . .. . . . 

Loe a tiio n,: ... _ .. • . ...... 4 I! .. • !I • • • • • • ill • II!' • • • i .. • •••• I! .. i • ill ...... 
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Enterprise 
Encerprise is the qual'it:ies and skir1ls needed co start: up and create a new business 
vencure. It: involves underscandfng t:'he nacura of bus[ne?ss acriviry and t:he 
conditions required for business success. 

---------------------------------------------1111Hi·I J 
Purpose of business activity 
Busfness actiivity can be llooked at in two ways: 
1 The transformation of inputs into outputs .. The inputs are resources: 

the factors of production (l1and, labour, captt:al and -enterprise). These 
incur nnancra l costs, rent,. wages, tnterest o n l1oans and payments to business 
owners. The outputs are physical p roducts or services represented by sales 
revenue or profits. 

2 The use of resources to supply goods and services to meet the needs 
and wants of consumers and society .. These may be private needs of 
indiv1duals and households, or social ineeds ltke medical services, transport 
and educati'on. 

In dofng these activi,ties; Jobs and incomes are created; goods and services are 
produced and the lives of indfvidual·s and society are improved. Enterprise 
invo~ves the process of caking dedsi·ons about the best way for a new business 
t:o transform inputs and meet the needs of individuals and society. Takrng chese 
decisi.ons always includes elements of risk, and encerpdse deals wfth assessing 
chese in relacion to possijble rewards. 

The concept of creating value 
When transforimation of inputs co outpucs takes place co produce go-ods and 
servlces,. it occurs in a number of stages. Ea.eh stage is more val,uab·le rchan the 
one before as work will have been done on t:he inputs (econom:ic added value). 
This value wi 'II a~so be the added value thac consu.mers place on a finished 
product: (markecing added va'lue). 

ew .. ,~-i .•• ·~ Car production j----------------------------------
Each scage of productfon adds value by cransforming inpu.ts into an output. 

The nature of economic activity, the problem of choice 
and opportunity cost 
Economi,c acc~viry m.eans ea.king decisi:ons abouc the rransformiacjon of input:s ro 
outputs and a:lways involves choices. This 1s because resources are always ,limi·c.ed 
in relation t;o needs and wants. lndjviduals, bus~nesses and socit2ty generally 
arways want 'more than they can alforcl so choices must be m.ade. 

factots of ptoduction:· these aire the 
folll owing resources used 10 produce 
goods and .se:rvi ces: 

• Lain d Mndud~ ng lb UM~di ngs. m inera fs., 
01i~ and forests. 

• Labour - work done· e•ther 
man uaUy or men1a Uy 1in ma n_agin g 
and deds1on mak~ng. 

• Cap~tat - ma dh~nery and 
equ ipm,enrt. i no1u din g1 intefl fect-ua1I 
ca,pjta1, such ais: educa11t~on and 
qua frrkat1ons. 

• Enterpnise - the qua~1ides aind sk~llls 
needed to start up and create a new 
business venture. 

Iron ore, coal, minerals, energy .. 
St~eJ 

• 
Steel is rofled into a. sneet 

• 
She et cut into p,i eces 

• 
Pieces formed into car doors .. 
Car doors added to car body 

• Eng.ine, gearboxf windOVvs~ other 
co mpon@ncts added .. 

Whee1s added 

• 
Fin ished car 

Enterprise 8 



Opportunity cost is the real cost of makhig a deciston about usi:ng resources. 
The real cost of something ls what is given up when you choose it. 

Table 1 Opportunity cost examples 

Study~ng A I eve Is 

Tak~ng a holmday by the· sea 

BU¥ing a shirt 

Buyjng a n,ew computer network 

Spendingi on research .and development 
- - ---

Hiring s,ome workers 

More hosp~tafs 

Powerful cars 

Lower ta~es 

,, 
OSl 

No1 taking a job 

No1 visiting, the m ounta~ ns 

No1 buying some shoes 

Not buying new lond es 

Nm incrreasmng advertising 

Not being able to lower pr1i,ce 

Fewer solld~,ers and weapons 

More road a~cidents 

Less gove,rnment sp-end•ng on 
educa"tion 

Bustnesses need to be aware of the opportunity cost of any action before chey 
make final decisions. 

Business environment is dynamic 
Busfnesses opera.ce in an environmenc cha'C includes: 
• che accions of ocher .bus1nesses 
• t he l'abour market 
• government economic and soc~al poHcies 

• con s.u me r tastes and demand 
• the legal framework 
• political factors 
• social and demographrc factors 

• changing technolJogy 

Alli tlhese change over time. Some changes take place slow,ly, such as an ageing 
populat1on, increasing incomes or cor1sumers wanting increasing'ly better-quality 
products. Some change ,quickly, such as a new compet1t:1or, ilaw or a con1pedtor 

decreasing price. Businesses must mon~tor their environm,ents and be ready, 
able and willing to change what they do in order to adapt to changing markets. 
Carrying on ln the same way often leads to fafJure. 

What a business needs to succeed 
The keys to business success are effectiveness 111 the fo llowing areas: 
• Enterprise - the ability to see possible opportunities in the market for 

transform,ing inputs to outputs and ga1nir1g a reward that takes into account 
the risks and cho~ces invol1ved. 

• Organisation - t he abi li ty to choose th-e appropriate resources and 
combine them together profitab1y to produce products at a price the 
consumer is w~1lliing to pay. 

• Financial monitoring - keepjng track of m,oney flows so that decisions on 
resources can be made knowing t he real opportun~ty cost. 

• Human r-esource management (HRM) - so that the r1ghr number of 
appropriately skt1lled and trained peopJe are hfred. 

• Marketing - so that products tneet the consumers' needs in terms of 
design, price, availlabil ity, information and value. 

• Objectives - appropr1at:e orga.nisat:ion srruccure and strategy. 

• Coordination - so chat ai l che functi'ona,I areas (fi1nance, marke'cing, 
operations, HRM) work together to achieve corporate objeccives. 

0 Cambridge International AS and A Level Business Revision Guide 

Opportunity cost: the next best 
a hem1ative g1iven up when a oh oke is 
made. 

Now test yourself 
1 Define 'added value'. 

2 Define 'opportunity cost: 

Answers on p 201 
Tested 

Revision activity 

1 Draw up a list of five different 
businesses. Briefly explain how each 
business adds value. 

2 Using the same businesses1 draw 
up a list of decisions each business 
might have to make and show 
the possible opportunity cost of 
making each decision. 



Why many businesses fail early on 
As ·many as 60% of bus~nesses fai1I ~n the first 2 years. Common reasons include: 
• lack of well-researched objectives and busit1ess plan 
• coo lit:cre cash (cannot afford appropriace n~sources) or roo ·much cash (sp~nr 

on wasteful resources) 
• coo much borrowing, leading t:o hfgh inceresc payments 
• cash-·frow difficulties (spending at the wrong tim,e or noc getting payments 

quickly enough) 
• unexpected growth too soo nl wh i eh stretches re sources 
• unpl'anned-for compet:iti,on and lack of market know'ledge and research 
• poor marketing - that ts, too much) too htt1e or inappropriate 
• poor initia~ locat~on decision or credit arrangements 
• lack of experience and underestimation of time and money pressure 
• noc enough passion1 com·m1tmen.t: or risk assessm,ent: 

--

Re\fision ~ctivi_t)' 

A friend visits and tells you about a 
new idea she has for a business selling 
toy animals made of plastic. Draw 
up a list of ideas that might help her 
business to succeed. 

111------------------------~ilJI·· J 
An entrepreneur fs a person wHl'ing to take a risk and scart a new business by 
br~ngtng together all the resources necessary f.or success. This may be done by: 
• produdng and selilh,g a new product 
• building an existing business in a different way 
• extending an existing brand into different markets 

To avoid the :reasons why a new bush,ess mrght fai l it is essentlal to have 
partlcu.lar skHis and abflit~es. 

Qualities an entrepreneur is likely to need for success 
• Determinacion, dr,ive and energy. 
• Passion, :initiatlve and self-confidence. 
• Good leadership - being able to persuade and involve others. 
• Good network-forming sk}lls. 

• Low fear of faif ure. 

• Good assessor .of risk and moderate risk--caker. 
• c 11ear goa~ and vision setting. 
• Good organisation. 
• The abili ty to determi1ine and focus on market needs and wants. 

ThG rola of busin9ss 9ntGrprise in the davalopmgnt of a 
business and a country 
Busrness enterpr·ise is essenti.al for starting and then makrng a business grow. 
Without vision or organlsing mechanisms, a bustness drifts and increastn.gl,y poor 
deds~ons are taken. Workers become demotivated. effkfency fa lls and costs rise, 
sales beco·me harder to aoh~eve and cash flow becomes less manageablle. 

New businesses are usualliy smaiu. Often, sma111 businesses supply c. 55% of ·che 
jo,bs in a country and create 25% of c:he wealch. Many countries encourage new 
businesses by offering cax incentivesr provrdlng infrast:ruccure and advice, a11d 
offering low-cost: scan-up finance or development l,oans. 

Enterprise 1n the forn1 of new businesses generates: 

• new ideast new products and new ways of working 
• the seeds for fucure growt:h into 1:arge businesses 

• compecition to ensure effident markets 
• employment opporturifties and t:rainlng 

Entrepren eur:. a person w:imng to 
take a1 risk and start a new bus~nes s 
by lbr~nging together aU the resources 
nec,essary for ~ ccess. 

Now test yourself 
3 Identify chree characcerisrics of a 

successful entrepreneur. 

4 ldenrify three changes that could 
occur in the business environment. 

Answers on p. 201 
Tested 

Revision activity 
You are trying to inr~ the government: 
in starting a nev., college to encourage 
en cerprise and entrepreneurs. Pr-epar-e 
notes for a government minister that 
include two reasons \iYhy this is important 
for your c.ounrry/r-eg,ion together \Vith an 
explanation of the sort of students that 
you hope the college will attract. 

Enterprise 0 



- ..... ------------------------------lfUH·I 
Busfness enterprise measures r~sks and rewards. Private enterprise focuses on 
f1nancia1 reward. Social enterprise focuses ,on i,mproving society. 

The range and aims of social enterprise 
A social enterprise is a bus1riess that trades for a sodal or environmental 
purpose and uses its profit for this, rather t han d1stributf ng it to the owners. 
Soc1a!I enterprises: 

• af'm co make a difference to societyk w~th a clear social/env1ronmentai m·lssion 
• ga~n income from sernng goods and services, not from donat~ons 
• reinvest profits fo r thefr soda,I purpose/impact 
• operate in a range of siiZes .an.d structures 

Examph:s might i ndude: 
• providing e'mployment for drug addicts and recovering addicts 

• rncreasi ng e'mp~oyment: for women 

• i·mproving the local envf ron ment by clea.ri ng Hccerl and landscaping 

• recycling furniture ro low-income househo·lds 

• providing l1T resources ro charities and low-incom,e households 
• providfrng coffee producers w~th a fair inco·me and market outl'ets 

Sacral enterpr~ses need to have a business structure chat is djfferenc fro·m ·che 
norma1I partnership or jok,c stock co1mpanies because sodal obJe,ctives, t he 
requiremenr to refnvesrc che profks and the need to pass o.n any assets tO· 

sj1m1Jlar encerpr,ises have to be w.ricten into t heir constiicuti,on. Examples i.nclude 
cooperait1ves, community enterprises and not-for-profit compantes. They are 
found ~n many coL1m:des, ofren working wi:ch deve1opment: agendes or charkies. 

Triple bottom line 
The bottom line of many businesses is co achieve targets re,lat:ed ·co ptofic. 
SociaJ ent:erpdses use targets that take account of the1r effect on sociecy. Thls is 
increasingly t:rue also for profit-or~encat:ed businesses. Targets include: 

• Eco1nomic or financial perf1ormance - costs, revenue, surplus. 

• Social impact - related co ·their core objecti,ves. 
• Environmental sustainability - relating to their effe,cc on che 

environment in the l1ong ter.m. 

Business structure 
1Busfnesses mus:c have a 1legally recognised formal structure. There are possibi li ties 
linked co business size, finance requiremen,cs and the ·cype of product: and market. 

Soc:ia I enterprise; a business that 
trades for .a so ciall a r ,enViironmentail 
purpose and uses its p roftt for this t 
irath er 1ha1n dtstri burti1n 91 irlt to the· 
owners. 

Now test y·ourself 
5 0 ive ·three exam pies of social 

enterp rise. 

6 Briefly explain che n,eaning of triple 
bottom line. 

7 Ident ify three differences between 
a profit·maki ng business and a 
social enter prise. 

Answers on p. 201 
Tested 

~~------------------------------------------------------~·1~1414141~1·1 __ __.. 
Primary. secondary and tertiary sectors 
Economic acci,vity can be divfded inco three secrors, each one with industries of 
a particular type. Busi1nesses generally operate in one of these sectors: 
• Primary sector businesses deal with the excractfon of nacural resources, so 

·cihey irndude farmin~ forestry. fishfng, O·tl, gas, quarrying and mining. These 
industries form t he first stag-e ln t he chain of production. 

• Secondary sector businesses m,anuracture products or process raw 
materials. They turn, raw materia~s and components ma.de from raw materia.ls 
·from che pri1mary se ccor i nco semi .. finished or fin~ shed goods. Examples are 
rhe manufaccure o:f cars, furniture,, bui:ldings and processed food. 

• Tertiary se<tor business,es provi,de a serv[ce. No physfcal product is 
provided. Examptes are banking, insurance, education and trave·I services. 
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Primary sector business·: a business 
that deals ~th extractin 91 natural 

resources. e.g. farming. forestry, fJshingi, 
o ii, gas, quanyhng or ,min~n gi. 

Seoondary sector business; a bus~rness 
that manuf actur.es produ:cts or processes 
rifN materials, e. g. to pro duc:e cars, 
f urniturej buiild~ngs or processed food. 

Tertiary sector business= a bus~ness 
that provides a servfoe, e .gr. banrdn g. 
•n sura n ce., e du ca11ron ,or travel. 



As economles develop, they tend i:o m1ove fro,m being focused on e,mployment 
and output in the primary sector to the manufacturfng sector and then to the 
tertlary sector. 

Public and private sectors 
Economic acdv1ty 1s carded out by private sec.tor businesses that are owned 
by individuals or public sector busfnesses that are owned and run by the state 
(1.ocal or central government). 

Private and pubHc seccor businesses often have different objectives - for 
examp'le,. public sector bus~nesses do not have the objecc~ve ,of maximi<Sing 
profit:. They also, have differenc legal scruct:ures and finandaJ arrangemencs. 

.Now test yourself 
8 Scace cwo examples of businesses from each o·f rhe primary and tertiary secrors. 
9 State two examples of businesses from each o·f the public and private sectors. 

Private sector: contains businesses 
that are owne di and run by ~ ndivJ du ats. 
Pu bi ic sector: contains bus,n esses that 
are owned by 1he state (local or centra1ll 
g overniment). 

Tested 

10 State two ways in which a public sector business might differ from a business in the private sector. 

Answers on p. 201 

••-------------1l,lfj!IIJl[1:~J!.!I a .. ... ...... _. ___ ,. 
The factors t hat influence che choke of a particular legal structure inctude 
size; owners' responsib lHty, finanda l arrangements, the level of owners~ rlsk and 
po,s~ibre sources of finance. The abiHcy co raise finance ls a cruciar factor. A s,mall 
firm with one owner will find it: harder co raise finance than a large busfness wh::h 
a record of sound borrowing. Another key faccor is che ab!Hty of the business 
co beco,me a comptece legal en·cicy, s12parac~ from, che ,owners. This means tc can 
ntise finance in ics own righc. 

The importance of limited liabilit y 
Limited liability 1means t:ha·c t:he responsibi1icy of ch,e owner of a business for 
business de bes ~s Hm1~ted only to the specific aim.c unt he or she invested in che 
bus~ness, and does not: include all chefr ot:hE?r assers. This means 'Char an owner 
cannot l'ose mo re ·chan t he money rnvested. ~n t:he business and is t herefore 
encouraged to invest. It enabtes sha res to be issued and large a.ma unts of 

money to be :raised. It occurs because the business 1s regtstered as a separate 
legall entity (that i1s,. a company or I~ m,ited partnership), capable of suing ar1d 
beiitig sued in a ,court. Th is al,so means that possibl!e 1lenders to the busine,ss 
are more li ke ly to lend, knowing their loan js not dependent on ind,vidual 
persons. 

Unlimited liability means that the responsibiHty of the owner for business debt is 
not lim1ced to the amoun't inves·ced, so business debts might have ta be pafd 
from not: jusc t:he assecs of t:he business but: af.l the ass,ets of che owner. 

Main features of private sector legal structures 

le tr e 
A sole tr·ader ts an individual who owns and runs a business, taking final 
decisi1ons. A few sole traders are large businesses with many e1mp'loyees; ,many 
others have a s,mal'I number of employees or none. The owner has uniiimited 
liability and few administratjve or ,legal requirements. The bus1ness i,s no·c a 
separate legal encity, so ic finJshes if the owner dfes. Typical examples are small 
reta ilers and persona~ services. 

Limited I ia bi I ity: the f inand a~ ~~ab il~ty 
of the owners of a bus;ness as l1imi1ted to 
the amount they have invested. 

.- -

Now test yourself 
11 Define limited liability. 
12 Briefly explai 11 one reason why 

limited liability is so important 
when a business has to raise large 
sums of mone-y through a bank 
loan. 

Answers on p. 201 
Tested 

Sole trader; a bus1ness owned and run 
by o rr,,e person responsibi,e fo,r de cisijo ns 
and taifd ng a1U ~he profit 

Business structure 0 



A 1 11 a es f ein d r 
• Cheap, quick and ·easy to set up. 
• The owner connol·s the bus·iness and has conridentialjty. 

• Fl@x1b le. 

Disadvant o.i,~ of hPi 1 r 

• UnHm,ited liabtili'cy - ,might lose lhouse co pay business debts. 
• Dlfficul·c co ra.iise finance from l1oans. 
• Demands that the owner be sk~lled at aU aspects of bus.Jr,ess ·Operatlo·n. 
• Difficu.lt for the owner to be absent fro,m the business - no sick 'leave. 

P rt er 
A partnership is when two or more people own and run a business. Many 
countries have a maxrmu1m number of partners. There is no requ.frerm,erit for 
forma l documents or agreementsi but these are common and set out how 
much each partner has contributed. what responsib~l1ities they have and how 
the partnership may be ended. Partriershi·ps generallly have unlim~ted liabiliity 
and are not lega1I ent~ties1 so individual! partners have legal responsibility. Some 
countries alJ.ow soime partnerships to have limited HabHity and be a separate 
legal en~ity. 11n this case,. there wi ll be formaJ procedures co go t'hrou.gh. 
Common examples are in the professions, such as med1dne, the law and 
arch i'cec cure. 

Arl anta of a a,-tnershi 

• Easy and cheap to sec up. 
• More capftal1-raising ability with ,more than one person and ·extra partners. 
• Possibi lity of \ leeping partners· to raise finance. 
• Shared responsibility, work1oad and stress. 

• W ider range of skills. 

Disadvanta pt;_ of a vart11ershi 
• Unlimited Uabt'lity rescriccs abmty to· raise captcal and par:cners may be forced 

co us@ personal assecs to pay busin~ss debts. 

• Slower decision making and 'less controt for jndividuals. 
• Po·ssible arguments about work arrangements and share of profics. 
• Partnership finishes rf one partner leaves, so no cont inulty. 

L·mite co ani 
!Private or pub.lie limited companies share the following features: 
• lncorporati,on - the company is a separate legal entity from the owners 

and can sue and be sued. 

• ownership is through share i,ssue and ,can be sold. 

• The company con·c~nues when shareholders change. 
• Limited lrabilit:y of owners. 
• Management is by a board of directors elected by the shareholders. 
• Setting up requires formal registratfon, regu~ar filing of accounts and reports 

open to the p·u blic. 
• U1mited liability and share ~ssue einabl,e large a:rnouints of capital to be 

raised. 

Thrs means that limited companres are more expensive to set up but have access 
·co greater sources of capital, are seen as more secure and ,continue untU wound 
up or caken over. General1y1 priva·ce Hmi·ced ,companies are smaller than public 
limi'ced companies. 
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Partnership: a bus~ness owned and 

r-urn jomntly by a nuimber of partners 
who sha1ra the profn. 

Incorporation: occurs when a bus~ness 
1is se-t up as a ~1 mite di comp ainy, meaning 
it ~s a separrate ~ gal ,entny aind it s 
owners have liiirn irted liab U~ty. 

Board of directors; elected by the 
sharreh oi ders of a co m,pa ny to 1:alke 
dedsions about runnjng and mana1g~ng 
the b u·siness. 



(I Jim• £U)1 ~Q'l I 

• Often re'lative~y smalit famHy owned busrnesses. 
• Relative1ly cheap to set up. 
• Shares can only be traded privatel·y, not advertised for sa~e. 
• N:oc a'II accounts and reports are open co t:he public. 
• Cannot: be caken over wit:houc agreement of shareholders. 

Public ·n1 't d corn anv 

• Usua1lly large businesses. 
• Shares issued ror sale publidy to anyone via a stock exchange. 
• Expensive to set u.p. 
• Account, reports and ACM open to anyone. 
• Easier to take over as shares avaHable in open market 
• Huge amounts of capital can be raised via share i,ssue. 
• Com,p:lex to run,. directors separate fro,m shareho,lders so directors mfght 

seek differerl'C objectives from sharehoiders. 

C e 
A franchise fs a smaller business tha:c uses che advantages o·f a large vvet'l rknown 
brand in ret:urn for payment.. The franchiso,r ofcer, supplies a nam.e, logo and 
generic m,arkec ing, and lays down c:ondir:rons for t::he product:. The franchisee 
supplies the premi:ses, eq Ltipment and staff. Typical exampl1es are M,cDonald\ 
Body Shop and Hol!iday Inn. 

The Franch isee gets: 
• access to a successful ,m,arketing model and product,. but this may be 

restrictive 
• law-cos·c starting up but weak negodat1ng pos1don for further suppHes 
• cheap resources due to access t:o economies of scale buc cou11d have 

franchise withdrawn if conditions are not met 

The franchise gets: 
• guaranteed regu1lar i1ncome, assum,1ng the success of franchises 

• access to loca1I krrowl~dge, but brand na,me could be damaged if a franchise 
~s po o dy run 

• concral1 over Ana)! product, buc high cosc of mon1coring and coordination 

_o peraf 1es 
A cooperative is a busf ness t hat: is owned and run by fts ,members. 
Cooperatives may be consumer-basec:L wi·ch members being ,cuscom,ers, or 
worker.based, with me1mb~rs being workers. M~mb@rs own and run eh€! businQss 
and share 1n the profits. 

An example of a sma~l-scale cooperative is several· people who decide to buy 
the ir food together or severa1I people who set up a shop and work in ft. 

Cooperatlve·s enable t:heir m1embers ro: 
• achieve e co no.m11ies of sea I e to lower costs or prices 
• contra~ thefr own business act1v~t·ies 
• gain greater power in markets - for examp~e, farmers wanting control over 

pl:anting or seuiing 

It is difficult for a cooperative to become a large business but there are 
examples in many countries. Ra:isirig finance ,on a large scale is not easy and 
taking decisi.ons can be corn pfex as al I the m;embers are entitled to have a say. 
Cooperatives are often set up as sodal enterprises. 

Expert tip 

Identify the exact structure of a 
busine-ss when you consider the above 
issues. Remember that a company is 
a specific business structure: not all 
businesses are corn pa nies. 

Now test you.rself · 

13 Identify three differ-ences between 
a private and a pub lie Ii mited 
company. 

Answer on p. 201 
Tested 

Fran eh i se: a smal fer busine-ss that 
uses 1he ma rke1t~ng advantages of a 
large. weH-known brand iin return for 
pa'~m,ent. 

I Cooperative: a busjness that i,s owned l and run by jts members. 

Business structure 0 



i t venru s 
Sometimes tw·o or more businesses may work together on a particular 
project, such as bui lding a brJdge. They may do th1s by sharing staff. capftal 
and experiences but keep their own identity. Or they m,ay set up a new jointl'y 
owned and controlled business for the purpose of carrying out che proJecrc. 
Joint ventures often last only tor che duratron of the project. 

A joint v@ncur@ enab~es increased flexibilicy and access t:o resourc@s_ enabling fasr.er 
growth, h1igher productivi·cy and higher profits. These are achieved because of 
greater access to fiinanc~ market~ r1sk sharing and specialist staff and tschno:logy. 
However1 there may be increased costs due to differing objecdves_ unequal 
contidbutions, culture and management differences, and communi:cation problems. 

h r s r tu es 
There are other 1modeis for business structure. Jn the private sector these are 
often social enterprises ar,d take the form1 of community enterprisest or not­

for~profit ,co1mpanies. h1 t he public sector they may be publfc corporati,o ns or 
chartered businesses set up by government. 

Problems resulting from changing from one legal 
structure to another 
A com,mon progressfon as a business grows ~s from sol'e trader to partnersh~p 
to pri1vate to publrc 'limited company, A change to another 1legal structure 
involves a change of ownership and m,anagement Sole traders are the only form 
of structure that can be disso,lved without gorng through admi1nistratfve and 
regulatory requf rement:s. These cosc cime· and money. Setting up a new structure 
also cosc·s ttme and money to sat~sfy che reg1J°la·tory requirements. 

For businesses with ·mulciple owners, these owners must agree co drssolM? crhe 
busJness .and set one up wit:h a new st:ruccure .. and gecting t:his agreement: can be 
hard il'c can also be hard to find new owners or shareholders for a dtfferent structure. 

Size of business 

Jo.int venture: when ·two o,r more 
businesses co:ntribuie resources to 
a bus~ness venture e~dier by sharin1g 
resources or by setti1ng up a1 in ew 
bu s·iness owned by them an. 

Revision activity 

1 Draw up a table showing the 
advantages and disadvantages 
of the following types of legal 
structure: 

• private Ii m ited company 

pub I le Ii m ited company 

• franchise 

cooperative 

2 Giving reasons; recommend an 
appropriate legal structure for the 
following: 

a large transnational corporation 
setting up a new steel plant in 
another country 

• ·five neighbours who embroider 
shirts and dresses for sale 

• a group that wishes to set up a 
wind farm to supply electricity 
to a village 

• a restaurant owner who wants to 
expand by taking, over two other 
restaurants and a vegetable 
supplier 

• a newly qual ified hairdresser 

• six engineers wanting to go into 
business designing bridges 

~------------------------------------------..... 4•:~1~
141U~i#1•1• 

Different methods of measuring the size of a business 

Capftal, employed 

Numb~H of outlets 

Measures of 
b usl ness sl ze 

Sail es tur,n over 

Nu:mbefS employed Ma1rket capitalisation 

Figure 1 Measures of business size 

Methods of measuring business sjze are shown ~n Figure 1. 

Di fi ltie f e d 

Market share 

The vadous methods are not a definitive measure of the size of a busines.s because: 

• A business using a h]gh1ly mechan1sed process will s,mp'loy fewer workers 
than a business us1ng 1labour-intenstve methods. 
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• A high value of capital employed might reflect the fact that very expensive 
equipment 1s essential1 for the busi1ness to functron. 

• A business could have a llarge m·arket share of a very sm,all m,arket 
• The cunre n.t market value of a business might be due to a sudden surge 

or decline ·in ~ts share value, as in the case of some of the dot.corn 
c.on11pan 1es. 

• Sales turnover can be high due to the sale of only a few very hfgh-value 
1te1m,s, such as the h1ghly spedalised computer control mecha~isms being 
used on the current space explorat1or1 mission to Mars. 

Cir~------------------------------------------liiUUil • 
Advantages and disadvantages of being a small business 
A e 
• Sma!II businesses are often able to respond quickly to market changes 

because they do not allways have hrghlly specialfsed equipment that is specific 
to a sma~I range of products. 

• It is often s1mal 1I businesses that prov~de a personaf and/oir specia'lised 
service to custom1ers - fo-r exampl,e; hairdressers and local independent 
shops. They know customers persona'Uy and can he:lp and advise Ihem 
indivlduallly. 

• The owner(s) of a small business might be able to retain more power and 
control over the business than if they grew larger and involved m.ore people 
in manage,ment and/or ownership of the business. 

• Employees in .a smaH bu.siness might all be known to the owner, leading to 
a better working re lationship that can hi turn lead to more .loyalty from 
the employees. 

Dis dv n es 
• SmaH businesses sometjmes find jt difficult rco obtain bank l1oans because 

t:h~y have fewer assets t:o offer as colilat:eral. This can lead t:o a la,c:k of finance 
for growth or development of the business. 

• A sma1ller number ,of employees mighc mean char: che business lacks t:he 
opporcuntty ro employ a range of special:lsc w,orkt?rs. 

• A combjnatio:n o,f a lack of finance and speda!ist knowledge could 1mean 
chac a smal1~ business might not have the opportunity to undertake market 
research and cherefore might: be unabfe to maximise ics presence in t:Me 
market. Opportunfties. might be missed. 

• Due co not e.njoying economfes of scale, the cost of goods a.nd macerrals 
might: be h1gher t:hiin ·chose paid by la.rgE?r businesses. Th~s could m@an chat 
a smalil' business muse charge a h~gt,er price and th@refore coulld struggle to 
remain compet1dve with 1larger businesses. 

• Th~ business might have t:o specialise on one produce or a small range. 
This c:ouild expose it t:o l·arger businesses, who cani offer more variety. 

Strengths and weaknesses of family businesses 
Stren tl 
• The family business is more likely to have members who will be loyal to each 

other and therefore to the business. 
• The familly bonds should liead to a st ronger working re.la.tionshjp. 

• The fa,mHy employees will all. know how to approaJ:h one another when 
d~scussion is needed. 

Size of business 0 



Weaknesses 
• Famil1y feuds might affect the work~ng re~ationiship. 
• Fam·ily members who are not perform~ng well at work might resent any 

di,sdplfne from another fa mHy rmember. Akernat1vely; there could be a 
h esltan cy to discLpHne another member of the family. This can cause 
resentment from other non-famil1y empl,oyees. 

• Fam Hy members are Hkel,y to be in the manage-rial roiles and this can prevent 
the introduction of emp:loyees rrom outside the business who m1ght have 
expertise that could prove very benefidal to the buslness. 

• The em,otional ~nvolvement of family members might m.ake some deds1ons 
d[fficult. For example, 1f one family employee is worthy of promotfon, 
another relative might resent t his. 

The importance of small businesses and their role in 
the economy 
• Smaril businesses act as suppliers to 1:arge businesses. 
• Col1lectivelyJ srnaJII businesses provide a l1arge number of jobs. 
• Todays smal!I businesses ·m,ight: be the b~g businesses of the future. 

The role of small businesses as part of the industry 
structur9 in somg, industries 
• Sn,a!ll businesses are often a crucial part of the supply chain, such as s.mal1I 

man ufacturers supply~ ng vario us car parts to a large car man ufacturer. 

• l'n some 1ndusnies, small businesses 1might: provide some specialist services 
for the l'arger business - for -exampfe, IT updates and servidng, or confl ict 
resolution in the case of industrial unrest. 

• Recruicrnent of staff is often undertaken by sr11al.l businesses workrng co 
m eet the needs of t he 1arge businesses in many industry situations. 

~~---------------------------------------------------------,•i;i~#14t~Jj4·1ll~J· 
'In ternal! growth m,eans ·ch<at ohe business will increase its scale of. operation by 
producing and sell ing more, by openi,ng new oudecs or factories .. and by employing 
m.ore workers. Internal growth is ofren a slower means or g.~owch c'han ex1ce,mal 
girowch .. buc it: avoids some of che problems associaced widi excernal growth. 

Why a business might want to grow internally 
• To gain the benefits o.f economi'es of scal·e. 
• To increase the poten6al for sales and hopefully profit. 
• To become a 1mo:re influential business in the rnarket and ·therefore perhaps 

have more power over the price of the goods/services so!ld. 

• To gain more bargaining power with tts suppliiers. 

• To gain a 1la.rger market share and cherefore ,more influence i11 che m.arket:. 
• By becoming larger, a business migh·c be less vulnerabl.e co takeover by a 

I arger b usi ne ss. 
• Internal growth is usuafly a gradual process and allows management changes 

co cake place ac a 1more leisurely pace. 
• Becau.se of the slower rate of grow·ch, internal growth can help a business co 

avoid che dangers of oven:rading. 

How a businass might grow intgrnally 
• The business mrght act jvely seek more orders for its products/services. 
• More equrpment and/or premises might be purchased. 
• Extra finance might purchas~ addit:iona. 11 premises and eq ui pmenc. 
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Now test yourself 
14 Identify two methods of measuring 

the size of a business. 

15 Explain two problems that might 
o ccur when measuring the si:ze of a 
business. 

16 Give one advantage and one 
disadvantage of being a smal I 
business. 

17 Explain o ne weakness of family 
businesses. 

18 Explain one reas.on why a 
government might encourage the 
start--up of small businesses. 

19 Explain why a business might want 
to grow internaUy. 

Answers on p. 201 
Tested 



• W hen more orders and addkionaJ production capadty have been securedJ 
the business can ~ncrease iits scale of production. 

• A b usiness might diversl y into other products/services as a means of growth, 
allowing lt: to app@al to a larger range of ·Customers. 

Business objectives 

Business 1objectiws are long~cerm goals or targets that a busi.ness wiilil work 
towards. T:he objecc,ives witl determine all activities thac the various sections of 
che bus,iness undertake. 

The nature and importance of business objectives at 
corporata., departmental and individual levgls 
A l~ objectives and targets must be SMART: 
• Specific in what they want to achieve. 

• M easurabl1e so that progress o r ult imate achievement ca11 be assessed. 
• Achievab~e/agreed so chat everyone ,inv,olved wHI feel capable of reaching the 

goal and, hopefuJl1y, will be mot:ivaced t·O achi1eve it:. 
• Real~ st:ic because set:i:: ing unrealist:ric objecc1ves can demorivace a workforce. 

lt might be thac it is che t imeframe t hat must be realistic. Some goafs willl 
take longer rhan others - fo r example,. ic is l~kely co take longer to grow a 
business by 100% than to increase sal,es by 1:0%. 

• T~me-spedf1c - w~thout 'this elemenc ·che objective would lack an essential 
element aga~nsr wh1c'h business success coufd be assessed. For ~xample, an 
o bjectjve to increase market share by 10% w ould be meaningless if it was not 
co be achieved wirthin a stated time of, say, 3 years. 

i ((ne ·e , s 
Typical business objectives include: 

• obfectlves re:laced to profic - to max11m,ise profits or be profit satisficing 
• growth ,of the bustness 
• increase market share 
• rncreas-e salies revenue 
• surviva:I 

The nature of objectives set can be influenced by: 
• The size of the business. 

• The business cult ure. Som e busi:nesses take risks whil.e others are more 
cautious. 

• The current econo mic environment. Is the economy buoyant or in rec,ess1on? 
• How long the business has been in exiscence. New businesses might noc 

have che fi nanciaJ r~sources co support some objeccives. In t:he earf.y st:ages 
of a business, its o nly atm in t:ht? short tt?rm might be to survive. Once. 
estab'lished, its foc us t11ight: change to rncreas~ng sales o r market share. 

• Whether the busin~ss is iin che privat~ or t:he publlic seccor. An organlsa:c ion 
fn, the pubUc sector might: a1m to prov~de more people with b~t:ter 
products/services ac a lower price. Th~s 1s unlikeJy t:o be an a,i:m of a profi t­
seeking business 1n the private sector. 

Objec~ives can be set at a corporate 11eve1 (e.g. to increase market share by 
10% rn 5 years); at a depart,mental leve 1I (e.g. the productfon depanment ·mlght 
aim to increase output by at least 10% through increases in efflciency); and an 
individual might be set short-ter,m targe·cs (e.g. to increase productivity by 10% 
and achieve zero defects). 

Revision activity 

Make a I ist of rhree s.mal I bus.in esses 
and three large businesses. Identify the 
factors that allow you to judge the size 
of each pa rtk u lar business. Write out 
your reasons for each j udgement. 

Business objectives: goals or 1argets 
that a bus~niess w1in woirk towctircis. 

Business objectives 0 



Objectives are important to businesses because: 
• they provide a focus and a framework for busine·ss activity 

• t hey ensure that aU departments or divisions within a bus,iness are ·working 
towards eh e same u ltLma te goal 

Business objectives 

~~ ~ , * Oepartrm:ntDI Individual targeb 
Corporate objectivH targt!ts Set in li11e with 

Long~"h!11m goals Sl!t In 1H ne \vith de,partmffltal .and 
i:Dl'porate objectives rorporart:e goals 

Figure 2 Businress objectives 

Corporate social responsibility as a business objective 
Corporat,e social respo,n.sibility is increas1ngly iJ,mportant to bus1nesses 
because customers are becoming more aware· of how businesses behave. Buying 
decisions can be influenced by the l1evel of corporate respons~biltty 
demonstrated by a bus~n ess. 

Businesses ,can benefit if chey are seen 'CO be behaving i'n a socia:lly 
responsib·le mann.er - for exampl'e, showing cha'c they are aware or and 
working to avojd caus~ng any environ1ment:al damage. Many businesses 
s!rive co behave in an eth ical manner. For example, a business seililing face 
crea·ms 1m,i1ght ·@nsu.re that the product has not been tested on an imal:s and 
a business 1manufacturing car batter1es might aim to ensure that it does not 
cause any poll ution or environmental da'mage. Social responsibi~i1ty is al1so 
demonstrated by a business that co ns!d€rs the local ,co 1mmunity and tries to 
mini1mise its i 1mpact on loca,I people by aiming to lim1t the amount of noise 
and traffk. 

Businesses can use a high level1 of corporate socia 1I responsibility as a marketing 
tool. A fai lure to de1monstrate corporate socia'I responsibility can lead to adverse 
pubHcity, which can severely da,mage the reputation O·f t:he business. 

Relationship between mission statement~ objectives, 
strategy and tactics 
A missi1on statement is .a publlic statement of the overall ~r,tent of an 
organisation and ls often displayed 1ri a p1ubHc area of the business. For exam pile, 
a school or coHege mjght have as 1its mission statement 'To educate che next 
generation co be highly skifled and meaningful conuibutors t:o society'. The 
objectives or long-'term goa,ls W·ou.ld be set to achieve that mission. One 
objective might: be t:o lincrease the number of A~l.evel passes by 20% over the 
nexc 2 years. A strategy would then be devi,sed to help t:o ach~eve this. This 
might involve a change ir, teaching me,chods, which mfght: allso create the need 
for morE? rra~n1ng for t:he ceiach@rs. Alcernat:iv@ly, it: could ,mean chat: more 
up-to·date fadl'ittes woulld have to be acquired and this could mean some 
financia l decisions would have to be takefl. 

The tactics invollved coutd be to 1ncrease the rate at which students learn. This 
cou'ld be achieved by extending the number of teaching hours or by setting 
more home studyi wh lch students ·could be encouraged to undertake by the 
setting of individual objectives. 

The same approach js used in business. First: che corporace objeccives. are sec, 
and 1chen the ways in whid'i the objectives are co be achieved are declded, 
folllowed by che setcing of depan:mental and/or tnidividual targets chac wrn all 
cont:ribu.m co the achievement: of the overall obJeccive. 
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Now test your·self . 

20 Identify two business objectives. 

21 What does the acronym SMART 
stand for? 

22 lde,ntify two factors that can 
influence business objectives. 

Answers on p. 201 
Tested 

Corporate social responsibility: 
the action_ legaH!y rrequked or vo~u nitary, 
needed f.or an organisation to act 
res:po nsib!y 10 all rts sta1keho lders. 

Mission statement: se1s out an 
organ~sation's purpose, ~dent~ty1 values 
and 1main business a~1ms. 

Strategy~ an overaU p1an des 1ig1ned to 
ad)~eve objectives. 

Tactics: the met'hods a bus1ness uses to 
carny ourt a strategy. 



C·]----------------------ifUM·I 
The different stages of business decision making and the 
role of objectives 
The stages in the dedsion-mak~ng process include: 

1 tdentify the problem or the goal to be achieved. 

2 Collect re levant data. 
3 Analyse and eval1ua1ce the data in the context of t he identified goall/problem. 
4 Discuss the advantages and disadvantages of strategies that could be used to 

achieve the goat 
S, lmpl'ement the chosen strategy. 
6 Review the effectiveness of the strategy arid refine or change the approach. 

Dedsfons made in a business wUI be made wfth the corporate objectrves in mind 
A ll decisions must con1:rtbute to t he achievement of the ·overall business objeccive. 
For example, businesses must decide what resources are needed and where. 

How objgctivas might change ovgr tima 
• Buslness circumstances can change, as can the economi( environment. This 

might cause a busrness to change its corporate objecttve from increasing 
market share to focusing or, survival1 in t he short ·term. 

• A new competito r 1might arrive in the industry or the existing competitors 
might begin to be more aggressfve. A busfness might then change its 
obJe·ctive firom fncreasirig market share by 10% to mereiy maintain~ng market 
share f,n the face of the lncreased co·mpetftion. 

Translation of objectives into targets and budgets 
Bus~ness o bjectives are usual'ly achieved ~lil stages. These stages are the ba sis of 
sho rter-term1 targets that must be a-eh ieved if the bu~iness objective is to be 
reached. The targets can be depart1m1ental or set for an irndividual employee. 

The business objective will have an overal'I bLtdget which wi ll then lbe div~ded 
inco sm.al'ler budgets thac are amocated to each departim,enc or division. The 
size of the budget wHI be decermined by che requirements placed on each 
depan:ment:. l'f a deparcment is expected t:o increase iits output and/or ics 
concribution to the overall business objective_ t hen ft: is ljkely that: che budget for 
th a,: depart:m e nt: wi 11 be i n.creased. 

The communication of objectives and their likely impact 
on the workforce 
ObJecrives are usuaJly com,munfcated to che workforce through the agreed channel:s 
of communication within a b1Jsiness. This might be through ltne managers or via a 
sea.ff meeting at: whioh al'I scaff are informed of t he key aim(s) of the business. 
• A workforce is ilike,ly co be informed about objectives when tt wlll have an 

im,pact either on 1che way in whi1ch chey work or .on t he ou,cput chey will be 
expected to produce. 

• The obj,ectives might be motivating co t he workforce by making them aware 
of the~r contribution to che overaM aims of che business. 

• Being aware of business objectives might give employees a feeHng of team 
spiri t as all are working co achieve che same overall goal for the bus1iriess. 

• There could be a demotivating effecc on the workforce if the declared aim of 
·che business invo-1.ves an increase in the use ·Of machinery chat could ~ead to 

some of t he workforce being made redundant 

Business objectives 0 



How ethics may influence business objectives 
and activities 
Ethics are not limited to matters of 'legality but can be a mora,1 guide to how a 
business m~ght conduct itse'.lf. Ethks can infl u.ence bu.s1ness obJecr1ves because 
consurmers are becoming increas,ing,ly aware of whe11 a busrness is thought to 
have behaved ilil an uneth1cal or ~mmorat way. 

:Ethics 1mJghc influence a busjness objective or activities i'n the following ways: 
• A business seeking to increase its profits m,ight lower its ~abour costs by 

em,pl,oyfng child labour. As ,customers could view this as unethkal. it might 
deter them from purchastng 'Che business's product(s). 

• Using n·on~poHuting 1methods of production may be 1more expensive than a 
method that causes substantlal pollution. A profit-maxii'm1isir,g business mtght 
be cempced to use the cheaper option but this would be unethical. 

• Soim1e businesses choose to locate fn countries where the laws restricting 
business acttvi t1ies are very limited or weak. Some might argue that such 
a m,ove makes good business sens~ whflst others might argue that it i,s 
j,m moral or unethical because che move was made purely in order to exploit 
·che weaker laws of chat: cou.n,cry. 

• The ·cescing ·Of products on animal1s ~s seen as mora111y unacceptable by some 
customers. However,, a business ,might be trylng to confir,m, the safety of i.ts 
products 'be,fore semng them. ,is such a business unethical? 

In order for a business co succeed, it must have custom,ers. If modern 
businesses are judged co be unet:hlcat it is l~kely tha't rhey wm lose cuscomers. 
Increased press coverage and the increased use of the internet mean that 
customers are now much better ~nformed about the behaviour of businesses 

than ever before. 

Stakeholders in a business 
A stakeholder is any tndividual or group of ind,ividua~s who have an interest fn 
the activities of a business. These ,may be internal or externat 

Ethics: a1 moral gui die to b u s1iness 
b ehav~o ur. Eth ~cs consider what js 
moraHy acceptable beha~our ir:afuer 
than what LS leg a~ . 

Expert tip 

When answering a question about 
ethics do not restrict your answer 
to discussing pollution. Ethical and 
environ m enta I issues are connected 
but can require some different content 
from you in your answers. 

Now test yourself 
23 Briefly explain what is meant by 

<corporate social responsibility". 

24 Briefly explain how ethics can 
i nA uence the customers of a 
business. 

Answers on p. 201 
Tested 

Revision activity 
- -

Consider any business that you are 
familiar with and che ex.tent r-0 which 
it can be seen to be behaving in an 
eth ica I manner. Make a I ist of eh e 
factors thar mi,ghr determine whether 
or not it is an ethical business. 

Stakeholder: an jndiV1idual or a group 
of ind1ividuals who ha,ve an ~merest in 
the actiiv~t•es of a business. 

~~----------------------------------~•1;,{41i1ki4~·•~~_J· 
St:akeh0ilders include: 

• em pi o,yees 

• managers 
• owners/shareholders 
• customers 
• toe a I corn ·mu n ity 
• lenders of finance, such as banks 

• suppliers 

• ·che governmen'c 

~rt~~1------------------J1~41a!Wl\!~m4r~1. 
• Emplo,yees u.se their skrlls and experti·se to worlk in che business and to help 

·cihe business to achieve its stated afms. They expect to be paid fai,rly and 
on time, and to be treated in a way that compii,es with employment 1law. 
Employees have a. responsib1lity co the business ro work efficiently and no't 
co breach their contracc wit'h t:he busi,ness. 

G Cambridge International AS and A Level Business Revision Guide 



• Managers organise the resources of a business ·in order to achieve the bus111ess 
objectives. They must ensure chat they have che relevant resources in place ·co 
allow chose obj.eccives ·c.o be sat1sfied. re is reasonabTe for managers to expect 
·chat t:hey will be given access ·co the necessary resoun:es t:o aHow them to work 
·cowards meeting business objectives.. They have a respons~bmty ro manage me 
resources of the bustness in an ef\ficient: and effective manner. 

• Owners/shareholders provide permanent finance ijn return fo-r a share in 
ow11ership. They expect co receive dividends on the shares they hofld if the 
business makes a profit. The shareholders are expected co use d1eir voring 
power to appoint the best people to the board of directors. and to ensure 
th ar: the business fo I iows ethical policies. 

• Cust1omers Jusc ify r:he exisc.en,ce of a busrn~ss; without: custo:m~rs chere js no 
reason for che bus~ness to exist Customers can expect to receive a product 
that is in good condition and safe to use. f n re·turlil, customers are expected 
to pay on time for goods and servioes received and not to make any fa1lse 
clar,ms against the business. For exampl~ customers should not claim that 
they have been injured as a result of using a product if that daim is untrue. 

• The local community allows the business activity to take place and 
perhaps supports the business by providi'ng local goods and serv~ces to the 
main business. The local community wHI expect a business to carry out its 
actlvities in such a way that it is not harmful to the locaf inhabitants - for 
example, iri terms of noise or water pol.lution. 

• lenders" such as banks, provide finance for the busfness and have a right 

to expect that repayments will be made· by the business in accordance w.ith 
the l'ending agree,m·ent. The banks wil1I be expected to make funds .available 
to a business once an agreement had been reached. The banks mtght al'so 
be expected to aJl.ow on ly reasonable loan agreements to be made. 1lf a bank 
lends more t han a business can afford to repay,. thrs can result ir, severe 
financial difficu.l'cy ·for che business and mlghc result: i1n its dosure. 

• SuppHers are t he prorv1ders of goods and services required by businesses. 
They expect co be paid for aH goods and services provided and within an 
agreed t ime limit. Suppliers are expected c,o supply goods and servlces of 
a requ1red scandard or to a standard agreed between the suppHer and the 
p urc ha sing b us1i ness. 

• Governments create the Jegal framework in which businesses operace. They 
also manage the econom,y of ·cihe c,ountry and so can influence the economic 
environmenc rn which the busi:ness operaces. Governmencs expect any 
business operat:h,g in chef r country t:o a.bide by the 1aws affecr:1ng bus(ness 
accivi.cy and ~mploy1ment:. 

Impact of business decisions/actions on stakeholders and 
their reactions 
• Employees - a busi,ness might decide to switch fro'm labour-intensive 

produccion co capital-intensive methods. 'Emp:loyees might resist chis change 
due co some workers fearing thac they wilt lose t heir Jobs. Other workers 
mighc see chts as an opporcuniicy to be trained co use che new equipment: 
and cherefore ·co gain new skU~s and experience. 

• Managers - a. business might decide co reduce che rium ber or 
management layers in t he organrsacion, which could resu1c in some managers 
losin.g t:he·ir job. Managers a.re likely to resisc such a change. A change ln t:he 
financial arrangements wi'chjn a business could also resulit: 1n depan.:mental 
budget: cut:s1 resu:lr ing in some managers fee ling t:ha.t: they are norc receiving 
sufficient resources to a111ow them to meet departmental targets. 

IM!!B----1::oous.. ~ 
. -liliiill' --" 
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• Owners/shareholders - an announcement of a large investment in 
a research and development programme might be recelved with m.ixed 
·feelings by shareholders. Some will see profit be:ing put into the new project 
rather than paid to chem as dividends. ,ochers m.ig'h,: take a 1.ongerr·cerm view 
and fee l rhat reduced dlv1dends in the shore term could result in even 11arger 
profit: and d~vidends in eh~ fucure if the proJect ~s succissful. 

• Customers - ·the launch of a new product gives cus·comers more choice. 
However, i'F the new produce replaces an extisting one, some customers might 
be unhappy if chey preferred che original produce. 

• Local community - it a lla.rge business announces chac 1c incends co 
relocace t:o an,ot:her pare of the country, the local communi,ty is likely to 
fee I berray(?d. Local em p1loy1m e nt: is Ii ke ly to suffer a11 d c he local' sup po rt 
businesses will probably lose the business of t:he larger bus~ness. Alternat:1vely, 
the expansion of a business can put a lot rnore strain on the local 
infrastructure and can negatively impact on the li1ves of the community 
aroL!nd the business. 

• Lenders - the abi1.lity of 2i business co repay loans can be jeopardis@d if the 
busfness deddes that 1it wants to pursue rapid growth. The result m1ight be 
that the business grows too fast and becomes financia lly unstable. A business 
might decide to move some of its resources from cred11t control: to what 
it sees as more profitable activiti-es. This could resutt in the debts of some· 
customers remaining unpaid and therefore the cash flow of the business 
could be severe~y affected. 

• Suppliers - a relocation decis~on 1m1ight cause local suppliers to lose orders, 
which could in turn mean that they will requfre fewer workers. The size of 
the suppUers' businesses m[ght have been tn response to the orders placed 
by the relocating busfness; and to lo,se a signmcarn: number of orders might 
cause substanc1al hardship. 

• Government - the gr,owth o.f a business can lead to an ~ncrease in 
em.ployees. This helps the government because one o.f the aims of 
govern1m.ent is to reduce unem,ployment. iln add1t~on, when a busi1ness has 
growth as an objective there is the hope cha·c t:his will result in. the 
business becoming more proficabl,eJ which means the government: should 
receive more ·cax revenue fro1m ·che business. 

How and why a business needs to be accountable 
to its stakeholders 
• Businesses must meet t he needs of rheir st:akeholders if they want to 

continue to have their SL1pport. 
• Employees wrn seek emp1loyment elsewhere if they are not treated fa~rly and 

lawfully. Th,s could cause frequent: recruit:,merit and selection to take place, 
which adds to the costs of the business. 

• Managers might: look for employment: elsewhere ,if they feel: chac chey 
are not given the flexjbrnty and/or resources to furlfi:I their management 
duties. Managers ~mplement business decisions on a da;ly bas~s and 
therefore must fee l trusted and involved in the business. 

• Owners/shareholders :might se lll their shares and purchase shares in other 
busfnesses. This might resujt in competitor busiit1esses being strengthened as 
they re·ceive addkional funds from the issue of new shares. 

• Customers might cease to purchase products or servlces from the business 
if their expectations are not met Competi.tors m~ght benefit as customers 
switch to their products. 
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· Expert tip 

Remember thar some sta.keholders are 
internal (e.g. employees, managers. and 
directors), and some are external (e.g. 
the govern menr, nearby residents and 
suppliers), and that a II of them might 
be affected by business operations. 

Now test yourself 

25 Identify two stakeholders in a 
business and briefly explain what 
they would expect to .gain from the 
business act iVi ties. 

26 Briefly explain how stakeholders of 
a bus.in ess might be affected by a 
decision to dose a I ocal branch of 
the business. 

Answers on p. 201 
Test,ed 



• The local community mighr be les5, co leran,t cowards che business's 
act:i1vh: ies if t hey chink chac a business fs not co,nsiderrng the Jm,pacc of 
irs acrions on the :local inhabitants. If a business d·oes nac 'Cak~ can~ co 
prevent water po 1llut ion, the loca'I community m1ight object strongl1y to 
any proposal to ~ ncrease 1ts scale of act1viry. 

• tenders might: refusE? ~un:her 'lo,ans o~ 1n che case of an ovE!rdraft, m ight 
demand that any money owed is repaid immed1ate'ly. Many businesses need 
a source of toan funds 'in order to be able to achi·eve t heir objectives. 

• Suppliers might be more w1111ng co supp·ly goods ac short notice if t: he 
busfness gives the.m, regular orders and pays on ttme. 

• Go,vernments mtghc restricc t:he acciv~t:fes of a business chat: has not: 
co,mplied with che legal fram,ework of t:he country. For exam pie, a business 
could face large fin es ~f it constantl,y breaches employment legis1lat1o n, and 
fai!s to treat employees accordijng to the laws ~n force. Businesses that do not 
comply wit h legislation are not Ukely to be considered for government loans 
and/or grants. 

How conflict might arise from stakeholders having 
different aims 
S'cakeholders 1migh1: have different expeccat[ons of a business. For exampfe: 

• Customers want good-quality products at low prices, but ff the highest 
possible proflc is to be gained then higher prices 1m,ighc have to be charged. 
Higher profits wHI be desfred by shareholders because high profit can miean 
higher d~vidends being paid co t1he,m. 

• Owners/shareholders want the business to have large profits lbut chis might 
be in conflict w ith che employees, who want to be pajd higher wages. HJgher 
wage·s wi1II increase cos,cs buc reduce profit 

• The government usua'lly a1ims to have lower unemployment and wrn 
'therefore be in conflkt with a business that wants to increase its use of 
machinery and reduce the number of people empl:oyed. H.owever, a change 
in production methods might make the business more proficable a:nd 
chere·fore Hable to pay more cax to the government. 

• If supplirers charge higher prices for theJr goods, a bus,ness wHI have increased 
costs, s-o reducing profits and dividends paid to shareholders. 

How changing businGSs objectives might affact 
its stakeholders 
A change in business obje,ctives can impact on stakeho1lders. either positively or 
negatlvely. 

arke 1a e 
The aim of profit max1misat1on would satisfy the needs of shareholders to 
receive d ividends paid out of profit. On the other hand_ a change in objectives 
to increase the market share of the business might result in a reduction in profit 
due to more money befng spent on building an image or perhaps a USP chat 
might alll,ow a business to gain a stronger position i,n the market. 

F om i t rowth 
In t he early stages of a new business) survivaJ might be Jts nnly goal. However, as 
a business becomes more estabUshed 1t might change its aim to t hat of business 
growth. Thjs can g,ive some securrty to t he employees and might uttimately 
produce a larger profit that can be paid to- shareho~ders 1n the form of dividends. 
The change of objective might a,so be beneAdal to suppl"iers because they m,ight 
expect an increase in the si1z:e of orders recei.ved as the busjness achieves its goal 
of growth. 

Now te·s.t yourself 
2 7 Briefly explain why businesses need 

to sati sty ·eh ei r S'Ca.keholders. 

Answer on p. 201 
Test,ed 

Revision activity 

1 Make a li~t of srakehold ers in a 
business and write alongside each 
one some of the possible causes 
of conflict between different 
stakeholder groups. 

2 N\ake notes on possible changes 
in business ob Jeccives and which 
stakeholders might be affe<:ted. 
Note whether the impact is likely to 
be positive or neg~tive. 
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Management and leadership 
1lt is not a:lways easy to distingui sh between a leader and a manager. 

• A 1leader 1mjghc be able ro in·spire people co goar.s 'that chey woufd noc have 
cha.ughr possible, but: eh~ 1ead~r 1m,ight re~y on a good 1manag(u co manage 
the day-to-day acdvities that make the achievement of those goals possible. 

• A lleader m,1ght have a vision of where he or she hopes the busiiness wHI 
be ac some cime in che future. Once chat overall st:rat:eg;ic aim has been 
d etermined, r.t is the managers of t he business who wil l develop the short­
term strategies designed to move the business in the desired direction. The 
man age rs w i 1.1 ·make the tactic a I deci si:o n s. 

• The leader m·ight: be t he originator of overaiil business objectives but: rt: is 
managers who willl imp~e·ment decisions o n a day-to-day basis in order to 
make the jvision- of the 1leader a reaHty. 

• Managers wHI use the resources of the business as effidencly and effectively 
as possib~e rn order to ach,eve the lreaderjs goal. 

• Good l~aders are some6m~s al'so good managers but: noc necessarily. Some 
good m~nagers do not have the persoria1 charactedst1cs of a good leader but 
they can manage rt1sources effectively and effiicienrly. Similarly.,. a good 1:eadE?r 
might be able to inspire the1r managers and workforce and might also be 
abl1e to deve'lop @:xce! l@nt long- t@rm goals fo r the business, but they might be 
less ab1le to implement decisions and ,manage resources on a day-to-day basis. 

leader: someone who· can 1insp~re amd 
drive other peop te, to achieve a go ail or 
1ta1rget. 

Manager: so;meone who can controll 

and d~red wid,i n a bus1ness. A 

manager can develop and rmplemelilt 
tact real dledsio1ns to en abi e a b us1in ess 
to ad1•eve the overa1U corporate 
objectives. 

~~-------------------------------------------1•mil1¥1s1um,1·••~J-
The functions of management 
f , I 
The funccions of management: as described by Henry Fayol, are: 

• Planning - to ot.rc lirne tactical strategies and to set and imp 1lemenc short­
term obJeccives. 

• organising - allocating resources as efficien't ly as possib~e. Make sure thar 
·che business 'has the resources that it needs,, at the r.ight: time and rn the 
right pl1ace. 

• Commanding· - g,Jve clear dkection to ensure chat workers know 'What: is 
expe cced ·O·t them. 

• Coordinating - prevent duplicatfon o·f effort and ensure that ailt 
departments within a business are working to achteve stated objectives 
w~thin an agreed timesca11e. 

• Controlling and monitoring -- check progress towards agreed ·targets. 
Th1s cou11d require a reassessment of the resour,ces being used and per.haps a 
change to motivacional1 techniques being appHed. 

·n e 
Mfntzberg ~dentified three distinct roles of managem·ent: t he interpersonaJ ro'le, 
the 1nformatlonal role and che dedsional role. 
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Revision activity 

J Write down an example of actions 
that might be taken by a manager/ 
own er when un derta king each of 
eh e functions outlined above. 

1 Make brief notes about why it 
might be seen as essentia I to 
be constantly ~controlling and 
monitoring~ in a food-processing 
factory. 



Table 1 Mintzberg"'s managen,ent functions 

• Ber.ng a f~gurehead - people 
expect managers to g ujd e. 
lead and inspmre them. 

• B e~ng a ieader - making 
i1. dear to everyone What 1i s 
expected of them1. 

• Liaison - ensuring that 
effect1ive oommunkati1on can 
oc,cur wmthin the busL11ess and 
with outs•de agencies. 

Revision activity 

• Be~ng a mon~tor of ~nf.ormatjon -
dedd1ng which information ~s 
important (both int iernal and extem1al 
info,rmadon). 

• D •ssem1J na1:1ng informatton - making 
sure that r,e~evan1 tnformation r,s 
passed to the app,ropr•a1e people in a 
suit able way. 

• Being a spokesperson - passing 
relevant information to the ,a ppro prtarte 
agency, e.g. Wihen deali ngi wrtlh ~·ocal 
authonit1ies ·Or trade un1,ons. 

Write down an action that a manager might take when performing each of che 
managemenr functions/roles identified by M intzberg. For example, a business 
might wish to expand the size of its factory and so managers would need to 
communicate with the local planning authori·cy to gain the relevant permission. 

• Entrepreneur - managing change; 
jn'trodudng n,ew ideas; encourag1inig and 
managing innovation. 

• Drrs-turbance handler- resolv,ng any actual 
o,r potential d isagreemen1 s within the 
business or with out smde agendes. 

• R,esource a1Hocator - ensuring efficient and 
effectrve a1Uocado1n of aH resources (finance, 
peopl,e .and/or equ,pment). 

• Negot,ator - ~ n dispu1es be'tween 
departments or i ndivid uai workers or w•th 
other businesses or customers; nego1iat1i ng 
wjth trade unions. 

Exp~rt tip 

Be prepared to relate any management 
fu ncrions to a specific business context, 
e.g. to a retail or a manufacturing 
sicuacion. 
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mmnrnni,.....----------------------------------•i111r11-• 
Th9 purpose of leadership 
Leaders are those indjviduals who drive and inspire the people around them 
towards a spednc·objectfve. They irispfre others to trtJst them and to support 
the·m in thefr pursuit of targecs ,or goals. 

Leadership roles within a business 
'Within a business the leaders miight be the directors, managersj supervisors or 
worker representatives, each of them interacting with the people around them 
as described by Fayol and Mh,tzberg. The success of a business can depend 
on its leader1' abitity to ,communicate with and to drive their teaims to work 
cohesively towards achieving the overall business objectives. This is true whether 
a leader ·is guiding 100 people or ten. 

Table 2 The qualities of a good leader 

Ex.pert tip 

Strong leaders are not always good 
I ead ers or good for a business. They 
might have the charisma to get the 
workforce to beli,ve in ·them and to 
fol low them by working towards a 
particular goal, but that goal may be 
not be sensible or achievable. Leaders 
sometimes need to I isten to others. 

Self-confidence and 
serrf-be~iei 

Leaders need to lbe1li,eve ~n their abUity to make the right deds1on and to drtve a business ,n the right 
dMrection. 

lntemgence 

----

Charisma 

---

I The:y must ha1ve suff1id~nt ijnrtelligence 1.0 be able to ~etermine.when th~j~ ideas are realis1k and 
achievable. They m1ust aiso have som,e mdea how theu gmds 1mi11ght be achirevedl. 

They m•ght need to be .able to fjnd new soliut~ons to old probtems and be able to create innova1~ve 
ways o-f improv~ng and present~ngi an existmng product. They need 10 be .abie to s,et their busfiness apart 
from1 others ~n the same ~ndustry by devis~ng some·thing to 1make it different. 

I They ne~d 1~ be able to iinspire the wolikforce an~ to make th~m wa1nt to f<:>llow the leade1r because 
they beheve rn the l,eader and what he or she beheves the business can ach~eve. 

Leaders need to know and understand the tasks wlth~n a bus,ness. So,me leaders cannot perform aD 
of the tasks but they need to, be able to hfre the people who can. 

Now test yourself Tested 
- -

1 Explain two of the characteristics of a. successful le-ader. 

2 Explain three of the functions of management. 

Answers on p .. 201-02 
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----------------------------lfUH·I 
Leadership styles 
The chosen styl'e of leadership can influence the efficiency of a business and 
the 1leve1I of motivation of the workforce. Different sty1es of leadership can be 
appropr1ate for different business si;tuat~ons. For example; an authoritarian style is 
appropr1ate i,n an emergency situation when dedsiot1s need to be made quickly. 
Tables 3-5 outline tine characte-ristics; advantages and disadvantages of the 
a.utocraticl demo-cr.atic and laissez~faire styles of leadership. 

Table 3 Autocratic leadership 

One-way commun kait1ion 

Close su pervis,io,r, 

Time is not taken waiting ior fee-dback 
to info rm,ation or 1instruct~on g ~ven to 
employees. 

Workers are told what to do a1nd are 
sup,erv~sed to make sure tnat the job is 
co m pi eted as expected. 

-----.1 No ti1me is spent seekjng-. -th- e- ~,ews of 

emp~oyees. 

Leader makes all dedsions 

Table 4 Democratic leadership 

Twoeway co,mmun lCation 

Pa,rt~,aipation of employees in deds,,on 
making 

Feedback taken from employ,ees 

More general 1informat~on is given to 
em1ployees abouit the bus~ness~ Le. ~1s 
lo,ng-term goats 

Table S Laissez-faire leadership 

Laid-back, hands-oft approach by 
manag,ernent 

Employ,ees work wJ1hin parameters laid 
down by ma nage·ment; workers a r,e not 
iree to do as they pl,ease 

Quick dedsi,ons can be made. 

Workrers get feed back and J,eaders wil I 
a~so hear what the 1emp!oyees belmeve 
about some dedsions or inforinatmon. 

Thijs can be very mot1ivating as the 
empl,oyees wiU feel1 valued and trusted. 

Better ideas can some1~mes come from 
'the employees. 

--
There are h i1gher ~evels ,of ~nvo~veme,nt 
due to understanding what the 
business IS a.I mi ng to achiever 

Workers feef trusted and 1herefore this 
appro,ach can be a pos,tive influence 
on mot~vairion. Workers do not need 
con s1ant supervision. 

It aUows employees to have soime 
flexibrnty about how their work js 
carried out and the st ructure of thefr 
worki n,g day. 
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Workers m~ght no1 feel valued or 
trusted. They are ,often only ,given 
information ess,en1ria! 1o 1hetr work. 
Some ermpilo,yees would enjoy fee~• ng 
more involved and kno,w~ng the overaH 
direction of the bus ines,s. 

Workers do not "th~nk fair themseiv,es' 
as they are always, 1old vJhat to do. This 
can stifh: their potential crea1ivny. 
- -

Perhaps the employees can contribute 
~de,,as thart arre better than those of the 
leader. 

Involvement 1n, dedsion making can be 
mo1~vat•ngr and ea n provide some jiob 
s.atlsf acdo,n. 

I S0met~1m,es a qu;dk dledsi,on is needed 
aod there ~snot the 1~m,e 10, ,consu~t the 
employees. 

I 

Some emp~oyees mirght fee11hat it 1is not 
thefr job to be rma ki 111 g dedsj,o ns. 

Some issues cannot b--e dis,cussed w~th 
emiptoyees., e.g . p r,o posed takeover 
pi ans of another bu stn es.s. 

Gett1ng ieedback can be time 
consum,~ng. 

I Em,ploy-ees might noi like or a,gree wnh 
the long-term aims of the bus1ne-ss. This 
might affect their motrvaition or the 
I abou r tu rno,ver. 

Workers might ret.a~n too much contro~ 
over haw wodc is to be done. 

Lazy managers can use 1hi1s l,eadership 
styl,e as a means of a.Jo id~ng making 
decisions about work-related i.ssues. 



Workers are free to make their own 
decismons about how 1hey work: 

--------------~-' 

Employees are Uke~y to ~na,ease thiek 
·s,elrf-disdpline and to work as a 1,eam to 
achieve the des~red outcome. 

Managers might becom,e remote fr,om 
some d@cisjions and out of touch. 

Hiigh level of 1rust g:iven to employees Ttme is sav,ed because ,employees can Wirong choices in terms of org1ainisation 
take deds1ons. poUcy may be made. 1---------------~-----~ -------------~- -------~~---

Typ:icaUy used with high~ sk;Ued and 
m,ot•vated emp~oyees such as design or 
r,esearch bus in es.ses; 

Employees are mot~vated becaus,e they Emp~oy,ees m.ay pursue themr owri1 
can ach•eve personal gioals,. objectwes us~ng organ~sat ,on resources. 

Douglas McGregor: Theory X and V 
The way that managers view their workers' attitudes rco their work can 
determine· or i,nfluence how managers treat those workers. McGregor divided 
workers into Theory X and Theory Y workers. 

A manager who sees employees as Theory X workers ts like,ly to believe the 
workers to have a negative attitude to their work and m·ight choose to u)e an 
authoritarian leadership styfe to m1anage them. A ,manager who be1lieves workers 
co be Theory Y workers might place more nus·t in ~hem and .adopt a de,mocradc 
styl'e of !leadership (see Table 6). 

Table6 McGregor's Theory X and Y 

• Such workers need to be· igiven 
dear •n s1ruct,ons of what 10, do 
and require do,s e an di constant 
superv~s~on. 

• lhey w~H avoid taking1 on any 
respo,nsebUiity if at alf possib~e. 

• They do not rpartkulairlly enjoy their 
work and willl avo~d doing anything 
more than the mmn •mum required of 
them. 

• Sudh workers enjoy their work and 
are ~ mkejy to snj,oy some involvern1ent 
1i n deds~on mak,ng. 

• They are no1 afraid of r,esponsibUrty 
and wiU accep1 rt in the hope 1hat 
th1e~ effo,rts wirU be rec,ogntsed. 

• Workers m~ght be cre_at~ve and 
be wiHing to otter ideas ta the 
business. 

Expert tip 
• 11,1111, 1 0,h.1111,II .. , .. 111 ,, ...... , .. , ,.o 11,.11•••}1 • 111 u . 1,111 .. 11.u11, .. , •• 11 .... 1111.11111111 ,111.u.u ........ I •1111111111 "' .... , .. 11.i11 U,U.111.11 • 111111 II ............... U,U.I •• 1111 

Read the question carefully. Make sure that you write about the advantages. 
and/or the disadvantages as required by the question. It is not unusual for 
.srudents to write about advantages when the question required dis.c.ussion of 
disadvantages. 

Expert tip 
• • •• •• •1u111u,,,,. , 0 ,11 •1u ••• •• •11111111 .. •11 •••11•1u •• • •••111 • 1 

--- - -

Pacerna listic leadership/management 
style is not currently assessed on the 
Cl E syllabus. 
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Now test yourself 
l Identify two benefits to a 

business of adopting a democratic 
leadership style. 

4 Explain rwo disadvantages of using 
a democratic leadership style. 

5 Explain two advantages of using an 
a u.thorita rian I eadersh ip style. 

6 Explain two characteristics of 
workers being managed using a 
laissez..faire leadership style. 

Answers on p. 202 
Tested 

~·~·~~~--------------------------------------------~@!41
}
1ft'i41·A ... IJ 

Goleman's four competencies of emotional intelligence 
Gole,man's cheory of emotional intelligence is based on a need for managers 
to know and unde rstand therr own feeHngs and those of thetr employees. 
Managers need to be aware of what motivates them and what their hopes and 
aspkations are. If managers understand th~s about themselves then they might 
be able to understand th·e emotJons of thetr em.ployees. 

His theory is based around four key 'domains: self-awareness, self-management, 
social awareness and soda I ski 11,s. 
• Self ... awareness. Managers must be ab~e to recognise and understand their 

own emotions 1f they are to understand those ,of others. They need to 
understand how they feel; when and why. 

• Self ... managem1ent. They need to be se'lf .. motivated and to appreciate how 
their behaviour can affect the feeHngs and performance of thefr employe,es. 
They need to be abl·e co control· thelr emotions and the way in wh~ch chey 
·creat their employees,. so t:hac their em,p'loyees are not negative,ly affected. 

Emotional inteUigence: the ability to 
recognjse and understand your own 
f eeltin grS and those of o1hers. 
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An obvi·ously angry or fearful' manager is l~kely to convey those feelings 
to his or her emp~oyees. Keeping extreme emrotio-ns under C·Ontrol can 
be a positive influence on employees. Managers shouid be aware of what 
motivates them and so appreciate that their emipl:oyees m·ight share those 
same mocivation needs. 

• Social awareness. Managers need to understand the emocions of their 
workers and be sensitive to thei,r different needs. They 1must be aware of the 
a.im,s and ambiti.ons of their workers becau.se these wiill affect t heir atckude 
co their work. This can a,lso apply co cus1comers. 

• Social skills. Managers who are aware of :che emotJons of others are more 
Hkel1y to be able to manage those peopre effectively because they wi'III realise 
chat they perrhaps need ·co adapt thek approach to some e·m:ployees. 
Underscanding the cause of cen:ain emotions,. SL.1-ch as disappo1ncment:, ,can 
enable managers to deal with s1t:uations more sympathttcicalily and effect1ve,ly. 

Motivation 
Motivation as a tool of management and leadership 
Motlivate-d workers are liikely to fee l ·more involved 1n the workplace and can a,lso 
fee~ that they are an important and va!lued part of the business rather than 1Just 
an e mp l'.oyee1

• 

The need to motivate employees 
1Emp~oyers and managers spend a lot of time and 'money trying to ensure t hat 
their employees are as motivated as possible. Motivated employees are more 
like1ly to work as hard as possible to hel,p the business to achi,eve its stated aims 
and objectives. These m:~ght include: 
• An increase 1n productivity. Motivated workers w·ilJ work harder and 

produce n1ore output during each work period. 
• I'm proved llevels of customer servke possibly leading to: 

- The abi,lity to d ifferentiate one business from ;another. This is partjcuJariy 
so in feta il bus~nesses but also applies to manufacturing businesses. A~I 
businesses have customers)' whether they are purchasing a product or 
rece1v1ng a servrce. 
An f nc rease ,j r, ireturni ng custom e r.s. 

• Better-q uaHty goods. 
• Fewer mistakes due to employees being eager to do the best poss~ble job for 

thefr employer or manager. 
• A possible decrease in production costs due to llovver levells of faulty goods 

being produced and therefore less wastage of :materials. 

• Reduced labour turnover. Motivated employees are less 1like:ly t:o look for 
work elsewhere because they are happy and sadsfled in the1r current post. 
This can al!so be described as an increase in the loyalty of employ,ees. This 
can have the benefit or reduc~ng the recru.itment and selection costs caused 
by the need to replace emp1loyees when they l!eave. 

• Lower levels of absenteetsm. E1m1p,loyees are less l'ikely to be absent from work 
if they are happy and satisfied at work. 

. Now test yourself 
7 Srare c he four key competencies of 

Goleman's emotional iruelligence 
theory. 

8 Explain one advantage to managers 
of understanding the emotions of 
their employees. 

Answers on p. 202 
Tested 

Revised 

Motivation: a desire to do something1; 
a desire to work wiU1ingly towards a1 

stated a~rn or goal. 

Productivity: output pe:r person per 
t~rne period (per hour or per .shift 
worked). 

Expert tip 

Make sure that you dis.cuss 
motivation issues in the context of 
the given situation. If the business is 
a retailer, avoid discussing points in a 
ma nufactu ring context. 

~~------------------------------------------------------------t•C;fl#INIUl~I·•-~• 
A simple explanation of human need 
You need co understand the human ne,eds that can be sat1sfiied in the 
workplace and the ways in whlch rh,is might be ach1eved. 
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Human need: the wants or desh·es of 
peop~e1 whe1her a1 work or in1 fuek Jrfe 
;r, generart 



ne 
These incllude the need to: 

• be able to enjoy the baste requirements for nfe - food. clothes and shelter 
• be part of a social group 

• have the respect of the peopl,e around you 

• fee1I useful and val:iued at: work and in life ~n general 
• have the pocentiar to improve yours~lf and also y,our standard ,of living 

How human needs may or may not be satisfied at work 
You need co be ab~e co d~cuss 1how and to what extent human needs mlghc be 
met by employers/managers. For example, a person might feel more valued and 
important at work if they are given some extra res.ponsibilirty, as thfs shows ·chac 
chey are trusted by t:heir emp1oyer. 

Rev is ion activity 

1 Take ea<;h of the common needs 
mentioned above and suggest ways 
in which a business n, ig,h c meer 
that need in the workplace using 
the exam pie above as a guide. 

2 Now take this one step further. Try 
to think of any possible problems or 
disadvantages tha·ta business might 
experience when trying to satisfy 
the human needs of employees. 
For example, when giving extra 
respon:sib ii ity to on a employee this 
might upset other workers who 
might feel that they should have 
been given more responsibility too. 

-----------------------------i•;;Jl41it!Ml·I-___ _ 
The specified mo·c~vacronal theorises are: 

• Abraham Maslow - i:he hierarchy of needs. 
• Frederick Taylor - the notion of 'ecor1omic man'. 
• Elton Mayo1 - the Hawthorne experiment. 

• Frederick Hertzberg - the two-factor t heory. 

• Douglas McCleUand - achievemenc, authority and affilii:1rion. 
• Victor Vr,oom - the expeccancy cheery. 

You mLtst be abls to explain the content of the theories of each of the theorists 
above and to apply thejr ideas to an actual business s[tuation. You shoul1d also 
be aware of any possible key differences or similarities between the ideas of each 
of these theorists. 

Content theorists 
r I 

Maslow's theory ts based on suc,cessrve human needs. He arranged these needs 
in the form of a pyram,Jd (Figure 1), w~th theJr order indicating the priority that 
chey would take in the eyes of ,most emplroyees. He identffied a rang.e of needs 
that 'he beHeved applied co mosc empfoyees. The bas1ic needs muse be satisfied 
f1rsc,. then a series of needs arranged ir, a hierarchy. Satisfying these in turn can 
be used to m.oci,va·ce em p~oyee s. 

Self-actuallsatlon -
the ability or 

opportunity to reach 
one's ful'I potenfial 

Esteem needs-the need for 
recognition from managers, 

employers and fellow workers 

Soda I needs - tne need to haw a sense of 
belonging and social interaction 

Security needs -the sec1.1nty that basic needs can continue to 
be met 

Bas le needs - food, dot.hes and shelter 

Figure l Maslows hierarchy of needs 

- - -

Expert tip 
........ , ..... , ..................... , .. , .. , ......... . ........... , .. . 

A comparison of the ideas of various 
theorists can be a useful analytical 
approach to use when answering 
examination question. 
11,,, .. ,, , ,,,, ... . ,., ....... ,.,,1,• •••1••t• •1•1n,n10••• • •1 r111•1••,• •1 ••1• r,r111•• • • ••1 n1ut• 1• 1 f 

Motivation @ 



l<e ,po· nts 

• The needs at the bottom of the pyram id need to be satisfied f irst. 

• Once a need has been met, that need wil'I no 1longer rnotFvate. 
• Needs are likely to change throughout: a work~ng life. 

• P~ople want: different: chings ouc of fife, and th~refore each employee 1s Hkely 
co be motivated by wanting to sadsfy differerrc needs. 

r 
The basis of Taylorks theory was that employees wiill give a fair day's work for a 
fa:ir day's pay and that they are motivated by finandal incentives. Put sl,miply, find 
the best way of co,mpleting a task traln emptoyees to employ the best method 
and pay them according to thelr output - that is, piece work. 

Tayilor"s theo,ry assu,med 1:hac people work harder ln order ta. earn more mo·ney. 
Such ideas of !motivat:fon were believed co be more appro.prrace Jn a manufaccuring 
e nv[ro n:m enc where an actual measurable product was made. However, some 
people may scr~ve ·for prom orion in ,order co earn more money wh i I s·c at t:he sa. me 
ciime chey .mighc be gaining greac-er job sa1:1sfaction and c,ould b~ meeting cheir 
'security needs' as identified by Maslow. EquallY- whilst promotion might: yiel:d a 
higher rate of pay, it might a.lso serve to satisfy the esteem needs of the employee 
due to their be~ng deemed sukable for a more res,ponsible position. Success might 
earn the respect of their empl'oyees and co-workers. 

As 1incomes r1se .. people change thelr Hfestyles as they a,m to buy a bigger house 
and a better car and perhaps go ·On m·ore holidays. This can then lead them to 
wanting to earn sti ll m,ore m·oney to afford an even bercer ljfestyle. Perhaps, 
then, Taylor's ideas are still relevant for the increasing service sector of today. 

Mayo's ideas devel.oped ouc of che 'Hawthorne' exp~riimenc a.r che General 
Electric Company in Chicago. lnitiaUy, Mayo believed that ·the moti'v.ation levels 
of employees coul!d be influenced by clnanges in their working conditions. Howeve~. 

he found Dhat even when changes were made to the physica1 env~ronment the 
le,lel of output reima.ined constant. This led him1 to conclude that emptoyees were 
reacting to the attention being paid to the'm rather than to any changes fn their 
working envrronment They fek important to be part of the experiment and had 
also devetoped a team spk1t that had a pos[tive effect on thefr output. 

Fre r· k Herz er 
Herzberg is known for his ·two-factor theory: the two factors being hygiene 
factors and motivator faaors. He believed that hygiene factors do not 1motivate 

Hyg lene factors 

Pay and wo rki ng1 co ndi ti o n,s 
. Company polky 

Re lat·i ons h1i ps: either w ith co-wo,rke rs or 
with owners or managers 

Supervision~ the amount a,nd 1yp@ u$@d 

Motivators .... 
The typ@ of "rork 

The jpromot:ion opportsunities avaHablie 
Being va l,ued an,d appredated by managers 
Job satisfaction or fee Ung of ach·ievement 
The opportu nrty to be given responsibi'lity 

Figure 2 Herzberg's two~ factor theory 
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Expert tip 

You need to be able to discuss how 
em pi oyers/ma.nagers might meet the 
needs of 'their employees. For example, 

. the basic needs of food, doth i ng and 

1 shelter can be met by earning a wage 
i thar is suffi denr to purchase th@m. 
"' 1111,u111111111 0 11u,11uu11 111 11, 111111 111 11 111 1111 111 1o11 1110 11 ,11111111111111,1n111111111111. 1 

Revision activity 

For each of the 'needs' identified on 
Maslow's hierarchy, suggest possible 
ways in which employers might try to 
meet them. 

Now test yourself 

9 Define ·motivation'. 

10 Explain the difference between 
~social' and 'esteem' needs on 
tv\aslow's hierarchy of needs. 

Answers on p. 202 
Tested 

,Piece work: workers are paid a stated 
amount for eaich un n produced. 

Now test .yourself 

11 Explain what is mean by the term 
'piece work·. 

12 Explain how piece work might 
motivate em pi oyees. 

Answers on p. 202 
Tested 

-- -

: Now test yourself 
13 Identify and explain the difference 

between the ·cwo factors of 
Her1berg1s two.-factor theory. 

Answer on p. 202 
Tested 

Revision activity 

Draw up a table of how an owner/ 
manager might ensure that the hygiene 
factors and motivators identified above 
can be satisfied. 



but that they prevent dissadsfaction; whereas mot~vat~ng factors can actuaUy 
inspire people to work harder and better. 

Process theorists 
I 1 J 

McCiel"larnd's cheory is based ,on che idea chat e1mployees need to feel a sense of 
achfevement, authority and affiliation. 

• Achievement i·s wanting to meet targets and goals ·chat have been set 
either by the indfvidual or by the buslness. 

• Author·ity for emp l'oyees ls the need for power or influence over ocher 
em1ployees or having some power over the way in which they undertake 
c1heir work. 

• Affiliation is seen as the need of most employees to VI/Ork in a ~friendli 
enviror,ment and to be hiked and induded in formal and informa~ groups .. 

I 

Vroom's thesis was that emp,loyees would be prepared to work hard if they 
received sultabl:e reward - hence the nam,e of his expectancy theory. The three 
key factors jn this theory are valance, expectancy and instrumentality. 

Table 7 Vroom~s factors 

Now test yourself 
14 Explain the three key elements in 

eh e rheory of' Douglas Mc Cl el land. 

Answer on p. 202 
Tested 

How mudh employees, fe.e~ the need for I The ,extent to which emp!oy,ees believe I The extent 10, which employees lbeheve 
r,eward ~hat a better performance can be that it 1he·~rr efforts are jncreased and 

achieved H they ~ncrease their efforts their performanc,e, 1improves they willl be 
rewarded appro,p1riat,ely 

Certaln condjt,ions are required fn order for Vroomjs theory to be used effec6vel'y: 
• The e111ployees .must be capable of increasing or i111provjng their 

performance. They might l'ack the required skiills or they might afready be 
working as hard as they poss1ibly can. 

• It must be poss~b'le to assess the performance of the workers in order that 
any inc-rease i'n effort and performance cari be rewarded. 

• The rewards offered must be such t hat the empl:oye.es want to obtain them. 

• Fi nally, it is essent~al thac the rewards offered are actua.l'ly given when 
performance i:m proves as expected. A fa Hu re to del~ver expected rewards w~II 
undermine the motfvational benefits of this approach. 

Now test yourself 

Expert tip 

f. If a question asks you to discuss 
f:,. motivation theory but does not specify 

which theorise(~). do noc auern pt ro wrire 
j about all of them. Select one or perhaps 

two that relate best co a situation that 
might be given in the question. 

Tested 

15 Explain why an effective appraisal system is essential if Vroom's motivation theory is to be successful. 

Answer on p 202 

~~---------------------------------------4•141+!#!{§1·11 ___ , 
What implications do these theories have for employers 
and managers? 
• Managers .m1ghc need co change clhe Vitays 1n whlch they 1cry co motivate 

workers. 
• Workers are unlikely a:11 co be motivated ro satisfy rhe same need at che 

same ci'me. This impl'ies that there might be a need for managers to emplioy a 
dirfferent me·chod of motivation for eacn employee. 

• Managers also need to recognise that what might motivate workers is like:ly 
co be dtfferenc at various dm1es in their working li'fe. 

Motivation § 



Financial motivators 
Di . rent pav ent 1e ho is 

• Piece work - employees wl'II strive to produce more units in order to 
recetve more pay. 

• Time based - employees are paid according to the ho,urs or days worked 
This wi ll encourage them, ·co work longer hours or to agree to work extra days. 

• Commission - paid to sales staff to encourage higher sa~·eS; usually gfving a 
stated amount or percentage of che sale prlce for each sale made. 

• Bonuses - often paid for hitting targets ifor levers of outpu.c or for meeting 
completion dates. 

• Salaries - monthly payments for work done can give emp.loyees a fe,el i,ng 
of security about their level of earn1ngs. 

• Performance ... related pay - payments made for meeting or exceeding 
expected performance. 

• Profitt--r-elated p·ay and share own,er.ship s,chemes - both of these are 
based on uni.fy1ng the alms of the business w~th those of the emp,loyees. 
If the business is profitable). the employees receive a share of the profit or 
receive shares in the busiriess as a reward for their efforts. 

• Fringe benefits such as the use of a company car. Thrs reduces t he costs to 
the employee of running a car. 

Non-financial motivators 
e on-f ancial or 

These can be used as ·well as or instead of financial motivators. 

• Training - inductlon training or i,n-se.rvice tra1ning that mtght be on-che­
Job or off-the-Job. 

• Promotion ,opportunities - che poss:ibflicy of future promotion can 
encourage employees to work with more effort in order to be noticed and 
hopefully rewarded. 

• Staff development - opporcun it:ies co obtain new skil ls and experien.ce 
·that c:an improve job satisfacc,ion and can also increase che status of the 
employee as well as 1mprov111g their chance of promodon in the future. 

• Status -- t:his appea.ls ro the ~esteem needs' of employees :and can be 
ach1eved by giving an employee a job title, such as team l·eader. This can 
also be achieved by giving an em,ployee more responsibility. Th~s is not a 
promotion but gives the emp·loyee a fee ling of higher status and 1importance. 

• Job re-design - rescruccud:ng a job or changing soim,e of che ·casks 1nvolved. 
This can include job rotation, where a team of workers periodicatly change 

the task they perfor·m1 within the group. This can he1lp to prevent boredom. 
Job re--desrgn can also include job eniargement Oob widening), where an 
ern pi oyee is given 1m ore tasks to comp'lete. 

• Job enri,chrnent - an e~Tip:loyee is giveri a wf.der range of tasks that are 

more com1p1lex and therefore more cha llenging Qob deepening). Being asked 
to perform tasks requirh,g hlgher-levell skills is l.ike~y to raise an employee's 
sense of importance. 

• Teamwor·king - encouraging groups of empl!oyees to work together 
towards a comm,on goal: for ex~imple, cell production and quality circles. 

• Empowerment - all,ow~ng employees to make some of the dedsions 
regarding their tasks, such as l:etting them decide how a partkular task should 
be carr ied out or who .. within a group, wi1II carry out which task. 'Empowered' 
teaims are also expected to solve any problems that they encounter by 
discussing the 1ssue w~th~n the group and agreefr~g on an appropriate solution. 

• Participation - invo.lve,ment in decision making: for exampl'e, by inviting 
sorne employees to management meetings or us1ng regular departmental 
meetings and works coundls. 
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Piece work: worlkers are paid a stated 
amount for eaich un~ produced. 

Commission: a payment made 
accord~ng to 'the 1nuimber of sales 
a ohi,eved. Th1i'S ~s usua~ ~ a petcerrta g,e of 
the se,1 hng price of a produ et. 

Sa I a ry: a1 monthly payment made ta 
e mrp!I oyees ars a r·ew aird for th e1r wo rile it 
is usu a Uy a f ~xed and a g1ree d amount. 
Performance-related pay: a payment 
made to ,employees; usuallly haif~yearly 
or annu a1Uy, that 1rewa rds 1hem for 
a dhiev•ng or exc.ee d~ng e~pectatiio ns jin 

their p erforrnance at work. 

Ex,pert tip 
, 1-1111,111 , 11 ol 111111111 1 1 111 111,IIY II • I I ol 11 111 ltll 1 1 I I I 111!11'1.I II ,I t 

A possible analytical approach might 
be to consider the relative costs of 
various incentives. The financial 
incentives might be too costly 
for a business particularly if it is 
experiencing a downturn in demand or 
if the economy is in recession. 

Expert tip 

Frequently candidates write about all 
the incentives that they c.an rem ember. 

. Make sure that you only write about 
incentives that are relevant to the 

~ . question and the context given. 

Revision activity 

Draw up two t:ables, one for financial 
motivators and one for non .. financial 
motivators. Using one column for 
each type of m otiva.tor. wri 1:e in as 
many work situations as you ea n 
think of where each motivator 
might b@ appropriate. For example.t 
teamworking might be effective in a 
production facility or in a retail store 
where different departments can work 
together as one team. 

Now test yourself 
1G Explain two financial motivators 

that mig:ht be used by a retail 
business. 

17 Explain two non~financial 
motivators that might be used by a 
manufacturer of plastic buckets. 

Answers on p .. 202 
- --

Tested 



• Fring~ benefits/perks - for exampile,. gtving so·me extra days; hoHday to 
employees; improving the canteen fadli t;es or offering them subsidised m.eals. 

Wa sin which em loye scan arf cip , e in them nagement and 
o tr o · n s act' · 

These are outlined under ·'participation' above aind can also indude worker direct-0rs. 
Whether u~ing finanoial or non-finat1c1al motivators, it ,is important that eh@ method 
used ,is appropriate to the employee and to the type of work being undertaken. 

Human resource management 

Human resource management (HiRM) aLm1s to ensure that a busfness has the 
appropriate number of em p[oyees w~th the appropriate skil ls at the time and 
p:lace that they are required. 

The role of HRM in meeting organisation objectives 
• Recruit and select new staff when addidonal personnel are required. 
• lnductfon: arrange for new staff to be fatntliarised with organisationj 

structure, policies and ·working practices. 
• O·rganiise any necessary traini·ng. This might be for new or existing personnel 

who, 'm1ight need to acqulre new ski,lls or improve exist~ng ones. 
• Record key performance indicators and conduct staff appraisals. 
• Ad.vis@ management and employees on issues such as staff trarning and 

develop·ment needs and opportunities.,. promotion routes.,. emplroyment 
contracts and redundancy issues. 

• Disdplinary and grievance procedures - provide advi'ce to i m.ployees 
and managers. 

• Monit:or s.t:aff morale and ·weffare. 

• Negot:iace wich employees/ managemenc and crade unions. 
• Workforce planning - anticipate the future labour req ulre,m:ents.l 

co,mparfng chose needs with che currenc workforce and making plans to 
correcc any imbalance so chat: che business. will have che correcc number of 
employees when required and with che appropriace skills. This will a~so 
1riclude ensuring that: equality and diversit:y within che workforce is 
co nsidered when p lanning for future workforce requirements. 

• Dismiss staff when necessary. 
• Administer a redundancy procedure lf requ1red. 
• Ensure ·chat employment legislatroin is complied with and deal with issues 

arisi1ng 1i·f che l'egisliati,on Js breached. 

~---------C•;lt411 .. 1em~!·ll_. 

Workforce .Planning: antrcipating1 and 
acquiringi the number of employees 
with die knowledge and skms fuat 
wiH be requ i1red by the bus~ness iin the· 
future, compared to those c-urrentliy 

emp~oyed. 

Now test yourself 
18 Explain t hree of the functions that 

would be undertaken by a human 
resource management depanment. 

Answer on p. 202 
---

Tes1ed 

~M!!!!!!!!l---------------------------------------------4•~4!41itlt41·mlL_Jt 
Labour turnover 
The irate of labour turnover wtthin a bus1ness determines the amount of 
recruitment and sel,ection that w11 II need to be undertaken. 

The possible causes of a high rate of 1labour turnover lncl1ude: 
• em,p'loyees l1eaving to W·or~ for another business 
• employees retiring 

• d~smtssaJ 

• redundancy 

Methods of recruitment and selection 
A business :m,ight need to recruit workers due to: 
• growth of th@ busrin@ss 

Labour turnover; the number of 
peo,p~e lleavilng a1 lburS1ness in a specified 
1:4me perfod as a percentage of ith e 
average number of employees . It is 
ea~ a.da,ted by: 

number of employees leaving in a year 
-------------------- x 1, 00 av@ rag@ n Limber of @ri'l pJoye@s 
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• because workers have llefc ro work elsewhere 
• because the business has re located or i,s now operating in an additional locacion 
• because changes in the bus[ness's accivjt,ies 1mean that the business labour 

requirements have changed either in numbers ·Or w~th regard co· ·the 
knowledge and skrns required 

I ter I re r ·11 t 
Internal recruitment is fi lling a vacant posr w1r:h a person already 'Worki r1g w~t:hln 
the business. 

Table 8 Advantages and disadvantages of internal recruitment 

The business: already knows the candidate. There might be a better ea ndidate· externa Illy. --------
Saves t~me and ad~ertising c,os.ts. Preven1s new ~deas beJng brought ~n from outside of the 

business. 

Faster~ 1he sellection process is ~ake~y to be 1much shorter due 
to so much already being known about the ca1ndidate. 

It cain be djffkul1 for s,omeone 10 have to superv~se their 
fo,rmer colleagues. - - _...,.. - --

Motwating: emp!oyees s,ee thaft their efforts m~gh1 be It can be demotivating for unsucces.sful int,ernal applkants. 
r,e,w.ard@d by iin1erna, prro,mot1ion. 

Ext mal re ruitment 
ExternaJ recru;tment is appo 1int1ng someone from outside of the business - t hat 
is1 someone who is not currently working for the business. 

Table 9 Advantages and disadvantages of external recruitment 

The bus.~ness can ga~n from new ~deas 
beJng brought in and can possibly benefit 
iro,m knowJedge skins .acqufred i111 otner 
bus~nesses. 

Can be more expensi1ve and time consum1ing. 

Avo~ds the potentsal for l~ne ma1nagem1ent 
proble1ms that can occur when rectiu~t~ng 
internal ty. 

An unsuccessful internal canidjdate mi1ght be demot,vated a1nd m~ght look for 
work elsewhere. 

The new appo~intee win not be famiUar wJth 1:he internal structure and syst,ems 
of the business; an i1oternal appointee woulld already have tnat knowfedg,e .. 

Sele · 
Once a business has re·ceived appHcations for the vacant post, ~t must decide if 
any of the applicants :is su!tabl·e to be offered the post. After any unsu.itable 
appl icants have beeri rejected, the process of selecti1ng the most su~table 
applicant begins. Thfs m1glnt be achi1eved by: 
• lnte·rviewing all suitable applicants. ilnterviews can be formal! or 1informaL 

Questions can be asked by both the 1intervi1ewer(s) and applicant, and the 
body language of the appHcaint can al,so be assessed un1less a telephone 
interview i,s used. However, some peopl.e perform well in interviews and car, 
mislead the interviewer about their a.bi licy to perform the ·cask in question. 
Effecrcive interviewing is not easy and the success ·Of ~nterviews depends on 
the ski ll of che interviewer. lncerviewirig can also be very time ·Consumtng. 

• Aptitude tests - shore tescs. designed to test the suiitarbllicy of che 
a.ppHcant co the actual casks co be performed. 

• Psychometric tests to assess, for example, how an applicant mi·ght react 
co a highly stressful sltuat1on or whether he or she is l~kely to be an effectfve 
mem,ber of a team,. 

• Demonstr,ations or presentations given by the applkant. For examp,lej: a 
person applying for a supervisory pose m,1ght be asked co take part in a rorle 
play to show how he or she mii,ght deal with a difficult situation ,or conduce: a 
S'taff meeting. 
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Now test yourself 
19 Explain two reasons why a business 

might prefer to recruit internally. 

20 Distinguish between internal and 
external recruitment. 

Answers on p. 202 
Tested 

Now test yo~rself 

21 Describe two methods of 
advertising that a business might 
use co attract applicants co a 
vacant post. 

22 Explain rwo m erhods o"f seleccion, 
giving examples of how each of 
them might be used. 

Answers on p. 202 
Tested · 



Once ic has been decided chat: chere is act:ually a post :that muse be fH'led, :the HRM 
departmenc w1111 find out exacc,ly what tasks and responsibf'lit:ies wlfl be involved in 
the Job. A Job description and a person specificaci'on/profile willl be wdtten. 

Purposes of job descriptions 
A job description includes detaHs such as the tasks and responsibHities that the 
success~ull cand1da:'ce would be expected t:o undertake. They can also include the 
pay for che job and any holiday entit lernents. They also usually explaJn who a 

person would reporc co .and wlham t:hey wi ll be respon~1ble for. 

Purposes of person specifications 
A person specification describes che quailiicjes, sk~ l ls and qualificac~ons chat: 
applican·ts shourd have if they are co be considered for the advericlsed post. Some 
aspeccs might: be declared as essencial and others as desirable. 

Purposes of job advertisements 
A job advertisement ,must be wriccen so thac only su~rabl'e appllcants are 
attracced ro apply. There should be suffident derail ro atcracc appropriate 
candidates and ro decer ·chose who do not have t:he r~,levanc qual~ties, s!<Jili lsl 
q uallficarioris o r experience. 

Now test yourself 
23 Explain the difference between a job spe-cifica.tion and a pen.on specification. 

Answer on p 202 

D q i e in a job adve1·tiseme1 t 
These rncl ude: 
• job tide 

• where the job is (some 1,arger companies might have several branches) 

• es~ntial1 skills, qualifications and personal qual'ities (and sometimes deSiirab~e ones) 

• brief details of ·whar: t'he Job involv~s 

• 'Che pay and condh:ions package 
• how co apply - for example, by ~etcer, by cel,ephone ,or online, and by 

app:licatfon form or curriculum vitae 
• whom to address the app'lfcatlon to; suclh as the HR manager or a 

recruitmen'C agency 

When, drawing up a job adven:ijsementl the bus1ness must .comply wfth al:I 
relevant: employment: legisl'ac~on a11d should ensure chat the advercisemenr does 
not i,mply any d1sadvantage to any applfcants because of thefr religion, gender, 
any disabfl ity or their sexual odenr:ation. 

ethods of reaching pocen ial a icants 
• Recruitment ag-enci,es including on line agencies. 

• Head-hunting - poaching experi·enced people away from other businesses. 

• Government .. funded careers/job centr,es - many councries lhave a 
network of offices to support Job searches. 

• Internet sites - this might be chirough the business's own website or 
ochers special1sing in job search~s. 

• Personal ,contacts - che people already in, the business m1ght know of 
suitable 'friends .and/or family. 

....._ _____ .. •~;Jlc,.llli(IJ§!l.11. _ ____.J 

Jo 'b description: ouitl~nes the tarSks and 
re sp ons~bmti,es of a part~ou ~ar job. tt a ~so 
outlines who reports to tt"ile person and 
whom1 they report to. 

Pers on spe cificat ion= d@'ta~ Is 
the persona II quall1ities1 exper1i einc,e 
a nd qualiificaitions required to f i1H a 

vacant post. Essentia~ and des1irable 
re qui1rements are l~ke,Jy to be stated. 

Job advertise m en.t: a no"ti ce placed 
~n approp;riaite places (e.g. newspapers 
and noti1ce boards) desi1gned to 

encoura1g@ surtabie applkants 1o apply 
for ai vacant post. Job advert~ements 
shou ~d g1irVe suff~ cient jnfo nm a"tio n to 
attract suirta ble ca1n dtdates an dl 1:o deter 
unsuitalb!e ones. 

Tested 
- - - - -

Revision activity 

1 Draw up a list of reasons why a 
retail business might benefit from 
using internal recruitment to fill a 
shop manager's post. 

2 Draw up a list of reasons (for 
and against) a business in a highr 
technology industry seccor using 
externaJ recruitment to fill a 
vacancy for someone co join its 
research and development team. 

Expert tip 

When answering questions on HRM., 
make sure that you do not confuse the 
recruitment process with the selection 
process. 
. ............................................................................................................ ........... . 
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Now te·st yourself 

24 Identify three methods of reaching potential applicants for a job. 

Answer on p. 202 

·Tested 
- -

~~~~~~~~~~~~~~~~~~~~~~~~~~t•l;Al-fBU!i§!···~~-
1n 1many ,counrrfes i:he ·law requires that a new employ.eel or one who has had 
a change .o,f position within a business. must be given an employment contract. 

Main features of a contract of employment 
• Details of che job including the job dtle and che main casks and 

respons·ibi If ties involved. 

• The agreed working hours ~ hours per week or monch o r perhaps 
an nu afi sed hours. 

• How long ·che cont(acc wiliJ be valtd for if le is a shorc--·cer·m1 concract. 
• Deta11s of pay and how paymenc wrn be calculated and paid, such as weekly 

or ·mon·ch ly. 
• Holiday entitlemenc. 
• DetaUs of how the contract can be ended - for examp le, the notice 

required to term inate the contra.et by either the employer or the emp:loyee. 

BQnefits of an employment contract 
The empl'oyer and e 1mployee are both clear about the term,s and condrtio ns 
that have been, agreed. In the case of a dfspute arisfng; th is can be resolved by 
checking the details of the employment contract. 

Reasons for terminating an employment contract 
• Agreed changes in the cont ract of employment: as a result of negociation or 

promotion. 
• Resignation of che employee. 
• Breach of t he cerms of the contracc by either the emp1oyee or ·che employer. 
• A short-term contract might have reached the end of che time period agreed. 

Em p loym e·nt tont ract: a legaUy 
bi nd~n g do ou ment ou~I i ning the terms 
and coin drt~o:n s of e mipl oyme,nt, e. g1. 
pay, ho ~idays, tasks and respons~ b~liti es. 

-~----------------------4•J&1@1nma1.1•LJt 
Difference between redundancy and dismissal 
Redundancy is when the bus~ness no longer requkes a partkular Job to be 
done. It is ~mportant to remember that jr is the Job that is no longer needed, not 
the person doing the job. 

Dismissal fs when the e1mployment contract of a worker Is terminated by the 
employer because of inappropriate acci,ons ,of the employee. 

Reasons for dismissal 
These indude: 
• faiillng to work to a requlred standard 

• p@rsi.st@nt abs@nteeis,m if absence was unauthorised 

• pers~scenc lace arrival for work 

• using vfolent or chreat:enlng behaviour 

• being dishonest during t he recruitment and sel·ection process 
• damag.ing the goods or t he property of the bus11ness 
• stealing goods ·Or property from the business 

The· llast four reasons in thfs list wou'ld justify instant dfsmi1ssal1 wfthout the 
paymenc of any moneys fr1 lieu of notice befng given. 
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Redundancy; when a business no 
,onger 1requ1i1res: a 1pa1nku~ar job to be 
done r wh rch means tha,t the worker 
doing that job ms no longer required by 
the bu Siin ess. 

Dismissal: when the ,employiment 
contract of a worker js term~na,ted by 
the emp1 oyer because oi 1i1n a1ppro pr~ate 
a aions by the empfoyee. 

Now test yourself 
25 State ·two ·features of an 

employment contract. 

26 Briefly explain the difference 
between redundancy and dismissal. 

Answers on p, 202 
Tested 



---------------------------.. ifUM·I 
The human resource management department aims co ensure high levels of staff 
morale and we~fare. Low leveils of staff monl'le and we:ifare can result 1n a poorer 
standard of work and can a.lso cause an increase in a.bsen'teeism and labour 
turnover as wel,!I as poor punctuality. The welfare of workers js also i,m portant 
b~cause lf. for fxample, an empJoyee ~s @xped~ncing probl1ems in thek priva'C~ 
llfe, thi1s can negatively aff~ct their ab11i'cy co ·work well. 

The relationship between HRM and staff morale 
and welfare 
The HRM department should do the foHowing 
• Ensure that health and safety ,legislatlon is followed. The depart1ment shourd 

also deal with any problems tfiat a,rise if there i,s a breach of heal:th and safety 
laws. 

• Offer heip and guidance to employees who are being affected by problems 
outside work, such as hous,ing or persona1l ,issues (e.g. a serious il llness in the 
fami,ly). 

• Encourage and monitor the provi1sion of some leve,1 of healthcare within the 
business. 

• Monitor t:he 1,evels of mot~vation in the business and encourage appropr,iate 
action when necessary. 

• HeJp and encourage employees to achieve a sensible work- Hfe balance. 
• Ensure t hat polkies for diversity and .equali ty are in p:lace and are fo llowed. 

Policies on equ lity and diversity 
Many busi,nesses now have a specific policy related to equalicy and d~versity. 
The equa~ity aspect of the policy willl relate to making sure rhat equaJ 
opportunities are avai lable to a~I employees and that emplloyees willt not face 
discriminatio n on t he grounds of raceJ religion, gender, d1sabWty or sexual 
odentation. 

The diversi:ty element of such a poltcy wi:11 relate to the changing demographi,c 
of the workforce and/or the customers of the busrness and/or the country or 
countries in which the business operates. Many buslnesses now operate in a 
m1ultlcul'cural and multjracial1 society/ and many of the1m strive ro recruiit: a 
workforce cha c ref I eccs that. 

The purpose of staff training and development 
Training and development t:akes place tn order co ensure tha't .employees have 
che requfred kn,o,wledge and ski lls to perform their tasks to the best o,f thek 
ability. Train 1ng needs can arise for a variety of reasons.: 

• When a person is newly appointed co work for a !business. They wHI need co 
be made famil:iar with rhe scruccure and systems in, che business. 

• When the business diversifies into new products or rocal ly new business 
acc1vittes and an employee ca.kes on a new role. For example, a 'food 
manufacturing business might begjn co produce cook1rig ucensiils and 
·chereforE? ixist:ing st:a.ff m~ghc need co acquire new ski lils and knowledge. 

• When an e,mp1loyee is under-performh:ig and it is bel1ieved that additional 
cralnirng might resolve t:he prob1lem,. 

• When an e1mployee is promoced co a more seni,or pos'c. It could be rhac the 
employee wi ll need co acquire so·me supervisory skiJ ls and to unidersrand 
some managemeint issues 'that: he or she did not: have co deal with rin chek 
previous posr:. 

Expert tip 
••. ••••• u . uo ••• .•.• ,.,~ •.•••••••• u . 011, •• .•.••••••.•••• ••. • u,. 

For the purpose of analysisJJ staff 
morale and welfare can often 
be developed in the context of 
motivation. But do not write all you 
know about motivation; keep rhe focus 
on the precise q u.estion set,, such as the 
responsibility of the HRM department 
for staff morale and welfare. 

I I II I U UU U UII I I IIIU U UU 11 ... Ulllll&IIUIIIUIIIII • 
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Trraining can take varlous forms: 
• Induction training - given to new emp,loyees to help them to fam~liar1se 

themsetves wi,th all aspects of the bus1ness and their rol:e 1i11 it. 
• Qn,..the-job training - carded o ut at the pJace of work and involving 

rearning by watching an experienced worker or being g,iven instructions 
about how to perform the requ~red tasks. 

• Off ··the.-job training - carried out away from the place of work, such as 
at a local training centre or coHege. 

Table 10 Training methods: advantages and disadvantages 

• Tralning wUI be dkectlly I • The 'trainer' i·s beingi 
reh~vant to, the work to, be drawn away from his or 
done and to the busioe-ss. her own work., resulting 

•
1 It can be motivating for Jn lo,wer output. 
the worker chosen to • The trasnee learns ho,w 
tirain the new worker. to perform spedfic 

• Employees are 'tasks but may ~adk any 
conttiibut~ngi to understanding of what 
production, whjle t ra~ntng1. e~se the bus~ness does. 

e, It :is genera1llly cheaper • Cosily production errors 
than off-the-job training. can be m.adle dur1ngi 

traJning. 
~~~~~~~-+-~~~~~~~~~~--!-- ---~~~~~~--t 

• Employees are not taken 
away from 'the~r work to 
train ne'\N peopJ,e. 

• ' Tra~ners are Hk~y to be 
1more e:xperi1e1nced jn 
teach~ng . 

e, Employees might 
a-cquke a broa1der sk 11 ls 
and knowledge base 
than dudng on~the ... job 
tta~ning. 

• ' The employees are not 
ip,rodudn g anything for 
the bus.4ness whH,e .away 
being tra~ned . 

• , Not an of the stdUsand 
lknowJ,edge m~gh1 be 
re1,evant to the bus~ness. 

• It can be expensive. 

A disadvantage of any type of tra.in1ng is that 1more h1ghl1y tra]ned empl.oyees 
becom.e more attra:ct~ve to other e,mpiloyers,. so they are 'more l1ikely to teave. In 

additio n, the employees might judge themselves to be worthy of a higher l:eve'I 
of pay. 

An advantage 'is the increased level of mottvatlon that empl,oyees m,ighr fee l 
because rhey are llke:ly ·co fee 1I more valued and imporcani: if their e'mployer is 
wHiling to spend money on training them. They might also feel more able to 
apply for higher-l;evel posts and rherefore fee11 more fulfiHled in thei,r work,ing llife. 
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Expert tip 

When writing about training, make 
sure that you are.answering in context 
and that the craining you suggest 
is relevant to the situation given in 
the case study or question. Do not 
write all you know abour training if 
the question is about a specific type 
of train Ing in a particular business 
situation. 

Revision activity 

Wrice down each of 'the mal n headings 
of this chapter a.nd then try to I ist as 
many facts as you can remember under 
each one. Try to apply each of the facts 
to as many different business situations 
as you can. Make sure that you 
consider all sectors of the ~onom y and 
do not restrict your thoughts to only 
the retai I or the manufacturing sector. 

Now test yourself 

27 Briefly explain two benefits co a. 
business of training its employees. 

28 Disting--uish between on ... the.job 
training and off·the·job trainin& 

Answers on p. 203 
Tested 



What is marketing? 

. The role of marketing and its relationship 'With 
h b . . ... ot er -us1ness act1v1t1es 

Marketing is 'Che process of idendfying, ancfcipating and sacisfying cuscomer 
requlrement:s profikabl'y. To market a product: a business m,ust:: 
• Find out through market research what customers wane and how much they 

are prepared ro pay. 
• Use this informat,ion to produce appropriace produces at a cost cihac wi ll 

make the selling price acceptable co consumers and enabl'e the business co 
make a. profit:. 

• Com,municate rnformarion about che produce. its price and how to buy it 
co potential customers through a range of marketing accivities ,jn such a way 
chat they decide ,:,o m,ake a purchase. 

• Ensure that the marke'ting functional, area works t:ogether with ocher areas 
including production,. human resour,ces, finance and operattons plann,ing to 

make sure t:hac t:he 4Ps - produce, pirrcel pro,mocion and place - are right:. 

D~sposabl'e barbeques wi ll be m.ade of inexpensive rnarerial's, be sold at a low prke 
in many shops, garages and hollday destinations.1 and be prorr,oted wid, in·store 
signs and posters. 

Marketing objectives and corporatg objectivGs 
Corporate object1ives are the goafs or targets the whole business 1s trying to achieve. 
These prov~de a fra:mework for all activtties and set the purpose for all employees. 
The marketing objectives should be related to these and help to .achieve them. 

In 2011; Uniliever sec an objecc,ive of doubling t ihe size of tfie business whHe 
reducing the environmental footpr~n,c. This invo~ved marketing objectives 
of seiiling jr,creasi:ngly environ1mentall1y friendly produces and packaging, 
using pr:omodon and advertisrng 1:0 en,courage consLJ.mers co buy m,ore 
envjronmenta'lly fr1end~y products1 sourcing su.stainably, not rncreas~ng prices 
and increasing the number of pjaces Unilever products are available in. 

Market,ng objectives may re,late to salies revenue, sales volume,. customer 
awareness, changes in product ranges, market share, brand loyalty, repeat 
purchases. new markets, customer sat1sfactlori and ne'W products. 

Now test yourse·lf : 

Revised 

Marketing: the process of identifying, 
a ntid pa1:1ng and satisfying o.JS1tomer 
re qui1re,m,ents prrofrtab ly. 

Expert tip 

Marketing integrates a range of 
ideas. It is not just abouc advertising 
and promotionr and is integrated 
with other functional arieas., such as 
producrion, finance and H RM. 

Expert tip 
• •• o , , ,I,~ I ,111 lo,,,,, H I HO,,,,, ,I ,11 ,I 11 lo,,,,, H .I HU••••••' ,1, 

Remember that marketing objectives 
shou Id be SMART ~ specific. 
measurable, atcainable, real isric and in 
a timeframe. 

Tested 

1 Scace a possible business objective and identify two appropriate marketing objectives. 

2 For both of thes.e marketing objectives, identify an appropriate objective for each of the four P elemencs - product, price, 
promotion and place. 

Answers on p. 203 

What is marketing? @ 



--------------------------------lfUH·I 
Busfnesses sell rcheir products in markets. A market is a place or sys·cem that 
enabtes producers of a good ,or servke to meet: potentia1 buyers and exchange 
chese produces for money. Producers supp~y goods or sarv.ices; custo,m.ers 
demand goods or servkes. 

Factors influencing supply 
Supply is the quantity of goods or servfces belng made avaBab~e for sale at a 
pa.rt1cL.tlar price and ti1me. Supply depends on how much profit businesses think 
can be made. so che 1mafn factors in.fluendng supply are: 
• Price - if the price of a good rises, a greater quant,ity wm be supp ~led ico the 

market (greacer profits ace as an in,centive) and vice versa. 
• Costs - if the cost o.f producing a good ri,ses, a smaller quantky willl be 

s.upplied ·co the marke·c (Jess. profits act as a dtsincentive) and vice versa. 

As an example, when che pr1ce of oH was r1sing. many co,mpanfes began 
exploring increasing oll production by frack:ing (using h1gh-pressure water to 
force oJI from oil shale deposi·cs). The cosc of producing bacceries and charging 
systems for e~ectric cars 1s fa111ng and t:he supply of these is increasijng. 

Tlh~ cost of a product is influenced by. 

• the coses of production - labour'- n1ateria,ls, fue1 and renc 
• advances in cechnology, n~sulcfng ~n1 low@r costs - for ~xampl@, IT systems 

reduce administration costs 

• taxes, wh~ch 1increase costs, such as increa.s1ing taxes on tobacco produces, 
and subsidt@s, \-v hich decr~ase co,scs 

• governmenc regula.'cions - for exampre, health and safety req u1remencs 

The suppl:y curve in Figure 1 shows the effects of t hese ~nfluences on supply. 
The curves, plots the quant1ty of a good supplied against the pri.ce of the good. 
The curve slopes upwards from ,left to right, show'ing that as the price increases 
so does the quantity supplied. 

If any of the four faccors. Usted above changes; the supply curve wil I move its 
position. A fall in cost:s will move the supply curve to the right (an lncrease in 
supply) from s, co 52, and a rtse 1n costs wil l move the supply curve to the left 
(a decrease in supply) from 51 to S3. 

Factors influencing demand 
Demand 'is the quantity of a good or servi·ce that customers are wilJing and able 
to buy at a partlcuJar prke and t~me. Price i's a key determinant of demand. as 
generaUy t he cheaper a produce is, che 1more people wfll wish to buy it and vice 
versa because: 
• with their 1income they can afford to 'increase their purchases 
• ft becomes reladvely cheaper compared to other goods 

Exampl1es are foreign holidays an.d e,lectric cars. 

Oche,r faccors chat i1nfluence demand are: 
• The price of related goods - foir examptei as co.mputer prices have faJlen, 

·che saJes O'f pri1ncers have risen (negative re lacions'hip), and if the price of mHk 
rlses, sa~es of soya substit ute milk also rise (positive relationship). 

• Income - a person wlth increasfng income will usually buy more of a 
produce,. such as foreign holidays, coffee and restaurant m.eals. But for some 
produces demand faUs as ~ncome rises, such as margadne and low~qual'ity 
shoes. 

• Fashion and attitudes - these are inAuenced by the m,edla, governm,eint 
acclons .and advertising; for example, smoking fs decreasiing as. increased 
regurlatio,n and adverdsemenrs stress 1t:s ha:rm·Ful effects. Conversely, 
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Market: a place or syste·m dlia1t enables 
producers o.f a g·ood or servke to meet 
p otent•al lbuye rs and exchange these 
products for money. 

Supply: t he quant~ty of a g:ood o r 
serv~ce which js made aivaillable i,or saie 
at a partku llar pr~ce and ti1me. 

Price 

Quantity 

Figure 1 Supply curve shifts 

Now test yourself 
3 Identify cwo factors that might 

influence the supply of breakfast 
cereals. 

4 What 1effect do the following 
have on rh e supply curve for taxi 
services? 

(a) the price of taxi rides 

(b) the int roduction of very cheap 
electric ears 

Answers on p 203 
Tested 

Demand:· the quanttty of a good or 
service wh i1ch cus1orners a re willlin 91 

and ablle to buy at a partteulair price 
and 'time. 

Price 

Quantity 

Figure 2 Demand curve shifts 



advertisi.ng and promotion are used ro shift the demand curve to the right 
for many products. 

• Seasonal factors - for exa1mp!le, ice c:real'm is demanded more in summer; 
demand for Christmas decorations increases in Novem.ber and December. 

• Demographic factors - age and gender distribution affect demand, as 
d~fferent groups demand different products. 

The demand curve in Figure 2 shows the effecrs of these irifluences on demand. 
The curve D1 plots the quantity of a good demanded against the price of the 
good. The curve slopes downwards ·from 1lefi: to right, showing that as ·c'he price 
increases the quantity demanded fall's. 

If any of the factors influencrng demand changes, the demand curve will move 
its position, either to the left (D, co D3, .a fal,I in demand) or to the right (D, co 
D2, an increase in demand). 

Interactions between price, supply and demand 
Supply and demand inceract in a market t:o produce an equmbrium quantity 
bought and solid at a particular market price. Unless there a:re changes to the 
factors influendng supply and demand, the quantity and pdce wiU remai1n the 
same. Any changes will alter the quantity and price. Thts means that businesses 
m.ust pay atter,cjon to market conditions and be ready to respond to changes 
in costs, competitors actions, government poHcies and society. They may wish 
to be proactfve and try to change the demand or supply ,curves by invesrlng in 
l·ower~cost equip.m1ent or 1increasing spendfng oin advertising and promolion. 

At point AS, and D, cross, givtng a quantity bought and sold of q, at a price p,. 
'If a factor inf'luencing demand changes and demand tncreases, the demand 
curve shifts to D2• crossing the supply curve at iB and giv~ng a new quantity and 
pr~ce of q2 and p2 . Then if a ifacror infruencing suppl,y changes and supp1ly 
1increases, the supply curve shlh:s to S2, crossi'ng the new demand curve at C and 
glving a flnal quantity and price of qJ and p3. 

Revision activity 

1 Consider Figure 3, showing the operation of supply and demand curves. 
Assume that the product involved is the car market. 
(a) Suggest two pos.-sible reasons for the shift of demand from 0 1 to 0 2• 

( b) Suggest two possible reasons for the shift of supply from S,
1 
to ~. 

2 Choose a product with which you are familiar. Outline the main factors that 
determine its demand. 

3 Eazicut is a hairdressing shop. with separate facilities for male and females. le 
offers low-price services and for 10 years has worked at nearl'Y full capadry 
with a profit margin of 17%. This year customer numbers and revenue have 
fallen. The landlord has increased the rent and the semi-skilled workforce 
has succeeded in gaining a significant pay rise. Profir-S have started to fall. 
Two new hairdressing shops have opened and they both offer other services 
including manicure} head massa.ges and henna cattoos. Family incomes in 
the town have risen and a fast main road to a city 25 kilometres away has 
been open for 6 months. The owner of Eazicut is seriously worried. She is 
considering the fol lowing options: 

• an adver~ ising ea m paign 
better equipment to reduce the time taken for each customer 

(a) Explain two supply factors that might have contributed to Eazicut's 
fa II ing profits. 

('b) Explain two demand factors that might have concribured to Eazicur's 
fa II ing profits. 

(c) Usin_g supply and demand diagrams, show how each of the two options 
will increase the number of customers. 

Now test yourse·lf 

5 Identify three factors that influence 
the demand for fashionable boo·ts. 

6 \tVhat effect do t he following have on 
the demand curve for taxi ·services? 

(a) pr ice of taxi rides 

(b) train fares are reduced by a 
large amount 

Answ·ers on p. 203 
Tested 

Ex.pert tip 

Make sure that you consid~r changes 
in the factors influencing supply or 
demand one at a time. Each change 
has its own effect. 

Price 

q 1 q2 'h Quantity 

Figure 3 The operation of supply and demand 
curves 

Supply and demand d ia,grams may 
be drawn with no numerical axes but 
make sure you cl early label the axes, 
the supply and demand curves, and 
the equilibrium prices and quantities. 

Now test yourself 
7 Define the fol lowing terms: 

(a) supply 

(b) demand 
( c) market price 

Answer on p 203 
- -

~ested 

Now te·st yourself 
8 Is a company supplying s,teel .. coe 

safety boots in the bui lding/ 
construction industry or in the 
footwear market? 

9 Suggest one way your answer to 
the above question might affecr 
the way the business carries out its 
marketing. 

Answers on p. ·203 
Tested 

What is marketing? @ 



-----------------------------lfUH·I 
A markec brings buyers and sel1lers of a product together. Markets may be 
described in terms of locat,ion or ,odentation co producers or consumers. 

Location 
A marke·c may be Found in a 1local, regi·onat national or internatlonal setting. Each 
setting has ,custom,ers with different needs and businesses must be aware of this. 
Some markets are extremely l,ocal wic:h buyers looking for seHers who are nearby. 
Businesses such as small! shops, restaurants and garages are ,o·ften located close 
co w,here customers might be. However, t:he internet: mieans that consumers far 
away may be able to buy onrnne from busin@sses opera6ng in local mark@rs .. and 
the increase in the size of businesses means that ·many loca1I services are now 
provided by large national firms. 

Nat· o a reg· o al an intern tion I markets 
• National markets - many countr1ies have consumers wich 1national 

characcer~stics and needs. A country forms a distincc Lff'lit chat makes it: a 
carget for markecing. 1Na:c1onal cransporc syscems, laws and behaviour mean 
that: businesses cha:c are !large enough to market t::o the whole country can 
use mass m.edia to do so. 

• Regional markets - these are t:he next st:ep up geo,graphically. A 
regional ,markec may ,cover a set of countr1es that have something .in 
common - for exampl·@, bt1long~ng to a free trade area llike ASEAN or 
a poVitica~ group like the EU, or being close together geographicall1y or 
cukuraLly I i,ke the countries of the M iddle East. Sel l~ng to, a region means 
that the products offered across the region must be s1m i1lar and m,arketed 
rn s·i mi I ar ways. 

• International markets - many consumers across the wodd have the 
same needs. Globalisation has meant that products that appeal to human 
needs are now marketed across the ·wor1ld. Soft drinks, ·coffee, fash ion 
wear and cars are now m,arketed globaHy usi ng the same techriiques. 
perhaps adjusted for smalll d1fferences between countr~es and regions. Th is 
means that the global m,essage 1m,ust be the same in every place .a product 
is sol.d. 

Consumer and producer markets 

Now test yourself 
10 Assign these products to one of the 

folloVJing ·types of market - local; 
nationa l, regional or international. 

(a) jeans 

(b) painter /decorator 

(c) chocolace bar 

(d) golf club 

(e) oil drilling equipment 

(f) sports ear 

(g) cigarettes 

Answer on p. 203 
Tested 

Consum,er market: a ,market where 
the ma~n cust-0mre.rs are indjViidlua~s or 
h ouseho~ds. 

Producer ,market a ma,rk:et where the 
maln austo:mets are other bus~nesses. Defining the buyer in a market is very 1mportant because th~s wil'I determfne 

how to market a product. For exampl,e, within the footwear ·market there are 
submarkecs for various types of shoes and boocs, including ladre~ fash ion shoes, 
work boots and gol:f shoes. The seller must identify and meet the needs of the 
buyer 1n1 the way it markets ·che product:. 

. Now test yourself 

Many products are designed 'Co be soild co consumers. Consumers are che 
end.use rs and buy goods such as shoes, cell phones, fizzy drinks, furnirure and 
househo1ld ~terns. They typica.l'ly buy from a store or 1ncreasing~y onllne and are 
looking for products that make them feel good. 

Other products are bought by produ.cers who wH I use them 1in rproduct:ion. 
These include goods l:jke tractorsl office equipment, lathes and other machlnery. 
Producers look for technica:1 performance; efficiency and 1low cost. They often 
buy from sales staff, dedicated wholesale stores or d1rect from the sel,:ler. 

semng in a consumer market lnvnlves marke·cing to many people whom 1che 
selJer does no~ know and arra11g~ng suicabh2 djstribucion channe,ls. SeJling in a 
producer market involves marketing to a smaller number of buyers, many of 
whom can be approached direcr'ly and who are influenced less by advertising 
and 1more by specification and price. 
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11 Consider the fol lowing products. 
For each, decide whether iris a 
consu.m er or a producer product. 

(a) shrink wrapping machine 

(b) evening dress 

(c) bubble gum 

(d) large compurer syste·m 

(e) spteadsh eet 

(f) saloon ear 

12 Explain che di·f ference between a 
business that is market orientated 
and one that is product orientated. 

Answers on p 203 
Tested 



Differgnce between product and customer (market) 
orientation 
A business rmust loe able to define the market for its own products in order to 
make sure thac chey are appealiing to the correct type of customer when they 
carry out marketr:ng activities and take accoun,c of the1r compet:ltors. Businesses 
1have a choice. They can be product orjentated - producing a produce and then 
trying to sel I it. This wrn i,nvolve a focus on research and develop men c. In 
concrasc, chey can be customer or market orientated - find,ing own: che needs of 
the 1market and chen producing a produce ·co meet: t hose meeds, what:ever chey 
are. Tni·s w1JI involve a focus on market: research. 

• Market size is the total sates by all the businesses supplying that m,arket. !It is 
usual'ly expressed :in terms of saJes r:evenue; which equals total consumer 
spend1rig o:n all products in that market. Sometimes it rs expressed in terms 
of sales voJume, wh~ch cou 1ld be measured in to{all tonnes, l1itres or u.n 1t 
numbers. Market s1~e measures how targe a market is. 

• Market gr·owth is the percentage or absolute increase in the siize of a 
market. This fs a measure of how fast the market is grow~ng. 

• Market share 1is the pefcentage of the total market held by a busiiness or 
product. This 'is usuaHy measured by value. 

k h 
.· saJes va~ue ofvoiume of business 100% .. 1mar et s are = x r, , 

total market sales value or vo1ume 

Problems associated with measuring market share and 
growth 
• tc may be diffku!l'c co define a market accurately. 
• Data wil I never be ·cocaUy up to date and are difficult to obtain. 
• Products ,may change rapidly. 

Implications of changes in market growth and market 
share 
Understanding market growth is important because: 

• the fast.er a market grows, the m,0re at:cractive ~t ls for fir1ms co enter 
• 'firms i,n a growing market are likely ea. see sa!les rise wfth market growth 
• firms iif1 a growing market are li lkely co face more c,01mpetit1on 
• a declrin ing market may mean falling sales and ,more competition 

Understanding market share is im,porcarnt because: 

• it einab'les a business to comipare its performance aga~nst its competitors and 
agaJnst its own targets 

• a high market share generaUy means a business has been successful 1n 
meeting customer needs and gaining some control over the market 

• a high market share may 1mean either that competition is Jiike'IY to increase or 
that any co,mpetlt&0n has been minfm1s,ed 

• a 'low market share may indJcate a new product or a product that is near the 
end of its Hfe, or poss1bly a market w ith a large number of businesses 

Market share data 1must be analysed carefulily in order to decide which 
explanation fits. This unders·cand~ng 'Wirl enable a business to make informed 
deci1srons about ics marketing activities. 

Expert tip 
When answering a marketing question, 
make sure you identify the type of 
market the product is being sold in 
before considering marketing methods. 

Market si.ze! the 101.:d 5ales irevenue O·li 

vollum,e ~n the ma1rlket. 

Market growth: 1he absolute or 
percentag,e increase in the s1ize of a 
market. 

Market sha.re~ the percentage of 
the tot a f m ad:et held by a business o,r 
product. 

What is marketing? @ 



Re·vision activity 

Computer tablets: worldwide saJes, quarter 2, 2011-12 (OOO units) 

Appl,e L 9 248 t- 62 17,042 68 _, 

Sam,sung 1,099 7 2.3911 7 

Am,azon 0 1J252 s 
AS.US 39'7 3 855 ? 

Acer 629 7 385 2 

Others 3,668 24 3j067 ? 

84 

118 

116 

- 39 

- 16 
-it--

Total 15,042 24,994 

1 Outline reasons why these data may not be ac.curate. 
2 Calculate the following: 

(a) the market shares indicated by'?' 

(b) total market growth, in absolute terms and as a percentage 

1 To \l\lhat extent is the world\\Yi de ta.blet ma.rket growing? 

4 Explain which company would be most pleased with these figures. 

5 Explain which comp.any would be least pleased with these figures. 

6 Discuss whether the tablet market is becoming more compet itive. 

7 

7 Choose two of the five named c-0mpanies. Using the data.,. suggest possible 
objectives for each of them in the next year. 

Now ·test yourself 
13 Define the following terms: 

(a) market share 
( b) market growth 
(c) consumer market 

(d) national market 

Answer on p. 203 
Tested 

Expert tip 

Make sure that you do not confuse the 
growth of a markec ,( changes in market 
size) w ith c hange.s in market share 
(changes in the percentage of sales 
held by one firm}. 

~l'-----------------------------------------fi&iH§·I 
Many products and servrces are s-o ld to 1m,eec ,consumer needs. Conisumers 
sometimes buy dtrect: from a producer (for examp!le. in a restaurant or ac 
a craft faJr) and some·cim,es from a discriburor (e.g. shop or market stall'). llt 
is diff1cuh: for a producer ·co comr-nunicare co al·I consumers, who rm,ay buy 
on ·the basis of em,odon or envy and be heavily influenced by fashio n o r 
advertising. 

Producers are looki ng for d~fferen,t products_ often including ,components 
or mach 1inery, and w1i1II buy in industrial markets, often referred to as 
busi ness-to-busi1ness or B2'6 markets, Buyers seek performance; efficiency 
and low cost as they use the products in t heir business to produce flnjshed 
goods for sal1e. Suppliers of products for industrial rmiarkets need co find 
ways to market to appropriate businesses rather than engaging ~r, mass 
marketing. 

Now test yourself 
14 Decide w.h ether these product..s 

iUe sold in consumer or industrial 
markecs: 
(a) cough sweets 

( b) a 30-ton ne lorry 

(c) Wellington boots 
(d) pocket radios 
(e) brakes for cars 

15 Identify one difference in the way 
a product may be marketed to a 
consumer market as compared to a 
producer marke·t. 

Answers on p. 203 
Te·sted 

4i~it;-11--------------------------------------------·•siWUM·I __ J 
Mass marketing 
Mass m.arketing is seii!ing to the whdl@ of a market. This means a business must 
be abl1e to supply large quantit ies of a product that appeals to the whole of the 
market. Mass m,arketing bus]nesses often: 

• supply l·arge q uantkies at low pdces 
• create a brand that custO'mers can easily ldentify 

• need ro spend la.rg~ amounrs on adverdsing 
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( Mass m a rketing~ seilhng to the who,e 
I of a1 market. 



• need mass distribution chan nel:s 

• operace ~n competitive markers 
• cry and buHd up a unique sellling poi n.t 

as a k ·no 
Mass marketing enables a business to dom]nate a whol1e market achieve 
econom1es of scale and .low production ·costs, and generate large profits that can 
eriabfe further product developm,ent or market1ng. This may appea1 to a certa1n 
type of entrepreneur. 

Benefits o ass m rketin 
• High production levels enabl1e low u.nft costs and hence a low price. 
• Su,ccessful mass 1marketing leads to high sal,es revenues and high profics. 
• Being in a mass market is often associated with a strong brand. This and the 

low cosc per unit: o·f producc,ion help prevent: compet:irors encering che 1mar1<e1:. 

• Mass~markeced produces o·ften have very long product 11ives. 
• Other new products can be successfutly ~r,troduced using the existing mass 

brand lmage. 

Li it tions of mass marl<e in 
• Very high costs of adverds,ng> marketing and distribution are incurred to 

reach the whol'e of the market. 
• Mass markets are often very competitive, lead·ing to h~g h marketing costs or 

I ow profit ·margins. 
• High consumer awareness of a brand may not lead ro sales as compet:itors 

rnay reach them ,more effectively. 
• There is a high rrsk of fail:ure and large losses are possible. 

Niche marketing 
Niche marketing is when a business sacisf~es che needs O·f a s1maH segment of a 
larger market. It is vital to identify the parckular needs of this segment before 
,m,arkecing t'he produce. N'iche markers often: 

• are concerned with, speciaHsc produces 
• enable the first company to e·nter to bufld a dominant posft~on 
• al:low bus~nesses to charge ·a premtum prlce and are thus very profitable 
• are relatively smalt with restricted growth potential and !litt le opportunity for 

reducing average production ,costs 
• become competitive as busfnesses are attracted to high profit margins 

Q ·c e a· et· , 
Niiche mark@t:i .. ng may ib~ appropriat~ for a produce chat: appeals co a. denned 
sub-seccion of rhe whole market. le may enable a business to target partkular 
types of consumrer in a way that mass-'market producers cannot. 

Be fi of niche rke ing 
• Produce and markedng act:iv~cies can be tai:lored spedf1calrly for the ca.rget: 

consumeir, and will be more effective and less costly, wich 1;ess wasce. 
• There are IO'wer levels of competicion in a smaller market. 

• It may be possible to charge a high price chat: gi1ves high margins. 
• Niche m·arke(ing is a good way of introducing a product and but'lding a brand. 

Limitations of niche 1narlcetin 
• Consumer target group must be accurate,ly defined and this may be difficult. 
• Promocjon must: be righ·c1ly focused on the rarge·c group robe effective. 

• Niche markecs are generalily small, making expansinn d1fficul.t. 
• Niche market produces are usually d1fficttl'c to adapt, so faHure means chat 

·c1he business may ·fail. 

Niche ma,rketing: when a busi1ness 
sa11ti1sfmes the needs of a sm aH se giment 
of a la1rg er market. 

What is marketing? @ 



~----------------------------------------------------~•'t'i@lff!«~~!·l1 ___ • 
N1che rmarketing is a particular form of segm:entation. Segmentation ls the 
process .of identifying partkul.ar groups ~n a market that have s1mi'lar needs and 
wanes. le requi.res market research to escablish the segments. These groups are 
Ii ke1ly co have the same characterisrks, meaning chat: 
• marketing can be aimed specifically at these groups and not at people 

unlikely ·co buy 
• the product can be di,fferentiated to appeal to the segment 
• other niches may be fou.nd that have little or no competition 

Benefits of market segmentation 
• There rmay be a clearly ident:ified t:arget: (O selll to. 

• There ,may be :less compec1tion, so prices and profits can be higher. 
• Customer needs can be addressed close'ly, so sailes wiill be h~gh 
• Market share and brand l'oyalty ,can be increased. 
• Targeted consum:ers may be wfll'lng to pay hfgher pr1ces. 
• Lower marketing costs . Targedng effectively means less promotional waste. 

Limitations of market segmentation 
• lit may be expensive to ident1fy a part1cular segment. 
• The maximum pos·sib fe sales may be loW; as t he segment may be smalJ. 
• There are high marketirng costs per unit of sales. 
• l't is dlfficu.lt r:o expand into a wider 1market. 
• s~gmencai:ion ~s a high-risk srra~gy if mark9ting acciviciE?s ra.i,I co g~t sales. 
• The business may beco,m.e idencified wich 'Che segment:, making i:c difficulc co 

produce other produces. 

Methods of market segmentation 
G graphic 
• Targe·rililg a specific Jocat:ion or are~ such a.s a dty or region, as d i.fferenr 

locations may have different preferences. 

Dern ra 1c 

• Age - d~fferent ages tend to have dffferent needs: for example, most 
mobilicy scoo·cers are used by oilder people; younger peop,le have pan:icular 
needs for entertain·menc. 

• Gender - cos 1m,etfcs are primarily used by W·omen. 
• Type of household - peop~e ~iving on their own !nave different needs from 

a family group wtth chi 1ldren. 

s c ogra ics 
• Personality and .atti'tudes - psychologists identffy different types: for 

example, early adopters will buy new products as soon as they come out, for 
a high price. 

• Lifestyle - ful 1-t ime workers in ee d d ifferent t:h in gs from ret [red people. 

S ioecono ic t ctars 
• Socioeconomic group (SEG) - measured by a m,;xcure of incoime, 

educat]on and .occupation: for exampl,e, different SEGs might read different 
news.papers. 

• Types of product purchased -a detailed database may show variat~ons in 
·cne t: imtng of purchase and ·che type of product bought. 

Once a .segrTient has been ident:ified, appropriate marke·cing methods ,can be 
used co influence chose in rhs segmenc co buy. 
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Seg m entat ion: 1he process of 
~ dencify,i ng p airti ou~a1r groups rn a market 
that have s1 mi Ila r needs and wants. 

Expert tip 
Do not assume that using marketing 
methods or selling into a niche market 
wil I automatical ly be successful. 
Identify the factors on which success 
may depend. 

Expert tip 

When considet"ing any marketing 
question, make sure you determine 
what the market is and how it might 
be segmented. Your decisions should 
then inform your reasons for any 
marketing activities suggested. 

No'W test yourself · 

16 Explain the meaning of the 
foll owing terms: 

(a) niche marketing 

( b) segmentation 

17 Explain one benefit and one 
limitation of' mass marketing. 

18 Suggest two ways in which a 
markec may be segmented. 

Answers on p. 203 
Tested 



Market research 

411ij~~-----------------------------------------.•~4~41it1i~i·11I_~-• 
Market research is che process of gat:hE?dng irnformat:1orl about market:s, 
cusco.mers, competitors and the effectiveness of rnarketing methods. 

Market research atte m,pts to And out the characterfsticst want s and liH2eds of 
cu.stomers 1n a market arid to build up consumer profil!es that descdbe 
these characterfsci1cs. The business ,can use these profiles to determine the 
wants and needs of different groups and thus to develop strategies for 
1m,eeti1ng them1. Market research ~s invaluab1le in providrng information to 
enab le market segmentatro n and appropriate marketing methods. It m~ght 
involve: 
• tdenttfying a gap in a market 
• forecastfng likely demand for or sales of ex1sting or new products 
• finding information about market trends 

• providing information on consumer charactedstic:s 

• measuring the effect: of marketing methods 

llt does this by using pritnary or secondary research methods that generate 
quanrijtat1ve (expressed ~n numbers) or quaHtative (expressed in relation to 

quaHty, not numbers) informati·on. 

Market research: the process of 
gathering ~nform,ation about markets, 
customers, comp e1itors and the 
eff,ectweness of 1marketing1 methods. 

Now test yourself 
19 Suggest four things a business 

selling a S30 doll might Ii ke to find 
out about possible cu s,tomers. 

Answer on p. 203 
Tested 

~~------------------------------------~•CUl414!Um41·1_~-• 
Primary or field research is gathering 1nformacron for che firsc dme, dtreccly 
from sources in the 1m,arket It 1s under the contro1 of the business carrying it out:}' 
so the information shouird be accurate and relevant. Primary research can be 
expensive and t~rm,e consu.m·ing, so many businesses choose to pay a speciaHst 
market research agency to carry it out. Secondary or desk research is using 
infor 1mat~on that has been gathered aJready; erither by the business or by other 

organisations.t often for a d1fferent purpose. 

Any research may be quantitatfve (seeking fnformatfon that can be analysed 
n umer1cal'ly) or qualitative (seekrng informacion about attJ'tudes or opinions). 

Primary research methods of gatharing information 
Primary research involves contacting customers directly. The most co,m1mon 
methods are outl'ined be'low. 

bser ati 
The researcher watches the behaviour of people via a camera or d irectly. 
Observation gi1ves informatron o n how consumers behave when they are 

deciding what to buy and when faced w i1th, for exan1ple, product displays, price 
1nfor1mat1ion or differing shelf heights. 

Advantages 

• I nformatio 11 is direct from actua I 
behaviour, not intentions. 

• Cost is ~ow. 

D i.sadvantages 

• T1ime· consum1ingi to carf)' out and 
ana!yse results. 

Prim a ry or fie Id research: gaitheMn g 
rinformat~on ior the f~ rst ·Ume, direct~ 
irom sources jn ·the market. 

S econ da ry or desk research: us•ng 
informat~on 1hat has been gathered 
a II ready. e~ther by the bus~ness or by 
other or.granisabons. 

Market research @ 



e 1 l . n re i t r · e 
These may be face-to-face, over the tel,ephone, by post or onHne. Questionnaires 
may have dosed questions that have a list of poss1ble answers or open 
questions ·chat ~Jlow the respondent to reply as they feel. Interviews may be 
structured (c'he respondenc answers specific pre~set questions) and the resuilcs 
are easy to analyse, or unstructured (the interviewer may ask any question,s and 
is free co a'llow the discuss1on to take a d1fterenr c,ou.rse) and the results are morQ 
difficul c to anailyse. 

• En able predseJy targeted q uest•ons 
or discussi1on. 

• Easy to anatyse if structured wah 
dosed ,ques1tons. 

• U nstrud:u r,ed s.urveys with open 
questions ga;n irnmdepth ~nformation 
w~th reasons forr respondents' views. 

F · u i r n_ 

• ,Qften a low response rate unless 1he 
1respondeots have agrreed 1o take 
ipart beforehand. 

• May be d nfku It to control! answers. 
• E)(Jpensiwe 1:o 1rain interv•ewers and 

organise· sam~1ng. 

Selected s,m,al I groups rake part in discuss~on l!ed by a researche1r. Typkaliy the 
group is selected co represent a ·target market: and the aim ts o.ften t·O frnd out 
consumer attitudes and views about a new or an exis·cing produce. 

• In .. de-Pth inform atmc n gained. 
• 

1G roup members 1may ra ~se topics/ 
issues the researcher had not 
cons~ de red. 

T s ar 

• Group members may be ~nfluenced 
lby each other. 

• Expens~ve 10, s~ up and analyse 
i nf orrnat~on. 

A new product is actually sol'd in a s,mall selected area, often before a fu ll-scale 
launch. Poten6a1I problems can then be solved before they become too cosdy. 

• 
1G ~ves 1 nformartion abotrt real buying • Expensive. 
beha-viour. 

tore ds bas 
The informac1on from these cells a busi"ness exactly what ,consumers are buying 
and can be l~nk.ed ·co inforri-iation from other databases to give a det:alled picture 
of customer trends. Sell'ers can use this to target offers and produas to 
particular people~ based on thek purchasing behaviour. 

• Higihligiht buyin,g trends a1nd can lllnk 
i nfo1nmat~on to other databases. 

• Enabie targ,eted offers varying for 
spedfic oustomers. 

Pe :1ie 

• IIT sys·t,ems are -expensive to set up 
and m.ai nta, n . 

Many websites now offer revriews of produces and 'these can provide valuable 
in·fonmat.ion about how cuscomers perceiive a product. 

• Rev~e\!VS are· cheap and easy to set 
up, and look at. 

• Reviewers may not teH truth and/or 
1may be se,f-s,eiecting1. 

• Reviews may be or wr~tten by 
co,mpetirtors or by the product's own 
suppliers. 
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Expert. ~ip 
Make sure you consider carefully the 
advantages and disadvantages of 
different types of research. Primary 
and secondary research methods may 
be applicable in different: sicuacions, 
both give useful information and both 
may be expensiVe or relatively cheap. 

. Now test yourself 
20 Identify two advantages of each of 

rhe following research n1ethods: 

(a) focus groups 

(b) test marketing 

21 ldenrify two disadvancages of each 
of the following resea re h methods: 

(a) surveys 

(b) observation 

22 Define the following rerrns: 

(a) market resea.rch 

(b) primary research 

(c) desk research 

(d) qualitative research 

Answers on p. 203 
Tested 



Secondary research 
Seco ndary research involves using existing infor,m1at1on. This may be printed 
(journal articles, reports, books, un1versity papers) or web based (artides, reports,. 
intervi-@ws). The information from either of these sources may be free or pafd fur. 
Secondary research may come from: 
• government-produced data 

• trade journa[s 

• incerne,t sites 
• business or university libraries 
• co,mpa,ny reports 
• internal customer and production records 
• market research agency reports 

Expert tip 
llllfllfllllll'llllllllllllllllllll"TIIIIIIIITilllllllllllllllll"rlll "t 

If you are asked to recommend a 
method of market research, explain 
at least two methods. Comment on 
their advantages and d isadvantages 
in relation to the objective of the 
research, then make a choice based on 
your analysis of rhe methods. 

~fo-~~~~~~~~~~~~~~~~~~~~~~~~~~~t•D41¥!4Zi@l·l·~~-
There are two reasons for 110:c asking everybody from the group of peop'le a 
business is interested in: 

• lt: is expens1v~. 
• Not everybody needs to be asked to obtain a scadstfcaily vand result 

So ,market research general!ly uses a sample selection of people drawn from the 
target group. The ;large r the sample, the more accurate the results are 1li kely t o 

be. The correct method of sampling (c hoos~ng the peoplle to ask) must be used 
so that th-e s,irmple represents the gro up a busi·ness is interested in. The target 
group is the population and a. random sample wHI rnean that every m.ember 
of the popuil.ation has an equal chance of belng chosen. The sample wHI then 
represent the population. 

Stratified sampling 
Stratified sampling ~s an attempt to obtain a random sample by dividing the 
popubat~on up into sections (strata) that are distinct. For examp·le, a chair 
manufacturer may be interested in the views of likelly buyers. The population 
co~.iild be divided into a number of strata - by gender (male/femal,e), age 
(grouped into 10-29, 30-39. 40-49~ 50+) and hoLlse type (number of rooms). A 
sampl'e is chosen so that the percentage of peop~e in each stratum is the sa·me 
as ln the popuiationi. l be people who would be asked are t hen chosen 
random ly; perhaps by ,computer. 

Quota sampling 
Quota sampling is an attempt to obtain a random sam pl'E: by dividfng the 
populat1on inco a number of s1 1m11ar groups. A q uot:a or set number of people 
w~th -eac h c harac teri stic i.s then set and that number c hosen - for exam,pl'e, 
18 men aged 20- 29,, 1:6 women aged 20- 29, 29 men aged 30- 39, and 17 
women aged 30-39, giving a sample size of 80. Choosing the ind i1v~dual1s can 
be done in a varfety of ways - picking peopl:e f rom the street untH the quota 
is reached fs less random than using a computer to generate l,ists of addresses 
wb ich are then vis1ted. 

Choosing a sampling method 
There is a trade-off between the cost and ease of gaining a sample and its 
accuracy. It becomes more expensive to obtain a more random sample. Some 
methods of choosfn,g who ts to be sam,pied are: 
• Convenience samp,ling - researchers choose people in the eastest way for 

t h e,m se tves. Niot very random. 
• Snowball sampling - a smaH number of peop,le are chosen and asked to 

suggest other peop~e. Not very random. 

Population: t he target group of 
p eo p~e for t he research. 

Random sample: a1 sample in which 
e·ach member of the populabon has an 
equall chance, of being chosen; whid1 
mean5 ·the sarm plle wi1U represent the· 
v~ews of 1he po pu~ati on. 

Stratified sample: a samp~e formed 
by dirv~d~ng the population into giroups 
w ~1h sh aired dh aractetiistks so that 
the number oi people chosen re~lects 
the percentage of that group 1n the 
popu~ation. 

Quota sample:· a sam1ple 1nr whkh 
set numbers of peopfe w~th different 
characterisbcs are eh osen. 

Now test yourself 
23 Explain the term 'sampling'. 

24 Explain the difference between a 
quota and a stratified sample. 

25 Explain the importance of 
obtaining a random sample. 

Answers on p. 204 
Tested 
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• Sys.tematic sampling - a systematic choice is made'" such as every tenth 
house in a chosen street and area. More random. 

• Multi ... stage sampling - a starting selection 1s chosen. Those who do not 
respond are substituted by another simllar person. Random if systematlc 
methods are used. 

Revision activity 

1 Peter is thinking of selling shirts made of a new, expensive, synthetic material 
that is easy to wash; needs no ironing, wears well and is very warm. 

(a) Suggest two possible objectives 'for Pete(s market research. 
(b) Produce a table showing the advantages and disadvantages of possible 

information·gathering methods he could use. 

2 Draw a spider diagram to i I lustrate the advantages and di sa.dvantages of 
possible sa m pi i n,g methods. 

Limitations of sampling 
• Mor~ random rnechods a.re 'more expe.nsive bur refl~cr che popul.at:1011 ·more 

accurately. 

• The popul,ation may change between seleccing a method carrying out the 
resiarch a11d obca1ning th.e final resulcs. 

• A random sa,mp1e wrn cake longer than a non-random sample to des,ign and 
cany out. 

· Expert tip 
i 
L Do not confuse the method for 
I ! ga·1:hering informa'tion with che 

sampling m ethocl used to eh oose who 
to ask. 

Revision activity 
- - - -- -- - - - - - - - -

Design primary market research to find 
our the rnosr popular sru dent drink 
in your school or college. You must 
eh oose and explain your choice of 
method for gathering information and 
the samp Ii ng method you will use. 

~ ..... ---------------------------------------------------•11111-1 
Reliability of data collection 
The rellabmt:y depends on the methods used t:o col Ieee informatron. Resul·cs wLIII 
be less rel~able if: 
• quest:ionnaires had questions that: were difficult: co undersrand or led 

respondents to grv~ certain answers 

• incervfewers did not have .enough training 
• respondents deHberacely dld not give thetr rea:I views or saJd what they 

thought: che interviewer or o,t:her group me1m,bers wanred to hear 

• ·c'h e sample s1ze was too sm a,11 
• rhe sampHng method faiiledl to give a representative sampte 
• inappropriate ana·lytical m.ethods were used 

llt is i,m,portant to consider these when pfann ing :market research or ana1lysing 
results obtained. 

Analysis of market research results 
The i·mportant aspects of data are the central tendency and the spread from the 
hlghest co the lowest value. 

Measuri h enti t denc 
• Mean or arithmetic mean - t:h1s is calculated by add]ng up all che 

numbers in the data and d~viding by the total number of numbers in the 
data - for example, if there .are 20 numbers in a set of data and the total 
sum of them a~,I adds to 260, the mean wHI be 260/20 :;; 13. 

• Median - rhjs is t:he middle number wihen the numbers in a ser of data are 
arranged 1n ascend~ng or descending order - for example, the median of 
SOi numbers wHI be a va1ue hatf way between the 25th and 26th hi.ghest or 
I.owe st number:. 

• Mode - this 1s the most commonly occurring number ~n a data set. 
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Expert tip 

The way information is presented is 
important. Make sure you analyse 
information carefu I ly, whatever 
format it is presented ·in~ and use it as 
evidence in you.r answers. 

• ••••••• • • • ••••••••• • • • ••••••• • •• • •••• 1 •• , • • •• • •••••••••• • • • • • • •• • 1 ••••• • • • , • • •••• • •• • • •• • • •••• ,. • • , 

Mean: an aveirage caioulaited by add~ng1 
up a~ II t1he numbers 1in the data1 and 
div~ ding by the 1o1all num beir of 1he 

numbers in the data1. 
Median:. 1h@ rm~dd~e number when 
numbers riin a set of data are arrange di 
1in desce nid~n g or ascendiin g1 o;rdeir 

Mode: the most commorii try ocoumin g 
number in a s·et of data1 



Hours worked by employees in a business 

20 3 601 

25 15 375 

35 24 840 

40 12 480 

45 6 270 

Tota l 60 2,·025 

Mean .. The mean hours wo(iked is cakulared by finding che rot:al hours worked and dividing by the ,rotal, number of workers. The 
coral, wage column shows the rot:al hours worked at each wage level and these are added to gtve a roral of 21025 hours. This is 
divi.ded by the number of workers (60) to give a 'mean of 33.75 hours per e-mployee per week. 

Median . There a:re 60 employee~, so rhe middJe number wlU be between che 30ch and 31sc employee when arranged iin ascend1ing 
or descerndfng order. This wilrl be in the 35 hours worked per week group> so 35 hours is the medfan. 

Mode. The most commonly occurr1rig hours worked is 35 per week (24 employees). 

Range. The .rat1ge measures rrhe difference between rhe rowest and highest values. The lowest hours woriked are 20 and the 
h1ghesc are 45, so t he range is 2.S hours. 

l11terqua ·rti ile range. The worke,r one-quarter of che way rhrough rhe dara from the lowesr: hours worked fs rhe 15/16rh €mptoyee 
and will be working 2S hours. The worker three.-quarrers of the way through the data from, the 'lowest hou.rs worked is the 45/46ct, 
employee and witl be working 40 hours. The interquartHe range is 40 - 2S = 15 hours worked. 

Me s ring the spread 
• The range - che range is t:he differe11ce between ·che la.wesc and highest 

values in a set of dat:a. 1·c gives an ,idea of how spread o ut t::he da·ca an~. 

• The interquartile range - the incerquartiJe range contains the m~ddfe 50% 
of the data. It: is t:he va.lu~ ·chat: is oneequart@r from the low@st: va1lue 'taken 
away from the n,umber that is three-quarters cowards t:he highest value. A 
hLgh vallue for the interquart ile range indicates more spread out data than a 
lower vaJue. 

Revision activity 

Weekly spend by consumer households on cosmetics 
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Using the information in the table, calculate: 
(a) the mean weekly spendin,g: by households on cosmetics 
(b) the median weekly spending by households on cosmetics 

(c) the mode weekly spending by households on cosmetics 

(d.) the range of weekly :spending by households on cosme'tics 

(e) the interq ua rti le range of weekly spending by househ o Ids on cosmetics. 

Presenting and analysing information 
Market research information is usua111 y presented as a report. The information 
may be displayed using tables) pi@ charts, bar charts, pictographs, scattergraphs 

--- ----

Expert tip 

The main focus in examinations 
is on the use of daca in providing 
information to solve a problemJ! not on 
carrying out specific calculations. You 
may be given data in the form of tables 
or charts and will be expected to apply 
your analysis to the question ,et. 

Ran ge~ the d~fferenc·e between the 
I owest and h~ gihe st values mn a data set. 

lnter,q,uart ile range: the 1mr~dd~e 500/o 
of ai set of da1a . ~t Is the difference 
between the 25o/o and the 75o/o 
numbers when the data1 are arranged in 
asc,ending or descend~ng o,rder. 

Now tes.t yourself 
26 Define the following terms: 

(a) mean 
(b) mode 

(c) range 

Answer on p 204 
Tested 
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or 11ne graph,s. 1lt is impon:ant co be able to extract key poincs from any of these 
displays and use them to anatyse the informatfon. The presentatton method 
norma'lly enhances the po1nts made in the written sections. 

~ .... --------------------------------.J•~d!§lff!{@'-·!I· 
Mark@t research can cost a great deal of money. lit:: may go out: of date quicldy. 
The results may be inac,curate and not truly reflect what ;s actuaHy happening 
in the ,market However, it can gtve a large amount of informati.on about market 
trends, customer attitudes and the compet1tjon. Thts 1m,eans that costs can be 
saved, products can be desi1gned to meet needs, and ·marketing methods can be 
designed for max~ mum effect. 

Planning is necessary to make sure that the real, benefi'rs a.re reaJised. This means: 
• setting clear object~ves 

• dedding appropriate methods 
• clear presen ta don and an a lysirs of resu Its 

The marketing 
I 

mix 
The marketing mix is the combinat1on of product, prrce, promotion and place 
(the 4Ps) that ris used to make sure that customer requf:rements are met. 

Marketing is the process that identifies, anticipates and suppties customer 
requirements profltabl,y. The marketing mix is the combinat:[on of product, 
price, promot ion and place that enab les customer requirements to be 
met. These e,lements must be combi ned so that each one reinforces the 
other three. 
• Product .includes design, function,, colour, level of service and quality. 
• Price ,may be h~gh or low in relation, co costs or compet~·cors' prices. 

• Promotion is che methods used to ,inform or persuade consumers, 
~ncluding advercising, offers and sponsorship. 

• Place is ·che discribucion channels used to get che produce co the customer. 
It ~ndudes physlcal means of transport and where aind ho,w customers can 
obtain che pro duet 

The 4Ps deal with the practice of th,e business. The 4Cs consider the custome(s 
point of vfew and force the buslness to give a real reason to buy its produce. The 
4Cs are .cus·comer soliution, cos1: :r:o- .custom,er, communlcat1on wfth customer 
and convenience f.or customers. 
• Cust,omer solution sets out the .custo,mer's perceptfon ot ·che produce and 

'C'he value they place on it. 

• Cost to customer is not the price but the real cost as the custO'mer 
sees ~t. Buying one product ,m.eans another one wiill nee be bought, so, a 
business muse offer somethirlg 1m,ore chan the compecttlo,n co make sure the 
customer sees va1lue ~n che produce and wil I be prepared to pay for it 

• Co,mmunic~tion with the cuscomer means not: just cel1ing them abouc a 
produce buc engaging fn a dia~ogue and !n:r:eraccing witn the cus'comer co 
·form a real relationsh,ip. 

• Convenience to customers means making it as easy as possible for the 
customer to obtain the produ.cc. 

G Cambridge International AS and A Level Business Revision Guide 

Marketing mix: the combiinatton of 
product; priice. piromoti,on and pla,ce 
that enab~es customer requ~rements to 
be met. 

Marketing: the process that ~den1~i~es; 
a ntici paites aind su pp,1h?s customer 
requ~rements priofrtab ly. 

Expert tip 
111,1 ............ .. .... , 1.,1 111,111111 .a ............... .. ......... ..... 11 .......... ~ I 

When discussing the n,arketing 
mix. make sure that al I the elements 
a re i ntegraced - for exam pie, an 
expensive jacket is made of high .. 
quality cloth, sold in exclusive scores 
and promoted in magazines read by 
people with high incomes. Showing 
how marketing mix elements a re 
integrated is analysis. 

Now test yourself 
27 Define the markecing mix. 

28 State the four elements of the 
rnarket ing mix. 

29 ldenrify the 4Cs. 

Answers on p. 204 
Tested 



Table 1 How the 4Cs relate to the 4Ps 

Meaning 

Product The product or Cu.stomier The vai ue the 
servke produced s,olut~on/va l1ue cus1omer pllac,es 
by the, business on the product 

Prke I What the Cost to custo1mer The cost 1he 
bus1ine-ss charges customer sees 
customers for the 

I product. 

Promotion What the bus~nes.s Comrmu 111kat~o,n How bus,nesses 
teUs custom,ers with custormer and custo,mers 

re~a1e to each 
other 

P~ace Where the Conven,ence to How ,customrers 
busl n es s, seHs jts customer obtadn products 
products ~n the easle.st way 

for them 

Ways in which customer relations can be improved 
The key to improving customer relations is fo r a business to c reiaite a dose 
relationship with its customers. This means more t han Just integra.trng t he 4Ps 
and 4Cs. It means a focu-s on custorner-friendJy activ,ides and makiing sure that 
all @'mployees have a real commitment to customer service. Here are some ways 
that t his can be achieved 

• employees use no n,-aggressive !language in speaking and writing 
• clear o rdedng 1nsrruct:io ns 

• contact pages on websites 
• fast answering of e~mai Is 
• free trials of products 
• incentives and free gifts 

These will create a bond wirh custo1mers and encourage customers airways to 

'Chink O'f buying from that business firsc. 

GmD 
Product i1ndudes g,oods (physical items) and servfces (non~physical items) as 
wel,I as the many products that include both. A good may be a hat a pen or 
a car. A service may be haircuttlng, rnsurance or shipping. Products induding 
both may be a restaurant meal, servicing a car or travel wi,th meals prov1ided. Alr1 
aspects of the product 'must gtve customers satisfaction if customer re~ations 
are to lbe good. 

Product attributes 
Pr'oduct attr'ibutes are the characterlstics that make a product what it is. 
These can be tangibl,e, physical attributes such as shape; materials used or s1ize. 
They can also be intangible ir,visib~e attributes such as quality, how fashio-nabJe a 
produce ts or customer percept1on. Mos't products have a combinatfon o'f these 
dl'fferenc types o.f attr:ibute and bus1nesses must ensure that this combination 
,meecs cuscomers.r needs and wanes. 

Table 2 Attributes of an expensive car 

• engine, size ,and power • ownershrip shows owner ~s rmch 
• seat cover material! • rmay impress oppos.irte sex 
• trunk size • f-ree dom to drive fast 

Rev is ion activity 

Produce some notes for a new 
marketing intern in a holiday company 
to i nfotm him or her about the 
relationship between the 4Ps and the 
4Cs and how these might be used 'CO 

increase sales. 

Cu stom er relations~ the iresult of ~he 
ways 1n wh rch a bus~ness i1ntera,cts wiith 

~ts customers. 

Now test yourself 
30 ldenrity three ways in which 

customer relations may be, 
improved. 

Answer on p. 204 
Tested 

44it!t·· ~ 
Prod u et attribute: a dh ar actenstic 
that makes a pro duct what rt is . These 
can be ta ngib1le (phys1 ca11) or 1ntarng11b fe 

(non-physkal) or a m1ixtur,e of these. 

Now test yourself 
31 List cwo possible ea ngib le and two 

possible intangible attributes of the 
following products: 

(a) electric kettle 

( b) restaurant 

Answer on p. 204 
Tested 
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The importance of product d9velopmant 
Product development 1s the creation ,of products with new or different 
characterlstics that offer added value to the customer. This can happen either 
w~th an entfrely new product or ~'hrough mod1fying an ex~sting produce. Product 
development can take place with products or services. 

Produce development cakes place: 
• co majntain or improve sales or market share 1in a co1mpecfcive markec 
• to burid a brand image 
• to make it difficult for competf tors to enter the market 
• natura'lly in the case of cechno'logy-based products 

• due to managers" desirre to develop new ideas 

s _ I d r c p lt ( p c _ ) 
Product development: may be asset: led. These products willl be devel·oped ,by 
research and d~velopment within a business and che business wi.11 chen seek 
markets to seJ'I them in. 

'\arl e .. 1e 
Bus~nesses use market research to find out what ·CUstom.ers are i1nterested in. 
They then design a product that wi I ,I meet these needs. 

Product development ~s essential 1n markets where custom,ers' needs are 
changf ng and where competltors are ·always l1ooking for ar, advantage. Faf lure to 
deve,lop new products wi'II m·ean a business is likel:y to close unless it conscancly 
re~ 1invents its products in 'Che eyes of the consum.er. 

Product differentiation and unique selling point 
Product differentiation is the degree co which customers perceive a produce 
or brand to be different from the co.mpec~cron. It enab1les a business to build 
value and customer loyalty. 

A unique selling point (USP) ts the one particular factor that makes a product 
different. Consumers then feell that only this product meets their needs and witl 
often be willing to pay a premium prke. 

Product differentiation or a USP can be ach1eved throu~h: 
• advertfsi ng~ rnarketing or price 
• i ndividua'I desi,gn or performance 
• packaging and brandJng 

• d~stribut1on ,met:hods 

Product life cycle 
Produce life cycle cheory descrfbes five stages from devel:op 1m,en,c to ded~ne. 
Many produces fit chis patcern buc have different cime scales. casset:ce play.ers 
lasced 30 years, whi1e Coca-Cola ~s st:111 sernng afcer over 100 years. 

T e staaes of the roduct Ii e cycle 
1 Development - a new product is researched and created but is 110,t put on 

general sale, though chere may be limiced cest marketing. 
2 Introduction - the new producr is launched in:co, t:he rmarkec. Sales wi II be 

slow co start w~th and there may be heavy .advertising and pro,mot:ional coses 
co make consumers aware of the new produce. Pr[ce ,m,ay be h1gh, especially 
if t:he product is cechno~ogi,caUy advanc~d or very differenc from existing 
products. B,ut: prk@ may also be set low to .encourage consum@rs ro buy. 
l1ntroductory offers are com,mon. Many products fail at this stage. 

3 Growth - once established, saJes increase fasc as prom.oc,on, medfa 
attention and consumers· awareness takes effect. Profitabi lity 1ncreases. There 
may be the beg,innirigs of s~gn ificant compet:ition as other businesses see an 
opportunity for similar products. 
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,Pro du et development: the creation 
of products with new or drtfe:rent 
charracter~ti,cs that off er a drded value to 
the customer. 

Now test ·yourself . 
32 Define product development. 

33 Scace two reasons why produce 
development may be important for 
a business. 

Answers on p. 204 
Tested 

.Product differentiation: the degrree 
to whkh customers perceh,e a product 
or brand to be dnferent from the 
competition. 

Unique selling poi·nt (USP); the one 
particuilar fa,ct-or 'that ma11k,es a product 

different. 

Expert tip 

Be prepared c-0 i II usrrate your answers 
with an example you have researched 
or know about. 

IUIIIIII Ill II I 111111,uu ........... lhtlllllllllllUall 1111111111t"110, • 

Now test yourself 
34 Define USP. 

lS State two ways in which a business 
may create a USP. 

Answers on p. 204 
Tested 



4 Maturity - sales wilil pl!ateau out as most of t he consumers interested in 
t he product are now buying i1t There may be intense competidon and heavy 
promotion costs. However, these may actuallly fall as consumers develop brand 
royalty and do not have b.e persuaded so much to buy the product. re is like'ly 
tihat a ,mature product wi ll generate sJgnificant sal'es, profits and market share. 

s Decline and extension strat,egies - sales faJI quickly as c,onsumers are 1less 
fnterested and the product may be beco:ming reptaced as a resul't of newer 
cechnotogy, increased competit1on or ,changi1ng consumer tastes. A busi11ess 
may choose co spend on an excen1sion strategy ·co arcem pt to ma in ta in or 
increase sal:es. This may 1nclttde spedal offers or promoting new uses fo.r a 
produce. It wm often 1mean alted11g the marketing m,ix by heavy promotional 
spendit1g c.o rebrand" as Luco.zade did by changing a .drit1k for sick peopfie 
into a drink for active trainers. The cost of t he extension strategy should be 
recovered by the addit,ionaJ sales. 
If th@re is no ext:insion s·crat:egy. 'Che bus~ness may: 

• Let decl ine continue as long as ·eh ere 1is profit: without spending much on 
1market:ing. This may mean consumers associace the Arm with decline. 

• Stop selling and lose any remai1riing profit but not incur any losses. This will 
requ ire other products to be sold to ensure sales and profits continue. 

Sales Prod uc:t l:a u nc h 
; Prod1:_C!,. e~:nsion 

.... 

Devef opm e · t 

0 11ntr.odiuct~on Girowth Miaturi,ty Decline 
Time 

Figure 4 Product I ife cycle 

• P _ cle s e ~ fl e ce m rl<e · na c 
The product :li fe cycle indicates how a business may market produces at di·fferent 
scages. A ll the matketing activities should be designed co mieet ·Consumer needs 
a rid expecca c~o n s. 

Table 3 Product I ife cycle and possible marketing mix 

Dev,~o,ping tn•tial des.gn or s,ervice • Mod~fy mode~ in 
mdeas and ilmgh1 of introduciCion 
prototy:p es feedback 

• More models 

n/a • H• g h (s.k ~mm~n g) Possibly lo,w,er 10 
• low (penetr.ation) attract more sal,es. 

I • At gojng ma rke1 rate 

Awareness Heavy advertls.in g and Cominu~ng: 'to, 
r a~si ng before promotion to raise capture sal,es and 
launch awareness loya1fty 

n/a I Cou ,d concentrate on W~ der dj str• bution to 
key 1est areas gain more access to 

consumers 

Now test yourself 
36 Define the term ~product life cycle·. 

37 State t he four stages in the procluct 
life cycle. 

18 What is an extension strategy? 

Answers on p. 204 
Te·sted 

Contanue existing Pos~ b'y set I 
models. ,o,r stop p1rofita b1,e models 
lower-sel l~ng models. only or extend wrth 
or brand exte nsjon low-cost changes 
to other models 

Poss1 b ty I o,wer to Lowered or heavUy 
keep sales, as discounted 
competitjon arr~ves 

P,ossiib ly heavy to Muoh reduced 1o 
fight competit~on save costs or 
or less with goo·d speciat oife rs 
custo1mer ~oyalty 

I Continued wide Pos srib!y ,continued 
distrii burt~on or 1M de dis:t1rii b urt1ioni 
conc,entrat~on on or concentration 
profi1ab~e ania s on profitable areas 
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Product portfolio analysis 
Produce portfoHo ainalysls cons[ders cihe range of products a business produces 
ln the light of the matkets it operates tn. It cons,iders market gro·wth, market 
share and segmencation in order to plan che best range of produces to meet: 
1marketi ng objecclves. The markecing activities can then be app1;1ed to ch~s range. 

Produce port foHo analysis can ensure: 
• rhere ls always another p roduct to replace one chat is losf ng sales or m,arket 

share 

• flexibility in a chan~ing market sicuacion 
• revenue to cover loss fro,m1 a fai'ling prodllct 

----------

Now test yourself 
39 State one advantage of product portfolio analysis. 

Answer on p. 204 

-

· Expert tip 

The product I if e cycle only gives 
guidance about how to market a 
product at each stage. In ma.king a 
decision, other factors must be taken 
i nro account. 

.Tested 

41i'l~~---------------------------------------------------------------------,•i4~41i~t41·1lt~J· 
Types of pricing strategy 
A prich1g strategy is how a busi,ness sets its prtces over a medru.m- to 'lo,ngaterm 
time scale. Demand and supply theory indicates that il-ower prkes wi ll mean 
more sales, but the reality 1is more complicated. Prices are linked to consumer 
perceptfons of quality; and a high price may be seen as s:howing a quality 
product so more sa'les follow. A bus1ness can consider setting a price within a 
range from hrghesc possible (what ·che 'm,arket wm bear) ro lowesc possib~e Qusc 
covering costs). 

Factors influencing setting a price 
• Competition - consum.ers are aware of a range of prices, so a business 

must decide where to place ,its price 1n re1at.iori to competitors - t he same. 
higher or lower. 

• Cost s of production - a business must set a price that covers the cost. 
• Price elasticity of dem,and - the effect on demand of a change in price. 
• Quality - a higher p r1ce can be charged if consumers can be 1led to see tha t 

the product i1s hrgh qual1ty or unique to t hat business. 
• Demand - a product 1n hi©h demand may be sold at: htgh price. 
• Pricing strategy - che overall pran co .achieve objectives will indude 

decis1ons on pricing. 

Pricing strategies for new products 
in -

A skimming price 1is set very high, well above costs. This strategy is 11kel.y to 
be used for 1nnovative techno,logy-based products or fasht:on items, so ~ack of 
compet1t1on allows a high price to recover research and development costs. 
'Pr1ce can theri fal1I when compet~t1on begins. 

r«~ _ er 
A penetrat ion price ls set very lowl with a low profit margin to attract as many 
buyers as possible, gafn brand loyaky and prevent competit ion ln che market. 
The price imay be raised later. This scrategy is suitable for products in a mass 
1market where price is an im portanc factor in the buying dedsion. An extreme 
form o-f penet:raclon prici:ng fs predacory pricing - t hat is, seillrng goods ai: be~ow 
cost fo r a. time in order co dr~ve com,pecrtion away. This. may well be alegal in 
many countries under co~npetition ,aw. 
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Skimming price: a skimming p,nice 
strategy sets the prk:e of a new product 
high to ga1~n h~gh profir1t margins ain d 
aiUow ai price ia1U as competition a1rdves. 

Penetration price·: a pein·e1rai1~on 

price s1rategiY se1s the pri.ce for a new 

pr,oduct very ~ow to q1uickfy g1a~1n sales, 
man<et share and customer loya~ty. 



Pricing strategies for existing or new products 
C etiti e ri ing 
Competitive pricing is setc~ng a price based on what competitors charge. The 
price may be hrgherJ llawer or sim~'.lar. A higher price, cailled premium or prestige 
pri:d ng, 1s .li nked to higher ,qua.lit}" a I.ewer price will ap.peaJ to consumers' des1re 
for lo\v spendi,ng,, and a simrilar price wil1l mean other marketing mi'X e1le,ments are 
important in ,obtafr1irig sales. 

Pri dis ( in tion 
Price discrimination means setting a di.fferent pdce for the same goo d to 

different types of c ustomer. This may be based on: 

• geography - charg~ng a d ifferent pric~ in differen t regions 
• -r~me - charging peak-time users more than off-peak users, or season all 

variatio11s, or charg rng by age 

This metho d rs only possfbile when those paying tower prjces cannot rese ll to 
those faced w:ith high, pdces. 

Full~cost: pricing and concribution costing us@ cost: as a basis for sect:ing a price 
but market conditions must also be taken into account. It ,is not effective to add 
a h1gh m ark-up o n cost s ;if consumers are seeking very low prjces. 
• Full-cost pricing adds a p@rcentage o r fixed amount: on co, th~ average full 

cost of produd ng a product. This is simple ·co cakulate and wrn give a certain 
profit tevel' assuming the costs are accurately known and all product i.on iiS 
sold. 

• Co,ntribution costing makes sure all variablle ,costs are covered by adding a 
percen tage o r flxed amo unt onto these costs. le makes a cont ribut:io n to che 
f ixed costs and often 'means a lower price than ful.1-cost prtcing. It is 

parti.cularly used wheri t here js a w ide product range. 

Pricing tactics or methods 
Once a strategy has been dedded on, a busi,n,ess has to accuatly set che price. 
Possibi'lities ind ude: 
• Loss leaders - sell irng so1me produces at below cosrc: to encourage 

consumers to buy addit:1onal products. For example, supermarkets may se ll 
essentialls like bread and sugar very cheaply. 

• Psychological p,ri,dng- sercing a pri'ce Just bel:ow a who!le number so t ihe 
customer feels the product is much cheaper: tor exa't11,ple., pricing at $3.99 
not $4.00. 

• Bait and hook pricing - selling a produce ar a l,ow price and charging 
a high price fo r con11ected essentta ls: fur example, cheap pdncers and 
expensive 1nk cartridges. 

--

_ Now te·st yourself Tested 

41 ldencify cwo pricing strategies suitable for a new product. 

42 Identify three pricin,g strategies suitable for an existing product. 

43 St.ace cwo possible pri ci n,g cac ties. 

Answers on p. 204 

Price elasticity of demand 
A price rise wrn usuaHy cause a fa ll in demand. whi'le a prke fa ll: wHI usually cause 
a rise in demand. Price elasticity of demand (PED) deals wit h how ,much 
demand changes when price changes,. not whether dem and rises or fal1ls. 

I 
Competitive pric ing :. setting a p n ce 
based on what co1mpetitors aha1rge. 

Prke d iscrimination: setting a 
different price for die same good 
10 d~fferent custom1ers, based on 
g eo graphti ca1II, tim,e or age s epa rat ton. 

Expert tip 
Remember the difference between 
p ricing Strategies used for a new 
product and those suitable for a new 
or exist Ing product. 

Full .. cost pric ing: adds a percent age on 
to the aver-age fuH cost to g~ve ai price. 

Contribution cost ing : adds a 
percenta,ge on to the variable cost of 
producing a good, g1ivi ng a IP rioe that 
ensures a contri1buUon i1s made 10 f1ixed 
costs. 

Now test yourself 

40 Stace two pricing strategies that 
m i,ghr be parcicu lar ly su irab le for 
each of t he following: 

(a) a. new computer opera'ting 
system 

(b) a sh irt 

(c) a business especially concerned 
with making sure it covers its 
costs 

Answer on p .. 204 
Tested 

Expert tip 

Make sure you are clear about the 
d ifference between pricing strategies 
(medium/long term) and pricing 
tactics/methods (short term). 

Loss leaders: goods sold below cost to 
attract customers w ho aire mcely to buy 
o;1her goods. 

Psychological pricing: s,ettingi a priice 
just befow a w ho~e number. e.g. $3.99. 

Bait a n d hook pricing: sernng a 
pro duct at a ~ow p r~ ce but cha1rg1ing 
a high prke for essent,a~ connected 
products . 
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Def itio nd calculati f PE 
PED measur,es the degree of responsiveness of d@,mand for a good to a change in 
its price. It 1s calculated as fo lilows: 

percentage change in quant1ity demanded 
PED;;------------

percentage change in price 

Demand can be price e1lastic or price 1nelas·ck: 
• Price .. el.astic goods are sensJcive t,o price changes - chat is, a change in 

price results in a more chan propordonat:e change rn de.mand. The PED of 
price-elastic goods is greater chan l 

• Price ... inelastic goods are noc sensitive to price changes - that is, a change 
in price results in a smaller proporrionat:e change 1n demand. The PED of 
prke-i nel1astrc goods is s1mallier than 1. 

A game piayer was priced at $100 and 1t sold 400 units per week in a town. The 
price fei l to $SO and the quantity sold rose ·co 440 un,its. The PED ,is calcufat:ed by: 

% change in demand 
PED = ......._. .............................................. ......... 

% c h an.ge in price 

440 - 400 / 400 X 1100 
-

$80 - $ 100 / 1:,00 X 100 

40/ 400 X 100 

-20/100 X 100 

110 = - = 0.5 (the m inus sJgn fs usually disregarded) 
20 

So a 20% price fa.I!! has resul,'red in a 1·0% rise in demand. Thi,s means the good 
is price Fn@lasoic, showing a smaller percenirage change in de,mand 11:han che 
percentage prf ce eh ange. 

I e p i> g · ce t:>I , • • , t n 
PED cel1!s a business so1methirng abo·uc tcs market. A good with a high PED 
(eilasc~c) is l1lkely ro have many possibl,e subscicuce goods, so a pr1ce rise wtll l:ead 
co a !large fall rin sales and a price fa.I'll to a large rijse ~n sales. A good wrth low PED 
(inelasc:k) :is l,1kely co bE2 a .necessicy or haw no o:r few possibl:@ subscicuc~s and 
wi ll cont:inue robe bought even if th12 p rice rises. 

Table 4 PED and revenue 

lncreas·es Fa1llls by a b~g ger lnc1reases FaUs by 
by a bigg,er percentage by a sma~ler a smaUer 

Price e last icity of demand: 1measuir-es 
the degree of responrsive n,ess of 
demand for a good to changes in 
~ts price. This ~s petcenta ge dhange 
~n quainti1y demanded dwirded by 
percentage change in prr.ce. 

Expert tip 

You need to be able to calculate PED. 
Practise this until you are confident. 
Always show your workings as a wrong 
fi na I answer can s,till gain some marks 
if the method shown is correct. You 
may well have to use the results of 
your calculation to analyse or ev-aluate 
the implications of a price change. 

lncreas es by FaHs by 
the same the s~me 

percentage than pdce percentage percentage peroenta,ge as percentage as 
than prke change 1han prke thain prke prke· change prke change 
change cha,nge change 

Increases FaHs FaUs I ncr,eases Constant ,constant 
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f lln s of PE i r c I n_ 
Because PED shows t:he relationship between price -changes and changes ln 
sales it can be used when a price changers being considered. For exampl,e, let's 
assume a product has a PED of 3 (price e,las·cic). If the business cuts ics price, sales 
wH I rise by chree cimes che pr1ce change. This wBrl lead to ain increase ~n revenue. 
This indicates chac che proposed price cue shouJd go ahead. But rchere are ocher 
quescion,s t:o consider: 

• Can 'the business supply this demand? 
• wm average costs r,ise as production rises? 
• Will there be addit1o,nal marketing costs? 
• Will profits aliso rise? 

Busfnesses are usually keen to try and. lower the PED of thei,r products in order 
·co make price increases possible to raise revenue and lower the effects of 
compet:lc,ion. Methods chat may be used to do rchis include: 
• branid~ng t,o ga~n cutstomer 1loya'lty 

• drfferentiat1ng products to obtain uniqueness 
• usLng advertis1ng or promotion 

-Promotion is a range of activ1t1es that com1muniicate and 1nteract with 
consu1mers in order to inform and/or persuade the,m,, so that att1tudes and 
buyjing behaviour change. 

Above-the~line promotion 
Above-the-line promotion methods use paid-for m1ed1a space. ofcen ir, che 
mass media. Often the purpose is not to persuade a consumer to buy, but to 
raise awareness of a brand or product and create a desire to buy. It includes: 

• Television advertisements - ·chese are expensive but: reach a mass 
audience in a non-selective way, although targeted adverts in the m,iddle of 
particular program me·s may be .effective. 

• Newspaper .advertising - l~ss expensive, r~aches mass audience and 
adverts can be kept 

• Radio advertising - can ·cargec spedfic groups who listen to particular stat1ons. 

• Magazine adv,ertising- targets spedfic groups who are likely co be 
i nrerested in the product. 

• Billboards - reach a large mass audience but provide littlie informadon arid 
are Hkely not co lbe no,ticed. 

• Internet adverti.sing - can target smal l groups or even i,nd1v1duals buc are 
easy for consumers n oc c,o no·t~ ce. 

• Cinema advertising - only reaches cinema audiences. 

Below-the-lino promotion 
B,elow,the~Une promotion is a range of activities that com·municates wiith 
consu·mers without paying for media space. 1,t is often more close,ly targeted at 
the desi1red market segment. It includes: 
• Direct .H!lling and direct m.ail - d irect ,customer contac~ fa,ce to face rn a 

store~ by te~ephone, home cal.lfng or sending matedal by maH. 
• Point.-of,..sale promotions - in -store posters, displays and de·monstrat~ons, 

flyers, dump bins and racks an draw the attention of custom,ers to the 
product or to sa~es promotions. 

• Sales promotions - used to persuade a custom,er to actuany buy. 
Methods 1i ndude buy on~ get one free (BOG OF),. sal:es (10% off this week), 
free gifts and samples, competitions, pdze draws, ·money~back cou.pons and 
introductory offers. 

- -

Now te·st yourself 
44 A shop sel I ing I ight fircings has 

forecast that a price rise from $20 
to $21 wm result in a fall in sales 
from 600 to 540. 

(a) Calculate PED and state 
whether this product is price 
elastic or pric,e inelastic. 

(b) Calculate the change in 
revenue resulting from this 
price change. 

(c) Identify three other possible 
factors che bus,iness. m igh c cake 
into account when deddi ng 
whether to in crease p ric~ 

Answer on p. 204 
Test ed 

Promotion; a range of acUvkties 
that co,mmu nka11:e and intera et wJth 
consumers in order to info rm1 and/or 
persura de them to chan gre attitudes and 
buy.ing behavj,our. 

Above~the~line ·promotion: 

market1ng1 n1e1hod's that c--om1muntcate 
wrth the consum,er ursing pajd9 fo r mass 
rn,ed~ a1 space. 

Below-the-line promotio,n: 
marketing rme1hods that co,mmunica1te 
with the const11m.er wJthoUit payi1ng for 
rn ed~ a1 space. 

The marketing mix @ 



• Sponsorship - gfving money in return for a variety of \Nays of obtaiining 
recognition, such as name/fogo on shirts, televisi.on cred~ts, product 
placement and mentions in program mes. 

• Public relations/publicity - press re~eases. media stories about the busiriessJ 
conferences with medfa fnvited activities for dharity and community. 

• Trade fairs and exhibitions - attendirig these can be a way of drawing 
customers' attentiori to a busrness. 

The role of packaging in promotion 
Packag~ng is whac the consum,er sees when ·chey consider buying. Packag,ing aC'cs 
as procectlon, for securit:y .. co·nt:rol and cranspon: convenience, and gives 
inform.a:c ion about: the cont:eint:s. ~c can re inforce messages from ocher 
promot:ionall ·methods as wel 'I as d1spfa1y legal requirement:s and re inforce other 
ma rkeci n g m,ix e 1,e men t:s. 

Branding 
Branding is creating a name,. symbo·II or design that 1dencifies and differentiates 
a product or busi1ness. from ochers 1n t:he mind of che consumer. 

Having a brand i'mage means that customers wi!II bu~ld up loyalty to the 
product/busi.ness so that a higher pr,ice ,can be chiirgsd arid/or there will be 
increased confidence 1n sales foreca·sts. It wtll be easier to get disnlbutors 
to stock the product and new products can be marketed successfully using 
the brand name and image, as Mars and other chocolate bar .manufacturers 
have do·ne with their ke~cream products. Successfu~ branding takes time and 
concerted ,marketing using a -coherent; integrated markettng mix. 

The promotional mix 
A business wil:J not use atl possibl1e promotional methods. The promotional 
mix ls the integrated,. coordinated. combination of methods chosen to achieve 
m,arketing objectives. Things that should be ,considered when choosing 
pro:m,otion m·ethods i,nclude: 
• Purpose - to info rm, to persuadeJ or to bui'ld a brand image? 
• Target audience - consumers i1n general, a mass market o r a nkhe, 

household consumers or com,mercial buyers? 

• finance - how much mon@y is avallable and what is the cost of the 
methods berng cons1dered? 

• Product life cy,cle - what stage is rhe product: at? 
• Competition - how com.petftive rs che m,arket and how are competit:ors 

promoting? 
• Legal constraints - what: era.de description and similar laws are tlhere? 

Now test yourself 
45 Define promotion. 

46 (a) Explain the difference between 
above.-the·line and below .. the· 
line promotion methods. 

(b) State two methods of each 
type and lisr an advantage and 
a disadvantage for each. 

(c) Srate ch ree factors that 
i nfl uen ce the choice of 
promotional mix. 

Answers on p. 204 
Tested 

Expert tip 

Mak,e sure you write about 
promotional methods in relation 
to the factors influencing the 
promotional mix and the objectives 
of rh e ptomocional m erhods being 
discussed. 

Branding: creat~ng a, name, symbol or 
d es~gn ·that 1de ntnies and djfferent~ates 
a product or business from, others ~n 
the m •nd of the consumer. 

Promotional mix; tlle iin1egrated 
coord~ na1e d ·CO mbin a1:ion of 
pro moiio na, methods used to a dhieve 
1marketing objectives. 

1gmmm,mnmaoonmrmn~---------------------4·1«1~1iu1i&m-1•-~• 
Place includes the locat~on wherr:e products are so'ld and the ways i,n wh~ch 
products are moved from producer to buyer. 

Some producers sel I di reedy to customers. Many others use intermediaries 
through ·wh ich goods or services pass ln a number of stages. Many businesses 
use more than one distribution method (see f'.fgure S). 

Producer ------- Who~esal1er __., Retailer -+ Customer 

Producer Retai,er Customer 

Producer Customer 

Producer --+ Agent ----.. Who ~esa te-r ---+- Retai re r ---+- Customer 

Figure 5 Common channels for distribution 
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Intermediaries 
• Wholesalers - link producer and ret:aiiler, break large units into smalJer 

units an.d provide storage. 

• Retailers - sel'I directly to consumers, providing scorage and an, ouc~et. 
• Agents - arrange sal,es \Vithouc taking owner9h1p of c:he produce, often for 

i m po re/expo re. 

A ta o i ncr i rie 
• Lower marketing co,sts, as sales are to a srnaller number of customers. 
• Lower storage costs. 

es of si , int diaries 
• Loss of profit co, the 1nterm,ed1ary. 

• Loss of control over sel'lrng conditions. 

Factors influencing choice of distribution channel 
• Cost - a short distribution channel wi1,II have a lower cost. 

• Product type - perishable or short sheif-Hfe produces must reach 
customers quickly. Large, bulky products are Ukety co be sold direct ro che 
custom er by the producer. 

• Market type - mass-market products will need 1ncermed~aries, ntche 
products may loe sold ,more djrectly. Nationat internac~onal and loca1I markets 
req ulre different approaches. 

• customer preference - cu.stom.ers wane differenc t'hings, S·O producers 
muse use channe:ls tha1c appeal to dWferenc cuscomer wants: for exam p 1le_ a 
l'uxury car is usually sold via a deal1er who -can provide after-saJes service. 

• Producer pr,efierence - producers may wish to keep control o:f the se'lling 
process or they may wish co hand rch!s over co incermediaries who are more 
specialised in, serlling. 

The role of t he in ternet is now chang~ng these rn1ethods, as 1t enables producers 
and 1ntermediades more easily to se~I dkectl'y to the pubilic 

Selling through intermediaries 
P-rnducers who sel"I through intermediaries must: make sure chat: t he selrli ng 
cond~t:ions are righr for their product. They can do this by provid]ng: 

• product displays and equipment ·chey have designed 
• incentives ·for i1ntermediaries, such as prfzes for reaching sales targets 

• promotional materials tor [ntermediaries to use 
• spedal offers, higher short-ter,m co'mm·ission or discounts 
• t r.ak1ing in product knowledge or sellling 

The 1incerne·c has radica lly changed distribution. The promotion, distr1bui:lon and 
sel1Hng of products via t he ·internet is ·C:aJl led ~-co-mm~rce. Large firms such as 
Amazon and eBay now provide se lJing services for ind~viduals and businesses of 
aU types. I ntern@t sales are rapidly ;ncreasi ng in al I types of countries and often 
provide 30- 40% of sales. revenue for a producer. The in ternet p,rov1des: 
• Online advertising - pop-ups, banner or hover adverts rarge·c partrcular 

s1 tes or users. 

• Websites - t:hese alilow ·On line. caca:logues, product disp lays, Forums. and 
interaction between sellers and buyers. 

• Dynamic pricing - differen·c buyers are offered differenc prices: for 
example, airline cicket: pr1c.es rmay dep@nd an when t:he book~ng is 1made. 

_· .. Now test yourself 
47 Define the following: 

(a) wholesaler 

(b) agenc 

(c) reta iler 

48 Give two reasons why a producer 
wou Id no-c sel I directly to the 
publ ic. 

Answers on p. 204 
Tested 
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• Direct sales. distribution - dlgital products (an be downloaded directly 
by buyers and tickets provided onlirie. 

• Social networking - sites aUow easy two,-way communicatio·n and access 
to specific consumer groups. Links withiin and between these sites enable 
viral marketing, as online ceimmunit~es can pass on recommendations; 
warnings and comments very quickly co large numbers ,of peop~e. This 
enabies potential customers to be made aware of products quickl1y and at 
very lfttle cost. 

The i·mpacc of che internee allows direct com,munkat:ion between producers 
and cus·com~rs and ~11cr~as@s che importanc~ of che 4Cs. 

~1----------------------------------------,•iili41it1i14·111I ___ • 
The marketing ,mix eilements must be integrated and reinforce each other co 
g1ive the sa,me message. The message 1must re late to the business, the product 
and 1ch,e ,markec co form a. coherent whole. For exampte: 
• Product - a warm but ilight shirt made of lh~gh-tech synthetic macerlal. 
• Price - more expensive than cotton work shirts and approximately the 

same price as compet1tors1 shrrts. 
• Promotion - adverts in outdoor magaz~nes, websrtes. inMstore promotion. 

• Place - so1ld onJi ne and in spedalrst outd.oor/d1mbing/sail'lng shops. 
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·: Expert tip 
Make sure that you I ink together che 
elements of the marketing mix in a 

~ consistent way that is appropriate to 
the product/service being marketed. 

• .......... , •••••••• , ••••••••••••••••••••• , • • 1 •• , ................ , •• 1 •••• 1 •• i.., ..•.... , .. i.,1,.1,, . 

Revision activity 
Mr Patel has designed an umbrella 
that is dark if there is a lot of light 
and uansparent if the day becomes 
dark or rainy. Th is feature can also be 
controlled by the user with a switch 
mechanism. The. umbrella will cost $25 
each to ma.n ufacture. Draw up a table 
to show an appropriate marketing mix 
with reasons for your suggestions. 



The nature of operations 

Operations and its role 
Ope·rations or operations managemie:nt focuses on cransformiing inputs co 
outputs. The outputs can be physical produces or a service. ·Operacions covers a 
rangQ of act:ivici~s dealing wich the pra.ccicalit::ies of produccion, includf ng: 

• concribut:ing ro decisions on produce ranges 

• implementing production methods 

• de$igni:ng equipment 

• se,ectiing suppl1iers that can deliver the 6ght quality and price 
• making sure quality standards are uphel:d 
• ensuring heal:th and safety standards are maintained 

• didd1ng on approprf at:e I ~vi Is of scock 
• arra:ng~ng for produccivit:y level1s co meet: cosc rarge·cs 

Large businesses may have a defined operations department wid1 dedicat:ed 
m.anage,rs, wh i:I e smal ii.er businesses may make these decisions without a formal 
operations functional area. 'In all cases_ rhe operatrons function must work with 
other areas, such as human resources, ma1leting .and finance. 

The operations process: from idea/need 
to final product/service 
Operacions deals wft:h t:he process by whrch an tdea is curned inco a finished lt:em 
or service that: is put on sale. A key pare is identtfyfng and bring~ng ·cogecher aH 
che nec.issary inputs jn che m,osc effecrive and eff1cienc way co make rhis happen. 

The operations process is shown in Figure t 

Id ea or· consumer need I dentlfled 

Busl ness dee Ides to produce 

Resources needed for production Identified 

Land 
location 
Buildjn.gs 

Labour 
Amount 
Q uaHflcati ons and experience 
Training 
H@aJth a;nd sa,f ety 

capita I 
Machinery 
Equipm.t?nt 

sup pilers of! 
Caprta l 
M ateria1l,s 
Outsourced labour 

Output - product or servile@ of appropriate qua,Jity for sale or stocknnventory 

Figure 1 The operations process; from idea to product 

0 1peration s or op e rati·o ns 
management~ the design~ng1 and 
controlllllng1 of systems that produce 
goods or services to 1m,eet custo m1e r 
requ1~rements. 

Expert tip . 
Operations is about the way 
resources are managed, controlled 
and integrated to achieve business 
objectives. 
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Resources: land, labour, capital 
Operatfons deals wJth the way in wh1,ch inputs o.f land; labour and capital ·are 
combined to gJve an output of a product or a servfce. 

Operations de'cermin,es how che cransformat:ion ,of inputs co an oucput will cake 
pilac~. le decidQs how inpucs may be comb~ned ln dlfrarent: ways and in dtffer1ng 
proportions t:o produce a final product or service. 

The transformation process 
!Inputs can be comblned in differing quant1cies. 
• Labour .. intensive production uses relativel:y more Jabour than capicat so 

labour costs are a hfgher propordon o·f total costs than ca.pftal costs - for 
example. a craft producer like a :poccer. 

• Capital..-intensive production uses relatively more capitar than iabour, so 
capital COS'tS are a higher proportion o,f total1 costs than 1,abo-ur cos'tS - for 
example. an oil refinery. 

The comb1nat[on of land, labour and cap1t:al wi'II determine how che 
transformadon process leads co the final produa. 

Inputs Outputs 
Land Products 
Labour- Goods 
Capita 1, i1nd udi,ng ,i nte I led u a I c: a p~ta I transformed ,into .. Services 

Fina nda I Inputs Sales revenu:e 
Rent Profits 
Wages 
h1terest 

Figure 2 The transformation process 

Now test your.self 
- --------

3 Identify two inputs used in the production of each of these products: 

(a) theatre production 

( b) sock manufacture 

(c) financial advice 

(d,) haulage business 

Answers on p. 204 

Ope·rations effectiveness is a measure of how well the f inal product meets the 
needs of customers - for exa mp1le: 
• Function - how well the product does the job for whi,ch 1t ~s des1gned. 

• Availability - how easy it is to obtain the product. 
• Price - reta.ced t:o efficiency o,f producri.on (coses). 
• Value for money - a co·mbinacjo,n of price and 'function,. 

Productivity 
Productivity i,s an efficiency measure usuaJliy appli:ied to iabo,ur. 

1 .bo od . . output in un~ts pert~m.e period 
ia · · ur pr ·. 1 uct~v1ty ~ ......... ~ ....................................................... - .................. .... 

' number of emp~oyees 
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Land: lland. buil'd1ings, minerals, oil and 
wood. 

Labo ur; 1he work don@ by peo pile, 

either m1anu a1Uy or mental Jy in 
mana.g1ing and dedsion makjng. 

Capital: madl~nery and equ~pment 
indudlng ~nteUectual ca1p~ta1I s-Uch a,s 
quaHicatjo n_s. 

.Now test yourself_ 

1 State eh ree processes involved in 
operations management 

2 Explain what is meant by the 
following: 

(a) land 

(b) labour 

(c) capital 

Include an example for each. 

Answers on p. 204 
Tested 

Te~ed 

wmz• J 
Opetati ons effic ie n c.y: measures the 
qiu an t1rty of reso u rc,es used in pro dudng 
a g~ven qu antrty of produ et. Efficient 
producers use fewer 1inputs for a g~ven 
quantny of outpurt1 so 1heiir unit costs 
are lower. 

Operations effe et iven ess: a 1m easure 
of how W ·@JJI 1he f~na~ product rn,eets 'the 
needs of customers, 1indu ding function, 
avaHab:ihty. pr~ce and value for money. 

Pro du ctiv ity: o utpm per worker per 
t,m,e perl,od; pro ductivny j s a mieasure 
of iab our eff i1dency. 



A garage employs 6 me,chantcs ·who work for 9 hours per day and are paid $60 
per day each. In one day they can;, on average" repa1r or service 115 cars. Their 
·labour productivity ,is: 

15 . 
- ::: 25 cars per m,echan1c per day 
6 

L1nk1ng productivity and efficiency 
Productivity helps determine the costs of prodLKtion. In the above exampl1e, the 
costs are as fo:llows: 

·co tar cosc per day for 1 S cars = 6 x 60 = $ 3 60 .u o 

average Jabour cost ;;;;; 
360 

;;;;; $24 per car 
15 

'If product::ivrcy dses so rhac ~ach mechanic can deed with 3 cars per day, the coses 
a re as fo IJ ows. 

cotal cosc per day for 18 cars= 6, x 60 = $360.00 

360 
average labour cost = = $20 per car 

18 

This means the business has becom.e more competltive and m1ay be abTe to 
reduce ics price and mainrcain ics profic 1margin, or ma1nrai1n its price and increase 
its profit: margln. 'l'f any of t:he raccors of productinn can be made m.ore effic1<:nr, 
the same wi ll be true. 

Ways to increase productivity 
Ways to [ncrease productivity ~ndude investing in: 
• more effid~nc capital or becter main·c~nance and use of exisdng capiral 

• more training ·for employees so there are fewe:r mistakes, fascer working 
and better problem sollv1ng - ch1s may be expensive and must: be 
applied correctly 

• improving employee ,motivation 

• changing che culture t:o btdld efficiency improvements i,nto all processes 

All chese methods i1ncur coses, such as buyrng new machinery,, training coses .. 
wage increasQs a.nd che coses of ~mplem.ent:ing chang~ a11d cob~ worthwhile 
they must be chosen correcdy and implemented effectively. 

Value added and marketing 
Cuscoim,ers see added va·lue as meettng chelr needs based on: 
• improved performance and design 

• discounted prlces 
• extras or accessor 1ies): qua~tty assurance 
• personal attent·ion and after-sales service 

This added va.lue is often what differentiates a product from that of 
the competrtion and enables a bus1iness to charge a higher price and 
gain customer loyal1ty. This can be achieved through the product 
itse lf or by promotio.naJ activ~ties that make a produ,ct appea~ t,o 

cusrome rs. 

Now test yourself · 

4 Define labour productivity. 

S Outline two reasons why an 
increase in productivity may be 
beneficial. 

6 Explain three methods to improve 
produc civity. 

1 Calculace labour productivity for an 
accountancy business that employs 
S accountants who each work 
.40 hours per week and deal with a 
tot a I of 20 accounts per week. 

8 What is the difference between 
efficiency and effectiveness? 

Answers on p 204 
Tested 

Operattons process 

\Vhea.t., sugar ea in e and oth8 r 
ag rf cu~turaiJ prod t.icts 

i 
Proc.essed ag1ric:u ltura,11 products1 

e .g, f.louf I su Qilf, butter 

i 
Cake mhcture 

i 
Cake baked 

l aken to r@ta·i I outlet 

~ 
Cake sotd 

Figure 3 Added value and the operations 

process in selling a cake 
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Valua added and tha o pe,rations procass 
The operat1ons process transforms a number of inputs into output via a number 
of stages. Each stage wHl become more valiuable than the previous because 
of the work chat has been done. These stages may take place within ,one 
organisac1on or across several. For exampile, selling a cake involves taking basic 
1ingred~ents, combining them and then arranging for di,stribucion of the finished 
cake to a sales cue.let (see Ffgure 3). Each stage adds value co the stage before· 
and this is represenced by an rncrease in ·money value. If the produce is so·~d at 
one of t:he stages, chis added value ~s represented by sal'es revenue and profit. 

Added value and operations decisions 
Operations decisions a.~m to achteve a carget added vahue or co maxJmise added 
value so as to: 
• ~ncr~asei effid~ncy and effectivQness 

• l'owe r u n l c coses 
• rncrease sal1es revenue and/or profits 
• meet customers-val'ue added needs 

Now test ·yourself 
- -- -

9 State two reasons why added value 
is important for: 

(a) a business 

( b) a customer 

10 Explain three ways in which a 
business might add value to a 
product. 

Answers on p. 205 
Tested 

~~~~~~~~~~~~~~~~~~~~~~~@C;IGIGIBl~!·I·==~· 
Produ·cts may be produced wfth a variety of combjnatior1s of capitat and labour. 
Mass-produced cars are built on assembly lines with a l:arge investment in 
machinery relative to the cost of employlng people - robot Unes require very 
few employees .. On the other hand, -cusc,om sports ,cars are ·Often buHt large1ly 
by hand with a much higher refatrve use of !labour. The factors that decide the 
relative amouncs of labour and capital· include: 
• Pro,duction methods/the product - m,ass production tends 

to be capital intensive; craft products tend co be labour int,ensive. 
• Relative costs of labour and capital - low labour c·osts tend to 

lead to labour-intensive production as 1n agriculture and factor~es in 
developing countries. 

• Business size -1arger businesses teind to have more finance so can 
afford ta be more capftatl lntenstve. 

• The level of per.s,onal service involved in the product - for example. 
manicures tend to be labour tntens1ve, whHe manufacturing sha.mpoo is 
cap ftal 1 nten sive. 

• Customers.' needs - markets where personal service is 1mportant to 1:he 
customer tend to be more !labour intensive; compare a high~class restaurant 
serv~ce with a drfve-thru; one. 

Benefits and limitations of capital-intensivg production 
Be _fi s 

• Mass production is possible on an assembly ltne. 
• Lower unit costs ~f capital is relatively cheap. 
• Economies of scale are possibl:e. 
• Labour force i,s less skmedt so recruitment i·s easy and Jabour costs are low. 

Li i 
• Not su.ftable for varyJng product ·cypes O( short runs. 
• Not suitable for personal services. 

• High start-up costs due to cost of machinery. 
• Machine-dependent so breakdowns are expensive and may stop production. 

• Lack of vadety might 1lead to unmotivated e1mployees. 
• Cannoc va.ry capkaJ in shore run1. 
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Labour-intensive production: us-es 
1refa1tiiVelly more labour than capnal, so 

~abour costs are a higher proportion 
of total costs than capitall costs, e. 91. a 
cra1ft produceir such a,s a potter. 

Capital-intensive production.: uses 
rel ai'tive~y more capjta1I fuan I abo ur_ so 
capirta~ costs are a higher proportion of 
tota I cos1s than labour costs, e.g. an oil 
refinery. 

Expert tip 
oloolooolooHolio , o,•,l h o,,,oU,Uo,lo,10,ii,o,,,,l•••••••lo• lo ,,lo o, 

Businesses can achieve added value 
and success by choosing a variety 
of capital i nrensities. What is mosr 
important is that the choice matches 
the business objectives, market and 
product type. 

.· Revision activity 

Dr-aw up a table to show the factors 
that influence a business in the choice 
of ea pital intensity for production. 



Be,nefits and limitations of labour-intensive production 

e efi s 
• P.ersona1I serv~ces can be deHvered well. 
• Possible to produce one-off or cusrom~made products. 
• Low start~up costs. 
• Lower unit costs ijf labour is relatively cheap. 
• Easy to alter labour force by recruitm.ent or retrenchment. 

Li 
• Difficult to produce on a large scal·e. 
• Economres of scale are difficult to achieve. 

Operations planning 
Operations planning deals with taking decisions about methods of production, 
process in novat~on1 location and the scare of operation. 

Now test your·self 
11 Explain why che foll owing might be 

capital intensive: 

(a) a shipyard building ocean liners 

(b) a major sweet manufacturer 

12 Explain why the foll owing might be 
labour intensive: 
(a) an ,estate agent 

( b) a market sta II sel Ii ng vegetables 

Answers on p. 205 
Tested 

-----------------4•DU!!llRl41·••LJJ 
Mark,eting 
Through market research a busfness gatns information to inform the following 
decfs~ons: 
• Ideas and R&D - discovering and developing ideas that meet customiers' 

needs. 
• Production methods - showing what customers wil.l pay and what qual~ty 

is required This willl rnform production methods arid the 'labour/capital 
balance. 

• Location - deciding on 1locati1on rn relati1on to consumer buying patterns 
and cost constrai,nts. 

Availability of resources 
Faccors affecting the avajlabiJiry of resourc~s at: an appropriate ,cosc includ.~ 
che following: 
• The presence of an R&D departm·en'c w111 enhance the generacion and 

development of Ideas. 
• Access to suitable land, labour and capital may be a constra1int: ·On 

production and 1locatioin decisions. 

Availability of technology 
Techr,ology is vital in operations dedsions, especrally 'IT-based systems. 
CAD/CAM systems are partkular.ly i·mportant. 
• CAD (computer-aided design) uses software to design products. 

Drawings can be n,ade in 30,. rotated and animated, w~th alterations 
saved. 

• CAM (computer-aided manufacture) uses IT to set up automated 
manufacturing; us~ng robots for effident production1. CAM can be linked 
seamless~y to CAD and to ~r systems including ERP that deal with market 
research~ inventory control materials and sal1es ordering. This al lows a 
business to integrate design; produ,ction, marketing .. payrol l and 
inventory. A fully incegraced IT sys1:em wiU reduce labour, i11ve11tory 
and production costs and increase quality consistency and production 
p~anning flexibilicy. 

Operations planning 0 



Ad anta es of CAD/CAM 

• CAD r.s faster and more accurate. 
• Changes can be saved, enabling faster deds1ons on design. 
• CAM links design and production ac low cos4 saving on production staff. 

• Sen:rngs an~ fixed, ensuring consistency and qualiityl buc fl~xibi!lit:y 
st:il I ex1s1:s. 

• Labour produ,ctivfty is higher. 

Disadvan ges of :A 'CA 
• High set-up costs or design, equipment,. training and speda1list input. 
• P.o·sslb1le reliance on specfalists from outside the business. 
• Costs of reorganisation - redundancy, hfri1ng, restructuring. 

· Flexibility and innovation 

FlexibiJity is the abil;ty of a production system to adapt to a changtng miarket. 

The nged for flexibility in volume, dalivery time 
and specification 
• Volume flexibility is the abilfty to operate effid;ently, effectively and profitably 

over a range of output. In the short run; this 'm·eans being abl.e to meet a 
sudden change in orders, either an increase or a decrease, and still supp11y 
quality and at the prke the customer requires. 

• Delivery time - in the long run, chits means being prepared for varying 
dem.and at different stages of the product Hfe cycle. 1Flex1bility in 
just-in-t1me. Ql'T) production methods and being able to deliver at a time 
that suits the customer fs increasing1y important as thrs flexjbi lity may 
secure a sal·e. 

• S.pecification - increasingly businesses and consumers demand products 
that differ sHghtly from each other, and the ability to provide a range of 
specifi,catfons to order may be vital. 

Process innovation 
Process innovation 11s using a 1new or itnproved production or delitvery rnethod. 
Thfs may be a new technology. such as robotsA or a new way of organising 
production; such as cell working·. Process innovation: 

• l'owers tota I and average cost 

• maoches produce to customer needs more exactly 
• mo·civaces emp1·oyees 

However, process innovation requires p~anning and management for change. 

Now te,st yourself 

13 For each change; state \."Vhether it is due to new technology or new organisation: 
(a) Sales staff use a tablet to send orders and sign contracts on the spot. 

(b) A school organises students in groups by ability instead of age. 

(c:) CAD/CAM enables designs to be directly produced. 

(d) A bank offers a loan on the spot instead of referring to a regional office. 

14 Identify one benefit of each innovation. 

Answers on p. 20 5 
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·. Revision activity 

Produce a brief report for a business 
developing a new dril I, setri ng out 
how the following may influence the 
operations decisions the business has 
to make: 

• marketing 
• avai la bi lity of resources 

• availabiliry of technology 

Revised 

Process innovation~ us~ng a new 
or improved production or deliveiry 
method. 

Expert tip 

Sol ucions to prob I ems must relate to 
the business concerned in its specific 
situation. There are no set answers. 
The best solutions are su ppo reed with 
sound reasons.. 

Tested 



---------------------ifUM·I 
Job production 
Job production 1s produdng unique or smarl-scale products one at a tim,e by 
ski~l·ed workers. 

• Fll,ex,bd ity. • labour mntensive and slow. 
·• Meets customers1 needs exactly, • H ~g h un~t ,costs . 

Batch production 
Batch production ls production in stages where several of the same item 
are put together at the same tfime. Each batch goes through one stage of the 
product1on process befo,re moving onto the next stage; such as bat,ches of bread 
ln a bakery. It ~s a more capftalHntens1ve 1m1ethod (han job production. 

• lower un rt co,sts. 
• Eq u~ pment m·ay be able 10 produce 

a range of products, 

Flow production 

• Time taken to reset mad1,nes 
between b at,ches. 

• Hi1gher ~nventory costs in batches. 
• Less, flexibility. 

Flow production ls continuous production. Produ,cts pass directly from stage 
to stage, O·ften on an as.seimblly line for standardised products. 

• Low uni1 cos1s. 
• QuaUty e,asy io mon~torr. 
• 

1C:an be mechanised and automated, 

• High ,ea p~tal s·tart-up costs. 
• Limited fl,exhbUity. 
• A fault mieans the who~e a.ssembly 

II ~n,e stops. 
• Not motivat1ng for work,ers. 

Mass production and customisation 
Mass production produces high output: at low unit: cost using s.tandardlsed 
parts, machines and products~ usualfy iin flow production. 

• Very low unit cost ,and large 
volumes. 

• Not Uextble. 
• Not motivating ior workers. 

To overcom e these dfsadvant:ages m.ass customisation meets individual 
custon1ers1 needs by setting workstatilons to produce a range of pre-set options. 
IT systems enable products to differ as they pass each stage. 

Revision activity 

Use a ·ea ble to sec out the advancages and disadvancages of any rwo prod ucr.ion 
methods for the following: 

(a) a biscuit maker 
(b) a computer keyboard manufacturer 

Problems of changing from one method to another 
Changing from one miethod to another incurs costs due to: 

• redesign of product 

• redesign and re-equfpp~ng of produccion equipment: 
• cra,ining of employees 
• difficulty in meeting qualky scandards in a different mechod - for example, 

compL1ter screens are batch-produced, caking hours for each co,ating; f ,lo,w 
producc1ori woufd be very expens1ve, slow .and difficult co, standardise 

Job production; producing untqu e or 

smalt-scale products one at a time by 
skill fe: di workers. 

Batch production: p,roductJon j1n 

stages where sewra1II of the same irtem 
a re put together at the same t,m e. Each 
ba1ch goes 1hrou gh one staige of the 
pro duct~on process before movin g1 onto 
the 1next sta g,e. 
FI.ow ,production; ·continuous 
pro dluctMo:n 1in whk h pro ducts pass 
directly from one sta g:e· to the next1 

often on ain ais_semb lfy line. 

Mass customisation: uses 1ma1ss 
pro ductmon to me-et ~n dwidual 
customers' needs by setting1 

woirk stati1on s. 10 produce a rain g·e o'f 
pre-set options. 

Expert tip 

Overproduction of food is no longer 
a problem in the EU. As a result ·the 
environment and rural development 
haVie much greater prominence in the 
CAP today. 

Expert tip 

Decisions on production method and 
location should involve setting out the 
appropriate theory and then applying 
ir to rhe :specific situation of a business. 

Now test yourself -

l 5 Explain the meaning of the 
·following: 

(a) job production 

( b) mass customisation 
16 List two advantages and two 

disadvanrages of each of the 
following operations methods: 

(a) job production 

( b) batch production 

(c) Aow production 

Answers on p. 205 
Tested 
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Location faccors depend on the cype of business i'n question. The faccors 'CO 

consider indude geographical', demographic, .legaJ, poHtical, .availlabmty of 
resources and che surrounding infrastructure. 

• Geographic factors - these inolude di mare and the fikefy occurrence of 
earthquakes, f l'oods, tornadoes, snow and rain as well as ltandscape 'features 
such as hil'fls, rivers and che coast:. 

• Demographic factors - employees are essent1a1I for any business. A 
chosen llocaci.on1 shou:ld have enough people who have the right skills, 
experlence and qualificat:fons. Demograph1c faccors may al:so be fmporcam: 
·for determining local' wages and sa~ary levels. 

• legal factors - 'the llegal Framework that bus1iness operates in varies from 
one place co another. Laws orl ea~ governmenc assiscance, p~anning, waste 
d~sposat heakh and safety, emptoyment and industr~al relations are all' 
impon:anr for coses or buscness opei:racion. 

• Political fact'or.s - bu5,ines·ses wiU cake into accourn: po litica1I sca'bmcy and 
gove rnmen cal non. fn te rfere nee. 

• Resources - close access 'to resources such as raw 1materials or 
coim,ponen cs reduces cransport coses. Th is is ,particu.l:ar1y ~miporcant if these 
are bulky or expensive to transport. The ava11ab.flity of suitabl!e land may also 
be a factor. 

• lnfras·tructure - infrastructure is the ui:mti,es, transporc networks, finance! 
educational and health fadlrdes in a location. 

• Marketing - being do.se to the market 'for products reduces transport 
co,scs and finding S1im,irar businesses or custome,rs nearby may reduce 
marketing coses. 

Relocation and industrial inertia 
A retocating busfness faces the same factors. 1But it may choose to stay in the 
same place because the costs of movi1ng are greater than the benefits o,f the 
move. This Is industrial inertia. These costs l n c I ude: 
• finding and training new emp'loyees 

• finding new suppllers 
• additional marketing costs 

• the cost of moving and setting up again 

Decisions on location at different levels 
• Local locati,on decisions - the dedsron to sec up in one partku·lar place is 

determined by specific factors re lating to that place. Considerations include 
·clhe cost of renting ,or buying, the availability of components, materia~s and 
labour, and the doseness of che market. Government policy may also 
be imporcanc. 

• Regional location dedsions - the sam.e faccors ,operate but ac a wider 
level re lated to the reg,ion and its links with other p1laces. 

• National location decisions - a business decid~ng t,o operace at a 
nati.ona1l level must make ·sure chac i'c has suffident funds for investment 
a.nd marketing, supply diatns a.nd distribution channe'ls. 

• International location decisions - firms entering internati,onal markets 
willl focus on cost reduction chrough ~owet wages and freedom from 
government regulation (particularl'y in labour markecs). gl'obal markets/ 
avo1dh1g/reducing 1caxes1 supply chains, oucsourdng possibirities and 
government incent1ives. T 1he ecoinomic,, policical and lregaJ environments 
wi ll also be i·mportant factors. 
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Now test yourself 

17 Define ·1nfrastruccure'. 
18 State four factors that help 

determine a location decision. 

Answers on p. 205 
Tested 

Revision activity 

The followlngare about to make a 
location decision: 

• a furniture shop 

• a furniture manufacturer 

• a steel maker 

• an accounta nc 
Use a table to assess ih e importance O'f 
the factors that influence location. 

Industrial inertia: when a bus~ness 
stays in its current locati:on even thougih 

the factors tha1 led rt 10 tocate ·there no 
I onger ap p~y. 

Now test yourself 
19 Define 'industrial inertia'. 

20 Stace rhree facrors that m ighc 
make it difficult for a business 
to relocate. 

Answers on p. 205 
Tested 



- ...... ----------------------------ifUM·I 
The scafe is rhe stze of productfon. An increase in scale is not only an increase jn 
output but a change to a d~fferent scale involving an increase 1n capiital. 

Factors that influence the scale of a business 
• Posit::ion in che pr,oducc ,life cyde - as sales r1se, new ~nvestment: might be 

needed to provide output t:o sell. 

• Finance avail'able. 
• Business obJec1cives - tf chese do 1not in.dude expansion, there will be no 

cih~nge ln scare. 

• The market - i1ncreasi1ng scale involves increasing output that must 
be sotd. 

• The possibility of reducing unft costs. 

Economies and diseconomies of scale 
Economies of scale are fall~ng average costs (costs per un~t) as the scale 
of output increases. Th is enabl'es lower prices or higher profit marg1n-s to be 
achi.eved and makes it harder for competltors to enter the market At a certain 
tleve·1 of output, the minimum efficient scale is reached. As scal:e and output 
Increase furthe~ diseconomies of scale appear. These are 1ncreas1ng average 
costs as. the scale of output: increases (see Figure 4). 

Causes of economies of scale 
Generally, as scale ~ncreases,. fixed costs. are spread over more units of output 
and variable coses may fa ll as increasing size enables more effiictent organisat:,ion. 
B.oth of these will decrease average costs. 

Internal conomies of sea rise fro insi he business 
• Purchasing economies of scale (bulk buying) - larger orders often 

attract a discount and this is true for borroWing money. Discounts are ailso 
given for orders above a certafn size. 

• t:echnical economies of scale - new technio1l,ogy or advanced eqtdpment 
wfll be more efficient and IT systems enable more efficiency. There ar-e al1so 
physical reasons for econom1es: for exa:m·ple. heating 20 tonnes of steell may 
cost the same per tonne as heating 1 tonne, but a 20-tonne bl:ock wil l keep 
hotter for longer, saving O·n energy costs, so variabl,e costs per unit faH. 

• Managerial economies of S1cale - larger businesses use speciatlsts who are 
more efftcient. They can al1so better afford more expert managers. 

• Administrative and marketing economies of scale -a partfcu,lar task 
often uses the same paperwork or process. whatever its size. Advertfsfng for 
20 new staff costs the sam,e as for 1,00 new ·staff. Ordering one item costs 
the same as ordering 1,000. An advertising campaign costs the same if 20 or 
2,000 sales result 

External economies of scale arise from outside the 
business 
• Infrastructure economies of scale - new infrastructure reduces average 

co,sts. Poss1ible causes include faster broadband and new roads or airports. 

• Research and development economies of scale - access ro nearby 
uinrversities or research facilit~es can lower average coses. 

• Marketing economies iof scale - sfmi lar businesses ,operatlng in the 
same area may need to advert~se ·less as ,customers visiit kno,wing chere wi'II 
be somewhere to buy from. So individua:1 fir1m,s do not need t,o promote 
·chemsel:ves as much. Screers of fast: .. food shops are an example. 

Average 
,osts or 
cost per 

unit 

I 
I 
I 
I 
I 

Mini ITll,,ll"!'l effi<:ient ~e. le of 
production 

I 
' 

Qua ntlty of output 

Figure 4 Economies and d iseconomles of scale 

,Econo,mies of scale~ faHiing average 
costs as the s-cale of output rinorearses. 

Average costs: ilie costs per unrt 
o.f production. Ca ku la,te d by di vii di,ng 
tota I costs of production by quantity 
produced: 

--+..- to1a ~ costs of product~on 
average co~~;;::; ---------

- - quantity produced 

M in i m um efficie nt sea I e: the scal·e 
of ourtput at which avera.ge costs are at 
their II owest. 

Diseconomies ,of scale: ns1ing averagre 
costs as. the sca!e of output jnareases. 

Ex.pert tip 
IUIUhUIUU1lllltllllllUUIHtlUIIIUollllllUIIIIIUIUtltll I 

Economies and diseconom ies of 
scale are a result of the scale of 
production. They may change as the 
scaJe of production changes but are 
always linked to it, usually through 
the employment of more ea pitaJ 
investment 
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A promotional campaign by an organ,sation representi1ng an industry may 
result in ~ess need for indiv1idual businesses to promote themselves. For 
exampie, a 1meat producers-assocfatfon may advertise the benefits of eating 
meat, resu!l'cing iin an increase in demand for a1ll meat producers. 

• Production econo,mies - if suppl'iers are nearby;: tihere wm be low,er 
transport and communication costs. This expl,ains the concentracion of 
financial services Jn Si·ngapore and o·f engineering ~n Seoul. 

Causes of diseconomies of scale 
• Communication difficulties - as a business grows, communication between 

atl t:he employees, departments, divtsrons and functional areas becomes slower 
and more difficult,. and requires more resources. T:h is raises unit costs. 

• Duplication and coordination ,costs - as srze increases, it becomes more 
d~fficuk and expensive to make sure that the same work is not being done in 

different places, and more resources are devoted to liafson and coordination. 
Large businesses often have a higher percentage of managers rather ·than 
emp·loyees directly engaged ~n production. This rarses unft costs. 

• Less motivation and control - larger firms find iit more drfficult to 
motiivate employees_ as workers feel more remote. from managers and the 
bu.sfness as a whole. More resources may be devoted to control of 
employees. Unit costs are raised. 

nventory management 
Inventory management dealis with the way various types of Jnventory are held 
and their l;evels co.ntroliled. Another commonl1y used word for ,inventory is •stock' 
or rstocks. 

Purpose of inventory 
Inventory is the raw materials, work 1i11 progress (partly finished goods) arid 
finfshed products. There must be enough inventory to enabl'e production to 
take pi.ace - but if there is too much inventory, unnecessary costs are incurred. 
• Raw materials - these are essential for the productlon transformatron 

process. They are also held so that a sudden order can be started on without 
waiting for more raw mater1a·1s. This will help unexpected orders to be met. 

• Work in progress - these are goods that are partly flnislhed but are not 
yet ready for sa le,. such as an assembled car with the wheel's sti11I to go on. 

• Finished goods - these are goods that are ready for sale. Businesses hold 
them as a buffer stock so that customers can be supplied i mmedtately (for 
example. goods in a retail store). 

Costs and benefits of holding inventory 
All inventory has come fro:m1 resources used i1n production that have to be pa~d 
for. Inventory does not generate .any re.venue to recover these costs until' it ,j5 sold. 
H-olding too much ~nventory resuks in unnece~sary expense: holdtng too litt:le 
may mean loss of custom·ers. Holdlng inventory is essential for the transformation 
process and a business has to balance the conflicting costs and benefits. 

o o I ing inventory 
These in cl ude: 

• rent for ~pace or 1nterest on ,money borrowed for storage costs 

• ·che c,o-sc of maintaining scorage - empl·oyees, eq uipment 
and buildings 
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Now test yourself 

21 Explain the· difference between: 

(a) economies of scale and 
d iseconom ies of scale 

( b) internal and external 
economies of scale 

22 Id ent if y. 
(a) three c-auses of economies of 

scale 

(b) three causes of diseconomie.s 
of scale 

Answers on p .. 205 
Tested 

Inventory: the raw materialls .. worik in 
pro g1ress or f~n•she di g,oo de he~ di lby a1 
btJs~ness t-0. ena1ble demand to be m·et. 

Now test yourself 
23 Define eh e fol lowing: 

(a) raw materials 

(b) work in progress 
(c) finished goods 

Answer on p. 205 
Tested 



• insurance and secu.rit:y 
• losses due co invencory becoming oucrdat:ed a:nd unsaleable at: a profit 
• inventory may be da,maged, stolen or perish 

• occupying space that could be used for another purpose - a sign of inertia,. 
s'low1ng down needed change 

In addition, h,oJding inven~ory involves the coses of ordering, moniroririg, 
tracking 1nspect:ing and cransport. 

Ben fits hol ing inven or 
• Ability to meet demand - holiding ~nventory means a business is i·n a 

position to supply a custom1er as qukk1ly as poss1ble when an order ardves. 
Varying demand makes holdjng inventory essent1ial for flexibil ity. 

• Ensur'ing production is not interrupted - hording inventory enables 
production and sales to continue even if suppilies of raw matedals can not be 
o btarn ed for a wh i!e. 

• Gaining a dis,count - economtes of scale in transport or bulk buying of raw 
material's at a dtscount may save more than the cost of hoild ing Jnventory. 

• R,educing inflation effects - buying raw maceriaJs be·fore prfce r1ses or 
producing goods before cos.Cs rise 1may produce savings or higher profit 
tnarg1ns. 

Expert tip 

Make sure you can discuss the costs 
and benefl ts of holding inventory for 
each of the three types of inventory. 

Now test yourself 
24 Explain three reasons for holding 

inventory. 

25 Explain three reasons for holding as 
li·ttle inventory as possible. 

Answers on p. 205 
T~sted 
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Inventory is a k9y part: o.f t:he cransformat:ion process. Managfng it: muse b~ 
linked to rhe other functional areas. Sales determine how much production is 
needed as inventory must be ordered and the number of employees re-qui'red 
,m,ust be set. The production process may also determine inventory levels. IT 
systems enable t hese functions to be interrelated in th@ most effident way, 
often based on the buffer 11nventory modell. Buffer inventory is the m1n1mum 
inventory t hat prevents variations 1in suppily1 production or demand stopping 
production or sales. 

Interpretation of inventory control charts 
The buffer rnventory mode:1 uses inventory control charts that enabl.e suffrdent 

inventory to meet demand whHe minimis-ing costs. Inventory is used over time; 
the model assumes this occurs evenly. It assumes a minimum inventory level 
to be hetd - the buffer ~nventory. 'In order for this to be ma'inta1i11·edj, inventory 
m,ust be ordered at the reorder levet ·which ·wHI be before the buffer lieve,I :is 
reached. The time taken from then untiil lt arrives is the lead time. Th~s means 
that rnventory never faHs below the buffer l'evel and reordering fs tr~ggered 
w'.hen the reorder level is reached. The tnventory control chart in F'igure S 
srhows this graphica111y. Using the chart will!' show che effeccs of alcer~ng reorder 
'levels, usage rates, lead cimes and b·uffer invencor)" and may helip in reducing 
i nve nt:o ry C·O srs. 

A business has a maxrmum in,ve,ntory of 3,600 units and a buffer ,inventory. 
level of 1,200 units. 11r uses 300 units per week. The lead tt·me for orders arriving 
is 4 weeks. 

Th~s lead rime 1means rha.t rhe reorder l~vel muse lbe at lease 1,200 units (4 x 300') 
above rhe buffer invencory level ar 2,400 Ltn~rs. This means rhar rhe inew ,inventory 
a.rdves as the buffer inventory level is reached, assuming ,no del,ays. 

Buffer inventoryi tlie mr,nimum 
jnventory that prevents vanattons •n 
supp liy. pro duct,o n or dem,an d stoppiing 

pro dluctmo:n or s a,les. 

Reord er level: the llevell of ~nventory at 
whjch more inventory willl be ordered. 

Lead t'i me: the 1~me taken for ~inventory 
to arrive aifter 1it has been ord:ere d. 

Ma,ximum 
inventory level 

Reorder i--_....,._...,_ __ ..,.._.....,._ __ quantity levet 

- - - Buffe:r 
._..,__ __ ..._ ______ inventory leveJ 

llme -Lead 

Buffer 
bme 

inventory 

Figure S Inventory control chart 

Now test yourself 

26 Define the following terms: 

(a) buffer inventory 

(b) reorder level 

(c) lead time 

Answer on p. 205 
Tested· 
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Inventory control methods 
Holding so,me buffer inventory wi ll enab1e a bus~ness to con·t1nue producti·on~ 
but as ·we have seen, chere are costs of ho·ldjng ic. A business muse therefore 
decide ·che appropr,iace level for its operacions. There are rw,o principal· 
approaches co dealing with ~n,vem.:ory. 

• Have high inventory leve.ls, ensuring inventory will never run out -
managing leve'ls is easy buc t he inventory is expensive co hold. 

• Have low inventory levels, ensuring very smal!I ~nventory hofding ,costs but 
incurring hlgh inventory m,anage,mient costs (often associared with Just .. in .. 
t~me production - see below). 

Boch approaches may be rnade more effic,iem: by using: 
• Inventory rotation - old i1nventory is used before new. 
• IT systems of inventory c,ontrol - indud~ng efectr.onic poi,nt of sale 

(EPOS), whJch ~inks sales at the ·cillll to stock levels. 

Set:t:lng a buffer inverrcory level and usi,ng an inventory concroll chart w il'I be 
appropriate for e it her of these approaches. The second approach is typified 
by just-in-time product ion methods. 

Inventory control and just-in-time 
Jusc--in-dme produccion GIT) operates wrth as l'Ow a buffer inventory level as 
possibl1e. Raw materials are ordered o,nly when ne.eded for produccion, efficienc 
production imechods mini 1m1ise work in progress, and fin ished goods are supplied 
immediately to customers, mini. mis1 ng finished goods ~nver, tory. j lT requires: 

• a 1

1 ow reo rd ~r level 
• a 110,·w order quanc11:y 
• a short lead time 

• reliable suppHers for deli1very time and .qua.lity 
• accurate forecasts ,of customer demand 
• an i ntegra t.ed production process 

• enterprise resource p,lanning (ERP) systems to rintegrate suppliers, production 
and customer demand 

The result willl be very smal'I buffer 1inventory 'levels .. lead times, order quantities 
and reorder tevel·s. Th1is appl~es to raw materia'.ls and finished goods. Overall the 
costs of holding inventory will be small. JIT relies on findi''ng re liab~e suppliers and 
integrated processes, linking demand; the producti,on, process and the suppl,y 
chain. It is difficul.c co reduce inventory co zero· but f lT production minirm11ses 
i nvenco ry co sc s . 

. R~vi sion activity 

Rush pie manu~ctures (IUality motor bike clutches. It sells varying quantities 
each month. Rush must cut costs because competitors have reduced prices and 
only goodwill has maintained sales. The business relies on components :supplied 
by a number of firms and holds 4 months' stocks because it cannot afford to 
lose production time or sales. 

Using a spider diagram .. analyse the factors that Rush might consider when 
deciding whether to a.dope ajusr-in-time invenrory control syscem. 
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Revision activity 
1 Using the information in the 

example, construct an inventory 
control chart to illustrate the data. 

2 Explain rhe effect of t he foll owing 
changes, each taken in turn: 

• lead time is reduced to 3 weeks 
• buffer inventory i:s increased to 

1,600 units 

3 Explain how using an inventory 
control chart may reduce costs. 

Expert tip 

Reducing the costs of holding 
inventory may involve changes to 
other areas of operations {e.g. the 
number of employees),, different 
systems of monitoring inventory and 
new IT tracking systems. 
tt"tt1nun,11n1ni1111nn101, ittrt1ttttU1t"t t tt111tnnu1111t1ttnu11111n111,1n 1 11t1ttf't1H1 • 

. Now test yourself 
27 Outline three reasons why JIT 

production may reduce inventory 
costs. 

28 Identify possible problems for a 
business using a JIT production 
system. 

Answers on p. 205 
-

Tested 



The need for business finance 
Start-up capital and capital for expansion 

ine !t tart-
When a business ,s firs·c sec up, ·che owners will need finance to buy prem~ses 
(if not renting), equipment and/or raw mater1als. Servfce businesses will also 
need sorm,e initial finance. For example, a business consultant is likely to requr~re 
an office that w111 need to be fun,~shed and equipped, perhaps w1ith chairs1 
desks> telephones and cormputers. These need to, be purchased or leased; either 
way 1money wi 111 be needed. 

Busfnesses llsually expertence other expenses such as wages before any ~ncome is 
received. Suffici:ent finance must be avaiiable co cover ·chese init11al costs. This is 
known as start ... up capital. 

Business sxpansion 
Established bustnesses frequently make the dedsion to expand. This might involve 
acqufiring additiona~ premises or equipment In some cases, finance mrght be 
requJred in order to buy another existing business. Thi:s differs from start-up capital 
because thts type of finance is onJy required after the business 1s operationalr. 

Different needs require different sources of finance 
Finance mlght be needed for a long-term project and therefore 1lorig-term 
sources of finance are likely to be u5ed. For example, a business may need 
finance for: 
• new product devefopment 
• the exploration and developm·ent of new markets 
• an increased ilevel of promodon in response to the arrival of a potent[ally 

serrous competitor - this couid be a iong-term, issue fo r a business ~f the 
compedtor stays tn the market 

Alternattvel~ the need for finance mi,ght be related to tem,porary, short-term 
shortages of finance, such as wai.ti n.g for payment from customers, causing short­
'Cerm sources ·O·f finance rc:o be more appropriate. For exampl1e .. the business may 
need finance to: 
• purchase materia~s 
• pay wages or utril i'cy bilJs 
• pay for pr,omotional activitres 

The amount of money requfredj regardl1ess of the length of time tnv0ilved. might 
also influence the source of finance t hat would be used. 

Start-up capital: the m1oney that a 
business requh,~s to begjn operat~ng, 
e.g. to purchase or rent p rem1ise s and to 
purchase equipmeint ·Or raw m,a1enia,ls. 

Expert tip 

In answering any question related to 
this topic, make sure that: you take 
note of the reason why the business 
needs finance, e.g. for stare-up ea pi'ta I 
or co expand an existing bu.si ness. Th is 
wil I influence the sourc-es of capital 
that will be used. Take note also of 
the size of the business and its form 
of ownersh i pi as these al so influence 
sources of finance. 

No'W test yourself 
- - - --

1 Define the term 'start.up capital~ 

2 Explain why the reason that finance 
is required might influence the 
source of fin a nee used. 

Answers on p. 205 
Tested 

1i------------------------------------------------------------1-1111t!:·· • 
The meaning and significance of working capital as a 
source of finance 
Working capital is used to finance the day-to-day activ1ties of a business. It 
finances the purchase of material1s and the payment of wages to employees. 
Working cap·ftal is current assets m1inus current li:abiHt1es. 

Working· capital= the excess of current 
as sets over current Hia b.Uties: a, so 
known as net c:urr,ent a,ss ets. 

The need for business finance 0 



• Current assets consist of liquid ass,ets - that is, ,inventory (stod<)J trade 
receivables (debtors) and cash and cash equivalents. 

• C1.1rrent liabilities consist of trade and other payables (cred1to.rs) and 
overdrafts. 

a it 
Where a business has posttiive working capital, this m,eans that the business has 
1m,ore current assets than current HabiHties. Too much work.fng capkal means 
that the business has assets that are not working hard enough. It could be that 
too much money i,s tied up in stock and is therefore creating an opportunity 
cost. The money held in stock cou ld be used more productively ejsewhere in 
the business. 

egati rkin ea ·ea 
lln this situat~on, current liabi,Hties exceed current assets. Too little working capital 
could mean that the business is unable to pay its short ... term Habilities such 
as supplters and wages. This could lead to, the business b·ecoming illiquid and 
ult,imately failing. Liquidity 1means t 1he ease with wh·ich an asset can be turned 
into cash. 

A sh,ortfall in work~ng capical is often reso 1lved by agree~ng an overdraft to enab~e 
·the business co continue to, function. 

Many bus1nesses fail due to a lack of wo.rkiing capital, even though they are 
profitable. 

The working capital cycle 
Many bus·inesses carefu l'ly monitor cheir w1orking capital cyde, whfch 1s shown 
1i n Ftgure 1. 

roving t e cycle 
These indude: 

• Shortening the t lme customers take to settle their debts. 
• Speedjng up the productlor, process so that the tim·@ between receiving 

matertals and delivering products to customers 1s shortened. The length 
of time goods are in producti'on before being sold will affect the working 
capital cycte. 

Remiember ·chac a posit~ve working capital does no·c always mean chac a 
busin~ss has l·ot:s of cash co spend. Alchough it means that: currenc asse·ts 
are greater t:ha.n what: che busi.ness a.wes in ·che shore t:erm, high levels of 
inventory (stock) are 1nduded in the working capital flgure and a business 
cannot use chat stock to pay the wages of irs workers or to setde its debt:s 
with supp~iers. 

Significance of thg distinction bietwaien revanue 
expenditure and capital expenditure 

e e nd· e 
Revenue expenditure is expenditure on everyday runn[ng costs within a 
business. Such coses mighc include che purchase of raw 1macerials, che pay1m,en·c 
of wages to eimp'loyees or the paymerrc 'CO an ebi?Ctridty company for ·the power 
ljQ run the machinery. They are generally fr.e,m1s chat will be used 1n the short 
term. R~venu~ expendit:ure ~s shown as an expense rir1 the income st:atement 
(profit: and loss accou11t). 

· I n 1
• r 

Capital expenditure is expendtcure on non-currenc asse·cs (fixed assecs) such 
as bur1ldings or machinery. These items. wil' I be used in the business 'for a long 
c1me. Capital expendlni:re is recorded in the scatem.ent of financial1 posidon 
(baianct2 sheet:). 
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Liquid assets: the assets that canr be 
q,ufckty and easUy C·onvertedl ~nto cash, 
e.g. bank acGoums arnd stock, ahhougih 
stock is the least lliqu~d of the current 
assets. 

Short-term liabilities: debts 1hat 
a re expected 10 be li·epai:d ~'tl, ~rir ar 

12-moirrth per~od. 

Now test yourself 

3 Explain what is meant by the term 
"world ng capital'. 

4 Explain why too much working 
capital might cause problems 
with in a business. 

5 State one disadvantage and 
advantage of positive working c-apital. 

Answers on p. 205 
Tested 

Revision activity 
Make a list of the current assets and 
current I iabi Ii ties ·that a shoe retailer 
might have. 

Working c.a pita I cyd e; the t ime 
between1 puirdhaiS1lng stock and/or raw 
materiiats and the re~pt of payment 
fro1m custo mer.s for the goods or 
services rec:e~ved. 

Cash 

-Goods soJd Purchase 
for cash of stock 
-and on and raw 

Cr@dit materials - it 
Productlqn 
of goods 

Figure 1 The working capital cycle 

R.evenue expenditure: money us,ed 
to pay for everyday runn mng costs of 
a business such as ra1w matermalls arnd 
wages. They are shortsterm costs. 

Capital expenditure: 1m oney used to 
acqui1re non-ourrent assets (fixed assets) 
that w~U be use di ~in the bus~nes s over a 
!ong period1 e. g,. to purcha,se madl5nery 
or pre1m11ses. 



If a business purchases n-ew mach1ne:ry and pays for it W'ith cash rhe payment 
wilil show as a reduction in the cash ba1lance of the busfness. :If a bank loan is 
used to pay for the machinery, this will be seen as an lncrease in the non-current 
HabHit ies (long~cerm l'iabiHdes). 

The new machin~ wrn also app~ar as an 1ncreasQ in che noripcurrent: asst?t:s (fixed 
assets) of t he business. 

Now test yourself 
6 Explain the differenc-e between revenue expenditure and capital expendit ure. 

Answer on p. 20S 

Sources of finance 

Rev is ion activity 

Make a list of items thac might be 
included in revenue expenditure 
and another I ist of items that might 
be included in capital expenditure. 
Do this for a reta ii business and a 
manufacturing bu slness. 

Tested 

~--------------------------------~·a4mwm11~11•-~• 
The sources of finance available to a business can be irifluenced by the lega,I 
structure of an ind~vid ual business, the size of the business, the reason for which 
finance 1s required, the amount required and the length of time fo r which the 
Anance is needed. 

A so,le trader or a partriersh1p would not have access to share capl tal unless they 
changed the structure o,f cheir bus1ness co a private ,lim ited company or a pubHc 
lfmited co,mpany. Remember that the sate of shares tin a private llimit,ed company 
ls Hmited and t:hey cannot: be sold to members o·f the publ1c. A public limited 
company ;sable to sel1I shares to anyone through the stock exchange. 

Stock exchange: the place where 
stodks and shares are bought and so,Jd. 

~~--------------------------~•C41¥1~mtt!4!·1·~~-
oistinction between short- and long-term sources 
of finance 
• Short .. term finance: usualliy defined as being repayabre within 12 months -

for example, an overdrafc or shor~term bank loan. 
• long ... term f inance: repayab1le over terms as long .as 10, or 20 years - for 

example, a 1m,ortgage or a l:ong-cerm bank roan. 

The sources of finance can be rncernai o,r @Xt:erna. l to che business. 

Short-term finance! money that 1is to 
be rrepai d wirth~n one year. 

Long-term f inance: money that ~s to 
be irepaidl over several! years. 

~~----------------------------------------------------------1•1Ui¥1#,i¥1·1-L~· 
'In ternal sources of finance are those sourced w it hin the busin.ess it self. Examples 
include retained profit, working capJtal and the sale of assets. Table 1 outHnes the 
advantages and disadvantages of the various kinds of inte rnal sources of finance. 

Table 1 Advantages and disadvant¥S of internal sources of finance 

Retaine d ea rnings (retaine d p rofit) 
Profit earned by the bu·s~ness in previou5 
years of trading. 

• Does no1 require ~nterest payments to 
be made. 

• Does not have to be repaid to 
ati1yo111e. 

• Is i nstantJy avai labie. 
• Does not crea:te a debt t o anyone 

outs1de the bus,,n es s. 

• Is, dependent on previous years havmng 
been proilta b~e. 

• If shaireho lders prefer 'larger 
dwidends, "they might not agrree "to 
~ts use. 

Sources of finance G 



Sale of assets 
Assets that are no longer used by ai 

business can be converted into money 
to provide financ,e for other prroj.ects. 

Sale and leaseback of n o n -current 
assets 
Some assets can be so~d whhout the 
business losing the use of them. If 
assets are ·sold and then leased back, 
the in trtia 11 inflow of funds must be 
ba~anced agains1 the !lease payments 
that wil I have to be made. 

The business must be 9uire that ~t does not 
need to own the asset that •s to be sold. 

Working ea pita I 
This source of finance can be made 
ava~lablle by ensur~ng that credit 
customers settle 1hei1r debts. Inventory 
can be soid off, perhaps on specia~ 
terms. ~n order to increase the amo·un1 
o,f work 1ng capita I ava U able. 

• The f inance does not hav,e to be 
repa~d to anyone - it is a permanent 
sou irce of fin a nice. 

• It does not incur i1nterest 1payments. 
• It can be a fast 1metho,d ,of obtamn~ng 

finance_ although this depends on the 
asset, e.g. buildings can take som,e 
1im,e· to be sold. 

• Can b-e a qukk .source of funds and 
does noi requ~re repayment to an 
external body. 

• It does. not ~ncur ,any 1interest 
payments. 

• It is a permanent source of financ,eL 
• By hav~ng a1 spedal sa1le1 o~d mnventory 

can be sold off, 1maksng room for 
more up-10-date stock. 

• It can be a fast wary oi irai-s.ing finance. 

,lnn~rnar souro:?s of fi nance m,ight be insuffid~nr co sat~sfy che fi 1nandal needs of 
che business. If the finance is required for a large projecc then it is possible that 
internal sources a.~one willl not be enough. 

It is poss~hle that a business 1m1ight have sufficient retained earnings to finance 
a r!arge project, but most businesses will! have been usrng their retained earn 1ngs 
to help to generate larger future 1nco,m,e rather than letting chem accumu:late. 

Now test yourself 
7 Explain what is meant by 'short.-term finance'. 

I • The amount raised migiht not be 
large; if ai business 110 I onger needs, 
the a.sset, wilU it hav,e a h1gh value? 

• The asse,t and its us1e .are pe1rman,en1ly 
II ost to the· busj ness. 

• R,eg1ular payments wrn need to be 
m~de by the business 1o, use 1he· asse1 
i1n the futu reL 

• The- amount raised might not be higih 
due to the a.rge and cond~tion ,of the 
asset. 

• The ,curren1 assets m~ght be reduced 
to a point 'that makes it diJffkult 10, 

co,ver current liabilities. 
• Cust,omers m~ght no1 be happy about 

beinig asked t,o .sett~,e theMr debts 
earl~ er than usua11. 

• Potent~a, new ,customers might prefer 
to dea~ w ith ,a bus~ ness that offers a 
~ on g,er credi1 per•od. 

• It mr,ght not produce a large a1mount 
of finijince. 

l Reta i ned earnings;. ~ e IP rofiit earned 
by a bus~ness in prevJo us years. 

Tested 

8 Seate two reasons why a bu:si ness might prefer ro use long--rer m rarher than short .. rerm finance. 

9 Identify one advantage· and one dis.advantage of using working capital as a sourc-e of finance. 

10 Outline two advantages of using retained earnings as a source of finance. 

Answers on p. 205 

~~------------------------------------------------------------~44i·~4~1lt1i#1·~-l~J· 
Examples of excernal sources of fi.nance include overdrahs, bank loans, 
mo.rtgagesJ t:he introduction of new parcners and che sa11e ,of shares. 

Short-term sources 
Short-ter,m sources of finance fnclude bank overdrafts ·and slhon-term 
bank loans. Table 2 outl1nes the advantages .and disadvantages of these 
sources. 
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Table 2 Advantages and disadvantages of short-term sources of finance 

Source 

Bank ov e rdraft 
The bank agrees to aillow a business to 
draw ·m,oney greater than the amount 
•n the account. A hm1it js. pllac,ed on -the 
additio,na~ amount that can be drawn. 
overdrafts, should be agr,eed before 
they are used, An una greed overdraft is 
U ke!y to carry even higher i nt~rest rates. 

Advantages 

• UsuaUy q ukk ta pu1 in pla,ce, 
• There i1s no loss of ownership or 

control. 
• F~exi1bil1ity- the busiiness does not 

need to use the fuU amount of 
overdra1ft aigreed and w11I II not 1incu r 
charg1es for the unused amo,unt. 

Disadvantages 

• Often expensi,ve due to high rates of 
i1n1er,est being charged. 

• Overdrafts ca1n be recaliled a1t short 
nott ce - this mjght mean the 
business is unable to, meet ~ts slhort­
term fin.anciall obligatmons. 

• The business wm need evJdence that 
i1t wi H receive funds short,y, e .g. from 
customers. 

• The, fina I amount to be repaid is often 
uncerta~n. ---Short-term bank loa n 

Money ~oaned to a bus~ness to be 
repaid usu.aUy within 12 mon1hs. 

. Now test yourself 

• Security (col latera I) is not always 
requiired. 

• Usuallly a cheaper opdon than an 
overdra1f t . 

• The ter1m of the loan wj H be fixed and 
stated. 

• Regtula1r repayments aid budgeting. 

• The amount a,g1reed 1cannot be varied., 
u nil ike an ov,erdraft. 

• I nteres1 ,s payab~ e ,on the whole 
am,ount. 

• Early repayment mmg ht incur ,a 
fmnancia~ penalty. 

Tested 

11 A bus.iness sells its goods on credit and is awaiting payment from a number of customers. It is short of funds to pay 
the wages. of irs employees. Explain which source of fi nance you would riecomtnend that the business uses to pay 
the wages. 

12 Identify one advantage and one disadvantage of using a short·term bank loan as a source of finance. 

Answers on p. 206 

Long-term sources 
Lon~fcerm sources of finance are ofcen used when finance rs req u1ired for a pro jeer 
'that: is likely co cake a lnng ti:me before it becomes profitable. These sources 
can be p~rmianent or non -permaner,t: sources of funding. Some so L.uces wrll 
require repayment at sorne t1me in 't he fut ure, whrlsc others do not require any 
repayments t:o be made. Table 3 outl ines the sources of long-term finance and 
their advantages and d isadvantages. 

Table 3 Advantages and disadvantages of long-term sources of finance 

Int ro duce new partners 
1ent A sour,ce of fo1ng-term perman 

finance. A so~e trader mightt b 
partn,ersh~p or an e;ids,ting par 
m~ght 1i nvite ad di1ional peop~e 
business.Ha new partner ;5, a 
the eX!is1ing partners must ag 

ecome a 
tnership 
to join the 

dmmtted. 
r,ee. 

Share capita I 
inesses Ava U able t,o incorporated bus 

and can invo~v,e the sale air sh 
new or exisdng shareholders. 
shares results in 'the saJe of pa 
ownersh~ p af the business r 

arr,es to 

Sale ,of 
. rt o,f the 

ee if shares 
P ri \I ate Ii rn ited co m pa ny 
Exi1stingi shareho~ders must agr 
are to be sold to new shareho lders. 

or eXJisting 

I Public limited company 
Shares mcay be bought by new 
shareholders di.rough the stoG 
and can be so~d to the gener,a 

k exchange 
II pubHc. I 

~Aav~ tj}ia"g e~$. -_ 

• UsuaHy a quick method of acquiring 
add lUonal fiinance. 

• It 1s a1 permanent source, oii finance. 

• It is a per1manen1 source ,o-f finance 
am d does not have to be rep,a ,d. 

• 11 can p ote-n11iaUy ra1 s.@ la1rge sums of 
money. 

. D.1sactvaf1f· !es, 
-. .. ,_ .• _ .. ~--~·.~-- -':r.•: __ ... __ Q, .. ~ 

• Some ,ownership and con trot of the 
bus1ness is lost. 

• A sote t rader ta ld n g 1i n partners loses 
som,e • nde pendence. 

·'• The ownership of the ,company 
is diilu1ed i1f new .shareholders are 
111trod uced. 

• The amount ,of authonsed share 
caprtal willl Umit the number of shares 
that can be issued. 
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Leasing 
The business has, 1he use of an ass·et 
without having to undertake la r,ge 
exp,endrture to, purchase it. 

Hire purchase 
The pu r,chase o,f an asset on credit . 

Long-term loans 
Usu.alry used for llarge and/or expens1ve 
projects when it migh1 take a lion g time 
before 1he sum borrowed can b-e tota Illy 
riepamd. 

The hi,gher the risk 10 the tender"' the 
higher wm be the rate of ~nt,eres1 that 
must be pa1id on me mon,ey .bofirowed. 

M o rt gag es 
Usually used for the pur,oha se of 
prem,ses. They are often repaid ,over 2 0 
or 30 years o:r even longer. 

The s.ecur~ty to the le·nder is 1he v a~u,e 
of 1:he premiSies being purchased and 
perhaps ,other property owned by the 
lender un1~ the va1lue of the mortgiag1e 
js fu~ I¥ repaid. The bo,rrower has full use 
of the property throughout th-e term of 
the m,ortgage. 

Debentures 
Debentures do not give the hollders any 
ownetship in the business. They ,are 
issued f:or a spedfm,ed t~me peri,od and 
yield a fixed rate of ~nterest eaich year, 
The capaal sum ~s repajd to the investor 
when the maturity date is reached . 

• N,o large expenditure, ne-eded. 
• In som,e lea5e agreem ents, the repairs 

and ma11n1enanc,e wdl be undertaken 
by the ,company own~ng the asset 

• The asset ms pa i1d for over an a greed 
p:eri,od. 

• Regular payments are made whkh 
a~ds budlget~ng. 

• The a mount and time of "the loan ~s 
f ixed. 

• There is a possj bi i•ty a fixed r a1e of 
interest can be agreed. ~emoViing 
the 1:hreat of fuiu r,e interest rate 
increases. 

• Ownership a nrd control of the 
bus; n ess is unaftected. 

• The reg u1larFty of payments aids 
budget~ng. 

• Large aimounts ,can be ra~sed. 
• Ownershti p a nd coh1roi remains 

una1ffected. 
• The asset can be sold but the 

mortgage d@ht must be deared . 
• Once 1:he va lue ,of the asset exceeds 

1hat o,f 'the amount borro,wed,: 
an additiona~ mortgag,e might be 
poss~ble n extra funds are requ ired. 

• Ownersh~ p and controi ~s unaffected. 
• Large amounts of fina nee can be 

raised. 
• R,epayment of the loan is 11101t made 

u nti1t the maturity da1e. 

I • Requires ongoing regular 1paymen1:s to 
be made. 

• The bus~ness never owns ·the asset. 
• M rght be t~ed to the lease for a 

specified leng1th of tmme. 
- - - -

• The busines.s does not. own 1he asset 
until the final payment has been made. 

• ln1eres1 wiiU be paid on 1he v,alue of 
t he as_se1. 

• Interest must be pa;d. This varies 
~ccord in g to the risk i nvohred, the 
length of the loan .and current rates 
of ~n1ereS1. 

• Repaym,ents usuaUy begjn a.s soon as 
the loan ~s taken~ but so,m,e proj,ect s 
m1ight not ymeld retum,s for som1e tmme. 

• Lenders requJre ,a guarantee. Le. 
security or co,llateraL 

• Assets used as Sietu1ri1y will r be seize d 
and sold ~ the loan ~s no,t repaid as 
agnaedl. 

• If the value of the asset f aU s bel1ow 
the value of the odgi1na~ l,oan, d1e f uH 
vaiue of the· mortgage is still due. 

• ln1erest payable on the loan wm 
be detennri nedl lby the current r.at,e 
of jnterest un less on a frxedeterm1 
a greemient. 

• M ortgage· payments must be made 
whether ·or not a profi1 ~s made. 

• The ass,et ceu1 be se~zed irfi repaym,ents 
a re not made as agreed. ff the 
amount recovered is iess than 1he 
out standing debt, t he borrower i~ 
Ua ble to pay the d~fference. 

• A fixed rate o,f interes1 must be 
paid whether or no1 t he busi1ness is 
protJtaible. 

• A debenture m1ight be Ii nkedl to a 
specified asset that can be so~d i1t 1he 
business •s unablle to repay the l,ender 
at the maturity date. 

• A large amount of f inance ra~sed 
through t he rssu e· of debentlff1@s. (non­
curre·nt liabUlty) rm~ght deter other 
poteintia~ len de-rs. _..,.._ __ _ 

Vent ure capital 
Vento r,e capJtaUS1 s are g,eneralily 
as.soda,ted with riskier venturies that 
other lenders m1ight avojd. Aithough 
more w,1,,ng to, take risks, ,they m1ight 
demand a htgher return on the.• r capirt al . 

Venture capita llms1s often require som e, 
share ~n the ,ownership of the bus~ness 
in order 10, pro1ect their •nvestment. 

Governments g rants and loans 
A gra,nt does not have to be repaid, 
unUke a lloan. Governments, use 
grants t,o stimulate spedfic aspects 
of an economy. e.g. to encourag,e 

1e·m plo}i'iment or to sttmu ~ate acbvity 
w~thin, say, the building sector cri am 
,economy. 

• 8 ust nes.s advice· is al so f req ueniJy 
avai ~able as wel I as the fin.a nee. 

• The loan m,jght be a permanent 
source oi fin a nee or is ,only repayab~e 
if 1h @ ven1ure is profhable. 

• It prov~des a last resort for busrnesses 
1hat are u nabfe to provtde p,ro,of of 
t heir abmty to repay a loan, e .g. new 
buS4ness. 

• Is per1ma nent finance. 
• Grants do rnot have to be repaid. 
• Loans can have a lower rate of 

in1erest than ioans. iro1m al bank. 
• Can be .avai Ja b1e 10 businesses that 

might not be able· to get i inance 
e lsewhere. 
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• Ther,e m~ght be some loss o,f 
ownersha p a nid control. 

• The ventu r,e ea pitaJj st might want the 
busJ ness ·to ·take a1 d~rec tion about 
w lh~ch the- o,rig~nal owner(~) 1s. no1 
happy. 

• future pro,·fits mijght have to be 
shared with the: lender. 

• There coulld be s1rict guideHnes about 
how the money can be- spent, 1e·.g. to 
purchaS"e new equ,pment 

• The bus~ness m1ight be 1requi1red 
1:o relocat e to, an area oi h,gh 
u nemp loym.ent. 

• Loans have to be repa~d with ~nteres1. 



Mic.ro-fi nance • Money can be made ava,i!able to I • The a1mounts ar,e usuaUy very .smalL 
Lendi1ng of smaH a1mounts 1o pe-op~e or 
businesses that are not ab~e to ge1: loans 
from tradtt~ona~ sourc,es. 

peopll,e or busjnesses 1that do no1 have • ln1erest win be [paid, although t his 
a credit htstory. ms. generaUy lower 1Jhan that pa1id to 

• Benefits very smalll businesses/ banks etc. 

Crowd funding (crowd sourcing) 
F~nance raise d from a larg,e number 
of i nd i,vid uals rather 1han from one 
source. Now being used by many new 
bus i1nesses. 

Now te,st yourse,lf 

people who are 1 rying to be seH-
suffi dent in areas wher,e 1her,e is no 
emplloyment. 

• Largie amounts ,can be ra,sedl. 
althougih each ind~vtdual prov~des 
only a smalll amount. 

• Used by people wah a good bu:s1ness 
idea but who lade finance to invest. 

T~_sted 

13 Identify t wo possible sources of short.-term finance. 

14 I denci'fy 'two possible sources o·r long·rerrn fina nee. 

1 S Describe one exam pie when shott-rerm fi na nee would not be appropriate. 

16 Explain why a business mighr decide not to us.e venture capital. 

Answers on p .. 206 

Factors influencing the sources of finance 
and the selection of the source .of finance 

Different sources of finance· are appropriate in different circumstances_ The 
chosen source of finance m1ght be for many reasons: 
• The financial history of the business. The financial history of the business 

1ndudes the 11ength of time that the business has been in existence and also 
the ev1dence that shows how well or not the financial affairs of the busfness 
are and have been managed. A business that already has high levels of debt 
will be con sf dered coo great a r1sk for a lender to agree to any addiciona 1I 
finance. 

• Whether the finance is required for the short term or the long term~ 
A short-term need for finance would be advisabie, f-0r example_ to pay 
suppliers and wages untfl cusco,mers setde their debts. The time for which 
the finance is requlred shou 1ld be matched by 'Che repayment period of 
any loan. 

• The use to which the finance will be put. Large projects, such as 
the bui lding of a new factory, are usually financed by lon~term sources 
because it rs ll~kel,y co be a ~ong cime be'fore profits fro:m1 the new factory 
are gained. 

• Need to retain control.. owners.hip and controli o,f a business mu5t a,lso, 
be considered. Current owner(s) might prefer to choose a source o,f finance 
that does not involve any d1lution, a.f owrrership and cont:ro:I, in which case 
options such as issuing shares would be lgno,red. 

• The cost of various options .. The rate O'f interest to be pai.d i,s an obvious 
consfderacton. -Fixed-im:erest loans are somecimes avaf:l.abJe~ bur it tncerest: 
races in general were to fall cihen 'Che loan repaymencs would be higher than 
they might: have been if a variable int:eresr rate l'oan had been taken. 

Debencures incur lower payments inicial1'ly because only interest is paid untill 
the maruriicy date when the capical sum muse be repaid co t he ho'lders of 
debenture cert ifi ea te s. 

• Can be accountable to a, large 
number of people. 

• Som,e ijnvestors expect dis,counts or 
f ree access 101he, produci:/serv1ice of 
1:he bus~ness_ 

Expert tip 

There is often confusion over whether 
or not the sale of shares is an i nrer nal 
or an external source of finance. Shares 
are an external source of finance 
because they are purchased with 
money drawn from accounts outside 
rhe business. 

Revised 

Authorised share capital: the· totall 
am,ount o·f shares 1hat a buis~nes.s i,s 
al~owed to issue. 

Debentures: to1ng-term loans made 1:o 
a business~ wh1ich eam annuall int,er-est 
and tih e ea pirta~ sum rs rerurn ed to the 

lender at 1he matuJiity date. 

Venture c:api.ta I: money re-ce i1ved from 
ijn dtvidua,fs who are wi mng to taike a 
risk in off enn g f ~na nd a,11 sup port to a1 
bus1n,ess. 

Expert tip 

The context in a question should be 
c;onsidered when suggesting various 
sources of finance. Is the project shore 
or long term? Is the business a sole 
trader, partnership., private limited 
co.m pany or pu bi ic I imi ted. company? 

Sources of finance @ 



• Flexibility. A bank loan 1s lllkely to ·Offer more flexibilfty in the ways that: the 
money can be used than a government l'oan or grant. Governments often 
insfst that a business recefvfng a government loan or grant meets certarn 
crfteda. For exaim1ple, the business might be required to locate in a spec1fic 
area to he:lp to reduce une,mp'loymenc. T,he business might a~so been given 
firiance ·On the understanding that tt is used for buflidhig new prem~ses or fo,r 
purchasing new equipment:. 

FlexibHity can also be reqU,ired by a busiriess in terms of how and when it 
can repay the debc. Some businesses might ask co delay the s·carc o·f any 
repayments until the project has begun co yield 5ome returns. A business 
might a!lso want the ftlexibi'lity t:o repay the debt earlier than agreed without 
any penalty; although some banks wil l penal,~se early repayment: of loans 
by req u1dng interest that would have been paid for part of the re:main1ng 
durat~on of tlhe loan to be added to the fina l payment. 

Costs 

Revision activity 
1 Analyse the sources of finance that 

a sole trader might consider when 
requiring some extra finance to pay 
wa.ges for the next month. 

2 Analyse the sources cl finance 
available to a private limited company 
that wants to build ne\lV premises and 
launch a totaJ ty new product. 

3 Analyse the sources of finance that a 
public limited company might use if 
ic finds that ir has insufficient funds 
to pay its suppliers this month. 

~i.---------------------------------------------------------~Cl;Ml'l#!iil·l·-----
costs are t11e financlall payments fo-r resources used in product,ion. The I.eve] of 
costs is a measure of efficiency. 

The need for accurate cost data 
F ri . 
Businesses need to make sure that the price charged willi cover aid costs and, 
hopefullly, provide some profit for the business. 

To c lculate profit 

P roflc = cota I revenue - to ta.I costs 
revenue ;;; prrce x number so'ld; total costs;;;; nxed costs+ variable costs 

I naccurace coS'C information might llead a busJness to ariticipate a profit when. 
in reality, the revenue received wrn not cover the rota! costs of producing the 
produce or providing che service. 

Accuraoo cost lnformat:ion mlghr also alerc a busfnt?ss co rhe face t:har: it: is 
spending t:oo much on a particu1ar aspect of; produdng its product or in 
the provision of its service. It aliso alllows a business t:o cakul,at:e the impact 
of a change in price of its own product/service or of those supplied to the 
business. 

T p r -flo forec s 
A cash-flow forecast is a predict1on and therefore might prove to be inaccurate. 
That possibi li ty increases if the cost 1nformatiori on which the forecast is based 
is not inaccurate. This ,couJd lead a business to prepare for a shortfall or a surp~us 
of cash that does not happen. An overdraft facility might have been agreed that 
would be lns,ufficient to meet the actu,al' needs of the business, which coul1d 
cause severe ltq ufdfty problems. 

'I e e I _co ts r a s·nes 
The annutal financial staceme1nts of a business 1mus·c gi1ve a crue representation of 
its Financial position. This cannot: happen if che buSJness is using inaccurate cost 
infor1mac]on. Th~s can girv~ a misleading piccure ·co po·ssibl~ ,inv~scors and to all of 
che stakehol'der groups linked co the busi.ness. 
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For r m ri i forma io ver 
1lt wil I be impossfb1le to make an accurate corn parison of costs over different t~me 
periods if one or other of those periods was using inaccurate cost data. 

Types of cost 
• Fixed costs {FC): these do no,c vary wi,th the 1level of oucput. Fixed coses 

muse be paid regardl:ess of whether any output ~s p·roduced or noc. Examples 
include, ren~ races and salartes. A landlord will sti ll want his or her rent for 
cihe ra.ccory even chough product:ion has not: caken p~ace. 

• Variable costs (VC): these change or vary acco-rdtng co che level o·f output. 
Examp1les ~nclude raw mace rial c,osts and the wages of workers paid by piece 
ra.·ce. 

• Marginal c1ost: the change in che cota:I cost O'f producing one additionaJ 
tt:em, of a produ,cc ,or of provid~ng a service to one extra person. 

• Direct costs: these can be Hnked diirectfy to the making of a specific 
produ·cc or the prov1sion of a specific service. Exam pJes include che raw 
maceda·ls used in a product or the direct labour costs (rate paid per unit: 
produc~d). 

• Indirect costs: these cos·cs cannot: be at:cr1buced co the making or a 
parcicuJa.r produce or provision or a particular service. Exampl.es indude che 
wages paid co administrators rn rhe business. 

Problgms of allocating costs in given situations 
• Semi ... variable costs: some costs contain a fixed and a variable element. An 

electricity bm generaUy consists of a stand~ng charge (Fq and a charge for 
the amount of e1I e ctr1 cf ty used (VC). 

• Multi ... product businesses: a business that produces a variety of products 
might find it d1fficuk co know exactly how much of the administrac1on 
costs have been incurred by one specific product. In such cases, businesses 
·wm usuaJly dedd.e co a.pporcion a part of che ,coses 'C·O eacl, produce based 
on factors such as factory space used or the rn.u,mber of employ.ees 1involved. 

Expert tip 

The situation described above is "apportioning' of costs .. Try not to confuse this 
with 'allocation1 of coses Vt.ihich~ in accounting terms, means that a portion of costs 
can be linked to a specific prcxlucr and is therefore allocated to that product. 

fixed costs:· costs that do not vary 
a ccord~ng to 'the llevell of outp u1:., e·.g . 
sallafies and rent. 
Variable costs; ·Costs that vary dkecdy 

a cco rd~ng to the I eve~ of outp uit, e.g. 
raw matenialls, pJece rate payiments. 

Marginal cost: the cost of produ:oing1 
one ad di1iona1~ pro duct. e.g. the cost of 
the extra iraw m,atetia is. 

Di re et costs: costs that caini be 
spedfica1Uy Ii nk,ed to the production of 
a partku~ar irteim, e.g. raw materi all or 
di red laibou II' costs. 

Indirect costs: costs that ea nnot be 
b nked 10 a specif1i c product or servtce_ 
e.g. wag1es paid to aidm~n,strators. 

· Now test yourself 
17 Define 'fixed costs'. 
18 Explain what is meant by variable 

costs, giving an example. 

19 Explain what is meant by direct 
costs, giving an exa.mple. 

Answers on p. 206 
Tested 

Revision activity 

, f!Aake a lis.c of possi bi e costs ·char 
occur in your school or oolleg-e. 
Divide your I ist in to fixed costs and 
variable costs. 

2 Make a list of possible flxed cos.rs. 
and a I ist of possible variable costs 
for a business that manufactures 
mobile {cell) phones. 

~i..-----------------------------------------------~•~;Jl~l#f!Jl§.!111 ___ • 
Cost information for decision making 

t ce a ic a r d 
Before committi ng to the producdor, of a product, busi1nesses calcu 1late the 
likelihood of a profit beh1g made. In order to be profitable, the price that can be 
charged should be sufficient to cover all the production ,costs and provide some 
profit. The total cost divided by output gives the av,erage cost, which 1must be 
1lower than che pri!Ce robe charged 1f a profit: is to be made. 

. . . c, r ec1 ns 
Occas[onall,y a bus~ness receives a one-off order for 1ts products but at a lower 
prJce than usual. The order should be accepted if the extra cost of makfng the 
additional goods 1s lower than the price b.e1ng offered. The business would take 
irrno account the addftional macerfals costs; labour ,costs and transpor,: costs -
that is, the :marginal cost. Fixed costs need not be part ,o-f the calculation if they 
are already covered by che orders from exi1scing customers. 

Total cost: f 1ixed costs p~us var,iable 
costs. 

Average cost: total costs dw~ded 
by output. 

Costs 0 



S ould a u~ n s_ ce tr in 1 
The relat~onship between costs and revenue can determ.ine whether or not a 
business cont1nues to, exist In the long temn, revenues must cover costs for a 
business to survive. Businesses might look at the trend of coses when making such 
a decis1on - are they r[sing or falling? An unprofitable business with a trend of 
falling coses might be profitable irn the long term and should probably concinue. 

How costs can ba us9d for pricing decisions 
In the short termJ it 1s essential that variable costs are covered_ but ~n the longer 
term .. fixed costs must also be covered by the revenue received. Prklng decisions 
are usual!'ly based on average cost, i.e. (FC + VC) + output. 

IFor exarmple, a bus1ness chat: produces bicycles has fixed coses of $2.00,000 per 
annum and var,iabl,e coses per bicycle of $50. If che business produces and sells 
3,000 bkydes each y,ear, che average cost per bicycle will, be (FC + VC) .;;.. out:pur: 

200,.000+ 150,000 (SO X 1000) $ . ................................................................................................. = 116.67 
3,000 

The desired profit of the business would then be added to determine the price 
of each bf cycle - for examplf; if S15 per bicycle is the desired profit, the price ·Of 
each b1cyc,le might be rounded ro $130'. 

How an analysis of costs can help in the calculation of 
payments for resources 
AnaJys1s of costs can tdencffy where costs are rising, perhaps unnecessarlly. 
Increases i11 the cost of raw material might be removed by renegot1acing with 
supplrers, by finding new suppHers or by uS'ing a lower standard of material. The 
decision betweeri labour and capital1 mtght be reviewed .and a change in policy 
might result in more machinery and fewer employees be;ng used. Hjgh 1levels 
of wastage might be identified as a contributor to cost increases, and therefore 
appropriate measures woui:d be introduced to reduce th~s. 

How costs can be used to monitor and improve 
business performance 
When costs and profits can be ~dentified accurately wfth a specific part of 
business actJvity, the busfness m1gnt be divided inco cost centres, each bei,ng 
responsi1ble ·forks. ,own costs, and profit centres, each oif whiich muse be able ro 
demonstrate chac it: is profitable. 

The performance of each cost and profit centre can then be measured, usuailly 
agafnst pre-set targets. Senior managem.ent can t:hen take action agafnst a 
specific part of the bus~ness that is Judged to be underperform,ing. 

Part of a business that is unable to control its costs or to produce the required 
'level of profit is likely to be requ ired to improve quickly or the management 
with~n those sectfons 1might be replaced. 

Cost centre: a section wirtlhiin a 
bus,iness for whi dn costs can be 
~ dentifi ed. 

Profit centre; a sect~on \rvn:hin a 
bus~ness for which the profirt can be 
ea~ cu~at,ed. 

Now test yourself 
20 Explain two occasions when cost 

information would be used in 
business decision making. 

21 From the foll owing i nformacion .. 
cak ulate tota I cost, average cost 
and profit. 
Fixed cost' = $1 OOk, variable 
cost= SS per unic, outpuc = 4k. 
and price = $36. 

Answers on p. 206 
Tested 

~~----------------------------------------------------~c1,1(;111umg1.1_~• 
Determination of the minimum level of production 
needed to break even 
IBreakeven analysijs is a means of calcularing t:he level of oucpuc ac which che business 
makes nekh@r a profiit nor a loss and at: which t:or.ai coses equa.l t:otal ravenue. It can 
also be used to calcu.late the amount of profit made at a specified level of output 

Product1ion of output above the breakeven level will y,ield a profit , whi le 
product ion !levels bellow the breakeven Jevel wil l produce a loss for the busfriess. 

The breakeven level of output can be found by calculation or by using a graph. 
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n ri i n h 
The 1information req ui,red is total revenue (TR) (price x output sold); var,iabl!e 
costs (VC) (either total or per unit); and Axed costs (FC). 

If the contr~bucion m,ethod is used to cal'culate the breakeven levell of output_ 
the following formula is used: 

Contribution : the d~ffere nee between 
revenue and vairmab!e costs, whi,dh can 
then be used as a contri1but~ on towardls 
covering fixed costs. 

nxedcoscs 
breakevenoutput =------------------------­

contribution per un iJt ( sei I ing prjce per un i1t - varj able costs per unit) 

For exarmple, if the 'fixed coses for a produce are $28,000, variable costs pe.r unit 
are $10 and the set1ling prtcs Is $17 chen che br~akeven level o.f output wiM be: 

fixed costs 28,000 
----- - = 4,000unrrs 
contdbucion 7 (17 - 110) 

F 
Breakeven level of output ,can be calculated using the s1mple formula of TC = TR . 

Total costs = fixed costs+ vadable costs (variable costs per unit x quantity 
produced) 

Tntal revenue = price per unjr x quant:fty sold. As che quantity is still 
unknown, we can ,caM chat Q. 

Ustng the same figures as for the contr~but1ion method the calcu:lation wou,ld be: 

TR=TC 

17Q = 28,000 + 10Q 

17Q - 10Q = 28,000 

7Q = 28,000 

Q = 28;000 
7 

= 4,000 

Tlnrs business wi,1l break even when 4,000 products are produced and sotd. 

By diagram 
Corts/ tt\l'f!'nUl!-

(S} 

0 SOP 
Output (units) 

Figure 2 Breakeven 

~igure 2 iirustrates breakeven. Wihen draw,ing a breakeven d1agram; you need to: 
• Glve 1it a tttle;, e.g. 'Breakeven dlagram for the Bel ltyre Bicyde Co. Ltd'. 
• Make sure that you l'abel the axes and each of the lines. 
• Label the breakeven povnt 
• Mark the l1evel of output act:uaUy ach1ev~d - this is known as the stated 

operating point or SOP. 

• Mark the margin of safety (the difference between t:he ach~eved level of 
out:pur and the breakeven level of output when the achieved leve,1 of output 
~s higher than ·rhe breakeven levell of ou·cput). 

• Check your breakeven point by also using a calc:ulacion m-echod. 

Now tes.t yourself 
12 E.xplai n what is meant by the term 

~ breakeven I eve I of output'. 

13 Give a formula that can be used 
to calculate the breakeven level of 
output. 

Answers on p. 206 
Tested 

M cr.1rg in of safety.: the amount of 
output produced above the breakeven 
~ evel of ou,qJ ut. 

Expert tip · 

If an examination question requires you 
to calculate a breakeven level of outpu.c, 
using a calculation method is usually 
much quicker than drawing a diagram1 

and can therefore save valuable time. 

Costs 0 



Calculation of the margin of safety 
Using the previou~ examples again, ff the current revel o:f output at che facrory 
was 6,500 unics each year, chen che margin of safety is 2,500 un[ts. Thi,s means 
chac if t:he sales of units fe ll by 1,000 units per annum, che business would srill be 
profitab 1le because the falll 1n saJes is wichiin the margirn of safety. 

Uses of breakeven analysis 
• To· cakuiate the 1level of profit achieved at any given leve,1 of output 
• To calcu:late the level of output t hat would be requ1red .in order to achfeve a 

specific ~eve I of profit. 
• To calcuJate the impact of any changes to price and/or costs on the 

breakeven level: of output. 

The limitations of breakeven analysis 
• I c i,s assumed r:hat atl oucput is sofd when in real icy businesses ofren have 

unsold fin1s,hed goods 'he,ld in stock. 
• The accuracy of breakeven calculations is dependent on the accuracy of che 

co-st and revenue information. I nac,curare data will resuk in an i na.ccurace 
breakeven cakulatiori. 

• The cos·c and revenue Hnes are assumed to be !linear when,, .in reality,, chey 
mighc noc be. For example, a cuscomer m~ght: r~ceive a discount: on che price 
if a large order is placed. lin addi·cio,n, as outpU't i1ncreases, builk purchases of 
marer1a·1s mrghc be madeJ so variabil@ costs might r~duce. 

• Fixed co-scs ,can also increase over ciime due co increased producclon levels 
requiring the purchase of addidonal equipment:. 

• Breakeven analysls is onl1y useful for one product. For a mulc1pproducc 
business 'breakeven ana1lysis would be very compl!ex co carry out. 

Accounting fundamentals 
AccountJng is concerned with the accurate recordjng of the financial, 
transactions of a bush1ess (fir,ancial accountfng) and the use of thf s informatlon 
in decision making (,management accounting). Different stakeholders witl be 
interested tn different .aspeccs of accounting. 

Revision activity 

I 

Practi s.e drawing brea keven diagrams 
and then change the price or one of the 
costs and redraw the lines co find the 
new breakeven level of output. 

Ex.pert tip 

: Th ere wil I not be sufficient time in the 
~ examination for you to be asked to 

draw a corn p lete b reakeven diagram, 
but you should be able to redraw any 
line and to identify the impact of any 
changes on the breakeven paint. 

No·w test your·self 
24 Define the 'margjn o'f safety. 

2 S Outline one use and one Ii m itation 
of breakeven analysis. 

Answers on p. 206 
Tested 

Revision activity . 

Practise drawing, and labelling breakeven 
diagrams using a variety of figures (a 
diagram without labels is of I ircle us.eQ. 
Practise checking your breakeven level 
of output by using a calculation methodw 
Once learned, this is a qu ic:k method of 
checking the accuracy of your graphs. 

~~!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!~•l;li41il«m~1-1 ...... ~• 

An income statement (profit and loss account) records ·che revenues and 
expenses of a business over a period of t.ime, usually 1 year and shows if the 
bus1riess is making a profit or a loss. Ari income statement has the head1rig 
·'Income statement for the year ended DD/MM/YYYYJ. It is a financial stateiment 
of what has actual:l y happened tn the stated period of time. This means that the 
figures are not estimated; they are fact 

Contents of an income statement 
An inco·me statem,ent shows the gross profit and the operating profit 
(net pro.fit) and the way in which any profit or loss has been calculated. 

The trading section shows gross profit:. This is calculated by. 

$ $ 

Sa lies revenue xxxxxx 

Open ing1 ~nventory xxxx 
Purd,,a ses ~ 

:xxxx 
c losJ ng ~ nv,e ntory (xxxl 
Cost of Side·s (xxxx} 

G1ross profit xxxx 
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Income statement: the document 
that shows the costs an di reve:n ues tor a 
bus~ness c.md the profrt or loss ach teved 
in a g1iven time perriod (usuaUy 1 year). 

Trading section:: IP art of an ~n come 
statemient that shows 1he gross profit 
by record~ ng sa~e s revenue and the cost 
of goods so,I d. 



Cost of sailes is cakulated by addi,ng purchases to opening fnventory and 
subtracting -closing 1nventory. 

AH other expenses, such as transport costs; wages and rent, are deducted from 
gross profic-. Th~s grves us che operacing profit (nee profit:}. 

Rent 
Heat a ndl I ~g ht 
Wages 
Office expenses 
0 pera1:ri ng1 profit 

$ $ 

xxxx 
XXX 

)000( 

x:xx (xxxx) 

XXX 

Fina11ce costs (interest payable) are then deducted fro;m operating profit to gtve 
profit before tax. 

Profit for che y.ear ~s determined by deduccing cax due to che governm,enc fro1m 
'profit before tax'. 

Lim iced companies have t:o produce a sraremenc of changes ,in equir:y (retained 
earnings). 

Dividends wtll then be paid to shareholders. The remaining amount ~s retained 
earnings (retatned profit). 

The flnal section of the income statement shows how the profit after tax 1is 
shared bei:ween t he shareholders and reta1ned .earnings. 

$ 
Op,era't~ ng profit xxx 

Interest Jxxl 
Prof1it bef.oire tax xxx 

Tax (a1 say 20%) (xxx) 

Prof1it for the year xxx 
Statement of changes in equity 
Re·tained e·arnings (balance at start of year) xxx 
Profjt 1·or the year ~ 

XXX 

Div~dends pamd (xxx) 
Reta~ne d e,arn:j ng.s (ballanc,e at year e nd) xxx 

Retained earnings (previo u s!ly ~nown 
as retarin ed prof iit): the armou nt 1,eft ~n1 
t he bus,ne.ss after an expenses and 
1interest and tax and divirden d ob1Ugatiio ns 
have been 1me1. 

411-----------------~1i¥14ijiik14·••l~J· 

A statement of fi nandal position documents the net worth of a bustness 
inc1udiil1g a list of the values of the .assets and lrabUitfes. The .assets and liabilit ies 
are recorded as either short term or l'ong terrm. The stated vah.JJes are correct 
on or,e particul:ar day, usually the last day in tlhe bus1ness's financial year. The 
heading 1s rSt:atement of financial pos1tion ar o ,D'/MM/YYYY: 

Contants of a statemgnt of financial position 
(balance shQet) 
• Non,current assets (fixed assets): examptes indude pre:m.1ses, equipment 

and vehi:cles that wi l I be in u.se fo r more t lhan 1 year. 

• Current assets: examp'lss Jnclude inventory, trade receivabies and cash and 
cash equiv.a·lents - items that are expected to be used within 1 year: 

• Non-current liabiHties (long-term liabilities): examples include a 
mortgage or lo ng-term bank ~oan, wh ich would be repaid over a period in 
excess of 1 year. 

• Current liabilities: debts to be re paid withtn 1 yea~ such as an overd rah or 
trade payables. 

As set: som eth~n g1 that the business 
owns or is owed 10 die business, 
·e.g. eQumpment, inventory or trade 
rec,e~vab Jes (debtors). 

Liability: someth~ng itihat 1:he bus~n·ess 
ow,es to ainother person or bustness, 
·e. g. overdrah or trade pa1ya bies 
(oredrtors). 

Accounting fundamentals @ 



From this informatlon the net assets (total1 assets - totaJ llabilities) and the 
working capital (current assets - current liabilftfes) of a business can be ca~cuJated. 

Reserves and equity 
• Comprises a ll permanent share capital (ordinary shares and pref&rence shares) 

and al I reserves. 
• R@venue reserves ar~ profits r@tafned ouc of 'normiil'I' trading activ~ties; capiral 

reserves are profits ret:a~ned from capital transactions and adj ustments co the 
capital structure of the company. 

Statement of financial posi'tion (balance sheet) for 
XXXplcat31 May2015 

Non-current assets . 
prem1:ses 
equipment 
vehides 

Current assets 
inv,ento,r,y 
1:rade rec,ew ables 
cash ,and cash equijvalents 

Tota I assets 
Non-current liabil ities 
long-terim1 bank lloan (rerpayabl,e 2032) 
Current liabil it ies 
overdraift 
trade payables 

Tota I Ii a bi I it i es 
Net assets 
Equity 
ordinary shar,es 
preferred shares 
reserv,es 

$000s 

XXX 

XXX 
100_( 

x:xxx 

XX 

X 

~ 
XX 

xxxx 

{xxx), 

(x) 
_(xx) 

~ 
hood 

XXX 

XXX 

XXX 

.XXK 

XXX 

Now test yourself 
26 State two items 'that are in 'the 

trading sec cion of an income 
:statement. 

27 State two items that are deducted 
from gross p rofi't to give profit for 
the year. 

28 Define reca ined earn ings. 

Answers on p. 206 
Tested 

Now test yourself 
29 State two items that are current 

assets and two that a re non-
e u rrent assets. 

30 State two items that are current 
liab ii ities. 

11 Expla.i n the difference between an 
income statemen c and a statement 
of financial position. 

Answers on p .. 206 
Tested 

~~--------------------------------------------------------------------~·c:1{~1t1a11an-11_~-• 
Ratios are a way of using the ffnandal staxements of a busfness to assess and compare 
1its performance either with earlier years or with other b usi ne~ses i,n the industry. 

Liquidity ratios and how they are used 
Liquidity ratios are a measure of the ab:i licy of a business 'CO mee't ~'CS shore-term 
financial obligacions and, for example, show if it: is able to pay it:s. suppl1i~rs for 
1rn ,a t:.i2 r ~al:s. 

l r n rati 
The current ratio i's calculated by taktng the total of all current assets and 
comparirig them to the total o,f ·current liiabiltties. ~t is ,cal1culated us:ing the 
fo,rmul'a: 

or 

c urrent assets (CA) : current l1iab~lities (CL) 

curre n c asse cs 

current n a bU ~ties 
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Cu rre·nt ratio: a comparison of the 
assets t hat aire expected to become 
cash with ~n 1 year ~th the ~1iabmti,es 
that are due to be pa~d Wiith; n 1 year. 
This 1measun~s a bus~ness's abilirty to 

rmeet i1ts short-term debts. 



The result shows how many times the cu.rrent assets couJd cover the currern: 
Habmties. If the resuk is 3, this indicates that for every $1 of current ltabH1t1es 
there are S3 of current assets: the ratio ts 3: 1. 

The currenc racio figure will vary accordlng co how 'much credit businesses 
extend to ·chejr cuscomers. A business char deals mainly in cash can safe~y have a 
lower current ratio, than one that a.Hows all customers to pur,chase 
on credit. 

ci tio 
The acid test ratio ignores the val1ue of 1inventory due to the possibility 
that these assets might be dlfficuft to turn into cash. The ac~d test ratio i:S 
calcu1lated by: 

or 

current assets tess inventory: current ltabiHties 

current a.sse·cs less invencoty 

curiren t I ~abi l~t ies 

A l'ow figure may ~ndi.cate that a busfness could have difficurty ~n paylng Jts bills 
or meet1ing its shortaterm debts. 

Profitability ratios and how they are used 
Such ratios can be used to anatyse ·the quality of the profit of a business. The 
cwo profit:abiriit:y racios are the gro.ss profit margin and che profit margin. 
These figures can then be compared with chose of previous years and wkh 
ocher businesses. This can d~ffirm~ne if t:h~ profic 1s good, acceptabl9 or 
unsat1sfactory. Profitability rados give more information than a 1mere statement 
of profit in dol fa rs. 

o _ r fi I ar in 
The formula used to calculate gross profit margin ~s: 

gross ptO'fi c 
00 ----------- X 11 

sa~es revenue 

Gross profit ,margfn wfH be affected by changes ,n the cost of sales and/or the 
price charged by the bus,iness. 

o i ma in 
The formula to calcul1ate the profit margin is: 

operat1ing profit x 
100 

safes revenue 

Profit marg,in wi!II be influenced by any changes to the 1;eve 1l .of expenses 1incurred 
by the business. For example_ an increase in wages paid to employees ,or an 
increase in the co,st of etectridty wou~d reduce the profit margfn. 

The profitabiHty ratios can sho,w the ability of a busln,ess. co reward its 
shareho1lders by che paymenc of dividends. Potenrc:,ia~ !,enders are l:ikely to use 
both fiquldi.·cy and prot11:abil'ity ratfos to judge the ab!iVity of the business co make 
regular repayments (11,quid~cy) and t:he ab1kcy of t:h@ business co generat:@ profits 

(previous profit:abrlicy ratios). 

~ 

Acid test ratio! compares current 
assets m~nus stock Wiith current 
habd~ties, and measures a busjness's 
abl!Uty to meet irts short~term dlebts. 

Now test yourself 
12 A business has inventory of $1 1000, 

trade receiv-a bles of s2 .. soo and 
ea sh equivalents of $11000 with 
an overdraft of $1 ,OOO and trade 
payables of $2,000. Calculare rhe 
current ratio for the business. 

33 Using the figures given in the 
question above, calculate the acid 
test ratio. 

34 Explain the significance to a 
busines-s of the difference in the 
results from quest ions 32 and 33. 

Answers on p .. 206 
Tested 

G ,toss profit margin: measures gross 
profit as. a percentage of sales revenue. 

ip rofit margin: measures net p rofit as a 
perce11tage of sales revenue. 

. Expert tip 

You a re unlikely to be asked to 
calculate a ratio without commenting 
on the significance of the result. 
Make sure that your co m mencs are 
meani t1gfu I. To say a ratio is ~good~ 
or 'bad' does not convey any real 
meaning. To say ic is 'better' or 'worse1

, 

showing an incre-asing or decreasing 
trend, c han the previous year gives 
more useful information. 

• 11 ,1 ...... .... . .. ._ h ll 11 11111 ..... j .......... ............................... . ... ........ .. .. ... .. .. ...... ·, t • 

Tested 

35 Calculate the gross profit margin for a business that has sales revenue of $80,000 and a gross profit of $30,000. 

3G Calculate the net profit margjn for a business that has sales revenue of $75.000 and a profit for the year of $15~000. 

Answers on p. 206 
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~ ~-----------------------------------------C•ilf~lfli~IAl·II ___ _ 
Comparisons between businesses 
A business can compare its ratios w~th those of other bus'.inesses and assess 
if it is performing as werll as other bus~ness.es in the sa1m1e industry. Negative 
d:lfferences 1mlght fndicate that actlon im ust be taken !:f the bus~ness is to rema:in 
competit11ve. They might need to l1ook at the expenses incurred and see ff there 
are any inefficiencies that are causing costs to be higher than necessary. 

A l:ower-than-average gross or profic marg1r1 coujd be as a resul·c of che price 
charged by the business be~ng too low. 

Comparison with previous ygars 
Information is obtained from a comparison between the two ratios. Profit 
margin is used as an fndicatlon of how well a bus.lness is con·crolling its expenses. 
1':rends in the cwo profit 1margins might slgnffy an impr,oving or a worsening 
business situadon. 

For exa1m pie, if the trend showed chat the profic ,margin was decreas1ng, t hen 
the business might ne-ed to take action to cot1trol its expenses. The shareholders 
1m1ght look at the final-accounts to judge the impact of an 1nvestmenc pro}ect 
on the overa,11 profitabmcy of the business. 

To get fin.ancial support 
·when the business asks for a bank loan it is !likeJy rha'c rhe lender would l,ook at 
the liquidity ra.·cios in order to judge t:he abitiry of the business to repay ·che loan. 

llf the business is seeking addjti.onal funds from shareholders, the potential! 
investors might analyse the profitabiliity ratios as they would be tookin:g for a 
reasonabl1e return on t hei-r investment. 

How businesses try to improve ratio results 
bili yr o 

• To improve gross profit m,argin: widen the gap between cost and selling 
pri·ce, either by buying/using cheaper inputs or by ralsing the selling pri:ce. 

• To improve the profit margin: reduce the expenses incurred, such as 
electridty and administration costs, in order to ra~se the operating profit. 

Liqu· · y ratios 
• To improve the add test ratio: seH off so,me of che 1nventory co increase 

·eh e ea sh and bank bal1a nc e. 

• To improve the current ratio: sel I off an unused non-c urren c assec 
because the money raised wfll appear in1 the cash or bank account. 

Limitations of accounting ratios 
• They are based on past information and might not be a good indicator of 

future performance. 
• The interpretation of ratios can be influenced becau.se published accounts 

gfve the detall: requi.red by law but avofd f.nformation that ~s not required 
and which might help their r1val 1s. Ratios are a quantitative techntq,ue and 
qualitative factors might also need to be considered. 

• Ratios measure an outcome ,of busfness performance but do not convey 
informatton about the possible causes or solutions to any poterrnial 
prob~ems. 

• The use of different accounting technlques can make comparisons between 
busfnesses difficulic. !Different te,chnlques mean that you cannot co,mpar.e 
like w~th l,ike. 
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Expert tip 

Increasing sales -is not a way co improve 
profitab ii ity if the cost of the item and 
the selling price remain unchanged 
because eh e gap between cost and 
selling price per item r( profit) remains 
the same. Similarly; arranging an 
overdraft will nor improve rhe liquidity 
ratios because it brings with it a 
current liability equal to the overdnt·ft. 



• The published accounts are an overview o.f a whole business and do not 
reveal· departmental performance. 

• The statement of financial pos1tio·n records the value ·Of assets and liabiHties 
on a parti,cular day, but those va,lues tend to vary throughout che year. 

• Factors such as the :relative size of a busrness can make the comparisons 
difficult ·Or of less value for reasons such as the ability to bulk buy. 

Now test yourself 
37 Briefly explain two possible uses of 

financial ratios. 

38 Explain c:wo possible limitations of 
usin,g financial ratios. 

Answers on p. 206 

Tested 

~~----------------------------------------------... 4•D;il~IUZi#1·1-L~J 

Identification of the information that stakeholder 
groups might seek 
, he / reho ers of s s 

sore craders and parcnerships wil l use cheir financial st:atement:s ·co calculace the 
amoun·c o,f t:ax chat is due to be paid, as well as co check cha·c they have been 
running cos c effect: ive ry. 

The shareholders of a private limited company or a public 1limited company wfll 
use the fina l accounts to see the profit that has been made and to assess the 
lllke!li.hood of their recei1ving a dividend on thek investm,ent. They ,can also assess 
the efficiency of the management team in m,anaging the business. 

L 
It is usual for a potential tender to ask to see the financial statements of a 
business in order to assess its suitab11Hty for a .loln. They wou'ld want to assess 
t he abiUty of the borrower to repay the loan iri the t 1ime a1·1ocated. The lender 

wo u Id look. for evi de nee, most pro bab:ly the ea sh-fl ow forecast and incom,e 
statement, that the potential borrower manages all financial aspects of the 
bu,siness effidently. 

Te met 
The governiment:: wi ll want:: to assess the amount of tax due to be paid by the 
busfness. The finanda.l statements might a:lso be used to ensure that the business 
is worthy of an investment if the government is considedng awarding it a grant It 
is I ike!ly that the income statement would be of most interest to a govern merit. 

0 t> S 

Cusco1m1ers are raassur@d ff they can see t:'hat: i3J business is goLng co survive. 
People m1ighc be concerned about buying goods from, a business that appears to 
be on the edge of financia l d~saster. 

Loe co 
Locals seeing an expand~ng business might welcome so1me reassurance chat 
employment witl remain in the area and, hope'Fu 1ll y, that ,more workers m[ght be 
r~q uired in che future. 

TI e e , es 
The :managers of a bus,iness are 'likely co use che income S'cacement and che 
statement of financial posi·cion co assess t:he· performance of the· business. 
They are likel'Y to cormpare che performance of their bustness wlth chac ,of 
ot:her businesses iin1 eh~ 1induscry. Their aim w11,I be t,o oucp~rform t:he lnduscry 
average. Managers mighc fight co reduce costs if t:hey can see chat: other simi,lar 
busir,esses are more effective rn t:hat: area. 

lier, 
Suppliers will use final accoun,cs to assess the l·iqruidity of businesses seeking 
credit - that is, to see ff a business is ~n a posidon co pay for any goods or 
services supplied ·c,o tc. 

· Now test yourself 

39 Identify two possible users of 
financial accounts, and explain how 
they would be of use to chem. 

40 Briefly explain two limitations 
of using published financial 
statements. 

Answers on p. 206 
Tested 
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The limitations of publish9d accounts 
• Publ:ished accounts cannot be taken as an accurate predictor of the future 

because they are based on past data and future trends might be very 
dffferent. 

• The firianci,al statements contain quantitative information and not qual~tative 
aspects of the business. I nform.ation about the mot1vati,onal leve'ls of the 
empl,oyees cannot be dedu,ced from Ananciail statements; 
for example. 

• W'indow dressing of the accounts might present an unrealisticaHy positive 
set of figures. For exa1mple,, a business might se ll off some assets so that it 
appears to have a iot of cash in the business. 

• A weak performance in one department m~ght be masked by an 
outstanding f inanda,1 performance in another department. The Aria~ 
accounts give an overvrew ,of the business as a whole. 

Revision activity 
Using any sets of financial accounts 
that you ca.n obtain1 practise 
c--alculating the financial ratios covered 
in the syllabus. Analyse your results and 
try to explain the possible significance 
of them for future business activity. 

Window dressing= presen1ing1 
accounts 1in such a way 1hat ~hey seem 
more attractive to users. 

Forecasting cash flows and managing 
working capital 

-A cash .... flow forecast is produced to estimate or predict the amount of cash 
chat a business can .anticipate having in a parti,cular period. It helps a business 
prepare for times when k might exper~ence a shortfall i:n cash by making 
arrangements for an i'nject1on of cash tn tlme to ,cover the shortfal,I. 

The estimate could prove to be inaccurate. A cash-flow forecast 1s not based on 
cash inflo,ws and outflows that have already happened. le 1s an educated guess 
about what can reasonably be expected to happen fn the future. 

Difference between cash and profit 
• Cash - money in 'the form of notes and coins or money held 1n bank 

accounts cihat is readily a.vaHab[e to pay for a business's purchases. 
• Profit - the difference between sailes revenue and cos·ts. Profit is not 

necessar~ly :money chat i,s avai,lable 'CO spend because some sales might have 
been cred1t: sales and pay1m,encs have not: yet been re,cefved. Some cuscomers 
mighc never sect:l,e cheir debcs and therefore that 'profit:' wil'I never be 
avajJabl~ for che busln~ss ro spend. 

The importance for a business of holding a suitable 
amount of cash 
• Cash aHows a.business to pay for items such as. wages and paymencs to 

suppliers. Employees would not continue co work for a business cha'c did not 
pay t:heir wages, and suppJ1ers would not condnue to supply a business that 
dLd not: sectile it:s debcs. 

• A business muse have access co suffid.en'c cash co enable ft to 1m,eet shorcp 
term fJnanc1al ·ObHgations. 

• A profitab~e busi,ness can be declared iirisolvenc if it: can noc honour its shorcp 
term liabHrties. 
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Cash-flow forecast a pre dtction 
or estiim,ait~on oi future inflows an di 
outflows of cash to a1 business dur~ng 
a speoifk ~uture 1~mre perilod. 

Expert tip 

Make sure you do not confuse a 
cash.flow forecast with a cash.flow 
statement. A ea sh ... flow statement 
is a record of transactions that have 
a I ready taken place. 



• Hoildrng too much cash creates an opportunity cost because the money 
might have been used in a way that produced a benefidat outcome fo,r the 
bus1ness - for examp'le, invested ln new eq ut1pment or placed in an interest­
yrel'ding account. 

• It is the productton of a cash-flow forecast that al'lows businesses to monitor 
·che leveJ, of cash in the bus~ness and to take t~mely action to ensure that an 
appropriate l'eve,l ,of cash is maintained. 

• A profitabJe business can faU because ft has a cash-fiow problem. New businesses 
are pa ref c ula.rly vul1nerahle due to su pptre rs refus~ng to sel I on cred~t terms un ti I 
the busrness ,is more estabHshed However, the oust,omers of the business are 
likely to expect credrt terms to be gfven to the-ml caus~ng a cash-flow problem. 

Now test yourself 
41 Explain rhe difference between 

cash and profit. 

42 Explain two re-asons why businesses 
need to hold some cash. 

43 Explain one disadvantage of 
holding too much cash. 

Answers on p .. 206 
Tested 

~-----------------------------------------ct1a1-1 
Uses of cash-flow forecasts 
• To predict tim,es when there might be a shortage of cash in the 

bwiness .. This is parti:culady important when a large payment has to be 
made - for exampl~ c:he prem.ises insurance. Regu.Jar weekly or monthly 
.payments do rnot tend to have a d.isruptive effect on cash flowt but a llarge 
quarterlry,. half-yearly or annua'I payment 'mi1ight be forgotten, and therefore 
not planned for, causing a shortfall 1n the cash balance of "Che business. 
Businesses must be prepared for these less regular payments. 

• To plan for foreseeable variations in ca·sh flow .. Seasonal variations can 
have a l'arge impact on the cash flow of som.e businesses - for exampfe, 
those jnvolved in the tourist tndustry. Fixed costs will still have to be pafd, 
whilst the 1inflow of cash is severely redu-ced at c-ertain t1mes of the year. 

• To, set t-arg,ets. A business can set reduced targets for spending to ensure 
that outflows do not ex,ceed inflows. Expenditure can perhaps be delayed 
unti I the cash situation is ~m proved. 

• To show to a. potential lender. When a busiiness requests an overdraft -or 
a bank loan, the lender usualily needs pr,oof that the business w1ill be able to 
make the repayments. A cash-f.low forecast can be used to show that the 
cash flow is sufficient co aill'ow t.he :1oan repayments to be made. 

• To undertake "what if' analysis. The potenitial i,m,pact of predicted 
changes to sales and/or costs can be anticipated. Tine cash-flow forecast 
could also fllustrate the impact .of changing the credit rer1m,s given to debtors 
or rece,ived from, creditors. 

Construction of cash-flow forecasts 
Various formats are used for cash~flow forecasts. A simple example of what Js 
contained in a cash~~low forecas-c i,s shown be.low. 

,cash inflows 
Payments from customers 

Bank loan 
Cash injection fr,o,m owner 
Tota l cash inflow 
Cash outflows 
Rent 

PUrfchase of vehi1de 
Pa1yments to suppliers 
Wages 
Tota l cash outflow 
Net cash flow (total cash inflow - total cash outflow) 
Opening balance 
Closing balance (net cash f low+ opening ba lance) 

£ 

3,SOO 

10,000 
4,0001 

117,500 

3 400 I 

9,5,00 
2,800 
3 ,500 

~200 
(1,700) 

2,000 
300 

Now test yourself 

44 Explain two reasons why a bus.iness 
might construct a cash-flow 
forecast. 

45 ldenti fy one possible cause of a 
shortfall in cash within a business. 

Answers on p .. 206 
Tested 

Net cash f low! total cash inflows 
m i1nus tot a I cash outflows. 

Forecasting cash flows and managing working capital § 



Note that: 
• The closing ba1lance becomes the opening balance for the fol1lowing ·month. 
• Cash-flow forecasts are u.suall,y constructed on a mont h-by-,month basis to 

cover a 12-month period. 

• Cash-flow fo recasts are based on histodc fact and what is expected to 
happen in the future, such as the arranged pL1rchase of a new vehi·de or an 

~nsurance premium that must be paid annually. Some figures willl have to be 
estjmated, such as the cost of raw 1mater1als or transport costs that might be 
subject to change due to market forces 11 ke demand, supply and i,nflatio:n. 

• A new business races a particular dfffioullty because it does not have previous 
financial data on whkh to base 1ts forecasts. 

• Cash-flow forecasts ~nust be as real'~stic as possible because they are often 
required by banks when a bank loan is being requested. They can also 
mis~ead .a busrness owner into overspendi,ng if the forecast is too opt~mi,stic 

Interpretation of simplQ cash-flow forecasts 
from given data 
A cash-flow forecast aHows businesses to assess the fo llowing. 
• Are there times when a cash shortfall is expected? 
• How l'on.g .is a shortfaH predicted to l1ast:? 

• How big is che shon:faJI expected c,o be? 
• Can a ,cause for the shortfall be identified? 
• Are there any months in which the business has a ,cash surplus? 
• How large are the surpluses forecast to be? 

Bus~nesses must have strategies to deal with cash~flow issues. For example: 
• If there rs a predi.cted ·cash surplus; make sure thac surplus cash is put to 

profitable use rather than lyf ng uin used iin the business. 
• If there fs a predicted cash shortfall (thfs wm be a negat1ve figure shown in 

brackets): 
• Arrange funds to cover periods of cash shortfatl - for exampte, arrange 

an overdraft or short-term lban k loan. 
• Check to see if any cash i·nfl,ows are bejng del1ayed, such as paymenc from 

c redic customers. 
• Perhaps postpone any p.lanned spending or arrange a longer credit p@rfod 

wirh suppliirs. 
• Do nothing. 1·t might: be that the cash shortfal1 I is expected to be very 

short t.erm arid will be compensated for in t:he following mo nths. 

Am9ndm9nt of cash flow in the light of 
changGd circumstancgs 
Forecasts are predictions or estin11at~ons of what can reasonablly be expected 
to happen in the future. However, the future is never certai,n and therefore 
assumptions ,made might have to be changed tn the light of ,changing 
cfrcumscances. Forecasts. pred1ctions and est:1matfons that m~ght change 1ndude: 
• the forecast value of saJes 
• the credit terms offered to customers 

• the credit terms from supp1iers 

• prices of either own goods/services or those of suppliers 
• ·wage r a·ces 
• i1 n te rest rates 
• requirements for new equipment; such as a new delivery van 

The more rea: 11st1c a cash-fl'ow forecas·c is_ che less need chere might be to make 
amendments ro che est:ima,ced figures. It: is general!~ accepted chat: some changes 
are beyond 'Che control1 of t:he business - fo r ex.amp.le, the price of suppHers' goods. 
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Now test yourself 
46 A business has a net cash flow of 

$3,000 and a roc:al cash inflow of 
$12,000. Calculate the total c·ash 
ou cfl ow for the business. 

47 The total cash inflow of a business 
is $15,000, t he net cash flow is. 
$4,000 and the closing balance is 
($1,000). Calculace the total cash 
outflow and the opening balance 
for that month. 

Answers on p. 206 
Tested 

E.xpert tip 
o •• o •• .a •• 1, • • 1u • • 1 ••• 1 • ••••••• • •• 1 •• 1 • .1 . 11 n • • o .... . . ............. . 

Be prepared to fi II in some missing 
figures from a prepared cash-flow 
forecast. 

Rev is ion activity 

Practise finding mis.si ng figures by 
removing random figures from cash­
flow forec-asts that you have prepared 
in class and completing the forecasts 
again. 

Expert tip 

Be prepared to comment on trends 
shown in a cash-Aow forecas,t, e.s an 
increasing or decreasing cash shortfall, 
and what steps ea n be taken if any 
action is: required. 



-----------------------ifUM·I 
Short-term methods 
Re e he - ·ed· eri -n c stomers ( o ) 
• Ask custom,ers to pay more quickly - for exa.mp~.e,. reduce the credit period 

from 60 days to 28 days. Bus1nesses would have to be prepared to lose 
customers to businesses 1:ha'C offer a longer credit period. They might not 
want t·O lose the business of customers pliadng very !large ·Orders and m1ghc 
cons[der a longer credit: period for them. 

• Discounts for earlier payment can be offered, lbut ch1is 1m,eans t hat the ·cotal 
amount received wirn be reduced by the amount of che discount. 

I.I e s 
Reducing costs 1m,ay mean renegot:iacing prices wkh suppliers or fi nding 
cheaper suppriers. For examp·le, Carof e and Dougie run a small bufldjng 
company a1nd ·chefr supplier had jusc announced a 10% i·ncrease in che price 
of bricks, c~m~nc and sand. Car,ole found anocher suppHer t:ha:c c.ould supply 
the same quaiicy mat:edals at the origjnal price. A qukk pho ne call to t he 
origina·I suppHer resul'ted in the prices cha rged to Ca-ro1le and Dough? remaining 
u.nc hanged. 

Inc re h ri e of ooo s r er i e _ 
The success of t his act io n is ltkely to depend on the reaction ,o,f c ustom,ers. ,If 
pr,ce e1lastici t y of dem.and i,s 1nelastijc, an inclfease in price wm lead to an increase 
in sales revenue - that ~s .. ~ncreased posit~ve cash f low. lif there are a lot of 
competitors then a price Increase mfght result in a substantfarl fall! f n sa'les and 
sales revenue. 

I ·ea -e sale re en e 
This might need an iniria'I cash outflow. For example, if salies a.re low due co 
a lack of awareness i,n the market, advertising expendlcure might be needed. 
However, if t he result ing sa!les revenue is greater chan the advertising expenditure 
then cash 'flow will be improved. 

Exist1ng o lid invento ry (stock) ,can be solid .at a reduced prk e. lie may be betcer 
to sel1I at a low price and -receive cash than to have t he goods sit ting in storage 
incurring storage costs. 

e - r it ri t r ( s ) 
A balance must be achieved between che credit period given t·O cu.stomers and 
that recelved from supp1liers. If a business allows customers 45, days in wh1ch to 
pay for goods but pays its suppl'iers in 30 days, the po:centia:I for a cash shortfall is 
being created. 

Suppliers m.ighc cdso E?xperience cash-flow problems and cherefo,re woul1d be 
unlike'ly to agree to an extended credit period. They m~ght prefer that the 
business obcained rts :materia.ls. e;lsewhere. This is lilkely to depend on the size of 
orders being placed. 

a 
The debts of credit custom·ers can be sold to a third party who will then 
recover the value of the debt. The lousiness sell ing t he debts wi ll receive a 
proportion of the or1gtnal tnvoice value with 1:he debt factor keeping t he 
re1mainder. 

Cuscomers might ir@s~nt hav,ing t:heir d9bt:s so,l'd rro another bus1ness, and 
therefore t his cani ,cause a tack of t rust becween a business and ijcs credit 
customers, resulting in the loss of some cuscomers. 

Debt 'factor: a busi1ness or indrivjduat 
that buys the outstan di1ng irnvoices from 
a lb usin ess. The debt factor w1il I p-aiy a 
proportiion of the ~nvoke value to the 
se llf er of the debts and then recover the 
debt from the debtor. 
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Longer-term methods of improving cash flow 
Sometimes a !longer-term approach to 1improving cash f low is required: 
• Sale and leaseback: assets can be sotd to another business but then leased 

back from the purchaser in return for regu~ar payments. The se'ller will 
receive an lnflow of funds but will' not lose use of the equipment. However, 
lease payments wi II' form a regular cash outflow in the future. 

• leasing: leasing equtpment means that the bus·iness never owns the asset 
- it rernatns che property of the l·ease company - :but it has fuU use of the 
asset in return for regular payments. 

• Sale of assets: unused or under-used assets can be sotd if the business is 
certain that it wllil not need them in the future. 

• Hire purchase: instead of paying the full cost of an asset at the t 1ime of 
acquisition,. the asset can be paid for over an agreed peri,od. The business wil I 
make agreed regular payments until the asset plus interest is pa~d iin full At 
this tf me the business becoimes the owner of the asset. 

Now te·st yourself 
48 Explain one short-term and one long-term method of improving cash flow. 

Tested 

49 Explain why it might not be advisable for a business to sell outstanding invoices to a debt factor. 

SO Explain why suppliers might not be willing to extend their credit period. 

51 Explain two ways of improving 1cash flow into a business. 

Answers on p 206- 207 

The link between cash flow and working capital 
Worklng capital rs current assets 'm1nus current liab:iHties. Current assets consist 
of inventory, trade receivables (debtorst bank balances and cash in hand. 
Current liabiii t ies corisfst of short-term loans and trade payables (cr·editors). 

The effective management of worklng capica,1 can hel1p co improve cash flow. 
For exarmple: 
• ·che amount of fnvencory 1s rescricced 
• debtors are -carefu~ly monitored 
• the best·poss~b:le cred1t terms are agreed w1th suppliers - th1s can also 

tnclude renegot~ating loan or overdraft agreements 

Situations in which various methods of improving cash 
flow can be used 
Steps taken to improve cash flow or work~ng capita'! will depend on the 
perceived ea use of the probl.e m. For example: 
• Debtors delaying payrment: might require scricter control! over wh~ch 

customers are given credit. 

• If the problem is 1ncreas1ng coses, then cheaper alt:ernadve supplrers might 
be eh@ answer or some ocher coscecutt1ng m·@asures, such as taking steps co 
reduce wastage of resources. 

• A review of markedng strategies might so,lve a prob11em, of fa!Hng sales 
revenue. 
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Trade receivable (debtor); a customell" 
of ar busi1ne·ss that haiS purchase di good~ 
on, credtt terms aind wJ H p a,y at a1 ~arter 
date. 

Trade payable (creditor): a bus1ness 
that has aHowed another business 1a 

obtain goods and/or servr.ces on ored~t 
termrS - the debt wiU be settfre d at a 
~a,ter date. 

Expert tip 

.. If you are asked to comment on a 
' cash .. flow problem, make sure that you 

identify the potential cause and that 
your suggested solutions are consis.ten't 
with your stated ea use and with the 
business context given. 
"''"'"1111'11"'" '"" 111'1" •• •""lttt•U• •• ••W•tnu,, ••1•11•011•11• , ••t••••nt•t,.~••t•Ut I 

Revision activity 

Draw up a table listing all of the 
methods of improving cash flow. Use 
three headings: method, advantages .. 
disadvanta,ges. List the advantages 
and di sadva.ntages of ea.eh method. 
Consider each met hod in as many 
business sirua'ti ons as you can. 



This section contains exam~sty'le questions tor each AS topk 
fof1owed by example answers. The answers are followed 
by expert com1mencs (shown by che icon ) that: indicate 
where cr€?dir ~s due and areas for improverment:. 

1 Business and its 
environment 
Pa er 1-s yle q • 

S 10 

~i.------------------------
( a) State two qualities of an entrepreneur. [2J 

candidate answer 

(a) Creativeness and confiden.ce 1in chei1r abil11ry. 

This answer would score the full 2 m arks for two 
accurate qualities. The candidate has merely sta,ted and 

has not wasted time giving explanation that is no,t required by 
the question. 

(b) Explain two business objectives that an 
entrepreneur might have when s.tarting his or 
her new business. [3] 

(b) The most import ant objective ~s survival in the short term. 
If the business does not survive che early stages then ocher 
pos.sible objectives, e.g. profl r: maximisation,, cannot occur. 

A seco,nd ·Objective might be to· obtain a specific market 
share. For a new bus1iness encerprise t hfs objective rni:ghr be 
ro gain a 10% share of che ·market: wir:htn 2 years. Th is couJld 
d~pend o ri th.e sue ngth of corn petfdo ri a I ready in 
the market. 

This response would score 3 marks. The answer gives 
two dear objecth1es and gives .appropriate explanation 
of each of them. 

~1---------------------------
Discuss the possible effects on stakeholder groups 
of a large manufacturing business planning to scale 
down its operations on two of its five sites. L OJ 

Candidate answer (extract) 
-

A stakeholder is anyone who has an interest in the activfties of 
a bu siness. 

The effeccs on scakeno1ders of·che proposed .scaUng down will 
depend on how mudh the cwo si,res are to be reduced.Are 
they to close co mpJetel,y? llf the two sites are to dose, then 
empl!oyees would be concerned ~bout t hefr jobs. Some m,ight 
nope to 1move to one of the other srtes. Their reaai,on woul1d 
depend on how eas i1ly rrh ey m ~g ht get an o eh er job bn rh e area. 
If jo bs are hard to ft nd, t rad e unions m1ight 'Cry ,to persuade 
the business to he1lp save as many jobs as possib le, perhaps by· 
offer~ng to transfer workers to other sites. 

Sharehotders would worry that t1he business js 'in Ana.ncial 
difficulty and chat profits are likely to be reduce~ 1ihrs would 
mean rhar shareholders 'might receive l1ower or no dividends. 

The local commun1-i:y might suffer because the job 1losses in 
c:he area could resuilt in less mo·n,ey spent 1'n the locaJ areal 
causi ·ng local' bus1 n es ses ro suffer as a result~ Th i.s cou~d have a 
dow 11ward spiral effect on the loc~J ,economy. 

The e:xt:enc of t:he rrnpacr ,on any stakeho,lder group wouJd 
depend on how muoh the sites are scaled down. If the scal,in~ 
down is very m1inor then the rmpact mlght be mi,n in1al. 

The candidate shows good practice by defining 
stakeholders at the start of the answer. Three stakeholder 

groups are mentione~ which is sufficient unless a question 
states that more should be discussed. The answer is ana.Jytical 
and makes a Judgement. The student concludes correctly that 
the effect on stakeholders would be dependent on how bjg 
the scaling down was. This would be a grade-A answer and 
would be awarded marks in the top level e.g. 18120 marks. 

Paper 2... y e q est on 

~i....----------------------
Superior Cosmetics Ltd (SC) 

SC Ltd manufactures a range of cosmetics and 
skin care products. Following an investigation 
by a n.at~ona l newspaper, a recently published 
a.rticle accused the business of using unacce,ptable 
methods of testin.g its products and also 
questioned the safety o'f some o'f the· ingredients 
used in its skin care range .. The mission statement 
of the business is. To provide the best and purest 
products to the population'. The article claims 
that the business is. not an ethical one and that its 
customers are being misled because its behaviour 
contradicts its, miss,ion state,ment. 
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Discuss the extent to which SC Ltd should be 
concerned about the newspaper artide and the 
dangers of being seen as .an unethical company. [1 OJ 

Candidate answer (extract) 

Eciiica.1 behaviour is not aJways governed by law bur a~so by 
what is moraU:y acceptable and what is perce~v@d as good and 
fak practi ce. SC Ltd needs to worry about the newspaper 
article ff it be~ i eves ousto m ers buy from it because of its dai m 
·to be an ethical company. However, ff r c: believes that customers 
buy ics products for ocher reaso.ns, e.g. fow pri1ces1 chen perhaps 
it shoulid nor be too worried. It might feel t hat: c u.stomers 

wr11:1 con~inu.e to purrchase SC Ltd's product s because they are 

cheaper than substitute goods avaHabl1e in the 111-arket 

However, rf SC Ltd's custorners are very aware of business ethfcs~ 
then the busl riess wo ut d need to take action to prevent sales 
from falling. This could depend o·n lhow many people read 
the arrlde. If rhe neVJSpaper is popu~ar and 15 read by m,any 
of SC Ltcts customers then ,it needs to act quickly to get lts 

s·id.e of the story published If the allegati.ons .are tn.teJ then 
SC !Ltd needs to change its testing ,methods and ingredi enits 
qpkkily and make customers awa1re of the changes. le takes 
years to b u.i Id a good rep utatf on bur 1t can be destroyed ~n 
days. Therefore SC Ltd m,ust t horough:ly fnveso,gate its testing 

methods and ingredrie:nts. It must ensure it conforms to its 
cuscom.ers' expectations and that it does no·c: contradict ic:s 
m ission statement. More customers are aware of e.rhics m.n rhe 
modern business world, therefore these al,Jegations need co be 
dealt w ith quickly. TI1e internet a.Uows news to spread g!obaJlly 
very quickly. Therefore, ff SC Ltd sel1s wonldwicl~ it m(ght not 
be on~y readers of ·che new~paper iin the~ r own co um:ry eh ar are 
made aware of rhe issue. Saje5 could fall in ocher cou.nrries coo. 

This extract contains analysis and judgement in both 
paragraphs. Note: not all evaluation ls at the end of 

answers. The candidate questions correctly the number of 
people who might see the artide .and whether or not the 
allegations are true. The a:nswer then discusses the need for 
a·etion and a/so introduces the idea of how far news can travel 
via the internet. This Is a well-balanced answer that focuses 
directly on the issue in the question. If all of the answer li\.tere 
of this .quality, the candidate would score the 'lull 10 marks. 

2 People in 
organisations 
Pape ., tyle quest· o s 

~~---------------------
(a) Explain what is mean by 'worker 

parti ci patio n"'. (2] 

(b) Explain why employees. who are viewed as 
Theory X might not welcome the int roduction 
of worker pa rtici patio n. [ ] 

Candidate answer 

{a) Worker part1dpacion means to involve employees in 
decision making in che busrne-Ss. 

This answer would get the 2 m ·arks, although an 
example could have been givenr e.g. the use of worke.r 
directors. 

{b) Theory X workers are perceived to resisr responsibHtcy 
ar,d to pref.er robe given· ,clear inscrucrrons aboucwhar 
rs requ.iired of them. They are assumed not to want or 

seek res:ponsibii1ty that would ,nclude any fnvo~vement 
i·n dedsion making. 

This is a short but clear an.s111.1er showing good 
understanding of Theory X and how this relates to 
worker pa:rticipation. 3/3 marks would be a,warded. 

~-------------------------
Discuss the importance of a human resource 
management department in helping a bu.siness to 
achieve its, obj ecth,es. L ] 

Candid ate answer (extract) 

A business rieeds t o have the best empl'oyees in order to 

achieve Its objeaives. The right nun1ber ,of workers with 
appropriate ski 11 s and exp eri en ce are req u1 red and they must 
be in the rfghc place at the right tfme. The H RM depar~menc: 
finds out whar workers are currentily employed and then 
compares th at with the workers that are req ulired to meet 
busr,ness objectives. The de

1
panment then ekher makes workers 

redundant if che bu:;iness lnas too man.y or they recruit workers 
if che business does not have enough The HRM depain:rnenc 
does rhe recruitme nt and selection of new workers. 

The HRM department: gi,ve5 induct11on cra,ining to new 
empl'oyees so they can quickly become fami'liar wi~h the 
business and tts syste.ms. It al:so !keeps records of employee 
performance. It works with line managers to organise extra 
c:raining if any workers needed ft. 

W1thout the HRM d~an:ment, a business mfght not be able 
co achieve i'Cs obJecc:1ves because i,t m~ght not have the nlghr 
quan c:iry and qua I icy of em pl:oyees to rt1ieet de parcm en trJ.11 

targets. However; if the bus1iness is smalt ft might not need 
an HRM department to make sure that it has the :most 
appropriate employees as th is- couJd be done by the owner or a 
producri:o,, man,ager . 

The candidate is focused on the question throughout the 
ans~r. He or she restricts the answer to the HRM 

activities that are most relevant' to the question and does no,t 
deviate into a discussion of functions, such as the management 
,of grievance a·nd disciplina,y issu,gs. The candidate stresses the 
importance of the role of HRM in ensuring that the bu5in ess 

has the right quantity and quality o f employees to allow 
,objectives to be achieved, but also recognises that a sm·all 
busjness might not have or need an HRM'department. This 
answer would be expected to achieve marks in the· top level, 
i.e. 17- 20 marks, due to, its analytical and evaluative content. 
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Pape 2 ... s yle q esti n 

~--------------------------
Robe1rt and Cecilia have, run Best Bakery Ltd (BB 
Ltd) for 10 years, employing 10 local people in the 
bakery and shop. The gradual incre·ase in trade 
over the years means that their current site is now 
too small .. They plan to relocate BR Ltd to a larger 
town 30 minutes' drive from the current site. Some 
of their employees are unhappy about the move 
and are not sure that they can continue to work for 
the business. 

Discuss the incentives that Robert and Cecilia 
might consider using to persuade their workforce 
to move with them to the new site. [1 J 

Candidate answer (extract) 

Robert and CeciHa. could offer ftnandal or n,on,fmancia.11 
i:ncenrives. They m1ight rea lise t hat theiif employees coul1d be 
worried abouc rhe cosrs i1nvotved in cravelling to che new bakery 
and couJid offer extra money to cover the transport costs or 
provide d~ly transport to the new s1te. They could also offer 
promotions to· their l'oyaJ staff; the expans,ion of the bus~ness 
m,ight miean that they also need to employ ,more people. This 
increase in sratus m·ight persuade the prom,oted ernpl'oyee~ ro 

move with ·them,. 

They m igh'c cons1der increasing the wages of employees ro 
reward thefr l,oya:lt y. The incentives used will depend on what 
motivates their workers. If their employees are drfven by money, 
the 1ncreased wage and/or help wfth transport costs might be 
suffic~enr. Ho'Weve.r; if money is nor rhe ma~n. morivaro~ the 
offer of promotions n-itght be the best incent ive. 

lr is possrble rlhat che s,raffwil l not be morivaced by the sarne 
d1ing. Therefore, Robert and Ceciilia might have to use a range 
of incentives to encourage employees to make the miove. 

This answer retains frocus on the question set and does 
offer some judgement at the end. The answer does not 

investigate all incentives but concentrat-es on those that directly 
relate to the situation in the scenario. The suggested incentives 
are explained in context throughout, which adds to the quality 
of the answer. This answer would be given full marks for 
knowledge and application and 516 for analysis .and evaluation. 
To gain full marks the candidate could have· djscu.ssed whether 
R,obert and Cecelia cot1ld a·fford financial incentives. In total this 
response would be awarded 9110 marks. 

3 Marketing 

Question 7 

(a) Define the term 'market segmentation"~ [2] 

Candidate answer 

{a) The way businesses 1identify particular groups ~n a mariker 
rh a:c have S:tm i 1:ar wan rs and needs. 

Th e candidate gives a clear definition with two key 
points about wants of particular groups (2 marks), 

.although he· or she could have comn1ented that individuals in 
the groups share similar characteristics. 

(b) Briefly explain two advantages of segme·nting a 
market. [ ] 

(b) Promodon cosrs are lower because adverristng ls lim1ted 
ro places the rarget segment ,looks ar. Competition 1may 
be l·ess as many ft rms ai1m, at other segments or the who l,e 
market, so saJles may be higher. 

Two dear statements (2 marks) are given w ith an 
explanation of why these are advantages (1 m.ark). 

~-----------------------------
Discuss the most appropriate methods of market 
research a shoe manufacturer might use when 
developing a new fashion shoe. [20] 

Candid ate answer (extract) 

Market research is gar:hering informarion about: markets, 

customers a11d their reaction to the market1ing 1mh< .. It 1invo1ves 
setting an objective. Devel'oping a new shoe invo'lves finding 
out whac potencial cuscomers are [ooki:ng for. wha·c prke they 
will pay and where they m1ighc buy the shoe. 

Primary researoh ls gathe:riing information direcdy; secondary 
research is using inform,ario,n al1ready garhered. As it i·s cus-corner 
focused1 primary research will be es.sent1at though 1t may be 
useful to ·look at cata;logues and lnfonnatfon from, co1mpet~tors. 

Pir:imary tes-earch methods iindude o bservation (nor 
applicabfe here)1 questionnaires, intervf ews ·or focus groups, 
A suttabfe number of customers of varytng ages, gender and 
socioeconomic groups can be chosen, or parcku~ar types. They 
can be ques,rioned using dosed or open qw.esriions:, or usi,ng 
structured o r un structurred interviews. It would be best to do 
thrs face to face, over the te.lephone ori usrng the e>dsting website 
for a questionnaiire. Th~s wtll grve informatton about ·che type of 
shoe that: is demanded. A focus group wouid be more useful 
once a particular design ~s available based on the ~nlcial research. 

The questions must be easy to un.de rscand and not: lead 
respondents in a parci cu!a r dkection. 

Th,e sample must be ~arge enough co represent: rhe whole of 
the target market - a random sa,mple, e.g. a shoe is aimed 
at rkh femal1es, aged 30- 55. The sample ,could be stratified 
(d1vJded ,into distinct sections) - age ranges (30- 39, 40-49, 
SO- SS), gender (female) and income (hfgh). 

A slh o e based on this resea rc'h aind made at a cost that suits the 
carger customer 1ma.y be ·cesc markeced: sold for real to a small 
part of rhe market: Changes can be 1r:nade ro che marketing rnix 
to improve sa!le5. 
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The answer contains definitions of key termsl gaining 
knowledge marks. It is organised and contains key 

research m·ethods., with explanations an d comments as to 
their advantages and disa dvantages. The m ethods a.re 
explidtly related to a shoe· firm and there are ,c,omments as to 
their appropriateness. This discussion would be expected to 
result in a m·ark of 17- 20 marks. 

aper 2--s ye qu stio s 

~ i--------------------------
Paper Systems pie 

Paper Systems makes paper products for packaging 
.and protection. These include envelopes, bags~ 
and crush proof fil Ii ngs so Id to retail shops. The 
chair opened the last board mee·ting by saying: 
'We cannot continue as we are. We import raw 
mate rials and these a re rising in price .. Interest 
rates are rising and all our costs have gone up .. 
The economy is slowing and businesses .are selling 
less; demand for our products is falling and sales 
revenue is Ii kely to fal I. Reducing prices by 10% 
could lead to an increase in sales of 15%.' 

The marketing director responded: ' I agree broadly 
that we must change. Market research shows retail 
shop sales are falling but e .. commerce is growing .. 
We must change to supplying businesses selling 
goods through the internet. These are likely to 
want lower prices, better quality and certa.in 
delivery: 

(a) Calculate t he price elasticity of demand for the 
products of Paper Systems. ( ] 

(b) Explain how Paper Systems might use this PED 
information when setting prices. [3] 

Candidate answer 

(a) PED-% change in q/% change i1n pr~ce - 15/10- lS 

The definition of PED would gain 1 mark and a correct 
ansvll'er the full 3 marks. One error; e. g. PED = 1511 o = 1.2 
is likely to gain 1- 2 marks. Always show your worldngs. 

(b) PED of 1.5 is elastic. If prices are re:dL1ced, saies revenue wiill 
rise. so if tPape r Systems 1s concerned about fa.ll~ng revenue 

Jt should reduce price, assumlng all other facto rs, such as 
compedtor behav[our,. are the same. 

This response shows understanding of the implications 
of PED forf revenue change and notes the possible 
releva·nce of other factors . It would gain all 3 marks. 

Question 10 

Discuss how Paper Systems might respond to the se 
market changes by altering its marketing mix. ] 

Candidate answer (extract) 

A marketing 1mix rs the ,combination of product, pric~ place and 
promodon mar meetsconsumert needs. The markecchanges 
rndude rising costs, a s[ow1ng economy and the replacement 
of retail shops by onl!ine seUing. Paper Systems coufd conslder 
promoting its products to online sellers rather than street retaUers. 
The potentiia1I dlienrs are not finaJI consumers, so genera:! advertising 
is nor effeaive. Adverr:ising could cake place in e-commerce c::rade 
Journals. Personal seUtng by visits to on line retaf1lers 1is more :like1ly to 
result f n sa1es. For the first buyers. dJsco unts or free sample offers 
wi'eh eacn purchase are recommended. Ri sfng cons make i,c cliffi cuk 
for prtce and qualiry co maoch expecrat:io.ns, so a USP could be 
the quality of me products. Adverts and pubHcity material shou1d 
emphasise this. to ublk relations may pi ay a big role as it is d11eap 
and artlcles tin the trade p·ress using Paper Systems products cou1d 
be set up. E-cnm,merce businesses are like'IY to use social' media 
so rhesei could be used ro generat:e rnceresr by sen:ing up onli'ne 
events or invitations to t ry samples. Suitable e..comn1erce t rade 
conventions c·ould be attended 

tt fs important not to negiect existiing customers. PersonaJI se!ll1ng 
and offers may be important in keeping them and deUvery times 
must be reduced. A different direcci·on may be to offer produces 
co consumers. This could be present wrapping paperJ documenc 
storage S)'$tems, fifing, photograph boxes ere. This wou1ld mean 
promoting in a dffferent way, to reach indrviduaJ customers. 

Changing t he marketing mfx wm be successfu1 if the product 
matches the promotion. Sa·les wiH increase bu.t it will be 
frn portant to r,esp on d to the competit ion. 

This response starts well with definitions. It is structured, 
with all components of the marketing mix explained with 

relevant possible examples. These are linked to the target 
market and its needs and are integrated (analysis). An attempt 
is made to qualify points and explain factors success might 
depend on (evaluation). Comments show the likelihood of 
success (evaluation). This response vvould be expected to 
score 8-10 marks. 

(a) Explain what is meant by dyna mic pricing.. (2) 

(b) Br iefly explain one adva ntage, to a busines.s of 
using dynamic pricing. [3] 

Candidate answer 

(a) Dynamic pndr1g means t hat drfferen.t buyers are enabted to 
pay different prlces for the same produot; eg hotel1 rooms cost 
different amounts depencUng on when die booking~s made. 

This cle·ar definition with a relevant example is likely to 
gain 2 marks. 

Candidate answer 

(b) D yn am1 c p ri c:f n.g means a b us~n ess can eh arge hlgh ,prrces 
to different cusrom,ers. Those buying first may be wHliing to 
pay high pnces and lower prices can be used ro sell the lase 
few producrs ava:itable. This m,ax]rn1ses revenue. 
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The answer addresses the question explidt/Y, givjng an 
explanation of the way dynamic pricing can be used to 
maximise revenue, so 3 .marks are likely to be awarded. 

Question 12 

Analyse why it is increasingly important for 
businesses to use marketing opportunities ·that the 
internet offers.. [:8] 

Candidate answer 

More and more people are own~ng and uslng computers-
a.nd using t he tnternet for pteasure, 1information and buying. 
Businesses are ~nr:::reasrngly us~ng this ln order to increase 
awaren,ess and sal1es. Toe internet offers a number of methods 
for market1ng. There rs advertilstng, wirh pop .. up adverts in 
websites and entertainment sites. TI11ese reach 1most fnternet 
users, though how effective they are is-0pen to debate, as 
many are skipped or ignored Web-sttes are becoming essent1ia..l 
for many businesses as 'they enabie consumers.ro see oniine 
caralogues, product lfst s, and reviews before us·ing the s~te to 

make an order and paying onHn.e via a credit card or other 
secure payment system. PartJi cul'arl:y lmp ortan t 1i s. ralsi,ng 
awareness; business use of social media can. l,ead co mil1:ions of 
peop~e interacc:ing wi.rh each other co pass on news, vlews and 
recor111r:nendati;ons about products and businesses. n,1s v,iral 
n1arketing may be hugel:y influ.enti.al i:n spreading infor;mation 
about a business and trs products. Using the ~nternet in this 
way for se.lling and marketing ls ,called e-commerce. Busrnesses 
rhat do nor use rhe internet are inc:reasfn gly at a d~sadvanra.ge 
as search engines and Hriks are more and more lmportant to 
consumers seeldng to buy. 

This response addresses the question. Jt gives a number 
of possible marketing opportunities, showing 

knowledge and undetstanding of these. It goes on to link 
these opportunities to reasons why they are might be 
important, showing analysis. It is Jess convindng in discussing 
why the internet is increasingly important Despite omitting 
key points regarding digital downloads, distribution 
arrangements, inaeasjngly secure payment methods and 
dynamic prkjng, there is enough analysis here that a score of 
6-7 marks might be expected. 

4 Operations and 
project management 
Pae -s yle 
~ ..... ________________________ _ 

(a) Explain the term 'flow production'. 

(b) Briefly explain two advantages of flow 
production. 

[2] 

(3] 

Candidate answer 

{a) Cont inuous production on an asse.mbly 11:ne for standard 
ptod.u:crs. 

The candidate gives a dear definition (2 marks) but could 
have referred ·to cumulative stage-by-stage processing. 

(ti) Low un~t costs due to m,echardsatcon, qualky easy to check 
as on Hne. 

A brief and accurate response that would gain all 3 marks. 

~-----------------------------
Discuss the fac.tors managers of a chocolate ... 
making business should consider when deciding 
where to locate ,a new factory in their country. [ ] 

Candidate answer (extract) 

Employees with the right skins and experience are essendal so 
c.he avail'albi;li ty of these is important Chocotate ,making may noc: 
require h1ighly skil:led people i1nicia:Uy so ,iris more imporranr that: 
there are people. The managers must ,conskier any local laws 
that might affect the operation of the factory. I nfrastrurcture is 
crud3Jl - materia:ls must be able to reach the factory cheaply 
and products m usr be abl@ ro be sent c:o marker ea5'i ly. The re 
rnust be power and other utHJties ~s wel1 as the avar.l,ability of 
frnandal advke. State assistance in the form of tax fncentlve~ low 
irentor trainfng costs may be important. There m,usc be land with 
p~anning permrssion. Finall,y, from a ma,rketing view, the factory 
muse be ab1e to send producrs to marker easil~ and quick I y. 

Relevant factors are listed with brief comments. Som~ 
attempt is made to explain why these are important or 

not, but little detail or application to chocolate manufacture 
is given. The overall ansvver could be expected to score 
11- 15 marks. Ranking factors or discussion of ,choco/a,te as a 
consumer product and the nature of materials or market 
conditions would increase the score. 

ape 2 ... t eque t· 

Question 15 
- - -

Office Ideas Ltd 

Office Ideas produces a range of c:ustom ... built 
office furniture. It buys in components and basic 
raw materials such as wood., screws and metal 
sheets .. It uses these to produce its products to 
order, selling from a shop, the inte rnet and a 
catalogue. Eight e·mployees can usually produce· 
36 typical fittings per week. .. The firm is finding 
it incre-asingly hard to compe·te on price. To gain 
discount prices Office Ideas hold between 8 and 
40 weeks' worth of sales in different materials .. 

{a) Calculate the labour productivity in Office 
Ideas. [3] 

(b) Comment on the significance of this fl,gure for 
Office Ideas. [ ] 
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Candidate answer 

(a) 36/8 per week = 4.5 fi'c~ings p·er week per person. 

The workings are shown, the calculation is correct and 
time period is indicated. This response would gain all 

3 m,.arks. 

(b) Labour productiv~ty measures the effietency of the 
workforce. Office Ideas needs to lower costs and if 
product1vi.ty can be Jncreased from this fig ure ,costs will fall. 
orders ea n be comptece d ,quicker and i'CS com petlri veness 
wU I j mprove. 

The candidate demonstrates knowledge of the term, 
with two reasons why it might be important in general 

and as applied to Office Ideas. It would be awarded all 
3 m.arks. 

~ ..... ----------------------~ 
Discuss why Office Ideas might change to just-in-
time inventory control. [10] 

Candidate answer (extract) 

just-hn-t1me jnvenrory conrrol is operating w,it h as low a leve1I 
of inventory (raw m ateriiaJ~, work fn progress and finlshed 
goods) as possible. It means only orderJing 1matedal1s when 
they are needed for product~on, working effiden'tily and 
sending flni,slhed goods immediately t:O· cusco,men;. This means 
rh ar inventory i,s he Id a r a m ~n i mum J evel. Th rs 'l.owers al. I r:he 
costs o f h o lding it, e..g. storage costs, insurance, securiity~ space 
and the possib ir1ty of 11oss or damage. But JIT does mean t hat 
sL1dden orders may n,ot b-e able to be met, production could 
be di!snJpced and it would nor b-e possi~ le r:o buy mamrial,s 
[n advance of prfce rlses. Office fdeas does t ake advantage 
of d~scounts for large orders a:nd the mate rials are durable 
and un!ike'ly co peri·sh. Howeve~ it does bLtMd. to order a,nd 
couJd gee: the precise inventory ~t n,eeds for each }ob w1ichout 
h,aving to incur the coses of ho1d,ing ic: 8- 40 weeks is a long 
oime. A considerable sa\lllng would foll low rf lnventory was 

reduced to 4 \N'eeks1 worth of sa.l'es or Jess. Office Ideas needs 
to !ower costs and assuming iit can train its employees and 
have rel1able supp liets i1t wou1ld be advantageous co m,ove to 
JIT inventory controL 

JJT is explained and some of its advantages and 
disadvantages discussed with particular application to 

Office .Ideas. Judgements are made, supported by reasoning 
( evaluation). Thls response overall cot1 Id be expected t:o score 
8 - 10marks. 

Explain how proce,ss innovation might lead to 
higher profit s. (SJ 

Candidate answer (extract) 

Process innovat~on is when a business alters the way it does th1ings1 
usin,g new mer:hod!s t:o produce produces ,or ne\iV ways ro, deliver 
a service.. The new methods wilil lead to greater effecoivenes~ 

et'ilabHng a business to produce more exacdy what customers are 
demanding and meeting their needs moire exact:l'y. This is likely to 
resulr in higher salres1 more revenue and so more prof1rcs. There wfll 
also be grearer efficiency in produccion1 l1eading to a reduction jrn 
u.n lt costs and so profits willl be higher. Th is may en abJe prices to 
be cut and this coufd lead to more sales, ~ncreasin,g market share, 
possible economies of scale and so, more pronts. However, process 
~nnovari.on wUI cosr money m implement: and so the increase in 
profirs m'ight take some tlme to occur. 

This response· dearly shows an understand;ng of process 
innovation and how it migh,t lead to higher profits. No 

examples are given to illustrate the the,oretical points made, 
a·nd no reference is made to the market conditions, e.g. what 
innova,tions competitors might be making. The analysis is 
qualified by reference to its cost (evaluation)r so this ans~r 
scores 4- 5 marks. 

5 Finance and 
accounting 

a er -s e q estions 

~----------------------
(a) Define working capital. [2] 

(b) Explain two rea sons why a new business might 
use a cash ... flow forecast.. [3] 

Candid ate answer 

(a) Working capita,l 1is the·money used to fi'nance the day·'OO· 
day actlvftfes of a bus[ness. 1:t fs catcu:laterl by subtracting 
cuirrent ~iabilities flror11, cun ent assets. 

This is a, short but precise answer to the question. The 
candidate clearly under5tands what working capital ls 
and would gain both of the 2 marks avail.able. 

(b) To apply for a bank loan. New businesses often need bank 
loans for part of start .. up rapical. Bank managers often ask 
for a cash.flow forecast to see w hether the business wil I be 
capable of maJdng the required repaym.ents. To make sure 
1ch ac rh e bush, ess wi 11 net run o u:c of cash. 

This ans~, would gain 213 marks. The first reason given is 
correct and V11ell explained. However, although the second 

reason is correct the ,candidate has not offered any explanation. 
This answer vvo1.1Jd have scored the full 3 marks if the ,candidate 
had explained that the predicted inflows and outflows of cash 
could indica,te any times when there might be a shortfall of cash 
so tha-t early preventative action could be taken. 
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~i----------------------- er 2..-sty e q e t1on 

Manynewbu~neffesfindit~fficult~obt~n ~~~~~~~~~~~~~ 
finance·. Discuss whether or not micro ... finance, -
and crowd funding wou Id be a suitable source 
of finance for a new small ... scale clothing Homely House Builders Ltd (HHB Ltd) 
manufacturing· business. [20] 

Candidate answer (extract) 

For a new business finance can be djffi,cuk ro obtain because 
the business w1'11 nor have any finaridaJ records rhat t hey can 
show to a bank to prove they w i111 be able to repay a loan. 1Baniks 
muse be su.re that a business has a ip osidve ea sh f1 aw to be a b:I e 
ro m·eec the repaymenrs. 

Mtcro finance i,s a specific sort of loan a.tmed ar helping smaH, 
new businesses who do not need a large a1mo1.mc of money 
to gee then, started. lf this clothes m anufaccurfrig bush, ,ess 
ts a smaH group of individua~s who are ab'le to· sew and make 
dothes themselve~, chen thts sort of finar1ce could be 1deal. 
However; rf che business is aJmtn,g to emp:loy a krc of peopl'e 
t:ihen micro fi nan,ce mighr nor be made available ro ohem. 
Mi,cro flnancing i,s ·On 1ly' appropriare when tne arnOllnC of money 
needed is relativel'y sma!lt Thrs type of finance is often avaHablle 
through local/n at~o n al funding s LlC h as the Gram een 1Bank 
ra:cher -c:han through lntema'.Cional baniks such as HSBC. 

Crowd funding is where someone lh.as a good busi,ness 
idea bur does ,no·c have the finan,ce needed co srarc rhe 
bu.siness or vencure. Tlhe idea can be adv@rcised ro possible 
investors, often through using the internet Lots of investors 
might t hen offe r to provide a small amount of money but 
colllectively t his might be sufficient to get the business 
starced. Som.erimes the ind~v1dua11s p-rov1ding finance rihrougi, 
crowd fundin g expect someth]ng in return , such as, 1n 
th rs easel a discount when buy,ing dothing from the new 
business. Crowd fundtng is atso used by new business stare. 
ups when che por.ent fal borrower does nio,c have sufflc1enc 
financial records co satisfy a bank. 

Boc:h of chese sources of flnan,c:e are often used in areas 
wh ere unemployment l:evel's are high and t herefore the 
best way fo r peopl.e to secure an rncom1e ls t o become self. 
emp~oyed. These methods provide the initi,al fundi,ng to 
start a business. Making clothes is a sklU that many peop,le 
possess and t hiey are abfe to supporc themse lves by ,making 
dothes for other peopfe with the he·lp of external, funding. 
The small scal,e of the enterprise and the lack of proof of 
a.bHit y to repay a loan means that bank loans a.re often not an 
oprion. Therefore m~cro finance and crovVd funding can hel'p 
a business co gee S·er up w hi,ch othen..vis·e would nor: be given 
a chance. 

Thh, answer is given in the cor-rect context i.e. small 
new businesses that are not able to gain f inandal 

support from conventional methods such as a bank Joan. 
The context of a clothing ma·nuf.acturer is a,Jso present. 
The candidate offers some analysjs of both m·e-thods and, 
although some· ,of the points are summarised in the final 
paragraph:, ,a j udgement is a,Jso given, i.e. that these types 
of finance can help b usiness start-ups where other s,ources 
would not be made available (17- 20 marks). 

Cashaflow fotec.ast ·for HH B Ltd 

Item Month 1 Month 2 Month 3 
($000s} ($000s) ($000s) 

C ast'l I 11fl ows 500 .475 '525 

Cash outflows 450 530 615 

Net cash flow 50 (55) rn 
Opening b.a,lan,ce 110 16 0 105 

Dlosrng bal'a,nce. 160 105 777 

(a) Calculate the net cash flow and closing balance 
for month 3. [Lj 

(b) Discuss the significance of the cash ... flow 
fore-east to HH B Ltd and to its plans to apply 
for a long ... term bank loan to finance a new 
house, ... building project. [8] 

Candidate answer 

(a) The net ·Cash flow for month 3 is (S90JOOO) and the closing 
balance is $15,00o,. 

This answer would score the full 2 marks. The 
calculations have been completed accurately and the 
amounts are correctly written as being $00'0:s. 

{b) The cas'h inflows appear co be un.stable and chere is an 
estimated upward trend in the cash ou.rf,lows. As a resu.lr-, 
th e net cash flow is pred]cted to worsen each month, 
causing the dosing baJlance to reduce each month. The 
lousiness mfghc need co prove to rhe bank rhat th~ crend 
is not ex pee ted to con 'tiin uey The bank m ighc worry 'cha c 
the business w,iH be unabte to meet the repayments if a 
long-term loan was gi,ven to H HB. The bank's decislon 
mfght depend on other factors. For example, if the house· 
building project is expecred rob~ completed quickly and 
the houses are predicted ro s@H. qll.ickly for a ,large profir, rhe 
bank mJght not pJace too much importance on the cash .. 
ftow forecast 

This is a: good answer showing a, clear .understanding of 
cash-flow forecasts and the link with a Joan application. 

There is some analysis of the trends shown and the 
significance of these to the loan application. An answer of 
this quality would be awarded marks in the top level, i.e. 
718 marks. 
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Business structure 

1---------------------------t•lill~litl?tZ·l• ____ J 
Main differences between local., national and 
multinational business 
Local businesses are active in a specific town, .area or regfon within, a country. 
They tend co be srna.111· to, m1ediumesized businesses chat meet: local custo,mer 
needs, such as hairdressers, inde pendent food shops and repair shops - for 
examplet rad}o and r.eJ.evision repairs. 

Nacjonal businesses operate on a country-wide basis and might have branches r n 
many regions of a country. Due to operath,g in severa1I parts of a country;. these 
bus·inesses tend to be targer than the majority of local businesses. Afthough 
branches might exlst to serve a small area; the busrness itself i1s one of national 
standing. 

Multin.ationall businesses operate in more than ,one country. They frequently 
produce and se,11 products 1n several countries} somet:i'mes adj,ust ing their 
produces co rneec rhe. specific prefen.~nces of diffE?renc councrjes. Muh:inaciona11 
businesses produce and trade .across national boundad~s. 

The growing importance of international trade links and 
their impact on business activity 
11nte:rnatrona1I trade 1links can be formed between businesses or as a result of 
governm,ents reaching trading agreements. links wilil be pursued and agreed 
when both parries bel1ieve that chey can ben~frc. For example, coffee grow.ers 
wil1I form lfnks with a coffee-processing business ,if ·chey can secure a market for 
their coffee beans ac a raJr price. The coffee·processing busin@ss wil I benefit: fro,m 
knowing that 1t has a supply of coffee beans that 1s secure and of a quaHty that 
it can trust. 

Governm,ents might reach trade agreements with d~fferent countries rn order to 
enlarge the poteintfal market for goods produced in thei'r countries. 

Th benefits to business of int rn ti n I tra e links 
• A llarger potential markec - poss[bly a g·lobal market:. 

• The pocent:ial for grow·ch of a busfness. 
• Economies of sca1le. 
• Possibly fewer resuictfons pl,aced on the import/export of goods to and 

from other countries. 
• Lower import duties 1m 1ght be agreed by the partidpadng governments. 
• There .could be a beneficia,I sharing of expertise. 

P s i le dis va 3ge ~n ss ·nte · tional r ,de in s 
• Businesses are like~y to be exposed to competition from businesses in 

other countries. For example, if import duties are reduced, t hen overseas 

businesses wtl l be ab;le to sell goods at a cheaper price than prev1ously. 
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This can put pressure on the prfce that the natfonal buslnesses can charge, 
whfch can potentfally reduce their profit. 

• Meeting the needs of a wider variety of customers might mean a greater 
varfety of products need to be produced causing a lack of economies of scale. 

• S0rn1e countries have l1ower wage rates than others. Thi;s is l1ikely to influence 
the price charged for finished goods.t which m1ght be significantly cheaper 
thalil home~produced goods. This cou1ld lead to a loss of jobs in some 
countries. 

• Not aH goods are acceptabl!e for sale in all ,countries - for example; al,cohol. 
Therefore, businesses must be fuilly aware of any restrictions on t he type of 
goods that can be so 1ld. 

. Now test yourself 
1 Distinguish between a national and 

a m ult ina tional business. 
2 Briefly explain one advantage and 

one disadvantage of ·the development 
of international trade links. 

Answers on p. 207 
Tested 

~~---------------------------------------------------------t•ldl¥1Uli91·11_~, 
Multinationals and the state: advantages and 
disadvantages 
Be fi s c u 
• The m ultinatiorial' business might bring substantial i.nvescrnent 1into a country 

in terms of technology and skill's development. 

• There 1m,ighc be ~ncreased em p.loymerit: ff che mul1cinat iona11 recruits locaHy. 
• The infrastructure might be ~mproved co acco-mmodace che multinacionall 

business. The muldnacijona.'I mfght: make som,e ,improvemencs as pare -of an 
agreement: with che hose govern ment:. 

• There may be an increase in the varie·cy and possfbie qual1ty of goods offered 
tor sale in a country. 

• Prices of goods produced or sold by the mu,ltinadonal may be lower. 
• If che m ul'Cinationa1I is profitable, the host ,country can benefit from an 

i,ncrease in tax. revenue paid to, the government. Tax paid can be income tax 
from empl,oyees as well as tax on profits. 

• The arrival of a multf nationall bu.si n.ess might prevent infant industr~es in the 
host country from becoming establ'ished. 

• The ·multinatfonall mfght demand tax concessfons for l1ocatfng i,n a partku~ar 
countryJ therefore depr1ving the government of potential1 tax revenue. 

• M,uJti1nat~onals often br1ng thei,r managerial staff with them, so the jobs 
offered i1n the l,ocal market might only be loweraskilled ones. This can dilute 
the benefits to the host co untry in terms of skills devel,opment. 

• Som.e ·multinationals have a l:arger turnover than the G.DP o.f some host 
countrles. This can produce an unequal! balance of power in favour of the 
multinational that mrght cause some governments tQ allow activities that 
wou1ld otherwiise not be acceptable. For exampie, a mul,tfnadonal that 
breaches employment legislat1on or causes polilution might not suffer ·che 
same consequences as a smaliler bus1ness. T1he multinational m,ight threaten 
co withdraw from. the country. 

Now test yourself 
3 Briefly explain one reason why 

a goven,ment might encourage 
a multinational to locate in its 
country. 

4 Identify one disadvantage to a 
country of a multinational locating 
there. 

Answers on p. 207 
Tested 

41~~-----------------------------------------------------------t•mlil§litlt~l·l·[~J 
Many governments prefer market forces to detenm1ne busfness activity; 
provfding that al I relevant :laws are compl1ied with. Th1s means that business 
act~v1ty that previously took place under publtc ownership now occurs ln t he 
private seccor - a process called privatisation. Examples in che UK are the 
production and supply of gas, electricity and tetecom m unicatlons. 

Pr ivat isati on: the tr.ansier oi ownership 
and con1ro~ of a b us~ness/organi1sat~on 
from ~e pu blk sector to the· pri1vate 
sector (from1 govefnment ownersh ~P into 
ownership by prirvaite in div~ duals). 
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Advantages and disadvantages of privatisation 
Ad t ge ti ti 
• When a previous~y state-owned business is not: prjvacised as one business, 

increased compet1tion between the smaller privat1sed units should resu'lt and 
that should improve the service and dr~ve down prices to customers. 

• Privatisation al.lows access co different sources of finance chrou~h t:he scock 
exchange and banks. 

• Th~ sal,e of st:a'CeMowned businesses provides an inflow nf finance for t:he 
government chat can be used to me-et other priorit1ies. 

D · dv - , es f r · i 
• ,Qn,c-e the business 1is sold to, che pr~vate secc,or. if it becomes highly profitable, 

·chat revenue is lo,sc ro the governmenc. 

• Privatised businesses will be r~m ·co make a profit and the needs of custom,ers 
might not be a priority. This rs part1cularly possibl,e when t 1here is a lack of 
compe·cition wit~in an industry or when movement between businesses is 
di:f fi ciu It. 

• Once a scatepown-ed bus.iness has been sold, che governm,ent n.o l'O'nger has 
co-n'crot over how it operates and whac ics objeccives are. 

• Economies of scaJe might be Jose as large and perhaps unwieldy businesses. 
are bro ken1 up i n·c,o sm al 1ler units. 

Size of business 

~~----------------------------------------------------------~•D;J~41·41?1@1,I_~-• 
External growth is usually a faster means of expans1ion than internal growth. It 
involves either mergers with other businesses or takeovers or other businesses. 
Growth ach~eved in this way is ofcen referred to as horizontal1 in,tegration or 
vertica'l 1incegraci-on. 

Many modern businesses have grown in a way that has allowed them ro 
diversify and therefore gain some protection from a downturn in one particular 
market. Other businesses have sought to secure their supply chain by merging 
with or by taking over their suppliers. 

The different types of merger and takeover 
o iz n 

,Horizontal growth is the merging wfth or taking over of a business 1n the same 
economic sector, such as if a tea-packaging business merged or bought out 
a coffee-packaging business. or if a chain of restaurants merged with another 
restau.rant chain. The merger of two restaurant chains might, for example, make 
chem stronger and more :likely to survrve . 

• C I 
Vertica~ integratron takes ph3.ce between businesses jn d1fferent economic 
sectors, such as if a coffee-processing business merged or took over a coffee 
plantation, or if a furnrture manufacturer merged w1th a large forestry business. 
In both of these cases, the aim of merg~ng the bus~nesses might be for the 
manufacturer to ensure a supply of raw materira1s or eq ual 1ly for the primary 
sector business to secure a market for its raw m.ateriaAs. 

ngl er te 
Congl,omerate integration is when businesses from different irndustri.es and often 
also from different stages of production merge or are taken over. 
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Merger; the jomning togietller of the· 
ownershi:p oi two or m,ore businesses 
wtth the fuH consent of allll the 
b u s1in esses invc lived. 

Takeovers: when the ownersh•p and 
contra! of a bus1n ess is a,cqu ked by 
a nothe-r bus~ness, The takeover can be 
by agreement or ca1n1 be a forced or 
h ostUe takeover. 



11ntegradon does not need -co be wit hi11 the sam,e industry. A dothes retai,ler 
cou·ld decide to diversify and buy ari existing chain of ,coffee shops - a different 
type of business, although they are both fn the tertiary sector. 

A clo'ches retailer could decide co buy lnto a forestry business because it believes. 
fores·cry ro be proficab!e. There is no rlnk be·cw@en t:he business..es O'Cher than 
cheir ,c:orTimon ownership. 

ho ~ _ k 
A m.erger is. a jolning of ,:wo or more businesses when boch sees of owners 
consent. A takeover can e.icher lbe agreed by aJI partres involved, a fr1endly 
cakeover, or it can be againsc che wishes of che owners O'f the !business 'bei,ng 
bough1:, a hoscHe 'takeover. A friendly takeover occurs with che knowledge and 
often che agreem.enr of t:he owners of t he business that is berng t:aken over. 
1ln contrast:, a hostHe cakeover is seen as an aggressive act on t:he part of the 
business that is forcibty acquiring another business. This can be achieved by 
buy1it:1g sufficient shares on the stock exchange to gain a controlling i:nterest in 
the other business. A business can buy shares in another busirness often without 
the target business being aware that a takeover is in progress until ;jr is too 
llate and the predator business has acqu1red sufficient shares to gai,n control. 
However, there may be laws that require the predator to dec,lare its 1ntentior,s 
once a certaln percentage of shares have been purchased. 

Impact of a merger/takeove,r on the various stakeholders 
Table 1 Potential impacts on some s,takeholders o f a business 

• More status. • P:romo1• on . • Status of wodd ng I • Pot,ential for • More variety. 
• Lairgec moJ'ie 

co m,p etrtive 
bus,mness. 

• More for a I arrger I arger orders. • Lower prkes as 
economies of 
scale are gar~~ed. 

• Realisation of 
cap~tal ga mn. 

• Some loss ,of 
control. 

• Refoca1~on -the 
merg,ng businesses 
might re~ocate on 
one site. 

Revision activity 

res pon si b~I tty. 
• More st a1us. 

• Fear oi job 
loss as feweir 
managers m,ght 
be required. 

• New, unfamiliar 
s.ystems rmigrht be 
introduced. 

busjness. 

• Fear of iosing fob. 
• · Employment 

practkes m~ ght 
,change. 

• · Locati1on of job 
could change. 

Draw up a table containing the stakeholders not shown in Table 1 and list the 
possible advanta.ges and disadvantages that they might experience as a result of 
a merger or takeover. 

• Su pp~•ers of 
the other 
busrrness 
rmight be 
retained. 

• Product q ua,Uty 
1mi,gih1 chang,e. 

• Product range 
mj,ght change. 

Now test yourself 
5 Briefly explain the d ifferrence 

between a merger and a takeover. 

6 Give one disadvantage O'f a 
takeover to t he employees of 
a business. 

Answers on p. 207 
Tested 

Why a merger/takeover may or may not achieve objectives 
The aim of a merger or takeover is to achi,eve a business that functions more 
successfully as a combi,ned buslness than it did as two separate businesses 
(synergy). ----

A merger/takeover might be successfuf because= 
• The new, larger busf ness can achrieve econo1m1ies of scale and become more 

co-mpetft ive due co: 
'more purchasing power w1ch suppUers 

- :managerial econom,ies - for examph2, the new, larger business only 
r~quires on~ financ@ direccor 

• The scacus of 'Che business mrght: be raised in che eyes of cuscomers, making 
its products more appea11ng. 

Expert tip 
Questions often ask you to give 
advantages or disadvantages to a 
business or to the etnployees or other 
stakeholders. Make sure that you take 
n ot'e of that focus in your answer. 
Students frequently explain advantages 
when disadvantages are required. This 
does not seem to happen as. often the 
other way round! 
11t1, 111UtlllllUJtlttnltlllllUJIIUtlt01tUtllnlUUUltfltlllUUIIIIIUIIIU"l"IIIUUUI I 
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A merger/takeover mlght not be successful because: 
• The l.arger business becomes difficuit to controlr - in other ·words, 

di,se cono m~ e s of scal1e are experienced. 
• The feehng of 1insecur1ty among employees n1ight continue as new systems 

are introduced, perhaps leading to a h~gher labour turnover. 
• The businesses mtght find that their cu'ltures are too d1.fferent to a'llow 

effective co I l'abo ration. 

The importance of joint ventures and strategic alliances as 
methods of external growth 
An alternative means of growth is t:h@ formation of jornt ventures arid stra:ceg[c 
aHiances. Tihese occur when two or more businesses believe that working 
together,. perhaps on~y on one specific project, can be beneficial to each 
business. 

Joint ventures can f1nvo1lve businesses sharing resources, or setting up a new 
business they own togethe~ to produce a product for sate or to provide a 
servlce. The venture must yf eld benefits to al~ the businesses involved in order co 
be worthwhile. 

A str,ategic alliance would ailso be mutual:ly ben efidal but it might, for 
example, be in c.h e form1 of medical cari an1d educat:ion b~ing provided co a 
part of the wo rld t hat a busi ness reltes o n fo r some of its materials. This forrn 
of allllance benefits t h~ :local1 inhabitants because t hey receive bet:t:er 
education and healthcare. The business benefit s because the 1local, 
com·m unity is heatth ier and better educated. The business can also ensure 
that the local ~abour force is educated in the ski lls that are required by the 
bus~ness. 

The buslrnesses can benefit from: 

• pooling their financial resources 
• ·sharing experti5e that each busiiness h1dividual!ly might not have 

• ga1ning access to different markets - fo r example, if an a~l1ance was fo rmed 
between a bus~ness in the UK and one rn India or China 

One exampl1e of a strategic arl.iance that might be formed is between a 
coffee processor and some of the farmers growing the coffee. By formi,ng this 
alliance: 
• The coffee growers can be given the finandal help and perhaps some 

add1t1o·na1 input of expen:ise ·co enabile them to increase che amount and the 
quality of their crop. 

• The coffee-processlng bustness might provide the initial cost of pl1anting and 
of some of the equipment that can 1improve the growing and harvesting 
process. 

• The coffee-processing busfness wourld have some contro~ over the quaHty of 
the coffee beans t hat it received as well as somie assurance that the coffee 
growers ,could continue ·co grow the beans. 

Now test yoursjelf 

7 Briefly explain one re-as.on why the 
merger of two busi nes:ses might 
not be successful. 

Answer on p. 207 
Tested 

Joint ventu re: wihen two or more 
b usinesses contribute resources to 
a lbusin ess venture ,e~th er by sharing 
resources or by setUng up a1 n e't/11 

bus~ness owned by them1 alt 

St rategic alliance: an agreement 
between t\NO or more bus,n,esses or 
orga1n1isati,ons to ll~nk their activlb·es. e.g. 
a coffee processor and coffee g1rowers. 

Expert tip 

A joint venture or strategic al I ian ce 
allows each business to rem a in as a 
separate operation, able to withdraw 
from or change the relationship if 
needed. 

Revision activity 
Think of other businesses that might 
benefit from joint ventures or sit rategic 
alliances, and make notes of che ways 
in which rhe arrangement might be 
mutually beneficial. 

Now test ·yourself 
8 Outline one benefit of joint 

ventures. 

Answer on p. 207 
-

Tested 

External influences on business activity 
External influences affect the bus~riess environm,ent and deter1mine the 
framework t hat businesses operate in. They indude the. actlons of the state 
and govern:merits and their assodated pot'ides, re l1evar-it l'aws and i1nternationa.ll 
agreementst techriol'ogy. and sodal and environmental factors. Busfnesses have 
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to take aH these into account when :making dedsions. Analy~ts use the acr'Onym 
PESTLE to summarise these f nftuences: 
• Political 
• Economic 

• Sodal 
• Techno1logical 
• Legal 
• Environmental 

~~-------------------------------------------t•mu1;11t1t~l·l•l~J~ 
Government and the law 
Governments have a responsib·Pl~ty to make sure that the business environment 
is one where compet:idon rs fair, chac workers 'have healchy and safe condit:fons, 
chac consu·mers are given accurace information and are prot:ecced from faulty or 
dangerous products, and that bus~nesses are encouraged to set up in the best 
places to contribute to che Hfe O·f t he coun-try. They pass 1aws and use 
regulations to ach~eve these objectives. Much of this JS aimed at the primary 
objective of improving the way t hat markets work so that th€y are fair to 
everyone involved - producers, suppliers, advertisers,. consu1mers, employees, 
investors and society as a whole. 

Employment and conditions of work law 
Employment l,aw vades from country to country, but most countries have laws 
that deal wjth most if not a.II of these topics: 

• prorecdon of health a.nd safety of emp,ioyees 

• min[,mu.m pay or wage levels 
• co-ncraccs of employment, unfair dismissal and redundancy arrangements 
• preventron of discriminat:ion against certain groups of people based on 

chefr characteristics, such as disabi lity, age, re lfgion, gender and sexua.l 
oriern:a.'cion 

• parenting rights and w,orkptace harassment/bullying 
• membership of trade unions 

These laws add costs, and create the need for record keepfng and employees 
to monitor ·ch,e1m1, but they also lead co more commi,t:1:ed and secure 
em p'loyees and lower coses as eh ere wi II be fewer accidents, tegaf costs and 
cou n: cases. 

Marketing behaviour - consumer protgction law 
Businesses are very often 'large or small enough to disappear easily if there is a 
problem. This means that compared to consumers, they have a lot of power ff 
there is a probl·em. 1Businesses may be te.mpted to se ll fau lty or unsafe produces 
or co use persuasive unethical sell ing techniques to gee consu:m,ers co buy. Mosr 
cou11 cries have laws chac re~at:e to these areas, ensuring that: 

• goods are no-c faulty, are safe and are fie for the purpose chey are sold 
• goods and servkes provided are what was described 
• weights. measures a:nd sfzes are accurate 
• food products ar-e safe to eat and prepared in hygienic conditio·rns 
• adverrrsing g1ves accurate descriptions of the products or services and does 

not exp1loit anyone,. such as chi ldren 

These may add costs or 11mit the way a bus1:ness may behave. but governments 
have a respons1bility to make sure that consum,ers .are protected. Having laws 
m,eans businesses qu1ickly adapt to ·che requirements and consumers can have 
mro re confidence when they buy. 

Expert tip 

laws vary from one country to 
another. Make sure that you 
understand the areas of law that 
,governments use and how laws in 
general might affect business activity. 
You do not need to know spec ifk 
derails of particular laws, but you 
m igh C wane to eh eck out the law 
affecting business in your own "Country 
to gain a deeper understanding. 
.. ........ , .. , ................ .......... ..... ....................... .................... ............ . . 
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Competition law 
Goods and services are sold in markets where there 1s competition between 
provfders. Busfnesses might be able ro limft competftion to their own advantage -
for examp1eJ by getting rogether and aU agreeing ~o sel l at a high price. forcing 
consuimers 1:0 pay more than if ·chere was real compet1tron. Competitio,n law 
aims rco bring about: as much compet:rt:ion as possib~e so ·thac suppliers are 
encouraged to becom,e more efficien~ lower coses and pricest and prov~de 
choice ·co consumers. Com,pet1tian law usually dea.'ls with fair trading 
requirements and pro-compec~tion laws. 

Fai t · di e 1ir_ n nfair pract·ces 
U.nf a 1 r practices that m i,gh t be banned include: 
• price fixing and pr1ce agreem·ents 
• irnformat~on-sharirig agireements 
• producers refus1rig to se lil to retaHers unless mi;nirnum pdces are set 
• sole suppHer arrangements - suppHers on,ly sup.ply ff no competitors are atlowed 

• predatory pricing 

o .. c pie it·on I ws 
These include: 
• banni.ng carte1ls 
• investigating monopolies to make sure that these are not acting against 

consumer interests 
• tnvestigating proposed mergers and takeovers to make sure they will' not 

resuit in unfair 1monopoly power 

Competit lon law is a c·ost t,o, government and businesses that have to check they 
are in line. llc requi-res sophisticated ana~ysis of markets and may rake cime to be 
introduced in a way that works. 

Other laws. including location decisions and 
particular products 
Governm,ents ,may 1ntroduce a range of other laws that affect businesses. For 
instance, there may be planning requlrements to be met when setting up a 
factory, office or shop. There may be restrictions on pollution that requke 
equipment to dean up smoke or chemlcals. There may be n-olse lim1ts on 
induscrial premises and l'Jmits co l·orry m·ovem,encs, or business operadons may 
be restrrcced to daycime 'hours. 

Particular products may have specific laws that: apply to them, such as explosive 
substances, drugs ahd che1mkals t:hat require particular safe storage solut1ions. 

The impact of international agreements on businesses 
Mose count:rries have signed up co a number o:f inrernaclonai agreeme·nts setcing 
up common regularcions and behaviours. Businesses muse thein act in lfine wich 
che agree1menrs. Examples include: 
• World Trade Organizatlori or regional crade agreements (e.g. the Asra Pacific 

Trade Agreemenc) sectfng ouc f.ree crade arrangemencs 
• the Uni!ced Niatrons-based Kyoto agreement on restricting carbo:n emiss1ons 
• lnternatfonal labour ,Qrgaritzati.on standards on employment: conditions 
• the United Niations Law of the Sea; settfng out mineral r1ghts; fishing rights 

and ownership rfghts 
• inten1attonally agreed accourit~ng standards 

.Particular ·exampies include businesses having to: 
• deslgn products to meet particular standards of safety 
• reduce poll'ut ion or use less energy 
• set out their accounts to include corporate social respons1binty factors 
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as much cam periti an mn mcarkets as 
poss1ble by banning1 anti~competinve 
practices and encouraging1 competirUon. 



- ... -------------------ifUM·I 
The role of the state 
The state and government ptay a major rofe in determfr1ing the business 
environment. Governme nts have large spend~ng progra1m1mes and these have to 

be financed from taxes and borrow~ng. A govern-ment has a responsibi'lity to 
make sure that the count1ry it is governing has an appropriate environm,ent for 
businesses to operate in - for exam plef that the population is well educated; 
pri1ces are not rising too· fast, infrastructure is in place and retatfons with other 
count rre s are good. Ob j ect:ives Ii ke ·eh ese are macreconom ic - that is, 
concerned with managing the overall economic conditjons. Governments ,can 
also ace ·co create che righ'C co.ndJclons for ~ndivfdual bus111esses and consumers ac 
cheir levet 

How the state might intervenG to help busingsses 

I 
Governments try to create the right condit io ns for businesse5 by ensur1ng that: 

• the ti11a1nce system is able co make money available co bustnesses 
• 'the right number or educated workers are avai,labl,e 
• prices do not rlse too fast 
• consumers have enough h1corme to spend on goods 
• exchange rates do not vary quickly or too much 

• different regions do not differ too much iri term5 of income or unemploy,ment 

l! s e e 
A·c an individual business level, governmencs willl he'lp businesses by providing: 
• grancs, subs1dies and low-cost loans for invesciment 
• roads. rai1ways, airports and broadband 

• ski I led government consukants and agendes to assist with business problem·s 
• advice to different-sized businesses or those in rural or high unemploy.ment 

areas 

State intervention to constrain businesses 
State iri r.e rvet1tio n to constrain bus1nes·ses indudes: 

• taxes, whk.h reduce pr,ofits or incrsase costs 
• l,aws co promote or errforce health and safety and consumer priocectfon 
• regu 11ations on presencing fair accurate accoun·cs 
• regutlations dealing with market fai lure or antl-competitive practices 

How the state might deal with market failure 
Market failure occurs when the prrce m.echan~sm and the laws of su.pp~y 
and demand fail to produce an outcome that i1s socially desirab,e. Examp,les 
include: 
• educat1on for aM 
• st reetl igh ts 
• refuse col,lectlon 

• U'tHity nec:works 
• consumer procection and 1abernng 
• medr,cal and hospitat services for everyone 

• roads~ rai1lways, ports and a~rports 
• a 1lega,I system and police forces 
• defence and natfonal securiity 

• publ1ic open spaces 

Mact·oeoonomic: desonibes deoisions ·Or 

objectives that relate· to the economy oi 
a country as a1 whole and deall with the 
overaU framework of eco:n omk activjty, 

Expert tip 
In many countries there is an 
assumption that the private sec tor 
produces goods and services most 
effectively. There must therefore be a 
reason why the state would provide 
these good or services or intervene 
ro regulate or :support private sector 
businesses. 

Market failure: occurs when the price 
mechanism and! the laiw.s of suppfy and 
demand faU to produce an o·utcome 
that is soda lty desi rabie. 
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11n all these (ases, it ts very un likely that a pr~vately owned business witl be 
able to provide these faci'litfes and make a profit. The state wirl step in and be 
the provfder. It can do this directly by providing these things, as in the ,case of 
a natiional health servke, an army or local government taking rubbish away. 
Another op'tion is for t he state rt,o use private businesses to provide rchese 
servkes by con'traccing ,out (outsourcing), 'franchising ,or licens,ing. 

Governments' key macroeconomic objectives and 
their impact on businesses 
Governmen 1cs set objectfves for the econo,my. The pr~orilcy placed ,on each 
objective wi ll decerm1ne which pol~cies are implemented, when and by how 
much. lie is chis implementation that ijs i,mportanc 'for businesses rache,r than Just 
che setting of objectives. !Important governmenc objectives indude achieving: 
• 1:ow unemployment 
• I.ow inflation 
• stable exchange rates 
• growth 
• transfer of wealth 

n o ment 
People who want to work shou[d be able co ffnd work. The reason why 
governimencs have an objective of ~ow unemployment fs because high 
unemployment is a cost to a country. It causes: 

• a wast~ of human resources 'Chae lowers overaH productiion and economic 
growth 

• social proble,ms like drug cak1ng and personaHty problems 

• a co,sc to the whole country ln benefits, los't taxat1on and increased 
cri,me ,levels 

P .,.,,e · 1, '1 i h I e 

High uriemploy,ment means there a:re re'lativel!y more workers seeking rhe 
avaHable Jobs. In turn this causes: 
• a low consu,mer rncome. which m.eans sal1es are llower and competition is 

greater; leading to llow outpu.tJ ,low profits and pressure to cut costs and 
reduce prices 

• redunda1ncies and rationallsat1on 

• a consu:mer switch to lower-pdced, ~ower-q uaHty products 
• employees fea ri ng the 1loss of their Jobs, which means they wi ll work harder 

and complain ~ess 
• easy recrurtment of already ski lled employees 
• low wages as scarcicy of Jobs m.eans workers will work for l,@ss 

• investment fa.Hs 

infla ·o 
!Inflation ris a persis(en'c ~nicrease in che general level of pric,es. Rlsi1ng prjces 
mean chat the vatue of 'money in a councry fa11~s. The reason why governments 
have an ob~ective of low inflacion ~s chat a high leve,I meains uncertainty 
because it: 
• erodes the val'ue of savings and makes borrowing more attractive 

• makes planning and fixing contracts dtffkult 
• mi·ght lead to hoardfng 
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Now test yourself 
9 Seate two reasons why governments 

have passed laws that affect business 
behaviour. 

1 O Identify two areas of business 
activity tha.r a re affected by law. 

Answers on p. 207 
Tested 

Unempl,oyment: occurs whe·n some 
workers who want 1o work canno1 
f~nd jobs. 

1 nf lati on : a p efSistent i1ncre.ase i1n t he 
geneiral level of p,rices. 

'Excha.nge rate! the price of a curran cy 
jn terms of otheir cuirrendes. 

Growth: an increase 1in econ,omk 
a ct~Vity, usuallty m,easure-d by a1 rnise ~n 
gross domest1ic p:roduct (GDP). 

Transfer of wea lt h (or wea Ith 
redistribllt ion): when gove,rnments 
use taxes, subsidies or regu~a1tion to 
move wea 11h firorm one group in sodety 
to another.. 

Now test your.self . 

11 Identify and define three key 
government macroeconomic 
objectives. 

Answer on p .. 207 
Tested 



"l,le i t;: jo i fl i I f1 ._· e 

Possibl1e impacts of hi1g'h inflation on businesses are: 
• tncreased borrowing for investment as asset va,lues wm rise w ith no 

effort 
• i t1creased costs of matedalls, fued and labour 
• Lt is eas~er ro increase prices and pass on price rises of ma·cerials and 

labour 
• consumer spending Jowers as prices rise 
• price beco,mes a more important 1markecing 1mix ,element 

• in,creased pressure from employees for 1higher wages 
• increased d~fficu~ty i:n cracking and sett:Jng prices 
• a country's products become less co1mpetftfve and l1ess attractive to foreign 

investors 

t iii e c r e 
The exchange rate of a country's currency is t·cs price· in terms of other 
curr~nciE!s. A st:abfe exchange ra·ce .m.eans that: t:h,is pri'c~ remains che sa,me over 
ti,m,e, so the prkes of .exports and imports do not keep changing. This makes 
financial planning and pridng eas,er. Bue note that exchange rates are only on.e 
factor in decisions on export1ng and importing. 

D sible frr, a f u,; . b e h 11~P Yi P~ n usjn es 
Stabre exchange rates make p~anning easrer and more certain for importers and 
expon:ers. Unsrable e~change races have rhe fo l:lowing .effects: 

• Risjng exc'hange races mean chac exporcing bus1inesses become less 
compErcit:ive. Prices of exports rise hi the ~mporcing councry and the volume 
of ex.pores fa lls. The exc~nt o-f t:hE? fal I ·will depend on rhe price elas·cicit:y of 
demand. 

• Rising exchange rates mean chat i:mporting businesses become more 
competic~ve. Prkes ,of imports faJJ in the importing country and rh~ volume 
of import.ed goods increases. The extent of t he increase w ill depend on the 
p ri ice e l1a st i city of demand 

• Fal~ing exchange rat:@s mean th~ r~verse of ·che above. 

Growth is an ~ncrease in econo m·k activit y, usua~ ly measured by a rise in 
gross domesti,c product (GDP). Economi,c growth means there is 1more 
wealth; and consu.mers will be ab~e to buy m-ore and goverrime11ts can provide 
more fad lrtles such as education; health services arid 1nfrastructure. Growth 
can be achieved by more use of resources,i highe.r Investment, a more skilled 
workforce; higher exports, or higher consumer spendlng. 

Possible i1npact f :cono,nic r:owtll on businesses 

Possible impacts of economic growrh are: 
• sales. and profits increase .as consumers incomes rise 
• saJes of luxury ,items rise rel'a:civety more chan sales of basic produces 

• new produce !launches are likely to increase 
• more fnvestment and new technotogy is likely 
• em ploy·ment increases; unemployment fal:rls 
• tax revenues i ncr@a se 
• it may be more difficult to recruit suitable sk1l led labour 

Expert tip 

Remember that a dee rea.se in inflation 
means that prices are rising less 
quickly, not that they are falling. 

G·ross domestic product (G'D'P): 'the 
tota l value of the output of a country 
jn 1 year, 

Now test yourself 
12 Define inflat ion. 

13 Explain economic growth. 

14 If exchange rates rise, state: 
(a) the effect on the prices of 

imports 

(b) the effect on the prices of 
e:xpor-cs 

Answers on p. 207 
Tested 
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h er.lis · i 
Governments are concerned not Just with 't'he ,level of GDP and income but 
w1ith whfch groups in the country have the Vvealth and income. Governments 
generally have obJeccives rela'ced to, this. For example, they might w~sh t:o: 
• pay benefits to those on low incomes, the unemployed or disab,led 

• get those on hi,gh inco,mes to pay re'latively n1ore taxes 
• transfer wealth and fnco,me from richer to poorer parts of the country 

• provide cheap housing for those on low incomes 
• encourage or discourage certain products or industries 

Po sibl i111 f , h t 11s~ r on 

• Income tax, wealth/property taxes and benefits will redistdbute ~nca,me and 
wealth from rkher to poorer and spendjr1g patterns wil'i aker. 

• Profit taxes may vary by the amount of profit ,m,ade. 

• Businesses in areas of low unemployment may recei,ve subsidies or grancs. 
• Certain i,ndust:ries may get subsidies (e.g. renewable energy supplters) or have 

'CO pay more taxes (e.g. fossil fuel businesses). 

• Groups 'Who gain or rose wilil have certaln spending characteristics a:nd these 
wi 11 affect businesses i 11 ,:hose area. s. 

Changing macroeconomic objectivas 
Governm,ents face dffferent situations at different tf mes, so their objectives wil I 
change. An economy with full employment and economic growth is m,ore likely 
to emphasise objectives such as low inf~ation or wealth transfer. An economy 
w~ch low une,mploy,menc and some inflation but facing wildly changing 
exchange rates 1m,imhc focus on stabi~istng the exchange race. An economy with 
hlgh infl1at:ion m1gh 1c focus on this first and see growth and unemploym,ein:c fall. 

A c:om1plfcadng factor 1s that macroeconom1c objectives often conflict. It is very 
difficul:r to ach~eve all five objectives at the sa,me time, as a poHcy to achieve one 
often leads to a government being unable to achieve another. 

Typical conflicts in achieving objectives 
• Achieving low unemployment: may mean high growth but a:lso, high infladon. 

• Transferring wea'lth from ri1ch to poor may mean 1t is noc worth :1ow-income 
groups work, ng. so un em pi oym ent rises. 

• Achieving l'ow inflation may mean low growth and high unemp 1loyment. 

• Stabili slrig exchange rates may mean low growth. 

Policy instruments used to achieve macroeconomic 
objectives 
Governmien,cs have a range of econ1om,ic policies chat they can use to, achieve their 
objecc~ves, but chese most:11>' fa ll i'nco monetary, fiscal or exchange rate policies. 

0 

Monetary policy is using government controls over interest rates or the 
amount o,f 1money (money suppJy) to achieve pol',icy objectives. The rate of 
interest fs t he price ,o'f money. Changing interest rat,es wiJI, alcer che cosc of 
borrowrng for thnse who wish to cake out a loan. If races rise, ~t wHI be 1more 
expensive ro borrow,. so less wi ll be borrowed. Thi1s has che e'ffecc of: 
• Reducing invescment spending because it is more expensive co borrow in 

order to fund mach~nery ,or equipment. 
• Reducing consumer spending because interest on mortgages, credi1t cards 

and loans wil l ~ncrease and so fewer goods wlll be purchased. Repaymencs 
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Expert tip 

You need to understand economic 
theory and use it to explain the impact 
of change on businesses and the 
decisions they rnake. 

Revision activity 

1 Use a flow diagram co show how 
rising unemployment might affect a 
garage selling petrol. 

2 Write a s.hor t article for your 
school/college magazine to explain 
how a business selling accountancy 
services might react t-0 a period of 
high inflation. 

3 Use a spider d~gram to show the 
possible elfecrs on a business selling 
furniture domestically and for 
export of a rising exchange rate for 
. ' its country s currency. 

4 Economic growth is rising rapidly. 
Constru et a table to show the 
d itferent effects of this on a 
yacht manufacturer and a match 
manufacturer. 

Now test yourself 
15 0 utline two reasons why a 

govern rnent might wish ro r rans fer 
wealth from one group In the 
country to another. 

16 For each O'f your two reasonsl gjve 
an example of how two specific 
groups might be affected. 

Answers on p. 207 
Tested 

Revision activity 

List the current macroeconomic 
objectives of the government in your 
country. Can you identify any conflicts 
. h b" . ? ,n 't ese o -1ec.t1ves. 

Monetary policy: using giovemment 
controls over ~nte rest rates or the 
amount of 1money (m,oney supp1ly) to 

a dh~eve policy o bject~s. 



of existing l1oansJ such as credit cards; r~-se so there i1s less money left over for 
~pending. In addition,, saving wW beco,me more attractive, so less wrH be spent. 

• Raising exchange rates because rrsing interest rates will make a country more 
attractive for foreign financial :institutions to put money iinto. 

Changing che amount o,f money in the country wi'II also influence the total 
availab!le for banks co pass on for co,nsumer spending or invescment. I ncreasi:ng 
'Che m,oney sup ply can be done by: 

• SelHng more governmenc debt to the banks (q uantitattve easing) to make 
more money avatlable to businesses. 

• Reduclng the amounc of secure reserves that banks need to hold, so freeing 
up more money for 1lending. 

• Lowering restr1cti10ns on bank lending. 

Lowering interest races or expanding 'Che m-oney supply wm lead co increased 
consumer spending and investment, and 'h1gher economk growth. ln1flation may 
increase if t:his grow1ch is smiall, and che effect: on exchange rates wifl depend on 
how much imports increase b)" as growch 1may also lead to higher l,evels of exporcs. 

Fisc lie 
fiscal poUcy 1s the use ,of taxatron and government spending to achieve 
economk objectives. Governments can choose from a range of possib1e taxes, 
each ·wich ir:s own effea: ,on d~fferenc groups. Major caxes include: 
• inco,me 'tax on individua!ls 
• profit taxes on businesses 
• taxes on sal1es or value added 
• taxes o n pardcular goods, such as a,lcohol, petroleum,,. carbon or tobacco duties 

Major government spending areas 1iriclude educationJ health,. defenceJ transpo-rt 
and benefits to lndi1vfduals. Bus:inesses :may gain from substdies -or grants. 
lncreastng taxes wi ll have the effect of. taking money out o,f. ·che economy, 
so gro,wth ls reduced,, unempJoyment: may grow and inf!atjon may fall. 
lncreasi1ng government spendh1g may result in inflation, growch and a fal l in 
uMmploymenc. The precise effects depend on whtch caxes are changed and 
which areas of government spending change. 

E r a - ere a ~ - r ie 
Exchange rate policies are actions taken to influence the exchange rate in a 
desired way. Monetary poUcy wi111! have an impact: on che exchange race because 
,lower interest rates will make a currency less attractive co foreign investors. They 
wi ll take money out: ot the councrys banksJ so che exchange rate wm fa,11. It: ls 
possibl,e for a. government to use exchange controls ta limit che amount of m,o,ney 
m.ov~ng in and out of a country, but: in -roday's gl,obaJ wortd chis is effect:1v~ly very 
difficult. Some ,countries tie the val,ue of their currencies ·co stronger currenuies or 

use public relat:1ot1s to try and influence opinion .about thetr strength. 

Table 2 The effects of exchange rate changes on busi ne:ss 

fi sea I po I icy: the use of taxation 
and g:overnment spending to ach•eve 
economic object~ves. 

r 
Exchange rate policies': act~o11s to 
rinftuence the value of lhe exchainge rate. 

Expert tip 

When analysing the effects of changes 
in the economic environment1 consider 
one change at a time and imagine that 
a II other factors are constant. 

..... -_:J.,,._:_...:....:--- t.1t~~~ ... ;_-:.._ .. 
ex ofite· :-

;.; - .·:. - --- 'i 
Im fjfers ! 

1
• Export prke ir~ses. 
1
• Sa1e.s volum,e faUs. 
• Saie,s va ~ue ,chiang1e depends on 

price elas1:idty of demand. 

1
• Export price faJ is. 
• sa,es voJum·e- rises. 
1
• Sales va~ue change depends o,n 

price e~asbdty of demand. 

• lmpo,rt price fa Hs. 
• l1mipo,rt quann1y r~ses. 
• Sales value change depends on 

pnce elas11idty of demand. 

• Import prke nses. 
• lrmport quantity falls. 
• Sales value change de1pends on 

pnce eias1tkii1:y of demand. 

• Prices of 1i m ported goods ia Iii . 
• Lower ,costs for ~ mported 

materials . 
• Increased competi1i,on for 

domestic producers, 

• H~gher import pr•ces. 
• Hjghet cost for i1mported raw 

materiials. 
• Decreased co1mpet,tion for 

domestic p roducers. 

External influences on business activity S 



Choice of policy instrument 
Governm,ents have to address economic issues they currendy face and choose 
appropriate policy instruments. flrs·c, che cause of the probrems must be 
established before a policy can be chosen t:o address the cause. These decisfons 
are usuaJly dffficull'c and tnvolve d ifferent possible solL.rcions to achieve clhe 
government's objectives. Supply-side policies~ [PoUdes that 

attempt 10 maike businesses 1riun more 
effid ently and have lo,wer costs. They 
1ndude: bette,r infra1structure1 relaxing 
re,gulations, llower1ing trade un~on 

Ot:her possible polk i@s besides mon@t:ary, fi scal poVicy and @xchange rate po'licy 
include sup·ply,side po licies. These focus on freeing up businesses to become 
mo re efficient by rel1axrng regulations, prov~drng effident infrastructure and 
helping provide a wel,1-trafned,. skilled workforce. 1i niflu en ce. grants and subsi djes for 

The key thing for business studfes students is to consider what effect a given 
policy 1might Mave on busfnesses. 

1i nvest1m,ent, and 1h e1J pin 91 pro Vii de a 
b etter-.sid Ded workforce. 

Effect of changes in macroeconomic performance and 
policies on business 
There are infinite co.m,binations of macroeconomic vari,ab1les .and policies. 
le is tmportanc to look at che ef:feccs of each variable on irs own, assu1m1ng 
all other variabl:es are constant. Table 3 sets out some possible effects 
of changes 1:n ,ma<Cro~cono1m ic variables and po!Hcies, bur rhere are 
mrany o thers. 

Table 3 Possible effects of macroeconomic changes and policies on business behaviour 

Higher empioyment M,01netary 
,or economk - lower 
growth int,erest rates 

,or increase 
money supply 

Lovver ~nflati on 

L __ 
Fiscal polky 

Moneta1ry 
policy~ r~rse 
in1erest rates 

Fiscal po llicy 

• Loans become cheaper. 
• Househoidls spend moire as 

borrowing becomes ,cheaper and 
more spendjngi money ,s if/amiable. 

• Exchange rate ti!ie~ a1S forelgn 
money ll·eaves banks. 

• Lowe1r mncome taxes so hou.se-ho~ds 
s.pend mor,e_ espedaUy on iuxury 
products. 

• Lower sales tax,es so prices fall. 

-

.. 
l:iehav,h:>'ur.! 

.. ~,. -- • --: 1 ,;;- - - .. • -

• More investment. 
• Mo,re borrow~ng. 
• Prroductio,n ~ncreases 10 m.eet extra demand. 
• Mor1e empioyees are hired. 
• Exporters. face h~gher prices. 
• Importers face lower prices. 

• lntreas@ product1ion to meet demand. 
• · Producers of luxury g,oods increase 

p liO du ctio,n. 

• Increase production to meet demand. 

• Lower profjt taxes. • Low,er prices. 
• Production ~ncreacSes to me:-e,t demand. 

• Higher governme,111 spend1ng1 leads • Plioduct,on ~ncreases, especiaHy of 
t-0 an i ncrrease in consumer demand government contractors .. 
and government contracts. • Bush;~es.ses move to seek government 

contracts. ___ ......__ __ 
• Borrow.ng becomes more expensive. I • Production fa,rs. 
• Househo~ds spend ~ess as • Market1in9 1increases. 

borrow~ng ,gets more expensive and • Prkes ar,e reduced. 
~ess spend ~ng money is avaUa bie. l • Search for new markets. 

• H i1gher ~ncoline taixes so households 
spend less. 

• Prices fall! to encourag,e purchases. 
• Prcoducdorn f al ~s. 
• Marketing1 increases. 
• New products. 
• Search for new markets. 

• Hm,g:her sates. taxes cause price ris,es. • Lower profits. 
I • C o,st cutting. ------: 

• Higher p ro,fit taxes, e, Profits falil . 

• Deer ea sedl government spending 
causes l,ess consumer demand and 
g1overn1m ent contracts. 

• Investment fa1Us. 
• Cost cutt~ng . 
• Re~ocation to lower-ta~ coun1ry. 

• Profits falll. 
• R,edundandes/rationai isation in government 

su ppl1i ers. 
• Sea rdh for new ma1rkets. 

8 Cambridge International AS and A Level Business Revision Guide 



Now test yourself Tested 

17 A country is facing high unemployment; low growth, low inflation and a stable currency. 

(a) Identify two appropriate macroeconomic objectives for the government. 

(b) Outline two policies a government may adopt to achi1eve these objectives. 

Answer on p 207 

Revision activity 

1 Use a diagram to show how lowering interest rates might help a govern rn ent 
to increase employment. 

2 Explain how lowering interest rates might conAict with an objective of 
reducing inflation. 

3 Produce noces to show the effecc of lower interesc races on a medium.sized 
producer of electronic consumer goods that exports 30% of its production. 

41'2'n'tti~1--~~~~~~~~~~~~~~~~~~~~~~~~~~~~~t•J41¥1Uli41·11(==J• 
Corporate social responsibility 
Corporate social responsibility (CSR) i.s ·che voluntary acttons needed for an 
organisation to act responsibly to a. II its stakeholders. CSR fncludes acting in an 
ethical way, respecting the peop,le, ·comm un it1es and the environment that the 
business affects and balancing the daims of sta'keho'lders. Acting on CSR might: 
• reduce envi.ron:mental problems such as pol.~ution and climate change 

• mean long-term needs ara put ahead of short-·cerm goals 

• be behaving i1n che right way 
• reduce e~pllo·[tacion of one group by another - for example, profits for 

sh areho I de rs mean very I ow wages ·for employees 
• lead to commerdal benefits 

CSR includes: 

• accurate accounting procedures 1chac reflecc the true value of a·ssets and 
cash flows 

• noc paying incencives (bri,bes) to win concracts 
• paying a fair wage and provid ing hea'lthy and safe worktng conditions 
• buying raw materia:ls from sustainable sources 
• a,a1ng to reduce polJution beyond the ~egal req ukements 

• making suppliers conform co an ethiGil code of conduct 

• nor ou.csourdng ro poorly paid or child workers or where low heal1th and 
safety standards op@rate 

• a sociall audlc or CSR reporc of stakeho~der obJeccives, estabHshtng CSR 
indicators, measuring these and regularly reporting on chem 

Ar u n r 
• Better Ariancia1I performance as customers are attracted and costs are l'ooked 

at carefully. 

• Can be a marketing advantage in brand image and re putation. 

• Lower coses - for exampile, recyding or redudng wasre. 
• cusco mer loya;I cy. 

s t 
• Expensive and ra~ses costs and p r 1ce s. 
• May m.ake businesses unco1mpetitive, especially in a globa'I marketplace. 

Corp orate soci a I tespo ns i bi I ity: 
the vo,untary actions needed for an 
organisation to act irespon scb Jy to a1H its 
sta keho ~ders. 
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• Stakeholders cannot: agree on echi1cal/socia lly responsible behaviour. 

• A luxury in a time of recession. 

• lt is a fashionable, cynical way to marker a business. 

The need to consider the community and pressure groups 
,Bus~nesses operate ir, a society that may be affected by business act~vity. Sodety 
is a stakeholder and increasingly actf ng as a111nfluence on business decisi,on 
making. Businesses are not separate ITOim social change and have to take 
account of sociaJ needs rnduding: 
• the changing role of women 
• environmental issues 
• sustainabil~ty and energy concerns 
• ideas of fai;rness and equality 
• percep·cions about wealth and income distribution 

Many of t:hese needs are refl ected and articL1lated by pressure groups such as 
Greenpeace, ,Qxfam and trade unions. These groups gain publidty in the med~a 
that both reflects and affects consumers· buying behaviour. It may be in the 
interests of a business to engage with pressure groups and work wh:h them to 
change, so that sociil needs and attitudes are reflected better. Failure to engage 
1may lead to the government fordng change by pass.ing l'aws fo llowing lobbying 
by pressure groups. Examples might indude the pressure for: 

• more w,omen to enter t he workforce 

• a h~gher percentage of women to become seinior 1m,anagers 

• more environmentally friendly processes of production 

Fai:lure to respond may lead to fewer sales and less profit, lowered employee 
motivation; difficulty in recru·itment poor public reliat1ons and in.ternal c,onflicts. 

Many bus1nesses are finding thac hav,ing ain ethica1I approach or engag~ng in 
corporate socia·I responsibHtcy has a positive effect on sales, consumer 
percep'Cion and the1r employees, and they use th~s as a m·arketing cool - for 
example, line.caught: i:una fish are solid as a suscafnable catch and fair trade 
products appeal to an 1increasing number of consumers ln dcher count:6G?s. 

Expert tip 
Many profit.making businesses also 
have some social objecrive-s:. Achieving 
these may incur costs but may give 
marketing advantages. 

Now test yourself 
18 Explain the meaning of corporate 

social respons.i bi Ii ty. 

19 Identify three srakeholders in a 
business manufacturing shoes, 
including at le-ast one external ro 
the business.. 

20 Give one reason why ir m i,ght 
be· difficult for a business in a 
developing country to acr in a 
socially responsible way. 

Answers on p. 207 
Tested 

~,-.-----------------------------------------------,•M;~ta~~,M~4~·1,~J9 
lncreas~ng use of technol1ogy 1s now key to bus1ness success in all areas. 

Production 
• Product design based on market research infor,mac:ion using IT and rihe 

internet. 

• Co,mputer-afded design and 1manufacturing using robotics and 31D printers. 

• Fracking to produce previo·usly unobtahiable gas supplies. 
• GeneticaJly m,odified pl1ants and anima,ls. 

Op,erations 
• Ent,erprrse resource plannjng. 
• Efeccronic poin·c~of-sa:l.e systems ·co link sales, stock and ordering. 

• Access co on line information and data. 

Communications 
• Mobrle computing~ home working and video conferencing. 

Marketing 
• Databases to selll to particular idemtifi@d groups or indiv1iduals. 
• E~m,aH and social networks t:o communicate with customers directly. 
• E--commerce - global online sales ouc,lecs. 

@ Cambridge International AS and A Level Business Revision Guide 



Table 4 The benefits and problems of introducing technological chan~ 

M,ore e-ffici ency, les.s wa,ste, lower costs .. 

Improved products and ser~,ces dkecdy 
ta~lored to co,nsumers' me-eds. 

New materials_ designs. products. 

Faster, ma.re deta tied i nsta n1 

communkation. 

Iner ea s,ed qua l~ty and qua nty control. 

Cost of researching new 1technology. 

Cost of new technology that may date 
qui1ck~y. 

Investment in wrong technology is 
easy and expensrive. 

Jobs disappear; retratni1ng and new skms 
needed; res1stance from emptoyees .. 

Morre pressure on employees. 

Revision activity 

Draw up a I ist of the benefits and 
problems for a supermarket considering 
introducing a point and press scanning 
system for shoppers, which will record 
all purchases and generate a detailed 
d acaba se of purchases Ii nked to 
payment methods and e•mail addresses 
of customers. It wil I mean that nearly 
all the tills will not be needed. 

~-------------------------------------------------~•'=;1ti19'R~~1-l1~1J 
AU busi:ness acdvity will change the physical environn1ent. Concerns are grow~ng 
that this process has reached a point that is not healthy for hu,man beings or the 
pllanet. There are many pressure groups acting co ·cry and reduce the impact on 
th@ gllobal and local envfronment> and governments are passing laws and puttirig 
pressure on busfnesses to try to reduce their j,mpact on the environment 

Ever more businesses are -changing thefr poHdes and practi·ce to reflect t hese 
concerns and regulations. Exa1mp~es include: 

• a more .explicit focus on (orporate sociaf responsibi lity in relation to 
poliution1 waste disposal and recycling 

• buiilding env1ronmental audits into plar,nijng 
• focusing on environmental po1licy i1n marketing material 
• changing to obey new environmeritall laws, regulations and taxes 

• responding to environmental caFnpaigners .and pressure groups 

• developing more energy~effioien·t, sustainable solutions t:o raw mia.terial 
supplies, operations planning and produce design 

Businesses are constrained by and rely on other 
businesses 
1Businesses never operace on che~r own. They are always pare of a supply chain, 
either as a supplier or purchaser, and r€ly on other stakeholders for retfabi~ity and 
sales. They ,may depend on agency staff, or use marketing agencies_ consultants,. 
energy suppl11ers and transport businesses. They wiill use internet providers, 
search engines and terlephone networks. The actions of compet1tors w11II, affect 
their behav~our arid pl:ans. Government agencies may place legal requirements 
on acti:vities arid pressure groups, trade uniions and consumer groups may have a 
large influence. 

Revision activity 

Prepare notes for a presentation to 
che board of directors of rhe following 
companies on how their operations 
mlght be affected by a greater concern 
for rhe physical environment: 

• a computer manufacturer 
• a law firm 
• a forestry corn pany 

~---------------------------------------------------t•,l··Al·~muz1@1·1•L~J• 
How a business might react to a given demographic 
change 
Demography ,is the study of populatton structure and fts changes. lit is 
concetned with age, gender1 ethnic origjn, mrigration and education l1evels. It dea 1ls 
with how birth and death races and mr.gration affect these. Demography is vit:a!I 
co bus~ness accivit:y because h: is re l'ated to patcerns of de·mand and employment:. 

Demography: the study of populait ton 
structuir:e (age, ge nide r, ed,n toity, 
education levels) am d jts dhainges. 
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e r p 
People with different characteristks; such as age or gender; have different 
demands for products - men and women buy differenr types of clothes and 
read dlfferent types of books. 

A society w,th increasing percentages of older people wrnl: 
• spend refatjvely more on holidays and trave!I, health products and eating out 
• need m.are care ho1m1es arid medicall services but spend less on music, 

e·lectron ic goods ar,d entertainment 
• require govern1m@nts to pay more pensions, so taxes m,ay ri se 

A sociery with a h1gh percentage o.f people aged under 1'5 willi: 
• have relatively high demand for toys, baby food and childrenis clothes 
• face increasing demand over time for products app@aLing to young adults_ 

then fami'Hes 

r 1a o· 0 lufr 
' 

A more ethnicaUy diverse population wllll demand a w ider range of clothing, 
food and possibly religton-related products . 

The demographics 1n a part~cular country will affect the opportunltles for 
business act1iv1ty - so:me fir,ms wril l find t he1ir products in a decliniir,g ,market 
some in a growlng market. 

Employment and en1ogr phy 
ffo 

• Older workers tend to be. loyal to the employer, have experience, are less 
liikel'y to move jobs or location, and are possibl1y more reliable and 1;ess hkely 
to be absent. 

• Younger workers tend to cost lessJ are likely to be flexible, w~lling to move 

and able to learn new skills, but 1may need more fam~ly/parenting leave. 

UCO i 1 I 1 

A sodety with a low percentage of people with school or un~versity qual:ificatiions 
will have a low-skrll ed, inflexibl'e workforce that forces en1p'loyers to offer training 
progra:m m,es. 

1 P I 1 h tJi l I n 

• Diffe rent ethn ic groups may have d]fferent expectatiions regarding facitities 

at work, or working hours. 

• lm1m1grants may have different skills or be wrn l1ing to work for Jower wages. 

Revision activity 
1 A country has a high and growing percentage of population aged 45 and over. 

Prepare a table that compares the effect this might have on the following: 

• a furniture manufacturer 

• a hotel chain 

• a childcare shop 

2 Use a spider diagram to explain possible consequences for the labour 
market in a country wi~h a high immigration rate. 
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Expert tip 

It is important to be able to understand 
rhat dem ogtaph ics affect demand 
and employment patterns and to be 
able to apply this understanding to a 
specific situation involving a specified 
business. 



Human resource management 

'Hard ' and 'soft' approaches to human resource 
management 
1Susinesses use a ''hard' or 'sofc' approach co human resource managemenc 
(HRM),. dependtng on the management styl1e, the type o,f business activity and 
che si,cuarlo·n faced by che business ac any given time. 

I r ' 
The 'hard' approach to HRM is when a business perceives its workers as a 
resoutrce in the same way as they mig1ht view mach1nery - that is, as a resource 
that is there to be used to help che business ach1eve 1ts ,objeccives. Employees 
are recn.tiited, trained or dismiiSsed co meet: t:he needs of che business. There 
is ,ofcen a high llevel nf monirorlng/supervisi,on ·co enst1re thac employees are 
performing ac a level t:hac will en,able che bL1siness ·co meet: i·cs car.gees. Training 
1might: be given but: ~c is for rhe purpose of 1mproving business pE?rformance 
rather than for the dfrect benefit of the employee. 

' I 

The 'so1ft' approach to HR.M is a more 'hu1ma.n1stic" approach to the 
management of e·mployees. Workers are treated as tndividuails rather chan Just 
as a resoura? chat is ch~re to enab~e eh~ business co achi6lve ir:s goals. Mon1todng 
of employees ~s scill like·ly co cake pl1ace, perhaps by using s·caff appraisal, buc the 
appraisa.1 system w1II be used to :identify any training needs that wi ll benefit t he 
employee as we ll as the bus~ness. The bel'i.ef is that a motivated worker will be 
more productive and loyal to the business. A reduced ,level of absenteeism and 
1labour turnover often results . 

In t his form of HRM, t he views of the workers matter to management and 
employees are often consulted about any cfianges to incentives that might be 
used by the bus1iness. Empl'oyees who believe t hat the reward system is fair are 
me re Ii ke ly to work hard to obtain ·chose rewards. 

HRM and flexibility 
The HRM department needs to focus on fiexibil11ty fn order to allow for the 
t i,mres when the business has djfferent workforce requirements. 

During a recession, for examrple~ businesses might prefer to, employ workers on 
temporary contracts rather chan ful,1-icime permanent contracts. Tih1s gives 
che business che opporrunicy ·co reduce 1its workforce, if necessary, wirchouc 
incurrjng redundancy coses. 

Zero hours c,ontrae:ts are used by some bus~nesses. These mean that ai:though 
workers are ,expected to be avaHable for work, they are on'ly pa,id for t he hours 
they are actually working. For example, workers employed in a restaurant will b@ 
expected to be available for work but :jf there are not many c ustomers and the 
employees are not requir-ed to wa1t on tabl1es oir to cook; they wil'I not be pafd. 

Hard HRM: an approach in which 
employees arre vieVt1ed as resou rices 
to be· used by a bus in es5 in irts p ursurt 
of irts objectives. The t ra ining and 
d evelo pme·nr1 of staff are II i1ke~y to be ior 
~norea,sed ,efficiency only rather tha1n for 
the in dliiv•dua1I dev,elo pment of staff. 

Soft H RM: the treatmient of emp1 oyees 
as 1nd~vmduats, usuaUy wrth a1n awareness 
of the individual development and/or 
needs 01 eadh worker. 

Zero hours contract: ar contract of 
emp11 oyment where 1:he employee does 
not have any guaranteed hourrS of 
work. The empl1oyee wm only be p ai di 
foir the hours they arre actua~Jy irequ~redl 
to worik. whjch might be· zero in any 
given time pei11iod. 
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However; if later on the restaurant becomes busy, they wi l~ be expected to work 
and will be pafd for that ti,me only. 

Some bustnesses prefer to employ workers on part.time contracts racher than 
fuJllrti1me caner.acts. Parc-cime workers might: be wn1ling to be flexiblle abouc which 
hour~ chey war~ a:llowi ng 'Che busi~~ss co, LJts~ t:hem ac t:he cime t:hac is masc 
beneficial t:o the business. Fulll-time workers wllll accend wo(k for the required 
num1ber of hours each day and wrll1 need to be paid wherh@r t:h@r@ is work for 
them to do or not. 

e f 
Temporary contracts are used when a business does not need additional 
permanenc staff bur needs extra workers at a pan1cular time. For example, 
seasonal dem1a.nd can cause a busfness to req,ufre dffferem: numbers of 
employees ac various c~mes in t:h:e year. Flexible contracts al low a business or 
its empl!oyees co vary the number of hours worked. Contraccs might be 
based on a guaranteed minimum number of hours of empfoymenr which 
can be averaged out: weekll}" ·month!ly, quan:erly or annually depending on che 
contractual agreement between employer and the e,m,p'loyee. 

• Te,mporary cont:raccs allow the relactonship be·cween che business and che 
employee co be ended more easiliy. The employee knows chat the contract 
might on ly be for a short rime. 

• Redundancy pay need noc b@ paid t:o che worker if the work they are 
employed to do i1s no longer required. 

• Flex1b1le contracts allow t he hours worked co be in,creased or decreased by 
'Che business depending on how 1many hours of work it needs from each 
employee. 

• The use of parc-ti1me concraccs. gives che business che posstbHky of asking 
ics parc~cim,e workers t:o vary the n u.m ber of hours worked and t:o work che 
required hours at d~fferent times of the week. Parr-tim1e workers might be 
more able to work extra hours if the busjness situation requires it. 

• Financial saving - zero hours concraccs require workers oniy t:o be paid for 
·the hours chey actually work; termporary cont:rac-cs enable a business to end 
the contract as soon as the worker is no longer requked; part-time contracts 
alllow a business to reduce ~ts wage bi,11 by employing workers for a !limited 
number of hours each ·weekt but perhaps gi1ves it the opportunity to ask 
such workers to work extra ho,urs if needed. 

D · n ges e por ry nd e · I~ _ r s 
• Workers employed on a temporary contract might searcih fo.r a job with a 

permanent contract in order to have more security about their employment. 

• Workers on a temporary contract, a flexible contract or a part~time contract 
might feel ~ess loyal to the business. 

• Employees do not have any se,curity of employ:ment and therefore income. 
Thls might lead them to look for more permanent employment elsewhere. 

Part-time contract: a contract of 
emp1oy1m.ent f,or -a specified number of 
hours that ~s I ower than tlhe number ,of 
hours worked by ~uU-bme empioyees. 

Flexible contract: lh1is aHo,ws the 
hours and days of work to be var1ied 
by agreement lbetw·een empioyers and 
e mp1I oyees according to die nee d.s 
of the bus~ness andl/oir the indiViiduai 
wori::er. ~t ea n in dude an agreem,ent 
to aUow flexi1bl,e wonk~ng hours w•thin 
a gir,ee d par am·eters. 

Revision activity 
Research job advertisements in 
newspapers, journals and/or online. 
ldenti fy any exam pies o·f temporary 
and flexible contracts. 
Try to think of any reason why that 
particular ·type o·f contract might be 
appropriate for char business/it1duscry. 

~--------------------------------------ts14t4ii·I 
Staff appraisal 
Staff appraisal pl'ays a key role in measuring the performance of employees. The 
appraisal [s usually carried out by the tine manager. Performance ,is assessed, targets 
can be set and training needs and the potentiali for career progression can be 
identified The H RM department is where alll records of such appraisals are kept. 
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Staff appraisal: when the performance 
of emp1loyees is measured against 
pre-set targets or expected outcomes. 



Appratsals are carried ou-c at agreed intervals - quarteirlyi half-yearly or annually -
and 1measure: 

• the extent to which pre-set targets have been met 
• achievement of key co1mpetendes 
• the successful undertaking of identified trarn1ng needs 

T e-:? o a sl 
• Train~ng needs or a need 'fot n-ew e.quipim1enc mighc be tdermified. 

• Possible ambitions of em plo,yees - for example, for promo·c1ion - might 
be iden1cifled and appropriate accions perhaps taken co help che employee 
co progress. 

• Pay levels and incentives can be adJusted appropr1acely. 
• Bonus payments can be deter1m~ned based on t he extent to wh·ich targets 

have been m·et o·r exceeded. 

Strategies for improving employee performance 
The first stage in jmproving employee performance 1s to try to find out why the 
employee is not performing at t he 1:evel expected. The techniques used to improve 
employee performance will depend on t he reason for the poor performance. 

Some of the possfble reasons are: 
• a lack of equipment or having unsuitable or broken equfpm:ent 
• a lack of motivation 
• a 1lack of appropriate training 
• a llack of dear o bjectives o r targets given to the e mpfoyee 

• a fallur~ O·f t: he employ~~ t:o a.ppr@ciara or understand the overall a.fms and 
o bject:1ves of che business 

Some of these ]ssues can be resoJved by management. For example, if under­
performance :is due to a tack of appropri'ate equipment oir broken equipmen~ 
efforts can be made to ensure that t he e1mpfoyee is provided with the equipment 
needed to alliow them to comp1ete thek tasks to the required standard. 

An approprjace mo·civat:ion technique muse be employed if it fs c,o be successful, 
'therefore HRM must decetmine wha·c mot~vates the e1mployees ff they are to be 
encouraged to perform their ducies as expected. 1i:or exampl1e, e.mp1loyees who 
are seeking recognition and sca1:us are unnkely co be rmoc~vated if only financ ial 
,mo tivators are being offered to chem. 

Sornetimes employees are unab~e to t111eet expectatio ns rn terms of the 1evel1 of 
performance because t hey have not been given the t raining requked to enable 
them to perform their tasks iir1 the most efficient and effective manner. 1i:urther 
training can re,move this obstade to good performance. The training can also be 
motivat10,nal because the empl1oyees fee l valued by the business. 

Target setting can encourage empioyees co raise their perfnrmance because they 
Wiilll S'tr1ive to 1meec the target sec. Targe't sercing can be used a'longside bonuses 
paid for meec1ng or exceeding cargecs/expecra.c~ons. 

Form1s of worker participation can be used to ensure that employees understand 
the aims and objectives of the busi ness and also hopefulily w il I be abl.e to identify 
their personal needs as being linked to the success of the busjness. This .car, 
creat e a workforce that appreciates tts contribution to the overall business. It 
can be achteved through discussion and consultation with the workforce in a 
democratic envrronment. 

causes 

• Lack of 'relevant 
sk4Hs 

• lack of training 

• Inadequate 
equJpm.ent 

• Poor mot ivation 

• ln,appiropriate pay 
structure 

- -

Con sequences 

• Lo\¥ o utput 
• iPoor-quiality 

output 

• Loss of orders 
• H~gh levei of 

wastag@ 

Strategl~ for 
Improvement 

• Offer training t o 
employees 

• .Rep lace ord 
equipment 
w here :needed 

• Review financial 
re\va rds 

• Revievv approach 
to superv,ision 

Figure 1 Causes and consequences of poor 
employee performance 
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Management by objectives 

I plem i f ge nt e 
Staff appraisal is usually part of the management by objectives (MBO) 
process. The appraisal session ls when futJure objectives will be agreed The 
objectives ,can be: 
• agreed between the e1mployee and the ir manager or set by m.anagemer,t 

without discussi1on with the employee 
• fn.dividua,1 or for a whol,e department 
• direct from, senior management or pare of a deparcmenta,I carget 

The objectives shoul'd be achievab~e and rea!fs dc if they are to m10t~vate. 
There is a view that obJecrijves are more likely to be met when they have 
been agreed rather than i:m.posed. Generally, alf objectives sho ul!d be: 
• SMART ff they are to be an effective managern.ent tool, 

• in l1ne wit:h che overall business objecciv@s 

• able co be mo·nh:ored and measured so that: immediace acri,on can be taken 
if targets a re I ike l,y co be m ls sed 

• recognised whe:n met so ,that appropriate reward or recognftion can be 
given - chis E:?ncourages .. ocher employees ,:a, meec or exceed cargers 

T s I e f 
• Em:pfoyees fee l involved when objecti1ves are discussed and agreed. 

• Having spedfrc ·Objectives co achieve can be motivattng. 
• Employees are mon~ Hkeliy to be com,mitted to, objectives/targets that they 

have beer, i nvo,I ved in agreeing. 
• Empfoyees know exact~y what is expected of them and how they are 

contributing to the overaM business objectives. 

• Empfoyees are Hkely to be modvated by h.aving thefr na,ning needs and 
potential for promot~on recognised. 

OS • le di !:\ges of usi g MBO 
• I c is ·cime consuming. 

• A business may not want 'CO discus.s some overa1II objecc~ves with all employees. 

• Emptoyees m~ght suggest and agree very easy targets to ensure clnat financial· 
rewards will be achlevable. 

• Targets that are too difficult to ac hleve can be demotivating. Any 
forecasc of what is co be achieved must be as accurate and reasonable 
as possible. 

• It can be inflexibfe because any change in the bushness environment, such as the 
recent worldwlde financia,I cris~s, might require agreed targe'cs to be changed. 

• Any discussi,on of tra,ining needs might make e'mployees feel: inadequate or 
mi,ght give the1m unreal ist:ic -e-xpectatfons of future prom,otion. 

Management by objectives: an 
approach used 10 ensure tl, a1 a Ill 
e mpi oyees aire worki1ng towards the 
oveiral I business o bje ctiw. Objectives fair 
indh1idua1lls are either agreed or imposed 
by m,anag1ers. 

Now test yourself 
1 Outline 'two advantages of using 

staff appraisal. 

2 Explain what is meant by t he term 
·managem1ent by objectives-. 

l Outline two ways in which MBO 
m ighr help a business to achieve its 
objectives. 

Answers on p. 207 
Tested 

~---------------------------------------------------------C•IU§IIUli#!·I• _ _____.~ 
The need for labour legislation 
Labour legislation governs how employees are ·co be 'Crea,ced. Workers are given 
some procecri·on aga1inst explo~tarcion and employers. are given some form of 
legal support if employees fall co meet cheijr concractual terms. The adherence 
co labour leg~slation ~s monitored by the HRM dG!partmemc, whfch w1 II also deal 
wkh fssu.es aris1ng when laws may have been broken. 

Without legis1lation" some businesses mrght expect workers to work in an unsafe 
environment that could put their health and physical safety at ri sk. 
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Now test yourself 
---------~ 

4 Briefly outline two reasons why 
la.bou r legislation is necessary. 

5 Explain what is meant by anti­
d iscrimi narion legislation. 

Answers on p. 207 
Tested 



Broad principles underlying labour legislation 
The broad princip11es for labour leg~slation are shown in Table 1. 

Table 1 Areas for labour legislation 

Hours of work 

Remune~ation iSSUC;!s 
including minimum wage 

Discrimination issues 

Health and safety 

-

Max~1mum hours ,of work aHowabie per week or avera,ged ovef a given dme peri,od. Age 
1restricdons afso apply 10 hours worked in so1m1e 1nistances. Legjslatjon wiH allso outlline 
~emptfons. e .g. armed forces.. 

Ou1hnes the natioina,I m•n~mum wage a there is. ,one. Also deitaHs how and when ,employees 
should expect to be paid and the rate at which any overtime should be pa~d. 

Derugned to prevent emplloyees exper~,@ndng dmscriminatmon for reasons of gendet, rate, relig,on 
or sexual orientati,on . In some c,ountri,es., em,pfo,yees ,cannot fa,ce d~s·crim,ina11,on due to trade 
union me1mbership, po,litkai att4Uatio,n or beng HIV positNe. 

Designed to protect employees while at work. legislaUon ensures a safe and heah:hy worki11191 
environment, outUninig the steps 'that can be ta1ken when a busine-ss fails to meet the leg.al 

Leg~siat~on outl1ines the requE.ted deta;js of emp~oyrnen1 contracts. and how and when they 
1m~ght be 1:ermjnated. 

--
Somegovernments wm dktate a m in1imum holiday ent itlement. Emplloyers may gwve moire as an 
1incent1ve1 but must at least me:e,t 1he 1m1in~mum liequired. 

Employment relations Covers the· right to be .a mem,ber of a tJrade· union. Can also indude detaih of natioinal ,GaUect~ve 
bargaining agreements. Legislation would also outline the type o.f action that workers can t~e. 

----------- Th is can ~imst the tYipe of work tha1 can be done be~o,w a stated a1ge. AH work ~s proh,bited 
below a certatin age ~n some iCiount1des. 

The benefits of cooperation 
• Empl'oyees and managers m·ight learn c,o respect and LAnderstand each other. 
• le can produce a use~ul exchange of ideas. 
• It helps to remove the feeHng of them and us'. 

Methods of achieving cooperation 
Cooperation can be achieved: 
• t hrough the use of worker partf dpation 
• by recognistng the va.lue of input from emp loyees, lead~ng to a 1more 

mat iva ted workforce 

·-Workforce planning· .is che process of decid~ng how ·many workers will be 
needed and what: ski11s are req uired to aHow the business to me@t its future 
business objeccives. 

Reasons for and role of workforce planning 
Workforce p~ann11ng: 
• avo.ids havinQ coo m.any employees1 resulting 1in a was·ced human resource 
• improves the potential for the buslness to run efficient~y because t:he right 

num.bers of workers with the right skills are employed 

ha do ror 0~ I nn"nn-in 1olv ? 
• A dear idea of what is to be achieved in order to determ~ne accurately what 

workforce i,s needed. 
• An audrt of the current workforce to deter,mine if the bu.siness has too many 

or too few workersA and Vl/hether the e:mployees have the skHls requ~red to 
meet t he business obj!ectives. 

1-----~•C,li#lfDUZRl·li·[=:JJ 

Workforce p lanning: die process o·f 
dedding how m1any workers w i1U be 
needed and what skiUs are requmred to 
allllowthe bus1iness to meet ~ts f ut ure 
business c bjecttves. 
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What steps can be taken if the business does not have enough 
e pi e "' I e righ s ill 1 

• Recruit 1more staff- permanent or tem porar~ full- or part:-time. 

• Retrain exiscing scaff. 

h s eps c 1 i _s I as _oo many en1ployees? 
• Make some existing workers redundant. 
• Perhaps do nothing. Workers might leave or retire and reduce the workforce 

co the desired size natural~y. 
• Make sure that the employees rieeded by the busi1ness are kepl: - persuade 

them to stay. 

. No¥! te·st yourself 
6 Explain whac is meant by 

'workforce planning'. 

Answer on p .. 207 
Tested 

ti-f l;ti1t~------------------~•l;IJ41J41tl~l··l-_l __ 
Purpose and value of trade unions 
A i:rade union works on behalf of ,its me·mbers co protect their rfghcs a-c their 
p1lace of emplo,ymenc. It is intended to create a bal,ance in the power between 
workers and cheir employers. Trade unions 'might: 

• represent their me,mbers at m·eetings with business representatives 
• seek changes if a busi:ness ls requiring its employees to work outs1de legal 

gufdellnes - for exampile,. t·O regularly exceed the number of hours 'that 
sh o u,ld be worked 

• work t,o, resolve gr~evances between workers and thefr empl,oyers 

Reasons for joining a trade union 
• To gain t he protectton of a larger organisation that speaks on behaJf of 

employees. 
• To benefit fraim legal advke, support and representadon when needed. 

• To b@nefit from t:h~ improved condit ions of employment t:hat a rrade un1on 
might negotiate with businesses. 

• Trade unions w111 negotiate on behalf on an indivtdual, all the ermpioyees of a 
particular business or the whole union mem,bership. 

Collective bargaining 
Collective bargaining means chac d~scussron cakes place between crade unions, 
on behalf of employees, and management:. Therefore d~scussions wich 1ndividual 
employees are not: required. 

Be fits col _cti a~· ·n 
• The business deals with one party rather than lndfvidual emp~oyees. 
• The trade union can intervene t,o reso'lve probl,ems w~th employees. 
• Em ptoyees can benefit from hav,na; a representative to present their 

views to management because the trade union represeritatives 
would be more sk~'lled in such srtuations and might therefore ach[eve 
a better ,outcome. 

• Sometimes a good working re1ationshfp can builld up between the business 
and the trade unionsJ' enabling some is·sues to be dfscussed and resolved 
amicably and not afways requ-iring a formali approach. 

The processas involved in conciliation and arbitration 
An impartial outside view can s0rmet1n1es help to achieve a speedier resolution -of 
problems between a business and its employees. Conciliation is where ar, 
independent outside body enters the discussi.ori in an attempt to h~:!lp 
:negotiations and suggest a way in whi-oh a satisfactory outcome can be reached. 
Solutions reached through conciliation are noc bi1nding and are merely suggestfons. 
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Collective bargaining: where 
discussio rt5 take pi ace between 
businesses and 1:rade uneons on behaiH 
of a whole group of workers. 

Con dl i ati on : an impartma I. outsmde 
body ass~sts employers and emptoy,ees, 
by fad~n:ating negot~ations and 
suggest~ng a sollution to the problem. 



However,. arbitration involves an outstde independenc body in mak~ng t he fina,I 
decis~on about how a dfspute should be resolved. In such cases, both the 
management and the trade unions are bound by the agreement. The parties 
invol1ved must agree to arbitration as they wfl l be bound by che decision of 
the arbitrator. 

lln the case ,of a d ispute between the managers o r owners of a busines.s. aind its 
employees, eh@ fotlowfr,g srages ,m,ight: occur: 

• The managers and workers wi11 cry to reach an agreemenc between 
·che,m. 

• If agreemenc is not reached, chey m~ght seek the· help otf an intenmediary 
(conciliation). 

• The incer1m,ed~ary a1ccends a meeting with represencacives fro1m bot:h sides of 
che dfspute present or meets with each party separately. 

• If a face-to-face meetfng rs not approprtate- the tntermedtary mi1ght convey 
information from one group to, t he other. 

• Conciliiation ajms to find some compromise and com,mon ground that can 
al11ow agreement co be reached. 

• If the dispute cannot be resolved by concillfatJo,n; arbftration might be used. 
• Both srdes need to agree to arbitration. 
• The arbitrator wil l examine aU of t he facts of the d~spute and make a 

judgement that can be binding if both parties have agreed to abide by 
the decis1on. 

• In the UK,. conc ilratjon and arbitration is provkied by ACAS (Advjsory, 

Conciliation and Arbkration Service), which offers help and advice to 
prevent or reso1lve workplace disputes. 

Situations in which either conciliation or arbitration 
might be useful 
• Resolving disputes about: pay issue$. 
• In djsagreements about proposed redundancies. 
• 1r1 cases w,here an employee ibeli.eves chac he or she has been dismissed unfairly. 
• When a disagreement has arisen and the employer and/or the emproyees 

be'lieve 'thac they cannot find a sol,ucion without outside help. 

Organisation structure 
·Relationship between busine·ss objectives, people,·· 
and o,rg.anisational structure 

An organisation structure shoul'd be designed to meet the changing needs of 
the business i'n terms of growth and development. and shoutd al1,low levels of 
a.uthority and responsibility throughout the organisation to be identified. 

An organisation charc will give an overv1ew of the number of ~evels within a 
business and the scope of responsfbiHty at each level. 

Purposes and attributes of an organisational structure 
An organisat,ion structure provides a framework for decision making. a,ltowing 
flexibility; growth,. development and a structure for meedng the needs of a 
business. In part[cular,. an organlsation structure: 

• [Illustrates who is respons1ble for whom and who ,is accountable to whom 
wrthtn a bus'ilriess 

• allows empl,oyees to know which task shoulld be their priori1ty when given 
work from· more than one person 

Arbitration: an impartiat outsiide 
body 1ma1kes a dedsiorn after he.a1ring1 
ev~ dence_ whi eh wu H be brndi ng 
between employers andi emp1oyees. 

Now test yourself 

7 Explain two reasons why a worker 
might choose to join a trade union. 

8 Distinguish between ·conciliationJ' 
and ·arbitration~ 

Answers on p 207 
Tested 

Revision activity 
1 A clothes manufacturing business 

has decided ·co introduce 
management by objectives. Make 
notes that could be given to 
supervisors working in the bu:si ness 
r.o help them understand the 
benefits that both they and the 
business cou Id hope to gain. 

l Make a list of situations that can 
be the c:awse of a dispute betweE:n 
employers and their workers. 

3 Draw up a table outlining the 
ad.van cages and d isadva1uages of 
trade union membership for both 
employers and employees. 

Revised 

Authority~ the power to d~rect a 11d 
e:on1ro~ the a1ctions oi others. 

Res p on si bi I ity~ b ~n g1 a cco un1ab le for 

any aict~on ta ken. 
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• shows who the decisfon makers are in ar, organfsation 
• shows the official' chain iof c:ommand 
• i·llustrates t:he official channe.ls of communi,c;uion 
• can also show t:he differenc functional depan:mencs/divis1a.ns within a. l·arge 

business 

• gives emp'loyees some idea of their promotion or progression route within 
a business 

..... 
The performance of a business can be influ@nced by the type of organ~sation 
structure it adopts. 

Factors influencing choice of organisation structure 
• Somie businesses organ1se cheir srruc-cu,re according to t:he functional 

activicies caking place within rhe orgainisat:ion,. such as p.roduct:ion, finance, 
human resource marnagem~nc and marketir~g . . Each deparcm.ent: has a clear 
function and its own internal h~erarchy. 

• ,Q,cher businesses d~vide the organisation in co produce groups o.r 
geographical regions depending on the nature of the business invol1ved. A 
mulci-product: bus1ness might have a st:ruccure for each produce, whereas 
a business operating in several geographical! regions m1ght have a separate 
structure for each region, such as Niorth Amerka, Europe and southeast Asia. 

• The st ructure must be appropriate for the s~ze of che bus~ness. Larger 
businesses tend to need funaional departments. An organisation structure 
can demonstrate the relationship between departments arid the levels of 
authority within and across depart 1ments. 

• An org.an~sation structure must be compatib1le with the aims and objectives 
of a business. For examp 1le .. if the overall aim of a business is growth, the 
organ1i·sat1on structure must allow growth to take place without sacrifidng 
any levell of efficiency. When frequent changes need to be made to an 
orga:nisation structure t his can be very unsett~ing for many employees. 

Functional structure 

Chief 
'Exec u1:ive 

r 

J 

I Finance 
l-lum.a·n Prodlu ction Marketing Resources 

director d1irector direc.-tor d~rector 

I I I I 

' 

Financia,I Management Mark@ting 
ac:countant ac:cou nta,nt manager 

Figure 2 A fu nctionaJ organisation structure 

A ge n n r tre 
• Specia!li sts will be employed for each functionail area. 
• There will be ai dear hierarchy and charn of command in each department. 
• Employees wm know how they concr1buce to tn12 ov@rall business s·cruccure. 

Di a es f na r e 
• Co,m,munication between departments ,can break down. 

• A !lack of communication between departments can lead to a lack of 
coordlnatfon and a duplication o.f effort. 
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Chain of command: the route through 
whjch orders wJIJ be pa,ssed down f rom 
senior m,anagers to em,p1oyees on "die 
flower levels of the hierarchy. 
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• lt is possib1e that emplo,yees focus only on thefr department~ meant11g 
that an understanding of the whole busriness rs not devel.oped. !n 
some cases, actions taken by one department can have a detrimental 
effecc on another department without the consequences having been 
considered. 

• Competition between departments can devellop which mfght not be tn the 
best tnterests of the business as a who1le. 

Organisations structured by product 
Many m ult1-product businesses create cost and profit centres for each piroduc~ 
with each product having its own organisation structure and specialrst teams to 
support it. 

a~ e f str c re r d c 
• Employees becomie specialised in one produce. 
• It is straightforward co allocace coses and revenues co a pan:kular product. 

i ag r , .' r 
There is dupl~cat ion of effort if each product or area has its own speciailist 
finance or m,arketi,ng department. These spedalisc departments could work 
across different products or could serve more than one geographical region. 

Organisations structured by geographical region 

va e f s r I r eo r hi ea I r · on 
A business with a dlvi1sion dedicaced to one geographicat region fs 1m1ore l'il<ely 
to understand the needs of che llocal custo m.ers. 

Dis d 1a ta es _ r c- u e ra ic I , e · on 
• The business mtght not gain the maximum posslble benefit from economies 

of scale if business activity is di1vided between different regions. 
• Local infl,ue-nces m.ight cause geogra:phkal ly remote divisi·ons to· move away 

from the intended image for the business as a whole. 

Hierarchical structure 
A hlerarch1cal structure demonstrates t:he jevels of author1ty in a bus1ness1 with 
those with the most authority at the top of the structure and those employe.es 
w1th the least authority and responslbHity pl.aced at the botto1m. l:t can be either 
narrow (taU) or flat. 

arr ( all) or n is 10 · c e 
This structLff@ is assodated wir:h bureaucratic organi,sations and has many levels, 
typically with a smal1I number of personne1 reporting to each line manager. 
Examplies m,ight include organisations such as the armed forces. 

Ad I a e.s o a narrow t 11) o Ji i 11 struct r 

• There are several levels with delegated decision, making. 
• Several levels ~n the structure mean that employees can progress in small 

steps towards higher levels of responsib1lity. 
• There is usually a narrow span of control for each manager/supervisor. The 

ideal span of control depends on the skilil of the empl'oyees and the type of 
work being undertaken. Hjghly ski lled ·workers tend to need l,ess supervision 
than unsktlled workers arid therefore could work under a wide span o.f 
con troll. 

• Senior management has some of t he burden of decision 1m,aking taken on by 
managers below t hem in the hierarchy. 

Now test yourself 
9 ldenrify two 'func:ti ons of an 

organisation structure. 
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ShQp-fl oor worlce.rs 

Narrow span of control 

1 

2 

3 

4 

5 

6 

7 

Tested 

Seve,n 
levels of 
hjerarchy 

Figure 3 Exam pie of a narrow (tal I) 
organisation structure 

Span of control: the nu1mber of 
peoplle djredlly reporting to one person. 
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Di aclvanta es ,en· ·ow (tall) orf!a11isation st,.uc.ture 

• Some !loss of control by senior managers. 

• Poorer decisions may be made at: lower levels. 
• Th,e bureaucratic nacure of t:alJ st:ruccures requires communicat:ion chrough 

several levels, which can be very SJIOW and time consuming. 
• Higher leve,ls of mainagemenc can become d~scanced from lower levels and 

might: be unaware of ~ssues ,concerning employees on che lower levels of 
·the hierarchy. 

• Due co the many 1ayers through whiich co·mmunication must: pass, chere is a 
danger t:hat so.m,e communication is ine·Ffectlve, leading co iack ·Of co-ncacc 
and/or some duplication of effort or lack of coordinat~on. 

Flat organisation structure 
A fJat scruccure is frequently found in new businesses, whfch have small numb·ers 
of employees. Alternacively, del1ayering (seep. 126) might have produced a flat 
struct:L!re due t:·O che removal of some management: 1leve~s. 

tn p f r i rr 
• A flat organ11sation can aid fast decision 1mal<Jng because communication has 

co pass through fewer levels. 
• The feeliing of the,m and us' can be reduced because there is a doser If nk 

between sen~or managers and the l1ower leve:ls. 

Di ~ ti ure 
• There are l'lmited opportunfties for promot~n. 

• Usuallly a flat organisation structure m,eans a much wider span of contro'I. 
Managers rn1ght find it di.fficu'lt to- com·munkate directly with a large 
number of staff without holding frequent meetings. 

• The decis~on-maldng responsibiliity rests with a small,er number of managers, 
which m1ghit prove to be a great burden. 

Now test yourself 

10 Identify one advantage and one 
dis.advantage "Of a flat organisation 
structure. 

Answer on p. 207 

\Mide span of contro I 

Each manager is responsible 
for many employ@es 

Tested 

11 Only 
three 

2 levels of 

3 hierarchy 

Figure 4 Example of a flat org:anisati on 
structure 

Now test yourself 
11 Identify one advantage and one 

disadvantage of a tall organisation 
s.cructure. 

Answer on p .. 207 
Test,ed 

~~------------------------------------~•D;ll4illtil·II ____ _ 
Features of a formal structure 
• A form,al structure !is hiera,chkal. All relationships and leveJs of authority 

and responsibnity will be iillustrated by the structure. The person with the 
most power will be at the top of the hierarchy and the people with the reast 
power wHI be at the bottom. 

• The chain of com,mand will be that which passes from one level to the !level 
i,m,mediately bel1ow in the hierarchy. Thrs will also be the official chan nel of 
communication. 

• The organisation structure can a11so illlustrate the route for dellegated tasks. 
Tasks should onl:y be detegated to those working on the level im1mediately 

belo·w. Tasks shou·ld not usual·ly be delegated across department lines. 
• An organ~sation structure al1so illustrates the central!rsed or decentralised 

nature of the bus1iness. Centralised structures involve decisions be·ing made 
at the top of the organization. whi,le a decentralised organisation has some 

decis1on-making power delegated to the lower levels. 
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Features of an informal structure 
• Relat1onsh1ps that develop that do not confinn to ·the offldal chain of 

command or ch:anne~s of communication. These mfght be betweeri 
departmental managers who meet and discuss business fssues outside the 
organised 1meetings. 

• l,t1forma.il structures can be benefic1al if a usefu l exchange of ii nformation 
takes pl'aces. However- sometimes the informal com,munkadon can be a 
disruptive 1i11flueince and can be seen as subversi1ve and as undermi111ng the 
offi.cial structure or h ierarchy of the business. 

Span of control 
The span of contro l can be narrow or wide. The skiU level of employees 

or the nature of the work be1i~g done can determine which is 1m,ost 
approprrate. 

it e f p fo I 
• A narrow span of control a.Hows @1mployees ·co be close,ly supervised. 
• There are fewer peop,le for each manager to communicace with . 

• Each manager has fewer employees to be responsible for. 

Di n ge r c r 
• A narrow span of contro,1 is frequently used in a bureaucratk organisadon 

and gives llfttle opportunity for lower level,s t,o contribute to decisions. 

• Communication ~s frequently only one way. 

A va ages f ide pan o cont 
• Empl1oyees often have some involvement in dedsiion mak1ng, which makes 

them feeJ more satisfied and val1ued. 
• Som,e 1management costs might be saved a:s fewer managers/supervison, 

are requ~red. 

Dis n a es f ide p 
• Large numbers of workers m,.ight be difficult to 'monitor and control and it 

Now test yourself 

I 
1 

12 Distinguish between a formal and 
a.n informal strucrure. 

13 Briefly explain what is meant by 
channels of communica.tion. 

Answers on p. 207-08 
Tested 

I I 
2 3 

Span of control= 3 

Figur-e 5 Example of a narrow span of control 

I I I I 
I r 1 I I 

1 2 .3 4 5 6 7 8 

Span of con;tro I = 8 

can 'lead t:o m,istak@s being ov~rlooked. Figu.re6 Example of a wide span of control 

• le can be tlme consuming co comm unicate wi,rih every fndfvldual emp.loyee, 
so more frequent meetings might be required, whkh might be unpopular. 

Matrix structure 
A matrix structure overrfdes the normaj chain of command. It functions wlthrn 
an overall forma11 h1erarchkal business structure. Matr~x structures are used to 
carry out a specific proj,ect and will1 bring together expen:ise firo 1m a range of 
departments. The project leader is not always. the most senior person in ·the 
ceam, but: for che purpose of thac proJect chey wHI d~recc che cea.m regardless of 
cherr 'normal' position Jn che business hierarchy. 

Table 2 shows how different departments m,ight have in.put to a spedfk project. 
111 the case of Project Linus, staff from each of the five departments wm be 
invol1ved. In the case of Project Relay, there 1is no invo l,vement of staff from, the 
research and development department, alt hough the productton_ n1arketin~ 
finance and human resource departments wi11II al ,I have staff members invo!lved. 

Table 2 Illustration of a matrix structure - functional areas involved in a project 
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Adv nt ~ fa matri tru u 
• The best team will' be ,chosen for a project. 
• 'It m,ight fmprove cooperation and comm un icat1011 between departments. 
• The most effective use is made of the s~lls w,ithin the business as they move 

frorm one project to another. 

• This structure tT1ay improve the f lexibil'i ty of a business, making it more 
responsive to changes in the business environment. 

o·sad an a c. a i" strucru 
• Emp11oyees will temp-orarHy have more than ,one boss - thelr usual line 

1manager and the project manager. 
• EmpJoyees might find it difficult to prtoritise thei·r work if they are worki.ng 

on more than one proJect at a cime. 

Changes in organisation structures 
Organisation structures change for m,any reasons - for example~ a growth in 
demand or the business pursuing growth as an objective. 

A change of manage,m,ent personnel or. approach can alsci resu:lt in a change in a 
business's scructure. For example. a business adoptlng a more dem,ocratic approach 
'CO manage·menc mighc dedde thac fewer supervisory levels are needed. Some 
management/supervisory layers might be removed. resulting tn a flatter organisation 
structure. Tlhls i,s known as delayering. lf 'ohe reverse occurs - the management of 
a bus1iness deoide chat more supenliision and concrol is needed- chen addicJonal 
l1ayers of manageme,m: mighc be creared,. caus1ng the organfsacion scruccure co 
become taf·ler. The recent trend ~n many businesses has been to de,layer. 

Market growth or an ,increase in a business's market share can cause an increase 
fn, its scale of operation. This can cause .an fncrease ~ri the number of people 
em pl·oyed and increased departmentalisation of business acttvfties (if that has 
riot already occurred). The employment of more people or departments might 
make it necessary to increase the number of management levels in the business; 
so the number of levels in the organfsation structure would f ncrease. 

Businesses might structure cheir businesses according co ·che geographical 
regions chac t:he business serves ,or by the range of produ,ccs or services provided. 
Any change in t:hese drcumsrances cam ea.use a change in che organisacion 
st:ruct:ure. Businesses m.ighc diversify a:nd cherefore add another product: section 
to its organ isation st:ruccure. A lternat1ve~y, a business wHI so:met~mes reduce its 
produa range or geographical spread, caus~ng some sections of the organ~sation 
structure to be removed. 

Now test yourself 

14 Explain one advantage and one 
disadvancage of using a macrix 
structure in a business. 

Answer on p. 208 
Tested 

Delayering: rile removal! of some of 
the llay,ers of management, therefore 
'·fliatteniing' the orrga nrmsat~on str-ucture. 

l•J§-WltD----------------------........ •~«1i;il'i1tt1t@'-·1l~~~-
The relationship between delegation and accountability 
De~egation i,s when a task is passed to an e1mip1loyee on a lower level of the 
hierarchy of a business. lt can spread the workload of a business and ,lead to 
more effective arid effic,ient use of resources. 

The authority to complete a task can be delegated. but the ultimate responsibility 
for lts successful completfon remains that of the manager who delegated the task. 
The person undertaking the delegated task wfll be accountabl·e to the manager 
but: they do riot bear the final responslbi'lity. lf the empl·oyee was no·c capabfe of 
compie'Cing the cask, chen che faulc Hes wlth the manager for delegating a cask 
chat was beyond the employee's skill levet The chief executive of a business will 
be held accouncable by the shareholders if the business does not meec its targets, 
regardJess of who V!/a.S given various tasks t,o compl'ete. 
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Ad anta e f ati n 
• Emp~oyees can feel more va:lued if they are asked to, undertake a 

job usually done by the,ir manager, therefore increasrng their level 
of m·otivat1on. 

• Delegat~on ca:n increase the corifldence and ski lls of workers arid prepare 
·chem for prom.otion in the future. 

• The manager has ti1m,e to spend on 1more compliex jssues. 
• Delegat~on can highlight those ·employees who are ready for a more 

respons,ible ro,le. 

• The tasks m~ght be completed more quick!ly_ so increasing the effidency of 
t he business. 

Disa a es f ele ation 
• Managers mtght fear some loss of control. 
• The manager 1m,ighc keep checking 'Chat ·che task is being done correcd~ so 

wasting ri,me. 
• Em,pioyees mfghc be jea1lous ~f they a.re not chosen. 
• Some ,managers are afra[d thac their employees wfll complete tasks m·ore 

efficiently than them and can feel threatened. 
• When a delegated task involves an employee supervising colfeagues, so,me 

cension can be caused t:hac can negatively affect the group of workers and 
their output. 

• Tlme and resources can be wasted if the chosen employee does not have 
the necessary skHls to complete the task to the required S:tandard. 

The impact of delegation on motivation 
'Del.egation is one of the rion~finandal motivators that a bus1ness can use. 

I , el tio - ti a · 
• Delegat1on can be part of Job enrichment and exposes emptoyees to a w1der 

range of more compl'ex tasks. 
• Emptoyees fee l trusced and might begjn to bel1ieve that t:hey coul1d be 

promoted. T his 1ncreases t heir self-estee,m,. 

• De1egated casks can a1so lead co an emp loyee gaining the respect of 
their colleagues, t herefore meeti ng their need for the esteem of 

co-workers. 

No'W test yourself , 
- ---------

15 Outline one advantage and one 
disadvantage of delegation. 

16 Explain how delegation might 
modvate employees. 

Answers on p. 208 
Tested 

~~------------------------------------------,•i41#11t1i41ill~_J· 
The relationship between span of control and levels 
of hierarchy 
Many peophi~ ~n any business will be responsible for others in the organ~sation. 
Dkect control! 1s exerted over those immedtate1y beneath a manager and 
indirect control is exerted over those employees ,in the teve'ls below that. 

The higher teve11s in a hierarchy usuaHy have a narrower span of ,control 
than those closer to, the bottom of the structure. This ~s because the higher 
levels genera~ly have more compl,ex and responsi:b!e Jobs to complete. Less 
complicated tasks that are compl·e,ced l'ower down the hierarchy might not need 
regular dfscussi,on or superviston co cake place. 

The difference between authority and rgsponsibility 
A manager can have ·che authority to require em.pl,oyees co perform tasks. By 
delegating, a ,manager might give an empl1oyee the author,ity to carry out a 
part1cut1lar cask but the final respons~bi lfcy for the cask being completed correctly 
remajns with che ,manager. 

Organisation structure § 



Conflicts between control and trust in delegation 
1irust is a two&way process when del:egation takes place. The manager must trust 
the emptoyee to comptete the task satisfactori,ly. The worker must feel free to 
get on with the task without interference from the 1manager. It i,s not always 
easy for a manager to· glve up part ·Of theiir work but, once the decision has been 
made; frequenc cliecklng ·On the employee is a waste of time that the manager 
could spend on 1m.ore lm portant matters. 

cmrmmmn 
Central,sation means that dedston making rs kept at the top of the organrsation. 
The amount of decision making lower down the hierarchy is very limited. 

Advantag,es of centralisation 
• Faster decisions can be made without a need for discussion at ~ower level's. 
• C~ear goals will be given by those in charge, removing the possibility of 

departments digress1ng from the stated alms of thE? bus,iness. 
• Decrstons will be consisffinc across all depan:men·rs or di,v(sions. 
• The desired lmage can b-e maintained due co che consistency of decisionis. 

Disadvantages of centralisation 
• There 1s a larger decision-making burden on only a few individuals at the top 

of the buslness. 
• Soim,e better ideas m ight have been forthcoming fro,m lower levels of the 

hierarchy. 
• 1.t does not all.ow less sen~or managers to develop their decisjonamaking skilils. 

so ,mak11,g them less we'll prepared for a more senior role. 
• Centralised dedsion ;making can prove to be a probtem 1f managers are later 

promoted to more senior decision-making roles. 

fl~~--------------------------------------------~•m4141Gt!il4·1-l~J· 
Line management is defined by the hierarchy of a business. It is de1monstrated 
by the eh ai n of cO'm, rnand and the c han ne,1 s of co·m m un ic a don. A manager 
takes responsibility for the employees bet1eath them either dtrectl,y or 
indirecdy. 

Staff management involves those wiho might offer specialrst advice to 
any department,. product group or regi,onal dfvi,sion within a business. 
They offer advi,ce wirhouc hav1ng any managerial responsibWty tor che people 
they are ,currencly advising. Staff management is 'linked ,:o, the supporting 
ro:le offered by some sections of a business, such as che 1IT department o,r 
finance department:. 

Business communication 
Communication can be one or two way and is the transfer o·f information 
between two or more parcies. 

In order for cotnmunkation to be effective, it should be transmitted via an 

approprlate medium,. and needs to be received and understood by the 
intended recipient. In a bus11ness situation it can be dangerous to assume 
that just because information has been sent, it has been recejved and 
understood. 
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Lin e m anagement: foll ~ows the 
chajn of com11mand as indicated on an 
organisat~on structure. Managers are 
respons~ble far employees benea"th 
them enher directlly or iund~rectly. 

Staff management: when speda~~st 
support or a1dlvmce ~s offered to 
depa,rtm,ents wirthout any manager1ial 

resrp-ons~brnty for the people be,ng 
adv~sed. 

Revision activity 

Using the headings. ~Retail"' and 
jManufacturing'., list the advantages and 
disadva nrages of a wide and a narrow 
span of control1 making sure that you 
relate each point to the particular 
context. This will help you to retain 
focus on the context in an examination 
question. Ma.ke a I ist of the types of 
task you might expect to be del eg-ated 
in a retail and a manufacturing 
situation. Make notes o·f the potentia I 
benefits and drawbacks of using 
delegation in each situation. 



~~----------------------------------------------C•Ddl&lft!!§l•l•fL~l. 
The purposes of co'm .mun i cati or1 a re to: 
• grve inst rue t tons 

• gain infonnat1on from customers abouc what they expect from a bus1ness 
• inform customers about: t he products or services chat che busine5s offers 

• rnform employees about the goals of the bus1ness 
• ace as a means of involving employees in som·e decisions 
• coordinate actlvities between departm,ents 

~~-----------------------------------------------t•D4!41,tlflq·D•t~J· 
The communicatJons methods used in any business wm depend on what 
inform,ation is being communicated, who is sending the information and who is 
receiving it. 

What can affect the choice of methods of communication? 
• The type of info rmation that: is being com 1m unicated. Is ·che 1info rm:ation 

sensttiv@ or for general cjrc u,lat ion? 
• Wh~·chir or not: t:he informacion is being commuriicaced w~chin a business or 

between organisario111s. More forim.a~ m ethods of commurircatton are likely to 
be used when rir1formatron is being passed between organJsati.ons than rf t he 
communicatiion is only internail. 

• How many people are iinvolved. 
• If feedback ijs requrred. 
• If a permanent record of the com·munlcacio,n is required -- for example, 

confirmation of a meeting. 

Standard methods of communication 
Co-mmunicatfon might be between fndiv,idualsr or between an lndf vf dua~ and a 
group o.f people. 

ri n 
Two important forms of writ ten information are: 
• Letter: a formal means of com,munication - for. exam pie .. to confi rm the 

success of a job appHcatfon or to confirm a future meedng date with t he 

representatives of another bus1ness. 

• Report: this is also a formai 1m.eans of communicat1on. Reports are used in 
schools and coll.eges to g~ve information about t he progress and atta.h1ment 
of students. fn bus;ness they are used to report on business activities to the 
shareholders and other stakeholder groups, or to report to managers on the 
progress of a pro]ect. 

• Tlhelfe is ,a permanent lfec,ord of 
the comm uinicat:ron. 

• Deta~~,ed jnformatton can be, 
,g;ven because the r1earder wm 
be abJe t·O reread it ii necessary. 
For exampfe, deta •led djagrams 
can be ~nd uded ~n the annual 
report of a bus•nes.s. 

• The communirca-bon m~9ht take some 
time. Not aU countries have rapid pos1ai 
sys-tems. The cornm un icadon 1mj ght !be 
sub1ect to de1ays. 

• If there is too much iniormati,on, the 
reader mjght not read it aH and therefore 
~ mportant ~nf,o rmabon ea n be ov,e rlooked. 
Th~s is partku ~ady true of le-ng'thy r,eports . 

• Handwdtten comrmunicactions a,re 
not aJways leg ilble i although business 
correspondence is usuaHy 1ypewritten. 

• It ~s po:ssibl1e for the iinforma1tion to be 
mis~nterpreted. 
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or· ~ boa d 
Thfs method mfght be useful1 if the informatlon is intended to reach many 
people w~th~n an organisation. l't could be used to announce a staff meeting. 

• A large number of peo,ple have 
access to the mnformat~on. 

• n is a cheap me1hod of 
commun~cart1i,on. 

en - me i 

• There 1s no guarantee that the 
ri nten dedl red pient s w~ H se-e the 
1i nior1ma"ti1on. 

• The way ~n which peo,ple react to 
th1e •nformation cannot be gauged. 

Meetfngs can be small or large scale. They can be held to pass on informatfon.t 
to gain i1nformation or fbr appraisal purposes. 

• They a1Uow ~nteract~on between 
those a1tend~ng. 

• lns1ant-feedback can be received. 
,e The ireact•ons of people can be seen 

and Mnterprete d. 

e - b e o e 

• They ,ea n be t ~me consu m•ng. 
• Sorrietimes o1her ~ssues ,are ra•sed 

tha1 d~vert the iocus o,f the meebng. 
• Outp1ut is lost ~f meetsng s 1ake place 

du ringi oorrimal work t111 g hours. 

Telephones can be used to communfcate with people within an o rganisation o r 
between different o rgantsation s. 

• Immediate comrnu nrication with an 
instant r,es pon se. 

• 
1Quesdon s c:a n be asked about the 
infor1mat4on; this can prevent future 
m~ s understand ~n9s. 

E-mails 

• Fast and globa~ ,communkatmon both 
inside the business and betwee·n 
bus11nesses. 

• Detail,ed inform a1ian can be sent 
quklk,y, ~.e . at1ached documents. 

• The caUer cannot know irf the 
person on the other end o,f the 
conversation ,s actuallly taking mn t he 
rinf ormat mon or not. 

• Usually a record is not kept af wha,t 
was sajd. 

• The react~ons oii the partmes frwolved 
canno1 be seen. Fadal movements 
and body language can indicate 
how weU the •nformati1011 is be~ng 
rreceived. 

• The message tnirght be one of many 
o1hers a1nd might be ovedooJ::ed. 

• II nformat•on overload ~f to-0 ma,ny 
ema •Is, a re re ce1v,e,d. Do the rig hit 
ones get pr~ont1sed? 

• The 1informat~on m,ight be accessed 
by someone other than the intended 
rredpiem. 

• They might be seen as less f,orma1~ by 
some businesses. 

• Their continued use might 
undermine the abiHty of peop~·e 
to ho~d a conversat,on w~1h thetrr 
colleagues. 
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We s· s 
Websites can be used to gjve information to stakeholders. They can be used 
to portray a certain image - for examp:le, to show that the business is an 
environmenta1ll1y friendly and sodally respons1ble organi·sa:tlon. 

• A 101 ,of information can be • The bus1ness cannot ,control who 
passed on. V~·ews 1:he webs:Ete a1n d ther,efora 

• A weH -de~gned websi1e can R~p to care must be taken abo,ut the· 
project the ~,mage of 1:he busjness. iniormat~on that is p~ac,ed on it. 

• Onc,e .a website has been es1:ab11ished, • llt is poss~ble for i1nforma1ion t,o be 
it is low cost. 

1 

a ltere-d. whkh cou Jd be ha1rmful to 
• A bus;ness. can reach peo,ple whom the reputatmon of 'the business. 

it js not even a,w,ue of. • Webs,it,es m1us1 be kept up to date. 

Video con ere c· ng 

• Video co,nferendng1 saves ttme as 
peop~e do not need 10 travel to a, 
mee1~ng. 

• The tra1vel costs are saved. 
• People irom1 d~fferen1: parts of the 

world can partidparte, creatring 
bettet coordinat•on between 
geog raph meal divisions w~1:hrn a 
business. 

• The eq u~ pment 1i s relatively . . 
1 nexpen S.1JVe. 

• It aUows for r,eactaons, to be seen. 

Mobile p 1ones 

• Employees can be contactab~e 
24 hours a d~y~ 7 days a week. 

• Employees can stiiU be 1in contact 
wrth the,r off1~ whj~e away fro,m 
the4r workplace. 

• Physkal sam1p1es or demonstrations 
are not possicble. 

• Emp~o,yees can feel that they are 
always at work . 

~~--------------------------------------------~•C;IJ414!U!41·M-~~-
How communication works within an organisation 
Channel,s of .co,m,municat:~on ofcen follow che chain of command. There can be 
dmes when the usual! channie 1I of communication w111 not be followed - for 
example, if an employee w1shes ro make a form.al compl1aint about his or her 11rie 
,m,anager. Most bus1nesses require communrcation to occur both verttcaUy and 
horizontall!y. 

The difference between one~way and two ... way, vertical 
and horizontal communication 
Vertical and horizontal com·munication can both be one or two way. ,o ,ne-w.ay 
com1munication is used in the passing of ord@rs when a r@sponse or feedback 
is not reguired. Two-way commun1cat1on can also ~nvo'lve the passing of orders 
but some feedback is .expected. 

Horrzontal commun~cation ~s when ~nformation is passed between people on 
the same l'evel1 of the hierarchy. 
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Vertlcal communfcation is when tnformatiorn is passed from one level of the 
h1erarchy to the next lleve·1, elther above or be1low. 

Communication can be one or two way. This wi11 depend on the culture and 
t:he :leadership scyle in the business. Vertical downward com,,munlcatlon might 
be che passrng down of orders, whlle verdcal upward com1municati,on could be 
g,iving some feedback on progress on a partkular project. 

Problems associated with different channels of 
communication 
One-way com,municat::jon ,is associated ·with information pass1ing from the t:op to 
the bottom of an organisation. This can prevent the passage of good ideas and 
informiation from the lower l·evels to the more senior personneli which can result 
in useful ideas or i1nformation being !lost 

Two-way communication can avoid the l:oss of ldeas outlined 1n one-way 
communication but can involve more t~.me due to the passfng of informatfon 
and then feedback on that information being passed in rhe opposite direction. 
This mi,ght cause a stowing down lri decision makhlg . 

. 1nformadon mtghc be exchanged berw.een deparcment:al managers (horrzorn:al 
comm·uni,cation), but it shouild be restrkced t:o the inforn,at:1on accuaJly req ufred 
by each department to avoid a situatron of ~nformation overload. This can l'ead 
to important information being nnissed due to the l'arge amount of information 
being prov1de d. 

Vert1cal communica6on can become difficult and time ,consuming rf there are 
several levets through wh~ch 1nfor1matlon must pass. A large number of :levels can 
slow and distort che message. 

~,-..----------------------------------,·~«~~1fiiij}~,l~J· 
• Inappropriate medium-· it would not be appropriate, for examp'le. 

to put a message on a notice board saying thac five peop[e in the 
depan:mern: were to be made redundant:. A face~ro-·race meeting would 
be more appropriate. 

• Information overload - important messages might be overlooked if too 
much information i,s beh1g received. The increased use of e~'mails has been 
recognised as a po-ssfbte cause of information overload. 

• Too many communication stages ~ a tall organlsation struct ure 
has many leve~s through which information 1mu.sc ·travel. This can cause 
di,stortio,n of the meaning of che original' message. 

• Nois,e - this can consist of noise from machirnery or other conversat~ons 
taking place. In meetings, too many peop1le speaking at the same time 
can prevent some infor1m,ation fro·m 'being heard and recetved. The "noise' 
migrrc noc be a physical1 noise but m~ghc be a dlscraccion such as somechtng 
happ@ning @1sewhere in rhe office, whkh draws your at:t:entinn away fro1m 
your conversation. 

• Language - ~napproprtate use of technical language or jargon can prevent 
some people fro·m und~rsca.nding the information given. Commun1cadon 
between coun.t:des must be 'free of any words r:hat have a different: meanrng 
in another country. Local dia::lects and expressions are uni ikely to be 
understood by people outs~de of a particular region. 

• Attitudes, perceptions and emotions - our 111terpre1cation of a message 
can depend on how we fee l1 emotionaldy When we receive the message. 
Anger can lead us to ,interpret inform1adon differently from when we are 
calm. Anger cam ailso cause some people to ·stop INstening'. 
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Now test your·self 
17 Briefly explain two barriers ro 

commu nicat ion and suggest ways 
in which these might be removed. 

Answer on p. 208 
Tested 



til-------Ciii4·· 
Managem:ent 1must det:ermine what form com,munication will take ro ensure 
char iris effecciv~. Poincs ro consider will indude: 
• whether communicatf on wm be one way or cwo way - t:ha'C fs,, whether or 

not 'feedback is required 
• how many departm:en'cs are rnvo!ved 
• how many people will be fnvolved in the communkat lon 

Communication networks 
The different kinds of commun1cation network are wheel, drdel chain a11d 
connected, as outlined bel-ow. 

I e o k 
A whee'I network is useful if one person is in control! of the ~nformation and 
the recipients do not need to communicate with each other. The person in the 
centre of the 'wheel~ fs usualiily the leader of the group and wil l! pass rnform.ation 
to aH other people 1invol1ved. 

ir I ne 'O 

'In a drde network, information is not: freely exchanged between the members 
of the circle. Each person wirhin t:he circle maintarns cont:act with two others. 
,Information has to be passed on to those who are riot in direct contact with 
each other. 

Figure 8 A cird e network 

hai e o I 
The chain network follows the hierarchica1 structure within an organisation. 
Communication can be either one or two way. 

·on 
In a connected network. everyone involved has the opportunity to 
com'municat:e wit:h each ocher. Informat ion passes freely betwee n a[ I r hose 
invol1ved without any set pattern or officiail channels of communication. AU tdeas 
can be voiced and w~II be heard, akho ugh agreement can sometjm,es be difficult 
to reach. 

Figure 10 A connected. network 

Figure 7 A wheel network 

Figure 9 A chain network 

--- --

' Revision activity 
-- -

Make sure t hat you know the 
difference between each of the 
communication networks mentioned 
above.and practise relating them to 
different work situations. 

-

Now test yourself 

18 Explain the difference between a 
cha in network and a con necte-d 
network., giving an example of a 
situation when each might be usied. 

Answer on p .. 208 
Tested 
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The role of informal communications within a business 
The standard methods of communicadon outlined above are for 1mail ·means 
of co.m1munication. Most businesses w il1l a'lso experience som·e informal 
communication. Employees mee·t in various situations inside or outs1de of 
the w,orkp'lac,e and thei,r conversations wi ll often involve t he p~ace of wor~ 

Discussion can be fact:ua:I or based on unsupported rumour. Informal 
comm unkat:ion can be posit:ive or negat:iive for a bustness. S0met:1imis managers 
can gain important information about the 1m,ora·le of the workforce by us1ng 
inform.al communrcatfon. There may be times when manage'ment needs to act 
to stop ~ncorrect and damag1r1g rumours being c-ommunkated throughout the 
bus i 11ess. 

Ways in which communication can influence the efficiency 
of a business 
• Managers cam make sure that the p@op'le who need informacton have the 

correct informat1or1. 
• Effect1ve communicacjon can minimise the c~me wasced in decision making. 
• Time and money can be saved by ensur1ing that the most appropriate means 

of communtcacion are used. 
• l'ncerdeparcm.ental comm,unicat:ioin can prevent ·che duplica:cioin of effort and 

increase the level of coordinatlon. 
• Gi1ving re:levant Jinformat:ion to e·mpJoyees ,can raise their level or motlvarlon 

because they feel involved i:n che business. 

Ways of improving communication in a given situation 
Communication can be improved by carefully assessing the in formation to be 
conveyed and the people who need to receive it so that an appropriate medtum, 
can be used. Care should be t:aken to provide ,information 1n a wr~tten format if 
a 'lot of detai:,ls or facts need to be co1m1municated. 

It should noc be assumed chat t he same mechod of commun1cation will be 
appropr,iate 1n aJI circumst:ances. Managers should a'lways assess ea.eh 
communkatio,n need as 1,c arises and should be prepared to change their usual 
methods of corn m uni cation if n ece ssa ry. 
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Inform a I comm un icat ion: ~nf 01nm ait ion 
being parSsed outsijde of 1he oifidal 
com1munkatio n chann~s. 

Now test yourself 

19 Explain the difference between 
formal and i nforma.l methods o·f 
commu nic-at ion. 

Answer on p. 208 
Tested 

Revision activity 

1 Make a I ist of situations when 
informal communicat ion might be 
used in a retail situation and in a 
manufacturing business. 

2 Make notes on ways in which 
the managers of a business might 
communicate informa.rion. Try ·co 
include as many business situations 
as you can, e.g. passing down work 
instructions or no·cifying workers of 
redundancies. 



Marketing planning 

-Market planning i1s the systematic approach to developing n1arketing 
objectives and setting out specific activities to fm p1e1ment the marketing strategy 
co n1eet those objiectives. The result wi'II be a marketing plan. 

The market plan 

Ftgure 1 sho,'ws che layouc of a cypical markec p~an. 

An anal:ysfa of t he orga11f satfon, 
the market 1t operates i ri, its 
compettto:rs and consumers 

• M,arketing objective-s set in Hne 
w ith c:orporaite objectiives 

• Target markets chosen ahe.r 
market res ea,rch 

• MarketLng, mix strategy wi~ a 
g i:ven budget ... 

Revjew and mon i to~i1ng of 
progress in reaching object1ves 

Figure 1 A typica I market plan 

Benefits of a market plan 
A markec p lan can be complex. ·cake time co prepare, be difficult to understand 
and lead rr:o infrexibility. However, a propedy drawnrup marker: pian will 'make 
sure that: 
• marketing activ~des contribute ro achieving corpofate objectives 
• marketing accivtti,es are integrated 
• resources are used efftcient:Jy trn a planned way 
• employees are informed and committed to the plan 
• the review and monitoring prepares the organisation. for clhange 

Market planning: the systematic 
approaien 1to developing marketing 
objectives and setting out specific 

activities to i1rnp~,ment the market•ng 
strategry to meet those objectives. 

~------~ 

Ex.pert tip 

Make sure you know the difference 
between a marked ng plan (the 
systematic approach to organising 
marked ng actiVities) and a marked ng 
strategy (the overal I integrated approach 
to marked ng a product, e-.,g. the 4Ps)~ 
''""'"'fttr•tt" ""''''"'''''''' f''' .. ''tttt•t••••t•••••r••••t••••••tt•trtt•tt•••,••1•••••••1••••••11•' 

Now test yourself 
1 Identify two benefits of a 

marketing plan. 

Answer on p. 208 

I 9•---------~•CsZr4191tia41·•l __ J 
Price e1lastidcy of de,mand (PED) cor'lstders ·che effect of a price change on 
demand. There are three other measures of elasticity - incom.e elastidty of 
demand (YED), promotiona1I el'asttdty of demand (PrED) and cross el'astid ty 
of demand (CrossED) - and these can al1I help a business plan. Knowing the 
values ,cairi help decide what marketing decisions to make. 
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Income glasticity of demand 
Consumer fncome is a huge factor in demand. A recesslon; une,mployment or 
economlc growth wlll affect how much consumers are wf ll ing to buy. A rise ln 
incom,e wm lead to a rlse fn demand for most goods (normal goods). Income 
elasticity of demand (Y'ED) measures the degree of responsiveness of demand 
for a good to a cihang.e in consumers' 1ncome. 

YEO = % change in quantity demanded 
% change in income 

c m._ .. ela i... ma d 
11ncome-elastic goods are sensft1ve to ~:mice changes - that is, a change in 
income resul1ts in a more than proportiona,ce change in demand. The YED 
of 1ncome~elasc1c goods is greater chan 1. 

I m nd 
lncome~ine:lastlc goods are not sensitive to income changes - that is. a change 
'in income· results in a smalter than proportlonate change fn demand. The YED 
of lncome-inelas1:ic goods is less than 1. 

Demand may rise with an increase in inc.ome (normal goods) or fa ll' wtt:h an 
,increase in incom~ (inf~rior goods}. 

l:,t-:1111• 

A t::ai I or so Id 80 suits at $110 0 a month. His town suffered a rr.i se in une m ploy me nt 
and 1incom e feH by 10%. H1s sa~es of suits feM to 60. 

% change in quantity of suits demanded 
YED= · 

% change in income 

- 20 
;;;;:: - divided by -10-;;;: +25 

80 

The positive sign means 'that demand feU as incom,e fel I (sul ts are a norm,al good). 
As the va1lue is greater t han 1, the suits are income etasti~ mea:ning revenue witl 
al,so have fallen. from $8,000 to $6,000. 

us a i - - 5 i ity I n 
• If 1ncom~ levels a.re changing, a business can use YED co predict: what will 

happen to it:s saJ'es and alter tts markec;ng m~x appropr1ace~y. For exa.mp~e, if 
une1m ploym@nt is forecast: co dse, a business may consider lowE!lf1ng prk@ or 

using lower~qua.iity resources to cut costs and prrces. 

• l'f a bus,in1ess is selling an inferfor good at a cime of rising incomes, it may need 
to consider 1mprovf 1tg the quali·cy. 

Promotional elasticity of demand 
Prom,otional activ1cy is a key faccor in increasing sales. Promotional elas·ticity 
of demand (PrED) rm,easures che degree of responsiveness of demarnd For a good 
co a ,change in promocion spending. 

Prom · - la_ · c e d 
Promo'tion-e1astic goods a,re sensitive to changes in promoiion - that !is, a 
change in promotion results in a more than proportionate change in demand. 
The PrED ,o,f pr-omoti,on-elastic goods is greater than 11. 

o t· on·~ Jasti e 1 

Prom,ocion-inelastic goods are not sensitive co promo·cion changes - that isl a 
change in promocion results in a smaller than propon:ionate change in demand. 
The PrED ,of prom,ot:ionpine:lasc1c goods is less cha.n i . 
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Income elasticity of demand: 
rmeasures the degree of respons1iveness 
of demand for a1 g,aod 10 a change in 
consumers' incam·e. Demand can b@ 

~n come ela sue ·or ~ n CO'me ine ,ast~c. 

Normal good: a good w ith a pos1tilve 
YEO~ meanrrng that demand dhanges 
in the s aime dj recti1on as an in co me 
change. 

1·nferior good: .a g,oodl Wiith negative 
YEO. m,ea n,ng that demand eh anges 

mn the opp osirte dmrection to an income 
dhange. 

Expert tip 

Make sure you identify dearly which 
measure of elasticity is appropriate. All 
measures of elasticity assume that other 
factors remain constant1 so make sure 
you check if any have cha rtg'ed. Check 
chat you have noted correctly whether 
the elasticity is positive or negative 

Promotional elasticity of demand: 
mea,sures the degre,e .of rrespo nsrrveness 
of demand for a giood to a change 1in 

promohon. o,emand can be promotion 
ei1astic or 1promotion jne1as1k. 



Ash-op sold 40 kettles a week fo r $10 each. The manager increased spending on 

'local newspaper adverts from S30 to S36 and sa'les lfose to 44. 

% change in quantity of kettles demanded. 
Prf:D = ---------------

% change in advertising spending 

10 
= - = 0.S 

20 

The positive sign means rhat demand rose as prormotion spending increased As 
the valuers less th~n 1, the kettles are promoti,on inelastk but revenu.e has sdlll 
risen from $400 to $440. The adverts have been effective in rai·sing revenue. 

Cross elasticity of demand 
Th@ price of oth@r goods may be importaht: in d@·cerm1nirig t:h@ demand for a. 
good. A rise in ·che prfce in margarine may cause an increase in demand fo r 
butter (substitute good). A rise in the price of fuel may cause a decrease in the 
demand fo r l,arge-engine cars (compllementary good). Cr,os.s elasticity of 
demand (CrossED) measures the degree of responsiveness of de,mand for a 
good to, a change ir, the prfce of another good. 

A pos~tive value indjcates that the two goods are substitutes for each ,other. A 
negative va11ue rnd1cates that the two goods are comp:iementary. A very l,o,w 
value m.eans that the two goods are not re lated. 

C E
_
0 

'% change in quantity demanded 
ross · ~ -----------------

%, change in price of another good 

Sales of books in a city fe ll from ,60,000 per week to 50,000 when ·rhe price of 
eJreaders fel I from $200 co $160. 

·% change in quantity of books demanded 
CrossED ::;;;;;---------------

%, change in price of e,.,readers 

= - 16.67 divided by - 25 = +o.67 

The posi·cive sign means rhar. dema·nd for books is posicive'ly relared co cha,ng.es i'n 
the price of e .. readers1 so rhese are substitute goods, 

Revision activity 

1 Produce a cabte to show the effects on revenue of each of the following: 
(a) An in,ome elasticity of demand of 2 when income rises. 

(b) A promotional elasticity of demand of 1.S when $S0k is spent on 
advertising. 

(c) Cross elasticity of demand of O.S for good A when the price of good B 
rises by 10%. 

2 Write notes to illustrate any markering recommendations you would make 
based on the table. 

Expert tip 

It is important to consider whether 
income, promotional and cross 
elasticit ies are positive or negative. 
Check carefully as th is determines the 
effect of che changes on demand. 

Cross e lasticity of demand~ measures 
the degree of respo ns1iveness of 
d emaind far a 9100,d to a dhainge 1in the· 
price of another good. 

Now test yourself 
2 State two advantages of using 

demand elasriciti es for a markeri n,g 
manager. 

3 Cak u late the value of t he fol lowing 
elasticities: 

(a) Income elasticity of demand 
when income falls by 10% and 
demand for good A fal Is by 15%. 

(b) Promotional elasticity of 
demand when sponsorship costs 
increase by 6% and demand for 
good A rises by 10%,. 

(c) Cross elasticity of demand 
when che price of good A rises 
by 15% and the dllmand for 
good B falls by 10'%. 

Answers on p. 208 
Te~.ted 

Expert tip 

Make sure you know the definitions 
of all the measures of elascicity and 
what they mean. Prac tis.e caku lati ng 
them and pay attention to the value of 
the result and,whether it is positive or 
negative. Show all your workings. 

-----------------------------UIHl·I 
Product development involves creating products ~hat are new or dJfferent so 
that consumers car, see new or added va~ue. 1·c is imporcan·c because aJI 
products w1.II everncua111y encer t:he decfln~ stag~ of ,:h~[r l1ife cyd@ and nied ro 
be replaced. 

Product development:' the creation 
of products that are nevi, or mod~f~ed 
so c:onsuimers wm s:ee new or add1itt0na1~ 
benefits. 

Marketing planning § 



The product devglopment proc9ss 
consider e.xlstlng, prcducts anct 

mark~t ttl rearts ana 
opportunities wm, objectives 

Create new 'Ideas tor 
prod w:ts - from su gges tlon s. 

macrket research oar R&'O 

Devehlp the Idea - riavlng 
co nslderedi the market. des lg n, 

prod udJlon possl bi llty and current 
products, ffie ousJneu must be sure 
that a'U oosts can be covered before 

prototype and lnfrtlal testing 

Final testing by test sellilng lri the 
rnariket and market research 

Product la un eh 

Post ,1au nth - mon Ito ring the stages 
rn the ·11fe tye,1e 

Figure 2 The product development process 

Sources of new product ideas 
:ideas can come from inside or outside a bus:iness, but many wil'I come from 
research and dev~lopment program·mes,. 'Which generate ideas and deveiop ideas 
from elsewhe re. Other sources ~ndude: 
• research arid developmen c department 
• univers,1t1es and governmenc research centres 
• market research and customers 

• sales and productlon staff 
• meetings to generate ideas 

1lt is i1m1portant co check that fdeas will be sal!eable in the market. Few i1nltial ideas 
become selling pr,oduccs. 

The importance of rQsearch and dQvelopment 
Research and devefopment ~s particuiarly ~m portant for large businesses. 
especia1lly if these are irwolved W1ith high technology or the chemical industry. 
This type of business can afford to finance dedicated R& D departmentsJ ·Often 
linked to university or government department research programmes. 

Forecasting · 

The need to forecast marketing data, especially sales 
1Forecast:ing, espec~all1y of sales, w~11 enable a bus.iness co gain essential information 
to he lp 1make effective decisions about market opportunities or threats. 

IForecasti ng may: 
• enable a business to determine what changes are taktng ptace in the market 

• detect business ,opportunities or threats and what marketlng mix may be 
appropriate for these 

• help pinpoint a product's posjtion on the product 'li fe cyde 
• enabJe a business to ana~yse the actions of competitors 

Moving average method (time series analysis) 
Trend anaJysis or moving aiv@rage forecasting assumes tha'C the patterns or 
t rends of t he past wHI continue into ·che fu·cure. For produces affected by regular 
changes, such as seasonal variation,. time s@ides analysis combines the moving 
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Now test yourself 
4 Briefly explain the product 

development process. 

5 State two reasons product 
development is important. 

Answers on p. 208 
Tes1ed 

~~~ 

.Revision_ activity 

Use a diagram to show how product 
development: is I inked to the following: 

• pr-oduct life cycle 

• business objectives 

• product porrfoli o 

• market research 

Revised 

Moving ave·rage forecasting; .a 
method t-hat 1akes account of regular 
var~ati ons (typi cail~y sea,s onan by 
combin~ng the mowng1 average va~ue oi 
a set of datai over ti1me. 



average of past data in order 1:0 arrfve at a forecast for the next few time perfods. 
A typ~ca'I appl1cation ls for sales. It does this by dealing w iith three components 
of a set of data over time. 
• the underlying trend 
• predJctable cyclical or seasonal val""iations from the trend 

• random, unpredictaib le events 

Moving average calculations 
The da·ca are in spe ct:ed co see if t:h ere r s a regular pat cern ,of ,changes over t:i m,e 
and rch@n t:he movrng average period fs chos~n accordingly - for ~xample, a 
3-year cyde (3-year moving average) or quarterly (4-quarter movjng average). 

Calculating a 3-period. moving average, cyd ic:a I varia.tion and forecasting 

I 
•.;•.".J; 

·~) __ . 
~ ·, ~ 1 • 

,3-p_eriod total>(3) . . . .. , . 

2008 60 

2009' 54 60+54+48=162 54.0 

.201 10 48 54+48+64= 166 55k3 
- -

2011 64 167 55.7 

2012 55 1'69 5,6.3 

2013 50 175 58.3 

2014 70 178 59.3 

2015, 160 182 i60.7 

2016 52 
2017 

2018 
- --

The 3-peri·od moving average will be the underlying trend of the data over time. 

Trend:: the aiverage change for each 
t~me peri,od, wihi oh shows the· overall 
pattern of 1movement of a, set of da,ta. 

Cycl ical or seasonal variation; the 
regular vair•at~on 1·rom the trend, often 
due to 5eason:al factors. which ts 1n@ 

vah.Je for each t ime pell'tod m~nus1he 
trend. 

·~Y~~'f ,;~{ y~_ri aii~n::.(5): . -

0 -0.65 

- 7.3 -7A8 

+8.3 +'9.5 
-

-1 .3 -0.65 
..,.,g_3 -7.8 

+10.7 +'9.5 

-0.7 -0.65 

1 To calc,ulate the 3 ... period cota1ls, add up each set of 3 years ~n turn and llocate -che total opposite the mlddle year (col. 3}. 
2 Dlvfde each total by 3 to gwe tne 3-year moving average or trend (col. 4). 

3 Ca!cu.lare r:h.e cycHcal, varfacion by yearly saJes m inus crend (col. S). 

4 For a graphic represenraclon 1 plo·c on a graph the 3·peri1od mov1ng average or crend and excrapolace chis inro 2012, and for each 
year in che 3 .. year cycle, add the average cydic:al variation co the forecasr poinr on che 'Crend l.ine (see figure below). 

72 
70 

68 

66 

- 64 -
1!.n 

g 62 
0 

~ 60 
~ 

.! 58 n 

"' 56 

54 

52 
50 

48 
0 

;"-• Fo,ecast safes 
: 'i 2.013 .. 

I 
I 0 
~ 1 

• 
I 

• 
: " ~.,. ~ Projected trend 111 ne 

•• t.. Forecast. sales 
#- ! 2014 

I 

• 
' • 
I 
I 
I 

• • • 

2008 2010 2012 2014 2016 2018 Time 

Moving averages-. graphic-al forecast 
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Very often quarterly figures show a seasonal var,iati,on and the sa'me procedure is 
employed, except the quarters have to be centred on to the quarter by adding 
the four quarter totals fn pairs and divJding by two. 

Use of moving average method to forecast salGs 
This method produces a sal:es forecast for a future tJme period that t akes 

account of regular variations and so is more rrel'iab:le than s1miplly projecting a 
trend Hne. As with any forecast its accuracy depends on: 
• the data used being accurate 
• the future behaving ~n a simil'.ar way to the past - for example .. market 

conditi,ons rematn the sam,e 

• the time scale - the further in to the future, rhe less accurate rhe foreca5i"C 

Revision activity 
Produce a table to show the advantages 
and di sadvantage-s of using time series 
analysis for a toy retailer. 

- ---

Expert tip 

Calculations can take a long time. 
Examiners are Ii kely to present you 
wit h a partially completed table and 
ask you co finish it, or ask you to 
co mment on rhe way rhe moving 
average met hod is used in forecasting. 

~~---------------------------------------------•tD;t~lflitl\91·1•-~-• 
Developing a coordinated marketing mix in relation to 
objectives 
A m arket ing m1x is successful! o n1y ~f it ach~eves the marke ting o bject ives set out 
in the mark.eti1ng plan. So t hese must be c:lear and relate to the overal I bus~ness 
obJectjves. 
• The 4Ps must be in tegrated and re inforce each other. 

• The integrated 4Ps must spe·cifically relate co achievi:ng the ·marketing 
objectives. 

• The marketing mix must: ·cake accounc of posit:1on in t he product: Hf@ cyd e 
and market c.·ondition s. 

• There sho uld be research and devetop:m,enc for new produces 'CO replace 
o l1der o,n e s.. 

• Marketing st:rateg1es shou~d be with in chejr set budgecs. 
• Flexib11ity to respond to change should be bui 'lt in. 

Expert tip 

When discussing the marketing m ix, 
make sure you relate the 4Ps to each 
other in an integrated way, showing a 
strate,gic understanding in relation to 
marketing obj eccives. 

Globalisation and international marketing 

~11--------------------------------------------------------------~•Cili@l,IU~t#l·-·LJ. 
Globalisation is ·che growing integration and interdependence of eco nomies 
a. nd cu 1ltures and involves increased ctade and the increased movement of 
capital and people. It resul,cs in: 

• large in creases 1 n trade be cween countries 

• large increases in money moving between cot.u,t:ries and in fo,reign di rect 
investment by governments and 1:ransnationa·1 corporations 

• increasingly similar products and services being so~d across the world 
• a llarge increase in outsourcing to different countries for components or 

servi:ces 
• large incr(;ases in international t ravel and instant communrcation acro,ss 

the world 
• increasingly similar c ul1t ures and attitudes across the world. 

• convergfng incom,e level,s across the world 

In particular, economtc globalilsation incl udes: 
• d ecreas1ng barr,iers to t rade 

• tncreasi ng ease of moving cap1ral1 and tnoney across countdes 

• fncreased incent ives tor foreign diirect ~nvescmenc 
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GJobaHsa'tion= the growing ;nteg1ra1tron 
and lnterde pen dence of economies and 
cuhures, wh~ch ~nvo~ves increa,sed t rade 
a nd i1noreased 1move·me nt of ea pirtal and 
peopte. 

foreign direct investment: when 
a bus,ness sets up prioduc:'don or 
distr~butiion facilrt~es in another count ry. 



lncr9as9d globalisation: the implications for markg,ting 
G:lobalisation is a developing phenomenon. ·1c brings great opportunrtles and a·lso 
more risks as businesses and their competitors are increasing11y able to operate in 

1more than one country. 

Op it" __ 

• FaHing tarfffs and other barriers to trade mean 1it is cheaper and easi·er to ·se ll 
to ·Other cou.ntrles. 

• Costs fa ll as more efffdent. lower-cost labour and materials can be ac,cessed, 
so products can be priced liower. 

• Increasing incomes and access to ~nformation sources 1mean consumers .are 
exposed to marketing activities and are more abl,e to buy. 

• Large markets are expanded - for example; in Brazit China, India and Africa. 

• Internet-based marketing enables internadonal market~ng, even for smaller 
businesses. 

• G lobal branding becomes possible. 

R·s - o t r 
• Small or nat:ionaHy based bus1ness~s face i"ncreas1ng comper1tion fr,om g,lo,bal 

businesses. 

• G lobal businesses have to fund eve,r more expensive marke·cing c.arnpaigns. 
• People focus on cheir ,own cult ure and reject gl'obal· prodLJccs. 

Increased economic collaboration 
The fact that countr[es increasingly act together brfngs freer trade as 
internatlonal, governments agree to rem,ove barri·ers to trade by negociation 
(for exampl1e, through rh.e World Trade Organizat1on). Th fs crear:es increasing 
opportunities ·for businesses to engage in1 international marketing activities. le 
arso leads to crade bliocs chat have low or no tariff or non~ta.rrff barriers between 
members. Howeve~ there may be hfgh barders co trade? wi,th ino.n-me·mbers. 
These blocs ~nc:lude the Associat:~on of Soucheasc: Asian Nations (ASEAN). 
Busrnesses 1ookrng for rnternatfonal markets m.ust research these blocs and their 
rul1es closelly when choosing where and how to m.arket. 

The BRICS countries 
These are Brazil, Russi~ lndia, China and South Afrka. All have large economies, 
are not fully deve11oped and have relative·ly fast-growing markets and national 
income. They therefore represent major marketing opportun~ti·es as wealth 
grows and an increasing middte class with d.isposable 1ncom,e to spend wi1II be 
1looking 1br more ,opportunities to buy goods and s-ervices. 

--- ---

Expert tip 
Globalisation me.ans that foreign 
fir ms are increasingly entering och er 
countries1 markets for selling or 
production facilities. This brings 
increased competition bu.c also increased. 
oppon:unities at home and abroad. 

Now test yourself 
6 Identify four features of 

globali sat ion. 

7 State one imp licarion of 
globalisation for marketing in: 

(a) a businessis own country 

(b) other countries 

Answers on p. 208 
Tested 

~1~----------------------------------J1~J!jljR414.n41~l. 
The importance of international marketing 
11n today's world of jrirerdependenr econo·mic relationships, even small er 
businesses can consi.der .expanding into selling in .another country, especial.ly 
as the internet et:1ables communication to particular target groups with cheap 
promotion and d~stribut~on. Th is widens the marketrng opportunittes to 
possH,1.e cusromiers. Many developing countries offer growing consumer bases 
for businesses to seH to. These emerging markets are now actively encouraglng 
businesses to set up and sell to thelr populations. Any business considering 
i11ternat~onal' ma.rketing should be aware of the possiblle costs and resource 
impl1icat,io11s; as well as making sure that this move matches thetr business 
ob]ecc1ves. 
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Factors that influence a decision to enter an international 
market 
A business thinking of entedng an international market might cons1der: 
• escaping the risks of com.petitton at home by findi,ng new markets abroad 
• meet:fng obJ~ct:ives of growch and expansion by findfng n~w markets abroad 
• findlng demand rha,: may not exisc in the home market, especially 'for 

spedalrst produces 
• increasing size co Find economies of scaje and lower costs 
• the availability of finance and business expertise 
• the ri1sks of operating k, different ,cultures, tegal arrange,ments and marke-ting 

environments 

Identifying and selecting an international market 
Once a bus1iness has dec,ided to einter an international market 'it ,must decide 

where to market. Most businesses begin by rookjng at one or a sm.a ll number of 

countr1es to export to; the choi,ce being based on: 

• business objectives of growth, product development and sailes 

• t he business's atdtude to risk 
• avallabtlit:y ·O'f resources including flnar,ce and personnel 
• produce type - for examp:le, aircrafc have fewer salles po,ssibilrt:ies than 

jackets 

• markerc research in·co: 
the size and growth ,of the market 
ec,ono,mic arrangemencs 1incl,ud~ng tariffs. exchange races, laws and 
regul~tions, and incentives available 
market cairn petf tion 

- costs of marketing and d1st ri bu:c:i on 
- possibl lky of partnership agreements 
- po~itical and cultural arrange,m1et1ts 

Using this informadon. a small number of countr,ies can be investigated in detail 
before a fi naf choice· ~ s made. 

A business chac wishes co expand ,quickly, has a varlery of produces, is 
prepared to take a risk and has large am,ounts of finance, a sk111.ed marke·cing 
depart:menc and ocher managers is likely co choose a different: new rmarkec 
chan, a smal I bus1ness t:ha'C cannoc afford ·co 'Cake a risk arid ~s prepared co· 
expand s I ow ly. 

Methods of entering an international market 
• Merging with or taking over an existing business - ch is has the 

advancage that 1chere wi ll be produ,cc.ion and discr~bucion networks and 
·crained st:aff. The disadvantage ~s chat: two different organisa:c,on c ulrures and 
workforces have to be put coge'ther. 

• Exporting - markecing and sel'ling products in another country. It involves 
finding an importer/agent and cransporc and possibl,y deailing with the 
government. The bustness has contro,1 over marke·ring and cust:o'mers are 
cont:acced dtrectly. There may be crade cariffs oir quotas co take accounc of. 

• Licensing ·- when a business l1 icenses another ,bus1ness rco di1stribute and 
sell a produce rn return for a fee. Costs are low and there is no dsk to che 
business. However, there ~s also no cont:rol: ov~r the marketing process. 

• franchising- che business charges a fee co ocher businesses for 'Che righc 
to use trademarks, 'logos, prnmocional mace ria l and al I that: goes with a 
brand. Many servrces are sold inrcernat1onailly in this way, such as McDonatd's 
and Avis. Set-up costs are smal.J but: income is limited to what has been 
agreed. 
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Inter-national marketing: marketing 
pro ducts a od/o r serviices to more ilian 
one country. 

Revision activity 

Finns Fu rn irure manufacrures office 
furniture - chairs, desks and storage 
units. It produces budget, low-cost 
pieces and a more expensive I uxury 
range as wel I as offering, a one-off 
design service. The directors are 
considering sel Ii ng these products in 
other countries to enlarge the firm's 
i nternationa I presence. 

Produce a rep ore for eh e board of Finns 
furniture that briefly. 

(a) sets out. the factors they might 
consider in choosing other 
countries in which to operate 

(b) considers three different methods 
of entering the i ncernat io nal market 



• Joint ventures - when two businesses coritribuce resources co a project. 
Knowl'edgel technology and marketing are shared and so are the risks and 
rewards. Trust ls essentlal as there may be conflict about information or 
dedsion making. 

• Foreign direct investm,ent (FDI) - F,DI involves buridi:ng factories and/ 
or offices. T1here must be an associated marketi!ng pl,an. FDI can get round 
trade barrlers; enjoy lower labour co,stsl achieve lower tax rates, benefit 
from government incentives .and provide direct access to anothef coun crys 
market. Many large businesses now take chis route despfte 1che high i,nitial1 
costs and the ci·me ea.ken for investment. 

Factors influencing the method of entry 
The key factors are the strategy of ·che business, the resources it has avaUabte 
and eh e business environ m,ein t in the eh o sen co uin try. The a.dvanc ages and 
dlsadvancages of each mechod muse be consjdered be·fore making a ,chotce. 

TypicaJ feat:ures of busi nesses thar: choose each m.ethod are as foHows: 

• Exporting smaJl businessQS ben~fic1ng from low crad.e barriers, hom,e 
product:1on advantages and easy distribu6on. 

• Ucensing: businesses with scror,g property rights and a clear knowledge base. 
• Franchisi.ng: service industries. 
• Joint ventures: businesses w~th weak expertise in some areas thac may be 

provided by the partner business. 

• FD'l: large businesses, orren multinat,i.onat seek1ng tax advantages and 
avoidance of trade barriers, and pursuing a. long-term strategy. 

The choice betwgan dev9loping pan-global and local 
marketing 
P.an ... global marketing is marketk1g products and/or servi,ces to globaJ markets 
in many different countri·es. Atl markedng activities must be integrated across 
narJonal boundaries and g1lobal branding developed using the same logos, 
advert~slng and pro1motion messages, so thac everyone receives t'he same global 
message about the bus~ness and i·cs products. Businesses such as su_zuki and 
Samsung spend large a1m,ounts of money in do.ing chls. 

An i n.t:ernational rnarketJng bustness has t:o decide between: 
• pa.n-g:lobal markec1ng - Utc'le or no marketing variation across che world 

• mai1nt:aining local differences wi·thin a pan~glK>bal approach 
• a mu'lti~do:mest~c strategy_ which treats each country as a separate market 

It mighc be necessary to ma,intaiin local d1fferences 1n ·marketing because havi,ng 
a sca:ndard marketing approach in every councry 1gno,res variations becween 
countries and 'may not 1m.eet: c,onsumers,t needs. Local markecing takes account 
of these d ifferences. le matntains the global, approach but may adopt varylng 
practices adap·ced to local markets. !For example, advercs in one country may 
feature people who are obvtously from the counny 1ri questton, names may vary, 
and redpes ,m,ay use local in.gredi-ents. A business engaging 1in local gl·obal 
tTiarketing tnusr make sure that it does not lose the overaH g:lobal branding 
1m1essage. 

Factors encouraging pan ... global marketing 
• Large size and global presence. 

• A t:echn ical1 product wich high development: coses that can be spread. 

• Experience of berrng ~nvolved in internationa1 marketfng. 
• Consumer behaviour/segment simil1ar across ·che world. 

• Standard distribution methods. 

Now test yourself 
8 Identify three possible methods 

a business might use to enter an 
international market. 

9 State two advantages of each 
method. 

Answers on p .. 208 
Tested 

Pan-global marketing,: miarket,ng 
pro duicts and/or services to gl olball 
1m arke·ts ~n m,any dijfle1rent oou ntr1i,es. 

Now test yourself 

10 Define pan·global marketing. 

Answer on p 208 
---

Tested 
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Factors encouraging maintaining local differgncgs in 
markgting 
• SmaH size and limited international markets. 
• Little experience in internat1onal market~ng. 
• Varying regufations and cukural atdtudes 1n product area. 
• Local dist:ribuc~on methods. 

Choosing a strategy to develop a global market 
Pfan ning an internat:iorial marketing strategy is ·che same process as pl·anning a 
do1m,escic ,market:fn,g strategy but on a bigger scale. 

Ari aryse t,usfrness resources. 910,t>al 
mark'.etpJace tncl ud Ing the com,pet!ltto n 

• Set clear mar.ketlng objectfves 
In llne wltn corporat~ objeetlves 

• Select posslb le countries and conduct 
thorough mai:tet re~earcn. lndvdlng, 

·1ega1. ,polltlau and cwturaJ factors 

• Use the mar:ket research to dedde target 
market and segments rrn selected counules 

• lnvestlgate and ttie.n se led entr;, 
methods to markets in chosen 001.mtrles ... 

·Implement global maNcetl,ng m~x strategy 
w.tu, local ada ptatlons, al I w1 thin budgets 

+ 
Mk,nltor and revfew In retatlon to 

objectlves 

Figure 3 Stages in choosing an international marketing strategy 

Revision activity 
Former pilot Guan Lee set up Airgo., a small airl ine company, using a large 
number of contacts in a range of finance companies, airlines, airports and 
government aviation ministries. Ai r,go flew passengers and freight between 
local airports,. offering cheap flights. It was able to do this because it provided 
no in·flighc services, and offered internet-only ticketing and checkingain plus 
charging for baggage. The number of in ... flighr staff was rhe minimum needed ro 
meet legal requirements. 

Guan soon realised that the domestic market was sarura·ted. He began 
investigating flying to and from other countries, and research indicated ·chat 
there were real possibilities to get busineS-s in an international market. He made 
the decision to go ahead. 

(a) Explain how Air,go mi,ght set about deciding which international markets to 
operace in. 

(b) Evaluate the most appropria.1:e me·chod for Airgo to use in entering ·the 
internationaJ market. 
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Expert tip 
All applica:rions of international 
marketing shou Id be approached with 
the concepts outlined here, but these 
must be applied to t he individual case 
of eh e business and markets in the 
situario n in question. 



Operations planning 

~------------------------------------------~•Dill4141Rl+!III ____ • 
Enterprise resource planning (ERP) ~s software that lntegrates management 
information from all busi:ness fur,cdons 1into a single IT-based system. It allows 
relevant Jnformacion co be assessed and dealt with by the organtsaciiort suppli~rs, 
cuscomers and government so that costs and resources are m1n1mfsed. 

Main features of an ERP programme 
An ERP system wil l be broken down into stand-al,one or fully i:ntegrated 
modtl'les, reflecti,ng the functtona!I areas such as marketing and finance. All 
the modules draw from and contribute to a central database, a111owlng shared 
information. Spedalists supply off-the-shelf son:ware or customt.sed ERP systems. 
WJ'chout ERP the producti,on deparcmem: 1may nor know details o'f orders or che 
finance department may be unaware of component costs. ERP deals with: 
• supply chatn manage,ment - ordertng of raw macerials and energy 
• production - transforming inputs to output 
• customer rel1at1ons management - dealing wlth customers' enquiries, orders 

and de I tvery 

Every bus~ness involved i,n producti'on wfll be abl'e to 'find out: 
• what 'has been ordered 
• how many components/raw materi,a1ls of what type are needed 
• whether rraw material is in stock 

• the progress of an order 

• S'C,ocks a va i lab le co me.et orders 
• wlhecher paymenc has been requested or paid 

The advantages of ERP are tha t it l!eads to lower costs, greater com:mun icat1on 
and ~ntegration, lower inventory levels and quicker decisio ns. The dfsadvantages 
are that ERP systems are expensive and can take many months to become fuHy 
operational. 

How ERP can improve business efficiency 
r ·n con I 

Inventory is the raw materials; work in progress and fi nished goods held. !ERP 
alrows all areas to know prec1sely what inventory is heldi what materJa1ls are 
needed for pfanned production and revels of un,sold stocks. ERP 1matches 
incom~ng orders to unso~d stock and/or plans the requ~red produccion, including 
uslng or orde,rfng raw macerials ,or l'abour. The Finance for these will auco1macical,ly 
be re1eased and cuscomers informed about progress and deHvery rimes. 

r r g ,n f . 
Because ERP contains information on all the resource·s needed for productiion; 
t he exacc ,cosc ,of each order and unit is known, which makes se·cting a profit­
making price easier. Prices can be varied 'CO sU'it i,ndlvidual cuscoimers. 

r 
I nven.tory: ma de up of stocks of r-av,, 
m atena f,s, work in pro gr·ess anid f1i ni1sh~d 
goods. 
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i her capaci : tili 
Capacity utilisation (see below) is che proportion of full ,capadt:y currently being 
produced. 

ERP te lls the busrness exactly what orders are confirmed o r possib~e, when they 
rmight have to be delivered and what resources are needed to meet them. This 
infonmat1on al'lows as full a capacity as possible to be planned for, especiaHy as 
finance can be pfa1nned ~nto the process. 

F er p nse ange 
A ny changes in orders, scocks, prices or availabillity of supplies or e,mplloyees will 
be qu.ick~y picked up and decis,ions can be made on t his in formatio n. Decisions 
will l~nk aJI areas together in a planned, coherent way and enable flexible, fast 
responses. 

tt13 e o a e i fo 
ERP is the organisat'ion of information in aHI business funcdonal areas, enabHng 
managers to take decisions based o n t he whole producciori process rather than 
individual, isolated parts. Thts enables waste to be reduced. 

Capacity utilisation 
Capadty is the maximum out put t hat can be produced us1ng currently ava11 ab l,e 
resources. Capacity utilisation is the proportion of t he full capacity of a 
business uni:t c urrent ly being produced. It is important because operating at 

under or over m aximum capacity results in higher costs and l1ess effide:n t use of 
reso u r:ces. 

·. Measurement and significance of capacity 

Maximum capacity is determrined by t he avanabre resources of ii.and, labour and 
capital. When these are berng fuUy usecL. a bus,iness operates at full or maximum 
capacity. IJ there rs spare capacity1 resources wll l not be used but they m ight 
still, h,cur costs - for example~ staff who are not worki1nQ may strn be paid, and 
machines m,ay attract interest payments. These fixed ,costs stHI have co be paid 
for. The lower capacity ucllisation is. the higher ·che fixed co,sc per unit of ,ow:puc 
is, and the more d1fficul't ic wi'II be ro make profits as the sell ing price wiill cover 
,less of ·che fixed coses (l·ower concrilbution per uni'c to fixed costs and profic). 

How capacity utilisation can be mQasured 
Capacity utilisation rs che proportion of the full capacity of a buslrness unlt 
currently belng produced. 

. . . . current output x 100 
capac~ty ut1l1sation == ----------

maximum1 poss11bll·e output 

(!~~ r-l 11 I •l r;; 

A factory can produce 1',600 uniits per day and is now producing 1,200. Capadty 
utifisation wHI be t 200 x 100/1-600 = 75%. 

Implications of operating under maximum capacity 
Operating under max1mum capacity means t here are unused resources that 
have to be paid for, but whrdh do not contribute to generating an inco1me. 

C ses of under tilisation 
• Falling demand, possibly due co, a new compet:jcor, a fai lure to achiev~ 

marketing targets or changes in consumers' tastes or incomes. 
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Exp~rt tip 
~ - - -

.. 

ERP is only really effective if it is fully 
operational across all areas of business 
operation. It is not a magic answer to 
operations problems in every business. 

t llltl11111 tl I Utlll llt1f11tllfl I IIH II lt'hlUI llflfl'II lfltllltlltlll"III trllllllllll lllll 

Now te·st yourself 

1 What do the init ials ERP stand for? 

2 State t hree benefit s of 
introducing ERP. 

3 State one disadvantage of 
inrroducing ERP. 

Answers on p. 208 
Tested 

Cap acit y utilisatio n: t he proportion 
of the fuU capacity of a bus~ness uni1 
current~y beingr produced. 

Revised 



• Seasonal var:iatrons. 

• Increasing capacity iri the business. 
• Inefficiency in produc6on. 

Table 1 Implications of under•capacity operation 

• Ab,hty to taike and m,eet sudden 
la rg1e orders qukkly. 

• Fllex1bilirty irn 1production. 

• Hmgher unit f•xed costs .. lle.ading ·to 
pressure to increase pr~ce s. 

• Under- or unemployed r-esourc:es. 
leading to poor motivat~on. 

• Unso~d output, leading to higher 
1 nventoiry costs. 

• lneffidency ~n production~ leading 
to hi1gher costs. 

Implications of operating over maximum capacity 
If demand is greater than fu ll! capadt~ a busfness can take seeps co increase 
produccion ln the shore term. This may mean: 

• some custom·ers are disappointed or receive lace delivery 

• qualjty may fa111 
• employees and managers ·may beco,me stressed 
• regullar machinery maintenance may be difficult 

• costs increase because of steps caken to jncrease producrion 

-"""'-----------------------•;J&UiA·I _ ____., 
Operating at just below full capaciity, such as 85-95%, is o'ft:en seen as optim,al1 as 
it lowers fixed cost per unit while retaining som,e f lexibmty to 1meec new orders, 
rmaintain equip,menc o-r train employees. Businesses muse fdenicify the reasons for 
under-capacity operation. If ft ~s rmarkec re lated, a new marketing ca..mpafgn to 
get: more orders may be wise·: ~f ic ~s related t:o faHing l'ong-rE?r·m sa1les, cuccing 
capacity may be required. 

Methods of improving capacity utilisation 
tionali tion a d do sizi 

Rationa.lisat1on is reorgariis~ng resources to increase efficiency and reduce 
capacity. It is often used when de1mand fatls and is expected to remah1 l·ower. 
Three possible methods are: 
• reducing the labour force through redundancyJ, cutting working hours, 

stopping recruitment and/or redeploying staff to other jobs 
• reducing the cnst of assets by dosing factories and offices and/or selilrng or 

leas!ing them 
• se ll!ing, leasing or mothbaUing machinery and equipment 

c rod cf 
A business can scart usfng underempl1oyed or une1mp,loyed resources if exrra 
orders arrive. There are other possi bilicijes: 

• adding labour by extra shi1ft:s or paying for ove:rci,me 

• using z.ero hour contracts that on.ly pay employees when they are actua ll y 
working 

• subcontract~ng partku.lar work to ocher businesse·s that can deliver the right 
quallcy; ·chis 1s often ach1eved by per1manent arrangements wfth other 
busf nesses rchat can be cal:led on when required 

Now test yourself 
4 Define capacity utilisation. 

s A business has output in May of 
400 units and maximum possible 
output per month of 600 units. 

( a) Calculate irs capacity utilisation. 

( b) Explain two reasons why the 
business might be operating at 
rhis level. 

(c) Explain cwo re.a.sons why rhe 
business might want to increase 
capacity utilisation to 90%. 

Answers on p. 208 
Tested 

Now test yourself 
G Outline chree ways in which a 

business might be able to increase 
capacity utilisation. 

Answer on p. 208 
Tested 
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~~--------------------------------------------------------------~•l;IJ41qlM~41··(_11. 
Benefits of outsourcing 
Outsourcing funcrions ro another business requi:res careful checks on qual,ity, 
reliabili1cy and prices to achiev~ success. Assuming thesQ checks are carried ou·c, 
the benefits 1may be: 

• access co speciallsed equipmenc and expert~se, lo,wering coses 
• enablfng a focus on core acciiVities,, not worrying about chose outsourced 
• sharing risks wlth the other bus[ness 
• lower operational, recrujtrnent and overhead costs 
• flexibility to bring in addit;ional, resources when required 

Lean production and 
quality management 
Lean production is an approach to product:1ori that stresses efficiency through 
the systema.tic exam~nation of all processes to try and achieve quallty ·with 
mlni·mum ·waste. 

Quallty management is ho·w a busfness tries to ach~eve the qual·1ity that the 
customer wants. These concepts apply to whatever productfon method a 
ib usl ness uses. 

Outsourcing: vJhen a business pays 
ano1her fi1rm to suppiy components or 
servrce,s instead of providjn g t hem as 
1=1airt of ~ts own production. 

Now test yourself · 

7 Explain why many businesses 
outsource some of rhei r 
production, 

Answer on p 208 
Tested 

~r-----------------------------------------------------------t•l;ll41Hliil·l•L~J· 
Lean production uses resources as effident1y as possible to achieve the desired 
quality with minimum wa5te. It employs a range ·Of techniques including kaizen 
(see p. 149), ,cell production j'ust-in-timeJ flexible speciaHsms .and simultaneous 
engr11eertng. Using these wil I produce: 
• high er q ua~1ity 

• more empl.oyee iir1volive1m,ent and motivati,on 

• lower costs and lower waste 

• greater efficiency 
• improved cash flow 

Lean production requ~res an effecdve supply cha~n and traij ned and modvated 
employees. It can reduce the opportunrttes for economies of sca,le and flexibmty 
to meet sudden changes 1iri demand. 

Table 2 Lean production and links with production processes 

Low inventory ieve,s us1ng1 just~i1n .. 1,me 

~!:~~~~~~!! Cont~nuous quality assurance usring tota~ qua~rty 
rmanagem,ent (seep. 151) 

!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!~ 
Highiy skiUed, teamwork; fle.xib,e in iro~es. responsmblle 
for ttrua~~ty using ce1, productiion 

!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!! 

F~,exlble production when req1u~red to meet orders using 
flexible speda~fs1m and time-bas,ed management 

~=~;;;:======; Low,er costs, lower wa.ste·, planned move1m1ents oi 
management 

materjals 

Lean production methods that increase efficiency 
• CeU production: Cell production is us1ng teams (cells) of emp~oyees who 

make their own decisJons about ·che task t hey have ro perform. The cerl is 
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Lean production: a1 way of operating 
diat uses resources as. ,einde ntfy as 
possib!e to adhie-ve fue d\esired qua1Uty 
wrth min~mum wi1st·e. 

Quality! fitness for purpose as required 
by the customer 1in 1er1ms oi design, 
rehabmt~ tevel of faults and durability. 

Rev is ion activity 

Use a ~pider diagram ro show how I ean 
production might achieve these aims: 

• meeting custom er needs more 
exactly 

• lowering the I eve I of waste 

• reducing business costs 

Expert tip 

Lean production is not a method like 
batch or flow production. It is a set of 
techniques and attitudes that are applied. 
in a business t-o make it more efficient. 

fllttt ltltl II ltl lllltttltU II Ill 1111 Ill Jttttllllltllltttt 1111111111 lttttllltl t lltttt1 ltl 

Cel I production: a1 produc1bi on 
teohniique that uses teaims (ceUs) of 
emp1loyees who ma1k:-e their own 
d eds1 ons about the 1ask they have 1:o 
perfonn. 



respons~ble for deal1ing wf,th m.ateria~/component orders, work rotas, quality 
and use of equlpment. This motivates employees. gtves them, control and 
enabJes better quallty. 

• Time ... based management (simultaneous engineering): Products 
are produced in response to consu·mer wants. New products have to be 
developed over t ime. This method arranges for developmen't processes co 
cc.cur at the same time whenever possible, rather than in a sequtence. This 
enab·les a business to bring a new product to che market to meet consumers' 
den, ands much 1mo re q u kkl y. 

• flexible specialism: Flexibil1cy in equipment and employees enab.les a basic 
produce to be produced with a range of options. Cars can have d~fferent 
colours,. engtne sfzes, internal features and wheels. FJexfble specialism allows 
chJs to lhappen on a slngle minimum~cosc product1ion line to. the ~xact 
specifikacron ordered by each customer 

Time-based management 
{simu1taneous engineering): a 
syste1m for enab!~ng deveJopment 
processes; to happen at tlle sam,e tMme 
when ever possible, saving ti,rne jn 
btii ngi1n g1 a product to the market. 

FI exi b I e spec.i a I ism~ pro du cin gi a 
baste product wi1h a Um,rted number of 
varjati ons. 

41-------------------------------~.~;1~1914,4~.4,~1. 
Kaizen (contfnuou.s improvement) involves all workers being cont1nuously 
responsr.b le ·for making improvements in production processes ·chat lead ro· 
greater efficiency, higher quali ty and less waste. It reHes ·On workers ·cak~ng on this 
respo.nsibilicy and 1managers being prepared ,:o al1low ·che·m ·co do so. The changes 
are often on-gof ng, reguiar and smal I but add up ro sign 1ficanc large-scale 
improvemem:. iKaizen ,is s.fmp,le and cheap co rmp,leimenc. The regular smal'I 
changes and t:he constant seeklng for improvement lead ·co: 

• i·mprovements in productivity 

• less waste 
• a I ower b reakeven I eve 1 of ·OUt put 
• more responsiveness to custom.er needs 
• greater employee mot~vation and involvement 

Costs of kaizen 
• Training e1mptoyees and managers 1n new attitudes. 

• Set:dng up ceams and empowering employees. 
• Dea:lfing with employees who do not wane greater involvem,ent. 
• Making sur,e that all staff are ,involved. 

,, 
Kaizen~ coniti1m.Jious, regular~ small 
1improvements suggested by all 
e mp1 oyees a,s pa,rt of a c::Ldture of 
tmprovemen1, 

. Now test yourself 
8 Define kai:zen. 

9 Ident ify two reasons why many 
businesses have implemented 
kaizen. 

1 o Give two req ui rernents for a 
successful introduct ion of kaizen. 

Answers on P- 208 
Tested 

~----------------------~•l;Zt#lfnmtm@l·ll~· 
Just .. in ... time (j lT) systems use as Htde inventory as possible. Raw mate·riials are 
ordered as requjred for production, work 1in progress is n1[nimised by only 

producjng for firm orders, and finished goods are despatched immediately. 
Produ.ction is 'pul11led' through from the customer, not 1pushedJ by the business 
producing goods that then have to be sold. JIT attempts to i,ncrease efficiency 
and minimise waster and 1s therefore a part of lean produ,ct~on 

Implications and justification of adopting JIT 
Adopting J,IT successfu!lly will resuk 1n: 
• low h1ventorry-ho!lding cosrs, less working capital and no overproduction 

• rime saved in moving supplies about 
• l'ess waste and fewer ouc-o-f-date/obsol'ete produces 
• immed.!ace delivery co ,customers 
• improved qu,alii ty and l:ower costs 

Justminatime~ jlfT systems m1i1nim~se 
~nventory hoid•ng by producing goods 
to order using raw mater~a!s o btai nedl 
for that purpose. 

Lean production and quality management 8 



A ll these things will lower co,stsJ f1miprove efficiency and enable customers' needs 
to be mer more successfully. There may be some costs in implemenringJ IT. 
especiarlly in settjrng up the systems to make i1t work and ~n implementing the 
change. le ·wi ll not auc-omatica lly succeed and will requ~re: 

• reliable raw material supptiers with quick delivery t~me, quantity and quallity 

• accurate forecasts of customer demand 
• a f lexi b!e workforce and rreHa b~e machinery 

• enterprise resource plannfng (ERP) to ~ntegrate de,mand~ production and suppliers 

JIIT a·lso means that it may be difficutt to meet unexpected ,orders if these need 
co be supplred quickly. 

Expert tip 

Remember that quaJity is about 
meeting cuscomers" needs, not about 
the expensiveness or cost of a product. 

---------------------•dWJ#·I....___.J 
Quality in terms of customer demands 
There i,s no absoluce ,qua:lity ·measure,menc. A quality produce is one chac meets 
che requtrement o,f ·che cusoomer. This may be deftnied in rerms o,f either a sec 
of standards or spedflcat1ons or i1n, the sense of being 'fie fo:r ust as a m~n.imum 
scandard. A cheap, ·cihrow.away ra2.or will b~ IE!ss well made and durabl1e chan 
a ·more expens1ve, metal razor but each n-1ay be acceptable to the customer 1n 
terms of quai ity in relat::~on ro the prrce. This rneans it is vitai ll to know what t:he 

customer 1s demandrng and to produce th~s at min]mum cost to t he business. 
Any relevant tegal requirements m.ust al'so be met. 

The importance of quality assurance 
Quality as·surance (dght first time) is a system for assurfr1g customers that 
processes .exist co marntai;n quality ac every stag@ in production., rncluding raw 
matedal supplr1ies. rt: is often based on the idea that each production process acts 

as a supplier to an 1it1ternal customer - t he next stage. Thjs means that fau 1lts 
are picked up dudng product1on and quality control is buil't into production. 
Waste is rnrn imised as faults can be corrected at each stage,. ~nstead of having to 
throw away a 1infshed product. Qual~ty assurance ~s close:ly l1inked to katzen and 
·is essential for iean prodLt-etion. 'If quality as·surance Is not in place; bus:inesses 
face waste, dissatisfied customers; lost orders and inefficient produ.ctlon. 

Ad a t oe of a ssuranc 
• Greater employee involvement and m,ot1vat1on. 
• Lower costs as defects can be corrected as they occur (rtght first 6me). 

• Employees are in che best: p0Sit:1on co det:ecc and correct fau l·cs. 

Dis d a _so q s ra e 
• Grea·cer dema:nds on em,p:loyees may reduce moti1vation. 

• Conflicts with focus on l1evels of output. 
• Cost of trai·ning and tf,me for checking at each stage. 
• Not a.111 products need a high standard of qualtty; so time is wasted . 

. 1so 9000 guarantees a documented quaUty assurance system and there are 
other government or industry awards for businesses that demonstrate qualJty 
assurance procedures. 

Qu:ality assurance: a system for 
assuriing customers that prroc,esses exist 
to m1a,nta1jn qua ~~ty at ,every staige in 
pro dluctmo:n . 

Qua I ity cont ro I.: 1he· methods u s·ed to 

cheok that qiuaUty 1s assure-d, ~ndudling 
Jnsp€ct1ion, testing1 rand!om sa1m1ples and 
involviin g the workforce. 

~----------------------------------------------~•C)!411Ul4!·•l~· 
Quatity control comprises. the methods used to check that qual.ity is assured. 
These indude inspec6on, testing random samples and involving t he workforce. 

Tradkional quaHty control has focused on quality inspectors testrng examp 1les 
of the finished products to check they meet the quanty standards. These are 
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chosen at random and if faults are fouind, more checks are carried out on the 
rest of the products. 

A ,a a es f r d. i I d qu ity control 
• Not every product has to be checked 

• Experts check quality. 
• R@g ular produc·cion probl@ms can b@ high.lighood and corrected. 

• Faulty produces are removed. 

Di a i i I n r Ii r 
• Not every product is checked - the method relies on sta:c:jstical technrques. 
• Negative for emp1l,o,yees as the focus is on detecttng faults. 
• No responsibil'ity o n employees for quallrty, so they are Jess ~ike1ly to .moriitor 

their product,ion. 
• Wasts resu1lts as faulty products are only found when fin ished. 

Involving the workforce in quality control 
Quality control need n,oc be carried our ac t:he end of producclon. le can be 
done ac each stage by empl1oyees checking ·chat they have met the quaHcy 
srandards involved in the~r task This requires employees to be trained in qual11ity 
standards and how to apply them. This kind of qua~ity control ~s found in qua~ity 
assurance and total' quafity management {see be'low). 

The link between quality and training 
Alli successful mechods ,of qualiity assurance or quaility control re1ly on chose 
checking quali'cy being properly tra[ned and equrpped. For inscance, quaHty 
control requires employees to understand samp'liing methods and s-catistical 
tests, quality assurance requkes employees to understand the organisation's 
qual~ty standards and total quality management requires. understanding of 
kaizen and internal customer/suppliers. AUi methods wil l req u1ire employees to 
know how to deall with subastandard products. Traini1ng 1m1ust be updated as 
production methods, custo1mer requirements and qualky standards change. 

· Total quality management 

Aims and affgctivangss of total quality managamant 
Total quality management (TQM) is a formal p,lan for quality assurance 
requiring commitment from the who:1e ,organisation and its employees to qua1li ty 
concrol 1n every cask. TQM incorporates che ideas ,of internal suppliers and 
cuscomers who comment on quallity and may use quality circtes ·co generate 
ideas co improve quali'cy. Th is appHes eh roughouc che production proce·ss, ·from 
q uaJi!t:y of raw maceria.ls co finished produce. Its main polnts are: 
• Get it right first t ime consiscently. 
• Al I staff must be com,m itted ·co contf nuous improvement Jn quaHty. 

• Build partnerships with suppliers. 
• A ll staff are educated and trajned in responsibllity for quality. 
• Supervisors should encourage_ not find fauft. 

• Problem sol1ving t:o be shar@d. 
• c ,lear ach1E?vab1e goals for each employee and cask. 

• Workers co take pride in cheir work. 

• An organ~sation scructure and cu lture to support the above. 

. Now test yourself 
11 Explain the difference becween 

quality assurance a.nd quality 
control. 

Answer on p. 208 
Tested 

Revision activity 

Use a table to compare the advantages 
and di sadvanta.ges of quality a.ssu ranee 
and quality control. 

Expert tip 

Remember char: 
• quality control is used to check 

quality 
• quality assurance involves setting 

up procedures to assure quality 
• to·ral quality management involves 

sening up a corporate culture of 
quality improvement 

, •••• ._,,,I IO • IO .,_. •••• ,, • ,, ,, ••~ ., ,, .,,, l, llo ,h,0-,, ••••• • •••• • • • • ••• U • ••h• U ••••• • • , , ... • • ••• •• •• ,i, 

, Revised 

Total quality management: ~nvorrves 
changing corporate culturre so t'hat an 
,employees a re ~nvolve d in co n1ti1nuo1J s 
quatirty i mprovem·ent 

Lean production and quality management § 



The potential of kaizen in TOM 
TQM incorporates kaizen as a key part of its pl,an. TQM demands that aH 
employees: 
• are committed to continuous tmprovement 
• share problem solvi1ng 
• are educated and trained to take responsfbil1ity for qual.jty 

These are vital components of the kafzen approach to continuous i1mprovernent 
Methods used to enact thfs indude qual~ty chains of internal suppl~er/customer 
relationships and qua"1ty circles where groups of emp1loyees meet to discuss 
quali'tY improvement ideas. 

_ Now test yourself 
12 Define TQM. 

ll Briefly explain the Ii nk between 
kaizen and TQM. 

Answers on p .. 208 
Tested 

~~----------------------------------------------------------~•l;ii41GIHaUl·ll ___ • 
Benchmarking is comparing a firm's procedures or products w1ith the best 
practice in other businesses. The firm can then chan~e its procedures or 
products to be ac ,least as good' as che best practice. 

The importance of benchmarking in quality control 
Successful benchmark1ng r@su.~ts in an improvement in quality. Being at least 
equal to the best w111 mean a bus1ness can present its products as market leaders 
and gafn a reputatfon for rel~abillity and quality. 

A a ta e i g 
• By using information gained from observing other firms, a business can 

improve q uali ity. 
• Best practiia? standards can 'lead co setting dear targets. 

• Cos1:s and wasce can be reduced. 

Di .. · g 
• 1·c is difficult: to gain accurate tnformati.on from other bus1nesses. 
• The temptadon is to copy rather thari build on best practice. 

• The cost of collecting information may be ~ess thari any gains. 

Project management 
A project is a particular business sche,m,e with a specific objective. time scale 
and budge c. lt usually concains a numrber of act:iv~ties and 1:asks that muse be 
completed, some in a particular order. Project management deals w,ith how 
resources are p~a.nned,, ,01rga.n~sed and managed ro compl,et:e ·che ptojecc 
successfLtlly from scare co finish in che sec time aHowed. Exa!mp~es of proJeccs 
rinclude chE! building of a scadiu·m and inscaHing a 11ew IT necwork. Aml,ev12,I project: 
manage,ment focuses on managing t~me. 

Benchmarking: comiparning a f i1nm's 
procedures or products wirth best 
practice jn s1m1ila1r f~rms ~n order 
to ide nt~fy and ca1nry out possible 
~mprov,ements. 

__ Now test yourself 
14 Define benchmarking. 

15 Identify two advantages and two 
disadvantages of benchmarking. 

Answers on p~ 208 
Tested 

Project:. a sefiies of a,ctjvirt1ies w~th 
a defi1ned beginning aind end that 
a re des~gined to achieve a pa rt~cular 
o bjecbve. 

.Project management: piainning. 
arganjs~ng and manag~ng resources to 
comp Jete a project w ithjn a se1 tiime 
scalle and bud get. 

'ji----------------l;@ti+• 
1Susinesses operate at two 1evels. Q,ne is the day-to-day activltfes fnvolved 
in finance, production, marketl ng and dea11ing wlth e1mployees. The other is 
che way iin which new activicies for change are thoughc of, planned for and 
implemented. Many of chese changes take che form of projeccs and need 
planning. Business e11vironmencs are al·ways changing, and projects are oftern 
a iresul·c of che need co r@acc to chang~ ~ for exampl1~, pr1CEi?S chang~ so rchat 
a business decides h: is worthwhiile oper11ng a factory 1n another counrry. This 
becomes a project. 
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Projact failure 
Project failure inclludes one or m,ore of the f.ol1owfng: 
• The project is not comp~eted at all. 

• The project is not comp1leted 1in the t ime alllowed. 
• The proJecc costs more t han the atnount budgeted. 

• Qual1ty is not what was planned for. 

Reasons and impact of project failure 
There are several' reasons why a project: may fait including: 

• changes in the business environme1nt - for example. a ferry termina'I 
baggage handl'1ng system has to be redesrgned ha,lfway through the project 
because ewe major new ferry .routes are opened 

• poor project management or interference by other managers 
• weaknesses in the project management team 
• cost overruns because prices rise unexpectedly 
• loss of focus on the bus,iness benefits - for examp~e,, a new burldi,ng is 

designed well but not all its fadVit ies are used 

• warning s1gns an lateness or cost overruns are 1gno:red 
• inadequate or mfs,leading communkation with cuscomiers 

Possiblie ~mplications of fai lure include: 

• loss in repucacion aind possible furure business 
• penalty payments for lac.eness or inadeq uace qua:iicy 
• loss of profit i·f costs overrun 

· . Now test .yourself 

16 Define project management. 

17 State three reasons why a project 
may fail and gjve an example for 
each. 

Answers on p. 209 
Tested 

4i~~~~------------------------------------------------------4•141f!Ult~l·1-l_J-
Nerwark or criti'Cal path analysis (CPA) uses a net work diagram of the activ1t1es 
needed to complete a project. The diagra1m 1 shows the tjm,e taken for each 
activity and the order fn which they must be completed. 

Constructing a network diagram 
To construct a network diagra1m, you need to: 

• fdent:ify a'II t:he project: act:ivit:ies and rhe t:ime t:ake.n for ea.cl, 

• identffy which accivicies must folilow another and wlhich car, be done at the 
same ciime 

• use this in format i'On co draw c he network 

Building studio rt gallery 

A lay foundaitAons and floor 10 

B Bu~!d wans 8 A 

C Add roof 5 B 

D PL3·stet" wal Js and cei ~ing 1 C 

E Install electrics 4 B 

r Flt wooden doorfram,es 2 D 

G Fn windows, door and pa•nt 4 D 

H Install hanging technoJogy 6 D, E 
--

' Fn outside fcxtu res 4 C 

Some act,ivlties need to foUow another. e.g. C must foHow 'B. Some ,can be done at 
the same time as others, e.g. ~ G, H and I can all be done at the sa,me time. 

Network d iagram: a diagiram 1ha1 
~dentin·es au fu,e actiwi1~es in a proJec~ 
the time they take and th-e order 1n 
whkh they must be completed. The 
di a gram ~s a1 key too~ in netvurotk 
a naiysis o:r critli cail p aith ainalys;s. 
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Main elements of the network diagram 
• Activities are the tasks to be co,mpleted. These are shown as a line with 

t'heir duration and an arrow to show d1irection. 
• Nodes identify t:he start and end of an activity. N,odes are shown as circles 

with earliest start time (EST) poss1ble for the next activ1ty and latest 
finish time (LFT) possible for the previ,ous acdvi·ty. The LFT shows the 1acest 
time an activity can be s·cart:ed without del1aying the whole project. 

• Dummy activities occur when an activity cannot start: untrl tvvo other 
act1v~ties have finJshed and t hese have the satm,e starting and ending nodes. 
To avoid a,mbi.guity, the dummy has a duracJon of zero and is shown as a 
dorced line. 

• Minimum1 project duration rs che shon:esc possib1le rime in which a project 
can be com1p leted. 

Critical path analysis: drawing th9 ngtwork diagram 
To draw up a inetwork d~agram, you need to work from left to right: 

• Draw a start node. 
• Draw activities as lines, each one starting and endfng at a node. 

• Make sure that acdvrties chat require a completed previous one foltow from 
the correct node. 

• Check for ar,y dummy acctv1it:ies and show ·rhese as a doct:ed line. 
• Show a finishing node to draw all acdv1t1es co ·the condusion. 

Using critical path analysis 
• Work from left to rfght and enter the ESTs, takfng che hlghest EST where 

there are two routes to a node. 
• Thjs will give the minimum project duration. Note that this is usually less 

than the total ttme for all the ijndividual act ivities as some can be ,carried out 
simultaneously. 

• Work from right to left and enter the latest fo1ish1ng times; starting w'ith the 
EST in t he finishing node as the LFT at that po~nr.:. U·se the lowesc LFT at 
each node. 

• The critical path is the sequence of acti,vi.ties th1at cannot be delayed 
wrthout delaying the whoile project. The activities on this path are critical 
activities and are shown w~ch two parallel lines on each criti,cal acti,vity. 

• Cr~ti'Cail path nodes and activities will have EST = LFT. 

Bui din a tudio art gal ry 

The figure below shows the netwo~k ESTs, LFTs. a dummy actiViity and the critica~ path. 

J/ = C riti ea I path 

Activity 
,J. 

- - - ;;;;; Dummy activity 

Network diagram: building a studio art ~llery 
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Activity: one of the specific ta1sks 
involved jn compl·et~ng a project. 

Node: idenbfies the start and fin•sh of 
an activity. Each is gwen an MderrtoYing 
number. 

Earliest start time: tlie earljest 
p osS1 ble ·brm e a1n1 actrrv~ty can start aite r 
the begtn n~ng of the proJect . 

Latest finishing time: itihe !latest 
possible t~me an actwiity can ftn4sh 
wrthourt deiayung 1he w holle project. 

Dummy activity: an acti~ty that has 
a durat:~ on oi zero and tit1id1 cates when 
an actMty cannot start unti~ ·two o1her 
activ~des widi the sa1me startjn,g1 and 
ending no des have fi ni1she d. 

Mini·mum project duration: the 
shortest poss~bie ·t~m,e in whjch a1 

project cair11 be completed. 

Now test yourself 

18 Explain what is shown by the 
following on a network diagram: 

(a) a line 

(b) a circle 

( c) two paralf el I ines 

(d) an arrow 

Answer on p. 209 

Critical path: the sequence of activ~ties 
that ,e arnnot be delayed wijhout 
delayiing1 the whde project. 

C rit ica I activities: act1vlties that 
cann o1 be della1yed wirtho ut de~ayin g t he 
who fe project. 



__. 
Finding min,rnum project duration and critkal path 
• Mi1n1innum1 project duration 1is 30 days. 
• Activitres A, B, C, D and H are critical activjties. 
• Actlvides E, F, G and I are nion-critfcal and can be delayed ·wit1hout delayi:ng the whole proj-ect. 
• Note rhat che cricrcal parh goes via rhe dummy activity. 

Cakulation of total and free JJoat 
• Total float and free float enable the calculac:ion of how long an acc:ivity c:an be delayed before che next accfvlry or rhe whole 

projecc: rs delayed 
• Totall float is the maximum l1ength of trme an acnivity can be delayed without delaying the w~ol1e project = LFT - duration - EST. 
• For act1ivity E total float= 24 - 4 - 18 = 2, meaning that E can be delayed for 2 days and the proJect will strll finish ,in 30 days. 
• Free filoat is the maximum lengch of dn,e an acciv1ity can be delayed without delaying the next activity= EST next acrivit:y­

durarion - EST. 
• ror actlv1ity E free float = 24 - 4 - 18 = 2, m,eaning that accivity E can be delayed for 2 days until day 20 beG1use H must start on 

day 24. 

Revision activity 

Produce a brie·f guide to critical path analysis for a student on work experience. 
Include brief explanations of the following: 

• nodes 
• minimum project duration 

• earliest stare and finish times 

• free and total fl oa c 

• the critical path 

the value of critical path analysis in carrying out a project 

CPA as a management tool 
CPA enables planning of complex projeccs with an indication of che cimes by 
which act:ivi6es muse be camplet:9d and how imporcant: meet:ing chose t trnes is. 
Thts enabtes efficiency and m~nim,ising of costs. CPA can do the fu ll:owing: 

• CaJiculace project duration, enalbHng deHveries for supplies and other 
resources co be planned. 

• Show when accivicies are scheduled co happen, enabli:ng resources co be 
avai,labl1e at exactl:y those times, prioritislng the cr1tkar accivktes. 

• Use EST and LFT co monitor progress and transfer resources 'from non~ 
crici;cal co critical actfvi·cies if necessary co prevenc la.ceness. 

• Use cotal f1loat and free fioat 'CO help decide which activities might need to 
be focused on. Those wl'ch high fioats can spa.re resources for more cri.ticaI 
accJvicies. 

• Decide whkh tasks can be carrled out simultane,ousl1y. 

• lndrcate when there might be resource constra,ints; especfall'Y llabour. It may 
be possible to carry out a number of activities at the same tlme but wrn 
c,here be enough resources to do t h,is? CPA can show how co use a minimum 
of resources for the project. 

• Be easi1y programmed into software packages to enable lean producci,011 and 
good supplfer and custo·mer rre l1a'tions. 

• Use 'what if' ana:lys~s to judge the effect of different possible scenarios. such 
as the effect of tak~ng m,ore t1me for one actlvity. 

Problems with CPA 
• It relies on accurate data; these may not be available, especially as many 

projects are new. 
• It encourages rigid think1ng and does not guarantee success. 

• k needs constant review, monitodng and managem1ent to be effecti:ve. 
• It encourages. a focus on tim~ng and speed rarher than quality or flexibiliity. 

Tota l float~ me max~mum length of 
t~me an actirvn:y can be delayed wH:hout 
delaying1 ·the w holle project. 

'ftee float~ the mrudmum length of 
t~1m@ an actwir1:y can be de~ay-ed wi1hout 
d e!layiin g t he next a ctiv•ty. 

-

Expert tip 
Using cr'i'tical path analysis can be 
time consuming. You must be able to 
draw and interpret network diagrams, 
complete them if there are missing 
elements. and undersra.nd how critical 
path analysis is useful when carrying 
our a project. 
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Revision activity 

An earthquake happens at 6.45 p.m. and a television company plans to feature 
the results on the 10 p.m. news. The producer draws up a list of the tasks that 
need to be done in order to make this possible. 

Production tasks for earthquake report 

l 

l 

A . ivity 

A 

B 

C 

D 

E 

F 

G 

--' 

Com m1un ~cate with local 
bro,adcasters -----
lntervi1ew earthquake expert 

Fi~ m and ~ ntervfew ~n 
ea rthQ uake areai 

Ern ergen~y plann ~nig officer 
i ntervj1ewed 

Stud~o review 

Prepare film 

Edit in1llm 

1 Draw a network diagram. 

2 Identify the following: 

(a) minimum project duration 

(b) critical path 

15 

20 

60 

20 

30 

25 

30 

3 Calculate free float and. total float for activity D. 

. ·, 

.P rece_ded 1 1,;y · 

A, B 

C 

C 

C 

4 Will the television company be able to show its pro.gramme on the 10 p.m. 
news? 

5 The emergency plannin_g officer cannot be located at once, and his interview 
takes 45 minutes. How might rh e company scill be able to show the 
programme on the 10 p.m. news? 

6 Evaluate the usefulness of CPA to the television company. 
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Costs 

-• Businesses take differing approaches to how they calculate the cost of a 
partkular product. A business might be d~vided up into sections, wrth each 
of them belng required to monitor and control its own costs as wel1I as to 
functiron profitabl:y - that is; operati n.g as a cost and profit centre. 

• When calcuJ:adng costs, it 1s essentfa,I that all costs are incl1uded. As we ll as 
the identffiabl1e vari1able costs.t businesses wi ll also need to cover their f ixed 
costs (overheads). 

• There are two ma1t1 methods that busrnesses use to calculate the cost 
informat~on required for decision making. 

Differences between full (absorption) and contribution 
costing 
ful ( sor don) os in 
• Full costing requires aU of the costs of a business to be 'absorbed' into the 

costs of the products made by the business. The variable costs identifiable 
with a part~culiar product or service together wfth ident~ffable indkect ,costs 
must both be covered. lilidirect costs that cannot be directly lrnked to one 
produce or another also need to be ·Covered. S,ome rm·eans of sharing out 
(apport:loning) those costs between the various products or deparcments 
muse be found. Thls can be dtfficulc. 

• Full costlng is used when a business produces a range of produ"ctS/services 
and needs rco cal1cu~at,e the price l,: should charge for a specific produce/ 
servh:e. The business needs co know the full cost of each product 'that muse 
be covered. 

• The apportioning o-f indirect cos,cs can vary dependrng; on whi,ch indfrect 
cost is invo1lved. The cosc of rent of a bus,ness might be apportioned 
accord~ng co how much space each of the pr,oducts uses. The cost of rhe 
human resources department is more likel,y co be apporcioned according to 
how many peop'le am employed in @ach cost centr@. 

• A business might also decide co aJlocace all indirecc costs based on the 
num,ber of emp'loyees in each departm,enr. 

• The business can use the fuH cost of a produ.ct co decide what pr1ic.e can be 
charged that would cover a1:1 of che cos·cs invo·lved. Some businesses wrn also 
include a desked ~eve II of pr,ofit lnco their ca.'lculac,on O'f fu l~ coses. 

Contri costin ( 
• Contribution costing is the cakulation of the cost of produciing one extra 

product. Any revenue gained above the marginal cost rs a contribution to 
ff xed costs and wi I' I be profit after al I fixed costs have been cove red. 

• In COintribut1on costing the busi'ness :is only concerned with the total varJable 
costs for a product or service. Fixed costs or overheads are not include~ so 
the 1ful1I cosf of maklng a produ,ct is not covered. The role of cor,tribution 

Fu 11 costing : requires that aU costs 
(iH~ed an di vair•ab te) are i ndlu de d ~n 1:he 
cost of production of a product. 

Co ntrib,uti on costing~ when onlly 
the va1fiiable costs oi a product are 
considered. 

Cost5 @ 



costing is to consider whether the p1roduct makes a posi,tive contribution to 
fixed costs or not. 11f a posttive contribution ~s made, 1t i1s worth the business 
manufacturing che product or providing che servke. 

• Contr1bution costing is onl1y used in exceptional drcumstances because 
ultimately an costs have to be covered. 

Appropriate circumstances for using contribution costing 
' e.. 1 s c 
Suppose a business has been asked co supply a bacch of produces at a price ,much 
lower chan eh~ would normally sell for. If che business were co use di@fiull1 cost:ing 
meohod, che order V!JOUld be rejected because t he total coses (FC + VC) of producing 
th~ order would noc be cover@d by th@ pric~ that the cuscomer is wil'lirng to pay. 

m .. ~·4';· • • 1 .. 1 ~· 

Compot Ltd makes ready meal's that sell to reta:ilers for $2 each. A major su.permarket has approached Compot Ltd to su,pply 
10,000 ready meals but 1t ,s on ly wi ll1ing to pay $1.50 per meal. The planned outpuc per year is 150/000 units. Fijxed costs per annum 
are $ 80, OOO. 

1Based on the praJnned level of oucpu·~ the costs of productio,n are as fo llows: 
• direct labour cost is $0.25 per un~c 
• material,s cost $0.95 per unit 

• fixed costs are $0.50 per unit 

Should Compot Ltd accept rh@ order frorn rhe supermarket? 

The full cosc: of production ls $1.70 (0.25 + 0.95 + 0.50)1 meaning that le w,ould make a toss of $0.20 per meal s-old. However, che 
flxed costs are already covered by the planned output. 

Us~ng contributio.n costing, rr is on1ly rh.e marginaf cost of che order thac needs to be considered Therefo:re, the costs of che extra 
order for 10,000 ready 1meals woutd be $1.20 (025 + 0.95)1 mean1ng that a contr,ibution towards frxed coses and profits of $0.30 
wou1ld be made per meal. Thi1s type of costing for art add1tiona1I order can only work ff the business has some spare capacity and ,if 
its current regu·lar customers do not hear that che business has been se lling ready meals at ch·is lower price. 

j r , ' d c1 s 
A busi,ness 'mighc need ro make a deci;Jo,n whecner it should continue co 
manufacture all its produces or whether 1c would be more proficable to buy 
chem in fro m1 anot:he.r b u.s1ness. 

The busrness w~ II be getting a contribution to fixed cost s if the price that it 
receives for the product is higher than the variable cost of ]ts ma11 ufacture. 
llf it dedded to stop production and buy the products in from, another 

manufacturer, the conthbuti,on to fixed costs would be l1ost. l he re'ma1ning 
products manufactured by the business would have to cover more of the 
fixed costs than previously. 

[ 
Contribution.: the dirffer@nce betw·een 

se Hing pri1ce and va rmabl·e costs. 

e ... :«-=1,.18~-------------------------------------------. 
Creative Arcs manufactiures large wooden ornamencs thac i,t: setls to rerailers at a price of S25 per item. lcs planin1ed outpL:rt for ehe year 
is 6,000 o rnam en l'.'S. Fixed co scs are $2 4,00 O. The variabf e cosrs per o·rnam enr are: 
·• direct labour S 8 
• dfrect materials $1 Qi 

Creat1ve Arcs has recently been approached by a local artist who has offered to suppl'y it w[th fdentical ornaments but at a prrce of 
onl,y $21. Should Creative Arts stop manufactu:ring ornaments and buy them fron, the local artist? 

Us~ng full costing, the ornaments cost Creative Arts $22 to manufacture, g1v1ing it a profit of $3 per ornament 

If i.t orders frnm the local arcisr1 ft wi ll pay $21 per orna,ment. If it continues to sell the o rnaments at $25 ir: now has a profit of $4 - or 
does ,it? It s~ilil has to cover its f ixed costs. Therefore, it has achieved a contribut·ion to fixed costs of $4 per ornament not a $4 profit. 

Fixed cosr.s are $24,0001 which 1s $4 per ornamenr, and sc:ill need co be covered whec:her or not ir manufaccures ·che onnamem:s. T his 
m.eans that t he actuaJ ·cost of each ornament bought in would be $25 ($21 + $4} 

Crear1ve Arcs mighr stm consider buylng in the ornaments rnc:her than making rhen, ff the produccion capacity could be used ro 
produce another product that coul'd make a greater contrihution to nxed c-osts. 
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T ci heth rt p prort cti of ro et 
The revenue from the sal·e of a product 1might not cover the fulll cost of 
production but shoLLld a busf ness stop production of that item? Contribution 
costing can be used ro 1make the decisi,on. 

jame1ee led manufacrures coordiirnatiing l1eisure wear. lr makes crousers, shirrs and Jumpers ,in march i1ng colours. 

The fixed costs for Jamelee are $·60,000, which are apportioned to c:he three icems 50%, 30% and 20% respective'ly. 

The bus,iness produces 1 B_ooo shirts, 10>000 pairs of trousers and 4,000 ju~npers per year. 

The costs and revenues are a:s fo llows: 

Fbced ,costs 3'0,000 18 OOO ., 12,000 

Fixed cost per unh 3 1 3 

Diirect ma'teria!s per un1it 10 8 8 

o; red 1a bou r per unit 16 12 6 

Total cos1 per unit 29 21 17 

semng prtce 34 24 16 

Profi1/~oss per unit 5 3 (1) 

Trousers provide a total prof1it of SSOjOOO and the shfrts produce a profit of $54,000. The jumpers produce a l,oss of ($12,rOOO). 
Shot.dd Jamelee Led cease production of jumpers? 

The answer is no. The ju1mpers are n·ot providing a profit but they provide a positive contribution to frxed costs of $2 each, 
meaning ·chat jumpers g1ve a contrlbution for the year of $12,000. ,If the ,production of jumpers ceased, the $12,000 of fixed costs 
would need co be covered by rhe remaining rwo ptoduccs. 

The shirts would need to cover extra fixed coses of S7f500 (12,000 x 50/80) and the trousers a,n exc,ra $4,500 (S1iooo x 30/80). 

The profit per unit for trousers would be $4.25 rather than SS, and the profit per unit for shirts would then be $2.75 rather than $3. 
The profitab.lity of the cwo remaini1ng produces has decreased as a resul't of lriavi,ng ro cover more fixed costs. 

A business m 1ighc have other poss 1ible reasons; besfdes profitabil'ity; to continue 
the productfo:n o:f a loss-.making product. In the case of the jumpers, 1irc ,might 
be because cusro:miers buy~ng a sihirt and trousers prefer to buy ·che 1m1acching 
Jumper from, che same producer. In chis case, if produccion of Jumpers cease,t 
che busrness cou ld find t:hat: demand for ics sh irrs and crousers fell. 

The business wouid a!s,o be maxri1m,is1ng the use of JtS production capacity in 
terms of both labour and equipment. 

o de4=" e bet e 
Somet]mes ·chere is insuffidenc producc:ion capacicy t:o produce the whole range 
of produces that has be@n made by a business. A decisi,on must be mad@ about 
whi.ch p roduct to stop producing. 

llr, such a case the business could ca~culate the contribut~on to fixed costs arid 
profits made by each product by mul·tiplying the predicted product1on/sales by 
tlhe contnibution per unit. The product with the lowest total contribu·tion 
would no longer be produced 

'hen enterin new m rket 
Contribution costing can be used when a penetration price is to be charged 
on products when entering a new market. In the longer ter:m.t the fixed costs 
must al:so· be covered, but in the shorter ter,m, the business m1glit on ly focus on 
coverfng all of the varlabl!e costs, such as direct l'abour and materlal1s. ,once the 
product has become estabHshed in ·che new market the pri'ce can be raised so 
that all costs wil l be covered fn the Ions; term. 

Revision acti·vity 

Draw up a table as in the example 
above to show the new figures per unit 
for trousers and shirts if jumpers were 
no longer produced. Calculate the total 
profit for the business a'fter stopping 
production of jumpers. 

Total contribution: contr~bution 
per unit mu liUpjjed by the number of 
produced/so ~d. 
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Diff9rence batw9en contribution and profit 
Contribution should perhaps be 1more accurately known as fcontrrbuc1on to 
fixed costs and profit~ Contribution per unit 1s a contribution towards coverfng 
the fixed costs of production. Once tlhe fixed costs have been fully covered~ the 
remain~ng concributions are profit. Contribution onl'y becomes profit afcer all 
fixed coses have been covered. 

For ~xampl@, a business producing 10,000 units of a product has fix@d costs of 
$5,,000 and a contdbutfon per unit of $2. It wi'II take .2500 contributions of $2 to 
cover alli the fixed costs. The ZS01st unit and ~ubsequent units produced will 
make a S2 contdbutlon to profit because the fixed costs have been fullly covered 
by the first 2500 contrjbutions per unit. 

Budgets 

· No·w test yourself 

1 Define contri bu.ti on costing. 

2 State two situations in which a 
business might use contribution 
costing. 

3 What is meant by the term fful I 
c.osting'? 

4 Distinguish between contribution 
and profi't. 

Answers on p 209 
Tested 

41ii~i-.-------------------------------------------------~Ddl¥1ft!Ji!·II ___ J 
Budgets are future f inancia~ plans drawn up wfth the ai:m of giving some focus and 
parameters for bus~ness .activfty. They can encompass finandal budgets and non­
finan da1 acclviti es. 

Measuring performance 
Budg@cs are freq u~n t:ly set: for: 

• cash 
• sales 
• marketing 
• production 
• adm1injstration 

The use of budgets can improve the performance of a business because they can: 
• help with overall bu.siness pl1ann ing 
• provide targets and/or lim,itations for the busi1ness and/or its departments 
• aid the effective aUocat1on of resources to the various business funcdons 
• add an el1emenr of coritrol as actuali figures can1 be compared t·n the 

budgeted ones 

• mo-civate depan::m·ental 1managers co work within cheir budgecs 

• he·lp departmental! managers co underscand chetr role in the achievemen:t of 
overa:11 busi1r1ess obJeccives 

Benefits and drawbacks of the use of budgets 
e 

• They introduce an el·ement ·Of financial. control. 
• They all,o,w senior managers to identffy parts of the bus1ness that are 

underperforming and to take conect1ve action. 

• Targets can be motivating ijf they are reaHstfc. 

• They can allow managers to see the impact of the;r bud.gee and chose of 
other managers on the overal:II ajms of che business. 

Dr wbadc 
• Un reaHstfc budgets can be demotlvating. 
• Managers might argue a case for a hrgher budget than is necessary. 
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• A 1m anager who has under-spent m ~ght buy unnecessary items co avoid 
hav1 ng eh e budge't reduced tM e fo I lowing year. 

• l1nflexibfe budgets might prevent a b11siness from ireactrng ro a sudden 
change in the market. 

• Lack of i11formatfon1 can make it difficult to draw up real1stic budgets for a 
new business ,or for a ·One-off project. 

How budgets might be produced 
• Budgets can take the overall business obje-ctive(s) as a stardng point. 

• They can break down che business object:ive(s) inco d~part:ment:al or 
div1sional1 budgets. 

• They are frequent ly based on what: has happened ii n, prev1ous years 'together 
wi,ch w,hat ·che busi·ness realisricallly expects co happen in che fut:ure. 

• D1iscussio11 often cakes place w:it:h che budget ho,lder(s) t:o agree the budget: 
based or, che business O·bj.eccive(s) and other available relevant lnformacioi:\ 
such as current: material' coses. 

• Using lase years figures as a st:arc,ing point This often results 1n the currenc 
year's budge·c being last year's figure plus a smaill increase. 

• They are set per haps month l1y or q uarter~y. 

Use of flexibla budgets and zaro budgeting 

e 
'It is usua.:I co fl(?x budgets when diffi?rences appear becw~en the budgeted and 
the actual figures - for example, if accual! output or sales are higher or lower 
t han expected. The costs assodat.ed with the output or sales would be ftexed 
to match the actual leve.l of output o r sales achreved. ff output were l'Ower than 
t he budgeted l.evel., 1t would be L1nrea 1listk for the production department to 
budget for the same amount of materi,als. If 1,000 metres of fabric was budgeted 
for to make 800 shirts and 011l1y ,600 shirts were actually produced.t tlhe amount 
of fabric required and budgeted for should also be ~ower. The budget woutd 
be tlexed to reflect rhe l1ower level of output. The budget would only 'include 
750 m,etres of fabrfc if 600 shirts were being p·roduced. 

dg tin 
Zero budgeting ignores any previous budgets and requkes that each budget 
ho 1lder puts forward a case for the next period's budget. They need to produce 
a pJan for ·what they expect to ach1eve and ·what they need to ach~eve it. They 
must be able to justify all of their figures. 

This method prevencs 'budge't creep1 when departm,ent:al budgets are increased 
sHght1ly ea.eh year without any detailed anailys.is caking place into whether or not 
an increase i's necessary. Thi1s can be wasteful and mi,ght not refleC'c che changing 
needs of the differs nt de part im en ts in a b u.sf n ess. 

Purposes of budgets for allocating resources and 
controlling and monitoring a business 
Reso rce lo tion 
The sertt:irig of budgets is Hkely to encourage a detai led p~an of what resources 
wH1I be needed and how resources are to be al1located in order to achieve t he 
best outcome for t he business. 

R)r exampte. budgeting can ,cause a business to identify that if a market 
becomes more com,petrtive, it might be senstble to a/llocate more resources to 
the ,marketfng departm.ent. The marketing depart:ment might see its budget 
increased to allow it co react co the market situation. 

Now test yoursjelf 

S Identify two rieasons why a business 
mi,ght set departmental budgets. 

6 Explain one benefit and one 
drawback of using budgets. 

Answers on p. 209 
Tested 

Budget ho lder: person responsib1e for 
the i1mpfen1,entat~on of a1 give·n budget 
He or she m ~giht lb e i111vo lved i1n the 
set tin g1 of the budget or ~t might be 
handed down 10 h ~m or her. 

Now tes.t yourself 
7 Briefly explain the difference 

between flexible and zero 
budgeting. 

8 Identify one situation when 
flexible budgeting might be more 
appropriate. 

Answers on p 209 
Tested 

- ---
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Co trol in and moni o in 
• Inefficient use of resources can be ii.dentified and corrected. 
• Progress towards achieving corporate or department objectives. 
• OverRspending budgec ho lders can be 1d@nt:ified and the cause of any 

overRspend ca.n be ,investigated (not ail over-spending 1s unnecessary; 
circumstances might have changed since the budget was set). 

• Th@ performance and progress of a d@partm@nt or d]vision can be rmeasurad 
against the budget. 

• Departmencs requiring additional! funding can be idenrcified. 

Role of budgets in appraising a business 
The success of a business can be measured by how wel'I it :meets the targets 
con·ca.ined in its budgets. These budgets may be closely reJated co busJness 
objectives. A business t:lhac exceeds che expeccacions 1n ·the budgets would be 
judged to be successful, while one thac ,cont~nually fa.Us co meet the expectacions 
ouclii11ed in irs budgets would need co ~nvescirgate che reasons for che 
underperformance. lt 1mighc be chat: the budgets were set: at an unreiliscic level. 

Now test yourself 
9 Briefly expla.i n one way in which a 

budget might be used to control a 
business's activity. 

Answer on p. 209 
Tested· 

~~------------------------------------------~•1#141Stli41.l ___ • 
The meaning of variances 
When an actual outco·m1e is different from the budgeted outcnm.e ~t is said to 
vary. The difference between the budgeted outcom,e and the actual outcome ,is 
known as the variance. 

An actua1 figure achieved can be better or worse than the budgeted figure. 
When the actual figure is worse, the variance ris sa:id to be fadverse' and when 
the actual figure is better,. the variance is said to be rfavourable~. 

V,ariance analysis is when the causes O'f any differences are investigated. 

Calculation and interpr·etation of variances 
A restaurant has the fo llo,wing informatton regard1ng its budgeted figures and 
actual figures for the month. 

Table 1 Calculation and i nterpreration of variances 

. • • • • 
I e -

Neutral Rent I_ 1,850 1.850 0 -- ---
Ing re dli,e nt s 2.45,0 2,800 350 A 

Heat and 320 300 20 F 
light 

Wages. 600 630 30 A 

Often a higher accual figure indicates an adverse variance, but not a·1ways. In 
the case of output:,. a higher actual figure chan che budgeted one is a favourable 
vari·ance bec~use chis indicates a higher than expe.cced leve,I of output. 

iln the case of the restaurant above, if the budgeted number of m,eals had been 
tOOO but 1JS0 meals were actua:lly prepared and served_ this would be a 
favourab le variance on the budgeted meals. An ~ncrease in the number of meals 
served co·ul1d also account for the higher cost ,of the ingredients and wages. Such 
varrances in costs shou'ld be assessed relative co output. 
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Variance: the drifference between the 
budgeted ·figure and the actual f~gure 
ach~eved. 

Adverse vatiance: when the actua!I 
firgure· is a poorar outco mre for 1he 
bus;ness than the budgreted fig1ure. 
Favourable variance: when the aid:uai 

-figure ach~eved is a better outcome for 
·the bus~ness i:harn the bu dlgeted fi giure. 
Variance an.a lysjs: tl,e process oi 
determini n,g die cause of any differ,ence 
between budgeted and actual figures 
and whetli@r the van.an ce ris f avoura bte 
or adverse. 

_ Now tes.t yourself 
10 Explain what is meant by a 

'"favourable varia nee·~. 
11 Explain what is meant by an 

(adverse variance'. 

Answers on p. 209 
Tested 

Revision activity 

Investigate and make a list of the 
various types of budget that might be 
produced in a business. Using that I ist. 
write down as many reasons as you 
can for why the actual figures for each 
of the budgets m ighc vary from the 
b udg~ted ones. 



Contents of published accounts 

41iii~~------------------------------------------------~•m41~14t!i41·II.______...J 
Amendment of an income statement 
AS Accounting fundamentals l·ooked at the concents of an income scatement but 
for A level you a.re requfred to be able to ,make changes based on 1nfo.rmacfon 
given. For example, if a b u SJ1 n ess had to pay a higher price· co pure h ase goods ·for 
sale1 che c,o,sc of goods sol1d would increase. If che se!Hng prfce ,of ·che goods was :left 
unchanged, the gross profit for the busi,ness would decrease. 

Thrs would be recorded in t he trading sect~on of the rncome state'ment. For 

example, the p rrce of goods to the bus]ness is increased by 10%. The effect on 
the trading sect1on would be as fo 111 ows: 

Sa ies revenue 

Open irng ~rnventory 

Putchas,es 

Less do.s •ng1 inventory 

Co.st of goods sold 

Gross pirofit 

Before the ch a nge 

$000 

80 

100 

180 

~ 

$000 

300 

140 

160 

After the 10 % increase 

$000 

80 

110 

190 

40 -

$000 

300 

150 

150 

Some changes will 1mpact on the profit and lo,ss sectlon of the· income 
statement rather than the trading section. For exampte. i1f the cost o·f el,ectr1cit:y 
co the business or 'C'he wages of iits workers increased, this would increase the 
value o'f che expenses borne by the busiine·ss and as a resu'lt would redu.ce· che 
opera.ting profit. So, if wages and etectrkity increased by 10%, cMe profit: and loss 
secci·oin would be affected as fo'lllows: 

Before cha nge 

$000 $000 

Gross profit 16,0 

Rent 10 

Wages 80 

Electricjty 10 

Offk,e s uppl•es 8 

Sundry expenses l .11.Q 
Opera1ing profJt 50 
(ne·t p rofjt) 

Af ter price increases 

$000 

10 

a.a 
11 

8 

i. 

$000 

1·60 

.112 
41 

Any changes affecting the rncome statement wf II affect the statement of: Ananc'ial 
position (balance sheet). An lncrease in the recorded expenses wrn decrease the 
retained earnings to be carded forward t·O the sratement of financial poskion. 

The statement of financial position (bal1ance sheet) records the value of assets and 
:liabil1des. on a particular day. The values recorded 1n t:he statement of fi nancial 
positron wil I change, for exam p·I e, if an asset is sold or if a new asset is pure hased. 

Now test yourself 
12 calculate the new gross profit if the 

cost of pure hases had i ncre-ased by 
15% and c he sel Ii ng price had been 
increased by 10%. 

Answer on p .. 209 
Tested 

Now test yourself. 
13 Based on the 1before change' 

figures., calculate the new operating 
profit if the cost of office supplies 
were to increase by 25% and wa,ge:s 
increased by 20%. 

Answer on p. 209 
Tested 
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The fo~lowh~g example shows the structure of a state:ment o,f financial. posftion. 

Cali brip pie stare men t of financial posi cion at 31 October 201 S 

Norn-current assets 

Pre1mises 

Mach,neiry 

Veh~des 

C un,ent ass,ets 

l rnventory 

lirade recewablles 

Cash aind cash equiva~ents 

Tota I assets 

Non-current liabUiities. 

Long-term1 loan 

C urr,ent I iab~kbes 

Trade payables 

Overdraft 

Total llmab~llities 

N,et assets 

Sha1reholders' equity 

O·rd~na1ry shares 

Retari ned earn ;ngis 

$000 $000 

500 

105 

~ 

125 

548 

201 

170 

458 

195 

650 

520 

181 

1Q1 

The statement of f1nar,cialr position (balance sheet) changes over time. If, for examp1le1 

a business se!lls some of ks non-current assets (fixed assets}, the totaJ value of non­
current assets on the statement of financfa~ positron will be reduced and the value of 
cash and cash eq u.ivalerits (cash and bank accounts) willl1 ~ncrease. 

For exa1mpl·e, if Calibrip p·lc sold one of i1ts vehicles for $5,000, the value of 
vehicles recorded on the scacemenc of financial position woul1d decrease by 
$5,000 to $40,,000 and the value of cash and cash equivailen·cs wourd increase by 
$5,000 'CO £206,000. 

If the asset had been purchased using a Jong-term loan, the l.oan woul·d be 
repaidt therefore redudrig the value of non-current liabrlides. 

The pu1rchase of a non~current asset would have the reverse effect. The valLte of 
nonacurrent assets would increase and the vaiue of cash and cash equival:ents 
wou1ld fa,11 ff the as~et was purchased usrng money rrom cash or bank accounts. 
If a roan were used co purchase the asset; there would be an increase in the 
'liabiliities of the business. 

Another im,pact on the value recorded in the statement of Fi n,ancial position js 
che way ~n which depredacinn is caJcufat:ed. The annual d~predat:ion of assecs is 
recorded as an expens,e 1n the income stat:ement. lf the method of depreciation 
changed in such a way that the amount: on the incorme scat:emen.t increased_ 
then the operadng profit would be reduced. The value of assets recorded on the 
statement of financia l position would be lower. Sim~larly, if the method of 
valuing inventory were changed, then the value of inventory recorded in the 
statement of Anancial posit~on wouJd be affected. 
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Now test yourself 

14 A business purchases a new 
machine for $40,000 using a 
long·term bank loan. Explain the 
changes that would take place on 
the statement of financial position. 

15 A business sel Is some of its 
production equipment for $20;000. 
There was an outscandi ng loan of 
$5,000 from the purchase of the 
equipment. Explain \!Vhat changes 
would take place on the :sta[ement 
of financial position. 

Answers on p. 209 
Tested 



lnve·ntory valuation 

The va'lue of h1ventory ~s recorded 1n the statement of finandal position. Th1s 1s 
done at the end of a financial perfo~ whtch is usua,lly 1 year. 

11t 1s r1m1portant that the inventory valluatfon rs as ac,curate as possi·bie. Jt shou.ld 
be va 1lued at cost or its net realisable value. whfchever rs the l1ower value. 

The difficulties of valuing inventory 
• The price pa~d for h1ventory (h~storkal cost) would give a factual1ly c:orre,ct 

va·lu.e but one that was fn the past. The current value might be h~gher 
or llower. Items that are no longer fashionab le aire Hke,ly to fal l in value, 
whereas items that are sought after and now jn short supp'ly m~ght have 
risen in va lue. 

• Damaged stock 1s unlik.e~y to sel,I unless repairs are undertaken. This adds to 
the cost of the inventory. Therefore,. the cost of repair mu.st be added to the 
price paid for the items. 

• l1nventory is valued on one day. The vaiue might be different on every other 

day due to ~ssues mentioned in the first two points above, or because 
purchases or sales of inventory had taken place. 

• Som,e ltems might never be sold and so their value is of litt1le or no benefit to 
the business. 

• If the 'inventory valuation is not comp.leted on the day scar.ed on the 
statement of finanda1 posftton, the accurate value of inventory m.~ght differ 
from that on the finandal state:ment. 

Now te·st yourself 

Revised 

Net real'isable value: the actuail or 
esti1mate di seH in g pr~ce of a,n rtem lless a1U 
the m.sts ~ncuflred in bringing that item 
to the rmarket. 

Tested 

16 A sportsw,ear retailer buys in trainers at a cost of $20. They are usually sold ac $35 per pair. Due to poor storage conditions, 
the trainers have discoloured. They can now only be sold at a reduced price of $15. What figure should be used to value 
the trainers? 

17 Some jackets were purchased at a cost of $30 but,. after a fire and smoke damage~ some specialist deaning at a cost of 
$3 per jacket was required co bring them back to a saleable condition. The expected ~elling price of rhe jackets after 
deaning is $50 e..a.ch. What figure should be used in a valuation of inventory? 

Answers on p .. 209 

~~--------------------------------------------------------------i•l;fl41itli¥1·1•l~J· 
The role of depreciation in the accounts 
Depreciation is a m,echod that spreads ttie cost of a non.-current asset over its 
esd ma t:ed economic I ife. Dep rec ia t:jon is recorded as an expense and ea n be seen 
to reduce che profic for the year. Howeve~ ·che taxatlon deparcment of mosc 
councries wifll dictate how much depreciari·on can be app.lied co a spedfk asse·t 
For example, if a government wants co en,courage investment, higher races of 
depredation mighc be allowed. This will reduce che operacjng prof1c (nee profit) 
further and therefore reduce the tax to be paid by the business. 1Depreciadon 
all.owances are set so that businesses cannot overstate the amount of 
depreciation simply to reduce their tax liabi11ty. 

The straight~l1ne method assumes that the cost of an asset js spread evenly 
over ~ts expected liifetJme. 'It also assumes that the equf.pment is likefy to have a 
residual value (resa·le value) ac the end of that ti,me. 
1lc ·is caJcula·ced as: 

d
. . . cost of equipment - residuaj va~ue 
epreoat1:on = . . 

estlma:t:ed hfe of the asset 

r 
Depredation: the apportionjng of 
the cost of a1n asset over rts antk ipated 
usefu I economic Me. 

-

Expert tip 

You are only required co know the 
straighr•line method of depteciarion 
for this Cl E syllabus. 

I • ~" " " ' , .. . • • ' '"' " "' '' • • • "" ' • • ' ' '" ' "'" ' ""'" ' ,,..,., ' "'",.'.," "" " ''" ' ., ,, _., , ,_ , , ,.. , .,, ,.. , , .. • "" "''" , ,,. , _., , _, , • 
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• J .-;;1111 •I r · 

An asset is purchased at a cost of $401000 and is expected to have a u:sefu1I Hfe of 
8 years. when it rs bel'reved that the machine will have a residual vaJ:ue of $8,000. 

The depredatro n would be 

40 /000 - 81000 . 
---- - =$4 1

1000 p-ell'annum 
8 ' 

$4,000 depreciation wou11d be recorded as an expense on the income state.ment 
each year. ·On che statemenc of financial posi~ion1 me original coses, che 
accumu:laced depreciat ion and the carrying amount: (net book value) would be 
recorded1 which after the flrs t year would be; 

$ 
40,000 

$ $ 

There are other m:ethods of calculating the depreciation 0,f assets. It can be 
difficutt: t:o compare the f inandal stacemencs of differenc businesses if they use 
different methods of depreciation. llt is Lm,portant chat businesses are consiscenc 
w~th the method u.sed so that comparisons made between the financial 
documents of different years can be useful and more accurate. If not, it is not 
possibl'e to compare li ke with like. 

The estimated useful l,ife of an asset is the basis for tlhe depreciation cakulatfon, 
but this can be difficuJc to estimate due to varying rates of ,obsolescence. For 
examp,le, cO'mputers and other :high-technology equJpment are likely to have a 
short useful life due ro che rap,id pace o,f change in such assecs. 

·1f a business ·Changed the method of depreda'tlon used ,or the r;:1ce at which a 
non.current: asset w.as d@preciar.ed, ·chis would have an lmpact on che value 
recorded ~n the statement of finandal1 position. 

Revision activit·y 

Draw up a list of the possible users of financial information and the type of 
information that rhey wouJ d be most interested in. 

From any sets of published accounts,. practise identifying the various elements, 
such as the value of non .. current assets, the value of trade receivables, trade 
payables, and current and non-current liabilities. The more often you look at 
financial statements, the more familiar you will become w ith the terms us.ed. 

-

· Expert tip.·. 

Remember t hat depreciation is a non­
cash expense in the income staternen t. 
It is not money put aside to replace an 
asset. 

Now test yourself 
18 A business buys a machine for 

$60,000 with an estimated useful 
life of S years. After 5 years the 
machine is expecred to have a 
resale vaJ ue of $5,00Cl Using the 
stra ight·li ne method, ea lculate 
the annual depreciation for the 
machine. 

Answer on p ._ 209 
Tested 

Analysis of published accounts 
1lnterested parties often use iratio analys,is to gain more informat~on about 
the performance of the business from the li,mited data contained in published 
accounts. 

mrm, m «nn~-----------------------------4•1u1,1a1,1t·ml ___ , 
Return on capital employed 
Return on capital emplo,yed (ROCE) measures che race a·c whkh the assets of 
a business generace prone. le shows how efficfenc the assets of a business are a'c 
gene.ratirng profit and ca1n be an fndicacor to potential shareholders of the return 
they might expect from any money invested i11 t:he business. 

The calcula:tion of ROCE uses operating pro fit (net profit): that JS, the 
businessJs profit aher aH overhead expenses have been deducted . The capttal 
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Return on capital employed: 
measures the· ra:te ait which assets 
generaite profit 



emp1loyed .is the shareho~ders- equity prlus long£terrm, 'loans; reserves and 
debentures. 

. 
1 1

__ d profit before tax a nd interest x 1100 return on cap,ca, ,emp~ye = . 
capital employed 

'For example, the ROOE of a business Wflth a p rof1r for the year of $500,000 with 
capit:al emp~oyed of $7,150,000 woul:d be calculated as fol llows: 

ROCE = 500,00 x 100 
7, 150;000 

= 6.99% (6.9930069} 

To judge whether or not 6.99% is a good return, th,s figure ·woulld need to be 
considered in terms of: 
• the return that cou1ld have been ga1ned from pl1acing the money 1in a bank 

account or by invesbng ft in an a,lternatiive venture 
• the return from previous years 
• the return enjoyed by other bus1inesses in t he same industry 
• ·rhe prevail'ing ~conom~c cfimace 

Now test yourself. 
19 Briefly explain why shareholders 

m i,ght be interested in the ROCE 
c-alculati on for a business. 

Answer on p. 209 
Tested 

~~~----------------------------------------------~·a«IMlflU!~m·l(==J• 
Inventory turnover 
Inventory turnover is a measure of che rate at which inventory enters and 
leaves che business. le can be calculated as fo~!ows: 

cos·c of goods sold 
inventory turnover = --. - · ----

1inve n t,ory 

1lt is usual to use t:he average inventory figure for the year: that is, the average of 
thf op~ning and dosing inv@ncory. 

Tine calculiation reveals how ,many times the amount of average inventory is sold 
each year or, on average,. in how many days inventory so,d. 

A business has the fot lowing invento ry informa·c:.ion: 

Open irng inventory 

Purchases 

Closi.ng ,invenrory 

Cose of goods sold 

$ 

40,000 

20.0,.0,,00, 

240~000 

30,000 
210,000, 

210,000 
i nvencory turnover= . . 

35.000 ($40,000 + $30,000, divided by 21 i.e. averaged) 

= 6 times p er year or every 61 days (365 + 6) = 60.83) 

Inventory turnover: measures the 
rate at whkh iinve.ntoiry en1ers and 
leaves a business. 

Is this inventory turnover efficient? This can depend on the type of inventory invo1lved - fo r example, bread sold after 61 days 
would not be acceptable but a televiis1on mi,ghc be acceptable. 

This ratio must also be compared to rates frorm prevtous years and also with those of other businesses tn the industry. 

Days' sales in receivables 
Thfs rs che average number ,of days chat: trade receivabtes (debc,ors) take co, set:clQ 
their debt:s with a business. ric ~s cakulated by: 

recelvables (debrors) 
------x365 

credt sales 

Days' sales in receivables (debtor 
days): m1e asu1res the aver a gre number 
of days taken by debtors to settle their 
d elbts w~th a bus~ness. 

Analysis of published accounts @ 



For example. a bus1iness has $325.000 of credit sales in a year and trade 
receivabfes ·of $48,000 at the end of the year. 

. . • 48,000 d d d trade receivalb1es turnover = x 3,65 = 53.9076, ~ 54 ays roun .' e . up 
325,000 

Can the bus~ness be happy that its rrade receivabl.es are settHng it:s dehcs after an 
average of S4 days? This can depend on: 

• The credit: extended to the busfness by its supplters.. If it has co pay for 
supplies within 30 days then the S4-day pedod could cause [liquidity 
p trob l1em s. 

• If t he business does most of its business on a cash basis and the $325,000 of 
credlr: sah3S is a s,mall propordon of th~ total sales revenue, i.t m·ighr not be a 
prob~em to the business. 

• One or cwo large customers who mighc take a long dm1e ·co pay and who 
d~sro rt t h E' overa 11 p·1 c tu re. 

Now test yourself. · 

Trade receivables: 1m,oneys due to a 
bus1iness for salles made· on oredtt . 

Expert tip 
~••• •• l o ll olU l•'•••oHIOIHoo• •••IHl ,llo hl••••H O OIU o, ••• 1 ,1, I 

A person or business owing money 
to a business is a debtor, but 
collectively, for the purpose of financial 
accounting/statements, debtors are 
known as trade receiv-ables. Moneys 
owing ro the business for reasons other 
than sales made on credit are ~other 
receivables'. 

, u, 11ttt1tu111u1t11111.,,11u111111111111111n111111rn111u1111111111u111u1111111111uu111 • 

Tested 

20 Explain why an inventory turnover as low as 18 days might not be acceptable for a shop selling fresh cakes. 

21 Explain why it is important ·for a business to control the length of time trade r-eceivables take to settle cheir debt with the 
business. 

Answers on p. 209 

~~------------------------------------------------------------------~·m«m,11,1,1,111 ___ • 
The gearing ratto shows. the relationship between the amount of capital that 
has been supplied by people or businesses externa1I to the business that requires 
1interest and the capital provided by che owners of a business. 

le shows how dependent: a business is on 1money borrowed from a11 external 
source: 

. nonwCUrn~nr Uabi~it:t@S (longwterm lo,ans) 
geanng = x 100 

shareholders' equity+ tong-cerm loans 

A gearing ratio above 50% is usually cons1dered co be high; one lower than 50% 
is usua'lly considered to be low. A high gearing rat io can put a business at r~sk ~f 
interest rates are high because the business might find it difficul.t to repay the 
loan and the interest. 
• hiigh gearing+ high fnterest ;;;;; high risk 
• l:ow gear~ng + low interest = llow risk 

• the lower t:he rat:io, t:he ,lower che risk to cMe busi,ne-ss 

The gearing ratio can determirie the sources of f inance that are available to a 
business. A business Wlth a high ratio is likely to exper~ence d~fffcu1lty obtaining 
a Joan from a bank. Shareholders might hes~tate to buy ,more shares ff they fear 
the business wi ll be unablte pay reasonabl!e dtvidends on the money 1nvested 
because high interest pay1ments must be made. 

llf a business is yie1lding high profits, the interest paymernts mighc no,: pose a 
problem. When proficabiHcy is lowerl the business m~ght And icse!f unab,e to 
service irs deb'C. ln ceresc paymencs must be 1m1ade regardless of how profitable a 
business ts and can threaten 1che li,quid~ty o,f a busines.5. 

The trend for interest: rates might be a faccor ~n any dee:is,ion made by a 
potential ,lender. 
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Ge a ring; measur·es the ~a1tion shjp 
b e1:ween ~he am10 u nt of ea pirtal suppl tedl 
from outs1jde a business that re quires 
interest 10 be, pa~ d and the capirta II 
supplli1edl by the owners of a bus•ness. 

Now test yourself 
22 Calculate the gearing ratio for a 

business rhac has I o ng·terrn I oan s 
of $75,000 and shareho lders.t equity 
of $ l 2·5~000. 

23 State whether the same business 
wou Id be considered for a bank 
loan and briefly explain why. 

Answers on p. 209 
Tested 



~~------------------------------------------------------------•4¥#?4·1 ____ • 
1lnvescor :ratios are used by exist111g and pocencia.l share?ho~d@rs co den~rm ine th@ 
financial benefits of retaining or buying share'S 1in a par6cular business. They can 
compare the !leve~ of d iv1dends received to other investment opportunities. 

Dividend yield 
The return on an ordinary share based on t:he currenc market value fs known as 
the dividend yield. 

d . . d d . lld dividend per share 
IVll en yte = x 100 

miarkec pri1ce per share 

d
._ .d d h totall amount of dividends 
1v11i en per s are = 

the number of issued ordinary shares 

The d]vidend yield m1ight be considered in terms of: 
• the return that could be obtained by placing the money in an rnterest­

y ie~dtng bank ace o unt 

• ·rhe dtvidend yield of other co·mpanies 
• che l'evel o,f risk fn.vo,lved - a htgher yield 1mighc be requ1red co encourage 

investment in a h1gh-risk company 

Dividend cover 
Thi1s is a calculation of ihow ,many t:~mes che cotaJ dividend could be paid out of 
the co,m pany's profit after cax and interest. This can give an ~ndkac1on of the 
'qualici of ·che dfvidend cover and how likely it: is chat: che level of d1vidends 
being paid can be malncained in fucure years. 

d 
. . d d . . profit after tax and interest 
,Vil en cover =----------

di1vidend paid 

For example, a co·mpany pays ou:t a total of £184,000 in dividends to the holders 
of orcMnary shares. The profit for the year a·fter tax and interest was $56&,000. 

d. 'd d 568,000 - . (30S6 d d ) 11~ en cover= = 3.11 c1mes . . . r,oun e up 
184~000 

In thls exampl'e the profit earned by ·che business can cover che d~v.ldend rc,o. be 
paid to shareholders 3.1 ti,'m,es. 

Price/earnings ratio 
This ratio illustrates the relat[onship between the earnrngs per share and the 
current market price of an ordinary share. Shareholders tend to, have more 
confidence in shares chat: have a higher rat10. 

.. . . current 1market price per share 
pnce/earn1ngs ratio := ----.------­

earn I ngs per share 

In an examrnation you might be given the value of the earning per share,, bu.t if 
not,. you ·wi ill need to, ,calculate 1it as foHows: 

. profit after t:ax 
,earn11ngs per share =-----------­

number of issued ord~nary shares 

For exa1mple, a company has a profit after tax of $370,000 and 400,000 ;ssued 
ordinary shares with a current market price of $5.50. 

370,000 
earn jngs per share ~ . ~ $0.9 25 

. 400,000 

. . . 5.50 ( d d t:.. ) pnce/earn~ngs ratio = = 5.95 . roun -e up uom1 5.9459 , 
0.925 

Dividend yield~ ~ows the r·etu1nn on 
an o rd~nary shar,e Jn reia1t~on to d1e 
current m,arket value of the share. 

Now test ·yourself 

r 

24 Calculate the dividend yield for a 
company ·that has a dividend per 
share of $0.4 and a current market 
price per share of $3.65. 

25 Calculate the dividend yield for a 
company that has a total dividend 
of S320,000, 400,000 issued 
ordinary shares and in which the 
current market price of its ordinary 
shares is $'5.80. 

Answers on p. 209 
Tested-

Dividend cover~ shows how many 
t~m,es the total d~v~dend cou~d be paad 
out oi the company1s profrt after tax 
and interest 

Price/earnings ratio: the re1a1tonship 
be1:ween ~e eamin gs per share and 
the current market priice of an ordina.ry 
share. 
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This shows ~hat the current market pr1ce of the ordinary share 1s 5.95 clmes 
!larger than the earnings per share. 

~~----------------------------------------~•E;IJ41#1414l·•L.----· 
• To ide,n dfy any ·ere nds over t: ime. 

• To· all'ow comparrsons to be made either of the ratios from the financial 
statements of previous years or with chose of other busines·ses. 

• To, help with the investment decisions of the current and potential 
shareholders of the company. 

• To judge how effidently resources are being used in a business. 
• To allow potential' l1enders, such as banks, to assess the risk invol1ved irt 

offering a lloan to a business. 

Strategies that businesses might adopt to improve ratio 
results 
A business ·crying co improv~ 11iqu1di1:y ra:cios m.,ight:: 
• arrange for eKcra funds into ·che business - for example,. from che owner(s) 

or a bank l1oan 

• decide co sell some unused equipment co bring m.ore cash ~nto the busfness 
• selll or !lease unused premises to another business - !leasing Vi10uld bring a 

regu:lar flow of cash inco che business 

• seH inventory; perhaps offering a discount t:o encourage purchases - this 
would only im,prove the acid test ratio and not the current ratio 

A business seek,ng ro improve proficabilit:y rat:i05 mig:ht:: 

• cry ·co 1increase labour produccivity to decrease costs per u.nk produ.,ced, or 
perhaps reduce labour co-sts through the introduccion of more 1machinery 
and che use o·f fewer employees 

• increase the sel ling pr~ce O'f the produce/service 

• cut or reduce spend1ng through cutting budgets to departments - for 
example, reducing expenditure ,on research and deve~opment 

Comparison of ratio results between businesses 
Stakeho1lders frequ.ently compare the ratfos for different companfes. They hope 
that comparisons show that their business 1s perfo.rmfng at least as well as 
others in t:he industry. 11f notJ they willl anal'yse the possible reasons for the under­
performance of their company. Thi:s all,ows them to make som·e judgement 
about ho·w efficlem:ly rhe business ls being 1managed. 

lncerna[ factors cou!d be che ineffiderrc use of resources or a:n increase in che 
cost of resourc.es, such an ,increase in wage races or an increase in r:he rat:e of 
inflat:Jon that has caused the cost of purchases to increase. 

Some d isappointing compar,isons are due to internal factors. A1lthough poor 
resul:cs can be expla,ined by internal ineffici,endesJ so1meti"mes they are due to 
external1 factors outside the controi of any individual business. For example; 
poor ratlos m~ght result from a global! or natlonal recession. 

Any ,cause for a worsening of a company's ratios should be ariafysed co 
determine if 1ic ,indicates a trend, perhaps refieccing the overal1I performance of 
che econom~ o-r i's ·che resul c of a one~off evenc, such as a nacural djsasrer. 

Limitations of accounting ratios 
Ratios are used to assess the performance of a company arid any changes 
in perro:rmance thiat has occurred over time. A lthough they can be used ·co 
compare the performance of one co·mpany w1th another, there are some 
recognised li,m,.icacions of 1cheir use. 
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Expert tip 
••• , .......... 1 ......... ............ , •• 1 •• , •••••••••••••••••••••••• 0 

When discussing the strategies to 
improve ratio results, analysis could 
be to dis cuss the imp Ii cations of 
the actions ta ken. For example, if a 
business reduces spending on R&D and 
is in a fast•rnoving, high .. technology 
industry, it is likely that it will fall 
behind the competition in terms of 
product development and los.e market 
share as a result. 

Expert tip 

When comparing the ratios o·f different 
businesses, it is impo rrant to be aware 
of any key differences betw~n the 
businesses, e.g. in size or whether they 
operate in different markets. 

.. .... .. ...... .. . . ........... . . ................. ... . 1 ....... . . . .. ...... .. ... .... ....... ... .. .. . . 



Difficulties with usin tios 
• The accuracy and u.sefu:lness of all of the ratios can be jnfluenced by the way 

tn which the profit for the business has been calculated. Different accounting 
techr,ii.ques might have been applied when produ.dng the financial 
statements for eariier years. 

• Different companies might be us~ng different methods of calculation of 
i te:m s such as de pre ciat1on. 

• Comparisons with companies in a different industry are unfikely to be of value. 
• Comparrng the ratios of busi1 nesses of differing sizes can be mjsl·eading. 

• Ratios at~ cakuiamd based on publish9d Financial it1formar:ion and a 
company might have adjusted its flnanda.l statements to present a partkular 
finandal condition to any stakeholders. 

• Economic condit:ions migh'c have had an 1mpacc on che ratios for a part:icular 
year and could produce unfair and/or unrealf sttc comparisons with other years. 

• Ratios a.re quanc1tat:~ve and ignore the ,quaHtat:1ve a.speccs of bus,iness acti1vity, 
e.g. whech@r t:he business 1s ethka.l rn irs act:iv1t:ies and whether iir uses 
re n ewa b I e sources far its :mi ate r jal s. 

nvestment appraisal 

-

Now test yourself 
26 Identify two Ii m itations of using 

ratio analysis. 
27 Briefly explain two reasons why 

shareholders migh c compare the 
ratios of different busi nes.ses. 

Answers on p. 209 
Tested 

--- ---

~ev~sio~ ~~_tivity 
Using, the financial statements of 
several business accounts .. practise the 
various ratio calculations. Make notes 
about why your results mighr be good 
or not. This wil I help you to develop 
analytica I ski I ls based on caJ cu lations. 

lil~~----------------------------------t•D;il&l&lt@B·li _ ___.. 
Mos·c bus~nesses exist to make a profit. Investment appraisal lnvoJves a business 
in crying to assess che !likely profitabflicy of undercakirng a parcicufar course 
of acdon,, usually invo,lvjng che purchastng o·f pre·m1ses and/or equ~pm.em:. 
Businesses need to know chac ~f they undertake a specific project, it wi ll be 
financially safe and willl a1:1aw them to reap some reward from the venture. 

The need for investment appraisal 
• To compare the expected outcomes of ·Com pet~ng options. 

• To estimate the costsr such as the cost of new premises; equipment 
or trainirig. If a business had to choose between i.nstaHing two different 
types of production equipment, initial costs of the equ·ipment together 
wfth any running and malntenance co,sts would be compared. 

• To est~mate the revenue in term.s of timescaile and si,ze of any return. 

• To assess the possible risk involved in a venture or to compare the relative 
risks of two or more possible investment opportun~ties. 

Different projects ,can have very diifferent outcomes ln terms ,of the profit 
received after aH coses 1have been covered. 

The future Vidue of any costs and revenue must also be considered as far as is 
possibl,e. It ~s accepted that $500 today wiH be worth more r:o us than if we have 

to wait :5 years to receive the same amount. The $500 could have been put rn an 
interest-beadng bank account and received interest. 

The significance of risk in investment decisions 
• AH investment decls[ons carry an el:ement: of risk buc the potentfa, risk can 

be minimised or avoided if businesses fully expllore the possible imp~ications 
of their decisions before em'barkf ng on any one course of accion. 

• When investment decisions are being made,. the busfness is on[y able to estimate 
cihe costs and revenues associated wich the project. ·investment appraisar is an 
a.t:cempc ·co for1malii-se chose escimacions and to compare a!terna·cives. 

Investment appraisal @ 



• A sudden economic downturn can change everychirig that has beeri 
predicted- anticipated sales might not occur and costs ,might prove to be 
much hlgher than expected if a per[od of hlgher inf.lation occurs. BuS1nesses 
use as 1much 1ntormacion as they can co assess the pos.stb,le risk of any parricular 
investment 

• l,nvestmen't dedsions will loe based ,on past ~nformation and what can 
reasonably be expected to happen in the future. However, even consistent 
and scable past trends canno·t guarantee that the same ·crend wfll ,continue in 
the future. For exa,mp 1le, the finandal crash of 2008 caused a lot of changes 
in the financiaJ ·crends in many bus1nesses. 

No·w test yourse·lf 
28 Identify two reasons why a business 

would undertake investment 
appraisa I before begj n ni ng a new 
project. 

29 Identify one risk that a project 
mig_h t encounter. 

Answers on p 209 

~1----------------------------------------------------C•;IQltlU!&tl·l:l ___ t 
An important part of investm·erit apprajsall rs the prediction of future cash 
inflows and outflows. 

lnterpratation of cash-flow forecasts 
• Cash-Aow foreca.st:s are drawn up to show the predicted costs of an 

investment project and the antidpated revenue. 

• The cos.t:s wi ll include the cosc of purchasing pri!mi1ses and equipment, and 
any maintenance costs (this might be annuall servicing and rep,ai:rs). 

• Wage coses and utility coses,, such as for eteccddcy and water, wim be e?scimared. 
• Market research should be used as a bas~s for the predfcted revenues. 

Uncgrtainty in cash-flow forecasts 
The further rnto the future predfctrons are made, the more posslbrHty there fs 
t hat t he esti:m,atlons wil l be wrong. 

? . 
• Customer tastes and preferences might change, making a previously popu:lar 

product undesirabre. 
• Competitars' acdo n s or tee h no lbg ical eh ange might ah:e r reveri ue s or coses. 

• The race of inflation may go up or down, ma.king cost: prediccions unrelfa.b,le. 
• Parcicular costs ,o·f mar.eria:ls ·Or labour might change. 
• The genera1I economic environm·enc, such as a natronal or worltlwide 

recession or boom peir1lod, could change spending patterns. 
• Trade union act[on might .result in wage rates befng increased above the 

previously anticipated rate of increase. 

For rchese reasons, once a proJect h.as begun, it ~s important that constant 
reviews are undertaken to assess whether any correctfve accion Js needed. 

There mtg ht be dimes whenJ even tho ugh a lot of money has been invested 
in a p roject, the project shoul'd be abando r1 ed and all moneys invested 
should be written off. It i,s sometimes more expensjve to continue with an 
unprof1tabl·e project than to stop and to bear the l·oss of any money already 
invested. 

Some changes are unpredi,ctab1e and would make it impossib1le for some 
investment proj,ects to be profitable. The financial crisis of 2008 caused 1many 
businesses co fa~1I - che excent ·Of this crisis could noc have been predicced. 

One~ something happens to changQ the @nviro nm@nt fn which che lbusin~ss 
opera.test the business must react to the new situation rather t han Gontiniue 
with planned activ~t~es that might no longer be viable. 

When using cash f1lows for investment appra,sal1 purposes, the cash filows are at 
today's val1ues and have not taken the effects of infl.ation into account. 
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Payback m9thod 
This method calculates the time it wflf take far the revenues (cash j,nf1lov,1s) to 
cover ful~y the cost of the investment (cash outflows). 

The ·time of the· inicia,I invesoment ls usually termed year o,. rn year 1 'the cash outflows 
and che revenues are added cogether to give a net cash inflow (th is could be a 
negative Aigure in ear~y years and would therefore increase the money to be 
eventual1ly recouped from future sales and profic). The nee cash flavv is deducced 

from· the rose of the initial investment co give a 'cumulative cash f low' for year 1. 

·-----------•4¥#M·l __ 9 

Now test yourself 

30 Define rhe rerm 'payback' when 
referring to investment appraisal. 

Answer on p. 209 
Tested 

The rab'le bel,ow ~,ndicates chat ln ·c:he firsc year producrioh ·muse have scill been very low. Per.haps a lor of train1ing on u$lng t:he new 
equ:ipment was required or perhaps t here were soime earl,y df fflculties and poss~blly rnodi·fi'cation needed. The revenue from the 
product gradually increased and the cost of the initial investment and running costs was recovered in the 5th year of this project. 

0 (450,000) 0 (450,000) (45,0,000) 

1 (40,000)· 45.000 5.000 (445,000) 

2 (40,000} BO.OOO 40.000 (405,,000) 

3 (40,000) 160,000 120,000 (285,000) 

4 (40,000~ .240,000 200,000 (85~000) 

5 (40,000), 270.000 230.000 145,000 

6 {40,000) 310,iOOO 270,000 415,000 

The calculation of the precise payback period is achieved by using the amount stiill required at the end of the year before payback 
is ach ·ieved as if o·l lows: 

.b . k . d amount s~m co be recovered 
pay ac per10 . ~ . . 

,net cash flow in fo'l lowing year 
85,000 

- x 12 (months) or S2 (weeks) 
230,000 

= 4.4 months 

The i1nvescmenc: pays back i·n 4 years and 4.4 months. 

This is acceptabte if c:he business has an objective of payback occurring with,i.n 5 years. However1 if the objective is to undertake a 
projecr rhat: needs co pay back within 3 years, chiis parr:icular projecr should nee: be unden:ake.n. 

Accounting rate of return (ARR) 
Thi,s mechod calculates the expected recurn as a percentage of the cost of che 
orig;nal 1nvescmenc over the a.nt~dpated t1fetime O·f the project. 

l!l· ~t:, •• ,nt~-------------------------a 
Using the exampte above, the investment cost1ng $4501000 yields a cumulative 
cash flow over 5 years l1ess the cosr of che inic: ial: invesr:menr (which we :cake as 
profit at this level of study), 1.e. $5951000 - $4501000 = $1451000. 

The form ul,a for acco un t ing rate of re turn is: 

average annual profit 
accounting rate of return = ----------­

initial! cost of investn1ent 

Therefore: 
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You are unlikely to be asked 'CO calculate ARR wlthout be1ing required 'CO make 
some comment about whether the return 1s acceptable or not. The business 
mlght have a mfnlmum return that it requjres on all fnvestments -1f that is 5% 
chen this i:nvestment meets that cr~terion. However, ~'f the required return 1s 7%1 
this i1nvestment would not be pursued. 

The ARR would also be compared ·co t:he return that could be ga1ined if the 
money was us~d in a diff@rent: way. For examp·le1 if pl'acing th@ money in an 
1nterest·bearing bank account could yield 7%,. or even 6.44%, the bank account 
wouJd be the better opdon, assuming that this returrn l,asts the l1ength of the 
proj,ect. Pl'acirig the money ~n a bank account woulld avoid aO the t:im,e and effort 
of a business project and would probably carry a lower dsk. 

~·~------------------------------------------444\4&. ____ • 
The invescment: appraisal' methods abov~ assu.:me chat: money re,ceived in 
5 years' ·cime has the same value as money coday. That ,ls no·c crue: $1'45,000 wi ll 
be worth more to us today than the sarne amount in 5 years' time. Inflation in 
an economy reduces the pur,chasrng power of money over tirne. The money 
in our possession today could be p1laced rn a bank account where i:t could earn 
interest over the 5 years. 

In fnvestment appraisal; we use a discounting factor to allow us to Judge the 
value of money that wHI be rece1ved ln the future corn pared to its.value to us if 
we had the money today. It ,is common~y beHeved that the di1sco,unt:i11g factor 
ref lects ·che rate of fnfJation. Whil'st it is accepted ·chat l1nf'lation does reduce the 
fucure value of money, the drscouncing cables are based on che cosc ,of caph:al or 
che prevamng rate of interesc for 1chat business. 

Discounted payback and net present value 
Expert tip 

D,iscounted payback recognises that money rece1ved fn 3 or 4 years' time wlll not t 

have the saime valu.e as if the money was in our possession today. 'If we had the 
$11451000 today we could place fc in a bank account ancl if the rate of interest 
was 5% ac the end of 1 year, we would have $145,000 + $7,250 :::: $152,250. In the 
second yea~ t:he inceresc would resuh: 1n us having $11S2,2so + S% = $1591862.50. 

Di co d 
Taking the net cash flows from the exampl1e above, you need to mulitiip11y each 
one by the di·scountlng factor relevant to· each year. 

Using an inceresc rate ot 1i0%, the calculacion would be a.s shown ini Tab,le 2 below. 

Table 2 Calculation of discounted payba.ck 

Although there are formulae for 
working out the various discounting 
factors .. there is no need for you to 
learn ·them. Any dis.counting factors 
required to answer a question wil I be 
given to you in the examination paper. 

0 1.00 (450"'000) (450,000) (450,000) 

1 0.91 5,000 4,560 

2 0.83 40,000 33,200 

3 0.75 120,000 90,000 

4 0.68 200.000 136,000 

5 0 .62 230,000 142,600 -
6 0 .5,6 2701000 151,200 

Discoundng the net ,cash flows shows that, ~l'l thts exampte1 che ·Cost .of the iinvestmenc 
would not: be n~co~red until pare way through 1:h~ 6th y~ar, wher~as without 
the discounting the payback pedod occurred during the 5th year of the project. 
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(445,45,0) 
-

(412,:ZS.O) 

(322,250) 

(186~250) 

(43,650) 

107,550 



res t alu 
Net present value (N!PV) refers to the discounted valiue of net cash flows at the 
end of the investment period after discounting has been appHed. In this case the 
investment project has a net present value of $107.550 after 6 years. This means 
that it wiill be appropr1ate to go ahead with the project 1f its 11fe span is 
ant1icipaced robe 6 years. If l'c is only 5 years, che N PV willl be negative, iindicat:ing 
that ·che proj,ecc is no·c worchwhi le. 

Internal rate of return 
lnternai rate of return (IRR) 1s the point at wh~ch the NPV (using drscounted cash 
flows) is eq uall to zero. rf rhe IRIR is 14% and the prevailing 1nterest rate is 7%, the 
project woul'd be profitable The blgger the difference between the prevail'lng rate 
of interest and ·che IRR, the more profitabl'e a project is likely to be. A lterrrativeiy, 
the higher the IRR, rhe higher the proficabilicy of a proposed investm,ent. 

_ Now test yourself 
31 Briefly explain wha r is meanc by a. 

d.iscou nted cash flow. 
32 What is me-ant by the term I net 

present value'? 

Answers on p. 209 
Tested 

~---------------------------t•IUl}!Uli41·1•_ ............... 
Qualitative factors that might influence investment 
decisions 
The rinvesc.ment appraisal methods outlined above are all quantitative mechods. 
However, chere are qualit:acive factors c·hat should 3Js·o be cakein inco accounc. 
Some quaHtat1ve faccors might: even overrfde die financ1al aspects: 

• Pollution. For example, if a project will pollute the environment, it would 
hopefully not be pursued even though it might be highly profitable. 

• Empl'Oyment leve·ls. Socia~ considerations are sometimes judged ·co be 
rm portant - for example, the negative impact on employment leveils if 
workers are rep'laced with machinery. 

• Is che q ual·it:y o·f the produce l,ikely ro be the same? 

• Wi'II staff training be required? 

Comparison of invgstment appraisal methods and their 
limitations 
Payback method does not take fnto account any profit ach~eved after the 
payback period, nor does it consider the time value of money. It is a~so 
considered to be very simplistic and at best on ly a bask: guide to assessing tine 
potent1al viabil1ity of an investment. 

Discounted cash filows attempt to take account: of the time value of money but 
they can only be based on what: ijs reatiscicatly expecced ·co happen. Sudden or 
unexpected changes can rmean chat all assessments O'f potential invest·ments are 
rn ow in accura:ce. 

Investment apprai:sal methods that: a re bas.ed on profit can have d~fferent results 
depend i:ng o n the method of depredation used because this would influence 
t he amoun t of p.rofit. 

Ca1cu11atio11s based purel:y on projected returns do not consider the amount of 
r~sk involved in a project. Some bus,nesses are more inclined to undertake risky 
projects than others. A hfgh-rlsk project might be requfred to give a h1gher return 
than a low-risk one. Thf s would be seen as a reward for the amount of risk ·caken. 

Due to increased med1a and pressure group accivrt:y, modern busr.nesses need co 
cons,ider th~ q uaHtat1ve aspects of an 'invest1m.@nt as well as the quantitative 
fact:ors. The ]increased use of the 111t:ernec means that cusco1rners are quickly 
informed 1f a business is acting 1n an undesirable way, and customers 1m1ght 
boycott the business. 

Now test your·self 
33 Identify one qualitative factor that 

a. business might consider as pa rt of 
investment appraisa I. 

Answer on p. 209 
-

Tested 

Rev is ion activity 

1 Using as many past papers as you 
can and any cash-ft ow i nformat ion 
given, use each of the methods of 
investment appraisal to calculate 
the potential return for a business. 
You need to practise your 
arithmetic accuracy as much as 
possible. 

2 Practise explaining why a business 
should or s.h o u Id not undertake a 
particular project. You will always 
be expected to discuss the resu It 
of any calculation and the possible 
i m pi icati ons for a business. 
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What is strategic management? 

1--------------------------~·~;Jl~litlil;fi!I•-~-• 
Str,ategic management is the analys,ls; deds1ons and actions an organisation 
takes in order to create and sustain ·co,mpetitive advantage. 

Corporate strategy, tactics and strategic management 
Strategic management sets out a framework that businesses can use to achieve 
Siuccess. t.t deal,s with the answers to these questions: 
• W here are we now? A n analysis of t he m,arket and t he economk 

environment in re 1latio n to available resources and the competition. 
• Where do ·we want to be? Choosing betw.een the options that the analysis 

polnts up as possibilkies. 

• How do we get: there? lmp:iemencrng act:fons that: wm lead to the chosen 
position. 

Strategic 1ma,nagement begins by setting out a v1s1on and objectives for t he 
business. Thjs will help determi1ne the route taken through the strategic 
dec[sion .. mak~ng framevi10rk. This is shown in Figure 1. 

Levels of strategic management 
Strategic: thinking takes place at three dWferent fevels - corporate, business and 
funct[onaJ. These have to be ,integrated and work together to reach the overaH 
corporate objective. Communication between the different parts of tine business 
ls essential for success. 

rpo rat st r te 
Corporate strategy sets out the overall objective and questtons fo r the business 
in working through t he strategk framework. All parts of the business then have 
to pl!an their actions in the light of t his overall strategic thinking. Exam pies of 

corporate strategy i:ssu.es are: 
• Shou1ld we grow by integratio n or by increasing sales? 
• Does our future lie in do.mestk: or export: :m1arkets? 

~ ~ r 
1Sus~ness strategy applies ro a part of che whole bus~ness - for inscance, che 
domesci:c buHdlr,g department of a conscruction business. Each pare of the 
business muse make decisions chac wi ll Jead co che overall corporate objective 
b~1 ng reached. 

F . i n r 
Functional strategy appHes to each functional area - that is, market~ng,. f1nance 
or production. Decisi1ons in chese areas muse 'Cake account of che corporate 
objective and work towards achiev,ing ic. 
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St rategic managem ent: the analysis. 
d ed~-ons and actions an orga n~satio n 
takes jn order ,to oreaite and susta,n 
competli"tive advantaige. 

M,iss lon. vision. objectives 

Strateg,ic .anaJysi,s of market_ 
c:om,p etiti on am:!: ec·O nom ic 

envi,ron ment a,n d of 
1n"te-rnal resources ava~lable 

Strategic choices considered 
a:nd decided 

Strategic choices implemented 

Ev.aluation of strategy 

Figure 1 Strategic management framework 

Now test yourself 
1 Give one reason why setting an 

appropriate objective is important 
for strategjc management. 

2 Outline the stages of strategic 
management. 

Answers on p. 209 
Tested 



Strategic management and tactics 
Strategrc 1management gives the framework for the way a business wi1H develop. 
Tactics are the methods used to achieve each objective in the framework They 
provide ·the means by which ·che strategy is impl,emented and are usuallly carried 
OLtt by d,ivisions or functional areas. Tactics ,can be altered with1in a strategy 
framework when needed. For examplie: 
• Obj'eccive: to become the thlrd largest retail store in ·che world by 2017. 
• Strategy: to· open branches in ten new countries. 

• Tact ic: to pos1tio11 new stores in the five largest cit1es rn each country. 

The need for strategic management 
Strategi·c management enab1les a business to decide essentia'I information about: 

• the reasons it: exiS:ts. 
• ·c1he market env,ironment it: operates in 

• the opportunit 1ies and t:hreacs facing ic 
• the possibilities for achi:eving objectf ves 

It then enablles a bush1ess to: 

• plan and carry out miethods ·co achieve objectives 
• coo~dinate activities of departments and functional areas 
• detect and respond flex1ib'ly to changes 
• eva.luate and review progress towards obje,ct1ves 

Strategfc management enahles a business to have darity and certainty about 
what it is doing. It enab!les a dear> planned response to change and ,effectlve use 
of resources. Each stage of the fra1m,ework is key 'CO this process. 

Table 1 How straregic management is important 

[ 
Ta,th;s: the methods a1 business uses to 
ca1rry out a strategy. 

Now test yourself 
3 Using an example, outline the 

differ-ence between scracegy and 
tactics. 

4 Outline three are.as about which 
strategic management can provide 
information. 

5 Outline three changes strategic 
management might achieve. 

Answers on p. 210 
Tested 

VjsMon, mission, 
objectives 

Sets out purpose. I Giv,es .. a me~sure to 
check progress. 

G1ives purpose to 
employees.. 

I Defines de·ar goals. 
I 

Ana tys1 s of external 
environment 

Anaf¥sis o.f ~n'ternat 
resources 

Strategic dhoke 

Strategic 
~implementation 

Evall uat1on 

I 

Sets out legal, 
pol1iticall and economjc 
frame-work and 
changes. 

Defines bus~ness 
s1rien grths and 
weaknesses. 

Sets out possEble 
act~ons. 

"'anned actions taken. 

I M,easu res de-giree oi 
succe,ss. 

Sets out comip-etrtors,r 
actions. 

Defines reso,urces 
arvai lab~e. 

C ons1ders a1dvantages 
and disadvantages~ 

Matches plans to 
market cond irtions. 

Gives flexibi1llty in 
chang,e. 

Chandlers assertion that strategy should determine 
organisational structure 

Sets out custom er lnform,ed ded51,ons. 
i1nformation. 

Enables understand~ng Informed dedsions. 
of factors wrthin 
control. 

Ensures resources Informed dedsions. 
matoh actions. 

Tactics carry out Planned actions. 
stra'tegy. 

Coo"tinuo-us- f-eedback. I Better deds1ii0ns. 

Revision activity 

Accord~ng to Chandler, strategic management is 'the det.ermination of the basic long­
term goals and obJectives of ari enterpr~se, and the adoptron of courses of action and 
the allocation of resources necessary for ,carrying out the goa11, whiie organisatron 
structure is the design of organisation through which the enterpdse is admtnistered~. 

You have just been appointed as rhe 
first :strategic executive manager in 
a medium-sized furniture-making 
company. Prepare a brief presentation 
to ·the board that sees out what 
strategic management is and why it is 
important. Chand~er's study of large businesses made h1im believe that once strategic 

manage,ment was i1n place; the organisation structure was changed to reflecC" 
how che s.tracegy wou!d be conducted. His key findings were: 

• S(rategic management: should be decided at che· top or centre of an organ1sat:ion. 
• lndi1vidua! business unfts then decide tactks to carry out the strategy. 
• Structure fo llows strategy. 
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He studied US congfomerates and found every one had grown by 
diversificatfon - that 1s, by entering successfve new different product markets. 
Al~ adopted a sfmilar structure that Chand!ler cailled the 1M form1' where: 
• Corporate strategy was set by top manage1menc. 
• Product or geographic business units adopted the'ir own tactics. 
• Central managen1ent coordinated . 

Chand1er's model, (F;gure 2) relates structure to strategy. 

External enYironment and irts changes 

Opportunities in 
t he market 

Jnnovabiori in 
technology 

Threat from 
co m p@1frtio n 

I 
~ 

Corpo rat@ strategry developed 

+ 
Organisation structure changed to reflect strategy 

Figure 2 Chandler's model 

How business strategy determines competitive advantagQ 
On the wor~d scale; g~obalisation is making markets m1ore competitive with 
i·mproved communkations, freer trade and businesses entering internatfonal 
markecs. Domestic rmarkets are becoming more consumer driven, wh:h existing 
fiirms facing new c,01m petitors, more widespread and sophisticaced marketing 
m,ethods and wlder consu,m,er cholce. Being successful invo1lves mee·cing 
consumer needs with a compet:i'cive advantage. 

This advantage is what strareg1c managernent ,can g;ive a business by providing 
p.lanned methods to achieve appropriate objectives Hnked to a. fod l understanding 
of market conditions_ internal resources and possible actions. If there is no 
strategk management, a business w1 II not know ~ts strengths and weaknesses, 

be ab le to detect opportun ith;~s or threats, or be effecttve in its choice o.f 
,methods. 

Strategic analysis 
Strategic management analysis ~s what comes after deciding a mission state,ment 
and obJeccives. It analyses che resources avaitable and the excerna'I environment 
che business ~s operating in. Finallx i'c considers facco,rs resulting from these 
influences t:hac wiM ace on a business. This is done by using a variety of methods 
chac answer t:h-e quesclon 'where are we now?' 

Expert tip 

Remember that st rat1egic: mana:gement 
deals with the whole business. Make 
sure, even with a brief corn m ent., 
that you show how the strate1ies 
of tuna io nal areas or business units 
contribute to the corporate strategi<; 
objectives and framework. 
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Now test ·yourself 
6 Wha·t is Chandler"s conclusion 

about the relarion berween 
strategy and structure? 

7 Explain the "M form1 structure of 
large conglomerates. 

Answers on p. 210 
Tested 

Revision activity 

Yousef produces I eather shoes, 
wallets and purses to sell to tourists 
as souvenirs. Because they are good .. 
quality, handmade items, he has 
expanded by adding a small factory 
for his outwork.er~. He uses the low 
level of wages and government grants 
co keep costs down. He thinks he 
might be able to sell directly abroad 
at significantly higher prices and has a 
r-elative in Germany who has offered co 
help him. He is aware of the costs and 
risks in exporting, including the effect 
of exchange rates and competition, and. 
he thinks he might have to move to a 
more efficient production system. 
Discuss how Yousef might use strategic 
management at this stage in his 
business. 

~i\'t·l~~------------------------------------------------------------~·m1m@1Gtat1@·!11•-~-~ 
Undertaking and interpreting SWOT analysis 
SWOT analysis examines che contro'llable internal strengths and weaknesses of 
a business and the non-controllab~e external threat::s and opportunrtres fadng a 
business. It should be undertaken as part of a strategic p11anning process. Once 1t 
has been carried ou~ a business can use it to buil!d on the strengths, m~nimise 
the weaknesses, take advantage of opportunities and avoid or minimise threats. 
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SWOT analysis: exa1m~nes the 
,nternal strengths and weaknesses of a 
bus~ness and "d,e ,extema1I threats and 
opportunjt1ies facing a bus~ness. 



SWOT analysis fs presented in a grid as shown in Figure 3. 

Strengths (Internal) 
FJnance avat'lable 
Customer loyalty 
S1k1Jiled, motivated empkfyees 

Opportunities (extemaO 
New- government subsidies 
Growing macfket segment 
Integration with a competitor 

Figure 3 SWOT analysis 

Weaknesses (Internal) 
High labourtumover 
Unsuitable location 
No strategic ptanning 

Threats (external) 
Rising unempioyment 
New competitor 
N·ew h@alth and safety Jaws 

The SWOT factors must be drawn from the actua1l sf tuatjon facing a business. 
They can be ass1igned dfffere11t degrees of importance. Thrs means that speoific 
strategies or tact1ics can be 1dentifled to enhance or minimise the effe.ct of the 
factors. SWOT analysis can ,identify factors but cannot give specific guidance or, 
what to do ln response to them. 

a es ofS Tanal sis 
• tt is relatively quick, cheap, and easy to understand . 

• l:t: can generate sp~dfic object:1ves and act1ons as pare of sna·ceg~c p1lanning. 

es of I al s·s 
• l·t may become out-dated quickly. 
• Simple conclusions may be miisleadi ng - the situation may be more 

complex. 
• l't i,s subjective and depends on the person undertaking it 

Developing a SWOT analysis into strategic objectives 
Once a:111 the relevant SWOT factors have been set ou~ they must be ranked in term,s 
of ~·mpottance. This can be used to develbp plans for action, stardng with settrng 
objectives that rel·ate to the most in1portant factors. If poor motivation and high 
labour turnover have been identified as a major weakness, objectilves such as 'lower 

1labour turnover; fewer complaints and higher emp·loyee satiisfaction :might be set. 

IR\i-
undertake and interpret PEST 
PEST analysis examines the external! environment consist[ng of polltkal and 
:1egat economi'c, social and technological factors facing a business. It should be 
undertaken as part ·Of a strategtc planning process. Environmental factors may be 
included in social factors. ,Once carrted out,. a busfness can use it to see how 
these non~contro,l lab·le faccors mrght be important, espedally if changes are befr,g 
considered. This can then generate ideas. about how ro deal: with these fac1cors. 

PEST analysis is oft-en pres@nt:@d in a grid as shown 1n Fi;gur@ 4. 

Polltlcal and legal 
(government actions) 
1H ea l,th ~nd sa,f ety 'laws 
Competition policy 
Chartge of government 

Socia I 
Agejng population 
Changing attitude$ to tfru~ or 
car use 
Family siie 

Economic 
Taxes 
Changes in household income 
Tariffs 

Technologlcal 
Cell phone/tablet developme,nts 
30 printers 
More efficient machinery 

Figure 4 Examples of factors examined in a PEST analysis 

. Now test yourself 
8 List an additional possible factor 

for each of the SWOT categories 
in Figure 3. 

9 Scare one advanrage and one 
disadvantage of using SWOT 
analysis. 

1 O Choose one strength and one 
threat from Figure 3. Identify 
an appropriate objective that a 
business mig,h c set in response. 

Answers on p. 210 
Tested 

Expert tip 

When dealing with SWOT or PEST 
analysis., make sure that you apply 
the analysis to the specific situation, 
i.e. explain the concept, set out the 
reasons for the analysis and then use 
the information given co you. 

PEST a na lysi s: exa m,tnes the external 
enVli ro nmen1 consist~ng of po lirtka~ 

and ~ ga,111 econ om tc, social a:1111 di 
techno lo gica1I factors iaci1ng a business. 

Strategic analysis @ 



The PEST factors mus,: be drawn from the actuall s lt: uat f on facing a bu sr n e ss. 
They can be assigned d~ffererit degrees of importance. This means that specific 
strategles or tactks ,can be identified to enhance or mrnimise the effect ,of the 
factors. PEST analysis can tdentffy factors but not give specific guidance on what 
to do tn respo,nse to them. 

A ta es f E al s~ 
• Relative1ly q uick and cheap to carry out and present. 

• Encourages strategic th~nking. 

• Can develop scrat:eg~c responses to change. 

Dis o s of PEST I lysis 
• Might date qu~d<1ly. 
• Too s1mpl!e analysis or conclus1ons may lead to poor decisions. 
• Relies on assu:mptions that may be incorrect or change. 

Now test your·self 
11 List an additiona I possible factor 

for each of the PEST categories, in 
Figure 4. 

12 aioose one factor from each of the 
PEST categories and explain ho.iv a 
business might respond to that factor. 

1] State one adva ntag,e and one 
disadvantage of using PEST analysis. 

Answers on p 210 
Tested 

Expert tip 

SWOT and PEST analysis provide ideas 
co add co other factors when decisions 
are made. They do not provide answers 
to problems or set out actions to take. 

I i-----~•'=;'f¥111H"'4'i1-1• 
Vrsion and 1m,issio,n statements explain the central purpose ·Of a bus1ness. Vision 
statements set out in broad terms where a business would ideally li ke to be; 
mission statements give an indicat~on of how a busfness will try to achieve ,its 
vision in general terms. Not all businesses use these terms and some do not have 
these statements, preferring to sec out goaf:s or aims. 

For exa1mple, a shoe manufa.ccuring business might: have: 
• a visJon stacemen t 'to become the 'lead~ng provider of footwear' 
• a mlssion statement 'to produce high-quallty shoes .at an affordable price' 

From these scacemien,:s it is possibre 'CO devel'op specific .objectives ·clhac refrecc 
·che st:ate,m,encs. The shoe manufacturer ·mi'ight go on co co,nstder objeccives in 
relat:1on co cosc, skrned workers, d1scr~buclori channe,ls and marke·c1ng rmet:hods. 

Advantages of vision/mission statements 
• Define ·che real purpose nf t:he business. 

• Enabl·e specific o-bj-ect~ves CO· be set ·co· achieve the v~s1on/misslon. 

• Provf-de motivat1on and clarity for employees. 

• Enab~e a strategic pfanning framework to follow. 

Disadvantages of vision/mission statements 
• Can be very general - difficult to deve1lop ob~ectlves fro,m. 
• Can H1mit strateg[c p,lanning- for example, the shoe manufacturer has been 

Ii m:i ted to 'footwear'. 

• Can take up time and resources for Httle benefit ff not used in pl'anning. 

Evaluation of the role of vision/mission statemgnts 
These state1ments may be very useful in focusrng a business on what exactly it 
is trying to do. This can provide· 1m1otivat1on and clarity for arl staff. Once this rs 
don~ specific corporate or fiurnctronal area objectives can be set. Th~s process 
results in re1liab 1le and appropriate objectlves. 

On che other hand, they may no,c be usefuf because ·chey take tim,e ·co produce 
and may limit plann1ing. They may be too vague to be useful in draw~ng up 
objectives and sc(rff may try and use them 'for plarin1ing, rather than as indicators 
of whac ·che bus1ness ~s about 

A judgement about their usefu lness has to be made in the context of the 
internal and external situation a business faces. 
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Vision state·ment sets out a broad, 
asp ir aition ~~ v~ew of where the bus1i ness 
wou~ d !like to be in the f-utu re. 
Mission s,tatement: sets out irts 
purpose, ~den1ity, va~ues and majn 
bu s4ne-ss a11ms. 

Now te·st yourself 
14 Outline che difference between a 

vision statement and an objective. 

1S Explain the difference between 
a vision scatement and a mission 
statement. 

16 Scace one advantage and one 
disadvanta,ge of using vision or 
mission statements. 

Answers on p. 210 
Tested 



The Boston matrix (Figure S) is useful for a busi,ness with a number of produces 
co assess its position. The ma.tr,ix uses a comparison of marke·c share and rate of 
,market growth for each produce. It provides pointers ·for ,marketing decisions for 
products. and considers what might happen if there are coo many products in 
one? elemen·c., 11eading co poss1b·1e probl@ms in che future. 

High Low 
market share market share 

High market 
growth 

Low market 
growth 

RISJNG 
STAR 

CASH 
cow 

Figure 5 The Boston matrix 

PROBLEM 
CHILD 

DOG 

Undertaking and interpreting Boston matrix analysis 
, m r et share i f st..growing marlcet 

• Often new produC'ts in a new market. 
• Likel:Y to have high marketing costs and face strong competition. 

• Likel1y to face fal'lin8 unit costs of production. 

• PossfbHity of 1large revenues and profits ff a1II goes well. 

Cas cow: high market share · slow-g owin mar et 
• Generaces large revenues and pr,ofi·cs ~n a macure, sat:uraced market:. 
• High share mighc refiect pasc marketing and R&D spenidJng. 
• Customer loya'lty so remfnder advertising is often used to majntain t his. 

• Mrght need extension strategi,es if there is a possibil':ity of competit ion or 
co·nsu mer ttredn ess. 

Pr m chil : o market sh i st..-gro ·no ma e 
• Often new products or o nes with inadequate marketing. 
• Potentiial for revenue and profits given investment in markercing. 
• Might succeed with a Httl'e extra markercirng as growth occurs wi·th 

·che markec. 

Do · I w r e h re h low th r ec ining market 
• Often ~n outdated products or h~gh competftfon. 
• Profit may still be generated as .effective productiont d istdbudon and 

customer satisfaction may aU ex~st - 1n this case" continue as llo111g as 
p rofi cab I e with l,ow marketing costs. 

• May discont1nue to free up resources for products with a future. 

Many bus1nesses try to have products in aill sectors of the matrix to provide 
a balanced portfo'lfo of cash--producfng products and possible hfgh--growth 
products to reptace those fn maturity. Howeverl care must be taken - for 
examplel a high market share might not mean high profi'cs as high marketing 
co·s.cs are necessary. 

Advantagas of Boston matrix 
• It is simple and easy to use and pinpoints the posit1on of products. 

• l't indicates possible appropdate actions to maintain cash flows and dedds 
on portfol~o com,position. 

Strategic analysis § 



Disadvantages of Boston matrix 
• Usjng 1t m~ght lead to s1mpHsttc t hinking - the mode11ndtca.tes poss1bHlt1es. 

It does tiot ,lay down set answers to situations. 

• Market situatfons might change qukkly. 

Revision activity 

The majority of Business A's products are cash cows and d~. Business B has an 
equal number of cash cows,, dogs and problem eh ild ren; but no rising stars. 

1 Draw a Boston matrix for each business to illustrate its position. 
2 Use these to develop a suitable strategy for each firm. 
3 Explain why a business should take care when using Boston matrix analysis. 

Porter's five forces model (Figure 6) anatyses five external inf luences tlhat help 
determfne the streng~h of compedtfon. le helps a business co Judge ho,w Hkely a 
m,arket is to be profitable, and identif1es factors to focus or, ,changing in order to 
weaken compec[t:ioin. i,c may also be used by a po,ssibl1e new ernt:rant t:o a market 
co assess existing ,compecrc1on and t:Men, produc~ ideas on how co w~aken chis. A 
low level of competition makes a market atr:racrive to, stay in or enter. 

The five forces 

Thireat of new competitors 

., , 
Ba.rgaining po,ver ... Degree of __. ea rg.a in i ng, power 

of s uppiiers .. comp et it~o n ~ of customers 

.. ... 

Threa,t of substrtute products 

Figure 6 Porter's five forces model 

The four forces or faccors outlined below influence how compet1itive a market is 
Ii kely to be: 

• Thr,eat of new 1competitors - new competftors arriving in a market wil l 
increase the compet1tion and reduce possib~e profits for existfng businesses 
by increasing marketing costs and/or by price reducti1ons. Threat of increased 
competit ion makes the market less attraccive. Barriers co entry, includfng 
high start-up c,oscs, patents and copyrrghts and customer/brand l'oyatty, wlll 
reduce the threat of co,mpet ition. 

• Threat of substitute products - substitute products wil l reduce prices 
and increase the price elasticity of demand for existing produces. It ls likefy 
chat sales and profits tor existing businesses will fall. An exampl·e is artrfldal,~ 
fibre fleeces entering ·che ,garment market:. 

• Bargaining power of customers - many ·Customers wi l'I mean a m,ore 
accract1ve market than tf there are a few cuscomers who have high po·cen'dail 
buying power. Th is is parcicu!larly true if ·che few cust,omers are large, powerful 
organisations such as govern,mencs ,or major super1m,arkecs. 

• Bargaining power of suppliers - if supplliers o·f macerials, co1mponents1 
ca.mmunfcatton Of dist:ribut:,i.on syscem,s ,have power, their pr~c6s wiil'.'I be high 
and so wi ll busrness .coses. This makes competition much fess Hke'ly. 
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Expert tip 

When applying the Boston matrix. do 
not just refer to products as problem 
eh ii dren or dogs. Explain what these 
terms mean when you analyse the 
situation, and I ink them to market 
conditions. Make sure you include 
possible alternative accions. 
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Using Porter's fiv9 forces analysis 
Competitlon may exist however many businesses there are in the market. It is 
shown by price competitfon, high marketing actlvJty and differentiated products. 
If there is little competition, the ,m,arket may be attracc~ve co stay in ,or enter. If it 
is high. an inceresced business might ch1nk ,of produdng for a partJcular market 
seg1menc; selling a differentiated :produce or marketing co buifd a brand image. 

The ·four faccors influ~nce che degree of competicion in a market: as shown in Table 2. 

Table 2 Possible business responses. to five forces analysis 

low. 

• I ncre·ase brand ~oyahy. 
• Dev~op new products. 

f Con1inue ex~st•ng 
s1:ra1egy. 

Threat of substitute 
pr,o~u.c;:ts 

Revision activity 

• Develop ded~ca-ted 
dis1ri burtt,on. 

• Develop new products 
• Re-marke1: ex1is.1ing 

products. 

• Produce products w•th 
no, .su bstlrutes. 

• Forward vertkall 
~ ntegr a"tion. 

• Backward vertkal 
~ nte,gr at ion. 

• Cooperation with 
others to bulk buy. 

Continue ,exEsttngi 
strategy. 

Contijnue ,exisUng1 
strartegy. 

Con1inue ,exist~ng 
stra1egy. 

Ea'tup produces ready meals, selling ics products in one country. As many of irs 
customers also buy sauces for cooking. Eatup is considering manufacturing a 
range of sauces. It carries out a Porter's five forces analysis on the sauce market. 

Several Jairge producers 
.oo,mpete heavjly on price 
an di marketing. 

Several simUar mass­
produc,ed sauces. 

Super1marke1 customers 
have h ~g h power. 

No barrri,e·rs to entiry . 

less competd,on in 
h i1g h-pr~ce, qrual j1y end 
of market. 

High-price sauces 
dirfferent~a1ed . 

Smalll shops have less 
power. 

-- - ----~- ------
Qual,ity raw mat@na, 
su pp~1i,ers are few. 

can use existi n,g 
su ppf~·ers. 

Use the analysis to prepare a report for the board setting out: 

1 How competitive the sauce market is likely robe. 

2 A recommendation on whether Eatup should encer rhe sauce market. 

Advantages of five forces analysis 
• I c enables assessment of market position or potential for marke·c entry. 
• lr enables assessment of competitive strengths and weaknesses. 
• It can show possible actiions to reduce the threat from competftion or use 

opportunitles. 

Disadvantages of five forces analysis 
• It ~s simpllst:k1 so it: is difficullc to apply ·co complix market:s. 
• Analysis may quickly become out of dace. 

Now test yourself 
17 Identify Porter's five forces. 

18 Suggest one possi bi@ use of Por rer's 
five forces model in decision 
making. 

Answers on p 210 

Expert tip 

The models in this unit are designed to 
give indications for analysis and action. 
They should all be used :along with 
other factors to make fully informed 
decisions. 

Strategic analysis § 



..- Prahaled and Hamel's core competencie·s analysis 
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~ 
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Core competencies ar@ the Lin iq ue capabiHcres a bus1n@ss needs ro be 
comper~c,ive. They illiust:rate che key concepts that make a bustness, product or 
brand valuable to a customer and may be found in any functional .area. Core 

competencies rnake o ne busrness stand out against the rest. Exam pies include 
Apple, which makes 1IT devices that are distinctive,ly designed and easy to use, 
and ·wa:lmart_ whkh seHs groceries and consumer goods at low prices. These 
core competendes ·have beeri used iin 1marketing to build up a distiirict brand 
image and identfty. 

Checklist for deciding core competencies in an 
organisation 
• c Ives cusco mers a posirive vi-ew and ben~fic. 

• Provides access to a wide range of produces and/or market:s. 
• DiifAcul·c for competitors to imicace. 

Developing unique core co.mpeten.des wil l enablle a business co ·focus on what 
it: needs co do co make. cuscom.ers buy it:s produces. Ther~ are resourcQ costs fn 
determining the core competendes and simpler models, such as SWOT analys~s, 
m1ay possibly perform the sa,me function . 

Core competencies and products 
Core ·Compei:endes :may also be used in, developing a produce range s.crategy. 
They can lead co, the producdon of a core produce that: is not: sold direccly but 
ls embedded in au che products in t:he range. Black & Decker has core 
comp@t:encies in design and t:echnica:11 performance ac ~ow cost:. 11c has focused 
on the pr.oduction of e!ecrric motors. These are found in drills, garden 
equipment and mach~ne too,ls. 

Strategic choice 
Once a business has .analysed irs pos~cion, ~t can acc. Stra·cegic choke deals wkh 
thre-e tools that can be used to choose a s.trategy that answers the ques.tion 
'how do we get to where we want to got It is i1m,portant to remember that 
these methods have l:l·m1tadons. They only apply for a short rjn11e-sc:ale and are 
only as good as the accuracy of the ,information they use. ·Other factors should 
also be taken into account in making a strategic choice. 

Core competencies: the un~que 
capaibi~nies a business needs ta be 
comp et1itive. 

Now test yourself 
19 Explaj n core competencies. 

20 How might a core competency be 
id enc ified7 

Answers on p. 210 
Tested 

~-------------------------,·~«~4iili1ik~}~,l~J· 
Ansoffs matrix (Figure 7) is useful for a bus1ness seeking to expand. 1lt: analyses 
choices in rerms of types of markets and produces and gives four poss1b1e 
choices, w~th an indication of their risk. Any expansi.on wil:i carry some risk 
be-cause consu:mer behaviour and competitors actions are not futly predictable. 

PRODUCTS 
Existing New 

Existing 
Ma,rket Product 

penetration development 

MARKETS 

Market 
Dive rsffi cation 

de~lopment New 

R~SK 

Figure 7 Ansoff's matrix 
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Market pgngtration - existing products and markets 
The fact that the business al'ready has products in the m.arket means there is low 
rfsk. Methods for market penetratfon rn an exist~ng market miay inc'lu.de: 
• increasing frequency of purchase 
• find ing d ifferent new customers 

• gaining 1more brand loyalty and repear purchases 
• takirng sa1@s from comp@tit:ors 

One or more of these wtlll be selected as an objective, and a strategy devetoped 
using appropriate methods, such as increasing advertising and promotion, extending 
d1stribut 1ion chan nelsJ 1mak~ng special offers and increasing the sales force. 

Factors makin or s ccess 
• An unsaturated marke·t. 
• Low competition. 
• Growing si,ze of market. 

Market development - existing products and 
new market 
The fact that the business knoV!IS its products but 1s introdudng them to a new 
market means there is m,edium risk. Methods for market development may rndude! 

• a new us~ for the p roduct 

• a nf2w area for sah~s 
• targeting a different type of consumer 

One or more of these wiH be sel,ec:ted as an objective, and a strategy deve,loped 
using appropr1ate 1methods. 

fa< ors m in fi r success 
• Thorough market research. 
• Core competencies are Hnked to the product. 

Product development -- new product in existing market 
The fact that the business al ready has custot11ers ~n the market means there 1s 
medium risk. Methods for product development rm·ay indude: 
• alter1ng existing product:s to .appear new 

• producing new ,produces 

One or 1more of these will be selected as an objective, and a strat.egy developed 
using appropdate 'methods. 

F , o I fi r s ccess 
• Thorough market research. 
• Strong brand identity and customer 1oyalty. 

Diversification 
The fact that the business has no experience of the product or market means 
there rs high rfsk. Methods for diversification may include: 

• use of R&D linked to markec research 

• i ncegiration wit:h anorher business 

One or 1more of these wi ll be selected as an objective, and a strategy developed 
using appropr~ate m,ethods. 

F o I f\ cess 
• A real driving force for diversificacion exists, such as a failing existing market:, 

or management growth obJeccives. 
• Thorough ma~ket research and advice from product/market experts. 
• Flexitrle organisadon culture and high resource availabil ity. 

Expert tip 
• Do not confuse market 

penetration as a strategy in 
Ansoff's matrix w ith che tactic of 
penetration pricing. 
Do nor think that the level of risk 
shown is a set level determined 
purely by the elements of Ansoff s 
matrix. 

Now test yourself 

21 Explain what is meant by each of 
the following and state the I eve I of 
risk associated w ith each: 

(a) market penetration 

( b) market development 
( c) product development 
(d) diversification 

Answer on p. 210 
Tested 
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Ansoff's matrix - strategy and risk 
Ansoffs matrix indicates ,levelrs of dsk associated with each of the four strategk 
choices. These levels are o nly indications .as it may be diffTcult to define a marke4 
and there may be fa,cto:rs other than the product and the market affecting 
success. A business can use the matrix to lower the risk of whatever strategy is 
chosen. For example, a business thrrnking of market development wrll make sure 
that market research is thorough and accurateJ and a business thinking of 
product developmenc wi ll make sure chat che product matches the brand image 
in the exiscing 1markec. Uslng Ansoffs matrix is not a guarantee of success. 

A n e f A 1soff' m · rix 
• It i,s simple and easy to draw up. 

• C,lear choices and associated level,s of risk are shown. 

• It enables strategic choice within a s.t:racegic planning frame·wark. 

Di a s of soff's m r· 
• l,t is simp~istic and jgnores many re l1evant factors. 
• lndi'cations of risk are general guidance only. 

Now te·st yourse·lf 
22 Identify one advantage and one disadvantage of usingAnsoff1s matrix. 

Answer on p. 210 

Expert tip 

Make sure that you apply Ansoffs 
matrix to the information given about 
a business and its market, relating this 
to the factors ma.king for success in 
ea.eh choice and its advantages and 
disadvantages. 

Revision activity 

Draw a tab I e to show the advantages 
and disadvantages of using Ansoff's 
matrix to a busine-ss manufacturing 
bicydes that is considering growth. 

Tested 

am,manm~---------------------------1•11!Jafti11l1A1·1IL_J. 
Force field analysis is used when deciding on a parti,cu1lar change. lr 1dent1fies 
and co mpares the forces acting against the change with those acting 1n favour of 
it. If the fo rces acting against the change are stronger than those acting for it.t the 
change shou1ld not go ahead as things stand. However, the anaJysis may indicate 
the business c,ould act to reduce unfavourable forces and strengthen favourable 
ones. This may e~ther heJp t he business to become stronger or enable it to alter 
the relative for~es and go ahead with the proposed change. 

Using force field analysis 
1 Set out two co,umns. 

2 Use 'Che ilefc colum,n ea l,isc aH rhe forces in favour of che chan~ {drivers). 

3 Use ·che right: column ro lisc al I the forces againsc 'Che change (restrainers). 
4 Show t he strength of eaoh force with a score from 1· (weak) co 5 (srrong). 
5 Add all the scores for each column. 
6 Make a decision based onr the total scores. 
7 Identify ways to strengthen the drivers and reduce the restrainers. 

8 Repeat the at1a:lysis. 

Ad ,a , es of force fi el vsis. 
• le i·s s1mp~e co carry out and easy co understand. 
• It identifies dearly the forces acting on a decisJon. 
• l't enabies drivers to be strengthened and restrainers to be reduced. 

Di advan ages of force field analysis 
• Some forces may be omitted. 

• Scores are subjective and c,ould b~ inaccurate. 

• Simpl 1is·cic addition of scores ignores ocher factors. 
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,force fie Id a na I ysjs: analysMs that 
compares fo:rc,es actiing to make a 

change with forces act~n g a gajnst a 
chan~e. 
Ori ve rs: facto rrs acun g in f aivo uir of a 
charnge. 

Restrainers; faictors a.cting aga~nsi a 
changre. 



· Revision activity 

A college is considering giving students access to all their records. The table 
below sets out the results of a force field analysis undertaken by the senior 
managers. 

Technoio,gy makes, rt 3 Additionail cost of IT 
possqble 

1 
software 

I CoH,ege's need fo·r 3 Cost of d1an,ge to reco,rd 
transparency system 

s1udent expecta'tions 4 Confident~aJity f,ea1rs. 

L..ectun~rs 1in fav,o ur l j Lecturers not in favour 

f To1ai11 +12 

1 Using the analysis" should student access to records go ahead? 
1 How confident a re you that this decision is correct7 

3 Suggest how the drivers might be strengthened and the restrainers 
weakened. 

2 

4 

4 

3 

+13 

Expert tip 

These techniques cannot make a 
decision. They are used -rogether with 
other information to produce good 
decision maki ns 

~~----------------------------------------------------------------~•C;~i#li!~Ci!·ll~J· 
Decision crees enable a choke between posstble actions co be made. especi"11ry 
when there .a re: 

• clear al,cernative choices 

• numerical coses and benefits of the choices 

• probabiHtiit=2s of success or fai lure for each choice 

This enables caJculations to determine the .actfon gfvinig the grea·cesc 
·monetary recurn. 

Construction of a simple decision tree 
Working from left to right; a decis1on tree is drawn by setting out: 
• a square dedsion node showing the decision to be taken 
• opt ion choices indlcated by lines end~ng i1n a decis1on node or outcome 

• outcomes indicated by a circle (chance node) folJowed by probabi.litfes of 
possible outcomes 

Expected money va1ue~ v.a~ 1ue of 

• the expect'ed money value (EMV) of the outcome 

Buy new 
pai:kagi n g mac.hi net 

$125,000 

360,000 
- 12·s.ooo f"c,\ 

-----~ $235.000 \::..I 
$235, 000 

© 
2 26,000 © 

- 50.000 
176 OOO 

B1u1y a 2nd..:t, and 
rn,1ohi111.e 

$5-0,000 

Figure 8 Decision tree 

Working at full 
c:apac.ity 

o.a 

Working at only 
75% c.apacity 

0.2 

Wol'\ld n g at fu11 
capacity 

0.6 

Working at on ty 
75 % capacity 

0.4, 

EMV 
$400,000 

EMV 
$200,000 

1:MV 
$250,000 

EMV 
$190,000 

a possmbl'e outcome mn morr,e,y tenns, 
based on forecasts. 

(EMV lic PJ 0 
400,000 x 0.8 • .320,000 

+ 

200,000 X 0 . .2 = 40,000 

© 360000 

250,000 x 0. 5 • 1 50,000 

+ 

190,000 :it 0.4 • 76.000 

® $22.6.000 
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The de-cisi:on tree shown in IF:igure 8 dealls w,ith whether to buy a new or a 
second-hand packaging machine. 
• Calicul·arions are made from right to left. 
• Exp-ected valu,e for each option prnsibiility = EMV x probabiiity (A). 
• Add the expected va,lues for ea.eh optton (cak:uiadon shown at B). 
• Add t he expected va:lues for each outcome (chance node) (q. 
• Expecced value mi1nus cosc of each opci:on1 (D). 

• H:ighest possible return (iE). 

The new machin@ has a higher r~curn ($235,000) chan a secondehand one 
($176,000), so the analy5'is recommends this opcion. There may be other 
qua~11tat:ive factors involved that also affect the de-c ision. In this case, these may 
be the cond~don of the second-hand m.ach~ne, maintenance levels and relative 
1life spans. 

Other possfble factors may include: 
• avai, lab ~1 i ty of finance 

• how the options re late to business objectives 

• ao:uracy of the mone,cary information and probabi lities 
• external e,cono1m,ic envkonment 

Advantages of decision trees 
• They demand clear thinking and ana'lysis. 
• They set o,ut choices a:nd their value in money terms clearly. 
• They take account of the risk and probabiHty of an outcome. 

• They demand deta~led and thorough research into costs and benefits. 

Disadvantages of decision trees 
• The use o,f data may disgui1se poor or fauky research. 
• They require rellance on accurate data and forecasts. 
• They may become out of date. 
• They may not take i1nto account aH relevant factors . 

Now te,st yourself 

23 Identify three advantages of using decision trees. 
24 Identify three disadvantages of using decision trees. 

Answers on p .. 210 

The usefulness of decision trees 
Decision trees are very useful too ls for sett ing out choices clearly in fi.nandal, 
terms, taking account of risk and based on research. However, the research may 
noc be reHabl·e and forecascs may be inaccurate. They 1may becom.e out of dace 
quickJy and ignore other faccors, such as the quality of the management irn t:he 
business, or c,ompec.icors' accrons. Whac--if ainalysis can increase ·che1r usefu'lness. 

What-if analysis 
The disadvantages o,f decis~on trees can be reduced by using sensitlvity or 
w1hat-if ana1:ysis. Asking the quescion 'what i1f?' of each of the ou:cco1m:es can 
produce more informatlon chat cakes account: of dtfferent possibm·cies by hav1ng 
different ass um pti,ons. For example, suppo,se 'tha·c sales are forecast co rise by 
20% wich a probabrn·cy of 1chis happening of 60%. What: if an un:expecced 
change 1n government: reduced the probability to 40%? Carrying our t his 
exercise for a range of scenarios wi1II increase the accuracy of the decisron 

tree analysis. 
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Expected value~ 1he va1~ue of a 
posS1ble outcome., taking into account 
the pro balb Uny of tt o ccurri1n g - equals 
EM V X probaibil1ity. 

Expert tip 
Decision trees :show decision JX>int~ as 
a square, points with differing possible 
outcomes as a circle, the probability of 
an outcome and the expected money 
val u.e of an outcome. They sh o u Id 
i ndude no change options where 
appropriate. Work left to right to set 
out probabilities and right to left to 
ea lculate expected values. 

Te,sted 

Expert tip 

Decision trees take a long time to 
draw up. You need to be familiar with 
the process and be able to extra.et key 
information from a decision tree as 
well as show understanding about how 
decision trees a.re used. 



Revision activity 
Regal Ltd specialises in making metal-forming machines. The R&D department has designed an easy-to-program. computer­
concrolled machine (Ca.mmill) costing $6m, which would be attractive to manufacturers. Market research information is sec 
out in a decision tree (Figure 9). The operations department would like to move production from the town oentre to a cheaper 
purpose-built~ modern factory on a greenfield site, even if this means risking the loss of the skilled staff in the town. Managers 
might nor wanr co move and planning permission would be needed. The more e:xpensive new machine would mean selling to 
larger businesses at a higher price,, but export markets look promising. A new strategy would be needed. 

O .6 ?osi:t:ive 

market response 

Ca mm HI ($6m) 
1 - ~ 

approved 

Negative 
O. 4 market response 

Ca m,miU ($ Om) 

not a pp roved 

Camm ill investment decision tree 

0.5 Econom,ic 
recess ion 

Economic 

0.5 boom 

O. 5 1Economk 
recession 

0.S boom 

6conom,ic 
outcomes 

+ $Brn 

+ $12m 

+ $2m 

+$61111 

1 Explain how either Ansoff's matrix or Force Field Analysis might be useful in deciding whether to go ahead YJith the 
Camm ii I product. 

2 (a) Calculate the expected return from manufacturing Cammill. Show all of your workings. 
(b) Discuss how useful decision tree analysis is to Regal when taking the decision whether to commit to Cammill. 

Strategic implementation 
Once a strategy has been dedded upon; ~t is implemented through a business 
p:lan. The strategy must take account of corporate cuilture and tlhe organtsat1ion 
should be prepared for manag1ing necessary change. including planning for a crisis. 

~~--------------------------------------------------------------~·au111,1«1a;fl~-• 
Business plans are designed for an externa1I audience - barnks, venture capiital1 

supp llers, potential buyers or partners. A business p~an sets out corporate 
object1ves; functionil area strategr.c and tactical plans, financia 1I forecasts and 
:market analysis. 

Key elements of business plans 
• Summary of basic inform1ation - a brre'f overvfew of the organisation''s 

name, history, ~egal stnJcture, product descr1ptlon1 sources of resources and 
o b je et ives. 

• Product or service - more detaH on what JS being produced and how it 
meets che needs of t:he ·m1arksr. Differences from cnmp~t:itors' producrs are 
includedt especially patents o r copyright. 

• Market analysis - a description of the market: indudfng che size, 
competition, market trends, target customers and possible future changes, 
based on documented market research. 

Business plan: sets OUit objec1:iiVes 
and how an organisation mntends to 
a chm eve them by .s1rrateg~ c and tactkal 

pl ~ns. market in-formation and f ~na n oi ail 
f oire ea sts. 
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• Marketing plan - this sets out the planned marketing mrix and how 'it will 
meet customers- needs. 

• Production plan - this co·ntains detalls about how the product or service 
wi·III be produ.ced. It rncludes bui!ldi·ngs, machineryJ product[on m·ethodsjo 
supply arrangements and qua~ity assurance methods. 

• Organisational pi.an - this often contains an organjsationa·I structure 
chart and descr1bes how the workforce will be organised and structured; 
with mianagement and trafnirng arrangements. 

• Financial forecasts - futurre month 1ly cash flows and rncome statement 
forecasts demonstrate how finance ~s to be rairsed and ,managed. 

• Conclusion - this is an overa ll sum1mary of the whole p lan. 

The value of bush ess plans 
Any size ,of business wi ll find a business pfan valuable, especta·1ry for obcaining 
fiinance, as ic sets out exactly why a lender or partner should be interesc,ed. It 
aJso provides a detailed framework co .act: as a focus. This is why small businesses 
starring up usuaHy find che p:lann~ng process inva:luable. Larger organ1sacions 
proposing expansion or change may also prepare a business pl:an and many 
regularly 1marnta1in and update their business plans. This fs because a bus1ness 
plan enab'les: 
• c lose checking thac an tdea will be successful in reality, indicat1ng how to 

overcome possjble problems 
• successful, applications for a loan,, grant, suhsfdy or other finance 
• detaUed examination of the finandal and organ1sacional implications of a 

proposal based on thorough r~search 
• detai led assessment: of t:he internal resources 1needed for success and exactly 

whac exce r nal resources wi! I be needed 

• a focus .and sense of direction 
• conscan t rev1iew of progress 

PossiblG disadvantages of businGss plans 
• The cost: af pradudng them and the possibiliry of inaccurate forecascs. 

• They may b~come infiexible if they are foll'owed sJavjshly w1·cihouc being 
adaptt1d to changing conditions. 

Types of corporate culture 
Corporat,e culture is the values and behavioLILrs shown by ernp·loyees as they 
work. l't appears iln dress codes, attitudes to ·work, organjsation structureJ 
leadership styles, ways of communicating. and how employees relate to each 
otherJ suppiliers and customers. Any type of culture 1may be appropriate to .a 
successful! business. The organi,sation must: match its culture to its objectives 
a rid markets. 

The cypes of corporace cul.cure ,include powe·r. cask and enrrepreneur,ial cu~cuires. 

P r U I 

The power is located in the centre or at t he cop, with small numbers o.f people 
responsible for deoisrons. Typically: 

• leadershlp 1s autocratic 
• decision ,making is centralrsed 
• organ~sa.don structure is narrow aind tall 
• commun1ca6on channe:ls are defined 1n .a hierarchy 

Expert tip 

These elements are su,ggesrions: there 
is no set layout. A business plan sh ou Id 
answer the questions: 

What is the purpose of the 
business? r(va lues/m ission 
statement) 

• Where does it plan to go? 
( objectives) 

• How will i·c g.et there? (functional 
area stra.tegies) 

• What is the cost? (financial) 

Now test yourself · 
15 Briefly explain what a business 

plan is. 

26 Identify three advan·tages of 
drawing up a business plan. 

Answers on p. 210 
Tested 

......------------------·lilfffll·· 

Corporate culture~ 1tihe values and 
behaV1iours shown by ,emplloyees as 
they work to get 1asks done. These can 
also be d~termined by til'H! attirtude of 
m ainagers and owners. 
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• Deds~ons are made qukkly and 
deady_ 

• Creaitivity is fimhed,, littlle group or 
tea1m1 work. 

• Dedsions are put into pract~ce 
exactly. 

• Some employees are un motrivated as 
__________ _.__ they have Httte controt l 

JI If 

Task cultures are focused on team worklng, and power is located 1111 what peopl1e 
contributeJ not thek formal positi:on. Typically: 
• l1eadersh1p is democratic and -empowering 
• dec1s1cn making is de legaced 
• organisation scruccure i,s flat, wide or a matrfx 

• communicatton channels are informal 

• Creat~vny ~s high. 
• Many ,empioyees are moUvated by 

n~spons.abm~ity and team work ingr. 

E t r re · 1 c ltt 

• Slow decision making aindl team 
rriv,alry. 

• Cha nrg in g te,ams, is costly and 
disruptive. 

Entrepreneuria,I cultures are focused on generating ideas ·from alll l1evels. Change 
arid risk taking are encouraged. 

Typ real l!y: 
• leadersM~p is democratic or laissez-faire and empowering 

• deds1on maklng is del'egaced 
• organisatfon structure fs f'lat, wfde or a matrr~ and able to change 
• c:o-mmuriicati,on channe1ls are informal arid fast 

• Many ideas, quid< to r,eact to 
change. 

• Many emp~oyees are h~gh~y 
motivated. 

Strong and WQak cultures 

• T1ime and resources aire wasted in 
unworkable ideas . 

• Uttle control over ,employees. 

Whatever the culture type, 1t may be strong or weak. 

s.·crong cultures are ones in which employees al I: 
• understand the culture and conform to i.c 
• agree on the values and behavjours 

Weak cultures are ones in w!hich employees: 

• do not fuUy understand the culture and need detaHed procedures and rul.es 
• may have d~fferent ideas about the culture and this may lead to conflict and 

d~fferent ideas 

Bus~n@ss-es have th~ir own objectfves and 1mark@c env1ronmencs. Corporate 
culture should ma.x,imise the chances of ach1rev1ing che objectives, so 1t: ts 
important to choose the most appropdate typeA induding the possibility of 
changing ·it as the b.ustness develops. 

Expert tip 

Other· corporate cultures are possible, 
e.g. person and role. These are not 
named in rhe examination syllabus 
but any discussion of them wi II be 
rewarded in examinations. Research 
them and produce notes on their 
adva ntag,es and d isadva.ntages. 

~---"•"if'41
"'4'M'-·

11• 
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Power corporQte culture rmay be very appropriate for marke-cs that have: 

• products with a l·ong Jife 
• prospects for expanding internationally 
• a great deal of competition 

and may be Jess suitab~e for markets with an emphasis on high and new 
technology for new products. 

Task corporate culture may be very appropriate for 1markets that have an 
emphasis on high and new t:e,c,hnology for new products, and less sui,t:able for 
1markets that are growtng, or face a loc of competltion, where products are long 
'lived or ·where chere ~s. che chance of 1ncernadonal1 expansion. 

Entrepreneurial corpomte culture may be very appropriate for markets rhac have: 
• an emphasis on hrgh and new technology for new produ,ccs 
• h fgh growch 
• a great deal of competition 

and may b.e 'less suicable for produces that have a long li'fe. 

Revision activity 

Facebook offers an on Ii ne social media site that is always developing new 
servi,ces and facilities to keep ahead of the competition in a hig.h ... technology, 
growing international market. Facebook has deliberately encouraged a particular 
oorporare culcure that indudes: 

• shared desk spaces and team working on short-term projects 

• games rooms, free food and child care 
• time and resources for employees to work on their own ideas 

• flexible work hours and the possibility of working from home 

induction programmes,, mentors and ac-eess for all to senior staff 

Some employees were critical because working hours, were lon,g; pay was low, the 
perks offered ried ernployees co the company and it was possible to waste a lot 
of time. 

1 Giving reasons, explilin the type of corporate culture Facebook has. 

2 Explain whether you consider rhis culture to be strong or weak. 

3 In what way is this type of cutture appropriate to the business. Facebook 
operates? 

4 Discuss the advanta:ges and disadvantages for Facebook of changing its 
corporate culture. 

Now test yourself 

27 Explain three different types of 
corporate cul tu re. 

28 Sugge-st two reasons why an 
appropriate corporate culture 
might be important for a business 
to achieve its objectives. 

Answers on p. 210 
Tested 

~-----------------------t•D4mf¥1kl~l·l•~J· 
Busfnesses can never be static. Thefr empltoyees, markets; suppliers, competitors 
and the econo:mic environment are always changing. 1·c is vital chac a bus~ness 
also changes ro adapt with chis process, whether dea.ring with foreseen or 
unpredicted change. FlexrbHity muse be buik into ·che existing corporate culture. 
Processes for effective imp!emeintation, of new scrat:egies are crucial - in ocher 
words, thE? corporate culture should include a culture of change. 

Basic methods for successful change 
• Create a positfve V!/Orking envfronment by focus1ng on what [s going well!. 
• tdent~fy committed change l·eaders 1n 1important management posttions. 
• Make sure that every employee knows and works. to new values and beHefs 

by writing and communicat[ng objectives and mission statements that 
real ly apply. 

• l·nvolve every .employee in probllem ana:lysrs and solving, building change into 
every role. 
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• Gi.ve every e,mployee the chance to comment on the impticati.ons of change. 
• Train al1I employees in change management at an appropriate level. 

~---------------------------.c~«i¥1U,G11·1I ___ • 
Techniques to implgment and manage change successfully 

u~ ome r~!{ st ce e 
Resistance to change is natural'. People fear loss or security or power,, n r fear 
the unknown. Th-e first SCE?p to successful change is co overcom@ r~siscance. 
Managers can min~mise resi,stance by: 

• he1lping e,mployees co ta lk about: ·cheir fears 
• giving reasons for -change 
• giving emp~oyees fuH r.nformation about the change 

• providing support and t:ra1ining 
• inviting comment on the proposals 

Techni e t c ng 
A ny corporate cult ure can ma.nag~ change successfully. Those wich st:ructures 
that tncus on people wiH afready have open communication channel's and 
inval1vement of employees i·n decision makrng. Organisations more focused 011 

central' dedsion making can use this to communicate change processes clearly 
and su.ccessfu~ly. Tech n.iques that apply to any organisation ir,dude: 

• Gi,ve good advance notiice of change coming. 
• Make resources avaHable for change processes. 
• G ive a very clear vision1 using mission srat:ements t:hac are expla1ned in a way 

thac shows a need to -change and a new directiori. 
• Get key :1eaders at the top com,r11kted to ·che change - proJecc champions 

are a possible way to do ch1s. 
• Communicate reasons and proposa~s for change clearly to every em,ployee. 

• Give every em p,loyee the chance to comment on the proposals ~ this 
involves everyone, giv~ng ownership, and may generate positive suggestions. 

• Provide appropriate training and support for all. 
• Change ·management and organisati,on structures to reflect the new posit1on. 

Development of a strategy to manage change 
The techniiques of rmanaging change can be used within each step of a strategic 
approach for managing change. 

"l te '- e · .. st _ str 
Some of these seeps 1may cake place at the same t:ime. 
1 Create urgency. A~I employees need co know ,:here is need for change and 

expect it co come. 
2 Create a change team .. Prepare committed and respected manager leaders 

at all levels. 
3 Create a vision .. Declde oin new values and beliefs contafned in vailue/ 

mission state·ments and ,objectives. 

4 Communicate the vision .. Use all t he communk ation channels ,in all 
functfonat areas. 

s Empower people and remove obstacles .. ~dentify reasons for resi·stance to 
change/ and 1minim 1ise these using leaders or project champlons. Restructu:re 
and reward those wortdng for change. 

6 Create short ... term gains. Small steps for change mean all employ-ees can 
see benefits and progress. 

Strategic implementation 8 



7 Build on the change. Conttnue the process of change after each s,ma~I step. 
8 Anchor change into corporate 1culture. Bufld change into w hatever 

culture there is by getting :leaders to support change, telling success stories, 
inducting staff into change and rewarding change. 

Revision activity 

A man ufactu ring rom pany faced the prospect of going out of business due to 
in tense new competition from low-cost busl nesses. 0 nly the directors were 
aware of this as the factories were running 24 hours and the workforce \i\faS 

happy. The directors held meetings with senior managers and supervisors} 
a.nd convinced them of the very real threat. Research showed that the rest of 
the workforce still did not realise this. Foreman supervisors were seen as key 
employees. in charg,e of translating management requirements to the workforce. 
Meetin,~ with head foremen were held in which they had the chance to make 
contributions in debate. FolloV'Jing these meetings, most of them were in favour 
of change and were willing to promote change to their teams. Team meetings 
for all employees were held in company rime. Major chan,ges in working 
practices that reduc-ied costs followed .. 

1 Outline two tec-h niques for achieving change used by this business. 

l Analyse the strategic change management approach taken by the business. 

3 What role did having a strategic approach play in this successful change 
mana,gement? 

~-------------------------t•mdl414tli!:PDiWl~JJ 
Events that threaten a business may occur su.ddenly, Most of these are 
foreseeableJ even if they are unHke1y. A wel I-prepared business wiH take steps to 
be ready for these events. Crisis m.anagement is the process by which a 
business deals with a major event that threatens its operation. Examp1les [include 
flood s, a fire, equipment failure and mass resignations. Contingency planning ls 
t he process o,f planning for foreseeable but unl1ikety events (crises) t hat wi lli 
threa:cen a business. Correct planning will rmake the negat~ve effects of a cr1sis as 
small as possihle. 

Contingency planning stages 
1 The first essentlal stage ·is to recognise the need for planning for crfsis. 
2 Identify foreseeable events that may threaten the busrness. 
3 Give each event a pmbabililty to identify wh1ch of them 1is the most l~kely. 
4 Dedde whkh evenrs wi ll have the biggest negative effect. 

s Prepare a con·c1ngency pl,an to deal with chese eve:nrs. The plan 1mus·c rnclude 
spQcific ac,:ions for i1mmedrat:e probl1ems and accions co rQt:urn t:h~ bus~ness 
co norn,al working. 

6 Tes.c che condngency plan and how well k funccJons. 

7 Review and update the plan. 

Ad n a e f ntingency :anning 
• Qui,ck response. 
• Reassures stakeho'lders. 
• Helps senior managers g@ner.at@ favourable pub,lrc re,lations. 

• Maintains confidet1ce. 

oes of encv anni 
• Uses valuable cime and resources in preparing and training. 

• Cost of reviewing procedures. 
• May lead to less pl1ann·ing to avo·id disasters. 
• Likel'y never to be usecl so colild be a waste of resources. 
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Crisis management: the process by 
whkh a business dea Is wiith a m ajo:r 
eve-nt 1hat threatens irts operatJon. 

Contingency planning: the process 
of plan n~ng for foreseeable but uniikety 
events (Gnises) tiha1 wi1U threaten a 
bus1iness. 

Now test yourself 

29 Define contingency planning. 

30 Outline the process for ~uccessful 
contingency pla on in g, 

31 State three advantages and three 
disadvantages of contingency 
planning. 

Answers on p .. 210 
Tested 



This sect:fon contains exam~sty'le questions for each A 
leve,I 'topic 'followed by example answers. The answers are 
foHowed by examiner com,ments (shown by t he icon ) 
that: indicare where ,credit: is due and are.as for improvement:. 

6 Business and its 
environment 

~-----------------------
Bright Hair and N·ails (BHN) pie 

BHN produces a range of chemicals and other 
products, for hair and nail care,. It sells mainly to 
18- 40 ... year ... old.. middle-inc-ome women. Sales are 
rapidly rising as this group's disposable income, 
increases. Last year BHN introduced a new organic' 
sustainable ra,nge called Care, aimed at teenagers .. 
BHN closed .a factory so that Care and some other 
products could be manufactured in anothe,r country, 
where prices of land and labour ate much lower. The 
bad publicity from the closure and redundancies 
has recently been made worse by environmental 
pres.sure~ roup daims that Care uses non ... sustainable 
chemical ingredients and that adverts have been 
misleadi n& Competitors are continually developing 
new technologically advanced products. The 
directors are considering the following information .. 

Table A 

Ann ua~ GDP growth rate ~n next 3 years + 4% 

Annual popuration gro,wth rate 1in next 3 years +2o/o 

Annual popufation growth 10-18-year-oids ln +4o/o 
next 3 years 

Fo,r,ecas"t annual 1inttation +6o/o 
-
Forecast chang,e in tax on profits -8% 

Fo,recas.1 change ~n external exchange raite -So/o 

Discuss the 'Ways in which the information in 
Table A and othe r e,xterna l factors could affect 

. 

how· .successful BH N is in the future.. [20] 

Candidate answer (extract) 

BHN produces consumer products. Its t~rget group has rap id~y 
rising incomes so sales are likely ro continue to increase. 
Po pu I atl on growoh at 2 % p.a. al so s1,.1 pp o rts this con dusi on, 
irhough thf:s assumes t1hat the talfget group is llkew,ise fncreas ing 

tn size. The new Care range is. aimed at teenagers and the 
nu,mber of these is forecast to riise at an even hJgher rate (4%). 
produdng a 1,arger number of p oren,ci al buyers., a good i ndi cat or 
for hlgher sales. However, prfces are forecast ro riS:e air a faster 
level than GDP or populatron. Th rs wiH lead to 1ncreasing costs 
and pressure on profi t margins or p:ri ces. Both of these wJ 11: tend 
co :lead to a ralll in sales and profi ts. The fall in profit tax rs likely 
co 1more rhan offset: t hese effects and l1ead c:o an i1ncrrease irn 
profit:s. The farl in the exchange rate will lead to import prices 
rising. This might increase t he costs of Care~ as it is manufactured 
elsewhere; and lead to pressure to increase prkes or cut m,arglns. 

W1th 1ncreas1ng concern, for envtr:on,m,ental factors BHN has 
done wel1I to introduce an organk range and 1s I ikely co increase 
.sal'es. This may wel:I have followed from BHN addressing 
corpora.re social, tespons,ibil,icy exp~icirl·y i1n irs objecrives. 
H o~ver;. it wU I have to dem ons'trate that the cr[t1 ds ms about 
~ngredients and advertising are not true, otherwise the pressure 
group a.cti·on.s may convince potential and ex;1sting customers 
not ro buy. Misleading adverrs ,may also attract legal, acdon 

from government or regul1arory bodies, costing BHN rnoney 
and reputat,i on, whk h r n the person a:l care market 1s crud al. It 
r s very difficult to assess the overal'I effects of 'these factors as 
chey are com,pllex and act in di1fferent dkections. The acclons 
of co:m p eti cors and movem em: of i ngre dten t pri:ces win a11so be 
i:mportant in the future success of BIH N. 

In the extract,, Table A in form,ation is c,onsiderect along 
w ith other external factors drawn from' the case 5tudy. 

Understanding of the concepts and their possible effects is 
demonstrated in brief chains of argument (analysis) and 
these are related to BHN and its products (application). 

Understanding that the effects of one change n-Pa y depend 
on other changes is shown (evaluation) and an attempt ro 
weigh up the relative importance of these effects is made 
(evaluation). The complete answer v110uld be expected tio 

achieve marks ln the top level i.e. 17-20. 

7 People in 
organisations 

~---------------------------
People First Ltd manufactures a range of kitchen 
equipment including cooking utensils, plates and 
cups and ovens .. The busines,s is American .. owned 
but ha s its manufacturing base in India .. The senior 
manag'ers are a ll from the USA and many of the 
workers feel that they do not understand the 
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needs of the local employees. The managers re·alise 
that they have a serious issue with the low level of 
morale among the workforce and they have noticed 
a significant increase in the level of faulty products, 
being produced. The managers ha.ve also been made 
aware that .some departments have performed 
much bette,r than others~ some have c·onsistently 
met their targets while others have not achieved as 
much as 7S% of what was expected of them. one 
departmental manager has said that he has not 
been able to mee,t tar,gets set for his department 
because he does not have enough suitably qualified 
staff to undertake the tasks required .. 

Discuss the extent to which a lack of workforce 
planning might be responsible for the high 
level of faulty products, and the ·failure of some 
departments to meet their set targets. (15] 

Candidate answer (extract), 

Workforce planning fnvol1ves ensurfng that a business has 
the 'right niumber ·of empl·oyees w~th the right skil'l:s, i·n the 
right pl,ace ac the right t:ime. According co one deparcm.enrra'I 
m,anager, rargecs were not met in his department due ro a 
~aGk o.f emp1loyees with approprrate sk~Hs . .If the department 
does not have enough staff. that could exp'lai:n t:he failure to 
m eec ·c:argets and me re workers should be recruited. If there 
are sufficient employees but ~rhour relevant skills, rhat might 
exp la 1 n the ~ n.crease in faulty products an.d the faH ure to meet 
targets. Thi·s cou'ld indicate that workfo-rce p1lannJng had not 
taken place or if ic had,. then the requirements for t.'1he number 
and qua.Ury of em pJoyees had not been met 

The business also recognised a problem of low morale amongst 
emplroyees so it is possible rhat: it is poor morivari.on rhar has 
caused the increase 1n faullr:y produce§. Low levers of mot ivation 

might be due to the feeiing that tne senior managers do not 
understand t he needs of the .loca.11 workforce. It fs possibJe that 
rnappropriace method s of mo·rivatf on are be.ing used. The ~ RM 
departm enc should meet wi th some em pi oyees to discover 
w hat could m otivate them so that rnanage<S can adjust the ir 

approach t,o thel r workers. 

Drscussion wfth the employees frs essential to understand which 
of these factors 1s Hkel,yto have caused the prob!lems ident~fied. 

This extract identifies the two key issues f-rom the case 
study that could have ea-used a department not to m eet 

set targets .and the increase in the production of faulty 
products. The candidate recognises that it tnight not just be a 
workforce plannjng problem and tha·t there might be another 
ea use, i.e. poorly motivated workers. There are other possible 
ea.uses of the faulty goods that coulcl have been discussed, e.g. 

p,oo.r materials or faulty equipment. These n1ight ha vci added 
so1ne depth to the answer: However, the candidate does show 
a good understanding ,of workforce planning and motivation 
issues, and how these can impact on the output of a business. 
Some evaluation is included b ut has limited development. For 
example; the idea of HRM meetin g em ployees to discuss 
motivation issues could have been further discussed and vvould 
have strengthened' the evaluatjon at the end of the answer. 
The complete answer would gain 13115 marks. 

~,-...---------------------------
Excelsior Ltd 

Excelsior Ltd, a producer of office equipment based 
in the U'K, has experienced rapid and substantial 
growth over the past 2 years. The business has had 
production facilities in the UK for lS years but more 
recently has built factories in India. and Indonesia. 

A recent e ... mail sent to all departmental managers 
in the UK factory asked them to instruct their 
staff to look at the notice board as soon as possible 
because an important message had been posted 
there that all employees needed to read. The 
notice informed e,mployees that the business 
was considering closing the factory and moving 
production to the more modern factories in 
Indonesia and India. 

Assess the extent to which the chosen method 
of communication was appropriate in this 
situadon. (8] 

Candid ate answer (extract) 

The managers of Excelsi·or Ltd wanted to convey the 
i,hformacion quickly and a notice board can aehLeve chat. This is 
rnformari1on t:har .every member of sraff sno,u~d have, and vhere 
i,s no guarantee that every empl·oyee w il I took at the n otiice 

board. The infonnat~o,n means that workers ,in the 'UK factory 
wFU probably Jose cheir jobs; the use of notke boards is too 
~rripeirsonal, when communfc:atfng such potencia!lly devastadng 
news, The workers do nor have an opportunity ro understand 
tne reasons beh1nd the decision or to give feedback to t he 
managers about how they fe el about the news. It might have 
been more appropriate to ho1d a staff meeting so that senior 
managers could expl1ain, in more deta.iil why t his de,cisiion is 
being m ade .and when it r s I ike ly to occur. They can g 1ve the 
empl'oyees an opportunfty to ask questions. Potentially life .. 
eh angin.g news sh ou~ cl have been denvered in a more person aJ 
manner. Perhaps deparrmenta-1 meec:ings coulid have been hel1d1 

meanirig fewer workers rn each meeting giving each of 1chem a 
better chance to g~ve feedback or ask question s. Departmental. 
meeti·ngs might each gfve a sUght ly d ifferent message, caust.ng 
confusi;on amongst workers who discuss what they have heard. 

Letters could have been senc to employees giving <letai'l s of the 
proposed c1osure, c:he reasons and timesca~e. Th1s wottl'd mean 
they vVOUld have a permanent record of the fa.crs but does noc 
give the opportunity to ask questton~ unl1@ss a staff mee~1ng ~s 
held after workers have recef ved the I etters. 

In this competent answe~ the extract shows that the 
candidate is considering the ,co,ntent of the informa.tion 

and the way in which it might af'fect employees. There is also 
a .consjderation of the amount of information that employees 

might want e.g. the timescale involved. There are some - - - -

evaluative comm·ents within the answer and the complete 
ansvver would gain 8/8 marks. 
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8 Marketing 
~----------------------------

Tee Wear 

TecWear,. owned by Jameen, manufactures 
waterproof coats and trousers. Tecware has been 
in business for 3 years and has already built up 
a growing customer base that appreciates the 
distinctiveness, quality and design of the clothes. 
Sales to customers are made through 18 specialist 
clothing stores and ,an internet site and show a 
seasonal variation. Jameen uses moving .averages 
and other methods to forecast future sales. There, 
are several large transnational companies selling 
similar clothing which have much larger promotion 
and research budgets than TecWear .. They are 
continually bringing out new products and fabrics. 
Jameen now feels that TecWear needs to develop or 
will fail . She employs a part~time fabric scientist who 
is working on a new unique lightweight, washable 
fabric that could be used for outdoor garments. 
Without the waterpr-oofi ng ingredient it would also 
be suitable for indoor clothes, including shirts :and 
dresses. Financing further development will require 
borrowing. Brief market research indicates that a 
paper catalogue in addition to the website might be 
,a means to attract more customers .. 

(a) Analyse the benefits to TecWear of 
product development. (1 O] 

(b) Evaluate the importance of sa.les 
forecasting for TecWear.. [14] 

Candidate answer (extract) 

(a) TecWear's bti51ness [s bui lc on se!Hng ro peop!le who 
wan·t something different from tne large firrnl products. 
In order to compete, TecWear has to offer something 
that can not be bought etsewhere. R&D w,il1! ena.b~e it to 
co·ntFnue co keep ahead of ·che big compan~es. Faiilure co 
deveil op niew products m eans that me comp erit1on wt! I 
soon copy TecWear1s fabriics and thefr big research and 
pron1otion budgets will attract business from TecWear. 
The perform an c::e doth i ng marker demands do~h ~ng tih at is 
waterproof ~nd light and TecWeaJr needs: ·new desFgns and 
fabrics to keep up wi nh market eh anges. The n f!¥il fabric w i 11 
main taiin co1m,p etii~ive advantage and enable· ex pans ion into 
a new ·market. AH TecWear has to decide is whether the 
potentla1I benefits are bigger than the lnvestment needed 

Thjs answer considers the benefits, so addressing the 
question . Several ben efits are suggested, with reasons 

given for their jmportance, all in relation to TecWear'"s 
situation. The c,ompJete answer would be likely to achieve 
8 - 10 marks. 

(b) TecWear uses moving averages to fo recast sales. This 
method is useful because sales vary by season and 
calculating a trend and adding seasonal varfatron wm give 
an accurai:e prediction. It wil l not be able co dererm1ne 
random changes 'to sales, rno:r predict che effecir of changes 
fn rhe market such as a competitor bringing out a rnew 
design or promotronal campaign. But rt wi 'II enab·le Jameen 
to have a dear tdea of sales revenue in the future, enabling 
i1nvesrment dec:isions such as developfng the new rabr1c to 
be welli made~ Other rnernods ,m,ighr include askfng auclets 
oherr views ·on the marke·t and expected sal'es and ,us~ng 
cust·o 1m,er informac['on from, the website, 'loo,klng at che 
percentage of peop.lewho visirt and buy. These forecasi:ing 
methods are noir expe,nsi,v@ and will give a .cl'.Sar idea of 
expected sales quaptity and revenue. Tn1s wrl'I enab~e 
prod u:cci on plans to be accurate, costs to be mh, r.m:1 sect and 
cash f lo\NS and any bonowi ng requJ rements to be fo recast 
However, in a taprd ly eh angi ng market, sales forecasts must 
be conscant'ly revised aind neared wit:h care. 

This extract discusses the role of forecastingr showing 
knowledge of possible tnethodsl with some reference 

to TecWear's situation. Benefits and dra·wbacks are consideredl 
with reasons for each. Som e attempt is made at .a 
conclusion. The complete answer would be expected to 
achieve 12-14 marks. 

9 Operations 
and operation 
management 

~---------------------------
Pro b I ems at Bikki Ltd 

Jon and two associates left their jobs with a food 
manufacturing ·firm to set up their own business, 
Bikki Ltd, making biscuits. They took up an offer 
of leasing ,a factory with the equipment needed for 
mixing, baking and packaging. They hired workers, 
engaged in a marketing launch and achieved all 
their sales targets., sel Ii ng to smal I shops and one 
large superm,arket chain .. After a year .. several 
problems appeared: 

• The supermarket began returning significant 
numbers of packets because· biscuits did not 
meet the quality criteria .. 

• Stocks of ingredients and finished packets built 
up and some spoilt. 

• The equipment began to break down frequently .. 
• Labour turnover rose and many employees 

complained of boredom. 
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Jon was warned that repeat orders were in danger 
unless quality improved. Employees became ,aware 
of this and their motivation fell even further. The 
supermarket buyer had a qui e,t word: 'Unle-ss 
quality i.s improved,. within three months you 
lose our order. Why not try lean pr-oduction?' Jon 
quickly investigated this, idea .. 
Evaluate the introduction of lean production 
at Bikki Ltd.. [20] 

Candidate answer (extract) 

Lean producti'oin Is usi,ng resources- to produr~ in the m ost 

effici·ent vvay to rn1nimise waste. It keeps costs as 1ow as possib le 
and enabl'es consistent quality criicer,ia to be achieved. It does 
this by focusing on four areas. 

First1 jusc-in-tiume production. Th,is Involves onl'y ordering 
ma·cer ials w,hen t hey are needed for producc:ionf and sending 
fin~shed goods ro su.pp'liers qu,ickly so mac invern:o ry at: al.I 
stages f5 kept to as near zero as poss,ible. Thfs 1s exactfry what: 
Bi kkl Ltd needs t:o in cro d uce to stop the cost s of ho Id fn g 
too much stock as at present. However, JfT requires some 
sec'ctng up and the,re are dangers. There muse b.e accurate 
foreta$t:s for d em and, ot:he rwise ir n,,i,ghr not be poss1bfe t o 
suddenly obtain raw materials. In 'Bikki 's case the super,market 
wi II be ab'le to supply de·mand requirements. Suppllers must 
be rehabile in terms of qiuali.ty and de"1very1 there ·must be 
ft.ex,ibHity in the equipment and workforce and some ki.nd of 
enterprise resource pla.nnln,g (ERP) t o enable resources to be 

matched. exactly to o rders. All this wfll require init ial costs 
in terims of training employees1 setcin,g up suitable suppliers 
and desrgning an ERP system. There wi'll lbe ongoing coses 
of monitoring. In B.ikld s cas~ where producrion 1is re~arive1ly 
simple and materials easily obtainable; setting up JIT shou~d 
be possible and wlll ,lead to much cost savi1ngs. lit wil:1 not rea:Hy 
addtiess the qua~ i ty is sues. 

These can be tack~ed by introducing tot al qualft y manage·ment 
(TQM) - a plan for gett1ng quality assurance by all e,mployees 
pucring quality firsr from scarr ro fini·sh. This will mean ,making 
sure supplliers are com,mitted to gi~ing ·qualrty and employees 
are t rained to have a pride rn achieving qual,ity. Th1s :means 
changrng the culture of BHdd an,d supporting workers in their 
jobs. This sounds easy but will require ma,nagemem: of the 
change. Th,is can cosc t:ime and energy. To ger empioyees 
involved in TQtv\ means- changing tnefr roles. lhis can be done 
through increasing the in1portance of teamwork through cell 
produccion1 providing flex~b:le roles and gfv1ing "WOrkers m,ore 
responsibility. This will redL1ce che compl:arnts about boredom~ 
lower labour turnover and its cost s and fncrease q uaUty. There 
wil I be ·costs and the total: co:mm,itment of the owners and 
m,anagers wH t be needed. Work pa.tee rns have to be c h a.nged 
and ft may be necessary to invest fn different machJnery rhac fs 
t ess prone to hreakdown. 

Changlng to ~ean p,roduc:rlon 1nvo1lves cost. In Bik:k1i's case it is 
djffilcult to see how it ca,n survive unl1ess a big 1move cowards 

lean productfon is made. 

In this extract the candidate addresses the question. 
A dear understanding of lean production is shown, 

though there are ,omissions, e.g. capacity management the 
role of kaizen, b enchmarking and how quality a,ssurance may 
be achjeved. Advantages and ,costs of lean production are 
discussed and there is some attempt to reach a conclusion, 
b,ur this is not fully justified by the arguments. The answer is 
g eneral in tone and co uld be more focused towards the issues 
faced specifically by Bikki Ltd, though there is some reference 
to particular case study points. The mark for the complete 
ansvver would be in the range of 14-18 marks. 

10 Finance and 
accounting 
Question 6 

Exploration Equipment p le (EE) specia I ises 
in drilling and mining equipment that is sold 
worldwide .. It has its headquarters in Malaysia with 
production sites in Malaysi~ China and Indonesia. 
The board of directors has recently decided to 
open another factory in Europe but is undecided 
about its location. The following figures have been 
estimated for each proposed location: 

Predicted net cash flows ($000s) 

100 225 350 375 425 

(a) Cal cul ate: 
(i) the average rate of return and 
(ii) the net present value 

Oisco un t fac tor for 10% rate of interest 

-1 1 _1_ o.9 1 

Year3 Vear1 Year2 Year4 

0.83 1 0,75 l 0.6,8, l 0.62 

(b) Analyse the factors"' other than financial_. 
that the board should consider when 

[3] 
[3] 

making its decision. (10) 

Candid ate answer 

(a) ARR for Fran ce ~ (11345 - 800) 7 5 = 109· average profir 
per year 

ARR = 109 + 800 x 100 = 13.62% rounded 

ARR for UK = (1A75 - 875} T 5 = 120, average profit fo:r the year 
ARR - 120 + 875 x 100 - 1'3.71% rounded 

Net present value (N PV) for France - $1791700 

NPV ,for UK ~ $183,750 

These calculations are correct and would score the 
full 313 marks each. 
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(b) The board m.i,ght consider rhe attltude of the governments 
in f;rance and the UK to overseas compan t.es locadng 
w ithin their countries. Some governments encourage 
foreign inward jnvestmenr, whUe others discourage it rn 
order to protect do.mesr:ic industries. 

Wi II 1che .company be ab].e to 1locate where 1it ·wanits to or w~II 
che governments dicrate where the factory can be bui'lr] 

Both the A RR and the NPV j,ndicate that the UK wouki be 
rihe rmost ben@fic1all tocaci,on bur: 1legaf r@srr1cr:ions mi:ghr 
be stri:cter than ,in France. The business tTiust consider the 
relatfve wage rates and the strength of the trade unfons 
in lb oth cou ntrres. rlrf France has gen era I I y I ower wage raees 
man rhe UK, me business should ,ocar:e i11n France. The 
leveil of trade Lin iron actiivircy mrgnt be an irnporcant factor 

. in the deci~1on. If there fs a chance that production can be 
frequently disrupted by industrial action then EE pie might 
lose too many days ofwark and be unabl1e to meet deadlines 
for deHvery of equf pment~ 

Some governments g~ve grants and/or cheap 1oans co 
busi,nesses rhar locace in rhei r counrries bur ofcer, dicrare 
where in the cnunt ry the business should locate. Thts m,ight 
not be the best 1:ocation ror the busfness. 

The infrastructure is important. ls there a good road and rail 
ne·cwork? Can the bus1n ess I ocate dose to a port because 
the equ1pmenc .is i:ikely to be rlarge and heavy and w,ill! be 
exported c,o t:h e fin al cusrome r? 

This answer does mention some financial factors, 
i.e. the ARR and NPV and the wage rates, but it 

also identifies several non-financial valid fa:ctor s1 e.g . the 
Infrastructure and the level of trade union activity. There is 
some analysis of the p ossible impact of trade union activity. 
M ore analysis of re/evan·t factors would be required in 
order for higher m arks to be gain ed It would be awarded 
7110 marks. 

Question 7 

Heppack Ltd financial data 

Year •••• Grross prrofrt rnarg mn 42 40 44 46 

Net pro fit marg~n 15 12 16 14 

Analyse the possible r-easons why the net profit 
margin of Heppack Ltd is decreasing when 

49 

12 

the gross profit margin is increasing.. [8 arks] 

Candidate answer (extract) 

The m.ost ili.kel,y explanation is that Heppaok Ltd has alllowed 
costs to increase. Th ~s could be an in crease in, the cost of 
electrk t.ty or fuel for t he company's veihides. llt could be due to 
an increase in any of the ~re;ms fi sted ln che ~n1come srate.menr. 
This could have been caused by an increase in the wages paid 
to workers reducirrig profits and therefore the net profit ,margin. 
If w,orkers had ne~'ti.ated a si.gni1ficant wage i1ncrease this couid 

cause such a downward trend. Over 5 years the net profit 
marrgin fell by 3% but in 2010 lt increased. Hep pack Ltd needs 
to discover how it achieved thi5 increase and try ta int roduce 
measures to repeat this. Over the last 3 years net profi t margfn 
has steadil'y dedined. Have increases occurred ,on, several icems­
or 1s it one particuJar expense ohat ,is t he cause? It mijght be a 
result of inft:atiori ary. pressures in the economy. 

This extract focuses on the question and on the 
elements that determine the profit for the year. Jt shows 

understanding of the relationship betvveen expenses., profit 
for the year and the net profit rnargin. The impact of 
inflationary pressure and the que:;tion of.one or several cost 
increases needs s,ome explanation to make it relevant to the 
a·ns~r. The complete answer vvould achieve ·618 m·arks . 

11 Strategic 
management 

~ti--------------------------
Rack Radios (RR) pie 

Rack Radios pie produces a range of radios th.at 
sell at a low price. The range includes portable 
battery, solar power and wind ... up models plus 
some small mains radios. It has had great success 
in sales through large, low.-price retailers. gaining 
a good marke-t share. It has achieved this by 
keeping the cost of materi,als down., using low ... tech 
specific.ation circuits, to enable low prices but low 
profit margins .. RR has ·two concerns: 

1 Competitors are increasingly active and RR's 
sales are levelling off .. 

2 Disposable incomes in the country are increasing 
and research shows that many people are not 
satisfied with cheap,. low~quality radios . 

The directors. have .an idea that it is time to 
produce a higher-quality, more expensive radio 
to sell to people with great@·r disposable income. 
Components, cases a nd finishes would appeal to 
the new target market. The radios would be sold 
in department and specialist stores. Manufact1..1re 
would be outsourced to specialists in low ... wage· 
economies. There would be a new brand name -
Real .. This would comple·ment the existing brand 
but would have to be marketed differently to 
ensure that there was no confusion with the 
cheaper model ranges. Consultants were employed 
and they carried out some strategic ana lysis for RR. 
• Boston matrix analysis considered the position 

of the current models in the market. 
• A SWOT analysis established where RR was at 

the moment. 
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• Porter's five forces model w,as used to assess the 
possible corn petition. 

• A PEST analysis considered the external fa,ctors 
related to the market for radios. 

Consider the strategic analysis the consultants 
carried out. Assess how important this ,analysis 
might be for RR to be suc-eessful in introducing 
the Real range. L 20] 

Ca rid id ate answer (extract) 

Strateg1 c analysis is a busi1ness sett,i ng out where it 1is wJth 
resou.rces, the .market and the exc:ernal envfronm,ent. It folilows 
'd1e setting of objectives and enables straregic dec~sions to be 
taken a.bout the fu t,u re using the information from the anal ys 1s. 
The con s-ulttan ts used four ·coo Its of an aJlysis, The Bosco n m atr~x 
considers the range of products a business has and assigns 
rhem to a maclf'irx wirh foul!' pares, high or 1low ,marker share and 
fasc or slow growing markers. R~s products have a medium 
m a;rket share in a slow or ded in 1 ng market - a G!5h r:.ow that 
is generating money in a consistent way. This coul!d be used to 
finance th,e development of anocher product Hke the proposed 
Real. Rea.:I wouJd be a problem ch::ild - lbw market share in 
a growlng marker, gwing rhe po~srbi'lfr:cy of future revenues. 
The Boston matrix does not make a dedsion but lndf cares 
possibil1it1es - ma~kets may change. 

A SWOT ana1ysis co,nsiders the strengths, wea'!Gnesses; 
opportun~des and threats facing RR. 

So11,i d existirn g 
m~rket share. 

Good 
products. 

Good 
reputati ori. 

Good 
d istr1ib uti on 
networks . 

IReJiance on 
one radio 
sector likely 
to dedine . 

Entering 
new market 
segment. 

New 
di stri bu·tio n 
cha n nEi! Is. 

Active 
competitors. 

Sala-s HkQly 
to fal I. 

Using this can !help RR c:o prin:poinc: a possibfe direccron that will 
build on ~rs strengths, bypass ohe w.eakn1esses, use o,pport:uniries 
and avojd die threats~ SWOT analysi1s does not g[ve prescripcive 
answers but lndkates simrple condusfons. 

Both tihese tools indicate t:hat the proposed move to Real has a 

denn~te possibtNty of success and that continuing as R.'R 1is at the 
moment is not really an option. 

Porter's firve forces can be used to assess the degree of 
competidon in an e:x;isting market or in a market a business 
may wish to .enau:. l:n RR1s case the existing ,m,ark:et has a threat 
of compe·c~rors, cusronne.rs are increasingry l~kely to swrcrh to 
other productsi there are substitute products avai 1la;ble and 

there is :litde information on the bargaining power of suppMers, 
though outsourdng may put greater power to them. This 
means char there is likely to be som,e competition rhac wd 1I 
tnc rease. In the proposed mark er there appears to be I ess 
co m petrt ion as there wil I be I ess ava1 fable subsd tute pro duets 
and ·customers wHI have less bargaining power. This indkates 
chat RR is lrkely to face Jess competition by se lHng more 
expen s,ive upm arkec radi.os. 

PEST analysis considers the pol1ticat economi·Ci social and 
cech notogicat aspeccs of the externaJl environment. Relevant 
factors woutd be ohat disposable fl ncomes are grow,ing (E), 

peopl,e are Jess happy with d1eap radros.and want more 
expensive quality (S) and the technology e:idsts to make better 
quaJi'ty :rad1ios. Again1 this ind:icares chat the proposed maw 
may we1II be a good one. 

Srraregtc a.na1ysts enablies a business ro ser out where it ts now, 
wic:n an ~ndica.tron of what ft might face in ·che future.. However1 

aH of them are simpllscic and the situation may change 
rapfdly,, making the analysls outdated and faulty. RR shoul'd 
bui1ld on the condusions by canryi ,ng out decaiJed market 
research, invesrigai:ing supp'liers1 coses a1nd qualicy1 drawing up 
produccron plans for costs and making inJtia1 approaches r:o 
department and spedailist stores. 

This extract shows a ,comprehensive answer that covers 
a,Jt four tools. Knowledge and understanding of these is 

good and is a1pplied to RR's situation. Advantages and 
disadvantages of the tools are considered and the conclusion 
sets out other things that RR would need to do. The con1p/ete 
ans~r would be expected to achieve 16-20 marks. 
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ow test yourself 
answers 

1 Added vailue is the additional value ga1ined at: ea.eh scage of 
product1o n. It can be economk (work done o n f.n puts) or 
marketing (consumers see more value). 

2 Opportun1ty cost is the next best ailternatfve given up when 
a choice ris made. 

3 Characteristics of a successful entrepreneur inc'lude: 
determ:inat ion, drive and energy; passion,, initiative and self. 
confidence; good leadership - being abl,e to persuade and 

involve others. 

4 Three possibie changes in a business enviro1nmen,t indude 
a n.ew law; a 1new produce: from a compecic:o~ a new 
technolrogy; a change in taxes. 

5 A she lret for homeless people; a food.-growi ng cooperati.ve; a 
G rameen lendi:ng scheme for women .. led businesses. 

6 Triple botco-m I ine is used t:o assess bus~ness performance 
:in all of financial:, social and envtronmentall targets/ 

achievements. 

7 Profk .. 'making busi1nesses aim to make profits but social 
enterpri ses aim to achieve sodal impact; p,rofits belong to 
owners 1n che profit.making busi,ness and to t:he business 
in a social: @nterprlse. The assets in a profic·makinrg business 
that stops trading belo ng to the owners. The assets in a 
social! enterp1fi,se that stops t rading have to be passed to 
similar busi,nesses. 

8 Primary~ ma rb I e quarry, rice farm; pal,m oi I p·I antatro n 1 

gold mine. 

rertiary. accountant clothes shop; doctol'j car mechanic. 

9 PubJ~c sector: local government car park, council refuse 
collection, government school. 

Privat~ 5ector: market stalt Coca .. co~a1 clothing 
manufacturer. 

10 Private sector bus.1 n es ses often have prroflt o bJectives; p ubl.l c 

sector businesses have other objectives lri ke providlrig a 
service ac a set standard. 

11 Li 1mJted I iabi:llty means that the financial, liability of ohe 
owners of a bu1siness i,s limited to the amount they have 
invested. 

12 Owners of t he busfness will not be pers,onaUy responsibl e for 
payirng rhe !loan back so they wilil be willl ng for che company 
t:o cake che loan o ut. Also, a bank wrll be w ilHng to lend to 

a company, k nowi 1t1g the b usr n es s is I egal ly resp o nsfb I e, and 
wi ll use its rresources to pay the loan back 

13 Shares in pks may be traded i.n publi1c, induding a stock 
exchange, pile accounts and reports are open to the public 
and large amounts of finance can be raised by share issue. 
Privace I imit:ed companies cannot: sell shares on a srock 
exchange, can keep thef r accounts private -and cannot raise 
very large am,ou.nts of f.inance by share :issue. 

14 Number of empl1oyees, capital em,ployed; ,market share, sales 
revenue. 

15 Large market share might be of a very smaH market. H1gh 
capical employed m,ight: be due rro capttal~fncensive methods 
used by a sm aJl1 bu s1 n ess. 

16 Advantages: q1iuick response ro changes f1n customer castes; 
person al se rv~ce. 

Disadvantages: tack of finance; difficult to employ a range of 
specialisrs; somer1mes smaJI range of goods/services~ ere. 

17 Emotional involvement: or ra:mily feuds affect,ing the business. 

18 Small businesses can be an ·important part of the supply 
chain supplying larger busi nesses wirh componenrs and 
servi1ces. Small business today can be bfg business of 
tomorrow, Smal,I bus·inesses ·can create a lot of j,obs. 

19 To gain economies orf sea.le; ro increase potential fo r sales; 
to gain statu.s; to ,increase market power through larger 
market share. 

20 Profit rnaximisation; profit sati sfidng: increase market share; 
increase saies revenue; growth; survival. 

21 Specific; measurab'le; agreed/achievable; real1isti:c; dtne .. specrfk. 

22 The state of t:he econo my; the cul1ture of the business, i.e. 
dsk averse or not; sJze of business; public or private sector: 
I ength of exl sten ce. 

23 CSR means t hat a busi,ness consrders the potentraJI 
impact of its a.ct1ivit ies on society; it aims to behave in an, 
enviro·nmencally fri.endly and et:hical manner. 

24 Cu stormers mi~ht refuse to buy the products of a business 
that: is judged co be behav1n,g in an unethkal manne.r, 
especial·ly if alrernar:ives are avaijlable from erh~ca1I 
businesses. 

25 Shareholdersi em ployees; supplriers; local commun~ty; le,nders 
of finance; government Exampl·es include: 

• Shareholders expect: the business ro be profitable and 
give a return on t he ir f nvestment 1 i.e. dividends. 

• Employees ho pe char t:hey wNI conrinue ro have 
employment and to be pa1d a fa ir wage. 

26 Em p,I oyees m rgh r: I ose eh ei r jobs; sh areh old e rs m,rgh t fear 
IW1er profits i·n ~he future: rhe llocal c::ommunfty might suffer 
a multtptier effect as those now without work can,not afford 
to spend in t he 1loca1I shops. 

17 Exarnp.les inc,lude: shareholders mi,ght se'II t heir shares 
if 'they do no't rece1ve div,idends; ermployees m,ight seek 
employ1menr: elsewhere ff c:hei1r needs are nor mec; c:he l,ocal 
corn munity 1m·lght: fight: a ny plans that the business has if 
they have not been t reated weU tn the past. 

1 Characterrstics could ind ude~ charisma-J self.confidence, 
intelligence, creativ1ity, being multi·skWed. Example 
expfanation: charisma means that che reader wil I be able 
to get: peop,l1e t:o believe ijn h~rm or her and to foHow ~n rhe 
pursuit of busl ness goals. Self ... confidence might be essentf al 
when no one else can understand the path being taken but 
the leader can see c:he des,ired outcome and how it can be 
achieved. 
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2 Control: to be able to determ.ine the activities in a business 
to ensure rhac aH effort is W·ork~ng cowards the business 
objectives. Monitoring: ch@ck.ing consranitly thac aiU individual 
and depart·mental objectlves are being met and if not then 
takfng correctfve actron. Commanding makes sure that 
clear ·instructions are given so that everyone knows what is 

expected of i:hem. PJann ing: bet·ng respo 1nsibl·e for deciding 
on the business objectives and how rhey rnight be achieved 
Coordinating. ensuring that dl.lp11ication of effort does not 

occur and that aJ I departments are v.orkfng a·t the requfred 
pace and towards the appropriate cargets. 

3 More rdeas because empJoyees can make varuabre 
cont 1rtbu1tion s. More h~ghly moc:ivated workeirs because chey 
fee·! valued and included 1n business decisions. Wo1rkers 
get feedback from, managers and are able to feed back to 
managers on ideas put forward. 

4 Consult ing w,ith employees can be very tlme consum1ing_ 

Emergency situatfons and some business situ.atfons cannot 
afford time ·co consult wlhen quick dedsions must be made. 
Ttm,es when managemenr: do noir: consu.lr employees can 

cause reseru:mertr. Em,ployeies mighc noi: know besr how 
to deal with a particular situat1on; t hey do not have the 
experi1ence or skiHs, unlike the managers. 

5 Quick decls1ons can be made, whfch fs essential rn some 
situations. Employees are told what to do and ~ime is not 
wa.sced gatning 1che feedback from them. Some employees 
do not wan.r t:o be ,included i1n decis~on mak~,ng and. would 
be more comfortable being given inst ructf ons_ 

6 Highiy skil,led and se lf~mO"c: ivac:ed. This means criac c:hey 
do not need constant supervision as they are probably 
doing hjghly technical work, e.g. R&D. They are driven 

by their intere~t r.n what they do and therefore do not 
need supervi.s1ng. They are 1motivated by c:he nature of 
rh e wo.rlk. 

7 Self~awarenesS; self~managemenr; sodal awareness; sodal1 
§ki ll.s. 

8 They are able co dea 11 w it h the sin..1.ation/employee in t he 

most approprface manner" thereby gaining the best possible 
outco,me_ 

9 Motivation is rhe des•re and wmi1ngness to worik towards a 

stated goa.L 

10 Social needs: peopile usually need to fee~ part of a group and 
to have interactlon with other people. Esteem needs: people 
need to fee l the respect of thei1r peers; they need to, fee,I 
recognised and appreciated eicher as a worker and/or as a 
perso·n. 

11 Plece work means that employees wWI be paid a scared 
amount for each unir or piece of work cornplered 

12 The more emp~oyees produce then che more ·they wW earn. 
This wi ll mocivare chose worke.rs who are motivated by 
money and desire a h~gh-er lncome. 

13 Hygiene factors do not mo·rivace but chei-r presence prevenrs 
dissatisfaction. Motivators are the factors that wiH create a. 
desire and wfllfngness to work among employees. 

14 Achievement: the need to reach goals and be recogn~sed for 
doi1ng so.Author~·ty: the need of employees to have sorne 
contro11 and power over t he way they work. Affiliation: the 
need co be pare of a g ro tJP- co be Ii ked - me desire co work 
in a frlendry atmosphere. 

15 W~thout an effeccive appraisal system it would not be possibJe 
ro determine whether ra rgets had been achieved an.d who had 

met them and who had not. The system must be fair so that 
people who do achieve th e~r targets are rewarded and those 
who do not reach pre·set targets willl not receive rewards. 
\Mith out this the expeccations of workers are undenm1ined. 

16 Commission: sales people could receive a percentage of the 
total sale$ that chey achieve. Thris would moci.vace them t:o 
selil 1more. Profit4elated pay: i·f rhe recail bu.siness becomes 
more profitable due ro the efforcs of its employees, it could 
reward 1ts vJOrkers w1th a share of the pro·fiits. This ensures 

that aH employees strive to make the bus~ness as profitable 
as possible. 

17 P-rofit~reJated pay. as in 16. P'art;cipation: the workers could 

be :involved in making production decisi·ons. 

18 D,sciplinary and _grievance procedure. ijn the case of 
disciplinary accfon being caken against an e,mployeel che 

HRM deparcment would arrange fot the em,pl·oyee robe 
notified and would arrange any necessary meeting_ S~millady 
with a grfevance procedure. Train;ng: induction training and 
any other required training would be organised through the 
HRM deparcmen.c They a1lso idencify r :raining needs in soime 
insrances1 e.g. when new equfpmenr: is acquired. 

19 To motivate existing empl1oyees; to save adverrising coses; 
because the recruit would be famiHar w it:h rhe business and 
its system,s~ faster recruitment process. 

10 lnterna1 recruitment is when a vacant pos1tlon 1s fi lled 

by someone already working ir, the business. External 

recn.t•tment is when a vacant post is advenised outside the 
buslness and r.:he applicants. do noc: currently work for ·che 
business and are lii lkely co be unknown ro rhe business. 

21 Usi,ng recrukment agende~ posting the vacancy on 
Job inceme! sires; rhrou.gh personal conracrs of existing 
e tTiployees; by head hunting people from other businesses_ 

22 Interview: ask pre-planned questions of each candidate and 
compare responses - enables lbody l1a.nguage to be seen 
p~us fo llow,up questions iif necessary. Aptitude tests: give 
each candidate a cest on ithe sklUs ohat chey will need in che 
job-· can see if ·the candtdace ~s pMysically/me·ncally able cc 
do the work 

23 Ajob specification details the tasks and responsi ibiliries chat 
will be perform1ed by the per~on doing the job. It might 
detai l hours of work) p lace of work and hol~day enitltlem ents. 

A person specification detaiils the qualiffcati1ons and qualities 
that che applicants are expecced to have. Tihese can be 
personal qualities/ such as paci.ence and confrdE:i:nce, or cou~d 
be the amount of experfence that t hey should have fn 
sfmi'lar work. 

24 Adverthe fn local or nati·onal newspapers; place details 
on a Job search ,internet s1te; advertfse i·n a special1st trade 
magazi n ef ecc. 

25 Detai!ls of the work; job ctde; working ho urs; length of 
contract; holiday entitlement~ how the conuact ca1n be 
ended 

26 Redundancy occurs when che work hi no longer required 
and so che person doing char work is also no l·onger 
required D~smissaJ is when the contract of emp.loyment is 
terminated by the empl'oyer and the person is asked to ~eave 
the place of work 
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27 Em,ployees more skil led from, acqui,ring more skms and 
knowledge; morivaced em,ployees because they feel valued if 
che bus·iness fnvescs in che:m; helps to prepare employees for 
promotfon. 

28 on ... rhe..-Job craiining cakes place Wlt:hin rhe business and is 
often done by watching other woirkers doi,ng their work. 
Qff.che-job trainlng takes p,lace in a school or coliliege away 
from the business prem1ises and is usuaUy gi,ven by external 

speciaHscs. 

1 Business objectfve: increase profits by 10% in rhe ·next year. 
Market•ng objectives: ~ncrease customer recogn~tion of the 

product by 20% and i1ncrease saJes by 10% over the next year. 
2 To increase customer recognit;on: 

• Produce - produce a brighter range .of cotou.rs.. 

• Price - sell at a pri,ce no hi,gher t han the co,mpe'cicion. 

• Promotion - increase advertis~ng by 110%. 

• Pl1ace - increase the nu.mber of sales out:lets by 10%. 

To increase saJes by 1% over the next year. 

• Produce - produce updat:ed deslgn. 

• Pr1ce- reduce price by 5%. 

• Promotion - increase in-store prom,ot io ns. 

• PI.ace - introduce online selling. 

3 Prke; costs of corn, rice and wheat:; taxes on cereals. 

4 (a) No effecc. 

(b) Supply curve moves to r ight 

5 Price of boots; ~ncome of consumers; attitude of ·consumers 
·co wearing boots: how fashfonable boots are; advertiise,mem: 
campaiigns for boocs. 

G (a) No effect. 

(b) Demand curve n1oves to 1left. 

7 (a) The supply of a good is the quantity of goods or 
services being made avaUable for sale at a particu.ilar 
pn1ce and ti,me. 

(b) Demand is the quantrity of a good or service that 
customers are wifl ing and able to buy .ac: a particular 
price and rim·e. 

(c) Markee price 1is the price o·f a good resulting from the 
i nceraccron between demand and supply in a ma~ket:. 

8 Eicher may be correct:. 

9 Build,ng market: advertise 11n trade magazines and sell to, 
the indusc:ry. Footwear market: adverc1se as an accessory co 
dorh1ng and sell 1n h~gh screer sho ps or malls. 

10 A,nswer may depend on exactly what: che product is: 

• Local market- goJf dub, painter/decorator 
• N" tional market - j eans1 choco'I ate bar, sports car, 

dgarettes 

• Regwnal market - jeans, choc·o,late ba~ sports car, 
dgarettes 

• International market - oi l dri lling equipment Jeans, 
chocolate ba.~ sports car, cigarettes 

11 Consumer products: eventng dress, bubble gum, saloon car1 

possibly spreadsheet:. 

Producer products: shriink wrapping machine. large corn puter 
system, spreadsheet. 

12 A ma rket-o rf,enta ted business pro cl uces goods or services 
tha't: meec the needs of the markec; a producc-oriem:ated 
business produces goods or services and then tries ro sel'I 
them. 

13 (a) Markee share is che percemrag@ of c:he coral m,arrikec heJd 
by a business or product. 

(b) Market growrh is che absolure or percentage increase 1in 
the size of a market. 

(c) A consumer market is one i:n which consu·mers are che 
buyers. 

(d.) A national marker is the 1ma,rket w ithin a particLtlar 

country. 

14 ConsumBr markets: cough sweets, Wel.lington boots, pocket 
radios. 

Producer markets: 30 .. r.onne l1orry, brakes for cars. 

15 PJace of saJe: c,onsu.mer markec sold in shops, maHs, market' 
stalls; producer market solid by sales staff1 in trade fa irs/ 

exh ibttions. 

Promotional methods: consumer market by television 

advertising, producer rn arket by targeted flyers. 
16 (a) Niche marketing fs when a business satisfies the needs 

of a small segment of a larger market. 

(b) Segment:ation fs the process of rdent~fying partfcu.lar 
groups in a market that have si,milar needs and wants. 

17 Benefits i ndude! low unit costs, hence low prfce; strong 

brand presence. L•mitotions include: h1igh marketing costs; 
strong cornpeti1tion; posstbilicy of large losses. 

18 Sy age, househo'ld ~ncor11e1 gender1 personality type. 

19 Age, genderi reason for buyrng1 pl'ace dolls are bought 

from. income. 

20 (a) F"ocus group - allows dlscussfori of reasons, detaiiled 
responses, consumer sees products. 

(b) Test marketing - rea~ marketing situatton1 expensive 
mistakes can be corrected before fu lli launch. 

21 (a) Surveys - take time to set up, carry out and analyse 

resultsi respondents may not telrl truth. 

(b') Observation - interact,ion between observer 

and observed, u. seful1 ness Ii mi ted to a few research 
obJecttves. 

22 (a) Market researd, is the process of gathering informatfon 
about markets, cuscomers, com·petitors and che 
effectiveness of markeri ,ng methods. 

(b) Primary or field research is gat:he,ri ng information for 
che firsc t i,me, direccly from sources in the marker. 

( c) Desk research is using t nfo rm,atfon 't: h ar has been 
gatheted already1 either by 1che business or by other 
organ isatl ons. 

(d) ·Qualitative research is gathering informa.rio1n chat is 

expressed mn words/ e.g. abouc feelings and attitudes. 
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23 Sampling is the process of gathering information from 
a represe,ncative group of au rhose you are in,teresced in 
(sampl,e from che popularroni). 

24 A scratified sample fs raken by d~viding up the populat1on 
into groups of shared characteriscics and choosing from 
them. A quota sample chooses a set number of people wfth 
di,ff erent eh arac teri:sti cs. 

25 It rs important to obtafn a random samp'le because ft wtll 

represent the total population exactly. 

26 (a) The mean is an average calculated by adding up aill the 
numbers 1n the data and dividing by the total number 
of the nu1mbers in, the data. 

(b) The mode i,s the most commonly ,occurring number in 
a sec of daca. 

(c) The range measures che difference between the lowest 
and In 1gh est va I ues. 

27 The marketing mix ,is the combination of produ.ct, pr:ice, 
promoti'On and place chat enabl'es cuscomer requtrements to 
be mer. 

28 P rfce, pro duct, prom oci on, p I ace. 

29 Customer solution/vatue; cosc co cu.stome~ communication 

with customer; convenience to cLtstomer. 

30 Website contact emaJls/phone nu1mbers, free produce trials, 
free gifts, clear o rde rl n g i nstruc ci ons. 

31 (a) E,ectric kett'.le: tang,iblie attributes - polished ·metal' 

case, Je\le, indicator: incang~hle accributes - design 

awards, brand name. 

(b) Rescauraint: rang,ible atc:nbuces - fresh vegecabl,es, siliver 

curlery; ,inrangible arcr,ibuces - 1nored chef, c:el@brr,iry 
diners. 

32 Product development i:s the creation of producrs wirri new 
or different charactedstlcs that offer added value to the 
customer. 

33 Rekiforces brand 1image, glves USP, enab les entry to new 
markets. 

34 Un•que sell.ing point (USP) is the one part1cuilar factor that 
makes a product different. 

35 Targeted advert1s1n~ specific unique desfgn, branding. 

36 Product I' ife cyd e des crf bes five stages from deve lopment to 

decHne, showing sales over time. 

37 lntroduct~on1 growth, maturity, decline. 

38 An extension, srrac,egy is ma'fi<ecf.ng accivlcies d.esig,ned co 
maintain or jncrease sales ,of a product in dedine~ 

39 Porcfoliio analysis arranges replacemenc produces for failing 
ones, gives flexfbillty. 

40 (a) Penetration o,r s.k~mm~ng 

(b) Full cost or competit:i1ve 

(c) Full cost or contrfbution 

Other answers are possfble - it ls 1important to be a:ble to 
give reasons for a choice. 

41 Market ski,mming penetration. 

42 Com petltive, conrribut ion1 full cost 
43 Loss leaders, psycho~ogjcal, bait and hook. 

44 ( a) 2, elastic. 

(b) Fall of $660. 

(c) Changes in costs for ne'\N level of output; planned 
poirtfol:io changes; long1 term reactions of co 1mperi,'t:ors. 

45 Promotiion js a range of act~vitles t hat communicates 
and 1ntera,cts with consumers in order co inform and/or 
persuade so thac attitudes and buying behaviour change. 

46 (a) Above 1 the·line mechods use ,m,ed1a space !Chae 1s paid 
foir, below.-rhe.-Hne methods do not. 

(b) ATL (TV adverns:ing) reaches many people buc at a 
high cost:. ATL (biHboards} reach many people bur i,n 
restricted locatiions -often not noticed. 

BTL (i n•store posters) are cheap but onlly reach people 
in store. 

BTL (BOGO F) a rt racts buyers but rn ay make product 
seem cheap, l10w quatity and desperate for a sale. 

('c) Objective of promorion~ cost of tnethods; type of 
product 

47 (a) A wholesaler is an incern1ed1ary becween a producer 
and a reta~ler. 

{b) An age11·c acts 011 behalf of che seHer without tak~ng 
ownership of the p roduct. 

{c) A retai le r sel ls products produced by other businesses 
direct to the public. 

48 Cost of storage an.d d1st:ribution coo h1gh; se l1 i ng to retaUer 

can be done in bulk~ product may be perishabl1e. 

. 

~ Topic-4 ' 

1 Designing equipment; selecting suppfJers; maintaining health 
and safety; setting stock levels; hitting qual:ity criteria. 

2 (a) Land fndudes tand. buildings. minerals, o.il and wood, 
e.g. fuel oil. 

(b) Labour is the work done by peopl,e, either manually or 
mencat ly i,n manag,ing and decision, 1making, e.g. metal 
machinisc. 

(c) Capi'tal is machinery and equipment, i ndudi ng 
im:el1leccual capica1I such as qual ificacions, e.g. sewlng 
machine. 

3 (a) accors; scenery; props; che theatre 

{b) woor; kni tting machine; machine operator 

(c) corn puter; electricity; adviser; paper 

(d) lbrry; di ese I; hoist 

4 labour produc:tivfcy is output: per \IVOrker per c:: fme petl'llod 
and measures labour effl cJency. 

output in un 1its per time pe'riod 
labour productivity;;;:; b f. 

1 num ero emp oyees 

5 Lowers unft costs so iprke can be !lowered or profits raised; 
may enable fewer workers needed 

6 Capital in,vestment in more efficient machines; traini,ng 

for employees; decentraHsed decision making to motivate 
em p'loyees. 

7 4 accounts per person per week or 0.1 accounts per person 
per houir. 

8 Efficiency 1measures che way resources are used (cost); 
effecci ve n ess m easu. res how welil che pro du.er rn eer:s 
customers1 needs. 
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9 (a) Produces profit; measures efficiency. 

(b) Is key decider on whether to purchase; enables product 
co m par1so n. 

10 Transforming inputs; branding; adve rtising; afterrsales seNice; 
pe rso na'I sel ~in g. 

11 (a) Large scaJe; avai1labflity of effident machflnery. 

(b,) Large scale: batch product1on: identical products. 

12 (a) Personal service; smal,I scale; rndiviidual produces; 
cu:sto me r needs. 

(b) Persona.ii service; small· scal'e; cusc:omer needs. 

13 (a) n,ew cechnology and new organisati,on 

(b) n.ew organisation, 

(c) new techno:logy 

(d) nevv organisatfon 

14 Qu.icker and more cercain deals made~ morivarion of 
students increased; faster overall production tfmt=s; better 

customer relatrons as decision clear:, fast an-d personal. 

15 (a) Job producrfon ls produdng unfque or smaM .. scale 
pro dlJcts one at a t,i rn e by ski' 11 ed workers. 

(b) Mass customisation uses mass p roduction to meet 
rndividual custorners needs by setting workstati-ons to 
produce a range of prre~set opcio.ns. 

16 (a) Job: advantages ·- flexibi li,ty, high customer satiisfacdon, 
high added vaJue; disadvantages - hlgh cos~ slfow. 

(b) Batch: advantages - low unit cost, range of products 
possible; di,sadvan,tages - high inventory coses per 
batch, less ·~lexible, rime lost resetting mac1hines. 

(c) Flow: advam:ages - very low unit costs, easy to 
auromace; disadvantages - high start-up coses, faul·cs 
stop w ho le rine, demotivaitrng work. 

17 l'nfrascructure is the LttJ:li t:1ies, cranspon: networks, finance, 
educational and healt h facHltfes in a locadon. 

18 Laws on rax; avai11labi1l1t:y of wo.rkforce; closeness co resources~ 
poli tfca l stabilfty: nearness to 1market. 

19 lndus[rial' I nerria is when a business srays in irs current: location 

even though the facrors that led ft there ,no longer apply. 

20 A lready p,ald fo.r bu.ild ings; cosr of finding new emp,loyees 

and materhils; costs of settlng up In new place; losfng 
e:>dstjng 'local contacts. 

21 (a) Economies of scale resu lt in fal:l ing unit costs; 

disecono,mies o:f scale in risjng unit costs, 

(b) lrnternal econo,mies of sca'le resu.lt frnm condftions 

inside the firm, e.g. nevv machines, externaJ economies 
of sca'le result from outside the firm, e.g. similar flrm,s ln 
the same area. 

22 (a) Technkal, e.g. ,new equipmen·c; managerial, e.g. speda:Ust 
managers~ bulk buying: markecing, e.g. advertising coses 
r:he same whatever quantity is produced. 

(b) Co1mmun1catlon diffii.cukies; control and coordination 
cosc:s; I ess modvado n. 

23 (a.) Raw macerials are the basic phys1cal, resources needed 

for product ion. 

(b) Work 1n progress is partly finished goods in 'Che process 
of being transformed into final product. 

(c) F~nishied goods are produces ready for sale. 

24 En ab'I es p rodu.ctiio n to continue even if no raw 1ma teri1als are 
availab le for a time; enables sudden1 dema,nd to be met; l1arge 

orders gain discounc:s. 

25 Reduce storage coses: reduce tnsurance costs; avo~d 
invencory becoming ouc ot dace, damaged or obsoler.e. 

26 (a) Buffer in,ven·eory is che mini1mum invenco,ry thac 
prevents variarions in supp1ly, producr~on or de,ma.nd 
stopping productro n or sa I es. 

(b) Reorder level is r:he leve l ,of invem:o.ry at which 1more 
·inventory will be ordered. 

(c) l ead rime is rhe rime taken for inventory t:o arrive afrer 
rt has been ordered 

27 Ut:clle inventory held so costs of provjding bu~ldings, 

insurance, inventory staff are less. 

28 If s.upp'liers do not: deNver, production is stopped; may 
lose sudden orders; requrres expensive IT systems to link 
su,pplrers; orders and inventory monltori.ng; accurate 
demand forecasts essen t1i al 

1 Sta1rtau,p capita'! is the .money that a business needs whe:n 
first: secti:ng up. ~c is used co acquire prem ises and equ·ipmenr 
so t hat the business can begf n to operate. 

2 The fen,goh of rime the fln1ance is required for w ill decermfne 
the source used; an overdraft would not be used for longer .. 

term projects because the i;nterest rate payable would be 
extremely hfgh. 1lf a project does not give a return for a long 
t:ime, a long~cet1m source is used; if money is required for a 

short period, e.g. unt::i I customers ser:c:le their debt:s, then 

shon .. tenn sources could be appropriate. 

3 Working capi.tal :is the money used for day .. to~day busi:ness 

activities. Working capital ,is current assets minus current 

I i1abil i ties. 

4 Too mu.eh working capital means that the bus~ness ls 
experiencing an opportunity cost; :the extra working 
capital, cou:ld be invesced in an in1c.eirese1 bear•ng a-ccounc or 
coujd be used co purchase equipmenr. chac could increase 
b usi n es s profit. 

S On.e disadvantage is that t:he money i1s not earni1ng anychi·ng 
for t he business. O·ne adwntage fs that it gfves the busf ness 

security that it can settle its shortrterm debts. 
6 Revenue expenditure .is on day .. to .. day itetns that wiH 

be iUsed in the business in a short peri,od of time (less 
than 1 year). Capital expenditure ls spending or. assets 
(equipmen·e or premfses) 1ohat will be used in the business 
for seve ra11 years. 

7 Shore·tenm ft nance is f inance rhat: wi,11 be repaid within 1 year. 

8 A iretum on the project for whjch i:he money was acquired 

mighe nor occur for some time. The amounr borrowed 
might be very large and so the business needs longer 

to repay. 

9 Advantage: no interest wUI be payable on the ·money used. 
Disadvantage: the business might not have sufficient funds 
to meet sh ort~te rm debts. 

10 It does not require any interest to be paiid. It is avai~able 
instandy. 
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11 Overdraft: che money should be avail able When d-ie 
cusr::o,mers ser:de cheir debts and s,o che money is only 
requ.r red for a short period. 

12 Advantage~ regu:lar payments help wi·th budgeting. 
Disad11antoge: inc:eresc w~l11 have ro be paid to che bank. 

13 Bank overdraft:; shore-term bank loan. 

14 Lo1ng-cerm bank loan; debenr::ures. 

15 When a business is undertaking a major new" project that 
wili l not be very profitable fo r a long t ime1 e.g. a few years. 

16 Might not want to 'lose any ownersh~ p and control to a 
venture capitalist. Venture capitalists often require some 
ownership of rhe bust n es s co protect: rh e i r ~ nve stm e nt. 

17 Frxed costs are coses ohac do not very acco,rd ing to che level 
of outpu.c. 

18 Variab~e coses va..ry directly according co t he level of outpur, 
e.g. raw material,s. 

19 Direct costs are costs t hat can be specif1ically linked to the 
producc~on of a parclcul.ar item, e.g. direct labour cos·cs. 

20 When deciding 0 1n wh,l't price to charge for a product/ 
service - che prfce charged wouild need to cover al1II coses 
incurred and possib1ly some prof:it. Businesses use cost: 
in form a t1 o n to m on ito r the p erfor.ma n ce of different parts 
of the business to ident ify ~neffident areas and exampl·es of 
good practice. 

21 Tota:I costs= S1201,QOO. Average costs= $30. Profk = $241000. 

12 The breakeven ~evel of output is the lev-el of output where 
the busin.ess makes ,ne1ither a profit nor a 1loss; totar revenue= 
tora I coses. 

_ 
1 

_ fixed costs 
23 breakeven output=-----------

contribution per unit (SP - VC) 

14 The margin of safety i,s t he difference between the· actual 
level of outpur an,d the breakeven level1 of output when the 
accu.a.l ievel is above breakeven level of output. 

25 One use: t0 calcu~aee the level of profit at any given level of 
oucput. One Ii m,i·caciion: it Is assumed chat all output: is sold 
w he reas some might sr:ay as inventory. 

26 Opening Jn.ventory and purchases. 

27 Wages, heat and l'ight expenses. 

28 Retatned earn~ngs are the amount left in the bu.slness after 
au expenses~ c:ax and i nteresc payments have been deducc:ed. 

29 Current assets: inventory; bank accou.m:s; cash; debtors. Non­
current assets: premises; vehicles; 1macih inery. 

30 Current liabilities: trade payables (creditors); bank overdraft 

31 An -ncome ~taten1ent is the document that shows the 
c:os.ts and revenues 'incurred by a business and the resuft ing 
prof.it or ~oss for a specified ctme period - usually 1 yea,r. A 
balance sheet (statement o-f fiinan-cial posidon) shows the net 
worth of a buslness, li stlng the value of assets and fo1bi lrtiies 

on one specific day. 

32 l5:1 

l3 1,.17:1 

34 The acid cest iraci,o shows c:ha't once inventory is ignored, 
t:h e business ls onry just: capable of meeci,ng Jes shorr,..t erm, 
finandal obl1gations. If the customers of the business do not 

sett~e their debts on time, the business t11ight be unabl.e to 
pay ~c s su pp Ii e rs or t:o fi na nee rh e bank overdr.a:fc. l,c co u.l d 
become ~nsolven t 

35 Gross profit m,ar©in ~ 37.5%. 

36 Net profit margi n = 20%. 

37 When applying for a bank loan the bank might ana'lyse the 
ltquidity rados to confi rm char the business w1M be capahle 
o.f maktng regular repaym.encs. They can be used to make 
comparisons ber:ween busi1nesses. A business woul:d hope 
t o see that it is perfor,ming at lieast as well as other similar 
busi,nesses in the same fndustry. Shareholders woul1d make 
the comparison to decide whioh company they should 
purchase shares in. 

38 They are based on hiscork data and carmo-c: predi:cc 
what: mi1ghc happen i·n rhe fut:ure. Compa,risons becween 
businesses might not: be useful if different account ing 

techniques have been used. They can not reveal qualiitati,ve 
informati,on1 e.g. if the workforce i,s motivated. 

39 SharehoJders. check the finanda1I efficiency of a bus,ness 
and che profit to estimate the return that they can expect 
on c heir i nvescm en t . Go 11ern ment: uses c he f in a,n ci al 
documenrs ro calculare rhe amou.1nr of rax payable by 
the busi1ness. 

40 They are based on past iinformat:io1n and ·ch e econom.ic 

sftuation m~ght have changed si'gnificantly1 making future 

estimates based on financia l documents unreHab'le. Window 
dressing means ohat: the ~inandal documenics have been 
prepared so as ro give a more favou,rable impressron of rhe 
financial sr:ate of the b1.1s1iness. This makes chem less re li ab le 
for external u.sers. 

41 Cash 1s notes and coi·ns or bank accounts and is availahle 
lmmedfately to settle debts. Profit is the dffference between 
sales revenue and costs and might include payments from 
cusromers ·cha·c hiave noc ye·r. been recelved. 

42 To be able to setde their short·term debts1 e.g. to pay 
supplfers. Cash is needed co be ab,l.e c:o pay wages. Too Hccle 
cas1h can cause a business co betom.e i nsolvenc. 

43 The money could have been used in a way chat could 
benefir r:he business, e.g. buyf ng 1new machi1nery. 

44 To sec targets; to show to a bank when app,lyin,g for a 
bank lban. 

45 The failure of cusromers iro sertle t heir deb·cs; a sudden 
increase in r:he price of materfals. 

46 $9,000 

47 Tota! cash outflow= $11_000 and the opentng balance was 
($5,000). 

48 Short terrn: debt factoring - t he outstanding debts 
o-f customers are sold co a debt facco r who cakes 
a percent:age of the money repaid as com·misslon. 

Busi nesses typicaHy receive ap,pro>Gin1ately 80% of t he 
value of t he debt. long term: sale of assets - unused 
assets can be soild if che business will I not req1ui re them 
in 'rhe fucure. 

49 Customers mi gh c object to irh eJ r debrs b ei ng so Id co a 
th ird parcy and mighc: nor buy from 'Che busi1ness agai·n. l·n 
add1tion1 the bus1ness only ,recelves a proportion o f the 
outstanding debt. 
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50 Supplie,rs have to pay their suppliers, and the credit period 
given co rhem could make rhem unable ·co extend c:he credit: 
period co rheir customers. 

51 Reduce the credit period given to customers - ch1s does nor 

bri:ng tn more money buc speeds up the flow of money inc:o 
the business. Cut costs - this reduces the cash outflows. 
Thrs can be achieved by changlng suppli ers or buy1ng cheaper 
materials. Need co be careful t hat qua~i ty does not: suffer. 

1 A national bus1ness operates wi'chin the geographkal 
boundari es. of o.ne countrY- whereas a. muJicinaoional business 
has a headquarters in one cou.ntry but operates (produces 
and/or sell s) in severa11 countries. 

2 Advantages: an in c reased market enables achievement 

of e con om,i es of sea I e.: access to eh eaper and/or better 
materials; reduced ·import dut ies. Disadvantages: 'increased 
co1m,pet'1'cion for domesclc produce~ higher coses in 
producrng for specific cou.nrries. 

3 11ncreased em,ployment l·eviels as rhe m,ul i:inai:lonal employs 
local work:ers, reduc ing r:he bu.rden on governmenc. 

4 Tax concessions 1m ight be demanded; prevents the growth 
o f infant .industries. 

s A merger is the joining cogether o f rhe ow1nersh1p of DNO 
o r more businesses wich rhe conse.nr o'f all parti1es 1nvo.lved 
A takeover i,s when ownership and control is acqui red by 
an-ot her business and might be ·with or without tb,e consent 
of all part1ies. 

6 The business doing the taking over might want its own 
workelis in place o,r 1might move the business to another 
location, causing empl'oyees to lo.se cherr jobs. 

7 The new bus.iness might be coo bi'g and experien,ce 
di:secornom,ies o f scale such as 1lack of coordination. 

8 The businesses can gai n a,cces s co expertise and ski 11 s cha 1c 
·chey do nor have in.-house; they can embark on bigger 
ventures than they could i ndividualily. 

9 To, proreci: workers' healrh and safety; co encourage 
competition; to ensure consumers are gjven accurate 
informati<0n. 

10 Emp loyees' work ing conditio ns; advertlsJng claims; ·me rgers 

and takeovers. 

11 Low jnflation - a s·mall dse in prfces over tim.e. Stobie 
exchange rate - a constant value for the price of the 
currency. Low ~nterest rates - keeping the pri·ce of 
borrow:ing money l·OW. lnaeasjng employmen.t ~ a greater 
number of people wirh paid work. 

12 I nfJac~on ,is a persist.enc rise in the average level of prkes. 

13 Economic growth 1s an increase in the total value of a country's 
ourepu~. normalily m.easured by gross do·mes.crc produce (GDP). 

14 (a) Prices of imports fal I. 

(b) Prices of exports rise. 

15 To help poorer fa·mllies afford basic goods and servfces; to 
help high 1 technology i,ndustries start and grow. 

16 Poor fa.m1Hes would have enough inco·me to support 
children·s educat,ion; knowledge/'IT bus1inesses get money for 
in,vescment to provide work and exports. 

17 (a) Raising e,mploym,ent; lower price rfses. 

(b) Monetary policy~ e.g. lowering interest rates to make 
borrowing costs I ower so more equipn1ent and th u.s 
jobs are provided;fiscal policy, e.g. lowering incom,e rn.x 
t:o provide more incentive to work and more consumer 

spend~ng. 

18 Corporate social responsibi llry is che voluntary accions 

needed for a n organisation to act responsibly to alli lts 
sta keh ol ders. 

19 Emp'loyees_ shareholders_ cu.storners (extennal), governi,ment 
( ext er na 1). 

20 CSR can be very expe:nsive and a large fncrease 1n cost s may 
not be possible. This is especial:ly true if t he business gets 
orders from foreign firms because it is cheap. 

1 Training 1needs c:an be ident ified; the ambicions of 
emp'loyees can be idenrified and discussed and appropniate 
steps t aken. 

l Managem,enr by objec:rives ls a man:agemenc approach 
used to ensure t:har alll employees are working toward5 

the overaill bustness objectfve. O bjectives can be agreed or 
imposed. 

3 Em pi oye es kn ow what is expected of th e·m; 1 f obj.ect1ves 
have been agreed rather than 'i·mposed. empl1oyees are 
lmkefy ro be more co,mmitced ro achieving rhe bus1iness 
objecrives. 

4 To ptocecc t:h@ workforce from, expJoitac.ion by u.nscrupulous 
employers; to support eimplloyers against: befng exp:lofted 
by their workforce; to guide the tTI regarding a ppropriate 
behaviour towards their emp~oyees. 

5 Antf .. d~scrim1inati.on legislation ls desfgned to p revent any 
worker being discriminated against on grounds of their 
gender, race, rel'iglon or sexual ori'erntat:ion. 

6 Workfolice planning is p lanning ahead to ens'Ure that 
a business has rhe right number of employees wtth 
approprlate skil ls in che r,ighc pJace at che right rime. 

1 To. ga·in the prot:ectio,n of a large orga.nisatio,n; to have access 
ro lega'I advice a,nd support. 

8 CondJia tion 1 s using ari i m pan: ia 1 oursi de body Jn an actem pt 
to arrive at: a mutuall y acceprable agreemern:. Arbitra,:;011 
is when an i rn pa rt'ia I o u.tsi de body hears the evidence and 
then makes a decision that will be binding on the parties 
involved. 

9 It shows the chain of co·m"mand and who i1s responsible fo r 
and re whom,. 

10 Advantage: easier cotTI'm,un ication due to fewer layers. 
Disadvantage: ff!Yiler promohon op,portunlt:·ies. 

11 Advantage: usuall y a narrow span o.f control,, therefore 
easier supervislon. Disadvantage: dangeli of dis,cortecl 
communicari,on due ro man,y layers. 

12 Formai structure con.fonms to tJhe hierarchical and 
esrabHshed organisacion, ~cruccure. An informal structure 
nnight me.an that relat1onshfps do not aliways conform to the 
agreed structure and the official chain of con1mand m1ght 
not be fo lro·wed. 
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13 Channels of communkatjon are the agreed paths thar 
offlc1ia'I co,mm11nicat:lons should fonow. le ge,nerally fomows 
che chain of command. 

14 Advantage~ specialists can be brought togerher to contribute 
'to a project. Distidvantage: emp,loyees working on more 

than o ne project find work difflcutt to priorftlse and have 
more than one manager. 

15 Ad11ant-age: senior m anagers have more tlme to dedicate to 

complex 1ssues/decisi1ons. Disadvantage: managers might fear 
a ~ oss of cont ro I. 

16 Em,ployees are n1odvated by del1egatton because they feel 
tirusced and va,lued if tasks. are delegated ico them. 

17 Noise: physfca1I nofse can be avolded by taking discussions 
away from norsy machinery. The use of jargon or techn•ca1 
lt1nguage shou~d be avoided. Informat ion shoutd be given in 
a form rhat ar·I can -easHy un derstand. 

18 A cna;n network is communication in a hmerarchica l 
structure v1ith inform.ation passing from one level to the 

next., e.g. communicatlng an archkectjs plan to building 

workers. Th is ea n be two·way. A cormected network ·is where 
inforimarion, passes between all peop'le involved w ithout 
havi:ng any ser parrern. lnformar:io1n can be exchanged as 
reqLiiire~ e.g. discuss1ions on an advertisi ng campaign by 
en1,ployees from dJfferent funct ional areas. 

19 Formt::d methods of communfcation fol low the chain of 
com'mand whereas informal methods could be en1ployees 
meeting in t he canteen, and dlsoussing busi,ness issues. 

1 The marketing objecc,ives in, che plan wil I co:ncrriibute to 
overall objecriv@sj resources can be planned 'for and used 
effl den t ly. 

2 Enabies pl·annrng for predlcr.ed changeS; a.vojds un,,necessary 
spending on marketing activfttes. 

3 (a) - 1.S 

(b) +1 .67 

(c) -0.67 

4 Product development is the process of p1lann1ng a new 
prod ucti from mark et an al ys~s and the ftrst idea, eh rough 
'C:O development and cescing ·r::o a market~1cesr::ed produce 
I aun eh ed wll:: h a ,marketing st rm:egy. 

5 To ensure a business does nor get lefc behi1nd compet·icors· 
new products: robe able ro enter new markers ahead of the 
competition. 

6 In creased trade; more FOi: i'nc:reasingly si1milar culcure; more 
out. sourc,ing; fncreased capital movement. 

7 (a) Increased cornp@tit io11 from g loba·I businesses rnakes 

sell ing more difficult. 

(b) Easier ro sec up or sel,l to orher countries bur needs 
thorough market research 

8 Merging with domescic business; franchising; exporting; FDI. 

9 Me;g~ng - exisr:: in-g produccion, supply chains and ma.rkecing 
in place; c:osr savings. 

Franchising - flow start~up costs; marketing straregy already 
ln pJace. 

Exporting - keep contra] of sellhig and d1strfbution process; 
less costs ro other businesses; not tied i1n co agreem,ents. 

fDI - possible tower tax rate Si; lower labour costs; more 
govern menr incem:i1ves; direct marketing access. 

10 Pan·global marketing is markedng products and/or services 
ro global markets 1in many di'fferent co 1..untrtes. 

1 Enterprise resource planning. 

2 Better inventory control lowers costs, more accurate 
knowledge of cosrs, higher capadcy utilisarion, fascer 
res:ponse co change.1 more int:egrar:ed information, 1less 
waste. 

3 The tfme taken co implerment it plus the cost of design, 
setting up and t raining. 

4 Capacity ud Ii sat:[ on is the p ropo rti on of fUrl I ea paci cy of a 

bustness unit currently being produced.. 

. .
1
• • cuffent output x 100% 

capacity ut11sat1on =---------­
maximum possibte output 

5 (a) 67% 

(b) Demand may have fallen; may be slack season; firm may 
have rnvested i,n production fad lity for the ruture. 

(c) lower fixed cost per unit: 'motivate employees; use 
inventory more efficiendy. 

6 Extra shifts for e'mp,loyees, more efficient ways of organising 
work to u:se equipment more, outsourcing some product ion 
a,n d r~ organ is~ ng. 

7 Al low speciaUsts to produce; lower ,costs; mor-e flextbi lity; 
share risks; gafn access to ski:lts outside che fi rm. 

8 Kaizen is con~inuous regu~ar small improvements suggested 
by all emp,loyees as pan: of a culiture of improvement. 

9 Simple and cheap to im,plement~ generates efficiency ideas; 
morivares employees. 

1 o Tra.i n i ng and teamwork - a II staff must b-e invo lvect 
overcom1ing res1stance. 

11 Quality assurance is a. system for making sure chat processes 
are in pl,ace ro mainrain quaHcy, quaHty control ls the m,ethods 
used to do this. 

12 TQM invo'lves changiing corporate c:u,lture so char all 

emp'loyees are involved in conti 11uous quahty 1improvemen-c 
and quaHty assurance is guaranteed 

13 Ka;zen me.ans every employee is condnua!ly involved in 

suggesting small improvements; TQM involves the who:le 
workforce in reaching qual1ity standards, so kaizen enables 
quaUty to l'm prove continuaHy. 

14 'Benchm,arking is comparfng a firmJs procedures or product~ 
witlh besc: practice in sim1ilar f irms iin ordet to idem:ify and 
carry our possible ,,mprovemenrs. 

15 Advantages: qualt'cy improved where a ,company lags 
beh4nd ot:her firms. cleair ca.rget:s generated; cosrs reduced. 
o;sadvantages: difficult to get accurate informatf.on from 
other businesses; expe:ns1ive to coMect ,informat1ion; 'may Just 
copyl not i m prove fu rc:h er. 
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16 Project management is plann'ing, organising and managing 
resources to complete a projecr wit:h i1n a set cime scale 
and budgec. 

17 A weak project ma.nagemenr team who cannot: control 
conrraccors and rmake workers keep co r:ime; sudden 
unexpected prfce dses in materfa.'ls or scarcity of skilled 
-labour; change iri the business envrronment, such as a new 
·cechno~ogical developmen·c, making the project oucdaced. 

18 (a) Ii ne = acdvity 

(b) drde = node 

( c) cwo 'I r n-es ~ c ri.c i cal par: h 

(d) arrow~ direcc:ioin of acc:·iviry 

1 Contri-bucion cost~ng ~s when onfy che variabile coses of a 
product are corn;i1dered. 

2 When considering whether or not co accept a one 1 off order: 
w hen dee idJ ng w herher to make o r buy a product. 

3 Ful I cost ing req ui res chat aJ11 of che cosrcs are 1nduded in che 
cost of producing a producr (FC and VC). 

4 Contributio,n is che dlffere-nce becween seU Ing pTioo and 
variabJe. co5ts. The d ifference is pur towards coverfng the 
fixed costs~ When aill fixed costs have been covered, then, 
and only then, is che contributfo,n dassed as profit. 

5 To mon~tor the performance of a part1cular department; 
to mot~vate departmental 1managers who will aim1 to work 
with i n b udger:. 

G Benefit: they al1low managers to idendfy sections of a 
busi1ness chat are financially. i neffident: by monitoring 
expenditure compared co the bl.ldget. Drawback managers 
might plead for a h[gher budget than 1s necessary - wast,ing 
financ1al resources. 

7 Flexible budget,ng allows changes to be made to a budget 
if cfrcun1stances change; e.g. a nat ionally agreed increase 
1n wages. Zero budgeting ignores any previous budgecs and 
requires budget holders co justify wha1c finance tjhey require 
for the next perlod. 

8 Duning period of unstable prices_ e.g. peri,ods of high 
inflation. Adjustments to the budgets -can be made as 
appropriate. 

9 Budgets gu,ide indivfduals and departments. lneffldent 
fina ncial manag.ement can be identified and ,corrective 
actjon ·caken,. Departments wil l be rrequired to stay in budget 
and chis can restrict: their activi·t:les, e.g. t he marketing 
deparrment mright: nor be able to embark on a lla:rge 
promotion ea m pai g n Ef the budget doe5 not al ilow it. 

10 A favourable variance is when rhe o utcome ls bert:er for the 
business than the anticipated outcome, 

11 An adverse variance is when the actual: outcome is worse for 
the business t han the antidpated outcom·e. 

12 $175_000 

13 $32,000 

14 The f 1igure for non~current assets (fixed assets) would 
increase by $40,000 and che nonacunrenc liabilities 
(long .. teirm lliabfHtles) woul1d increase by $401000. 

15 Non•current assets 11edu.ce by SSOJOOO. Cash and cash 
equivalents increase by $15,iOOO. Non~current liabiiliil:ies 
(assuming l,ong~cerm ,loan) reduce by $5,000. 

16 $15 as chis is the net ireailisabl,e vallue of t he trainers. 

17 $33 - the purchase cost of the jackets plus the cost of 
deanlng co make the1m sa·leable. 

18 $11.000 

19 To compare It with the return they cou.ld have gained 
elsewhere. 

10 The cakes wou.ld no·t be ed~bl1e if they were sold after an 
ave rage of 1 S days. 

21 They have to· settle chefr own debts wJth1n a specified 
period. They need ohe money from their customers to be 
able c-o pay rhe suppliers co the busi:ness. 

22 60% 

23 The business is unlikely to be considerred for a bank loan 
because it is highly geared and might be unable to ma1nta1n 
che required repaymenrs. The business is highly dependent 
on borrowed money. 

24 10.96% (rounded) 

25 13.80% (rounded) 

26 Different businesses use d1ffe rent ,methods or de prreci a tf on 
affeccin£rt:he net profic margin; ohere mighc have been a. 
on e. off eve nr Dh ac i nfl u en ce d the ratios for one parni cu la r 
year. 

27 To make sure 'Chat r:ihey are getting dhe best re!urn1 possible 
on thefr lnvestment Shareholders mlght al1so judge the 
efficiency of ftnandal management by comparing the ratios 
of different businesses. 

28 To reduce or assess the risk involved and the potential for 
profttabil.fty; to escimace the costs rnvolved in a proposed 
project to check whether o,r not lt is affordable. 

19 A sudden downturn in che economy can mean, that the 
predicced sales do rnot occur due co spendi1ng cutbacks. 

30 Payback :method -of 1hnvestment appraisal calculates the t~me 
it: w ill, cake for revenues fro-m irhe projecc: to cover che coses 
of eh e i nves t:m ent. 

31 A discounted cash f~ow d,scounts che predicted cash 
inflows by the antrcipated prevailing rate of i nteiresr to 
make aHowance for changes to the future va1lue of inflows. 

32 Net present value is the djscouinted value of cash flows at 
the end of the invest1ment perfod after dfscou.nt,ing has been 
appJied to al I projected casn inflows. 

33 The :level of pollution that m.:ight be caused by a project. 

Topic 11 

1 An objective glves a specific a.I'm that enabl1es resources to 
be organised to a,ch ieve it . Objectives prov,ide a framework 
for a scracegy ra be i1mp1lemenced. 

2 Misslon1 visi-on, object ives; strategic analysi·s of market~ 
competition and economic environment and inirernal 
resources avaiilable; srrategic choices cons~dered and 
decided; strategic -choices im,plem:ented; evaluat,ion 
of strategy. 

Answers § 



3 A strategy is an overa 11 ai 1m, e.g. ito grow by in c.reasi ng sales 
in export: mankecs'. A tactic is a miethod used to ilmplemenc 
a strategy, e.g. 'to obtain governrnent contracts ~n another 

I country. 

4 The mark er op era ted ,in; the th rea t:s faced; r he resources 
avai lable.. 

5 Berceir coordina't:~on of funcrlonal' areas; faster ftexlb le 
response to external change; determfn1ng appropriate 
methods to ach~eve objectives. 

6 Strate~ deterrn1nes st ructure., 

1 Top managemenr sees corporate strategy and coordi,nates 

the tact 1cs of product or geograph lea.I' di vi s10 ns. 

8 Strength: good Jocatron. Weakness: reliam:e on one supplier. 
Opportunity. new technology ava,i,labl1e. Threat: stron,g 
trade union. 

9 Advantage: quick and cheap. Disadvont.agf~ very shnp11tstic 

10 Customer loyalty: mainta,in or improve this. R,sing 

unemployment: malntafn current sales l~vel. 

11 Poli ttcaf. targets far energy efficiency. Economic: ~ n teresr 
rates rise. Socia.J.. increased ern:igration. Tec.hnoJogic.al: new 
power sources. 

12 Health and safety Jaws: increase resources to health and 
safety; rise in saJes tax: reduce profit margins; ageing 
populatjon: research new products aimed at ollder people; 
more efficient machinery: investment: rises. 

13 Advantage: quick and cheap. Disadvantage: re lies on 
eh a ngeab I e assumpci ons. 

14 Vision statements deall with che overall1 vtew of Where a 
busi,ness js a. im,i ng for; objectives are pan:icular defined goais 
to be achfeved Jn. order to fulfi l the vfs[on. 

15 A vision 5tatemerrt sets out a broad view about where a 
busi,ness might like to be. A missiotJ s·totement outlines the 
ma~n values and purpose of a business. 

16 Advantage: enables speclfic object1ves to be set. 
Disadvantage: can take up resources to 1little effect. 

17 Threat of corn petitfon; threat of substitutes; bargaining 
power of custon1ers; barga~ning power of suppliers; degree 
of compet,ition. 

18 In deciding whether co start sell ing a produce aimed at a 
parcfcul'ar 1ma,rket: segment. 

19 Core competencies are the concepts that make a business, 
product or brand uni1qu.e and valuable co customers. 

20 They give customers a positive vle\N' of the business, access 
and applicatton c:-o pfoducrs and markec:s che business is 'in. 
dtfficu~t for corn petirors to 1imiicat:e. 

21 (a) Market penetration is seHing an existing product 1into an 
exis!ing market:: low nisk. 

(b) Market de11elopment is setfing an extstf ng product into a 
new marker: medium rfsk. 

(c) Product development is selling a new product into an 
e-x~sting market: medium risk. 

(d) Diversifkation is sel ling a new produce into a new' 
market: h rgh risk. 

22 Advantages: simp1le1 clear indkation of risk. o;,sad11antages: 
svmpUsric and gfves guida,nce noc: cerc:aJnry. 

23 Producing them requires rigorous analysis; sees out chokes 
and mone-y values; cakes accounr of risk. 

24 Research used may be faulty or inaccurate; may date qu~ckty; 
may no:c cake alil relevant facrors inco accounr. 

25 A bus1ness pl,an se·cs ouc: objecti,ves a1nd how am organ,isation, 
intends to achieve t'hem by strategic and tactical pfans1 

marker informar1on and financfa,I forecasts. 

26 Sees out possibl.e problems so chese can be ant:icipaced 
and avoided or solved; obtainfng f inance - successFul, 
appJications for a loan. grant1 substdy or other fi nance; sets 
out resources needed so these can be put irn p~ace; provides 
focus and direction; sets out organisation structure required 
for success. 

17 Power culture:. autocratjic, hierarchical, centrallsed decision 
making. Task culture: ream workJng. democratic de'legaced 
decision makin~ ~Jat structure. Entrepreneur•a.J culture: ~deas 
focusedi democratic empov,ered decision makingi flexibl'e 
flat or matrix structure. 

28 Appropriate cuilture avoids different parts of the 
organlsation having different objectives; enables struccure 

to be matched to o bjecrives. 

29 Contingency plan.ning i1s the process of p1an-n,ing for 
foreseeable buc unl ikely eve:ncs (crises) char will rhrearen 
a business. 

30 Recognise need fo-r p:1 an n~ ng for crisis; iden ·cify fore seeab1 e 
threaten ing eve.ntsj give each event a probabrntYi decide 
wh r eh wi 11 have d1 e biggest n ega tlve eff ectj pre p,are a 
co,ntingency plan to deal with these event~ cest the p'lan1; 
review an.d updai::e the p1lan. 

31 Advantages: quick response; reassures stakeholders; helps 
senior managers generace favourable public relatio1n~ 
ma1ncai1ns confidence. Disadvantages: uses c:ime and 
resources i,n preparing and train1ng; cost of revi~ing 

procedures; may l'ead to 'less planning to avoid dlsasters; 
lrkely never to be usect so resources wasted. 
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