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How t use this st dy 
and revision uide 

'Wel001ne to the Business Managem2nt for the IB Diploma Revision and Study Guide! 

This book will help you plan your revision and work through it in a 
tnethodolo,gical way. The guide follows the Business M anage1nent syllabus topic 
by topic, with revision. and exam practice qu@stions ro help you check your 
understanding. 

These provide you wiith activities, 
and essay questions to help prepare 
you for the Paper 2 Secbon C 
component ,oi the final examination. 
Have a go at 1hese to coniso~idate 
y,our u nderstandjng and app1ka1jon 
o,f 1he conceptual lenses used ~n 
BuS1 ness M,anag,ement - change, 
culture, e1hics, globaliza1ion, 
jnnovatjon and s1rategy. 

Exam p,r.acti~e is giv,en1 for bo1h 
Papers, and for the type of 
questmons yo,u m•ght get - short 
data questions, defin~t~ons, and 
mathema1ica II calculations, and 
extended res.pon se q uest~ons. with 
suggested answers on~mn,e. Use 
1hese 10 CJonsol idate your revision 
and to practr,se your exam skills. 

You can keep track of your revision by ticking off,each topic heading in the book. 
U se a checklist to r,ecord progress as you revise. Tick ,each box when you have: 

• r,evised and understood a topic 

• used the Exam practice question and gone online to check your answers. 

U se this book as the cornerstone of your revision. Don't hesitate to write in it and 
personalize your notes. Use a highlighter to identify areas that :need further work .. 
You may find it he]pful to add you.r own notes as you 'WOl'k through e-ach t opic. 
Good luck~ 

These tips give adv~ce that w iU help 
you boost y,our final gr a de. 

The definitions of essential key 
r,er ms are provided on the page 
where t hey appear. T h ese are 
words that you can be expected to 
define in ex~uns. 



vi How to use this study and revision guide 

Getting to know the exam 
l:xa m paper Duration Format To·plcs 

Paper 1 (SL) 1 hour 15 mins Pre-release case s.tudy All 

Paper 2 (SU 1 hour 45 mins Structured q ues1ions All 
Paper 1 (HL} 2 hours 15 mins Pre-release case study All 
Paper2 (HL) 2 hours 15 mins Structured questions All 

At the end of your Business Management course you will sit two papers - Pape.r 1 
and Paper 2. The external e..xams (Paper 1 an_d Paper 2) account for 75o/o of the 
final marks. The other assessed part of the course (25%) is the Internal Assessment 
(IA) which is n1arked by your teacher, but ,externall}' n1oderated by an examiner. 

:Here is some general advice for the exa:ms: 

Make sure you have learnt the command terms (e.g. evaluate, explain, outline, 
etc.); there is a tendency to focus on the content in the question rather than 
·the command term, bur if you do not address what the command term is 
asking of you 1 then you will not be award.ad full marks. Conunand terms 0r-e 
coveued below. 

• If you run out of room on the page, use continuation sheets and mdicate 
clearly that you have done this on the cover sheet. 

• The fact that the question continues on 0nother sheet of paper needs to be 
clearly indicated in the text box provided. 

• Plan your time carendl y befi:rre the exams. 

Assessment objectives 
and command terms 
To successfully complere the course, you have to acb.i,eve cen:ain assessment 
objectives. The following table shows all of the co:m1nand terms, With at1c 
indication of the depth required from your written answers. 

Define A01 

Describe A0 1 

Outline A01 

State A01 

Apply A02 ------------
Comment A02 

Demonstrate A02 

Distinguish A02 

Explain A02 

Interpret A02 

Suggrest A02 

Compare A03 

Compare and A03 
contras,t 

Contrast A03 

Discuss. A03 

Evaluate A03 

Examine A03 

Jus,tify A03 

Recommend A03 

To what extent A03 

Assessment objective ·1 

Demonstrate knowledge 
and understanding 

Assessment objective 2 

0 e irr"tO n s t rate applkation 
and analysis, 

These command terms 
require students to learn 
and comprehend the 
meaning of information. 

These rcom mand terms 
requi re students to use 
their knowledge and skills 
to break down ideas into 
simpler parts and to see 
how the parts relate, 

Assessment objective 3 These ,command terms 

Demonstrate syn1hesis require students, to 
and evaluation rearrange component 

ideas into a new whole· 
and make judg,ements 
based on evidence or a 
set of criteria 

W eighting Tota l marks 

30 40 

45 50 

35 60 

40 70 

Expert tip 

Sl students must include 
documentary ev•dence of the•r three 
t,o five supportj ng documents in 1he 
IA. otherw~ sie you wm score, zero 
marks in Cr~1enia A a1nd C. 

Spend ti1me fe·arninrg the key te;rrns 
featured in the case study as defin~~on 
quest~ons wiU app ear mn the Paper l 
examination. Also, use the Bu54nes.s 
Management s~labus, to gu~de you in 
determin~ ng 1he 1opks that are l~k~y to 
be tested in your Paper 1 e·xaminat•on. 

St udents do get a formulae sheet in 
i he final ,exams., but it js s1rn worth 
spendj ng revjsion tAm,e learning the 
formulae for aU quan1itative e lements 
of the syllabus.J su,ch as. rati,o analysis 
(Un it 3 . 5 a1nd 3 .6). For H l S1tu den1s, 
the relevant discount factors wiU be 
provided in the f inal ,exam inat~on if 
an i1nvest1ment a pprais_a I question 
(see Un It 3 . .S) ms asked. 

--
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Annotate A04 Assessment objective 4 
~~~~~-~~~~~~ 

Calculate A04 

Complete A04 

Demonstrate a variety of 
- ----------- appropriate skills 

Construct A04 

These command ·terms 
require students to 
demonstrate the selection 
and use of subject-specific 
skills. and techniques. 

Determine A04 

Draw A04 

Identify A04 

Label A04 

P1ot A04 

Prepan!' A04 

Source: JB Diploma Business Management Guide 2014 

Each section in this study and revision: guide starts with the syllabus content and 
the relevant assessment objectives (AOl to A04 ). Use these as a guideline to the 
level of depth needed when studying a.nd revising the various components of the 
Business Management Guide. 

Cotnn1and tern1s indicate the depth of tre-atment required for a given assess1nent 
statement. Assessment objectives 1 and 2 address simpler skills, assesstnent 
objective 3 relates to higher-0rder skills, whilst assessment objective 4 refers to the 
skills of selecting,. usit1.g and applying Business Management skills a nd techniques. 

k is essential that you are familiar with these terms; so that you are able to 
recognize the type of response you are expected to provide as weU as the depth 
your response should be. 



viii How to use this study and revision guide 

Countdown to the exams 

Four to eight W9eks to go 

Start by ~coking at the Business Management ,syHabus and make sure 
you know exactly what you need to revise. 

• Work out a realistic revision plan that breaks down the material 
you need to revise into manageable pieces. Each session shou~d be 
around 25-40 minutes with breaks in between. The plan should 
include time for relaxa1ion. 

• Read through the relevant sections of this book and refer to thQ 
expert tips, CUEG IS concepts boxes.,_ key definitions and worked 
examples. 

• Tick off the topics that you feel confident a bout and high Ii g ht the 
ones that need further work. 

• Look at past papers. They are one of the best ways to check 
knowledge, and practise exam .skills. They wm help you identify areas 
that need further work. 
Try different revision methods, ,e.g1. summary notes, mind maps and 
f~a sh cards. 

• Test your understanding of each topic by working through the exam1 
practice questions. 

• Make notes of any problem areas, ,as you revise, and ask a t,eacher to 
gio over them in dass. 

0 
• A im to fit in at IQast one more timed practice of entire past papers, 

comparing your work do~ely with the mark scheme. 
• Ex.amine the contents list of this r,evision guide carefuHy to make sure 

you haven't missed any of the topics. 
• Tackle any final problems by 9etting help fr,om your teacher or 

talking them over with a friend. 

The day before the examination 
• Look through this book one fwnal time. Look carefully through 

the information about each exam1 paper to remind yourself what 
to ,expect induding timings and the number of questions to be 
answered tn ,each section of the examination paper. 
Check the exact time and place of your exams. 

• Make sure you have aH the equipment you need (e.g. rextra pens, 
pencil and ruler for diagrams, a watch, tissues and water). Make sure 
you have a GDC calculator (or a simple four-function calculator) for 
both examination papers. 
A Uow some time to relax and have an early night so you are rested 
aind ready for the exams. There is a huge opportunity cost if you are 
not refreshed! 

My exams 
Paper 1 
Date: . .... II •••••• Ill •• • ••••• • II • ••• ••• •• • Ill. 

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

Lo,-caition: . ............ .. ...... ...... .. . 

Paper 2 
Date: . ... ,. .... Ill •••• ,. ,. ••• • • • Ill •• • •••• • ••• ,. 

. 
T1m1e: .... ,."" " !ll'!P'III !! r !l 11, P "' f'll 'lll 11"1!1! '! 111! f" ll '! !t'f '" '! 

Lo<:ai tion: ~ !' .. .. '! 'II . .. " ... '! ,.. .. ... .. ~ .. t ,.. ., i .. .. , ..... i 
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1.1 In r duction t - b1usiness 

The ole of businesse in combining hum n, 
physica I and fina 
and services (A02) 

ci _ I resources to create goods 

A business is any organization set up to provide goods and/or services. 

• Businesses aim to satisfy the needs and desires of their customers by selling a 
good or providing a service. 

To produce goods and servic,es, a business needs to cotnbine hunian, physical, 
financial, and entrepreneurial resources~ These r,esources are ref-erred to as the 
factors of production, comprising land, labour, capital aL'id en.rerprise: 

tJ Land - N atural resources used in the production process, e.g. woocl, water, 
physical land, fish1 "-"ate11 n1etal res and n1inera ls. 

Cl Labour - Physical hu1nai'l effort and psychological intellect used in the 
producrion process. 

D Capital - Nan.natural (tnanufactu.red) resources used t,o further the 
production proce~,. e+g~ tools, equiprnent, machi nervi vehicles and buildings. 

D Enterprise -An irtd.lvldual with the necessary skiUs and ability to, take 
risks in organizing the other f acrors of production to get'l!er:ar,e output in. a 
proftta ble way. 

The production process adds value to the final goods mxl services sold to 
customers. Value added is the process of creating a product that is worth more 
than the cost of the inputs used to produce it~ e.g. barded orange juice is worth 
more than the original oranges grown on a farm. 

• Businesses strive to add value to a good or service so that the product better 
meets the needs arid wants of their customers. 

• ·value added is 'ffi@asur@d as the difference bet~n the cost of the inputs in 
the production process and the price of the final output. 

Consumers are the people who use 
a ,good or Siervice,. Custome rs ,are the 
buyers of a good or service,. Bu~rs and 
users aire not necessan ~ the same. 

Th main business fLinctions and their roles (A02) 

Human 1resou1rce,s 
• Huinan resouoce managen1ent oversees staffing (personnel) within an 

organi zadon. 

• It handles human resoUice (HR) issues such ms recruitment, dis1nissal, 'training 
and develop1nenr, redundancies, appraisals, performance management, career 
planning and the general welfare (wellbeing) of the finn's e1nployees. 

• The HR department must comply with ,employ111ent legislation (labour 
laws), e.g. mit'l.imum wage legislation, regulations abouc working hours, equal 
opportunities laws) and anri .. discrilnination. acts. 
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Fin,an,ce andl acco,un1ts 
• The function of rhe finance department is to tnanage the organiza·rion's 

money. 

• It processes pay1nents for its bills (e.g. suppliers and the tax authorities) and 
financial cotnpensation to the organization's employees. 

• It pr:~pa.res the final accounts such as income srat,ement s and balance sheets 
(see Unit 3.4) and the various budgets of the organization (see Unit 3.9) in 
order to in1prove its financial control. 

Mark1eting 
• The marketing deparrn1.ent is responsible for identifying th n@eds and ·wants 

of its custo1ne'£s, and ensuring the organization's goods and services meet these 
demands in a profltabl,e way. 

• It conducts ma.rket research to identify ·rhe changing needs of the 
organ ization's customers. 

• It arranges proLnotional activities to sell tbe firm.'s products at appropriate 
prices, distributed to custon1ers at the right place and tim,e. 

Operations 
• Operations, or production; ,covers the process ,of making products from the 

available resources of the business. 

• T he operations department is responsible for manufacr:uring finished go s or 
providing services ro rhe organization 's customers. 

It is responsible for meeting production targets w'lrl deadlines, stock control 
management, research and de,.relop1ne11t (innovation)j and tneeting quality 
standards. 

Primary, secondary, tertiary and quaternary sectors, 
and the nature of business activity in each secto 
and the impact of sectoral change on business 
activity (A02) 
~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~--t:E§rln,·~ 

The 
1

primary sector 
• T he primary sector is rhe first stage of production. It refers to businesses 

involved in the 1exttactio,n of natural r-esour-ces and raw materials, e.g~ farming 
(agricultuL"e), fishin g~ forestry and m ining. 

• In less econo111ically developed (low income) economies~ the n1ajority of 
people are employed in th,e primary sect,or. 

• Value added in th@ primary S&tor is relat:i w ly low compared to rhe other sectors. 

'Th,e secon1dary secto,r 
• The secondary :;ector refers tio businesses engaged in mar1ufactu ring and 

constr uction to cfeate finished, usable products. 

• It involves businesses using and transforming primary products and 
con1ponent into finished goods for sale, e.g. ear 1naking, aerospace 
nuinufacturing, construction (road building and ,other forms of infrastructure), 
breweries and bottlers, engi n,eer.ing, and ship building. 

• In many parts of the \vorld, the use of mechanisation and automation has 
caused a decline in en~ployn1ent in the secondary sector. 
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The tertiary se,ctor 
• The tertiary sector refers to businesses that focus on pro\>~iding a :service to 

consumets and other husin.esses, e.g. banking, insurance, security, cate-l'i.ng> 
education, heakhca11e, retail; transportation; nev,,s .media, la~·, leisure and 
touri sn1; and entertainment. 

• The tertiary sector accounts for the largest sector (in terms of employment and 
the value of output) in oconornicaUy dev@lop@d (high income) c:.ounrdies. 

The quateirn.ary sector 
• The quaternary sector refers to businesses engaged in the creation or sharing of 

knowledge or information. 

• Value added is high in both the tertiary and quaternary sectors. 

Sectoral change bappen.s over tin1.e because, .as a country develops, it shifts 
the maj oriry of output from the primary sector, to manufacturing and thei--i. 
eventually to the tertiary sector and quaternary sectot-s. 

Expert tip 

11 is wrong to assuime that those 
working in the terti.arry sector are 
paid more 1han those in 1he primary 
or seconda1ry sectors. Whdst value 
added is higher in 1he tertiary 
sector .. plen1y of people working in 
the tertiary secto~ such as irn the 
re1a0 and fas1-food jndustnes, earn 
mini mum wages. Eog mneer.s in the 
secondary ·sector .and fishermen or 
miners •n the prjmary sector are ,often 
very well pa1 d, 

The role of entrepreneu ship and intrapreneurship 
in overall business activity (A03) 

• Entrepreneurship is the tenu for the acti.vity undertaken by individuals 
who take calculated risks and initiative in the start-up of a ne"'" business or 
comlnercial project. 

• An entrepren eur is someone who is willing to take financial risks by in.vestit1g 
in a business idea. Entrepreneurs are usually self.eJnp.loyed and develop new 
products or services mainly for their ow1'\ benefit. 

• The entrepren,eur brings together the factoirs of production necessary to 
produce goods and servioes to m.tIBt rhe needs and desires of customers. 

The econrnnic success of countries worldwide is largely the result of 
encouraging and rewarding an entrepreneurial culture. It is entrepreneurs 
who take the risk of business management in search of profit. They provide 
etnploy.ment opporrunities, satisfying the needs of cust:01ners and conrribure ro 
overall econolnic prosperity. 

• Entrepreneurs are unique in that they are capable of bringing together the 
necessary finance manufacturing facilities, land and buildings facilities, and 
skilled labour required to pr,oduoe a good or ljervice. They are also capable 
of planning, @X@Cuting and tnanaging the marketing of that particular good 
or servioe. 

Entrepreneurship is a r.are trait that requires a profound skill set: time 
.man.agement, creativity, conunu nica·l'.ions, leadership, teamwork, business 
planning, and tisk management. 

An intrapreneur is sor.neone who develops new products or services within an 
organization, usuaUy a large one, for the beneflt of th e finn and its ,e1uployers. 

• L.1trapreneurs are important to a business as their creative skills and innovative 
thinking can give the organization a conwetitive edge over its rivals. 
Intrapreneurs provide the right environment to support sustainable innovation 
over time. 

• Intrapreneurs possess the same kind of skills set and co1npetencies and 
behaviours found in entrepreneurs and business .leaders. These assets cal1l 
undoubtedly help businesses to thrive as they bnplement new growth 
initiatives and strategies. 

• lntrapreneurs are change agents who initiate and implement change for 
improvetn@nr. Th~i:r l,eV@l of involvement in rhe organ izatiot1 is such that it 
can inspire and motivate others. 
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Reasons for starting up a business or an 
en er rise (A02) 

·rable 1.1 R.easons for starting up a business/enterprise 

To be your own boss • 'Wanting to work for yourselr is a key reason miany peopJe s.ta rt up their o,wn business 

• Some people don't like working for others and natural~born entrepreneurs feel that they aren't able to 
wo nc for someone else 

They pref,et the freedo,m of decision ma king by being their own boss 

This. can help individuals to meet their self~ualizatlon needs on Maslowfs hierarchy of needs (see Unit 2.4) 

Challenges Setting up a business involves obstade.s and opportunities that employees would not otherwise face if 
they work for someone else 

• Some people are motivated by and thrive on personal challeng1es. They enjoy gaining knowledge and 
developing new ski Us 

I nter,est and enjoym1ent • Some psopl1e have a desire to fol low a per'SOnal i nter,est and pursue th is as a business opportunity 

• Doing something you are passionate about ev,ery day is a key reaso1n fo,r the motivation ,of entrepre·neurs 

The aim is not always primarily to make a profit 

Niche· market opportunities Some people identify business opportunities or ,gaps in the marke,t so start their own business, 
e.g. Stelios Haji-loannou (easyJet) and Tony Ryan (Ryanair) saw huge business opportunities in the 
low-budget Europe.an airline industry 

Family tradition 

Recognizing a niche in the m,arket helps the business to gain a first mover advan1age 

• Being entrepreneurial is often a family trait, e.g. the Trump fami ly (Trump Organization). the Walton 
family (Walmart} and the Hilton family (Hilton Hotels) 

Flexibility (autonomy) • Se1ting up and running your own business means the owners can set their own deadlines and get th ings 
done in their own w.ay 

Money The key driver for starting up a business or an enterprise is the potential to earn a lot of money through 
hard work and siheer determination 

Common st ps in th process of starting up a 
busin ss or an nterpris (A02) 

Table 11.2 Steps to starting up a business 

Have an idea 

Conduct relevant 
research 

Produce a 
busin'ess. plan 

Determine 
a business 
structure 

Meet legal 
requirements 

Entrepreneurs identify and develop market opportunities. Many new businesses start from the innovative and creative 
ideas of entrepreneurs. such as Red Bull. Alibaba.c,om and thie Wah Disney ( ,ompany 

Th is helps to determine the U keli hood of success, e.g. size of the potential market. siet-u p costs, cash flow fo recas.ts, 
barriers to entry~ and a competitor analysis. A suitable business location also needs to be determined 

A business plan is created. outlining the firmj!s mission. goals, resources, personnel. finances and budg1ets~ marketing 
plans. and overall business ·strategy. A business plan is important if the firm wishes to seek external finance from banks 
and investors 

The owner(s) need t10 decide on the legal structure of the business. e.g. a sole trader, partnership or limited liability 
,company (S:ee Unit 1. 2). The owner(s) shou Id also d1edde on an appropriate business name 

Business registration is important to get formal certifkation. permits and licenses to trade. The owner{s,) must make 
ne-ce-ssary payment to S-olicitors for legal fees. Insurance needs to be sorted out for empfo,yees and the business itself 

10nce these st1eps hive been cotnpleted, the business can set up its pretnises in 
1order to trade. The business will need ~o be man~ged effectively in terms of 
human resources, operations management, marketing and finance. 
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Problems that a new business or enterprise 
may face (A02) 

·r a ble 1.3 Problems that a new business may face 

P1anning Poor market research can result in the business idea bein1g flawed as the product fails to meet the needs and wants of 
(Ustomers. The set-up proc,~dur,es can he time· consuming, especially with complicated iegal aspe,cts to deal w ith 

Finance Inability to raise suffident start·up finance or to maintain liquidity in the business (see Un it 3. 7) c.an ea use financial 
problems. Startaup businesses often struggle to secure ,exte mal sources of finance from ban k.s and other lenders. to fund 
their operatfons. In some cases, set-up costs can prove to be unaffordable 

Marketing Start-ups have a limited budget available for promotion and advertising. The product might lade differentiation or a 
distinctive selling point~ so fa ils to 1gain recognition and market share,. A smaH customer base is likely to cause liqu idity 
issues 

Human resources New, unestablished businesses may struggle to recruit suitable and experienced employees 

Operatiions 
management 

New businesses lack an established relations,hip with suppliers. which can cause delivery and distribution problems. 
They lack necessary finance to fund tesea rch and development, so are at a disadvantag,e against establis,hed businesses 

Strategic thinking Entrepfieneurs may lack the necessary experience in strategic decisi,on making, 1causing major probJems for the start~up 
business. Their business plans are often not convincing or detailed enough to secure the necessary finance to g1et the 
business started 

The elements of a business plan (A02) 

Ta ble 11.4 Elements of a business plan 

Executive 
summary 

BuSJness 
des<:ri ption 

Business 
envi rorn ment 

Product 
description 

Marketing 

Finance 

OperaUons 

Human 
resources 

An overview of the business. its objectiw,s, and strategies. 11 is essentially 
a summary of the business plan 

Description of the business, jts legal status and ownership., and the goals 
and objecti·ves. It may also include the firm's mis,sion or vision statement 
{see Unit 1.3). For larger ft rms, the plan miight also include detai Is of the 
management team 

Details of the market ,or industry in which the firm operates, e.g. market 
leaders or market share data. Th is section is I ikely to i nd ude a SWOl 
analysis (see Unit 1.3) or a STEEPLE analysis (see Unit 1.S} 

Details of the product offering (goods and/or servi-ces) to prospective 
cus:to1mers. The plan should identify what makes the product unique or 
distinguishable from others that might be available on the mark,et 

This section details the sta'te of the market, including proj1ected sales 
figures and marketing opportunities. It may include information about 
marke1 research. branding. prices, distribution channels. rnomotions and 
advertising, and on line processes 

This part outlines the finances of the organization, including its balance 
sheet and income statement (see Unit 3. 4,), ·thus defining the financial 
status of the firm. Business plans are often used to attract funds from 
banks, venture capitalists, or oither investors 

Production pro-eesses and operational costs appear in this section. It may 
indude sections on quality assur,ance, stock control Onventory management), 
supply-chain management (see Unit 5.5) and supplier ne,tworks 

This se<:tion contains information about staffing and may include an 
organizational cha rt 

' t: v, -·nrd def in it ion 
' 

A business plan is a formal 
documenr thar derails how an 
organization intends to meet its 
objectives. It adds substance to 
a business idea and helps with 
stra.t,egic thinking and decision .. 
making. 

For an 0 1rganizat1on of your 
choke~ ,expllore how the concept s 
of change ,and innova1ion have 
jmpactedl on its business start~up. 
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1.2 Ty s f organization 

Distinction between the private and the 
public sectors (A02) 

• The private sector is the cotnmercial sector of the econotny, mainly owned and 
run by private individuals and organizations that typically strive for a pto,fic. 

Exa1np.les of private sector businesses include: sole traders1 pan:nerships1 Umited 
liability companies, franchises (see Unit 1.6) and multinational corporations 
(see U n ir 1.6). 

• Organizations in the public sector are oontrol led by regiona'I and/or national 
governtnents. 

• The public sector provides goods and services deemed robe essential and of 
benefit to its citizens, ,e.g. transport and commun.icat:ions networks, healthcare 
services, education and national defence. 

Tl1e main features of the following types of 
for-profit (commercial) organizations (A03) 

Soh.3 traders 
• A sole trader (or sole proprietorship) is a cotnmercial business owned by a 

single person (known as the sole ·rrader). S/he can employ as many peopl1e as 
r,equired~ but re1nB.ins the only owner of the business. 

''""Y :vnrd eti c iti 1 

Unlhnited liability 1neans that t he 
O\~lner of a business is personally 
liable for all of its debts. This 
means s/he may need r,o pay for 

• It is n1n as an unincorporated business, i.e. there i.s no legal separation 
between the owner and the business ltsclf. Hence, a sote trader has unlimited 
liability and is responsible (liable) for any debt of the business which 1nay be 
paid from the sole trader's personal assets. 

·eh@ debts by selling off their 
personal assets. 

• Fina.nee to run the business is provided by the owner. 

• Legally, a sole trader and the business are ,considered as one, i.e. the owner is 
not a separate legal entity frcm the owner. 

• The individual owner accepts all the risks of running the business, including 
possible losses or business failure, but receives all profits if the business succeeds. 

'Table 11.5 Advantages and disadvantages of sole traders 

Adva ntages of sole traders 

• A s,ole trader is, quick to create., without long and expensive 
set-up procedures; it is the 1easiest fonn of business organization 
to set up 

The owner has complete control and is free to make decisions 
without any consultation with others 
Decision m,aking is therefore quick 

• The owner enjoys tax advantages as a smal l busines-s 

• The owner enjoys privacy as the business do-es not need to 
publish its financial accounts to the general public (only the tax 
authorities need to see these} 

• Flexi bj lity as the S-ol,e trader can i ntr,oduce new trading activities 
or change what the business does with r1elative ease 

Motivational as owners. have a sense of achievement from 
running their own business 

Dis.advantages of sole traders 

• The sole trader bears al I risks and has u nl imi ted liability as. the 
firm's finances are not separate from the owner's 

• R nance is, limited as the ma;n source is provided by the o,wner: 
aocess, to external finance is difficult as the firm represents high risk, 
so expansion is difficult 
There is no one else to share ideas, burdens or responsibilities, 
Ii miting the extent to which sole traders can benefit from 
special izatioo and division of labour 

Added workload ,and stress from having to run the business as a 
sole owner, often having to work long hours 

• The· lack of continuity if the owner is sick or w ishes to go on 
holiday as the business wil I struggle to continue 

Inability to exploit economies of scale which means, that a sole 
trader struggles to gain cost advantages so has to charge higher 
prices for 1heir products 



Partn,e1rshi1ps 
• A partnership is a commercial 'business organization owned by two or more 

people. In an ordinary partnership, there ar-e usually between 2 to 20 
owners (depending on the country's laws i0n partnerships). These i0w.ners are 
called partners. 

• As an u nin.corporated business, at least one partner will hav,e unlimited 
liability~ although it is usual for all the partners to share responsibility for any 
losses made by the partnership. 

It is possible for s(.nne businesses, such as law flrn1s and health clin lcs, to 
operate with more than 20 pa:rm.ers. 

• To prev,ent potential misunderstandings and conflictt .most partnerships draw 
up a legal contract between the partners, known as a deed of partnership, 
stating their responsibilities, voting rights, and how profits are to be shared 
between the owners. 

• Partnerships are usually found in professional services (such as doctors, 
solicitors, dentists and accountants) and in family-run businesses. 

Tab le 11.6 Advantages and disadvantages of partnersh ips 

Adva nta,ges of partnerships Di sadvantages of partnerships 

With up to 20 owners (depending on the country), partners are • As there is more than one owner, th,ere might be disagreements 
able to raise more finance than sole traders ,and conflict between the partners, which can undoubtedly harm 

• The partners can benefit from having more ideas and expertise, the running of the firm 
along with shared workloads and responsibilities • Any profits made must be shined betw,een all the partners 

• They can also henefit from ,specialization and the division of labour • Th,e death or departure of a partne,r can cause the organization 
• Business affairs are kept confidential, so o,n ly 1he tax authorities to cease until a new partnership agreement is legally created 

need to know about ·the financial position of the partnership In most c<5es,, partners have unlimited liability (sleeping 
• There is improved continuity as the partnership can remain in partners arie exempt) 

business if a partner is, ill or goes on holiday • Limited ability to raise capital compared with limited liability 
• Si!ent partners (or sleeping partners) can provide additional capital companies; access. to finance is cons,trai ned by the number of 

without having an active role in the running of the business partners 

Companies/corpora,ti,on,s 
• Companies (or corporations) ·are commercial businesses with lhnited liability 

and owned by their shareholders. Hence1 any profits 'must be distributed 
among shareholders. 

• As incorporated businesses, there is a divorce of ownersh ip and control (a 
legal difference hetwe~n the owners of a Col"npany and the bltsiness it self), so 
shareholders have the benefit of lilnited liability. 

• Limited liability protects shareholders who, in the event of the company going 
bankrupt, canL1ot lose more than the amount they invested in the company. 

• Typically, ro s& up a l:imir,.ad liability company, the owners tnust submit two 
in'lportant documents: 

O The Memorandum of Association - a relatively short docun1ei.-u that 
records the natne of the company~ its registered business address, the amount 
of share capital Bnd an oudine of rhe company's operations (what it does). 

D The Articles of Association - a longer docun1ent that contains 
informati011 about: 

The details and duties of the directots of the company 

Shar,eholders' voting rights 

The trartsferabi lity of shares 

Details and procedures for th,e Annual General Meeting 

How profits are to be distributed (dividend policy) 

Procedures for winding up (closing) the c -mpany+ 
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Once the auth.orities are satisfied with the paper'V\oTork] a Certificate of 
Incorporation is issued to the Un1ited company so that it can begin trading. 

• The shareholders elect a Boord of Directors (BOD) ro rake charge of rh 
strategic d.iFection of the company on behalf of its owners. 

There are two types of limited compani,es: private lin1ited companies and 
public lin1ited c,ompanies (see Table 1. 7). 

Table 1 .. 7 Features of private limited companies and public limited companies 

Features of p·rivate limited comp,an ies features of public Ii mited companies 

Usually smaller business,es. than pubUc Ii mited 
companies 

Shares in a public limited company can be bought by and sold to any member 
of the public or institution 

• Shares can only be 'transferred (bought or sold} 
priV,ately, and all shareholders must agree on the, 
sa leltr ansfer 

• The fi r:st t ime that shares in a public Ii mited corn pa ny a re sold via a stock: 
exchange is called an initial public off er (I PO) 

Typically, shares are ,owned by family, relatives, 
and do,s,e friends 

• There is no leg,al maximum number of shareholders; the company can have as 
many shareholders as its, share capital can accommodate 

• Public limited companies tend to be ·the largest type of business organizations 

They are s·tri,ctly regulated and are required by law to publis,h their complete 
financial accounts (see Unit 3 .4)i on a yearly basis 

• The shares can not be advertised for sale or sold 
via a stock: exchange 

• E xample:s ind ude Mars and I KEA • Examples i nd ude Google .. Toyota and Samsung 

Table 11.8 Advantages and disadvantages of private limited companies 

Advantages of private limited companies !Disadvantages of private limited companie·s 

• Control of the company ca1n not be los1 as sh,ares cannot be bought 
without the ,agreement of exis,ti ng shareholders 

• Shares cannot be ·sold to the g,eneral pub I ic, resbicting 
finance compared with a public Ii mited company 

• More finance can be raised compared with a s,ol1e trader or a partnership • 

• Private limited companies tend to have more privacy than public lim i1ed 
companies 

Legal fees and auditing fees mean it is more expensiv,e 
to set up corn pa red to a sole trader or partnership 

There is conU n uity in the event of the death 1of one of the main 
shareholders 

The company can become 'Vulnerable to a takeover by 
a larg1@r company 

There is a lack of pri\lacy as financial accounts must be 
made ava Ua bte upon reques,t • OWners have limited I iability so can only fose up, m the sum of their in\le,Stment 

Table 11.9 Advantages and disadvantages of public limited companies 

Advantages of public limited 
companies 

• It is easi,er to obtain f inanice for growth 
and evolution (see Un it 1. 6) by selling 
additional share capital 

• It is a lso easier for large public Ii mited 
companies to secure external sources of 
finiance from banks ,and oth1er inves.tors 
or financiers 

• They (an enjoy the benefits of being 
large, e.g. economies of scale, market 
power ,and market dominance 

• Owners enjoy limited liability 

• As, with private limited companies, there 
is continuity,, even if one of the principal 
shareholders di,es 

Dis.advantages of pu bi ic I imited 
companies 

The financial information becomes 
public as people have access to the final 
accounts, of a public limited company 

• They a~e the most administratively 
difficuh, time consuming and expensive 
type of corn mercia I business 10 set up 

There are high costs of complying with 
the rule·s of the stock exchange 

• There is the potential threat of a 

takeo,ver by a riwl company 
There is the possibility that the fi nn 
becomes ·too lar1ge to manage efficiently 
so suffers from d iseconomies of sea le 
i.e. higher average costs of production 

'""Y'-'' rll 1 =-fin if on 
A stock exchange (or stock 
1narket) is the marketplace where 
people and businesses buy and sell 
second.-hand conlpany stocks and 
shares, e.g. the N,ew York S toe k 
Exchange. 



Types of for-profit ocial en erprises (A03) 

• A social enterprise is an organization that uses comn1ercial business practices 
lo in1.prove cotnmunities, the environment' and hunum well.being rather than 
focusing on profits tor ,external shareholders. 

• Some social el'lterprises are run for profit {e.g. cooperatives, 1nicr-ofinat'1Ce 
providers and public-private partnerships), whilst others are run as non-p11ofit 
organizations (e.g. non-governmental organizations and charities). 

• N on.-profit organizations can earn a surplus from selling goods and services but 
r inv,est this back into the business and/or local comn1unity. 

Co,o,1perat ive1s 
• Cooperatives are for.-profit social ent,erprises owned and run by their tnen1bers, 

such as employees, managers and customers. Cooperatives strive to provi ea. 
service and to create value for their members, rather than a financial return for 
their member,owners. 

Like a limited liability company, a cooperative is a separate legal entity. 
Shareholders, d ir,ecto,rs, ma t:ragets and employ·ees have limited liability so are 
nor personally liable for any debts incurred by the business~ 

All me_mbers have equal voting rights irrespective of their position in the 
organization or their Level of investment. 

• All shareholders are e>..rpected to help [un the business. 

• They promote a democratic style of managing ·the organization, with a culture 
of pron10ti ng the concepts of sharing resources ~u··td delegation to increase . - ' compenrtveness. 

Ta ble 1.1·0 Advantages and disadvantages of cooperatives 

Adva nta-ge s of coope rat ive s 

• It is usually straightforward and inexpensiv,e to set up a 
coope rative 

AH members and shareholder,s, must be active sta~eholders of 
the cooperative. maid ng it more Ii kel y to succeed 

• Shar,eholders have equal voting rights (all members are equally 
important for th,e cooperative), making the organization more 
democratic and harmonious 

• Me,mbers have I imited liability 

• Members own ,and control the bus, ness, rather than being 
governed by external investors, 

• Any surplus is spent on the welfare of the members and a 
portion is kept for reserves ,as an i nterna I source of fi na nee 

Governments of ten provide special financial assi,stance to 
help cooper,atives 

Microf ina::nce ;provid1ers 

Disadvantages of coope rat ives 

It can be difficult to attract potential members/shar,eholders as 
coopera1ives are not formed to generate a financial ret urn on 
investment 

• Limited 11esources ,as the financial strength of ,cooperatives 
depends on the capital contributed by its members (membership 
fees are Ii mited so ·they are unable to raise large ,amounts of 
finance} 
Employ,e-es and managers may not be highly motivat,ed due to 
the absence of financial rewards and benefits 

As ,cooperatives are managed by 1heir members only, employees 
may not have any managerial skills so inefficiencies iC:an hinder 
the success of the business 

• Although some members have more responsibilities, t hey sti II 
only get one vote, which may be deemed as unfair 

Microfinance providers are a type of banking service provided to unemployed 
or lo,~ .. income ear11ers who would otherwise struggle to gain exter11al finance, 
e.g. savl.ngs, insurance, loans and remirtance transfers. 

• Microfirmnce gives these people) women in particular, the opportunity to be.oo1ne 
sdf..sufficien.-1 by providing small loons, savings and ,other basic financial set\iices. 

• Microfinan.ce providers charge interest 01"l loans, although the rates are 
generally lower th.011 those offen~d by commercial banks. 
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Table 11.11 Advantages and disadvantages of microfinance providers 

Advantages of mkrofinance providers 

• Helps those living in poverty to become financially independent 

• Empowers entrepreneurs (especially females) of smal I businesses 

• As around half of the world's population survives on less than $2 a 
day, microfi na nee provides poverty relief 

Disadvantages of microfinance providers 

• Critics of m icrofi na nee condemn the system for earning 
prof tts from the poor. so is regarded as being unethic.al 

• Microfinance is small scale. so is insufficient to transform 
communities and societies 

• They generate social benefits., e.g. healthJI education. dean water, and 
job creation 

• Mkroc redit loans can prove to be too expensive for some 
borrowers as it is difficult for them to earn enough profit 
to sustain the loan repayments 

• Helps to build and rencourage a culture· of economic responsibility 

Publlic-private 1p,a,rtnerships (PPPs) 
• Public-private partnerships (PPPs) are organizations jointly established by the 

government and at least one private sector iarganization, e.g. the Hong Kong 
governtnenr owns 51% of the stake in Hong Kong Disneyland whilst the Walt 
Disney Company owns the other 49%, stake. 

• PPPs have been used for a wide range of projects that benefit local conununities 
and soci,ety, e.g+ schools, hospi'rals and health car,e services, bridges, roads, 
public transportation networks, prisons, parks and convenrion c@nrtes. 

• They are suitable when the capital to finance .a public project fron1 public 
funding is insufficient or not ava.ilabl,e, e.g. a govemn-1ent 1night be heavily 
indebted but collaborates wi·rh a private sector fin-u in exchange for receiving 
some of rhe opera.ring profits from the projie.ct. 

Onoe the project ls built or complete, it is usually maintained by the private sector 
contractor on a n1edium to long tenn basis (up to 30 years), after which ti1ne there 
is the option to renew the partnership or the russet .r,etums to public ownership. 

• According to the World Bank, :more than ha]f the countries around the world 
noYl use PPPs. 

• Find more about PPPs on the World Bank website (http://goo.gl/fm62u3), 
which includes an. intt'ioducrory video on Vimeo~ https://vin1eo.com/47015729 

'Table 1.112 Advantages and disadvantages of public-private partnerships (PPPs) 

Advantages of P1PPs 

• Both private and pubi ic sectors, co,ntribute financial resources 
towards, the project and share some of the risks 

They are run more efficientty than traditiona I bureaucratic 
pub I ic secetor organizations 

• They provide a solution to the funding shortfa ll of many 
governments 

• Similarly. 1government funding ea n help private firms to reduce 
the amount of money th,ey need for i nv,estment projects 

• Private sector management skills and financial support help to 
create better value for money for taxpayers (who help to fund 
the PPP) 

• PPPs have positive impacts on employment and economic growth 

• There is always an opportunity cost of pub I ic sector ft na nces and 
resourc-es; by engaging in a PPP, the government forgoes (turns 
down) other projects or areas of expenditure 

• As PPPs tend to be large projects and i nvo tv,e vast sums of 
money and high operational costs for a long p-eriod of time, they 
are high risk investments. 

• There is the potential danger of confl k t o-f interests between 
stakeholders of the PPP~ e.g. private sector managers need to 
.act in the interest of their shareholders whilst the government 
has alternative priorities 

• Private investors might be put off due to the difficulty in estimating 
fi nandal outcomes of the PPP over such long time periods 

Types of non-profit social enterprises (A03) 

• Social enterprises a~@ organizations that generate revenue but act with 
conurwnity objectives (for the weH .. being of others) at the COi'e of their operations. 

A non·profit organization acts in a business,..[ ike way but does not distribute 
profits to its owners or mareholders, but instead uses the surplus to pursue its 
mission or vision. 

• E.xarnpl,es ,of non·profit social enterprises include non~government 
organizations and charities,. such as UNICEF, Hutnan Rights Watch, 
Greenpeace, Ronald 1vlcDonald House Charities and World Wildlife Fund. 



Table 1 .1 3 Adva nt a ges and disadvantages of non-profit social e nterprises 

Fig u re 1.1 Greenpe ace is a non­
p rofit social enterprise 

Advantages of non-profit ·so cia l enterprises Disadvantag es of non-profit so cia I enterpri ses 

They are exempt from paying income taxes and 
corporate taxes 

• They qualify for gov,ernment grants and subsidi,es 

• In order to protect the general public., there ar,e strict restrictions 
and guklelines that must be foUowed, including ·the types. of t rading 
activities allowed 

• They exist for the benefit of local communities and 
societies., which can assist fundraisi ng and donations 

Earni ng6 of workers are of ten lower as. it wou Id be regarded as. u neth mca I 
if workers w,ere paid similar wages to those in for-profit fi nns 

• As part of government incentives to encourage donors, 
non-profit social enterprises qualify for tax reductions 
on their donations. 

• They are often reliant on donations and external support in order to, 
survive 

• Cost and financial control may not be stringent as there is no expectation 
to earn a profit 

Non1-governmenta1i ,oirg1anizati,01ns (NGOs) 
• A non-govern1nental organization (NGO) is a type ,of non~profit social 

enterprise that is neither part of a governrnent nor a traditional for.-profit 
business but run by voluntary groups. 

• They 111.ay be fund€d by governn'l!@nts, international organizations, charities~ 
commercial businesses or private indi.vidua 1 s. 

N OOs can operate at a local, national ,or international Level but are not 
usuaU y affiliated v..irh any governm.,ent. 

• The majority ofNGOs are run to promote a social cause, e.g. h uman rights, 
animal rights, environmental protection disaster relief, and developn1ent 
assistance. 

• Exa1nptes include: Oxfatn, the Wikilnedia Foundation, Amne~y lnternar:ional, 
Doctors Without Borders and World Vision lnternati.on.al. 

• They exert pressure and influence on governtnent polici,es to support their 
cause and/or a wide range of global issues. 

Ch1arities 
• Charities are not-for-profit ,organizations that operate in an altruistic way 

with the objectives of pron-ioting a \vorthwh i le cause, e.g. child protection 
or anti.-wh aling. 

• They pr@clominandy operate in rhe private sector. 

• As with all non~profit social enterprises, charities are run for the benefit of 
others in society. 

• Charities get their finance from a lilnit,ed range of sources, e.g. donations, 
fund-raising events and selling goods. 

• Whilst they do not always necessarily seU goods, they operate to promote and 
raise money for social ca.u ses. 

Expert tip 

Be sure to kno,w the difference 
between charit~es and NGOs. Wh Ust 
both are non-pr,ofi1 organizart~ons 
(NPOs). not all NPOs are chari1ies. lo 
be a ,charity, the organjzatton must be 
registered with the respective Charity 
Commjssion. This is why organizat~ons 
can be· cha r~ti,es in some countri1es 
(such as 10xfam and VSO ~n t he UK} 
yet be, NGOs , n other ·countrtes . 
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1.3 rganizati nal obj cti es 

Vision statement and mission statement (A02) 

y, ,nrd iefir iti 1 ~ 

A vision staten1ent is an optin1.istic and i.nspiring declaration that defines the 
purpose and values of an organization and where it wants to be in the future. 

A mission statement is a clear and c,oncise declaration of an organization's 
fundam@ntal purpose, i.e. a succincr d@scription of what the organization 
doe.s, in order to becom,e what it wants to be. 

Table 11.14 Visio n a nd m ission sta t ements 

V ision state m e nt 

Abstract statement that ourdi nes what the 
organization ultimately wants to be or do 

• Concentrates on the future direction of 
the orga ni zatio,n 

A source of inspiration (driving force) 
tor inte mal stakeholders 

A state·ment iof the purpos.e of the 
organization •. in terms of its core 
va I ues or idea Is 

• Provides guiding beliefs about how 
things should be done within the 
orga ni :zaticm 

• Informs, strategic planning,. i.1e. where 
the organization wants to be 

• Does not change,r even as business 
models adapt over time 

• Broad statements 

Mission state rn e nt 

A Goncrete and practical statement 
intended to state the purpose and guide 
the actions of an organization 

A declaration of an organizatio1n's 
reason for existence, i.e. why it ,exists 

Symbolizes an organization's 
philosophies. goals and ambitions 

Enables the organization's s,takeholders 
to understand the desired level of 
performance 

Incorporates meaningful and 
measurable ieritetia. 1e .g. 1expect-ations 
of growth and profitability 

Describes how an organization wi II 
execute its vision~ i.e. the tactics that 
rna ke the visio,n a te.aH ty 

Narro,w and specific statements 

Expert tip 

Not aH businesses have sepa r,ate vis ion 
and mission statements. For example, 
Face·book comb•nes its vis,on and 
m~ssi,on as ' .. . to, grve people the 
power to share and make the world 
more open and connecied-. Amazon's 
vision and mission statements are 
also comb~ned as 'To be earth's most 
,customer centrk company; 10, bum Id 
a place where people can come to 
find and discover anything they m~ght 
want to buy ,onUne.' 

- - - - ---

_: ·~flJ_:f G ~fC.OJ~~~~ JES1 ~ 
For an organ~ z,atmon of your choice, 
1i nvest~91ate how the \nsion and 
1mission statements have impacted 
on its organj zatmonal culture and 
strate,gy. 

Aims, objectives, strategies and tactics, and 
their elationships (A03) 

Aims 
Aims are Longatern~ goals of an organiza_tion, tonnulated by the senior 
n1anage·ment tean1. 

• The aims of a business are 1often found in its tnission statement. 

Object ilv1es 
• Objectives are the targets an organization is trying to achieve, e.g. to maximize 

shareholder value. 

• Objectives can b strategic (long term)t ,tactical (lnedium term) o:r aperotianal 
(short term). 

• They are often set as SMART goals (specific, measuteabte, achievable! realistic 
and ·rime constrained), e.g. to achieve sales growth of $250 m by 2023, or 
increase market share by 3% within fiv,e years. 

They can give a sense of direction to employees, 1nanagers, departlnents and 
the whole organization. 

• Objectives can. define borh the purpose and the aims of an or-ganization. 

• They can be cominunicated through the organizations mission statement. 

-------------· · ~ · - .... ...... ·- ... ~ .. -· --- . 

t~~e~f.t--,~_i.P~ . _ 
Obj,ect~ves are, v,tal for any bus,iness 
organmzat,on so that stakeho,lders 
know where it is going, and be able 
10 measure i1s progress 10,wards rt. 
Obje-ct,ves, give departments and 
1he organ~zatjon a sense of common 
purpose. making ~t ea s,ier to create 
a team sp,in1 a1n d coord~nat,e 1he 
bus1ness. 



Strate,g1ies 
• Strat,e.gies are how an organization intends to achieve its aims and strategic 

objoc.ti ves. 

• They ar,e usually long.-term, overall corporate decisions made by 
senior manBgemenr. 

Exan1ples of strategic decisions include decisions to expand 
overseas or to change location or product lines ln order to 
develop competiri ve .advantages. 

Tactics 
• Tactics are shorr .. cenn, stnaller;;.scale or routine decisions about 

how an organization intends to achieve its abns and objectives 
on a day.w.,.day basis. The responsibility of :making these 
decisions is usually delegated to en1ployees lower down in. the 
hierarchy to motivate and inspire workers. 

Tactics are concerned with reaching tuore limited and 
measurable goals. 

Strategies 

Tactics 

Strategies 

Tactks 

Vision 
,, 

Mission ./ ' -n\lafues)' 
~ .. • • .- .• A .1 ...... ~ ,. '"' r · , , 

Aims Aims 

~ bjectives Objectiv.::J 

Strategtes 

Tactics • Tactical obj,ectives have sped.fie targets and timeline-SJ enabling 
managers to assess if or ·when these have been achieved. 

• They a.re set to facilitate the stra'tegies of the organization. 
Figu re 1.2 The re lationsh ip between aims, objectives, 
strategies and tactics 

Th ne d for orga izations to change obj ctiv s and 
innova e in r sponse o c 1anges in int rnal and ext rnal 
environm nts (A03) 
Internal factor ar,e those within the control of an organization. 

• Corpomt.e cultur.e - the traditions and norms within an organization. 
Businesses that have a dynamic and adaptable corporate culture (such as 
Google or Apple) are likely to have changing and innovative objectives. 

• Growth and size of the organization - New businesses t,end to a in-i for break .. even 
and survival, whe:r,eas established businesses might aitn for greater market 
share. Inorganic growth through mergers and acquisitions (see Unit 1.6) is 
likely to create a change in corporate objectives. 

A cltange in senioT 1nanagement - lndi viduals have the capacity to change 
the corporate culture of an organization (see Unit 2.5). H,enc,e~ a change in 
leadership can. result in changing business objecriv,es. An ambi.tious leader is 
more likely to strive for innovative practices. 

• Crisis rnanagem.ent -A business that experiences an internal crisis {see Unit 5.7) 
such as working capital issues (see Unit 3. 7) or a tnajor produc1: recall (see Units 5.7 
and 5. 3) will need to focus Ol"l maintaining its market position and corporate image. 

External factors are those beyond the control of an org:m:ization. 

• Business c1de-Organizational objectives change depending on the business 
cycle (see Unit 1.5 ), e.g. during a recession (when consumer spending is 
low· and UL1employment is high), ther,e are few opportunities. C hange and 
innovation become viral for business survival. 

• Laws and regulattoru-Changes in the l1egal systetn (see Unit 1 5) can 
constiain business aC'ti vity, e.~ con1pl ying with employ m,enr laws and ethical 
codes of practice can lead to higher costs. 

• Social trends -Environn1ental pressure groups (see Unit 1.4) can cause 
businesses to chat'lge their objiectives and practices,. such as being socially 
responsible to their stakeholders. 

• Techn.o,logical changes - 'Technologi,cal progress a.nd inno,vations can 
lead to many new o,pporrunities, rhereby ch a11ging the fir:m's corporate 
objectives, e.g. int,ernet technologi,es have led to the growing popularit y of 
e•commerce (see Unit 4.8). 
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Ethical objectives and corporate social responsibility 
(CSR) (A01) 

• Corporate sociaJ responsibility (CSR) refers to the concern and obligation ,of 
a business in committing to behaviL1g ethically and responsibly tow,ards irs 
various stakeholders (see Unit 1.4). 

• Exa1nples include improving the quality of work life for the ,employees1 

adopting green practices to protect the natural environment, and using 
socially responsible tnarketing strategies {see Unit 4.1). 

• CSR involves volunta·ry actio.ns a business can take~ over and above 
con1pliance with minin1u:n1. l,egal :requiren1ents in order to address aoni:peti.tive 
interests and the interests of wider society. 

• It is based on what is deemed to be morally correct according to societal norms 
and valu,@S. 

~yv,lord dt'f inition 

Corporate social respoll.5ibility 
(CSR) refers to an organization•s 
duties to its internal and external 
stakeholders by behaving in a way 
that positively impacts society as 
a whole. 

The reasons why organizations set ethical objectives 
and the impact of implem nting them (A03) 

• Organizarions are incr,easingly setting erhical objectives as they are more 
aware of th ir corporate soc.ial responsibilities (CSR). 

• etting and pursuing ethical objectives can increase etnployee n1otivation 
and productivity. Businesses might also find it easler to recruit and retain 
e·mployees. 

• It can reduce negative publicity from news niedia and pressuL-e groups. 

The growing use of social media. tna.kes it easier for the general public to 
demand rransparenc y and ethical business behaviour. 

• Having a good corporate imag w.ith customers and a good corporate 
reputation with the gov,ernment enables the organization to gain 
co1npetitjve advantages .. Hence, CSR can be profitable (the ultinutte ahn 
of fo,r.-profit organizations). 

• Pursuing ethical objectives is a. for1n of self .. discipline which avoids govemn1ent 
intervention .. 

HoV\-1ever, there can be negative hnpacts of implen1enting ethical objective, such as: 

• The compliance costs of acting in a socially responsible way and rhe extra 
1.nanageinent time required to execute e thical business practices places the 
organization at a c-0n1petitive disadvantage. 

• This can 1nean lower profits being available to be distributed to shareholders 
in rh.,e form of dividends. This might rherefor,e crear,e some rcesentmenr wirh 
investors. 

Furthennore, as competitors are in pursuit of silnilar ethical objectives and 
practices, any unique selling point (USP) tnight not be sustainable. 

The volving role and natur of CSR (A03) 

• As a business becomes more ,established and grows~ the scale of its operations 
enlarges. For example; ,nore workers are needed. As a result. organizational 
objectives and priorities may change. 

• For exampLe, the opportunity cost for a large multlnatlon.a.l cornpany that 
doesn't act ethically is pon~ntially huge, ,especially wh@n compared ro a small 
sole trader operating in a r,emote town. 

11 is • ncorrect 'to as.su me or state 
1ha-t only non-profit orga1n izations 
(N P10s} set ethj ea I objectmves SJuch as 
corporate social r,esponsibU~ty. NP,Os 
marY have d~fter,ent objectjves (as, the,y 
arre not profit seek~ng). but it can 
be for human itar~ain and altru istk 
rea,son~ that fo,rr-profit organ-zations, 
set ethjcal bus•ness objectives. 



Modem business practice in 1nany countries has shown that CSR has an 
important ro]e in determ.inh1.g the market posi'tion (see Unit 4.2) of an 
organizaUon. 

• Attitudes towards CSR can change over ti.me. What was previously 
considered socially acceptable, such as s1noking in public areas~ tnay no 
longer be the case. Environmental protection was not a major corpo,rate 
priority until the 1980s. 

• H ence, ch anges in sode:tal norms, 1expectations and values mean dun 
organizations may need to review their CSR policies and practices occasionally. 

• Media ,e:x-posure, presstue group action and educarional a:1"--areness have 
ensured tha.r an incr-easing number of businesses are actively implementing 
e thic8Jl objectives. 

Expert tip 

The nature of CSR is further 
complicated when organjzations, 
operate in overseas m,arke ts. What is 
cons,dered sodaHy acceptab1e in one 
country m~gh1 niot be ~ n others. For 
exa mpte. Australia and the UK have 
very strkt I a\!VS on tobacco advert~s, ng. 
whereas Japan and Greece a1re fair 
mor,e relaxed about t his . 

SWOT analysis of a given organization (A03, A04) 

A SWOT analysis is a n1ai1age111ent tool to assess where a business is at the 
pr,esent tin1e and how it is affected by the external business environment. It is 
somerhnes r-efe[red to as situational analysis as it ,examines the posi'rion of an 
organization at on e point in t in"l.,e. SWOT stands fo r-~ 

• Strengths - Internal fuctors that reveal what the organization does well 
co1npared to its rivals, e.g. high tnarket share. 

• Wea kn sses - Inljemal facrors thair reveal whar rhe o,r-ganiza'rion. does not 
do so well compared to its rivals, e.g. poor customer servieie or low e tnployee 
motivation. 

0 pportunities - E"{ternal factors that may ,ena.bLe the organization to, develop 
and prosper, .g. an economic boom (se.e Unit 1.5). 

• Threats - Ext,ernal factors that tnay hinder the organization's ability to achieve 
its ain1s~ ,e.g. higher interest rates (see Unit 1.5) or increasing conipetitian in 
the industry. 

Table 1.15 Exa mple of SW OT a n alysis 

Strengths 
• Dedk.ated and productive workforce 

• High market share 

• Brand loyahy/brand reputation 

• Customer loyalty 

0 pportun it ies 
Internet technologies, 
New overseas, markets 

• The col lapse of a major competitor 
• Demographic changes 

Weaknesses 
• High labour turnover (demotivated stafO 

Low profit margins 

High wastage rate 

Poor cus.tome r service 

Threats 
Higher raw mat,erial costs 
Economic recessi,o n 

• Protests 'from pressure groups 
Demog r.aphk changes, 

Table 11.16 Advantages and disadvantages of SWOT analysis 

Adva ntages of SWOT a na lysis 

• A usefu I vi,sua I tool to assist managers 
in the planning process 

• A decision-making tool ·which ea n give 
a go,od picture of the organization·s, 
actual position in the market 

It encourages an examination of strategic 
opportunities for an organization, e.g. 
growth (expansion) or relocation 

Disad vantages of SWOT a na lysis 

It is only a snapshot of the current 
situation for the orga ni.z,ation 

• It may need to be revi5ed regularfy1 
accounting for changes in the i nterna I 
and externa I business, environment 

It is subj1ect to some bias as the analysis 
is based on opinions, ntlt only facts, and 
figures 

. .. 

.s~.A.~~~>1ip: . - . .. . - . ' 

What might be viewed as a strength 
for ,one organ,zati,on might be 
r,ega1rded as ,a weakness f or others. 
Wha1 j,s important is to write your 
answers in the context oi fuie business 
,and the industry ~ n which rt oper,ate-s .. 

C.U EGIS CONCEPTS 
Investigate how change and 
globaUzat ion pr,e·sent both 
opportu n1itjes and threats for 
a multinational corporra1ioni of 
your choke. 

In preparatio'f, for the Paper 1 
e,x.am~ nat•on (pr,e-r,elea sed case 
:s.tudy). construct a fuH SWOT analysis 
for 1he organization. 
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Ansoff Matrix for different growth strategies 
of a given organization (A03, A04) 

• The Ansoff Matrix is a managen1ent growth t,ool, first published in 
an article titled iStraregies for Diversificarion', featured in the Harvard 
Busi1Mss R2view (1957). 

• It 1s used by businesses to identify and decide their product and 1narket grovnh 
strategies (see Figure 1.3). 

Exiisting, products 

i 
...:i.t'. 

~ Market 
g' penetration 
:~ 
>( 

1..1.11 

Market 
development 

New p,roducts 

Product 
development 

Figure 1.3 The Ansoff Matrix 

Matk1et penetration1 
• Marker penetration focuses on existing marke ts and existing products~ i.@. the 

fi nn focuses on what it knrn,,s and does well. 

• It is a low.-risk strategy so requires little, if any, :investment in ne,v market 
resear.ch as the organization a:ilns to .incr,ease r,evenues by focusing on its 
exi stil1cg products to exist in g custo1ners. 

• The strategy concentrates on increasing the organization's sales r,evenue 
or market share of its existing products, e.g. by using competitive pricing 
strategies, introducing customer loyalty schemes, widening distribution 
channels o:r using a more effective promotional ca:mpaign. 

Market d,evelo1pment 
• Marker development is rhe growth strategy where a business sells i'cs existing 

products into new n'"tarkets~ i.e. the product remains the san1.e, but it i.s sold to a 
new group of customers. 

• An exarnple would be car tnanufactwers that export their cars to overseas 
markets or have product ion plants in various countries. 

• There is an elen1ent of risk with market development because customer tastes 
may vary in different regions and ,countries. There is ,also the added cost of 
marker r,esearch. In rhe case of foreign direct investment,, market development 
presents even higher financial risks. 

• N evertheless, the business knows their products well so should be fan1iliar 
with 1cu stomer needs. T his helps to mini1nbe some of the risks involved with 
n1arker development. 



Product development 
• Product dev,elopment is a gliowth strategy whe:re a business introduces 

new products into existing ·markets, i.e. it target s new products at exist ing 
custotners. 

It is common for businesses, such as carmakers, to develop and innovar,e new 
products to replace dude ~isring ones. These new products are rlum marketed 
to existing custon1ers. 

• An exa1nple is Appte's introduction 1of the i Phone, i Pad and iPad Mini, and 
Apple Watch. 

• Product devclopn1eot ofren involves a business developing n1.0dified products 
as pa rt of its product extension strategy. 

• Iris ,a medium .. risk strategy as product developm~nr often involves significant 
investm@Jl.t in research and development (R&D). 

Diversification 
• Di \o"ersificarion invialves businesses mar~eting cotnpletely new products to new 

cu sto[ne-rs. lt is a high .. risk growth strategy as the business enters markets in 
which it has little or no experience. 

• R ,elated diversification mea·ns that organizations remain in a market 
(indusrry) that rhey are famJlia:r with. U nrelat,@d div~:rsif ication involves 
businessit~s entering new industries, i.e. in which they have n o previous 
n1arket experience. 

• For ,example, Honda launched its Honda.Jet (aircraft) division in 2015. Lenov'O 
introduced smartphonest watches and sports shoes in 201.5. 

·rable 11.17 Examples of diversification 

Company Orig in al business Company 

American Express Postal services Peugieot 

Shell Collectable sheHs, Nintendo 

Nokia Rubber and paper Lamborghin i 

Wrigley 1s Soap and baking powder Mitsubishi 

Table 11.18 Summary of the Ansoff Matrix 

Market Product Market 
penetration devel,opment development 

Sam,e products for 
existin9 customers 

Familiar markets 

Minimal risk 

Seek to maintain or 
raise market share 

Intense competition 

Changing 
marketing mix 

New products for 
existing customers 

Product extension 
strategies and 
product development 

Moder ate risk 

I nnoy,ation to replace 
existing products 

Product 
improvements 

Brand extension 
strategies 

New customers for 
existing products 

Familiar products 

Moderate risk 

Entering overseas 
markiets. 

New· dis.tri bulion 
channels 

Changing 
marketing mix 

Orig in al busi nes.s 

Toolmaker 

Playing cards 

T'r,actors 

Shipping 

D,i ve rs ifi cat i,o n 

New products for 
new customers 

Spreading of risks 

High risk 

Sp~ead ing of risks 

Use of s,ubsid iaries 
and strategic 
business units 

less focus on 
core markets and 
competencies 

,~-~--~--- ----··---~~---·--·--·-------· ---.·-~ 
~;~YEGL~·cq~~f ~~!)1i~----

The needs of customers change 
over time. Investigate how the 
A nsoff Matr,x is ,connected t,o the· 
,concepts of change and innovaUon 
·fo r an organ ization of your choic,e. 
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1.4 Stakeho,lders 

The interests of internal stakehold rs (A02) 

·y,vord definjti 1 

Stakeholders are individuals, organizations o r groups wirh a direct interesr 
in the operations aind perfonnance of a particular business or organization. 
They have varying degrees of influence on the organization. 

Internal stakeholders are members of the organization, such as employees, 
m anagers, dil'tectors and sha.1·eholders (the owners of the business). 

Employees are the people ·who work within an organization. They can have 
significant influenc,e on the organization, such as their level of n10tivation 
and productivity. Emptoyees reek to improve the ·renns and conditions 
of emplo-ymenr, e.g .. competitive lev,els of pay, job security, good working 
conditions and opportW1.ities for professional advancement. 

• M anagers and directo~ are people hired to be in charge of certain 
departments or operations within an organization; T hey may alm to maxim ize 
profit ~ improve ,operational efficiency and enhance customer relations. They 
also strive ro improve their own condition s of e tnployment and financial 
rewards, such as bonuses, share ownetship sche,nes, performaoce ... related pay, 
and fringe 'benefits (see Unit 2.4 ). 

• Shareholders .are individuals or organizations that buy shares in a ,company, 
rhereby owning a part of ·rhe business. As part-owners of rhe company, they 
have rights to a share of any profits earned (such payn\ents are known as 
dividends), and voting rights at the con1pany's A nnual General Meeting 
(AO·M) to decide who serves on the cornpany's Board of Directors. They also 
expect ·the co,mpany to earn an acceptable return on their investment. 

Expert tip 

Shareho lders can be dass.irfied as, both 
i ntema I and ,ex1erna I stakeho.~ders. 
For example. employees and d~ rectors 
maiy hold shares ~n t he co mpany so 
are ~ nterna I stakeholders. However. 
'the general publk and other 
organizatio ns may .al,s,o own shares in 
1he corn pany but these stakeholders 
are external to1 the busjness .. 

Do no1 confuse the terms. 
'shareho,lders· wi1h 'stakeholders'. 
The la1t,er is a much broader t,erm 
and indudes more than shareholders. 
AH shareholders of a business a re 
sta lkeho, ders, but not aH st a lceholders 
are shareholders. 

The interests of external stakeholders (A02) 

• Customers are the clients of a. business. They want ov,era U value for u toney, 
i.e. prices that reflect the quality of the goods and services received, products 
that are safe and 'fit for their purpose~ good customer care artd the provision 
of aft,er.-sales support . 

• Suppliers provide the goods and support servi,ces for otb.er businesses, e.g. 
CocaaCola supplies supenuarkets with soft drinks and McKey's supplies 
McDonald's restaurants in Hong K ng and Southern China with its Chicken 
McNuggets. Suppliers are important stakeholders as they can decide what 
credit tern1.s or discounts (if any) are off'ered to the business. They aue 
interested in securing reasonable prices for their goods and services, regul~.r 
orders and prompt payment froin their business clients. 

• Competitors are the rivals of a particular business. As external stakeholders, 
chey ar,e int,erested in the business operating in a fai r a nd honest way. 
Competitors set their own targets and st rategi.es based on the actions of 
other firLns in the· industry. 

• The local commu nity is interested in businesses acting in a socially responsibl,e 
way, such as creating job opportunities, protecting the environtnent, and 
supporting local residents and events such as ~onsorship of public events. 

• Pressure groups are ,organizations 1or groups of people who have a common 
interest. They try to influence governtnents and public opinion in favour of 
their cause, such as environmental protection, fair trade or human rights. 
Therefore, rhese special interest groups put pressure on businesses to work in a 
socially responsible and ,ethica] way (see Unit 1. 3 ). 

.. c,'"\vord ·tinit ion 
External stakeholder, are 
not n1embers of a business or 
organ ization, yet hav,e a d irecr 
st ake (interest) in its operations 
and performance. Examples 
include custotners, suppliers, 
competitors, the local community, 
pressure g110t1ps> financiers and tb.e 
govern1nent. 



Financier. are banks and other cr,editors that provide sources of finanoe for 
businesses (see Unit 3.1)~ They are external stakeholders interested in the 
financial well.-being of a business to, assess its ability to repay debts such as bank 
loans and motrgages using quat1titative factors such as liquidity (soo Unit 3.7) 
and investment appraisal (see Unit 3.8). 

The ,government is a key external stakeholder of all businesses. It is keen to see 
that firms operate legally and il1. a socially responsible: way. The government 
affects businesses dfrecdy by its policies, such as tax rates, employment 
legislation, consumer protection rights and envirorunental protection laws. 

1 .4 Stakeholders 19 

Possible areas of mutual benefit and conflict 
betvveen stakeholders' inte ests (A03) 

.As out lined in the sections abov,e, each srakeholdec group has different interests 
in the various activities of a. business. In practice, it is difficult to satisfy all 
stakeholder groups all of the time. Ther,e may be areas of mutual benefits, but 
there nrny also be disagreements oc differences in opinions with others. For 
ex.ample, business growth can create jobs, thus creating positive ilnpacts on the 
local coinmunity, such as creating more choice for consumers. However, business 
1expansion in the local comtnunity 1night create trafftc congestion and cause nlore 
pollution which defies the interest of pressure groups. Other ,exan1ples of possible 
conflict bet\veen stakeholders' interests include: 

• Owners of the business may be reluctant to pay higher wag.es co employees as 
they seek to us,e the surplus to di st ribut@ profits instead. 

• Directors may want large bonuses but this tnay conflict with the desire of 
shareholders to hav-,e higher dividend pay ours~ 

• In generaL customers may want lower prices, but shareholders may prefer 
higher prices as this would generate greater profit margins. 

• h"l the pursuit of efficiency and productivity gains, en1ployers n1ay invest in 
new ·machinery, but this ·may result in redundancies (job los~s) for etnployees 
(see Unit 2.1). 

• Shareh.olders may detnand a greater proportion of profits to be distributed 
as dividends~ yet this leaves less funds for management to use on marketing1 

product development or to improve working conditions for their employees. 

• Pressure groups might deem the corporate profits of so1ne large multinational 
con1panies to be too bigh, although the management teem would argt1e the 
profits are necessary to remain ,competitive. 

• Acting .in a socially responsible way, such as Ieducing and recycling waste, may 
help to please the local cotn1nunity but could upset directors and shareholders 
due to the high. costs of coinpliance and i m.plementation. 

To some extent, stakeholder conflict is always likely to ,exist, so the varying 
'interests of stakeholders must always be car,ef uUy managed. In order to deal "ith 
potential stakehold r con.flier, businesses ofrei.1. use stakeholder n1.apping (S@e 
Figure IA) as a managetnent tool to detero1ine the key stakeholders. Stakeholder 
1napping (or stakeholder analysis) involves organizing the various stakeholders of 
the business into a matrix, based on. their degree of power (influence) atld their 
level of interest in the business. 

The stakeholder groups with a higb. degree of power and interest are known 
as the key stakeholders. Suocessful businesses strive to fulfil as n1any of the 
needs and interests of various stakeholder groups as possible, but give priority 
to satisfying rhe needs and in·cerests of their key stakeholders. Due 'to the 
COinplexities of operating large bu silwsses t managing stakeholder interests in 
sn-tal1er businesses t,ends to be sin'lpler. 

Interest 
to\V 

..c Kee pi 
O'I 

::f s~isfied 

High 
--. 

Keep 
informed 

Ma~imum 
effort 

Figure 1..4 Stakeholder mapping 

ey r3rd d ;af i r · t' flr 

Stakeholder nmppin.g (or stakeholder 
analysis) is a n1anagen1.ent tool used 
to determine the key stakeholders of 
an organization based on the varying 
degrees of power and interesr of the 
various sta~eholder groups. 
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' 

Potential solutions in handling stakeholder conflicts include the following: 

• Use a conciliation service (see Unlt 2.6) to align the conflicting interests of 
different srakeholder groups. 

Use an arbitrator to assess the conflicting interests,. with the stakel"lolder groups 
agreeing t-0 accept the judgment of the independent arbitrator (see Unit 2.6). 

• Hiri'ng public relations (PR) consuh:anrs (or use an int,en.,al PR rean1) 
to communicate with the local community and to keep other stakeholders 
informed of the positive aspects of the organization's operations or 
planned changes. 

• llnproved oommuni~i. tions Wirh the va.-rious stakeholder groups, i.e. ke,eping 
st.ak.@holders informed of new d@velopments and co1n:rnunicating the rationRl@ 
for change. 

The use of financial rewards lin~ed to en1ployee productivity gains. This .helps 
to motivate workers co perform n1or-e effectively chereby enabling the business 
to earn more profits. Sharel11.olders would also be content as higher profits 
should lead to high,er dividends payments and increase.d share prices. 

• Ensuring wider represer1tation of stakeholders in the decision .. nutking process, 
e.g. the inv·olvement of a trade union representative in srraregic decision making 
or including an employee r,epr-eSBntarive at a Board of Directors' IIl.eeting. 

ln resolving conflict, the outcome of negotiations is largely influenced by 
the relative bargaining power of the various stakeholder groups. For ,exan1ple, 
employees who are backed by powerful labour unions may be in a better position 
to secure improved terms and conditions of einploytnent. International pressure 
groups; such as Greenpeace and Friends of the Earth, can exert huge pressure on 
businesses, because they have gre-ater backing of the general public and media. 

However, it is possible to have mutual benefits between stakeholders' interests 
rather than conflict. For exa1nple, offering competitive financial re,wards and 
good terms and conditions of ,e1nploym,ent for all workers can Lsestdt in a highly 
Lnotivated, loyal and productive workforce. This leads to lower staff turnover 
(see Unit 2.1) and greater output. It can also result in an improved corporate 
image, thereby helping with the fin-n's marketing and its recruitment. By contrast, 
conflict between management and the workforce can lead to industrial action 
such as strikes (see Unit 2~6). Ultimately; r,esolving tb.e potential conflict between 
stakeho,]den leads to ·improved efficiency and higher profits. 

EXAM PRACTICE 

1 In 2015 .. HSBC announc,ed 25 OOO jobs losses ariound the world, ri nduding ~he 
sale oi Its troubled businesses in Turkey and Brazil (where 1it reporrted losses. jn 
2014 of $232 mi llton and '$37 7 mimon respective1y). The cuts would aUow the 
bankjng giant to save $A.. 5-5 bmion per year. Analysts suggested 1he news 
would reduce the return on investment for shareholders_ a1t least 1n the short run. 

a I dentr'f y two internal stakeholders of HSBC. [.2] 
b Explain tw,o confUcts ioH,ow,ng HSBC's dedsion to reduce its global 

wo~fu~~ ~ 

Whilst different 5,takeholder groups 
have djfferent aims and object~ves~ 
some stakeholders belong to mult~ple 
groups, e.g. managers .are ,employees 
of the organization and 1might also be 
shareholders ~n "the comipany. Hence, 
5takeholder .analysts is a dmfficuh 
ba~a1nd ng act of trying 10, meet the 
i n1erests of most s1akeholder groups .. 

CUEGIS CONCEPTS 
I nvesii gate ho,w the various 
stakeholder groups in ain 
,organization of your choice have 
influenced corporate cultur,e and 
business s-t1ra1ew. 
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STEEPLE analysis of a given organization 
(A02, A04) 

• As a brain.stonning frau1ework, STEEPLE a na lysis is quite shnple to construct 
and interpret. 

It can help tnanagers be more objective~ proactiv,e and cotnprehen.sive in their 
analysis of external pportunities and threats for the business. 

• HenceJ the tool enables managers to be more informed ,and better prepared to 
deal with changes in the e:J\.'ternal btisiness environment. 

• The STEEPLE facrors ln the section below can provide both ,opportunities and 
threats for businesses. 

Social factors 
·oen1ographic changes are classified as a social factor. Changes in fashions and 
trends are also social factors affecting businesses. Other examples are shown 
below, which may nor necessarily apply to all countries or regions of t.h.e world. 

• An increasing nu1nber of people now· live in single·person households. 

• In many parts of the world such as France, the UK and Japan, there has been 
an increase in the retirement age. 

• An ageing population is counnon -in many eco:nomicaJly developed countries, 
which has affected recr uittnent practices in these nations. in1ilarly, there is an 
increasing number of older and retired people living in these countries, 

• ·women in modern societiies are choosing to have children at a later age due 
to the higher oost s of raising children and due to the desire to advance their 
careers. 

• A comn1on trend is the increasing mm""ement of youn g workers to cit ies away 
from rural ar@as. 

• Te,chn1o l,og1ical fa,ctors 
• The increasing use of 1nobile devices and internet technologies provides huge 

opportunities for businesses engaged in. e..commerce. 

• The increasing number of businesses that strive to have a greater online 
presence by developing their e•cotnmerce strategies. 

Advat1ces in automation and industrial technologies th~t improve effkiency 
and productivity in the manufacturing process. 

• Unemployn--i,ent in certain industries due to the use of automation and 'more 
capit al·intensi ve n1ethods of production. 

• The increasing .ability t,o communicate wlth customers aU around the world, 
using social networks and social media. 

Economic f a,ctors 
• The level of ,consumer confidence influences the Level of demand in an 

economy. 

• Higher ,costs of production \viH tend to force p'Iioes to go up. H.igher prices "rill 
also tend to damage a ,country\;; international co1npetitiveness. 

• A currency appreciation reduces the competiti,:i:eness of an exporter's prices, 
e.g. an app11eciarion of the US doUar against the yen will rend to lead to a faU 
in US ex ports to J a.pei n. 
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., t."') , · ,rd 
A STEEPLE analysi exam in.es 
the influences in the external 
enviro nment in which a business 
operates; Le. social, technologi.cal, 
economic, ethical, political; legal, 
and envi rontnental factors . 



22 1Unit 1 Business organization and environment 

An increase in interest rates makes borrowing more expensive, thus 
discourages investment expenditure. In addition, finns with existing loans 
have larger -repayments. 

• An econoLnic boon1. is associated with an expanding economy~ i.e. high levels 
of consumption. inco1ne and invesm-ient, cr,eating many opportuniti,es for 
businesses (see Figure 1. 5 ). 

Actura l 

PA~ r~ g rovvth 
~ 'CCJ-l'li. y"' 
0 - . .... . .... , 
~ ,. _ 1E~pa1nSJOn 1 , , _ 

~ 1 '\ ' ' \ / Growth 
:::, I 1 ~ d f -: . ", • / Co ntract1i~n tren 
0 .J Trough 

Time 

Figure 1'~5 The business cycle 

• By conrtast> an t=?:conomic r,ocession occurs wh.en the 1,evel of econon1.ic activity 
contracts for .at least two consecutive quarters (half a year)> caused by lower 
levels of consuLnption :and investment expenditure in the econon1y. 

Table 11.19 Pha se s in the b us iness cycle 

Expansi,on 
Trough (Sl ump.} (Rec::overy) Peak (Boom)· 

Consumer and Very low confidence Increasing levels of V1ery high (optimistic) 
business co nf i d er,ce (pessimistic) confidence 

Co nsumer spe nding Very low Increasing High 

Economic grow th Negative GDP growth Rising levels of GDP Positive growth,. high 
GDP 

U nemployment Very high Falling Low 

Inflatio n Low or negative Rising prices High price levels 
(deflation) 

N umber c.-f firm s High Falling Low 
fa i ling 

Bus iness i nvestment Very low,. if any R.ising High 

EXAM PRACTICE 
2 Brris.tot Cars, a spedalist British car maker, seUs rts sports cars at ,an average­

prke of £120000 to cus1omers in Amerka. Calcutate 1he change in the 
price paid by Amerkan custo,mers n the US dollar depreda1es from 
£1 = $1.6 to £1 = $1.8. [2) 

Enviro nm1ental f act,ors 
• The depletion of renewabl resources raises concerns about the sustainability 

of business activity (see Unit 5.1). 

• Inclement weather and clin1ate change are envirr0nn1ental factors that can 
cause 1najor threats to businesses, e.g. severe flooding, droughts, typhoons, 
tsunamis and snowstorms. 

• An increasing numbet· of businesses use green technologies .as part of their 
operations in order to conserve the planet, e .g. 'ret1.ewable energy sources or 
cradle to cradle design and tnan.ufacturing (see Unit 5.3). 

• Firms also have ro consider their ocologica l footprint, i.e. the impact of their 
business activities such as waste production on the natural envhonment. 
Finns that take an active approo.ch can benefit from having a positive 
corporate in1age, whilst those that do not tnay face financial penalties. 

Contractio n 
(Recess io n) 

Low and falling 
confidence levels 

Falling 

GDP begins to fall 

Rising 

Price levels begin to fan 

Rising 

Falling 



P10Utica1I factors, 
• Political instability due to regional conflict can be a major threat to business 

activity. 

• The governn1ent Lnight use the rate ,of inconie tax to 1nanage the econoLnyJ 
e.g. countries such as Bahrain, Brunei, Kuwait and the Baha.1nas have a zero 
rate of income ·rax to attract a migration of workers. 

• L0ws such as censorship or bans on the production or sale of certain goods and 
services can be a dueat to business operations. 

• Some governments use trade protectionist meanu,es ·ro safeguard domestic 
businiesS&9 and jobs, e.g. a tariff on imported cars protects the domestic cat· 
industry. 

• Similarly, governments n1ay impose quotas (quantitative limits) on the number 
of foreign products sold in the country, e.g. Hollywood movies released in 
Hong Kong ·co protect ·che local film industry. 

• Governments also provide subsidies as a fo1m of protection for certain 
do1nestic indusaies; e.g. the French government for farmers and the Chinese 
governtnent for the film (movle) industry. 

• The govern:n1.e:ru itself is a large oonsumer with its various fonns of 
expenditure, e.g. education and health care services, .and thus provides huge 
opportunities for so1ne businesses. 

Legal f ,actors 
• Businesses must meet certain legal standards that help to I educe any adverse 

effects fron1 a con"lpany's operations. corporate in1,age and profits. 

• Many countries have data. protection laws as a form of consumer protection. 

• Businesses n1ust operate within the aonstraints of e1nployment laws, e .g. a 
National Minilnun1 Wage, laws ,on 1naximu1n working hours, health and safety 
regulations, and anti ... discritnination etnployment legislation. 

• Smoking ba·ns in restaur.ants, sh.opping malls and public parks can have a 
signifkant impact on businesses. 

Et1vironmental protection legislat1on can ilnpact on the production and 
investn1.ent decisions of businesses. 

Ethical factors 
• Business6 need to consider the impact of their activities on society and the 

environment. 

• Ethical factors consider doing whar :i:s righr or morn.Uy ,correct. 

• Businesses are often presented with ,ethical dileuunas, e.g. detern1ining how 
n1u,ch of the firm's profits to keep for invesm1e11t purposes or to distribute to 
shareholders. 

• Bribery, fraud, embezzlement and th.eft are e:xampl€S of unethical and illegal 
practices. 

• Businesses choose to adopt environn1ental practices and to meet their 
corporate social responsibil iti.es. 
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11 is not ,always easy to dassify 
externa~ factors ~nto the STEEPlE 
categories. F o,r example, an increase 
in the tax on cigar,ettes can be 
regarded as .a politkal, legal or 
eco,nomic factor. What mat ters js 
how you jusdfy your answer. 
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Consequ · nces of a change in any of the STEEPLE 
factors for a business's objectives and strategy (A03) ~5'iiirl~:-Y-

• Oil prices around the world increased by 110% between 2007 and 2.008. 

• The global financial crisis of 2008 caused many cout"itries ro go into recessioti 
for several years. Countries were hit by ::lllother round of financial turmoil in 
late 2015 when Chinese, US and European stock :markets crashed. 

• h1 2009, China overtook "Che USA as the vrorld1s largest car market by sales. 
This has a significant ilnpacc ,on the marketing strategies of all car makers 
around the world. 

• Severe flooding in Kaohsiung~ Tai \.Van (September 2010) CO·St the econon1y 
$21lm. 

• The deva.stating 9.0 .. magnirude earth.quake followed by tbe tsunami that h ir 
Japan on 11 Man:h 2011 was the worsr in Japanese history. 

hldonesian authorities outlawed Lady Gaga's Born This Wa)' Ball concert tour 
in Jakarta (May 2012), following concerns frotn Islamists and local community 
leaders about her ina.ppropriare itnage, dress code and use of language. ·More 
rhan .50 OOO tickers had been sold 

• The Twitter feeds of several high profile companies were hacked into in 
February 2013, including Burger King and Jeep. 

• In February 2013, frozen meat producer Findus had all its beef lasagne 
products withdrawn fro1n UK superniarkets after horsemeat was found in some 
products. 

1flgure 11 

•• 6 Car wash firms struggle on a snowy day 

The contextualized nature of the 
Bus~ ness M,a nageme n1 course 
means that you wiH need to be 
ab,e to exammne how changes. mn 
any 1combination of the STEEPLE 
f actor·s. ~mpacts on the objectives and 
strategies. of a pa rtkula r bas.,s. Some 
examples that you mlght choose to 
i nv,esti ga1e further are outlined in 
1hms section. 

CUEGIS CONCEPTS. 

Investigate how changes in the 
STEEPLE factors have affected 
the obj,ectives and stra1tegy f:or an 
,organ~zat,on of your choke. 
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1.6 Gr ,wth and voluti n 

Economies and diseconomies of scale (A02) 

• Econom ies of scale are the cost .. saving benefits of operating on a large scale, 
i.e. the reduction in unit costs of production as an organization grows. 

• By contrast, diseconomies of scale arise when unit costs incr,ease due to the 
organization being ·too large and inefficient,, e.g. probletns with communica·tion 
and coordination. 

Internal ,econo1nies of scale are generated and enj,oyed within t he organization 
when it operates on a larger scale. Exa1nples include: 

D Financtal economies - larger firms can obtain finance ,easier and at berrer 
lending rates due to their relatively lower risk. 

D Managerial ,econornies- larger organizations can afford greater nun"lbers of 
specialized ·managers, thereby boosting prodltctivjty and output. 

D Production economies - ft~ costs of production EU@ spread our over a large:r 
volu1ne of output1 thereby redud ng average fixed oosts of product ion. 

D Marke ting econornles - marketing costs per unlt fall when sales volu tlle 

grows as the larger fum can tnarket its entire product range. 

D Purrcha.sm.g ,economies - bulk purchase and delivery of u1 w materials, 
components and stock r,educes average costs of production. 

• External economies of scale arise from having specialized back-up services 
avaHabl,e in a particular r,egion where firms are located1 e .g. Silicon VaUey in 
California is hon1.e to many of the best.knoiwn technology co1npanies. 

• Diseconon1i,es of scale occur when an o·rganization becomes too large to 
n1anage effectively so its unit costs begin to increase! e.g. a firm. inc:r,eases its 
factor inputs by 50% but rhe subsequent output only increases by 20%. 

• Internal d iseconotnies of scale a.re caused by problems of coord.i nation ,. control 
and comn1unJcation within a firm. For example: 

D As firn1s get larger, managers find it more difficult t,o coordinatje, control 
a.nd communicate with a lai.rger workfo1·ce, resulting in higher unit coses. 

CJ It also occurs v,.rhen fixed costs increase; such as the purchase of additional 
premises as a firm grows but this substantially increases its average costs of 
production. 

• Exrernal diseconomies of scale (rhose that affect all firms in an industry) 
include: 

D T raffle congestion causing costs to incr,ease. 

D Higher rent costs due to the high demand for firms locating in a 
particular area. 

D Labour shortages in a certain area1 thus lea.ding to incre-ased labour costs. 

EXAM PRACTICE 
3 Armstrong's Candies has month~ fi xed costs oi $4800 and average variable 

costs of $1 .50. Demand for its candies is 4000 units each month. The 
aver.age unit pnce is $4. 

a Distinguish between internal and external econo,mies of scale. [3] 

b Calculate 1he average costs for Armstrong's Candies each mo,nth. [2] 

, Calculate 1he profit made by Armstrong's Candies each m1onth. [2] 

I(cy-u·nrd dt•finitions 
Internal economies of scale 
refers to the fall in u nlt costs 
of production for a single 
organization as it experiences 
growth, e.g~ tnanagerial and 
financial economies of scale? 

Externa l econo mies o f scale 
refers to the fall in unit costs of 
production for aU organizations as 
the industry experiences growth. 
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Figure 1.7 Economies and 
d ise conom ies of scale 

Students of1,eo state that costs of 
prod ucdon wiH fa U as a ii rm increases 
the s,cale of its oper a11jon5. Thi.s is not 
qu iite correct - dearly it is. ,cheaper 
to produce 1 OOO cans of Coca-Cofa 
than it is to produce 500 OOO cans. 
Ho,weverl it is ,cheaper to, produce 
each 1can of Coca-Cola on a larger 
scale, i.e. economies of scale reduce 
the average cos-ts of producUon. 

Candidates. need to demonstr.ate they 
d,early understand the di.s,1inction 
be1ween i n1ema I economies of scale 
(whkh relate to a spedik firm) and 
external ·economies af scale {which 
relate to the whol,e ~ndustry). 
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The merits of small versus large organizations (A03) 

Tab le 11.20 Merits of small versus large organizations 

Merits of small organizations Merits of large organizations 

• Small businesses are easier to set up 
and at a much l1ower cost 
Owners of small busi ness,es 1enjoy 
independence in decision making, i.e. the 
freedom to operate independently from 
demands of d irertors and shareholders 

• Greater control and ownership of the 
business 

• Greater ease in introducing new goods 
and/or services quickly, and 1ypkally 
more fl1exi ble in responding to changes 
in the marketplace 

They ea n serve specialized niche markets 
·that a re po1entiaHy highly profitable 

• Small businesses tend to hav,e a closer • 
relationship with their customers 

Fi nanda I acco,u nts can be kept private; 
only the tax authorities need access 
·to these 

Greater access to financial resources; 
having more capital than their rivals 
means larger firms have scope for 
further growth 

They can attract better skilled staff as 
they can offer better career development 
and remuneration pac:kages 

Customers tend to be ,attracted 10 
larger. well known brand names as. they 
recognize and trust these names m,orie 

Large firms are, less Ii kely 10 fail so 
riepresent lower risk for ownersi investors 
and financiers; small firms are more 
vulnerable du ring .an economic recession 
Larger firms benefit from economies of 
scale so may be able to offer lo,wer prices 
yet offer greater choic-e ·to customers 

These advantages can give larger firms 
a 1competitive edge over smaller rivals 

Students are not expected to give a1 
definitive verdict a bout smail I versus 
l.arge organizations. B,oth Jarge and 
smaH bus~ nes.s,es, can th rh,e; the 
important thMng is to consmder sjze 
in a critka~ way .and 1n the context 
of 1he orga nizati1on. Ther,e are ,other 
fa,ctors, 10 consider, e.,g. size might 
n,ot matter as much as the firm's 
vjsion and the organizatlonal cuhur,e. 

The differ nee betw 
growth (A02) 

n int naland xternal 

Internal growth (aho known as organic growth) occurs when an organization 
expands using its own tesourices, without involving other ,organizations, erg .. 
using Ansoff s Mac:rix strategies such as ·market pen.erration and pr-oduct 
developn1ent (see Unit 1.3). 

External growth (also known as inorganic growth) occurs when a business 
relies on third party organizations for growth, e.g. m.ergers, acquisitions, and 
franchising~ 

• Key indicators of growth include an increase in an organization'·s sa.l,es r,eve11u,e, 
its n1arket share (see Unit 4.1)~ and the nun1ber of employees 'hired. 

Table 1.2.1 Differences between internal and external growth 

E xte rna I growth 

External growth is usually the quickest fonn of growth 
Ordinarily requires external sources of finance (see Unit 3.1) 

• Of ten results in the dilution of ownership 

• Far more bureaucratic. e,spedaUy with m,ergers and .acq1..1isitions i(M&As) 

• Involves greater financial risk 

• In the case of M&As, external growth reduces or eliminates competition 

Methods of xter a I growtt1 (A03) 

Internal growth 

Brand identity and 1corporate culture can be maintained 

l ess riskyf especially if finance-d by using retained 
profits (see Un it 3 .1) 

Often involves expanding the range of products and/or 
locations 

:Methods of e:x'ternal growth include: mergers and acquisitions (M&As), takeovers, 
joint venttrnes, stra·r,egic alliances, and franchising. 

Merg1ers an,d acquisitions (M&As) and takeov,e,rs 
• A takeover is a fonn of external growth that occurs when one cotnpany buys a 

controlling interest in another company, i.e. it purchases enough shares in the 
cornpar1y to own a majority stake. 

• For example, in July 2015 British publishing giant Pearson sold the Financial 
Times to Japanese media t1nn N ikkei for £844 cnillion ($1.27 billion) in cash. 
Inrerestingly, the FT was founded rhrough a 1nerger in 188 8. 
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Takeovers :are often hostile, Le+ the target co11)pany does not wish to be b ught 
out by the purchasing ,con"lpany. 

• Takeovers (also called acquisitions) oft.en result in redundat'lcies (job losses) of 
the target flnn due to cost savings desired by the purchasing con1.pany. 

Table 11.22 Advantages and disadvantages of M &As 

Adva ntages of M&As 

A range of economies of scale gained through external growth 
• Enables the larger firm to spread ,costs, expertise and risks 

• Quick way for the firm to enter new indus,tries and geographic 
markets 

o Instantaneous, g ro,wth as M &As are ,quicker than miethods of 
organic growth 

• The cutting of cos.ts and synergies. from M&As allow the 
business to earn higher profits and/or gain market share 

• The newly formed business gains market power to influence 
prices and output in the industry 

• A merger or takeover could be the only way that a business can 
survive due to its poor cash flow· or financial difficulties 

Expert -tip 

Disadvantages o f M &As 

Resistance from employees, trade unions, managers and 
shareholders (who are unwilling to sell their shares) 

• M&As are not always success,ful,. especially when firms pursue a 
diversification ·strategy 

M&As, are generally very expensive, especially if 1here are delays 
in the process; in som,e· c,ases the purchase price ends up being 
unaffordable 

• Co,rporate culturie dashes, such ,as contrasting management 
styles and organizational structures, c-ause huge problems for 
M&As 

• Diseconomies of scale may occur due to a firm's loss of coist 
control and the loss of focus of its co re activities 

Expert tip 

There is techn~cal ly no diffe·irence between an acquisit,on and a ta1keover; the 
terms are, often used jnterchangeabiy. ;M&As' ~s used to describe a mutual 
agreem,ent to form a new ,company, be it through a merger or acquisiition. 
'Tak,eover' is often used to r,efer to a hostile acquisi"tion oi another company, 
ag~ ~ns1 the wishes of 1he ii rm being bought out. 

It is not necessarry for the purchasi ng1 
corn pany to buy 51 °/o of the shares. 
in the target company to take full 
mana,gement control - purchas1 ng at 
least S.0% and one a ddtt1onaJ share 
gives i1 a majorrty stake. 

Joint v1entures 
• A joint ventur,e OV) is an arrangelnent between two or mor,e separate parties 

to, pool their resources together to fon~ a neY.."' legal eiuity. 

• An. example is Hong Kong Disneyland, a joint ventu11e between the Hong 
Kong govemn~ent (which owns 51 % of the JV) and the Walt ])jsney Company 
( with a 49% stake). 

• The crnnpanies engaged in a JV seek profit, sharing resources (financial~ 
capital and human),. such as personnel, assets, costs and 11evenues. 

Table 11.23 Advantages and disadvantages of joint ventures 

Advantages of joint ventures 

• The firms combine their resou rc.es, sue h as tee hnology and 
capital., creating syn1ergies, and strengthening 1heir positio,n in 
the market 

• Fi nancia I risks of the project .are shared between the partner 
companies 

• local firms can enable the partner to overcome ,cultural 
difficulties that a foreign company may encounter 

• JVs enable companies to become larger and thus benefit from 
economies of scale 

The partner firms enjoy the advantages of growth without losing 
their identities, 

• Finns in the JV awid high l1egal and administrative costs 
associated with M&As 

Disadvantages of joint ventures 

Possible conflicts and disagr,eements due to different corporate 
cultures and management styles oif the partner firms. 

• Compromises are often made with J Vs and this ea n lead to 
suboptimal outcomes for both parent companies 

• Execution of business strategy is more decisive with acquisitions 
and takeovers 

• Disecono mies of scale may occur due to operations on a larger 
·scale, e.g. extra meetings and administrative processes, and 
communication problems 

JVs are generally more difficult to terminate due to the lawfuHy 
binding ,obli,gatio ns of the newly created legal entity 
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Strate,g1ic a 11 iances 
• Strat,e.gic alliances (SAs) are formed when rwo or more businesses jioin forces to 

benefit fron"l. growth without any fundatnental changes to their own long .. tern1 
strategies. 

• Unlike joint ventures,. the formation of a strategic alliance does not create a 
new organization. 

• Exa1nples include the SA between Starbucks a nd Barnes & Noble (coffee 
shop chain and bookstore) which staned in 1993. Apple has partnered with 
Sony, Motorola, Philli.ps, and AT&T. The Star Alliance consists of 27 a irlines, 
forming the wodd's larg,est global SA in the airlil1e industry. 

Table 11.24 Advantages and disadvantages of strategic alliances 

Advantages of strategic alliances 

• like JVs, firms in .a strategic alliance can benefit by sharing 
expertise and resouros with othe·r firms in the SA 

Busin@sSJes in the SA re,mai n separate legal ,entities, witho ut the 
relative·ly high costs of forming a new company 

• Synergies and economies of scale can be gained by the partner 
firms in the SA 

• Franch,isin1g 
Franchising refers to an agreetuent between a 
business (the franchisor) giving rhe legal rights ~o 
other organizarions (the franchisees) to sell products 
under the franchi.sor's brand na1ne. 

Examples of multinational companies that use 
fra11.chising include: McDonald's, Subway, Starbucks, 
Pizza Hut, KFC and Holiday Inn. 

Disadvantages of strategic alliances 

• Unlike joint ventures, strategic alliances are easi,er to enter and 
exit so ,can be less stable 

• Strategic alliances are sometimes only short term, temporary 
agr,eements 

It can make a business vulnerabt1e to mistakes or malpr,actke 
made by partner firms in the SA 

Figure 1.8 McDonald"s is. a multinational company that uses 
franchising 

Table 1.25 Advantages and disadvantages of franch ising 

Advantages of franchising 

• The franchis,or can expand the business w itho,ut the need to raise 
finan,ce and invest their own funds, to make the business grow 
{as the franchisee pays for the expansion}; hence it is a cheaper 
method of expansion than organ kg ro'wth 

• The franchisor receives- royalties based on a predetermined 
percentage of the franchisee1 s sales revenues 

• It is a relatively fast method of ,external gr,owth which can 
~trengthen the brand name q ukkly 

• The franchisor does not need 10 closely monitor or control the 
day-to-day operations of the franchisee {where.as monitoring and 
control must take place with directlymowned stores) 

• The franchising mod,el is usuaHy a tried and tested one,. so the 
suc,ces_s rate is high; hence, there can be large profits made for the 
·franchisee and franchisor 

• Economies of scale, such as, purchasing economi1es orf scate, can be 
gained and passed onto frandlisees. when buying products to be, sofd 

The franchisee receives, ongoing support from the franchisor. e.g. 
marketing •. market res,earch, staff training, and distribution networks 

Disadvantages of franchising 

• Not al I busine,sses have, the expertise to property manage the 
franchis.ing model in terms of quality control and mark1eting 
activities 

• It can be very e.xpensive for the franch isee in terms of start-up 
costs and running ,costs as it has to, pay a percentage of its 
sales revenues to the franchisor 

The franchisee is also usually charged an annual fee by the 
franchisor. so this can substantially cut the franchisee's profit 
margin 

• The franchisee lacks flexibility in decision making as It needs 
to fol low the corporate rules, and pol icie,s of the franchisor, 
including w hat it can and cannot sell. and the marketing used 
to promote the firm's, goods and services 

• Di·seeonomies of sea le can a rise, even with franchises, especiaHv 
if the franchise over eJCPands in too short a time scale 

• Incompetent, substandard or dishonest franchisees ea n easily 
damage the corporate image and reputation of t he franchisor's 
brand 



Buy•ng a franchise is no1 an easy 'thing to do. Franchisors use a 1hor,ough vetting1 
process to asses.s. the limi'ted number of franch isees ,grant,ed a licence each 
year. for the franchisor, thejr brand name and reputation are at risk,, and legally 
remov~ng an •ncompetent fr andhis,ee 1s diff i,cult and costly. 
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The role and imp et of globalization on the growt 
and evolution of businesses {A03) 

• Globalization is the growing degree of integration and interdependence of the 
world1s economies. Decisions and actions takei.~ in one part of the world have a 
direct impact on those in ,other parts f the world. 

• A 1najor contributing factor to globaliz~tion i.s the growth and expansion of 
multinational companies (MNCs). There is increasing pressure for MNCs to 
market thei'r brands to a worldwide audience. 

• Cttltur.al exports, such as Hollywood ma-vies or An1erican fast food, have led ·ro 
increased globalization. This creates business opportunities for firm.s looking to 
grow and evolve. 

• Globalization ha.s both positive and negative effects on businesses, e.g. it 
stimulates. co1npetition as t here are more foreign firms and products competing 
in the don1.estic n,a rket. 

• A lack of international business etiquette can cause offence to others. Habits, 
fashions and tastes may differ in overseas countries so different ,cu stotns n1ay 
need to be considered+ 

• The deregulation of trade restrictions around the world has aUowed do1nestic 
businesses to enter overseas n1arkets, thereby e11,abling these finns to benefit 
from economies of scale and a larger custon1er base 

• Inretner technologies have also contiibu red to globalization, with social media 
rn.a king it 'iL'l.C.reasingly easier for people and businesses around the wodd to 
connect. E--co1nn1erce (see Unit 4.8) has improved consumer access to a huge 
range of n1arkets. 

• Advocar,es of globalization argue thar it has increased job opportunities around 
the world, so has significantly reduced rhe nutnoor of people living in poverty. 

Reasons for the growth of multinational companies 
(M NCs) (A03) 

Reasons fo,r the growth of MNCs includ~ 

• MNCs benefit frotn access to larger 'markets in foreign countries. 

They usually benefi1t from econotnies of sea le. 

• They spread risks by ,operating in orher markers, 1m ,t jusr within their own 
country. 

• MNCs often operate on a large, global scale with pow,erful brand names. 

• MNCs expand overseas as a market development strategy (see Ansofrs 1v1atrix> 
Unit 1.3), when o ther tnarkets are saturaterl. 

• They can exploit the potential growth opportunities in certain overseas 
markets that are still untapped. 

• Cost--savi ng benefits of opera.ting in overseas countries, e.g. cheaper labour, 
lower tax rares, access to cheaper raw 1naterials and components, o,r being 
closer to global custolners. 

1-ey, T rd Jefi iti 

A multinational ootnpany (MN,C) 
is an organization that operates; 
owns~ or controls production and/ 
or service facil it ies in two or m,ore 
countries. 

M NCs are not without tlieir 
compUcattons, and U mita1,ons. They affi, 
for exam1ple, exposed to add,1,onal r~ sks 
when operatingi in overseas markets, 
e.g. cultu ral differet1ces 1in bus1ness 
pracUces, legal dif ferenres. political 
nisks and volatmty wJth fluctuating 
foreign exchangce, rates. 
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The impact of MNCs on he host countries (A03) 

Positive impacts ofMNCs on the host countdes include the following: 

• MNCs provide a significant number of employment opportunities, 'helping to 
raise the quality of the la.hour fooce in the host country. 

MNCs are likely to buy locaJ raw n1aterials and co1nponents, d>.u s providing 
extra revenue for local suppliers and supporting local industries (such as 
packaging and distribution). 

• Consumet"S in the host cou1"ltry do not have to rely only on local supplters as 
they have tnore choice from MNCs, thus helping to raise standards of living. 

• Similarly, increased coLnpetition. from NINCs can force local finns to b11prove 
their operational ef fici,enc y, quality, customer can:~ and prices. 

• The transfer ,of technical knowledge and benclunaxking practices (see Unit 5.3) 
frotn MNCs can also benefit local firms. 

• Profitable 1'fN Cs wi l1 be taxed by the host government! thus providing added 
tax revenue to henefi'r the host economy. 

N,egative impacts of MNCs on the host countries include the following: 

• Local businesses may l,ose customers, market share and profit to foreign MNCs. 

• Foreign companies may not be socially responsible, especially if rules and 
regulations are more relaxed in overseas markets, which might result in 
employees being exploited, scaoce resources being depleted ,or increasing 
pollution levels. 

• The ,existence of large and powerful MNCs can destroy local competitors as 
they do not have the resources to co1npete. 

Not all local people and businesses will welcon1e the presenc,e of foreign 
compani!es, ,especially if it results in a cultural shift in the way of lit'e, and may 
result in social tension. 

4 In 20151 Kraft Foods Group Inc.,. merged wkth H.J. Heinz Co. 1o· f,orm the 
wor1d's fifth-larges.1 food and beverage company. Heinz is a global brand.­
famous for its tomato ke1,chup, sauces, soups,. beans. past,a and infant 
foods. Kra,ft ~s one o,f No,rth Amerka's larg,es1 consumer packaged food and 
beverage co,rnpanies .. wlth annual sah~:S revenues. of more than $18 billmon 
and over 22 00 0 employees in the USA. 

a Define the term merg,er. [2] 

b Exam•ne 1he poss,ible reasons for the merger between Kraft 
and He•nz. (6) 

I nvestj gate how globalization 
has impacted on the ,growth and 
evolution for a business of your 
,choke. 



1.7 Organizati 
(HL nly) 

nal planning tool 

Planning tools (A02, A04) and their value to an 
organization {A03) 
-----------------------------------------4,{41hi·tmu 
Planning is an essential elen"lent of business n1,anagecnent. There are a number 
of planning tools availab~e to help managers in the process. Strategic planning 
is about the direction of 'the business and is fundamental to the setting of goals, 
targe ts and objectives (see Unit 1.3). 

Fishb,on,e diagram 
• The fishbone diagram (also known as the Cause and Effect m del) is a visual 

decision ... making tool devised by the Japan ese guru ,on quaHry, P t·ofessor Kaoru 
Ishikawa. 

It is used to identify the root causes (shown. as bot1es) of a problem or issue 
(shown as the 'head' of the fish). 

• A business .might face a problen1., for example~ of high labour turnover (i.e. the 
proportion of its workforce that leaves the organization during the year). An 
exan1ple is shoMl in Figure 1.9. 

Career advancement 

Umited 
op.portuniti@s _ ___,,,, 

Few tiraiining -~ o ppo rt:u1n i,ti ~s 

Remunerauon 

tow pay -----,., 

P.oor 
b~nefirts -~ 

---------~t-----------~----..i High 1abour 

Lack of cha·llenge _ __.,. lack of support -­

Lack of recognirtion --'V 

Poor relationships - -
Long ho 1J rs ---'¥ 

Stressful work - ----:j,/ No d j,rectr on - ----:j,/ 

Job ltsetf Management 

lfigure 1.9 Fishbone diagram 

tu:mover 

Table 1.2.6 Advantages and disadvantages of the fishbone diagram 

Advantages of the fishbone diagram Disadvantages of the fishbone dia,gram 

• It shows a variety of probable causes. of .a given problem in a • Causes .and effects are not always interrefated .• making the 
succinct way construction of the fishbone more difficult and l1ess meaningful 

• As a visual tool, it is 1easy to foll ow in order to determine th,e • As a qualitative decision~maki ng tool, It does. not indude any 
root causes and consequenc,es of a problem or issue quantifiable data so it is diffic.ult to, asoertain how much ,each factor 

• It organi2es ·the causes of a problem by the,mes. such as actually contributes to the problem 
communication issues, or m,otivation problems;; thus aiding ·the· Similartyi it does not ·show which decisions or .actions need to, be 
decisio n•ma king process prioritized 

Decision tre,es 
• A decision tree is a quantitative and systematic decision,1naking tool that 

allows managers to visualize possi Le options and 'their probable outcon1es.. 

• h"'l a decision tr,ee, a circle repriesents a chance node.. A square represents a 
choice or decision. 
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Probabilities of the various outcomes are shown, e . .g~ 0.35 means there is a 
35% chance {likelihood) of the outcome actually materializing. Probabi Uries 
for each chance n e must add up to 1.0, i.,e. 100% likelihood. 

• Figure 1.10 illustrates the decision of a finn to pursue either Project Chicago 
(which costs $55 m) or Project Delhi (which costs $51 n1). The following can 
be seen from the decision tree: 

tJ There is a 65% chanoe of success if th@ nun chooses Proj@cr Chicago, 
which would gain the fun'l $70 tn in sales revenue. Thus, the likely outcome 
is $70 m x 0.65 = $45~5 in. 

C1 There is a 35% chance of failure for Project Chicago, with expected revenues 
of only $45 m. Hen~, the probable outcome is $45 m x 0.35 ;: $15.75 ·m. 

D Therefore, the combined outcotue for Project Chicago is $45.S m + $15.75 n1 
= $61.251n. After the costs of the project are accounted for, the likely yield 
(r,eturn) of Proj,ect Chicago is $61.25 m - $55 n1 ~ $6~25 rn.. 

tJ For Project Delhi, there is a 559"0 cli.anoe of success in earning $80 m. 
Hence, the likely outcome is $80 m x 0. 55 = $44 m. 

D If the project fails, the likely outcome of earning $35m in sales revenue is 
$35 m X 0.45 !::: $15.75 m. 

D Henae, the combined likely outcome is $44 in + $15.75 m = $59. 75 n1. The 
]ikel y profit is ther,efore $59. 75 m. - $51 m = $8. 75 m. 

Two parallel lines that cross through a branch represent the options that are 
rejected based on quantitative grounds. 

• Exarnining the decision. tree in Figure 1.10 shows that Project Delhi should 
be pursued. Despite the relatively higher risk of failure1 the invesanent cost is 
loy;er and the likely yield is an extra $2 .5 n1 ($8. 75 n1 return for Project Dcll'li 
compared ·to $6.25m for Project Chicago). 

Project 
Chicago ... j.; $5Sm 

A 

Project 
Deihl 

$5 1m 

Success ( + $ 70 1m) 
$45.Sm } 0.65 

. $61:.2.Sm - $S5m = $6.25m 
fa i'lure (+$4'Sm) i---------...,,. $1 '5.7Sm 

0.35 

Success (+$S0rn) 

,0.55 _ $44m } 
$'59.75m - $51m ~ $8.7Stn 

Fai lure (+$.3Sm) 
- ---------... $15.75m 

0.45 

f igure t .1,0 Example of a decision tree 

Table 11.27 Advantages and disadvantages of d ecision trees 

Expert tip 

Remember when constructing a 
de-cision tree that squares are used 
for dedsions whUst drdes are chance 
nodes f.or whkh probabiHties are 
~signed. 

Advanta,ges of decision t rees Disad va ntages of d ecision t rees 

• Formal raes the decision-making process and makes it more 
i mpartia I ,as outcomes ea n be compar1ed objectively 

• Offers a ·visua I and logical representation of various 
decisions with quantifiable outcomes, thus ma king things 
easier to foll ow 

• Ma1nagement is forced to, consid 1er the risks, of different 
options 

Qualitative factors affecting decision making a re ignored. e.g. 
bus,iness objectives, and stakeholder views 

D.ata on Ii kely ,outcomes a re only forecasts so actual outcomes ea n be 
quite different 

• Data can become out of date by the tirne a d,ecision is actually taken 

External factors and non-financial information are ignored in the 
diagram 



EXAM PRACTICE 
5 K~ng mans Educa1~onal Resources ( KER) is consederjng expand~n g into one 

of three locations. The expected costs, and revenues are shown in the table 
below. KER only has the iresourc,es. to pursue one of these growth options. 

Us,ing the data mn the 1able,. construct a deois~on tree showing whmch 
project is bes1 on f~nandal grounds. Show an y,our woddngs and include 
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an ,appropr,a1e key in your dJagram. [6] 

A shtow n 100 

Success 50 215 

Failure 50 80 

IBrigcit y 80 

Success 65 180 

Failure 35 75 

Centrapolis 90 

Success 60 175 

Failure 40 90 

• f ,o.rce, f 'iefd ainal:ysis 
• Force field analysis (FFA) was devised by Gern1an.Ani.erican psychologist Kurt 

Lewin as a planning and decision-making framev,i'Ork for examining the factors 
for and against change. 

• The factors ( or fooces) that support change towards a goal ~ue caUed driving 
forces I whereas those that block or hinder change ar-e called restraining forces. 

These forces are numerica Hy weight,ed in order to calculate the relative 
strengths of driving and restraining forces, thereby ,aiding decisiorl n1aking in 
an ,objective and quantifiable way. 

• In Figure 1.11,. the ·weights range from l to 5~ with 5 being of most significance 
to the business. In the example1 as the driving forces outweigh the restraining 
forces, the objecciv,e d,ecision is to relocate the business. 

Driving forces 

(Forces for change} 

C fie aper ire nt ... 4 

1lrnproved 
competitiveness= 4 

Access to ove,rs@as 
ma~kets = 4 

i'ota,li: 12 

Decision: 
Overseas 
retocation 

Restta In Ing forces 

(Forces a g a fnst eh an ge} 

Resistance from staff= 3 

Staff 'tra,j n,i,ni g costs (new 
I ocatro n) !!!!I 3 

Staff red un da ,n des (c u ,rent 
location) e .3 

Cuhiurail aidjustme1nts = 2 

Tota,I; 11 

IFigure 1.11 Force field analysis for overseas relocation 
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Table 11.28 Advantages and disadvantages of force field ana lysis 

Advantages of fFA Disadvantages of FFA 

As a quantitative planning tool,, it makes the decision-making 
process more objective· and logical 

• It offers a simple visual representation of the forces for and 
against change 

• Weighting (numerical values) the forces makes managers 
co,nsider the r,elative importance of factors affecting the decision 

Expert tip 

Qualitative factors affecting decision making are ignored and/or 
difficult to quan1ify 

• The omiSS!on of certain driving or restraining forces can alter the, 
outcome quite drastically 

• The weighting of th'f forces is subjective. feavi ng room for 
potential bias 

HL students who choose to use force 1'ield analysis in their Internal Ass,essment 
are reminded 10 ,consuh the manage1ment oi the organizat~on to weight the 
ddvaog and restrasni1ng forces . There is no signi1ficance in students assignmng the 
wei 1ghts as this adds no value to management. 

Gant t chart 
• A Gantt chart, devised by American engineer Henry L. Gantt, is a vlsual 

planning tool rhat illustra't,es rhe sequencing and schedule of a particula1· project. 

Links established between dependent tasks allow managers to sequence the 
various activities (tasks) of a particular project, Le. it shows what tnust be 
co1nple~ed before the next task(:s) can begin. 

• The required time and resources can th,en be linked to eacl'l of the tasks in the 
project. 

Ultimately, a Gat-:ttt chart helps project 1nanagers to deterntine how long a 
project should take ro compl,ete. 

• An ,exampl,e of a Gantt chart using the data in Table 1.29 is shown in 
Figure 1.12. 

Table 11.29 Activities for Project X 

Ac't iv ity Preceded by Duratio n (days} 

A 3 

B 3 

C 3 

D A 2 

E B 4 

F C 3 

G D, E and F 7 

Gantt c.ha rt for Project X (days) 

1 2 3 4 5 6 7 8 9 10 11 12 13 14 

I I ,-

A ~ 

- '-
B -

- -
C 

' • I -~ I - - i---
D -

IP I ~ - L - - . 
E -

- - 1- -
F 

-'. I ~ 
-

G 

lf ig u re 1 .12 Ex.ample of a Gantt chart 



Table 11.30 Advantages and disadvantages of Gantt charts 

Advantages of Gantt charts 

Show the dependencies between different activities in order to 
minimize the time needed to complete a project 

• There a re wide applications. e.g. scheduling production 
processes .. employee work rosters, and ho Uday sched ule-s. 

• Help managers to set l'iealistk deadlines for the various activities 
of a project 

• Simple to interpret and understand 
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Disadvantages of Gantt charts 

The length of time {each bar) does not necessarily correlate with 
the amount of work or resources involved for each activity 

• Need to be monitored and may need regular updating 

• Complex projects may be d iffkult to display on a one-page 
Gantt chart 

• Its simplicity means that a Gantt chart may not provide enough 
detail or information for ,omplex projects 

• Allow managers to monitor progress and ·take corrective measures • Based on and relian1 on the estimates of the timings of each task 

HL s1udents can produce a Gan1t chart for the Action Plan of 1heir Internal 
As,sessment. Not only can this pr,o,vide a neat and sucdnct visual of the intended 
activit•es for the IA, Mt ~lso helps with the SOO-word Um•t for the Research 
Proposal .and Action P~an. 

EXAM PRACTICE 
6 Construct a G.ant1 chart from the data given in the table below 

for Proj,ect A . 

A 3 

B A 2 

C A 1 

D e: 3 

E C 2 

F D&E 5 

[4) 

Whilst quantitative techn~ques s.uch 
as force field analysis. dedsion trees. 
and Gantt charts provide quantrti,able 
answers to com1Plex dedsJons, it 
is 1mporta nt to remember that 
managers also, consider qualitat1ve 
factors in the process, e.g. the impact 
of decis1ons on the workfotce and 
whether the decision ,sin line W41h 
organ•zat,onal objectives. 



Human resource management 

2.1 Functions and evolution of human 
resource management 

Human resource planning (workforce planning) (A01) 

• Workforce planning involves analysing and forecasting the numbers of ~'orkers 
and che skills of those workr rs that will be needed by the organization. e.g. .new 
recruits are needed as a business expands or because current e1nployees leave. 

• Hurnan resource (HR) planning aims frrr the eftective management of an 
orga·nizat:iion's workfo1ce in orde:r to achieve its objectives. 

• Hutnan resouree planning functions include recruiunent, induction (of new 
staff), retention, dismissal, redundancies, training and performance appraisals. 
It also involv:es monitoring and ma.intaining professional relarions hetween 
e1nployees and e1nploy,ers. 

• Workforce planning involves an analysis of historical data relating ·ro the size 
of the workforce, the workload and mobility (flexibility) of employees, labour 
turnover rates, and demographic trends in society. 

• H R planning is also needed to deal with insran.ces of absenteeism. This 
refers to the number of staff away from work as a percentage of the finn's total 
wo1~kforce, per titne period. 

• Successful workforce planning helps a firm to develop cl competitiv,e advantage 
by n1.atching hu1nan resource needs to the organization's strar,egic d irection. 
It enables workers to be properly ttained and highly motivated so that they 
perforn1 at their best. 

Labour turnover (A02) 

• Labour turnoVrel' is ea lculated using the formula: 
Number of staff leaving per year x 

100 
Average number of staff 

• It i.s inevitable in an. ,organization as some employees leave for personal or 
professional reasons, ,e.g. to have a baby or spend mor,e time with their young 
children, to, retire or to pursue a protnotional post in another organization .. 

• Retaining staff in the orggnization is important as the.re are significant cost s 
to recruiting new staff; training thetn and getting t hen1 accli111atired to the 
organizational culture~ 

• Causes of high la hour turnover include: 

tJ Better pay and Vlorking conditio,ns oftered by rival firms. 

tJ An unhappy and discontented workforce. 

D Staff being inadequa.tely trained so feel incompetent and detnot ivat,ed. 

• Businesses try to avoid having a high labour t urnover rate because this would 
lead to higher costs of recruitment (and re t,enrion). It also uses up a large 
amount of management tilne. 

• Hmring a large I'l.umber of new workers also means there is gr,eater down .. tirn.e 
when employe@s an~ less pr-oductive simply because they have yet to acclimatize 
to their new working environment, policies, procedures and processes. 

• High labor0r turnov,er .aleo raises concerns about stability and continuity in the 
business. 

' 

-=--· 
ey, r rd d =-fin iti "ll1. 

Human resource planning is 
the 111anagement ptocess of 
anticipating and 1neeting an 
organization's current and future 
staffing needs. 

<':;o, '~' ·i..1 ~efinition 
Labour turnover tneasures the 
rate of change of hu n1.an resourices 
wirhin an organizati,on, per period 
of thne. 

EXAM PRACTICE 
1 Duffy ,& Wong Ltd h• re 86 

people. Thirteen of the 
employ,ees res~gn w~th,n the 
year. Cakulate the firm's 
labour turnover rate. [2] 
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Internal and external factors that influence 
human resource planning (A03) 

Demographic cha:nge 
• Den1ographic change refe-rs to developments and trends in the population that 

influence workforce planning; e.g. the average age of the · ulation; gender 
distribution, educational attainn1ent levels and average household income. 

• It'\ some counrries1 such as France and Britain, the official retirement age has 
been raised due to the longer lifie expectancy of work,ers. 

• The combination of lower birth rates, falling death rates and increased life 
expectancy in many economically developed countries has ted to an ageing 
population (an increase :in the average age of the population). This has several 
implications on workforce planning: 

D reduced labour 1nobiUty 

D lower labour productivity levels 

CJ changing consumption patterns. 

• h1 tnany countries, there has been an increased number of won1en in the 
workforce. More feniales are choosing to have children at a later stage in 
their lives, opting insr,ead to participate in the workforce and pursue their 
professional aspit"atior1s. 

Ch!ange in Jaib1ouir mobility 
• Occupational mobility refers to the ease and flexibility of workers in moving 

from one job to another due to their ability and willingness to switch. 

• By c-0nt~ast·1 occupational immobility is the inability of workers to mov,e from 
one job to another, due to a lack ,of skills~ e:x.-pertise o,r qualifications. 

• Geographical mobility r fers to the e..'Xtent to which workers ar@ able and 
willing to relocate to another area for employn'lent purposes. 

Geographical imn10bilicy is the reluctance of workers to n1.ove to another 
location. This might be due to personal reasons (such as fan1ily ties) or 
financial factors (such ,as relocation costs, property prices, or the higher costs 
of living in new locations). 

• International labour n10biHty is even more difficult to achieve. Expatriate 
workers are often highly retnunerated as an incentive for them to relocate 
overseas. 

• L:abour mobility can be iniproved by the business offering training and 
develop·ment progran1:mes to its employees. 

New c1om.muni 1catio1ns t echn,otog1ies 
• N ew co1rununications technologies tnake ir easier for larger businesses to 

recruit globally through their \¥ebsites and video.conferencing facilities 
resulting in reduced costs of online advertising] recruitnient and interviews. 

• Improved. computer and moblte ·rechnologies also mean that flexitime, 
hom,eworking and teleworking become n,.ore attractive and .accessib]e to workers. 

• The technologies make it possible to train and develop etnployees in a tnore 
efficient n1anner e.g. onllne training courses or webinars. A large nutnher of 
employees can. be trained very quickly at the same time. 

• The use of con1puteriz,ed testing programs helps firms to assess the 
understanding and progress of trainees. 

N ew cotnmunications techn,ologies reduce the costs of business me,etings and 
seminars due to the gro,wing use ,of high .. qualiry video-conferencing. 
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Common steps in the process of recruitment (A02) 

• Job analysis is che process of ide:ntifyil'lg whar a particular jiob entails, e.g. 
the ta.sks, roles, responsibiliUes and ski.Us required. From the .a.na.lysis, the job 
description and person specification can be created. 

• A job description is a document that provides details of a particular job, e.g. 
the job ride, rotes, duties and responsibilities. 

• The persoll specification is a document that gives the profile of the ideal 
candidate for a job, e.g . .a description of the qualifications, skills, experience, 
knowledge and other attributes. This is used as part of the selection process 
for shortlisting candidates for interview. 

• Job advertisetnents are typically r,ele-asecl after the job analysis has been 
con1pleted and the j description and person specification produced .. 

• Candida:ces usually have to complet,e .an application form for ·the job. They 
may also need ·co include .a curriculutn vitae (or rresume) - a docuLnent 
·which outlines the applicant's education a l achieven'l1ents. professional 
qualifications, employ1nent history, skills, acco1nplisbn1ents, hobbies and 
interests. 

• Shortlisting is the syste1natic process of identifying and selecting the 
few most suitable candidates fron1. aU the applicants for an interview, 
because they best fit the profiles in the job description and person 
specification. Shortlisting eliminates unsuitabte candidates from t he 
recruitment process. 

• Shordisted can didates are rhen invited for intervi1e\.VS and (in some cases) 
testing in order to s-elect the most suitab:le candidate for the job. 

Testing is used for sane jobs to ensure the best cand idace is recruited 
Examples include: 

D Aptitude testing: a n1.ethod of assessing the skills and ability of a candida te 
co do a particular job; e.g. typing speed for a receptionist or driving ability 
for a driving instructor. 

D Psychometric tests: used to assess the attitudes and personality traits of 
candid.ates, ,e.g. their level of driv~ (or motivation) and their ability to deal 
with stressful situations. These are used to ensure the chosen candidat,e is a 
good match with the organizational culture. 

tJ Trade tests: indusrry .. specific assessmenrs ttsed to, examit'.ie the candidate's 
skills and e>::pe:rris@ in a specific prof@ssion. 

0 Intelligence tests: ust,d to assess a candidate~s skills of numeracy, literacy 
and general ktmwledge 

• Background checks are made wirh referees (one of whon'l is likely ro be the 
current or last ,employer) to .ensure information declared by the applicant 
is truthful and to get a character refe1·ence so the business can assess the 
suitability of the candidate 

• A job offer is tnad,e to the most suitabl,e candidate prior to issuing a contract 
of employ1nent. 

Interna l recruitme·nt 
• Internal recruitment is ·the hiring of people from within the organization 't,o fiU 

a job vacancy. 

It is cotnmonly used for targeting suitable e1nployees for supervisory or 
ma nagen1ent positions. 

Identify :the vacancy that 
needs filting 

Create a .Job des~r1pt1on 
and persoh specification 

Advertise the post 
to attract candidates 

Review appJications a,nd 
drarw up a shortnst 

Make the s:e~ection using 
approprtate methods 

Sattsfy any cqnditipns and 
sign conrtracts; inform those 

u nsucce ssfu I 

f igu re 2.1 The recru itment process 

Source: Business Review, February 2013 
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Table 2 .1 Advantages and disadvantages of internal recruitment 

Advantages of internal recruitment Disadvantages of i nte rna I recruitment 

lower ri·sks as the employer already knows the :strengths and 
suitability ,of ·the exis.ti ng worker 

'Dead wood' (outdated practices) might exist in the organization 
so an external candidate could bring in new ideas 

Relatively I owe r costs of recruitment compared to, external 
tecru itment 

Similarly. external candidates may be more sk:il led or bener 
qualified 

• It is generally faster than externa I r1e"Cruitment 

• It str,engthens the loyalty oif ,employees as there are career 
dev,elopment opportunities within the organi:zation 

• A lower number o,f applicants ea n mean the employer has fewer 
candidates to choose from 

• It reduces or eliminates. the need for induction as existing 
workers are al ready f am ii iar with the practices and 

• It ea n cl'ieaite uo necessary internal competition and conflict 
between existing workers who apply for a pa rtku lar job 

orga nizationa I culture 
• Hiring someone i ntemaUy means there is a vacancy created. so 

another person sti II has to be recruited 

• External recruitrm,ent 
• External rec:ruinnenr is the hiring of people from outside of the organization. 

It requires placing job advertisements using a range of media to attract 
pot,ential applicants, ,e.g. newspapers, websites and trade tnagazines. 

• Inrerviev.;s are the main method. of selection for both internal and exr,ernal 
recruitment. 

• In some cases; specialist recndtment agencies in a particular industry take 
responsibility for advertising, interviewing, selecting and hiring suitable 
peoplew ln return, they charge a fee for their services. 

• The advantages and disadvantages of external recruitment are the opposite 
to t·hose of internal recruitnlellt (see Tabl,e 2.1),. e.g. it can be difficult to 
determine the suitability of an external candidate to fit into the culture of 
the organization. 

Types of training (A02) 

Trainmg is the process of teaching a particular new skill i0r kno"dedge in order 
to develop a person's co111petence in the workplace. The purpose is to match 
the skills of employees with the needs of the organization. 

• It is important a.sit itnproves the productivity of 'WOrkers, boosts n1.otivation 
and reduces labour turnover. Training can also help to improve customer 
service and custorner relations .. 

• A business rhat invesrs in its people can benefit from an improved repunuion, 
which helps to attract good quality ca1xlidates in t he recruitment process. 

The n1a in types of training are on the job; off the job] cognitive and 
behavioural. 

• On the job ,(incruding in1du1ction, and m1ento:ri·ng') 
• Induction - This type of training is intended for en1ployees who are new to 

the organization~ lt aims to support ne·w staff in getting acquainted with the 
:poople,. plans, policies and processes of the firm. 

D k can help new worke.rs to avoid costly mistakes by familiarizing 
themselves with standard procedures, fonnalities .and codes of conduct. 

D Induction training can be costly as it uses up valuable tnanagetnent t ime to 
set up and rur1 the rra inina for new staff. 

• Mentoring - This is the process of an adviser or trainer (the mentor) providing 
support to less eJ\.'Perienced colleagues (the mentees) in vadous aspects of 
their job role, e.g. a head of department providing advice and training to new 
e1nployees. 

t'' :\·' rt1 d :afi nition 
On-the-job training is training 
conducted within the workplace 
whilst the e1nployee is working. 
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Table 2 .2 Advantages and disadvantages of on-the-job training 

Advantages of on-the-job training Disadvantages of on9 the-job training 

• Cheapest form of training if the firm uses in-house specialists to 

provide the training 
,. Training is r,elevant as it is targeted a1 specific issues related to 

the firm's n1eeds 

'Trainees may pie le up bad working habits from the trainer 

Internal staff may lack the necessary skills., confidence and 
experience to d,elive r the training 

• fewer disruptions to daily operations as the trainee is still at 
work 

• Internal trainers cannot get their own work done whi 1st planning 
or delivering the training 

• Can help to build better relationships at work due to team 
working 

• Of'f the Job 
• Day release - Employees take ti1ne off work to a.trend training at a 

local college, training centre or conference centre,. erg. lB teachers 
attend three .. day workshops as part of their professional lieflecrion and 
develop.ment. 

D'istance learning - Empl,oyees undertake setf..study courses to improve their 
skills and qualifications, perhaps by attend lng evening classes or following an 
online training course. 

Seminar--s - taff attend a lecture or meeting as part of their professi011,al 
l,earning and trrunlng. 

Table 2. 3 Advantages and disadvantages of off-the-job training 

.. v,l\·ord d efi nit ion 

OJf ... the ... jo b training is training 
conducted by specialists away from 
the W(),rkpI.ace+ 

Advantages of off-the-job training Dis.advantages of off-the-job training 

• A wider range of skills and qualifications can be obtained It is more expensive th,an on-the-job training, e.g. training 

Staff ea n learn from ,outside specialists or experts who may not 
exist within the organiz,ation 

Emplo,yees are not distracted from the daily operations in the 
workplace 

Co,gnitive traiini·ng 

course fees 

• Lost productivity during time when staff attend the training 

Employees gaining new ski Us and qualifications may deci die to 
l,eave the firm for better jobs elsewhere 

Cognitive training refers to exercising and developing the tnental skills of 
employees so as ro i1nprove their perfonnance and productivity. 

• Cogniti.on is the brain's ability to learn and think, so cognitive thinking helps 
~o develop the learning and thinking skiUs of employees. 

It focuses on itnproving melnoryt attention, perception, reasoning, judgement 
and general learning skills. 

• Research has shown that cognitive training can lead to :improvements in the 
self,esteen1, self.confidence and en1otional stability of employees. 

Beha,vioural training 
• Behavioural training seeks to change or inl'.prove the patterns of behaviour at 

work based 10n the desired outcomes. 

• Examples of such behaviours include: team building, conflict 
resolution training, anget m,anage1nent, stress mana.gemenr, leadership 
training, mindfult1ess, emotional inteUig nee courses, or health an.d 
safety training. 

• An important aspect of behavioural training is to identify the functional 
issues that cortld be hindering perfonnanc-e. Case studies .and role plays are 
often used to facilitate this. 

• Essentially, behavioural training strives to improve bo,th personal and 
professio,nal effectiveness. 
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Types of appraisal (A02) 

• Appralsa ls are cot'lduct,ed for several reasons, including: 

D assessing an en1.ployee's perfonnance against pre•agreed targets 

D identify training needs of the individual employee 

tJ h elpin g the management to reward high Bchievin g employees. 

• Target setting is an inregral part of appraisals. Targets should be SMART: 
speci fie, nieasureablei achievable, realistic .and time bound. 

• If an employee's performance is deemed robe less d"lan satisfactory, it should 
be followed by p roviding relevant training or counseUing. Such appraisa ls 
do not necessarily result in severe or demotivating tneasures such as warning 
letters or disn1j ssal. 

• Di fferenr organizations use different appra is~ l systems, such as; fonna.tl ve, 
sutnmative, 360 .. degree feedback, a nd self-appraisal. 

f ,ormatiive appraisal 
• Formative appraisal takes place on an on..going basis to enable employees to 

improve their job perform.ance. 

• It helps to identify an em;ployee's strengths and weaknesses in a specific role ot 
the p1ogress 1nade in a particular task or project. 

• It helps rhe organization to identify the training needs of an individual 
employee. 

Summative ap1pra1isal 
Summative appralsals take place periodically, such as quarterly or annually, 
conducted by the line manager who sutrun.arizes the personal perfonnance and 
achieveme.i'\ts of the appraise . 

The appraisee is held accountabJe for the outcome of his or her work, 
including identifying any areas for ilnpro¥ement. 

360-dlegree feedback 
• 360~degree feedback is an appra isal system that involv,es getting conunents, 

opinions and information about an appraisee fron1 the various groups of peopl,e 
who work \Vith that person, e.g. peers, line tnan agers and subordinates. 

• 360 .. degree feedback is usuaU y obtained using questionnair-es, surveys, 
observations or interviews. 

• h1 sotne cultures, such an approach to, appraisal ( where a senior n1.ember of 
staff ls appraised by a junior colleague) would he deaned inappropriate and 
might nor produce open and truthful discussions. 

S@Jf ... a,pp,raisal 
Se1f~appraisa1 h'lvolves employees evaluating thetnselves against a 
pr@determ1ned sec of criteria. The appra isee renects on their srr,eng r:hs and 
weaknesses in o rder to s@t n ew tat-gets for th@1nselves .. 

To avoid potential bias and any inconsistencies, self..appraisals are often used 
in conjunction with an appraisal conducted by the line n1anager. 

T 1 f ' ' • y I )l"i.. l t' 1t1 ) [l 

Apprai . al refers to the formal 
assessment of an employee's 
pe:rfortnance with reference to the 
roles and responsibilities S@t our in 
the job description. 
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Common steps in the processes of dismissal 
and redundancy (A01) 

• Dismissal is fair if an employee Loses his/her job due to incompetence or 
gross misconduct in the workp]ace, e.g. theft, fraud, drunkenness, violence or 
sleeping on the job. 

• Managers have to handle dismissals very carefully. There needs 'ro be very 
definitive and cotnprehensive reasons for dismissing a worker to prevent any 
legal ch:aUenges being made in a court of law. 

• In most cases, distnissal based on. race, religion,. age, gender, or sexual 
preferences is regarded as unfair d ismissaL 

• In general, dismissals go through a three--sta:ge process: issuing the staff 
metnber an initial verbal wan1ing, followed by a fonnal written warning, and 
finally termination of contract if d1e e111ployee fails to meet the agreed targets. 

• Redundancy occurs when a. firm can no longer afford to employ a worker, 
when a job ceases 'to exist due to the completion of a project, or a lack of 
avBilable work. 

• Redundancies can be voluntary or compulsory. Voluntary redundancies 
are often associated with generous con1pen.sation. packages (severance pay). 
L.'l.volun.rary r~undancles happen as a last resort, often causing low sea.ff 
·morale and instability in the organ ization. 

It can be difficult for a business to decide which workers to1 make involuntarily 
redundant. This needs to be done objectively, ,e.g. based on. a last-in .. first-our 
systeln (number of years of service with the organization). 

y1.-vL rd 1ef initi "'n .. 

Dismissal refers to the termination 
of a worker~s employtnent due to 
their inco1npetence or breach of 
employment contract. 

Redundancy occurs ,vh@n a 
business can no longer afford to 
hire a certain number or group of 
workers or bee au se the job ceases 
to exist, perhaps due to seasonal or 
'rechnological factors. 

How work patterns, practices and preferences change 
and how they affect the employer and employees (A02) 

Telewo1rki1ng 
• Teleworking refers ro employees working away from 'Che ,office by using 

electr-onic fonns of communication, e.g. telephone~ the internet or mobile 
technologies. 

Hotneworking is an example of ·teleworking, where staff work foon1 home. 

• Advancements in tel,~cotnmuni.cations and internet tl!ch.nologies; as well as 
rising office rents; have increased the nu1nber of businesses choosing to use 
teleworking. 

• Teleworkers can benefit fron1 autonorny in decision making and 'the absence of 
strict colnpany policies, such as dress codes. 

• However, productivity can be an issue due to the distractions at hotne or the 
lack of control ,men workin.g outside of an office environtnent. 

• Flexitime 
• Flexiti1ue is a variable work schedule requ lring employees co work a set number 

of hours but giving empLoyees the right to choose when they work .. Ther,e is 
normally a cor-e (peak) period during the day when employees must be at work. 
This is common in the tech industry. 

• Flexitilne and part.-tilne workers have led to a faU in the 11un1bers of full-time 
workers in several :industries, e.g. supennarkets and fast food . 

• Such practices help to ilnprove en1ployee morale and productivity by 
improving the way they opera~e. 

• Flexirime has cost implications for the business as managers need to supervise 
and :monitor tha hours actually worked by all flexitilne employees. 
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Mi,g1ration for wor1k 
• Migrants usually move to orher coun'triies in search of en'lployment 

opportunities. 

• Recruiting n1ore ilnm.igrant and te1nporary ·workers can help en1ployers to fill 
short ... term gaps such as during seasonal or peak trading periods. 

• Highly skilled workers ar tnore likely to be able and willing to migrate as they 
have a great,er chance of securing weU .. paid jobs overseas. 

• The tuigration of skilled workers has increased due co globalization (such 
as the widespread growth of multinational corporations) and internet 
technologies enabling b@rter flows of information to workers looking for job 
opportunities overseas. 

Pa.rt time 
• Part time is an etnploy-ment practice that hires workers for fewer hours per 

week tha n those with a fuU .. rime job. 

• Pa rt-tin1e staff work in shifts but n1.ay renulin on call (standby) wl1-i le off duty 
to cover for ful1-titne staff ·who tnight be off sick, attending a training course or 
on annual holiday lea.,re. 

• Part-rime and sh ift workers give employers greater flexibility in th@ir 
operational h ours. 

Whilst part.-ti1ne work might suit srnne people (such as n10thers with young 
childre·n or fuU .. tim,e students in higher 1education), they do not qualify for the 
sam,e employment perks (benefits) as those Ol'l f uU .. ri.rne contracts. 

Outsourcing, offshoring and re-shoring as 
human resource strategies (A03) 

• 0 u tsourcing is the use of extEn-nal providers for oercain n on .. oore business 
activities,. e.g. clean ing! catering and security. 

D Many businesses outsource their non .. core activities to third party 6.rn1s to 
reduce costs a·nd. to focus on rheir main. business functions in which. they 
have corie competencies. 

D The outsourced 6.r-m provides specialist services on a contract basis and s t 

highly cotnpeticive prices. They are also used d-ue to the hupro,ved quality 
standards provided. 

• 0 ffshoring is the practic.,e of relocating business functions or activities abroad. 

D k is pursued mainly because of lower production costs by using cheaper 
labour in less econon1icaU y devel~)ed countries. 

Cl Cosr savings also arise du@ ro lower operational 1costs, ,e.g. few@r fringe 
ben efits and lower tt·aining costs. 

D Countries s-uch as India, Vietnaan mid the Philippines have seen a shaxp 
rise in multinational fin-ns choosing 'to offshor,e their operations! e.g. 
customer servic call centres, accountancy services and compuller roftwa.re 
development. 

Re,shori11g is the tra11sfer and relocation of a finn;s overseas operations back 
to its country of origin due to cost or competitive advantages (see Unit 5.4). 

Cl T here has been a surge in re .. shoring in countries such as the UK and 
USA due to incentives offered by domestic governments for relocating 
p:roduction back to the home country. 

D It also occurs when offshoring no longer offers cost savings, e.g . .increased 
\vage cosrs in COUL'l.tri€8 such as China and Mexico have driven so,me 
tnultinational oornpanies to re .. shore theit· operations. 
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D ·unethical lab ur practices in many off.shored countries (such as the 
exploitation of female workers and child labour) have given firms a reason 
to re.-shore. 

tJ The increasing cases of product recalls and low quality output from 
off shored production units has dan1aged the reputation of 1nu ltinational 
cotnpanies, thus forcing them to pull out of their overseas operations. 

How innovation, ethical considerations and cultural 
differences may influence human resource practices 
and strategies in an organization (A03) 

Examples of how the concepts of innovation, ethics and culture may influence 
human r-esou.rce practices and strategies are outlined below. 

• Innovation 

D Human resource tnanagers are increasingly relying on the use of 
informatioti communications technol1og:ies (ICf) in workforce planning, 

.g. the use of company web siljes to adv1 rrise job vaca.nctes or video­
conferencing facilities to conduct job interviews around the world. 

D Social media a:nd networks such as Linkedln and Facebook are also used as 
part of the recruit1nent process. 

• Ethics 

D The use of part·time and ilexititne ,vorkers has raised son1.e concerns about 
employers who take advantage of d1ese ,en'lployees yet gain from having 
lower operat i1onal costs. 

D The unethical treatn1ent of people in the workplace bas huge 
,consequences, eg. lower staff morale, negative corporate itnage and costs of 
possible lawsuits. 

D Unerhical business pracrices of some offshor~d firms~ such as th use of 
child labour,. mean that n'lore businesses are choosing to re-shore their 
operations. 

• Culture 

tJ Fkms with high rat,es of la.hour turnover may suffer fuom poor human 
resource manageme11t and a weak or fraglnented corporate c.ultute. 

D The culture of some finns is such that human resources are viewed as a 
long .. rerm investment so tr.aining and development become integral to 

their business srraregy. 

D Although 360 .. degr,ee feedback is used in son1e countries; the act of 
subordinates appraising their senior colleagues in an organiration is 
unacceptable in other coun.rries. 

1fig u re 2.2 Culture impacts on how appraisa ls are conducted 

I nves1, gate how innovation, culture 
and ethics have j m pacted on 
human resource plain n~ ng for an 
1orga1n izatAon of your choice. 
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2.2 Organizational structure 

Terminology to facilitate understanding of different 
types of organizational structures (A01) 

• Smal l businesses are often characterized by infonnal organizational structures 
while larger businesses need to adopt more formal structures due to the larger 
nun1bers of staff i nvol v;ed. 

• As a business gro\.VS,, it needs to organize staff into formal ,organizational 
structures to enSUJie effectiv,e communicaittons~ inc:r,eased efficiency~ and cl,ear 
expectations of a.ccountability and r,esponsibility~ 

The following ten11s help to faciUtate understanding of differ,ent types of 
organizat~ona.l structures: delegation, span of control, levels of h i,erarchy, chain 
of cotntnand, bureaucracy, centralization, decenrralization., and de .. layering~ 

• DeJegation 
• As a business gro,ws, it becomes inevitable t hat mar1agers need to relinquish 

some of 'their roles and responsibilities. This is known as delegation. 

• It involves passin g on control and authority by the line 1nanager while still 
holding the subordinate accountable for his or her actions. The overall 
responsibility still rerna ins with the Hne manager. 

• Delegation makes people accountable for their actions. Accountability is the 
extent to which a particulat· individual is held responsible for the success or 
failure of a job role ,or activity. 

• Decision tnaking can be delegated but responsibility rein.a.ins with the 
execut iv,e directors as they are ultimately responsible for d"le organizarion's 
strategy. 

• It can be a n1otivational tool for employees as it recognizes their talent, ability 
and potentiaL Staff who are e1np0wered tnay reel inspired to perform well. 
They feel a sense of achievement and pride in their work. Morale is high a.s 
they feel rrusted and valu,ed by management. 

• Delegation can, but does not always; come with e.xtr,a financial rewards, e.g. 
pay rises. 

• Successful delegarion frees up mar1agers to a.rtend to other important raslcs 
suc:h as st:rategic d,ocision making. 

S1pan1 of c,ontrol 
• The span of contro1l is inversely proportional to the number of h ierar'Chical 

layers in an organization. 

• Having a narrow span of control can ilnprove coffilnunJcation and control of 
the team. 

• A wide span of control means a manager ls responsibl,e for many subordinates, 
while a narrow span of control indicates fewer \\l .. orkers w.ho directly report to 
the line manager. 

• The wider the span of control1 the greater the need for strong leadership and 
clear lines of c,omn'tunLcation. 

• A wider span of control n1alrns the organizat ion fletter. 

• Organizations with wider spans of contr, l require fewer managers, which. 
lowers their costs. 

l(e ~,iv rd de£ ini tion 

Delegation j s the p110-cess of 
entrusting and eni.po\ve:r ing 
a subordinate to succ,essfull y 
complete a task, project or job role. 

Whilu de~e,gat,on empowers a 
worker w,th dedsioo-maiking dghts 
and authority, respons1b1 lity cannot 
be delegate d - the line manager 
remains respons• ble i'or the work ,or 
tasks. delegated to others. 

T -e T' T rd :Jefi iti, 

The span of control descri b s t he 
nunlbe:r of subordinates who al"e 
directly accountable to a Lnanager. 
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• LeveJs of h ierarchy 
• Hierarchical structures show where ,each person 'Within an organization fits 

and hen.ce his or her roles and responsibilities. 

• Hierarchical structures can be tall, with a narrow spau of control but Lnany 
levels in the hierarchy. 

• Alternatively, organizat ions can be flat, with wider spans of control hut with 
fewer levels in the hierarchical structur1e. 

• Ch,ain ,of ~01mmand 
• T he chain of cmnmand in an organizational structure is usually shown as a 

vertical l:ine of authority indicating how decisions a nd responsibility are passed 
down the hierarchical layers. 

• Instructiot1s and commands flow down.ward along the chain ,of command 
w hilst .accountabiliry flows upward in the organizational st ructure. 

• The clearer the chain of cotnmand, the more ,effective the decisio111naking 
tends to be. 

• A clear and established chain of cotnmand improves the efficiency of 
comtnuni.cations in the workplace 

• Businesses with fewer levels in the hierarchy (flat stt·u.ctu.res) have a shorter 
cll.ain of command. 

Burea,u1cracy 
• Bureaucratic organizational structuries hav1e a number of layers of 1nanage1uent, 

·with decisi,ons passed down from senior e>cecutives to regional managers; 
departmental tnanagers, supervisors and operative workers. 

• In. bureaucratic organizat ions> authority and decision :making are generally 
centralized. Hence, strategic decisions can be made faster as fewer people are 
involved in decision. making. 

• Bureauct-acy often Leads to excessive administration , paperwork and other 
formalities. 

• It encourages a culture focused on rules and standards> where daily operations 
are rigidly controlled with close supervision and accountability. 

• Rigidity n1eans that bureaucratic organizations ,are often slow to react to changes 
in the external environtnent. lt also discourages creativity ,and innovation. 

• This reduces flexibility and discourages progress in the organization, and thus 
Leads to inefficiencies and slower decision making. 

Cen,trra l1izati on1 
In centralired organizations, the hnportanc~ of subordinates is reduced whilst 
the importance of senior executiv·es is iJ.1creased. 

• Centralized structures ~rere favoured by manage1nent theorists such as 
F.w. Taylor and H. Fayol due to faster decision making and better control. 

• It is associated with a pate rnalistic or autoc ratic style of leadership 
(see Unit 2 .3). 

• Rapid decision making can result l n fewer ,con fliers due to consistent policies 
coming from th rop few highly experi,@nced manllgers. 

• Costs are also reduced as there is less of a need for hiring more specialists or 
departmental managets~ 

However, centralized structures .are highly inflexible, put added pressur,e on 
.senior managers and can be den1otivating for employees. 

, I d :afi n iti ~c 

L evels of hierard1y refer to the 
n1anagen1ent structure of an 
organization based on the nu1nber 
of layers of formal authority, 
usually presenr1ed in a dia.gram or 
cha1·t . 

,.;.r,, , t d de ic it ion 

T he chain of 001nmand is the 
formal line of authority through 
which orders and decisions 
are passed down from senior 
management at the rop to 

operati.,ona l workers at t he bottom 
of the hient rchy. 

I( ") "\ · -..rd ·f init · ,n 
Bureaucracy refers to the 
admin istrative systems of a 
busi n@ss, such as the ser of rules and 
procedures and forma l h terarchica l 
st ructures in an organization. 

-.::y1.vord J fi nition 
·Centralization refers to 
organizational structures v.i"her@ 

the 1naj ority of decision. lnaki ng 
is in the hands of a very small 
number of people at the top of the 
hierarchical srr l1cture. 



Dece ntra1J i,zation 
• Decentralization involves passing respon.sibiliry and authority away from the 

Board of Directors and senior exe-01tives to individual depart1nents. 

• In decentralized structures, there is shared decision .. n1aking authority and 
responsibilities. 

• Decentralization is associated with f.ewer tiers (flatter srrucrures) in an 
organizational structure a nd wider spans of control. 

• Unlike centralized structures which have a 'top~down approach to 
managem,ent and decision tnaking~ decentralized :structures ar,e seen as 
'bottom .. up' and democratic. 

• The larger the business, the 'more dece:ntral ized its organizational structure 
tends to he. 

• Decentralized srructur,es are often found in organizations with an informal 
corporate cu lrure. 

Delegation and empowerment,. vital aspects of decentralization, ea n resu le in 
better motivation for employees. 

• It also results in quicker and more flexible decision tnaking. 

• Hoy.,,;ev,er, decentralized structures can 'r,esu.lt in poor decision tnaking due to 
the lack of experience and expertise of less senior staff. 

• The decision to have a more centralized or decentralized organizational 
structure is influenced by several factors, such as the corporat@ cult ure, the siz.e 
of the organization, and the nature of the decisions to be made (whether they 
are strategic or routine decisions). 

De-liayeri n:,g 
• Oe,..layeri ng results in flatn~r structures an d managers having wider span s 

of conttoL 

Reasons tor de-layering include improving cotnn1un ications in t he 
organization, having shorter chains of command, and cutting costs as there are 
fewer lev,els of urnnagement. 

The biggest disadvantage of de.layering is the potential stress and anxiety 
of subordinates due to the added workload. 

• Flrrns tnay choose to downsi~e or de .. layer bocause it improves or speeds 
up oom1nunica.tion and is cheaper due to fewer layers of n1.anaganent. 

• The tnove towards flexible working practices (see Unit 2.1) means less ,of 
a need for traditional hierarchical structures. 

Types of organization charts (A02, A04) 

FI at/horizon1ta I 
A flat (or horizontal) organization has few layers of n1anagement 
(see Figure 23 ). 

• Line nianager-s have a wide span of cont rol in flat hierarchical 
structures. This gives the 'm.anaget a lot of authority O¥er decision 
n1a king but also places added pressure on his o,r her level of 
n~sponsibil ity. 
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'"t1.1 ' tidn 

D'ecen traliza tion refers to 
organizational structures which 
include the delegation of decision.­
making authority rhroughour an 
organization, away fron"l a central 
authority. 

Expert .tip 

Evaluation skills requir,e candkfa1es 10 
demonstiiate ~thinking' skills. Make sure 
you apply your understandin·g to 1he 
context of the buslness •n question, e .g. 
bu reauciracy js not sumt.able for crea1•v,e 
industr~es "that require autonomy. By 
con1rast1 1he emergency services (fire, 
pohce and ambuJance servk,es) would 
require oentral~ed structures and s1rrct 
chamns of com mand to ensure that 
1he servkes are carried out proper~ 
without endangering the safety of the 
general public 

lr ,., · r 1 ·fh1iti~n 
De .... layering is the pr,ocess of 
r,emoving one or more layers in the 
organizational hi,€:rarchy ro make 
the structt.n:e flatter. 

• Organizations with flat structut,es are suitable ·whe-n employees are 
n1.ulti .. skiUed and can organize their owo work effectively. 1f ig u re 2 .3 A flat organ izatio n a l chart 
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Flatter structures have shorter chains of com1nand, which in1proves 
con,munication in the organ ization. 

• The culture of relationships in flat strucrur-es is ofren opm ar1d informal. T h is is 
partly because there is minimal control ove.:r individual etnployees, which allows 
e1nployee-s to take responsibility for their O"-'ll \J\.Urk. 

• With. a large and wide span of control i.n horizontal structures, it can prove 
difficuk to lUtve right control and close sup@rvision of worl:Gers. This is because 
1.nanagers in a flat organizational structure with a wide span of control directly 
supervise a large number of people. 

Ta I I/vertical! 
• There are many layet-s in at-ell (or vertical) h ierar-chical organ izational 

structure (see Figure 2.4). Roles, responsibilities and departments tend to be 
highly specia li red. 

• Generally, 'taller hierarchical structures are characterized by a narrow span of 
control. with each ffta nager being responsible for fev.ter subordinates. 

• Vertical stn.tctures ar,e hierarchical, with clear chains nf conm1and. Rules, 
policies and procedures a.re written. and formalized. This r,ecluces the chances 
of making ulistakes. 

• Such structures can be tnotivational for junior staff as there are prospects for 
pro1noti1on and moving up t:he hierarchical struc:rure. 

• A drawback of vertical structures is the potential for 1niscotnmunication 
problems due co the large number of layers in the organixation. Decision 
making can be slow due to fonnal, inflexible and bureaucratic structures. 

• Hierarchical 
• Hierarchical structures ar,e tall with many levels of responsibility. Such 

structures place people within an organ ization in terll1S of their rank. 

• They are suitable when job rol,es are straightforward and routlne as ourput can be 
easily measured and checked and because t here ,are dear lines of accounra bility. 

• The person directly above an etnployee on the next hierarchical level is 
known as the line manager. The line manager supervises and manages the 
subordinates on a. day.-to.day basis. 

• Hierarchical structures are rigid and bureaucratic so responding to changes in 
the irttern.al or external business environ1nent (see Unit 1.5) can be slow. 

• They t,e:nd to be overly adtninistrative and bureaucratic so etnployees feel 
rather distanced due to the impersonal nature of the hierarchical structure. 

• Org1a,nization by product 
Organization by pr,oduct is suitable for large businesses that have a broad 
product line of goods or services as this requires speci.a li.zed expertise in 
'marketing and operat ions. 

Each product group has its own internal structure related specifically to that 
particular product line (see Figure 2.5)+ 

• For example, the Volkswagen Group v.rould have different executives r-esponsible 
for differ,ent divisions of its product range, e.g. Volks~'agen, Audi, Porsche and 
Bugatti. Each executive would be responsible for all products under that division. 

• The main advantage of this type of organizational structure is that products 
created using c0111pletely different and sep:i1rate processes are better managed 
and controlled. 

Figure 2.4 A tal I organizational 
structure 

} ~v, 1ord d a: finition 
' 

Organi:zation by product occurs 
whe n an organization groups its 
human resources base.cl on the 
d isti net goods or services it sells. 



Food Maker PLC 

Foods 

~ heeses~ 

,........_:[ frozen foods ] 

Chocolates 

....... ~.r Canned foods 

Fruit juices 

Coffee 

[ Sauces J 
Tomato 

BBQ 

Soy 

Figure 2 .. 5 Example of a product organizational chart for Food Maker PLC 

Oirg1an[zatio1n by fun1cti1on 
• Function81l organ ization8l structures arrange individuals by specific functions 

perforn1ed, e.g. hun1,an resources~ finance, 1operations manage,nent and 
marketing (see Figure Z.6). 

• It is the ·most common form of organizational structure. 

• Managers of different functional areas report to the r,especrive director or vice 
president who holds overall responsibility for the department o:r dlvisi,on, e.g. 
marketing lnanagers :must report to the marketing dir,ector. 

The advantage of thl s type of structure is tham: fu11ctions are separated by 
expertise but the challenges come when different functional areas tun'l. lnto 
silos that focus only on their fil"ea of responsibility an d don'r support the 
function of o ther departtnents. 

I Board of Directors J 

i 

Personnel Finance 

Fig u re 2.·6 Organization by function 

0 1rga,nization by region1 
• Organization by t-egion is suitable for businesses that are located in several 

different geographic regions within a ,country 01' around the world (see Figure 2.7). 

• T YPiCa Uy, operations ace tnanaged and overseen by a regiona l director. 

• There are efficiency gains and operatiar1al benefits of organizing people by 
different regions, e.g. to better :support and meet rhe needs of cusrorners in 
diff@renr locatiions. 

It can support logistical demands and differences in different geographical 
locations. 
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fey · r 1 i. e i , it ion 

Q,rganization by function involves 
establishing the organizational 
structure according co business 
functions such as marketing, 
production, and finance. 

K v, ·c rd def in it ion 
Organizatio11 by region r,efers to 
establishing rhe organization a I 
structure according to d iff@rent 
geographical areas. 
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Europe 

Texas 

Cons-umer 
goods 

Industrial 
goods 

CEO 

USA 

Consumer 
goods 

Industrial 
goods 

IFi g u re 2 .,7 Organization by region 

Asla 

Montana 

Consumer 
goods 

Industrial 
goods 

Changes in organizational structures (A02) 

In reality, organizational structures are not static. Changes in the internal and 
external business environn1ents tnean that organizational sttuctures need to be 
tnore flexible and adaptable. Exatnples include: projeot-based organization and the 
Shan""trock organization. 

Project ... bai,sed or,ganizati,on 
• Using flexible project teams involves the temporary use of the most suitable 

employees from different departments for a par'ricular project. 

Often referred to as a matrix structure~ such a flexible organizational structure 
is conducive to a democratic leadership styl,e (see Unit 2.3) as it encourages the 
generation of new and c.reativ,e ideas from teatn n1e1nbers. 

• Mattix structures are a popular way of organizing highly skilled and 
experienced staff. They help to utiliz,e the synergies created fron1 interactions 
amongst staff in the matrix. 

• Proj1ect-based ,organization can create problems for the business because staff 
may have some uncertainties about prioritizing tasks when they have more 
than one Line manager. 

• Sin1ilarly, theJe can be difficulties in controlling teatn n1embers from various 
departments in the project who have conflicting interests and priorities. 

• Project .. based organizational st ructures create opportun ities for job 
enlargement and job enrichn1.ent (see Unit 2.4), thus boost morale and 
n_1otivation. However, they can cause some staff to becon1e detnoralized due to 
the added workload and pressures of working on differ,en.t projects. 

• Additional resouoces and finance will be needed to facilitate t he running of 
the projects. 

Handy's S1hamrrock Organization 
• Irish scholar Charles Handy;s h8tnrock Organization theory (1991) suggests 

that organizations face continual change so need to adapt accordingly. 

• The changing mganization cotnpris@s of three 'leafs' (types) 1of -workers: core 
workers, peripheral workers and outsourced workers (see Figure 2.8). 

D The professional core co1nsists of full.-titne, experienced and essential staff 
needed for the organization's operations and survival. W ith improvements 
in technology and the trend for downsizing and delayering. there is less of a 
need for so, uiany core staff in an orgai1-i zation. 

~ e ~,vord defi n iti 

Project ... based or ganizatio n refers 
to the organization of human 
resources around specific projects 
that need t,o, be cotnpletect 



D The co11tingent workforce refers to peripheral workers, i.e. the te1nporary,. 
portfolio and flexitime workers en1ployed by organizations on a short.-tern1 
basis. l-Iowever, this often c-auses job in.security and low staff morale. 

tJ Outsourced vendors are individuals ,or businesses hi red on a contract basis 
to do specific tasks such as an advertising catn paign. They are specialists in 
their field so can be ex pensive to employ. 

Profession.al 
e.ore 

Outsourced 
vendors 

lfigute 2.8 The Shamrock Organizat io n 

• The tnociel en1phasizes the growing practice of outsourcing non-essential 
activities as well as the rec,ognition of flexible working practices (see Unit 2.l). 

• The tnod@l presents cost savings and greater flexibili ty for organ.izarions, e.g. 
labour costs are cheaper because only the core staff receive full employment 
perks (benefits), wl"lereas peripheral and outsourced \VOrkers do not. 

Handy's academic work on organJza:tlonal structures has shaped the thinking 
behind presei1tt day organizational structur-es in many business organizations 
around t he world. 
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How cultural differences and innovation in 
communications technologies may impact on 
communicat.ion in an organization {A03) 

• Co1nmunication is the t ransfer of information from one party to another. 

• Mauage:rs spend a significant proportion of their tilne comtnunicating 
with internal and ext1ernal stakeholders. Effective communications enable 
tnanagers and workers to have a better understandin.g and control of what 
they do. 

• Cultural differences can have a large impact on communications in an 
organization~ Cultural ignorance can cause offence to others and can cause 
nlarlreting messages to be misinterpreted or tnisunderstood by the wider 
community. 

• For multinational companiesi an undentanding of local cultures a nd 
traditions is a 1najor competitive advantage when communicating \~lith their 
target n1ar kets. 

• Innovations in com1nunications technologies also impact on 
co1nmunicat ions in organizations, e.g. internet techn ologies h ave reduced 
the ,costs of internal and exten1al co1umunicationj both domestically and 
internationally. 

• Social networks and social media hav,e become popular :means of 
com:n1unication fO!r many businesses a.round the globe. 

Ho~Tever, innovations in n1obile technologies have led to inforn1ation overload 
from the overexposure of on line n1arketing~ 

Whils1 ~s. section of the syllabus 
l,ooks at the fo,rmal organizat ional 
structur1esj it 1i·s important ior 
mana,gers to be aware oi and 
u nders1and the ~nformal s1ructur,es 
"that are likely to eJdst. Informal 
strud u r,es 1can help to prom101e a 
sense of belong~ ng In the workplace. 
Knowledge and sk ii ~s are unevenly 
spread out j n an orgaini zat•on so 
informal netw,ork s ca111 help 10 
identffy and explo n different sources 
of kno,wledge ,and skU Is. 

CU EGIS CONCEPTS 

Investigate how cha,nge and 
culture hav,e im1pacted on the 
organizational structure fo,r an 
organtzat~on of your 1choice. 
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2.3 Leadership and management 

The key functions of management (A02) 

A ccording to French engineer and management theor,etician, Henri Fayol, 
n1a1'l.agemenr is about: plannilig, organizing, commanding, coordinating 
and conrrollir1g. These cnanagetne:nt activities are task .. orien.ted, rather than 
people~oriented. 

According to Irish management guru, Profes.50r Charles Handy, n1anagetnent is 
about addressing and solving problems, in the same way as a general practitioner 
(doctor) would do. :Managet-s identify the problems (sytnptoms), investigate the 
causes, decide on a course of action and t hen implement the plan. 

According to American 1nanagen1ent consu kant and author, Peter F. 'Druckert 
management is about setting strategic objectives in order to mar1age the 
organization and its people to establish the future direction of the business. 

• Other functions of 1nanagen1ent include developing and lnotivating employeesj 
n1easuri ng and evaluating performan.ce against organizational objecti vesi 
establishing personal contacts and nurturing professional networks. 

• Essentially> the functions of ·managmnent concern the effective and efficient 
use of an organization's resources. 

Management versus leadership (A02) 

Table 2 .4 Manag e m e nt ve rsus le a dership 

M anag ement l eadership 

- -- - -

Revised Ill 

Follow the, culture of th,e organization Set the culture of the orga ni za1io,n 

• Manage others 

• Planning, organizing. controlling, commanding, coordinating. 
and setting objectives 

• Work within the parameters, of organizational policies and 
procedures 

• Focus on the present 

Focus on operational objectives 

Mainly concerned with processes 
Tactical dedsjion making 

Dea I with individual needs of staff 

• Pol icy makers and decision makers 

• Inspire others 

• Cope with and promote change~ with a more ,emotional dimension 
to inspire and align people 

• Focus on the future 
• Instigators of chan,ge; setting the strategic direction of the 

organization 

Focus on vision and mission statements 

Ma inly concerned with pe-ople 
Strategic dedsio n making 

• Focus on common needs 

• Risk-takers and decision makers 

• More involved with administrative aspects, of the organization • Are optimistic. innovative, inspirational., entrepreneurial and creative 
• Confirmative capacity (learning to do) • Adaptive capacity· Uearninig to leam} 

Leadership styles (A03) 

Leadership style refers to the way in 1~th ich n1ana.gers and leaden provide 
direction, in1ple1n,ent organizational plans, and motivate people. 

• Autocratic 
• Autocr.etic leade rs are authoritative, i.e. there are fonnal systetns of comtnand 

and control. 

They avoid discussi,ons as employ,ees are not involved in decision making. 

• Delegation and consultation are non.existent. 

• Com1nunication is top~down and one way, te. n1anagers order and instruct 
their subordinates. 

I 

Expert tip 

Although distincttons are made 
between management and leadership, 
in reallty, the terms are o,ft.en used 
interchangeably and a distinction is, 
somewhat unimportant as ther,e are 
dear over~aps. A good 1,eader has 
1he, capadty 10 manage a1nd a good 
manager has the capadty to l,ead. 



• It is tnost likely to be used when employees are ut1skiUed1 inexperienced1 lack 
initiative and/or cannot be trust,ed. 

• An autocratic approach may also be suitable o r necessary when critical 
decisions must be Lnade, e.g~ the etnergency services (police, fir,e and 
afftbulance services) ,or in the military and navy. 

• The success of the organization very lnuch relies on the ability of the leader. 

Table 2 .5 Advantages and disadvantages of a utocratic leadersh ip 
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Advantages of autocratic leadership Disadvantages of autocratic leade rsh ip 

• Ensures there is control and close oversight within the 
organization 

Quick decision making takes pl,ace 

Emp!oyees have a clear sense of direction 

• Effective when deadlines are imminent or major decisions 
need to be made 

Pate rnal1istic 

• Stifles, initiative and creativity· as em ploye-es a re not involved in 
decision ma king 

• Demotivates workers as their ideas are not va1 ued 
Does not nurture future leaders among employees so can damage, 
competitiveness in the long t erm 

Subordinates are usually ineffective tt the leader is absent from work 

• Paterna Ustic leaders uee the workforce as an extension of the family so make 
decisions that they perceive to be in the in ten~st of their etnployEes. 

• It is often effective in family-run businesses. 

lt is used in organizations where the leader is h ighly experienced and 
genuinely values the workers. 

• There is close supervision of ,employees and their work ( con"lpara.ble to a 
parent's traditional control over their chi ldren). 

Table 2 ~6 Advantages and disadvanta g e s of p aternalistic lead e rship 

Advantages of paternalistic leadership 

A softer form o,f autocratic leadership which often results, in 
improved staff motivation and lower staff tu mover 

Di sadvantages of pat e rnali sti c leadership 

Feedback is invite-dr so this can improve relations.hips a t work as 
em ()i 1oyees' social needs are emphasized 

Employees can bec,ome dissatisfied as their viewpoints are often 
ignored r(dedsions are made by top manag1ement) so it doas nO't 
help 10 develop their ea reers 

• Communication is mosdy d1ownward 
• Ther,e is often commitment and loyalty to leaders who workers 

perceive wi II take ea re of their wel l~bei ng 
Paternalistic leaders can become too1 dictatorial and make poor 
decisions (doecs. the parent or leader always know 'What is best?) 

• Demo,cratic 
• Democratic leaders involve workers in th.e decisi1onJ111aking process, i+e. 

consultation and ooUaboration a.re considered to be important to the 
organization. 

• Leaders encourage discussion and e1n__ploy,ee participation, although they 
have the final say. 

• Leaders delegate authority and empower their staff 

• It is likely to be effective when used with skilled, experienced and creative 
etnployees. 

Ta b le 2 .7 Advantages a nd disadvantages of democrati c leadership 

Advantages of d e mocratic leade rs hip 

• can be motivational as workers feel their opinions 
and input are valued, thus creating a greater sense of 
belonging and staff loyalty 

• The collaborativ,e environment often results in better 
informed solutions to challenges and problems 

There is two-way communi 1cation, so this encourages the 
sharing of ideas in the wo rkplaae 

Disadva ntages of de mocratic le ade rs hip 

• Decision making is slower ,as ernploye~s have gr,eater involvem,ent in 
the pro-eess 

• Reaching a consen.s us over decisions can be time consuming and co:sd y 

• The possibility of disagreement among int1emal stakeholder-s during t he 
dis<:ussion process can negatively affect day-to-day operations 

• Inappropriate for urgent decisions needed during challenging times 
fac1ed by the business 
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• Laissez-f ai re 
• Laissez.faire leaders delegate responsibility and authority to their staff, 

enabling thetn to complete tasks in their own way (although the leader sets 
broad goals and clear para1neters within which the employees 1uust operate). 

• At polar opposite to autocra.tic. leaders, the success of laissez .. frdre leadership 
primarily depends upon the aptitude .and attitude of the employees. 

• Staff ar,e given the freedom to wo,rk without supervision from the 
management as there is a deliberate attetnpt to delegate power and authority. 

• It is suitable for 1nundane and routine tasks which do not require managerial 
supervision. 

• It is also suitable when staff can be trusted, are highly talented and self .. 
n1otivated, and ar,e willing and able to take on responsibility, e.g. Google :and 
Facebook.. 

Table 2 .. 8 Advantages and disadvantages of laissezefaire leadership 

Expert t ip 

11 is. co,mmon jn IB exams for s1udents 
10 daim that democra1ic l,eaders 
are better than aut,ocratic ones, 
stating that 1he former are 1nicer 1 

1ha n the latter. Th is sugg,es.ts a 
lack of cdti,cal thhlking as the most 
effective leadership style depends 
on 1h e c,on1ex:t of the organ MZat~on. 
its w,orkers ,and the task at hand. 
Leaders do not ,exist to be popular, 
but to get 1h~ngs. done. 

Advantages of lai ssez .. faire leade rs hip Disadvantages -of lai s sez .. fai re le ade rship 

The freedom given to employe-es can aHow them to excel in 
what they do best. without any constraints imposed by the 
management 

• Individual goal setting c1ould conflict with organizational 
obj,ectives1 espec: ial ly as the re is an absence of management 
con1rol 

• Provides opportunities for staff ·with vision a nd intrapreneurial 
ski Hs (see Unit 1.1) 

Often critici.zed for the poor definition of the role/purpose of 
management 

• Auto no my in decision ma king ,can have positive impacts on staff 
motivation, productivity and st~ff retentio,n levels. 

As management take a ·'hands-off' approachf mo,nitoring and 
control of the orga ni2ation··s operations become v-ery challenging. 

Sit uati1ona I leaders,hip 
• Situati.onal leaders adapt their style of leadership according to differences in 

ci rcurnstances. 

• It is assumed that ther,e is no single best leadership style but rather different 
styles are suitable depending on the con.re:xt or situation. 

• Relationships at work have a key r,ole in the success of situational leadership. 

It relies on the skills and level of experience of the leader. 

Table 2.9 Advantages and disadvantages of situational leadership 
Advanta-ges of s ituationa l 
leadership 

• h recognizes the need for leaders 
to be flexi bt e in their style, given 
the dynamic nature of business 
management 

It is practkal and applies across a 
r,ange of industries and business 
problems 

• Workers can benefit from the mix 
of support from leaders when 
appropriate, and directive activities 
at other times 

Di sa d va ntages of s itu atio-n a I 
leadership 

M oo.t managers. and leaders have a 
preferred or natural style, so expecting them 
to change their style according to different 
situations can be difficult 

• Employees may hav,e grown accustomed 
to a pa rtku lar leadership style in the 
workplace,. so staff may become disoriented 
and unsettled were the leader to change, 
his/her style 
The i nconsis.tent approach can mean the 
leader loses credibility with the employees .. 

Sever.al factors. affect the leadersh~p 
style adopted iin an o·rgan~:zatjon. 
i nd ud•n g the: 

nature oi the task, e.g. Whe1her it 
~ s rout ine or strrategk 

b me and cost required to comp~ete 
the task 

type of labour, e.g . skmed or 
i nex,penenced 

personality and preference (natural 
style} of the lea1der 

orga niz.ational ,culture. 
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How ethical considerations and cultural 
differences may influence leadership and 
management styles in an organization (A03) 

Leadership is generaUv vital to the operational success of a business. It has 
implications across ,a ll areas of the organization and shapes its culture. 

• Whilst leadership is important1 a business can succeed in the absence ,of 
effective leadership if the staff are highly ta1ented and self .. driven. 

• Man agemen.t guru, War~en Bennis,. claims that rhe success of an 
organization is 15% due to leadership, so other factors must n1:ake up 
the re1naining 85%, e.g. the organizational cultur,e. 

• Irrespecrh,,e of c.ulrural differences, iris importarn.r that those who run 
organizations have leade.rship ability in orde:r to inspire their staff to-wia.rds a 
shared vision. 

• Ethical considerations can have a large impact on leadership style, e.g. it 
n1ight be innate for a dominant individual to lead in an autocratic way. For 
others, who naturally prefer to listen to the opinions of their staf~ ethical 
considerations 1night lead t,o a n1ore democratic style. 

• Whilst charisma is in1portant to inspire others, ethic.al leadership might be 
perceived to be more honest so is more likely to be ac,cepted by employees. 

• Organizational cultural differ-ences also shape the leadership S'cyle adopted, 
@. g. a pat,e1;nalist ic style 'might b@ pr,ef erred in sn1al ler~ fa 1n ily .. run businesses 
whereas a n1ore democratic style n1ay be preferred in larger organizations. 

• Although the leader shap,es rhe organizational culture, rh way in which 
a business funcrions and the context in which it op€ta.t.es can also affect 
the leadershi.p style, e.g. Chinese workers in ihe manufacturing sector a re 
mo,re receptive of autocratic leadership than their Euro ean couuterparts, 
where labour laws and trade union activity ar,e rnore prominent. 

!Figure 2.9 Ethical leadership has a large impact on staff morale 

I nv,esti gate how eth 1cal 
considerations and ,cultural 
diffie:rences may have inf~uenced 
the leadership style in an 
,organ•za1ion of your choice. 
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2.4 Motivation 

Motivation theories (A03) 

.An importanr r-ole of managem,ent is to motivate the workforce to ensu11e that 
they are efficient and productive. Moti.vation exists 'Wi'IBn people do something 
because they toml.t to do it~ not because they hatJe to d,o it. Motivation is 
ther,efore the desire to achieve son1ething. It influences people to behave in a 
certain way and has a direct impact on the outcomes of that beha.viou r. 

• Ta1yllor 
• Frederick Winslow Taylor (1856-1917) was an American engineer and 

managen1enr consulrant who sought to improve efficiency and productivity. 

In his book~ The Pn'ndp.les of Sctentific Management (1911), Taylor argued 
that, ~we do not want any initiative. i\H we want of them [workers] is to 
obey rhe orders we give rhem, do what w·e say, and do it quick.' His approach 
to 1nanagement was based on three factors: 

D measurement of what can be done better and how 

CJ 111:onftorin;g to ensur,e targets are met~ and 

D co-nrr-ol by using rigorous analysis of the ftrm's inpurs, ourputs and costs. 

• He argued that people work for only one reason: n1oney. By tnoti vating 
workers to become n1ore efficient and pr-oductive, the business would 
generate 'more pr-ofit> thus enabling en1ployees to be paid higher wages. 

• Tayl,or advocated paytnent systen1s that reward those who meet or exceed 
output ·targets, and per1alize those v;;ho don't. Such a payn1ent scheme 
became kn.own as piece rate. Taylor claimed that, 'what the worlane.n want 
frotn employers beyond .anything else is higher wages'. 

• He introduced rest breaks to the working day :so that workers could r,ecov,er 
ftotn ririedness and hence a loss of productivity. 

Taylor argued that etnployers n1ust re\vard the behaviour they seek and 
punish the behaviour they discourage in order to raise productivity. 

• Henry F,ord (founder of Ford Motor Company) used Taylor's theory by 
introducing scientific managetnent in his factories~ e.g. the division of 
labour and use of purpose-built tnachinery, such as conveyor belts tor mass 
production, to increase efficiency and productivity. Today, ·many firms offer 
'zero-hours contracts', i.e. no work equals no pay. 

• Despite being criticized for bei11g authoritarian and treating people 
as though they wer,e robors or machines, Taylor believed his scientif1c 
management of hunum resources was in the best interest of his staff. 

Llmitations of Taylor's theory include the fol lowing: 

CJ Not aU workers today are motivated in the same way and the most 
efficient way of working for one person can be inefficient for another. 

CJ Taylor's approach does not acknowledge the complications of hul'nan 
behaviour, such as personal preferences an.cl interpersonal difficu lties. 

D Working harder due to scientific managetuent practices can still mean 
staff are dissatisfied with the \vor k environment. 

Maslow 
• Abraham Maslow (1908- 70) was an American soclal psychologist who wro'te 

a bout a hierarchy of needs, i.e. people are .motivated by a series of needs (see 
Figure 2.10 and Table 2.10). 

Cl Phystologtcal needs (also known as baste needs for human surviv.al) are those 
thought ro be the most important, so must be met first: e.g. food. and shelter. 

D Safery needs a re vital to a person's well.-being. They refer to the factors that 
make people feel secure, e .. g. personal and financial security. 

Expert t ip 

One of the diffkul1ies with this topic 
is the sheer number of key terms that 
you w~I come across. Use revjsion 
strategi,es that wm help you 10 
re1m1emiber the definitions, of the key 
"terms in this unitl e.g. t he use of flash 
cards, oros.swords, g1lossaries and 
onhne tools such as Quizle1. 

l(e T, , )rd d cfin ttion 
Piece rate is a paymenr sys,rem, 
advocated by F. W. Taylor~ which 
rewards workers based on their 
level 1of output (pr,oducti vi ty ), e.g. 
$1 per batch produced or 5%. per 
product sold. Piece rate is used to 
moti vat,e and reward workers who 
are more productive. 



D Lo4JJ.e and belonging n.eeds are about being accepted by others+ Hence, this 
r,efers to d1e social needs of people. 

D Estee1n. needs are about people feeling respected and having self.respect. 
Self.-esteem exists when a person feels good about hitnself/herself and 
feels valued by others. 
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Esteem 

Safety 

D ln his book,. Modvadonand Per.;onality (1954); Maslow defined self., 
acrualizadon. needs as ito become everythit1g that one is capable of becoming' 
and 'what a man can be, he must be'. The highest lev,el in lvlaslo,s/s hierarchy 
of needs refers to the realization of a person's full potential. Physlolo~cal 

Fig u re 2.110 Mas low"s hierarchy of needs 

Table 2 .. 10 Examples and business implications of Maslow's hierarchy of needs 

Levels of human needs Examples Busi nes.s i m pi ications 

Physiological needs r(basic needs) Food, clothing. water, warmth and shelter Pay award s.ystems and decent working conditions 

Safety needs Physical security, financial securityJ economic Job secu rityr grieva nee procedures. insurance 
stability, hea Ith and well-b-eing policies and clear jo,b d,escriptio1n 

Love and belonging needs Friendship,. intimacy1 social contact and soc ial Team working, co-workers. mentors and social 

acceptance facilities 

Esteem needs Status. recognition, competence,. s,elfarespect and Status (job tides), power, trust., and recognition of 
i ndependencie achievements 

SeH-actualization Self-futfUment, mastery. and life accomplishment Job opportunities to develop new ,skills, and meet 
new challienges 

• Maslow argued that it is important for employers to understand that when 
one level of need is sa·tisf ied rhel':l it no lo.n.ger motivates~ Hence I they need 'to 
devise strategi,es to satisfy rhe high.er level needs of their staff. 

• Lower order needs consist of physiological; security and love and belonging 
needs. Higher order needs consist of seliesteeln and self .. actualization. 
N,evertheless> Maslow argued that the different l,evels in the hierarchy ar,e 
int@rrelBtoo rather tha.n separated. 

However] criticisn1s ofMaslows theory include: 

Cl Debate abou.t whe·ther all humans have the same needs. 

D People place diffet·e:nt levels of importance on different needs, e.g. not 
everyon e is motivated by job promotional opportunities. 

D lt ls not realistic for most workers to reach self..actualiza.tion i.e. can 
people's motivational needs be fully satisfied? 

Herziberg (motivation-hygiene t h ,eory} 
• Frederick Herzberg (1923-2000) ·was an A1nerican psychologiH and highly 

influential person in the field of busin.ess tnanagemenr. 

• Professor Herzh rg defined :motlvation as. cche will to won, due to enjoy1nen.t of 
the work itself. 

In his book, \Viork and Ncu-ure of Man (1966), Herzberg argued that retnoving 
factors that cause dissatisfaction in the workplace was a pre .. requ isite to 
positively in.er.easing 1notiv~rion. 

Contrary to the findings of F. W. Taylor, Herzberg found that employee 
satisfaction did not nen1 fron1 extrinsic fa,ctors (such as salary) as these are 
easily forgotten and become an expectation. 

• Influenced by the work of Maslow, Herzberg suggested that humans have 
t'"-'O levels of needs] which e·mployers should seek to satisfy at work: 

D Lower level needs, to meet people's physical needs in order to avoi.d pain 
and deprivation. Herzberg called the~ needs hygtene factors. 

D Higher level needst to meet people's psychological needs ai'"ld to enable 
thetn to grow psychologically. Herzberg called these needs rn-0t1vawrs. 
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Table 2 .11 Herzberg's two factor theory 

Hygiene factors Motivators 

Company policy Advancement 

Conditions of employment Nature of the job 

Inability to develop Opportunities to improve 

Pay (wages and salaries} Personal growth 

Relation~hip with colleagues Pro motional opportunities 

Relationship with mana.gement Recognition (of achievement) 

Treatment at work Responsibi lity 

Herzberg suggested that as people work better due to the work being 
intrinsically interestit1g, the work provides the workers with opportunities for 
psychological growth. 

• Herzberg intrnduced the concepts of job enric.htnent~ job ,enlargente11t and 
jiob rotation to improv1e employee performance (see section below 011- types of 
financial rewards). 

• Cri ties ar-e doubtful about the role of wages and salaries being a hygiene 
factor t v1hich could perh8.ps app@8r to be in both sets of needs. Indeed, .many 
people seek promotional opportunides due to the higher financial rewards. 
Herzberg :argued that pay is only a short.-tenn~ not a lo11g.-tern1, motivator. 

Adams (equity theory) 
• John Stacey Adams~ a behavioural psychologist, put forward the equity 

theory (1963). 

Adams suggested tha·c people seek a fair balance between their inputs 
(effort put into .a job) and output (what they get out of it). Equity suggests 
people place em.phasi.s on what is perceived to be fair and reasonable, e.g. 
demotivated students may not think it is worth putting in the effort to study 
if they believe the output (grades) will be l1ow. 

• Examples of inputs include employee effort, loyalty, adaptability and 
co1nmitment. 

Examples of outputs include financial r,emuneration~ r,ecognition, praise, 
cr,edibility (reputation) and protnotlonaJ oppor tu nit les. 

• Equity theory helps fo explain why W'Bges and salaries alone do not 
determine motivation as worke·rs OO'mpare their input to output ratio 
with that of others in ,order to establish their own interpretation of equity 
(fairness) in the workplace. 

• If workers feel that their inputs are fai.rly and adequately rewarded by ourputs, 
then n'lotivation will be high. By contrast, if wnrkers perceive their inputs 
outweigh the outputs, then decnotivation occurs. Adams argued that the 
extent of den1oti vation is genera Uy proportional to the perceived inequity. 

• Critics of the model argue that perceptiions of equity ar,e highly subjective, 
Le. equity is a ma:tter of opinion. Measuring equity in the workplace is 
therefore a fruitless~ and perhaps pointless, task. 

Pink 
• Dani.@l H. Pink (1964- ) is an American author who challenges twentieth 

century thinking about the effectiveness of traditional r,ewards to motivate 
people in the twenty ... first century. Pink argues that su.ch traditional r,ewards 
hinder the essenti.al skill of creativity, required from today's workforce. 

• In his book, DriV€: Th€ Surpnsi:ng Truth About What Motio.,iates Us (2009), Pink 
argues that hun'lan motivation. is largely intrinsic. He argues that extrinsic 
factors no longer work because humans are not the same as horses~ so you can't 
get people to move 'by dangling a crunchier carrot or wielding a sharper stick'. 

{ey, , rd dt: f injtion._ 

Hygiene factors are aspects ,of 
a job that can lead to Vitorkers 
being dissatisfied. These factors 
need to be addressed in order to 
prevent dissatisfaction, but do not 
moriv.at,e. 

Motivators are factors which help 
staff to gain job satisfaction, e.g. 
recognition at"".td opportlu1ities 
for personal advancetnent. These 
factors sarisfy the psychological 
needs of employees. Herz berg's 
motivators correspond 'to Maslows 
higher level of needs and to the 
nature of the job or work itself. 

Remember that according to 
Prof,es sor Herzberg, motivation is 
enhanced by improv~ng m otiv ato rs 
(or growth factors), e.g. recogn•t~on, 
respons~ bili1y and opportunities 
for advancement. By contrast, 
improving hy,gwene factors s,mp!y 
pr,even1s d lssa1tisfaction but does not 
boo,st morale ,or m,otiv.ation in the 
workplace. 



His theory is based on three intrinsic factors that drive (or motivate) people 
at work, scl,ool and in their personal lives; autonomy, tnastery and purpose 
(see Figure 2.11)~ In his words: 'Carror.s (tew.ards) ai1d Sttcks (punishments) are 
so last century. Drive says for t«J.enty-f irs.t century work, toe nted ito upgrade to 
,uironomy, niasrery and purpose'. 

• Intrinsic moti ·va tion com,es frotn within a person, L,e. personal satisfaction 
from self .. ini'tiata-11 achievement of a task. By contr8st~ extr insic mot hration 
involves engaging in an activity in order to earn external rewards or avoid 
an adverse outco1ne, such as punishn1ents. 

• Autonomy enables people to have control over their work but it do@s nor 
mean abandoning accountability; employees n1ust still he held .accountable 
fo,r their work, e.g. flexitime, portfoHo wo1rking, and freelance work. 

• Mastery ,allows people to become better skilled at something rhar marrers 
ro them as i ndi vidua ls, wl'letber they ,a:re at hl,etes, authors or astronomers. 
It is important because people generally want to improve at their work as it 
n1akes then1 feel bett,er. 

• P urpose gives context to a.utono1ny and m~stery. Students often beco1ne 
demotivated when they don't understand the purpose - they may ask, 1W hy 
do I need to learn this?' Pink argues that ,en1ployees who understand how 
their individual roles contribute to the purpose (vision) ,of their organization 
are far 1nore likely to be satisfied in their work. 

Critics of Pink's theory are not convinced it appli,es across professions, 
national borders and cultur,es, e.g. do ·top professional footballers (soccer 
players) switch clubs (employers) primarily because of intrinsic values such 
as being able to play for a more prestigious club or to play in the first teatn 
each week (as Pink would a.rgue) or m~inly because of the financial rewards 
offered by the larger football clubs? 

• N ,evertheless, Pink~s :mod l does span across people's lives, not just in the 
w,orkplaoe. ·including friendship groups, schooling and liie itself. Put simply. 
n1otivation occurs when people strive to have more autonomy, mastery and 
purpose in their lives. 

EXAM PRACTICE 
2 Sir R~chard Branson. founder of Virgin Group. anno,unced in 2015 that hi1s 

staff would receiv,e· parental leave on full p,ay for up to one year aiter 1he 
b,rth or adoption o,f a child. However~ t'he offer ornly appUes to staft at 
Vmr,gin Managemient. the company~s investment and brand ~kens~ng1 division. 
Staff must also have spent at leas1 four years at V~rg1n Management 10 
quaHrfy for fuH pay during the•r parental leave. Vodafone also mntroduced 
a global poUcy on maternity benefrts of a1: le,ast 16 weeks full paid leave 
fo,r expecta n1 mothers, even mn ,countries where employment laws do, n,ot 
requi re them 10 do so. Ma1ernrty leave rules vary smgnificant ly across the 
wor1ld, e.,g. 10 weeks of pa,d leave ,n Hong Kong, 12 weeks o,f unpaid leave 
in the USA and up to 39 weeks of partial payment in the UK. 

Expla~n one -advant-age and one djS-advantag,e of provJ di ng1 fr•ng,e 
benefits beyond what is stipulated in e,mployrnent laws. [4) 

b Using approprjate mot~vat~on theory, examine t he likely effects on 
employee mo11ivaoon of the· ,changes to, employm,ent benefits at 
Virg~n Managemen1 .and Vodafone. [61 

Types of financial rewards (A02) 

Financial rewards are the co1nbination of an organization's pay structure for its 
,employees. These have to be car,efully designed in order to: 

• have the ability to recruit staff in a cotnpetitive labour marker 

• n1otivate employees to inl,prove their performance 

• retain workers/prevent staff from leaving for riva l firms. 
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Purpose 

Fig ure 2.11 Pink's intrinsic motivators 

It •s 1important "that you remember 
t he names of t he fiv,e motmvatiional 
theon sts and thej r theories fro·m the 
IB syHabus: 

Taylor- Sdent~fic management 

Mas!low - Hierarchy of needs 

Herzberg - Two-factor theory 
(hygiene and motivators) 

• Adams - Equ lty theory 
P~nk - Ddve (intrinsic mo-tivator·s) 
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Salary 
.A salary is an annual sutn of compensation. (usually paid monthly) for doit1.g a 
job, however long this n1.ight take. Salaried staff do not :receive payments for 
any overtime .. Salaries are ther,efore a fixed cost for businesses. For exan,,ple, 
fuU~time teachers are paid a fixed monthly salary, irr,espective of the nu1nber of 
lessons they teach in a particular n1onth or the amount of ho1nework they have 
to mark. Salaries are often part of the appraisal p rocess (see Unit 2.1) and reflect 
sny changes to a worker~s job description. 

Wages (tim1e and piece rates) 
• Wages are a type of financial payment that rewards workers based on time or 

ourpur. W ages can be paid using time rSJt@ or piece rate~ 

• Time rate is a 1nethod of paying wages based on the nutnber of hours 
worked, ie.g. $8 per hour at a restaura.L1t. 

• Piece rate is a method of paying wages based on 'the number of products 
made or ite:ms sold~ e.g. $1.50 per kilo of fruits packed in a farm. 

Wages therefore repr,esent a variabl,e cost for businesses. 

'Table 2.1'2, Advantages and disadvantages of piece rate payment systems 

tip 

Do not confuse salary with wages 
as 1ypes of fina nc•al rewards. Wages 
are ,a vadable co,st of production 
(payment tis h~gher rif employees work 
overtime)., whi 1st sailarjes are fixed 
costs for the bus•ness. The two terms 
shou Id no,t be used ~ntercha ngea bly. 

Advantages of piece rate Disadvantages of piece rate 

• Workers are pa id purely on results so this should reduc,e sJack 
(waste} in the workpj ace 

• It can increase staff motivation {encourages staff 10 work harder) 

• Reduces, perceived inequalities - more productive staff are 
better rewarded 

It can improve cash flow as, l1ess wages are paid if there is a 
ded ine in sales 

Com1mission 

• Quality control can become an issue a5, employees rush their 
work 

• Can cr,eate unnecessary inte,rnal competition between workers 

• There is less stabU ity fo r workers,, of ten due to externa I factors 
beyond their control 

• It be-eomes more diffrcuh for the firm to monitor and control its 
(variabl 1e) c--0sts 

Comm:ission is a fortn of financial reward paid ro workers each rime they S@ll 
a good or service. It is typicaUy paid as a peroentage of the valu e of t he good 
or service sold, thereby encouraging staff t,o sell more produ,cts. It is a common 
paytnent system used to,r sales staff, such as real estate agents. Businesses usuaUv 
p.ay employe,es .a base salary plus commission .. 

Table 2 .113 Advantages and d isadvanta ges of commission 

Advantages of co rn mission 

• Acts as an incentive for wo rker.s to produce or seU more 

• Customer service (customer satisfaction) is Ii kely to improve in 
order to boost sales 

• tt can help to identify staff who1 might need more training/slcil Is 
development 

• During times of low demand, commission ea n h,elp firms to 
adjust their labour costs 

Di sad'Vantages of c,om rn ission 

Commission ea n be detrimental to team working if it encourages 
internal riva try 

• Customer service may ded ine if w,orkers, foe us on the number of 
clients served 

• It can encourag,e a hostile culture and a lack of security" thus 
ea using high labour turnover 

• Comrn ission may motivate workers in t he short term,, but m~ 
not do so in the long term 

A real-estate (property), .agent earns a 1monthly salary of $2, SOO plus 
0.25% commission per tran'S-action made. Calculate net total p,ay is she 
manages to seH $3.4m woirth of re,a~ estate ,n a month. [2] 



Profit-rellated pay 
Profit .. related pay is a financial reward system for employees based on 'the extent 
to which staff meet profit t argets within a predetet·minecl time period. lt is paid 
it1 addition. to the regular pay 1of employees. It can be applied to individuals, 
a tean1 or the whole organizati.on. Profi t,related pay is common in the private 
sector, such as in the finance industry. 

Performan1ce-rellated pay (PRP) 
Perfonnance .. related pay (PRP) is a financial reward systetn used to1 pay people 
·whose work reaches or exceeds a riequired standan:1 or target~ Performance 
a:pp:raisals occur regulady, usually at least once per year~ against agreed 
objectives a11d perfor.mance targets. PR P of ten comes in the fonn of cash 
bonuses and/or an increase in the wage rate or salary. 

Table 2 .. 14, Advantages and disadvantages of profitmrelated pay and PRP 
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~;... .. --.-ll!CJ,•• 
i~ ! flSJ;~!!p,;: __ I 
- -- ------·· 
Whilst profit-related pay and 
performance~related [pay ·(PRP) 
sound V:ery s~mUar .. the firm's, p:rofit 
is v,ery unl~kety to be attributab~e· to 
an ind'widuai empfoyee. Hence, the 
iormer tends to be used for rewarding1 
1eams.. PRP is of ten used a-s, part of the 
appraisal process to reward indi~duats. 

Advantages. of profit-related pay and PRP Dis.advantages of profit-related pay and PRP 

• Can motivate people to be more productive in order to r,each Profit and performa nee targets might be set too high, so this 
profit or performanc,e targets beco m~s. a fotm of demotivation 

Can promote team work and team spirit to meet orga ni.:zational 
objectives 

• These reward systems can create competitive ri-valry betw·een 
colleagues if not manag1ed well 

Can be regarded as 1ethical as employers redistri but,e some of the 
profits to, employees 

The· pay-out ·from the organization's profits may be minimal 
(insignificant) 

PRP c,an be useful for rewarding individuals, which reflects, their 
pe,rso nal circumstances 

• Can be costly for the business as it needs to distribute a 
proportion of profits to the staff 

There may be disagreements about ho,w performance is measure 
objectively 

Emp1loy1ee share 10 1W 1nership1 sch1emes 
An employee share ownership sche1ne is a fina.ncial inc,ent:ive that rewards 
1employees with shares in the cotnpany they work for. This is usually in 
r,ecognition of their value to the company~ such as their performance; 
loyalty or trust. hare o,vnership can encourage enlp loyees t,o in1prove 
their performance even 1nore because more profit tneans more dividend 
paycnents for the1n as shareholders. There is a lso the potential tor capital 
gain :if improved profitability C3tuses the share price to increase. However, 
having 1nore shareholders dilutes ownership in the company and can 
prolong the strategic decision~tnaking process due co the likelihood of n-iore 
d isag ree1nents e1nergi ng. 

Frin,ge pay,m11ents (perks) 
Fringe benefits (or perks) are any type of renumeration awarded to employees 
in addition. to rheir basic pay. Exa1nples of common fringe benefits include; staff 
discounts on purchases, health. insurance, education assistance~ fitness (gy1n) 
1ne111bership; cafeteria services (free food and drink for restaurant staff; for 
1exa1nple) 7 and pension contributions. 

Examples of fringe benefits offer1'M by some famous companies include! 

• Patagonia provides 1etnployees with colnpany bikes and has on.site volleyball 
courts and yoga lessons~ 

• Starbucks in the USA pays full tuition fees for its staff following an onlin,e 
degree course froln Arizona Stat,e Univers:ity. 

• Yahoo! offers 16 weeks of paid maternity l1eave and $500 cash for new 
parents. 

• In many countries, McDonald's offers its store n1,anagers a c-0n1pany car. 

• G 1oogle offers its ,employees free food, drinks, gym, bowling alleys, climbing 
wallst and electric scooters to get around the office. 

Remuneration refers to the entire 
package of fi nancia.l rewards 
received by an employee, e.g. basic 
salary; con1mission~ bonusest share 
opUons, housing allowance and 
other fringe benefits. 
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Table 2 .1'5 Advantages and disadvantages of fringe benefits 

Advantages of providing fringe be nefits Disadvantages of providing fringe be nefits 

Tax benefits, e.g. some fringe benefits are exempt from 
income tax 

Fringe benefits are essentially financial awards so rep11esent 
expenses for the business 

Healthcare coverage ensures that employees stay healthy 

Finns that offer a variety of fringe benefits can build a better 
corporate image as employers, 

Administrative fees .are also incurred, e.g. administration for 
heatth care1 provision 

• Fringe benefits may not apply to all workers, e.g. maternity 
leave or company cars 

Types of non-financial rewards {A02) 

Non .. flnai1.cial rewards reter to the compensa'rion given to employees which 
do snot involve cash or n1.onetal·y pay1nents. Business1@s wirh exceUent 
non.financial rewards can attract, motivate and retain skilled e:n1ployees. 
Examples of non.financial rewards include job ,enrichment] job rotation; job 
enlargeinent, empowerm.ent, purpose (the opportunity to make a d iffer,enc,e), 
a.nd teamwork. 

• Jo1b enrichiment 
• Job eilrichn1ent involv,es impr,oving and developing the experiences of 

e1nployees through a wider variety of tasks, son1e of which carry gr,eat,er 
responsibilities and/or complexities. 

• It enables workers to have the potential to manage their o\VJ.1 workload and 
to build their competence. Thus, it can help to create a sense of achievement 
in the workplace an :1 boost the morate of employees. 

• Employers benefit from having a more appreciative, motivated and loyal 
workforce. 

• However, job enrichment usually costs the business tnore money to 
i1nplelnent, including the costs of training and professional development of 
lts empl,oyees. 

• It is not suitable for smaller businesses such as sole traders because of d1e 
assod ated costs. 

Job rotation1 
Job rotation is a 1nanagement technique that assigns staff to various tasks and. 
departtnents over a period of time~ It widens the range of activities of workers 
who svlitch between different roles and assignments. This helps to increase their 
level of knowledge, inter,est and motivation in the workplace. Job rotacion offers 
many advantages: 

Reduces the monotony (repetitiveness or boredotn) of a routine job. 

• H,elps with succ,ession planning so that knowledge and skills are not Lost if 
w,o,rkers leave the organization. 

• Develops a wider range of expertise within the organization. 

• Enables workers to be more flexible (adaptable at1d multi-skilled). 

• Ma~s it easier to cover for absent c,olleagues, who may be sick or atr,~nding 
off..the .. job training {see Unit 2.l). 

The 1nain disadvantage of job rotation is that it can reduce labour 
productivity if workers a re expected to do too Lllany tasks 2 e:specia l l y in the 
short term when they are initially unfatniliar with the new 'tasks. Another 
disadvantage is the greater need for tra ining, which costs mone y a nd takes 
time1 of course. 

Expert tip 

In today's worid~ nonr .. finanda~ 
rewards can have an ev,en more 
significant 1impact on staff mot•va1jon 
1han traditionai finanda! rewards. 
Recent r,esearch from Hay Group, 
a global management consulting 
-firm1. found that people value the•r 
work d •m,at,e, ea reer dev,elopment 
and recognit~on as key reasons for 
employee ·s.atisfac·Uon. 



Jo!b enla1rg1ement 
Job enlargement involves broadening the work of employees by increasing the 
number of tasks, but not the depth of the tasks, i.e. it occurs at the sa:me hierar-chical 
level of responsibility and con1plexity. It enables Y10rkers to have a greater scope in 
their jobs, thereby reducing the monotony (boredotn) of repetitive job tasks. 

Empowerment 
• Empowerment is a for.m of non .. financial f'ieward t hat involves giving 

employees mo:re responsi bi lit y and autonomy in their job. 

• It allows workers t,o make it'ldependent declsi,ons without having ·to consult 
their line n1anager. This enables ~mployees 'CO develop a sense of ownership 
in their job roles ~nd to take responsibility for the outcome of their work. 

Etnpowern1ent shows that managers respect and trust their employees, 
thereby itnproving their level of tnotivation and job satisfaction. 

• It is suitable for lai.ssez .. faire management (see Unit 2. 3) as it giv,es managers 
more tin1e to conoentrate on other operations of the organization and t ,o 

focus on strategic decision tnaking. 

Purpose (the opportunity to 1ma,ke a 1dlfferen1ce) 
Purpose as a non .. financial reward refers to tneaningful wot·:k. Working for a good 
cause can be n1otivating, e.g. health care workers, teachers and those in the 
emergency services do not necessarily work because of the pay. Instead, purpose 
reminds employees about ~y they are doing such a particular job, e.g. to look 
after others in soci,ery~ to protect people's physical and einotional weU .. being, ,or 
to educate the next generat ion. Tb.ey a re intr insically mot ivated by the social 
good that comes about from their efforts. 

'Teamwork 
• T ea1n work is a bout th~ organization of h uman 11esources into 

groups or clusters, working in. specific departntents or working on 
a particular project. 

Productivity should increase due to group dynatnics 1 such as 
the various skills and Erxp,ertise of different ream 1nembers. lr 
provides g.reat,er worker flexibility and co"'operation. 

Team,1lorking involves social in~eraction and sup ort fro1n teatn 
n1embers. This helps to pron1ote a sense of belonging in the 
workplace. 

• Teams are often enlpO\~rered to set targets to achieve and make 
their own decisions. This ,can have positive itnpacts on staff 
motivation and self ...esteetn. 

• Teamwo,rk also helps remove rhe drawbacks of internal rivalry 
between individuals because the perforn1ance of the team is 
n1or,e important than any individual's own acco1nplish n1ents. 

2.4 Motivation 63 

Nevertheless 1 'ljean1.wo:iking can still cr,eate noin .. productive rivalry 
between tean'l members and it does not nec,essarily suit everyoner f igure 2 .1 2 The benefits of teamwork 
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How financial and non-financial rewards 
may affect job satisfaction, motivation and 
productivity in different cultures (A02) 

'Whilst employees may hoild the same or si1nilar values about their weU .. being, 
there is no universal approach ·co motivation in ·the workplace~ It is important to 
acknowledge rhar l\•hac mighr mori vare most people in your country might not 
necessarily be the case in other countries or cultures. For example: 

Elnpowering \Viorkers with decision.-making power might help to boost 
motivation in some cultures wl"lere people value .having more control 1over 
their working environment. However~ not an cultures want or value such 
autono:n1y and prefer to be directed by senior tn.anagement. 

• Praise and recognition can be highly motivating for some people in so,ne 
cultures where celebrating success is the norm-. However, i.n other cultures, 
people prefer ·robe more reserved and humble so public praise may be more 
huiniliating rhan motivating. 

• Perceptions of fairness or equity differ throughout the world. In some 
cultures, it is ·rhe nonn tor workers to leav,e before their boss (after all, s/he 
is paid mor,e so should work harder), whilst in other cultures lt is regarded 
as rud and unp110£essional to leave before the boss (afoer all, there is much 
work to be done). 

Sin.1.dady, in sonle cultures people work very hard and long hours driven 
by the need for protnotion and to g.et :improved pay and benefits (so they 
perhaps 'live to work'). In other cultures, people are less entrepreneurial as 
they prefer more leisure time with their family and friends (so they 'work to 
live'). Average working hours iu New Zealand, Hong Kong and Japat1 are 
higher than those in Spain, France ai~d the UK. 

• Organizational culture (see Unit 2.5) also has an impact on what motiva.res 
workers. In so(ne cultures, autocratic leaders (see Unit 2.3) motivat1 · workers 
to get jobs done efficiently, whereas democratic or paternalistic leaders are 
better suited in other organizations. 

• Within an organization there can be different sub .-cultures (see U nir 2 ~5) .. 
This means that not everyone within the sanie business organization is 
n1otivated by the sa1ne things. 

lfigure 2 .. 1:3 Praise is not welcome in some cultures 

AH the motiva1t~ona J theon·sts in the 
Business Managem,enrt Guide {Taylorr 
Maslow~ Herzberg, Adams and 
Pjnk) are from the USA. Do consider 
possible a lternat~ve perspecbves, i.e. 
what 1motivates people j n one part 
of 'the world does, no-t necessan ly 
mo1iva1e those in other regions. 

CUEGIS· CONCE.PTS 
Invest• gate the fol lowing for an 
,organ •za1ion of your choice: 

• Change-How has change 
affected s.1aff moti1vatYon7 

• Cuhure- How does 
organizat~onaJ culture impact on 
1he level ,o,f staff mo1jvation? 

Ethks - To what extent can the 
otganizat,on' s rewards syste·m 
be regarded as ethkal 7 

Strategy - Does strategy dnv,e 
mot~vation or does mo1ivat~on 
drive strategy? 
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2. 5 Organizational (corporate) culture (HL only) 

Organizational culture (A01) 

• The terJn 'corporate culture' was coined by T. Deal and A. Kennedy (1982), 
referring to the set of values; attitudes, norn1s and beliefs in an organization. 

• It is influe11c,ed by the siz,e of the organization personalities and behaviour 
of senior managers, t:rad it ions in the organization, management attitudes 
towards risk .. takin.g and soci.etal cultural norms. 

• An organization,s cultur1e is fonued over 1nany years. HO"wever, external 
shocks such as a hostile takeover can change the organizational culture in a 
relatively shortt period of timer 

• Organizational culture underpins all operations and systems in the 
workplace, such as communication channels, organizational structures, 
reward syste1ns, and workforce planning. 

• A strong an d coh@sive corporate cukure creates a sense of belonging for both 
nun1a:gen1ent and en1ployees. It also tni.nbnizes potential misuuderstan.dings 
and 1niscon1munications in the workplace. 

Sitnilarly, corporate cultur,e is directly associated with the corporate or 
brand im.age. Hence a positive corporat- culture (e..g. Google) can create 
competitive advantages, thereby att:racting customers and prospect ive 
e1nployees. 

Elements of organizational culture (A02) 

• The cultu ral norm of an organization is the dominant culture that exists 
within the otganizarion. 

• Cultural quotient (CQ) refers to the ability and willingness of worke:rs to 
understand other cultures in order to avoid cultural misunderstandings and 
close culture gaps. 

• A cultu re gap 1exisrs when there is a d.iffer,ence berween the desired culture 
of an organization and the actual culture that exists. 

Tean1 norn1s are established by the people that n1ake up the tean1 and the 
l,eader or manager. M,embers of the tezun interact with one another based on 
the esrablished cultural norm. 

• Irish academic and author C harles Handy (see Unit 2F2) suggests that there 
is a direct link between a finn's organizational structure and its corporate 
culture, e.g. taH structures tend to be more bureaucratic, whereas flatter 
structures .are generally more de:mocraric. 

Types of organizational culture (A02) 

C harles Handy's model of ,organizational culture (1999) shows four types of 
corporate cultures: power, role, task and person. 

• A power C\tlt ute exists in centralized declsion .. making organizations 
(see Unit 2.2) where authority is concentrated in the hands of B few 
senior tuanagers. 

D It features centralized decision making frotn the senior leaders, with 
decisions made swiftly, Wi'r hout slow bureaucratic processes. 

D A potential negative hnpact is the i:n1pact on. staff estee1n as they hav,e no 
influence on decision n1aking in the organization. 
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Organizations with a role c u ltur-e are based on rules and regulations. 

D Employees have clearly defin,ed r-oles and opera.re within set rules and 
gu ideli.nes. 

D Official positions of responsibility and forma I ,company policies are core 
to decision making. 

Cl This culrur,e best suits bur-eaucraric 1orgat1.izarions with raU hi,erarchica1 
structures (see Unit 2.2), such as typical public sectOl" organizations. 

• A task culture e.xists when teams of individuals with a particular skills set 
and expertise ·are set up ·to tackle specific problen1s. 

D Individuals focus on achieving specific problems or projects. 

D Managen1ent need to ensure the team consists of the right Lnix of skills, 
personalities and leadership, often fonuing a matrix organizational 
structure (see Unit 2.2). This is itnportant to ensure the team is 
productive in completing th@ set tasks or proj,ects. 

• A person culture exists when people see then1selves or their skills being 
n1ore important than the ,organizati,on. 

tl In such cultures, r he organizatiion only exists in order for peopl,e to work~ 

D It is a. collection of individuals with similar qualifications, training and 
expertise, all working in the same organization, e.g. accountants, lawyers 
and private doctors in a health clinic.. 

• An entrepreneurial culture is one ·rha·r focuses on new product development 
and radical new ideas, which can turn into com:mercial successes. Staff are 
encouraged to take calculated risks and to pursue new business ventures. 

• J. Kotter and J. Heskett (1992) suggested that organizations with an inert 
culture face resistance ro change as workers hold n.egati ve perceptions about 
organizational change. 

By contrast, an adaptive culture entails a coherent and ,open-1ninded tean1 
with a high level of CQ. This helps to reduce the likelihood of culture dash, 
confli.ct and miscommunications. 

Do not assume that onty one type 
of corporate cuiture exists in an 
organizatjo,n. S.ub-cu ltu res are I ~kely 
10 exist in different departments or 
areas of 1he org aniza1jon. 

The reasons for, and consequences of, cultural 
clashes within organizations when they grow, 
merge and when leadership styles change (A03) 

• Culture clash n1ight exist if the beliefs and values of e1nployees differ from 
those of senior leaders. 

• It often happens when there is a me1·ger or takeover, resulting in a new senior 
managem,ent team or boa:rd of directors. 

An understanding and awareness of organizational ,culture is vital to1 
managing change as a busin.ess grows and evolves. 

• Dif {erent leadership styles wit bin the organization can cause i.ncon sistencies 
and c,onfusion. imilarly~ weak leadership is a cause of culture clash as 
wo,rkers lack dir,ection and purpose. 

• Radical change such as mergers and acquisitions (M&As) are likely to 
disrupt existing corporate cultures, creating unc,ertainties and causing 
anxiety for ernployees. 

• Culture clashes are a. major r,eason why 1nany M&As fail. 

• Miscotnmunications in th@ workplace are more likely to happen .as a firm 
grows in size. Different languages being used by work,ers can create su.b .. 
cultures and cause further barriers to effective con1munication. 

e,T\ ·ord dcf inition 
Culture clash exisrs when rheme 
is a difference between the values 
and beliefs of individuals within 
an organization. 
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As firms grow or evolve, a new vision and mission statetnent tnay be created 
but could be tnet with resistance t:o change from the workforce. 

• Consequences of culture clashes include: lower staff moL""ale, lower productiviry, 
conflict in the ·workplacet higher labour turnove1·, an d reduced profitability. 

How individuals influence organizational culture and 
how organizational culture influences individuals (A03) 

• As corporate culture is linked to the nature of o,rganizational structures 
adopted in the firm, it has a direct impact on individuals. 

• Organizational culture directly influences indiv iduals, e.g. in a power 
culture, workers are suppressed becaus-e senior managers ex,ercise strict 
comn1and and control and hold all decision .. n1.aking power. By contrast, 
firms wi'm:h an innovative o,r person culture allow incl.ividuals ro shape the 
cul rure of rh~ org.anization. 

• A strong an d innovativ1e culture can enable individuals to satisfy their 
higher order needs (see Un it 2~4 ), which influences their level of motivation 
and productivity. By contras,m:,. a risk..-averse culture results in individuals 
being less creative and lnn,ovative. 

• The cultu.ral norms influence indi.vidu.al behaviour~ e.g. if the senior 
man.agement team adopts an autocratic leadership style, then newly 
appointed n1a nagers who do not naturally use this approach may feel 
pressurized to adapt to the culture. 

• Orga.niz;Eitiona l cultures can and do change over time. As a firn"l grows or 
evolves; or as the ,external business environment changes, markets become 
m,ore competitive which ·may necessitate managers to change the way in 
which rhin.gs are don,e. To survive, it ·may be n cessary to introduce new· 
ideas and practices, en.suriritg people are able ·co :adapr. 

Charles Handy argued that organizations with a person cultur,e have 
individuals who see themselves as unique and superior to the organization. 
Such p·eople can cherefore exert major influence on organizational culture. 

Investigate how a particular 
,entrepreneur has changed or 
influenced the coirporate cultur,e, 
fo r an organization of you r choke. 

2.6 Industrial/employee relations (HL only) 

The role and responsibility of employee 
and employer representatives (A02) 

• 'E mploy@@ representatives are individuals or orga.ni.zations (such. as a trad~ 
union) who act as d1e collective voice of the WO!£ kforce. They are usua Uy 
elect,ed by their colleagues (fellow employees). 

D Employee r,epresentatives ar,e used as it is not practical tor most businesses 
to negoria.te with all their ernployees. 

D They have a duty to make the views of e1nployees known to the 
1nanagement, e.g. training and developn1ent needs, better tenns and 
conditions of etnploymen.t, and improved pay. 

D They strive to bu ild trust and improve relat ionships with employers. 

D They represent en1ployees du ring titnes of legal disputes and conflict, e.g. 
cases of unfair dismissal or large .. scale redundancies. 
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D Employers ca.n benefit fron1 recognizing en1ployee repres,entatives due to 
the inclusiv,e style of management, which n1ay ilnprove the co1nmit1nent 
and performance of the en1.ployees. 

• Employer representatives are the individuals or organizations that represent 
the senior tnanagement tean1 in the collective bargaining process. They 
n ,egotiate on behalf of the en1ployers in the process~ 

tJ ln some si tuarions, the @mployer is legally obliged to cons ulr or info1·m 
,,a nployees about develop:ments in the business, e.g. relocation decisions, 
redundancies (job losses) or the threat of a hostile takeover from a rival 
-6.nn. 

D Employers may typically use members of ·their senio,r n·ulnagemenr ream 
in the process, although so1ne 1nay choose to use specialist managetne:nt 
consultancy finns to represent their interests. 

• The ,outcotne of the negotiation and collectiv,e bargaining process depends 
on the methods used and the relative bargaining strengd1.s of the employee 
and ,einployer representatives. 

Methods used by employees (A03) 

• Industrial action refers to the methods ta ken by employees to achieve their 
objectives. It is often associated with conflict betweeti the interests of the 
employer and employees. 

• Examples of such actions include: aollective b8lrgaining, slow .. downs/go .. slows, 
woik--to-rule, overtime bans and strike action. 

Corle·ct ive 1ba1rgaining 
• CoUective bargaining is the process by which ennployers' and employe<es' 

repr,esentatives negotiate on the terms and conditions of 1en1p.loyment. 

Negotiations usually involve discussions regarding pay (wages and salaries), 
hours of work, and working conditions. 

• Collective bargaining is important to individual workers as they have little, 
if a.ny, negotiation power on an individual basis. 

• Negotiations and collective bargaining aUow ernploy,ees to put some pressure 
on. senior ma.nagetnent t,o listen to their liequest:s. 

• The purpose of collective bargaining is to achiev,e a 111utuaHy beneficial 
outoome, thereby preventing conflicts fronl. escalating be,,,.ond ,controt 

Sllow-dow;ns/go-slows 
• Go .. slows are the act of working at the minhnum allowabl,e pace (under the 

ru Les of the wor leers' e1nployment contract) in order to reduce productivity 
yet without the worker being sanctioned for breaching the terms and 
conditions of employment. 

• .Etn.ployees deliberately perfortn their duties with reduced efficiency and 
productivity, taking longer to con~plete each. and every task. 

It is often used as a11 alternative to strike action which is a more extreme 
form of industrial action. Slow.-downs me.an that employees are still paid 
as they are a t work, and an~~ less risky and costly to workers and trade 
ut1ions. 

• W ,o,rik-to,-rule 
• Wotk.-to .. rule occurs when w,orkers adhere to every single rule, policy and 

procedure of the organization with the intent-ion of purposely disrupting 
production and l:'educing output. 
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Etnployees strictly observe the rules and clauses of their ,employtnent 
contract, such as following all health and safety regulations very precisely. 
The intention is to get th . empl,oyer to renegotiate rather ·rhan to serve the 
purpose of the rutes and regulations of the organiz:atiort. 

Workers wJthdraw any goodwill by r,efraining from tasks a:nd activities which 
n1ight be custon1ary but n,ot requjred by ru le or in their job description, e.g. 
answering the telephone during a lunch break or leaving Y:10rk sligh tly later 
than contracted in order to complete a task. 

Overtime barns 
An overtin1e ban is a di.r,ective (command 1or order) from the ernployee 
representatives (such as a trade union) instructing its n1embers to refuse 
working beyond their contracted hours. 

• For most employees, overtin1e work is not part ,of an 1en1ployee 's en1ployment 
contract. 

• As workers do not engag~ in any ,@xtra work (ov€I'rilne\ this can lhnit the 
firm's productivity and profitability. 

Strike action 
• Strike action is a·n ,extre1ne n1.ethod of industrial ·action as it involves 

employees refusing to work, wb.ich tetnporarily pn~vents the organization 
frotn continuing to operate. 

• It is usua Uy ured as a last resort when the other methods of negotiation between 
employee representatives and employers h ave failed to resolve a conflict. 

• However,, those involved in strike action are not paid (as they refuse to work). 
Hence, sttike action is usually only a tetnporary n1ethod used by en1p]oyees. 

• In many countries, there are legal issues surrounding the use of strike action, 
e.g. trade unions having to give advance warning to employers prior to 
taking such measures. 

trike action is a potential cause of a crisis for businesses (see Unit 5.7). 

Methods used by employers (A03) 

Collect ive 1b.arg1,ainin1g 
• Collective bargaining is the process by which pay and co11d.itions of 

employment are settled by negotiations between representatives of ,en-iploy~es 
and thelr employers, 

• N ,egoriarions and collective bargaining an~ important for rhe employer 
because they can help to prevent disruptive industrial action such as slow· 
downs or strikes. 

• Industrial action would be derri.mental for employers who would face lo\\>"'er 
sraff goodwill and loyalty, lower productivity and reduced profitability. 

• Threat of re,diundancies 
• In some circun1stances, employer representat1ves :might pr,es sure or threaten 

etnployees with redundancies if industrial action continues. 

• However, this does not m,ean that employers can simply abuse their power 
by disn1issing thei'l· workers if they do not agree to the en1ployer1s den1ands. 
Workers are protected by e1nployment laws t hat prevent such exploitation. 

• The threar of redundancies, due to the loss of profits caused by industrial 
unrest, can be a legitimate reason for ,encouraging employees to renegotiate 
in order to prevent job losses. 
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Cha!n1ges of cont ract 
• As the threat of redundancies can cau.s,e negative media attention, employers 

may choose to eh ange etnployn'lent con.tracts for employees who cause 
industrial unrest. 

• This needs to be completed legally, e.g. changing e1nployment contracts 
when the time comes to1 renew contracts, such as changes to d1e terms and 
condirions of pay and working conditions. 

In extreme ,cases, d1e employer has the legal right not to renew the en1ployn1ellt 
contracts of employees deen1ed to be counterproduccive ro the organization. 

Cl1osu:re an1dl l,ock-outs 
• Closure is an extreme method used by e1nployers to deal with VvOrkers taking 

industrial action by stopping all business operations. This 1neans there is no 
work for d1.e staff, forcing them co renego1tiate. 

• Closure n1eans that workers do not receiv,e any pay. It can also .result in job 
losses. Both consequences can weaken the ba rgain.ing strength of etnploy,eesi 
driving the1n to compromise in the negotiation process. 

• Lock .. ou'ts occur wh.en rhe employer temporarily prevents employees from 
working during an industrial dispute. Typically, security guards are hired or 
locks are changed to prevent employees from entering the pren1ises .. 

• Lock-outs eventually put financial pressure on workers as they are not paid 
du ring 'the period of heing pr,evented frotn working. 

• Ho\.ve\l~er; closures and .lock-outs can be disadvantageous to the industry as :such 
hostile actions can danulJge the organiza.tion's corporare itnage (see Unit 2.5). 

Sources of conflict in the vvorkplace (AD2) 

• Conflict oocurs when the needs and -wants of employees a.re ignored or not tnet. 

Incompatible values ,vithin the organization (different perspectives or points 
of view) are a major source of conflict as this causes disagreeinents between 
differ,ent stakeholders~ 

• Miscommunications, tnisunderstandings and internal politics cause poor 
working conditions, lowering sraff morale and productivity. 

• Demoralized staff are likely to become less productive. 

• Grievance exists when workers have a ,cause for co1nplaint or conflict in the 
w,orkplace, especially r,egarcling unfair treattnent. It is a perceived injustice 
which causes conflict. 

Untnanag,ed conflict can becoine a problem for businesses, resulting in lower 
morale, higher sraff absenteeism, higher tabour turnover, and industrial uruest. 

• Conflict is not necessarily a negative thing as it raises and addresses r,eal 
probl1ems in the organization. Conflict itself is not necessarily the probletn, 
but the way in wl'lich it arises and how it is managed can create pr,oblems. 

Approaches to conflict resolution (A03) 

• Conflict not only da:mages working relationships but al so the r,eputation of 
the organization. It acts as a barrier to effective comtnunications and hinders 
pr,oductivity. 

• Reducing or minimizing conflict in the VL1Qlkplace i:s in the best interests of 
all stakeholders in a_n organization. 

• Methods of conflict resolution include~ conciliation and arbitration, employee 
participation and industrial democracy1 no,.,sttike agreement and si ngle .. union 
agreenient. 



Co1ncilliation1 and ar·b1tratio·n 
• Conciliation involves two parties in a dispute, such as employee and 

e1nployer representatives, agreeing to use the services of an independent 
mediator (called the conciliator) to, help in the negotiation process to ·help 
resolve their differences. 

2.6 Industrial/employee r:elations (HL onlr2; 71 

• Arbitration goes one srep further as it involves an independent a.rbitra.tor 
deciding on an appropriate outcome. Both parties agree to be legally bound 
by the final decision of the autono1nous arbitrator. 

• D uring conciliation and arbitrarion, borh parties are kept separate to avoid 
the tense mon-i.ents which. can further in tensify conflict. The conciliator 
communicates back and fiorth between the two sides and steers the 
discussions towards a settlement chat both parties can agree on. 

• Conciliation avoids high legal fees as it can pr~vent the case being taken to 
court. It is a simpler process than arbitration. Indeed, the thr,eat of high legal 
fees of a court trial means conciliation and arbitration have a high succe$ rate. 

• If one of the parties does not agre€ to t h t@rms and conditions a.dvis@d by 
the conciliator~ it can take the case to arbitration. 

• Both 1conciliation and arbitration can tE"rne up a lot of n1anagement time and 
financial resources. 

Em1p loyee p,articipa,tion and industria1I democra,cy 
• Industrial democracy is the practice of involving and empoW'el'ing people 

in the workplace. This in.eludes giving employees opportunities to share 
respon.sibilit.ies and e1npowering them with decision .. making authority. 

Industrial democracy occurs through employee participation,, i.e. \tvorkers are 
involved in the decision•making process and are given responsibilities and 
autonomy to complete their jobs. 

• Examples of employee pat·tk..ipation include: 

D Works council - Etnployer and en1p loyee representatives that n"leet 
to, discuss cotnpany .. wide issues1 e.g. health and safety at work or 
organizational change. Pay negotiations are l,eft ·ro trade UL:tions, not 
works councils. 

D Teamworking opportunities - People tend co respond posiciv,ely to 
,vorku-1g with others as this h.clps to satisfy their social needs or belonging 
needs (see Unit 2 .4 ). 

tJ E u1ployee sha r e owner s.hip schen1es - Awarding employees with shares 
in the con1.pany is a co1nmon way to develop their sense of purpose and 
tnoti vation. 

• Motivarion th.eorists such as Maslow and Herzberg (see Unit 2~4) argue that 
industrial democracy helps ro increase productivity because workers are more 

involved, so feel valued. 

• Employers also benefit from a more participative culture so are less likely 
to ,experienc,e i.nd.ustrial unr,est. Employers benefi'r fr,om lower rates of 
a bsenreeisrn and labour turnover. 

• No~strike agreem,ent 
• A no-strike agreement is a contractual agree1nent where by a trade union 

pledges not to use stri~ action as a form of industrial actiont provided the 
employer keeps to their obligations in the agreemen.r. 

If workers choose to strike during the period of the agreanent, employers 
hav,e the legal right to fire (dismiss) the etnployees~ 
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Singlle-uni,o,n agireement 
• A trade union (or labou r u n ion ) is established to protect the :interests of its 

members, e.g. to negotiate with en1.ployers for improved pay and conditions at 
wo,rk. The unions ate financed by tbe me1nbership fees. 

• Workers can belong to more than one trade union. Not all workers in the 
same organization have to belong to the same labour union. 

• A single.union agreement 1neans employers negotiate with just one labour 
union which represents all eiuployees in the organization. This helps to 
simplify the c101lective bargaining process and to speed up decision making. 

Reasons for resistance to change in the vvorkplace (A02) 

• Self-interest - The pursuit of self~inter,est often takes priori.t y over 
organizatio,nal i0bjectives. Workers are often more interested in or concerned 
with the implications ,of change for then1selves rather than how it might 
benefit the organization. Henc.e, they may feel that change is unnecessary 
and requires too much effort unless it directly benefits th em. 

• Low tolerance - T he Lack ofopen~mindedness for change often happens 
because people fear or dislike disruptions and uncertainties. They tnight also 
fear failure in adapting to change, so naturally resist it. 

• Misinfor1nation - Lack of understandin g causes resistance to change when 
the purpose of change ha.snot been communicated effectively. Employ,ees 
often feel that change is not necessaryt especially when things are going well 
for the organization. 

• Interpreta tion of circumst anc@s - Manag@1nent and employees may disagree 
on t he purpose and benefits of change. Different int,erpretations of a particular 
situation 1can. cause conflict and hence resistance to change. 

Human resource strategies for reducing the impact 
of change and resistance to change (A03) 

• Getting agreement/ownersh ip - A llowing workers to be involved in the 
decision-n~aking process and giving theln ownecship of their work can help to 
prevent misunderstandings and 1nisinterpr,eta.tions of the purpos~ of change. 

• P lanning and timing the change - Rapid change is often poorly communicated 
and executed. Effective change 1nanage1nent needs careful planning, inclt1.ding 
aonsiderat ions regarding the timing of change. Training needs shou]d. be 
considered to, facili.tite the impact of cl1a11ge in the organization. 

• Communicatin g the change - Effective communication of the purpose and 
rationale of change is vital to g~t support frotn sraff. Th.is helps to educar,e 
employees about the need for :and benefits of change. 

How innovation, ethical considerations and 
cultural differences may influence employer­
employee relations in an organization (A03) 

I 1n n1ovat i on 
• The extent to which innovation is part of the organizational culture impacts 

on. etnployer-employee relations. Firms that a Uow employees to share ideas and 
pursue their interests can benefit from improv,ed elnployer-employee relations. 
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Innovations can bring about improved comtuunications, thereby ifnproving 
relati1onships in the workplace. 

• Advances in r,echnology can make ir e.asier for firms to operate with a 
smaller ·workforce. This can have a large im.pact on i'ndustrial relations 1 at 
le.ast in the short ter 1n. 

• Innovation and change can in.crease stress levels of employees so this needs 
ro be managed ea reful ly. 

Eth i,cai co1nsidler,atio1ns 
• Unethical practices result in poor employer-semployee relations~ e.g. ignoring 

health and safety issues at work By contrast> working for an ethical company 
that considers its social responsibilities can help to impr,ove relationships at 
work. 

Staff n1orale is higher when working for an ethical organization; people tend 
to be m,ore cooperative and produc:ri ve when their needs ar,e met, so intrinsic 
motivarion is improv@d. 

• Having a clear and agreed code of 1ethical conduct reduces the likelihood of 
conflict in. the workplace. 

• Cu1ltu1rat differ,ences, 
• The organizati.onal culture shapes the behavioural norms in the "WOrkplace. 

This can either improve or hinder working relations, ,e.g. an open1 blan1e ... free 
culture can help to protnote creativity and innovation. 

• Cultural differences of multicultural employees mean that workers are 
motivated by different re~Tards, be they financial> no.n-financ ial, extrinsic or 
intrinsic. 

• Su b .. cul tures wit hi.n an orgat1ization (see Un it 2 .5) can. cause culture clashes 
and co,nflicr. Simila.rly, new employees might have som,e difficultiies adjusting 
to the culrural norms when joining an organization. 

lfigure 2 .. 14 Cultural differences can shape behavioural norms 

CUEGIS CONCEPTS 
Invest~ gate how the concepts of 
ethics, •nnovat~on and cu~ture 
have j m pacted on the employer­
,empJoyee relations for an 
,o,rgan•zation of your choice. 



inance and ace unts 

3.1 Source of finance 

Role of finance for businesses (A02) 

Finance is needed for srarting up a new business or to fund an existin g firm's 
expansion~ e.g. the purchase or r-enr of premises machinery, capital equipmenr 
and vehicles. 

Businesses need to f1nat1ce on.-going costs, e.g. the pur,chase of raw n1,aterials, 
components and stock (in-venteiry); They need to pay wages to their ei-i1ployees 
and urility b.il ls such as water, gas, telephone and el,ectricity. 

• Established businesses 1nay seek additional S()Utces of finance to grow. 

• The ·need for finance can be categorized as capital expenditure and revenue 
expenditUL'e. 

I nt rnal sou re s of financ (A02) 

• The tenn 'sources of finanoe' refers to where a business gets its money fro,n. 

• Internal sources of finat1ce come from within the business using its own 
resources, e.g. personal funds, retained profit an d the sale of assets. 

Perso,nall funds (for sole, trade rs) 
• Sole traders and parmers are likely to have their own personal funds from 

rheir savings in order to fund the start.up of their business. 

Sole traders and partners who do not invest (or risk) any of their personal 
funds are highly unlikely to secure flna1.1ce from banks and other financiers. 

• Retained! profit 
• Retained profit refers to the surplus funds reinvested in t he business tather 

than being distributed to shareholders in the fonn of dividends. This is shown 
at the bottom of the firm's profit and loss account (see Unit 3.4 ). 

• It acts as an internal source of ftnBnce for the business as the funds belong to 

the owners of the organization. 

• le is recorded on a firm's balance sheet as pan ,of its equity (see Unit 3.4). 

Sale of assets 
• Businesses can sell some of their fixed assets to raise finance. 

• It provides the business with an opportunity ro dispose of fixed assets that are 
no longer needed (perhaps because they a_re old or obsolete), e.g. a supermarket 
chain tnight sell its fleet of old delivery vehicles in order to purchase newer ones. 

• However, the sale of assers can comp1umise t he finn's abilit y to raise working 
capita] (see Unit 3.7) if there are insufficient r,esources for production. 

' Revised Ill 

cy ·orcl dctiniri )Us 

Capital expenditure is the 
spending on fixed assets and capital 
equip1nent of a busin€Ss. Rxamples 
include expe1.)diture on btrildings, 
equ ipnrent, tools at1d vehicles. 
Capital expenditure is cotnn1only 
known as investment e,q,enditu re. 

R evenue expenditure refers to 

the need for businesses to finance 
their dai ly and routine operations. 
E)..ramples include finance t,o 
pay for rhe purchase of :raw 
n'later ials, p:aying utility bills and 
remune,rating e1nployees. 



External sources of finance (A02) 

• External finance comes from outside of the organization, i.e. via external 
stakeholders (see ·unit 1.4). 

• It is used when. a business is unable to generate sufficient finance from .its 
internal sources (the cheaper of the two categori,es of sources of finance). 

There a re two n1ai n kinds of exter11a l sources of finance: share capital and 
loan capital 

Share cap,ita f 
Share capital is a long .. term, external source of finance for a lin1ited liability 
con1pany (see Unit LZ) obtained by selling shares of the company to 
individual and institutional investors. 

• An initial public offer ( IPO) occ·urs when shares in a limited liability 
c-0n1pany are sold for the very fl rst time. 

• T he value of share capital is based on the value of th ,e shares whe11 ·rhey were 
firsr sold, nor th current :marker price of d1.e shares. 

• As an alternative to loan capital ("'Thich involves debt and incurs interest 
repayments), a Un1ited liability cotnpany can raise finance by selling additional 
share capital. This does, however, dilute ownership and coL1trol tor existi11.g 

shareholders. 

• If shares are soldj this is done via a stock exchan ge without the co1n pany being 
di reedy involved - the original share capital is not affected, only the share 
o,vnership cl1.anges hand between the seller of the sh ares and the buyer (the 
new share owner). 

• O n ly public lin1Jted companies (see Unit 1.2) are allowed to trade their shares 
on a stock exchange. 

1f igure 3.1 The New York Stock Exchange 

Loan cap,itall 
• Loan capital refers to borl:iOwing funds fro1n a financier (lender) such as a 

comniercial ban_k. 

• Exa1nples include 1nortgages, bank loans and overdrafts (see below)T 

• A loan agreemen.r is set for a period of tilne > such as one, five or twenty 
years. It is usually repaid in instalments over time or at the end of the loan 
agreen1ent period. 

• The lender charges int,etesc on the loan amount. The lnt,erest rate can be fixed 
or va ria bl~. 
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I(ey,v rd def i "tion 

A stock m arket (or stock 
~xchange) is a place for buying 
and selling shares in pub lie Un1ited 
con1panies. It ov,ersees the IPO of 
new companies and subsequent 
share issues of existing co1npanies. 
It is also the tnarketplace for buying 
and selling second.-hand shares~ 
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A mortgage is a long .. tenn source of loan capita] whi.ch involves the financier 
den1anding the borrower has collateral (a fixed asset such as property that 
provides financial security in. ease the borrower fa.ils to repay th loan). 

• A debent ure (or corporate bond) is a source of long,term loan capital~ secured 
against a specific asset. Debentur,e holders do not have any ownership rights 
but usually get some interest on their investn1e11t and are paid dividends (if 
awarded) before sharel1.olders receive any dividends. 

Overd'ra1fts 
An. overdraft is a financial service that enables a business to withdraw more 
money than exists in its bank account. It is, essentially, a type of sbort,.tern1 loan. 

• The loan period is negotiable, but tends to be short ... t@nn because the inter-est 
charges on overdrafts a re usually very high. 

Ov'et'drafts enable a business to have etnergency access to finance during times 
of short-term liquidity problems (see Unit 3.7) when cash flow is poor. 

• It is a very ci0m1non type of borrowing for small businesses. 

Trade credit 
• Trade credit is a very common source of exljernal finance that enables a 

business to obtain goods or servic@s fro1n a supplier without having to pay for 
these imm,ediately. 

The usual trade credit period is betw,een one and t'WO n1ontbs. Som.e suppliers 
offer a price discount foe custon1ers who pay their invoices earlier~ 

• Exa1nples of trade credit include t he use of credit card and store cards which 
provide interest.-free credit if the outstanding balance (the an1ount owed) is 
paid on time. 

• Hire purchase: i.s another example. This involves paying for fixed assets 
(such as vehicles and expensive 1€Cfuipmen·m:) in regular insrahnen.rs ,over a 
predetermined period. The finance company (lender) retains ownership of 
the fixed asset until the business pays the final instahnent, thereby legaUy 
becoming the owner of the asset. 

lfigure 3.2 The use of credit and store cards is a popular fo rm of trad e cre dit 

Grants 
• Grants are a. form of financial assistance &om the government, given to 

qualifying businesses to aid rheir operations, e.g. business srart ... ups and R&D 
(research and development). 

• Grants are often provided to reduce production costs for businesses and/or to 
encourage emplo,yment opportunities in less economically prosperous regions. 

• Grants ara nor widely available as a sou]}ce of finance and :are ofteo. onl y 
available to s1nall businesses. 

Expert tip 

M ake sure you can difterentmate 
be1ween deben1ures and share 
capital. Shar,es repir,esent permanent 
caprtai and :shareholders have 
ownership (vo,ting) nigh1s. Deben1ur,es 
repr,esent loan ,ca pital (longMterm 
Ira b Hties) to a iirm and debenture 
holders do noit have any vo1i n,g rigihts. 



Su1bsi1dies 
• Subsidies ar,e provided in order to encourage o utput, e.g. public transport 

operators a re subsidized in many countries to reduce their operation al oosts 
and hence prices. This helps to encouta.ge people not to drive private vehicles. 

• They help to stimulate investn1ent that would otherwise be too ,expensive for 
bus i.nesses to pursue.. 

• L0rge businesses can qualify for subsidiest and this ,can cause controversy. For 
e.xa1nple, farmers and film (cinenia) producers are subsidized in China and 
France to help ·these industries compete \\iith foreign rivals. 

De1bt facto1ring 
• A business might struggl,e to get payment from its debtors (individuals and 

finus that owe the business n~oney). A debt fact or is a business, such as a ban~ 
that takes over the debtors of a business. Debtors ar,e custotne:rs who have 
bought on credit. 

• The debt factoring service provider will u suaUy charge around 20% of the 
value of debtors as their fee. 

• The provider rakes its ,cotnmission, before passing Ot"'l the remaining amo.unt 
to the busin@ss. This gives the business most of t he valu€ of debtors ro ir.npr-ove 
its cash flow posit ion without having to personally chase the payment fro.01 its 
customers. 

• Lea:sing1 
• Leasing is a co1nmon way for busin.ess s to finance fixed asset s without rhe 

necessary capital expenditure. 

A leasing ,contract conunits the business to, pay a. n1onthly fee for a fi=red period 
of time. 

• The fixed asset is not the p1uperty of the business, and it is the leasin g 
company that takes responsibility to maintain it. 

• For example, scho ls might lease computers and laptops for teachers and 
students instead of buying them outright (which 'WOUid be ve[y expensive). 

• Ve1nture capitail 
• Venture capital comes from external firn1s that invest in business start-ups 

and/or e>..--panding small businesses with significant growth pot,ential. 

• ·venture capital represents a co1nbination of loans and share capital. 

To cotupensate for th,e high risks, venture capitalists often r,equire rights to 
partial ownership and control of the company. T herefore, t his dilutes the 
ownees control but does bring in 1nuch needed kn.owledge, experience and 
expertise. 

Venture capital can be useful for businesses that are unable to raise finance 
through the stock 1narket or bank loans. 

Busi11ness angels 
• Business angels are wealthy indivkiuals who invest in high .. risk business 

projects with high profit potential. 

• Business ang,els ta~e huge risks because they invest their own person al funds, 
so if rhe projecr fails, they lose every dollar invested. 

• They can provide a vital source 1of finance for small businesses that do not 
have access to conventional providers ,of finance such as banks. 
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Expert tip 

St udents often confuse grants 
with subs1dies. WhHst both serve a 
com man purpose, 1hey are different . 
Grants a re awarded for a s pedfic 
puirpose or project and ,can help t,o 
f inance exp1endi1ure ent~rely, e.g. 
gra n1 s to i und hi,gher educ.ati on or 
10 purchciase computer equipment . 
Subsidies help to par'tiaUy pay for 
the cost of something 1i n order to 
encourage production (out put). 

Expert tip 

Make sure you can explain the 
difference betw,een hire purchase 
(HP) and leas,ng. Wjt h H~ ownersh,p 
o,f the asset is transferred to the 
bus ines.s after it s fi nail instal men1 is 
paid a1 t he end o,f the ,cr,edit pen,od. 
With lea.sMng ,(or h~1nin9), ownersh•p j·s 
not transferred thro ughout the en1ir1e 
lea51 ng contract. 

~ pert,t ip 

Students often ~ ncorrectly use 
Jbu sin@s s angels~ and 'venture 
caprtal ist' interchangeab~. Business 
angels are wea tthy ind~vi d ua1ls who 
n sk their own per.sonal money in 
a proj'ect. Venture capjtalis1s are 
instrh.rUonal investors and r~sk the 
money of the Envest~og or,ganizat•on. 
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Short-, medium- and long-term finance (A01 ) 

• Busin,esses need sufficient access to sources of finance to meet currenr and 
future needs. Definitions of short .. ,. medium· and long-.tenn finance vary from 
country to country, but generally: 

D short term means up to one year, e.g. overdrafts, trade credit and debtors 

D tnediutn tenn means up to five years, e.g. bank loans, subsidies and leasing 

D long term 1neans 11101,e than five years, e.g. shareholders' funds, n1.ortgages 
and debenrures. 

• The importanr 'thing for businesses is to match the type ,offl.nance ro i.rs use, 
e.g. short ... ter-n-1. finance such as overdrafts should be u sed to provide finance for 

daily operations and to ,cope with fluctuations in ea sh flow (see Unit 3. 7). By 
contrast, long ... renn finance i:s used to fund growth and expansion. 

The appropriateness, advantages and disadvantages 
of sources of finance for a given situation (A03) 
~~~~~~~~~~~~~~~~~~~~~~~~~ 

The appropriateness of different sources of finance depends on the situation faced 
by a business. For example~ 

• The sal,e of assets would be appropriate if a business is upgrading obsolete 
(outdated) fixed assets ,or if it is facing a n1ajor liquidity issue. 

• The sale of shares is only available (suitable) for limited liability companies, i.e. 
it is ·not appr-opriate for sole rraders and partnerships. 

• If the o~1Ilers of a business are unwilling to allow others to have a significant 
stake in their business, d1en venture capital and business angels are not 
appropriate. 

• Loan capital is less appropriare for businesses with liquidity problems or wirh 
a very high gearing ratio (see Unit 3.6)~ i.e . firms that are already heavily 
indebted with extenu1.l sources of finance. 

• Debt fa.ctoring is suitable if the business needs quick a,ccess to cash and/or feels 
it is no longer able to secure the money owed by its debtors. 

Table 3.1 Summary of the advantages and disadvantages of internal sources of finance 

Source of f inance 

Persona I funds 

R-etai ned profit 

Sale of assets 

Advantages 

• Th1ere are no interest or adm in istratlve charges 
imposed 

• It can be used to pay for goods outright,, w ithout the 
need to borrow 

Di sadva ntag es 

These are unlikely to be sufficient to fund business 
operations 

There is unlikely to be sufficient funds to aUow the 
business to grow sufficiently 

• Un Ii ke bank loans. retained profits, do not have to be • 
repaid 

Shareholders might demand higher dividend pay-
outs 

• Gets rid of ou-tdated fixed assets 

• Can provide much needed finance du ring liquidity 
crises 

• May not fetch mu1ch money due to1 assets, being 
second h,and 

The business may sti II need ·to replace the fixed 
assets 
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Table 3.2 Summary of the advantages and disadvantages of external sources of finance 

Source of finance 

Sha re capital 

Loan capital 

Overdraft 

Trade credit 

Grants 

Subsidies 

Debt factoring 

Leasing 

Venture capita1I and 
business angels 

Advantages 

• Share capita I reduces or removes the need to 
pay high interest o,n loans (debt) 

• A large amrount of finance can be raised by 
selling s,hares 

Helps to fund the purchase of fixed assets 

• Accessible to most businesses 
• Quick: and common source for deal ing with 

Hquidity probJems 

• Enables. firms, to buy now and pay later 

o It is usually offered interiest-free 

Grants do not have to be repaid 

e Subsidies do not have to be repaid 

There are tax breaks (benefits) for subsidized 
businesses 

Gets immediate access to cash without 
having to chase debto rs 

Gives access to fixed assets without capital 
expenditure 

• The lessor is responsible for maintenanc"E" costs 
Up9rades are easi ly arranged 

Useful for smaller firms that can not raise 
finance via the stock market or bank loans 

Disadvantages 

• Converting to a Ii mited I iabi lity company can be 
comple~. 1ime consuming and costly 

• Dilution of ownership expo,se·s a business to 
takeover bids 

All forms of loan ea pjtal incur interest charges, 

• ln<reases debts, of the business 
• Very high interest rates are charged on the d,ebts 

• Giving t rade credit can increase the chances of bad debts 
It can encourage overtradin~ causing high inventory costs 

• Not easily accessi bl,e for most businesses 

Most businesse-s d,o not qualify fo,r financial assistance,, 
so suhoid ies are d ttfkutt to secure 

The debt factor charges a large commission (fe,e) for its 
services 

Leasing is more ,expensive in the long term 

• The lessor can impose quantitative limits, e.g. a limit on 
the milieage for leased vehid es 

• Often involves dilution of control and ownership of the· 
business 

• Gain the expertise and advice of the investors • No,t easily accessible funds for many businesses 

lnvest~gcrte the sources o,f finance fo,r an organtzatjon of your choice and 
examine, how these have jmpacted on its business s,trategy. 

3.2 Costs and revenues 

Typ s of costs (Ao2) 
• Costs, or costs of production, riefer to th payments that a bmsiness must make 

as part of its operations. 

• Ex:a1npl,es include: rent for hiring premises, wages to e1nployees, the purd1.ase 
of raw materials, and utility bills for gas, ,electricity and telephone charges. 
The section below examines the different types of business costs. 

• Fixed costs 
• Fixed costs are costs of production that do not ch an ge with the level of output, 

Le. costs that have to be paid even if there is no ,output. 

• Examples include rent on la nd, leasin g costs of equipment and machinery and 
salaries to managers. 

Diagramnu1ticaHy! total fixed costs (TFC) are drawn as a horizonta l line, 
starring on the y..ans at the value of fi~ costs (see Figure 3.3). 

l e)" ' r • -I d finit i ~n 

O,vertrading exists when a 
business expands too quickly 
without suffic ient sources of 
finance to sustain its ,operations. 

-~ 
~ lOOOO 1--------TFC 

Output (units) 

Figure 3.3 Fixed costs of $10000 for 
a business 

It • s incorrect 10 assume thart fixed 
costs do no1 change. For example, 
adv,erti sing ,costs can and do changie 
over ti m,e. but not because of the 
organ~zat10,n 's level of output . 
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• Variable costs 
• Variable costs are c.osts of production that do, change according to the level of 

output. i.e. costs that increase wl1er1 there is a gfimter level of output or production. 

• Exa1npl,es include the costs of purchasing raw tnateri.als and the wages for 
e1nploy,ees. 

• Oiagra mmaricaUy, total Vari able costs (TVC) are d rawn as an upwards 
sloping line. starting at the origin because no output 1n.eans no variable 
costs to pay. (see Figure 3.4) 

,·Ex erfti p ·-··- .. P . 
What might be a var~able cost fo,r one business mjght no1 necessarily be so 
for anotherl e.g. 1he co st of fuel is. a variable cost for t aod firms but not for a 
restaurant or dnema. It ~s important to cons;der ,costs ,n the ,context of 1he· 
business be•ng .s1ud ied. 

EXAM ·Pl:l.AG_TICE 
1 Cakut.ate the following costs to tw,o decimal places, (where appropriate) 

fr,om1 the data ~ n the tab~e beiow: 

a fixed costs of producbon. 

b averag,e fixed costs at 10 un~ts and 15 units of output. 
c average vadable costs at 10 uni1s and ·15 units ,of ou1put. 

d average costs at 10 un~ts and 15 units of outpu1. 

10 2000 4545 

15 2850 5395 

S1emi-variabte costs 
Setni-variable costs have characteristics of both fixed and variable costs. 

[2) 

[2) 

(2) 
[2) 

• For example, telecommunications service providers (for telephon:e and internet 
services) charge a minimum fixed 1nonthly fee. This has robe paid irrespective 
of whether the service is used. However, the more the service is used the 
great,er the cost becomes. 

• Another 1example is electric-i'cy service providera. They mighc charge, for 
exatnple, a mini1nu1n rate of $100 per 1nonth (the fixed component of the cost) 
and $0.15 per kilowatt hour (the variable co1npon.ent). 

Dir1ect 1costs 
• DifOCt costs a.re costs that can be clearly and specifically identifted with the 

output of a certain product or project. For Higher Level students; direct costs 
can be aHocated to a particular cost or profit centre (see Unit 3.9). 

• Direct costs can therefore include variable costs of production, sucl1 as raw 
materials costs. 

• Howeverj direct costs can also include fixed costsj such as the cost of m,otor 
insurance for taxi drivers. 

• lndiire,ct/ov,erh1ead cost s 
• Indirect costs (or overl1eads) are recurring co,sts that cannot be clearly 

identified with the production or sal,e of a particular good or service. For 
High,er Level students. indir,ect costs cannot be easily or objectively allocated 
to a particular oost or profit c,antre (see Unit 3.9). 

• Exau1pl,es include: rent, legal fees, salades of adtninistra.tive staff, accounting 
fees, telephone bills, insurance and ,elecrrlcity costs, which can be linked to all 
d~a.rrments wid1in a business. 

TVC 

output (u n Its) 

Figure 3~4 Variable costs of a business 

The 1ota I cost of product~on (TC) •s 
made up of total fixed cost s (TFC) 
and tot.al vareable costs (TVC); Le. 
TC = TFC + TVC. 



Total revenue and revenue streams (A02) 

Total revenue 
• Sales revenue ,or sales turnover refers to the income frrnn the sale of goods 

and services. 

• ~otal revenue (TR) is calculated by tnultiplying the quantity sold by the unit price. 

Total sal.es revenue = Price x Quantity sold 

or 

TR=PxQ 

Hence, if a cit'lema. seUs 1200 tickets for a movie, a:r an average price of $11, then 
its total revenue is $11 x 1100 - $13 200. 

Reven ue streams 
Jvlost businesses have more than one sourc,e of revenue. These various sources of 
income ere known as revenue striea1ns .. Table 3.3 below shows exa1nples of various 
revenue streams for different busin sses. 

Tab le 3.3 Examples of revenue streams fo r selected businesses 

M cDonald 's A p ple V itg in Gto u p 

Fas,t food sales Compute·rs Vi rgln Atlantic (airline ea rrier) 

Franchise license fees. Computer accessories Virgin Money (finance} 
Royalties from ·franchise,e:s, Smartphones Virgin Mega-stores (reta U) 

Rents paid by franchisees ilune.s Virgin Rad io (ente·rtainment) 

EXAM PRACTICE 
2 Comple1e the c,ost,. r,evenue and profit data ~n 1he 'table below. A H figures 

are j n US dol llars, {$). [4) 

5800 6000 8800 

3480 5280 2580 

1500 1500 1500 

5100 6780 

220 

3 The 'table be,ow ref,ers to the costs. and revenues o1 YT 1:0ys L"td when 
operating at 5000 units of output per month: 

lte m Cost / Revenue 

Price $20 

Raw m,aterials per unit $8 

Rem $7000 

Salaries $8000 

a Cakulate 1he10,tal cost of producing 5000 un~ts. [2] 

b Calculate 1he profit made by YT Toys ltd if all its ou1put is sold. [2) 

3.2 Cost.s and revenues 81 

t ~e~rJft ip_f - - - -~ 
-- ~ - - -

Do not confuse revenue ~th profit. 
Profit ~s the posjt~ve diff er,ence 
between total r,evenue and total 
costs, i.e. Pr,ofit = TR - TC. ,only after 
aU costs of product.on have been pasd 
1·rom a firm's revenues can ~t deda re a 
profit or ~oss. 

CUEGIS CONCEPTS 
Exam~ne how change has. ~mpacted 
on the costs and revenues. for an 
,organizadon of your choice. 
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3.3 reak-even analysis 

Total contribution versus contribution 
per unit {Ao2, A04) 

• Break--even exists when a business seUs enough goods and/or services in ordet~ 
to cover all its costs of production~ i.,e. the output level where the business does 
not make a profit or a loss. 

• For 1exampl,e, suppose an ,entrepreneur sells hot dogs and we are given the 
following infot-'lnation~ 

D The price of each hot dog is $6. 

o The variable costs of each hot dog are $2. 

D The Jifilll is $400 per W@@k. 

If he onJy sells one hot dog, he earns $4 after paying his direct costs, i.e. 
$6 - $2 = $4. This is not profit, bur contdbution per unit. After aU~ he has to 
pay fixed costs ( bis rent on the hot dog srall) before declaring any profit. As 
fixed costs are $400, it means he has to sell 100 hot dogs to break even, Le. 

$4 X }QQ hot dogs -= $400. 

• Hence to work out the break-even quantity (BEQ), the foUowing formula is 
used: 

Fixed costs 
Break even=-.--. ------------

. (Selling price - variable cost per unit) 

This means that a firn1. breaks even when its total contribution equals its total 
fixed costs. 

• By contrast~ contribution per unit only considers the differe:noe between the 
sales price of one unit and the \t'ariable costs needed to lnake that unit of 
production. 

Aspects of break- ven analy i (A02, A04) 

Th following points refer to Figure 3.5. 

• Costs and revenues are measured on the y-axis, expressed in a 
given currency. 

• The lev,el of sales or otnput ls shown on. the :x.-axis, wirh an 
appropriate unit of measuren1ent. 

• The total fixed costs (TFC) line is drawn as a hotizonta l line 
because the costs do not change ·when the level of output or 
sales changes. 

• The bFeaheven point (BEP) occurs where total sales revenue 
(TR) equals total costs of production (TC). 

.... y, , lrli 

Contribution per unit refers to the 
an1ount of tnoney a business earns 
from selling each unit of output. 

Contribution per unit - P - A VC 

The surplus is used to contribute 
towards the payment of fixed costs. 

Total contribution is used to work 
out profit or loss. It is calculated by 
multiplying the unit contribution 
by the quantity sold. 

Total contribution = (P - i\ VC) x Q 

Profit or loss can then be worked 
out by taking away fixed 1costs fron1 
total contribution. 

100 280 
BEQ Sal@s velum@ 

• 'The break..even quantity (BEQ) is labelled on the ,: .. axis 
indicating the sales Yolume needed for the business to 
break even. 

• · in1.ilady, the break-even revenue is shown on -che y·axis] 
representing the value of the output needed to break even. 

Sales quantity (hot do gs) 

Figure 3.5 Break~even chart 

• When rhe firn1 sells less than the BEQ ir makes a loss. When it sells more 
th:an the BEQ. the business earns profit. 

• The difference etween the firn1's sales volume and the BEQ is called the 
margin of safety (MOS) .. So, if the firtn sells 280 hot dogs in a week but only 
n,eeds to sell 100 ro break ,even, i·rs MOS is 180 hot dogs. 



Break-even quantity/point 

t;y V.lord dt:finition 
The break ... e,.\l'en point (BEP) is wher,e the rotal coses of production equal the 
total :revenue. The break .. even quantity (BEQ) refe rs to th~ quantity of sa les 
or output ·required to break even. 

• Profit or lloss 

1 t I I 

" ' \ •' Ot( t ~ l It I 

Pr-ofit is the positive difference between a firm~s total sales revenue (TR) and 
its total costs (TC). It is the reward for successful risk-taking in a business. 
Profit can be ea.Leu lated in two ways~ 

Profit = TR - "TC 

Profit= Total contribution - TFC 

A loss ,occurs if total costs ,exceed. total revenues. 

--------

EXAM PRACTICE 
4 BHS Cupc:akes has variable costs of $0.25, per cupcake and s,eUs. theS,e for 

$1 .50 each. 11s fixed costs ,a111e $10000 pe,r month. It seUs an av,erage of 
9 SOO cupcakes per month. 

a Ca lcu tate· the contn bun on pier unit for BHS Cupcakes. 

b Calculate, how many cupcakes BHS Cupcakes mus1 seH ,each month 
,n order to break even. 

c Calculate the margin of safety for BHS Cupcakes. 

d U lus1rate 'the above answers on an accurately p llotted break­
,even chart. 

Kev,vord de inition 
Target profit output (or target profit quantity) refers to the sales volume 
(quantity) needed in order ro reach d1e targ,et p rofit. 

Fixed cost + T arget profit 
Target p roftt quan tity = ------------

Price - V s ri able cosr per un it 

l(ey ,v n. d fini tiL n 

[2) 

[2) 

[2) 

[5] 

Target profit is the desired or expected profit from a business, i.e. ho\V n1uch 
profit it aims to ,earn. k ea n be easily determined frotn a break.-ev,en chart by 
comparing the total cost and total revenue curves at each Level of output. 

'Targ'et price 

ev,vord defi 1 it ion 
Target price is the atnount charged to custotners in order to reach brea.k­
even (or any desited target profit). The target pr ice for break•even is found 
using the forn1uhu 

Target p rice = Aven1ge Fixed Cost + Av~rage Variable Cost 

or 

Target price == (Total Fixed Cost 7' Output) ~ Average Variable Cost 

3 .3 Break~.even analysjs 83 

The y...a:xis shou Id be correctly I abeUed 
as 'Costs and revenue('$)', i.e. irt. shou td 
indude an appropriate currency. The 
x-axJis should be appropriately iabeHed 
100~ and include the correct unit of 
measurement (such as tonnes, kUosf 
number ,of cust,omers, or even ho1 
dogs. depend~ng on 1he con1ext oi 
'the· questiio,n). Th ~s is a c,ommon area 
1·or ,error that students often lose 
marlcs on. 

-- -----------

- - _:;~, ... 1 .. .. l. • 

:,,~~,;a~r.t\:t.! p~ 

The margin of safety (MOS) 
i·s measured along the x~ax~s. 
Th~s means the correct unit of 
me-asurement io r "the MOS is 1he 
u n1its of output . Too, often, students 
incorrectly express the MOS us1 ng the 
y ... axis in terms of a o.Jrrency. 
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EXAM PRACTICE 
5 Cakulate the t,otal contribution r,equired for Anson Miu & Co. based 

on 1he foHowJng data: F1ixed costs= $10000 per month and "target 
profit = $3 5 OOO pe,r month. (2) 

6 Suppose Li & Tse JeweHers has a target profit of $200000 pe,r year. 
earns a un~t contribut,on of $500, and incurs fixed costs of $50 OOO. 
Calcul,ate the targ,et pr,ofit output for the firm. [2] 

7 Suppose Bhardwaj Watches has fixed ,costs oi $3 SOO per m,onth, 
direct costs of $120 per watch. a sales ta rg,et of 60 watdhes per 
month and a tar,get profit of $2500. Calculate the tar,get price for 
Bhardwaj Watches. [2) 

8 Paine & Nguiyen Consultancy charge $Si00 per pe,rson for thefr 
training courses., with unit variable costs of $,420. Themr fbced costs 
are $1 2 OOO per month. 

a Calculate how many peop,lle must pay f,or trrajning with the firm 
each mo,nth in order fo,r the ifrm to break even. (2) 

b If 1the, fjrm has a 'target profi'lt of $20 OOO. ,cakutate how many 
people are required to pay for tra~ning courses each m,on1h. [2) 

Th effects of changes in price or cost on the break~ 
ven quantity, profit and margin of safety, using 

graphical and quantitative methods (A02, A04) 

• A higher price will reduce the break.,e:ven quantity. Oiagra1nmatically, the 
moral revenue (TR) line will be ste:epet· due to the higher price, so break .. even 
occut-s at a lower level of output. The opposite is t:rue for a r,eduction i.n price, 
i.e. the firn1 would have to sell more in order to break even. 

• This means that a higher price will reduce the margin of :safety (because the 
firm breaks ,even earlier). However, this assum,es that the sales volume does 
not fall following the 'increase in price. 

• Higher costs of production (fixed and/or variable costs) wHl increase the 
break·even quantity. Diagrammatically, the total cost line would be steeper 
if ,only variable costs increase or shift upwards if there is an increase in 
fixed costs. 

EXAM PRACTICE 
9 Study the data below for Alyssa Stephen's, Hot Dog Stan and answer the 

quest~ons that foillow, 

• The prke of each hot dog is $6. 

• The vana ble cos.ts of each hot dog is $2 . 

• Het rent •s $400 per week. 

Salies quantity = 280 hot dogs per w ,eek. 

a Suppose Alys,sa Stephen's Hot Dog Stall ra~ses n:s price to $7. 
Construct ra fuUy labeHed diagra rn to show 1he old and new 
break·even f,oHowing the firm's dedsion to raise its price. ~6) 

b Assuming there •s no change in the demand for ho1 dogs at 
AlysS-a Stephen·'s Hot Dog StaH, cakulate the new marg~n 
oi safe1y. (2) 



The benefits of break-even analysis (A03) 

• It is a visual tool which enables managers to easily interpret the relationship 
between fixed costs, variable costs, price, revenues and profits. 

• It is a strategic decision .. making tool, e.g. if the analysis shows a very high BEQ 
with a very low MOS, the decision might be t,o refrain fro1n implementing 
such a high,risk decision. 

• The model works. well for the :analysis of single-product firms. 

• It is useful for analysing and predicting the impacts of changes in the price on 
the profitability ,of the business. 

• Similarly, it is useful for predicting the effects on profitability if the business 
changes its costs. 

3.3 Break~,even analysjs as 

The limitations of break-even analysis (A03) 

• 'The tnodel assuines that costs and revenu~ are static, i.e. it assumes 
unchanging conditions in the tnarket. In rea Hty, variables such as intlation 
and interest rates (see Unit 1.5) wHl affect the forecasts. 

• Prtces .and costs are assumed ·ro be constant, so the TR and TC lines are 
linear. In reality, 6rms are likely to expe..rience economies of scale (or 
diseconomies of scale) as their output levels increase. Businesses are also lik_ely 
to offer price discounts to people who buy in bulk. 

• It is not always easy to cla.ssify certain costs as being only fixed or only 
variabte, e.g. electricity charges might be oonsideJ.i@d as semi.variable costs (see 
Unit 3.2). Hence this can prove problecuatic for the construction of bre-a k~ 
even charts. 

• As tnost businesses sell a r.ange f products, ·rhis 1night require fixed costs 
~o be allocated to different cost and profit centres (see Unit 3.9). Therefore, 
break .. even analysis might not be suitable for multi.p:roduct businesses. 

• The effectiveness of the tnodel depends on the accuracy ,of the data used. 
Prices and cos·[s are only estimates (forecasts) which the business might 11.ot 
have computed accurately, thus lin'liting the usefulness of the predictions. 

• The cnodel also assumes that only one product is produced and sold by the 
business. For example, hotels have different prices for differ,ent types of roon1s; 
as well as other related services such as laundry and catering services. 

• As a quantitative tool, br,eak...even analysis ignores qualitative issues in decision 
n'la king~ e.g. the impact of working at higher levels of output may cause huge 
anl.ounts of stress and demotivation for the workforce~ 

f igure 3 .6 The Burj A l Arab Hotel in Dubai ch arges a 
range of prices for d ifferent types of accomodation 

Examine the extent to whidh 
break-even anatrysi.s i's a use,ful 
managem,ent tool for an 
,organmza1•on of your choke. 
Consider the ,concepts of change, 
and strategy in yo,ur answ,er. 
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3.4 Final accounts (some HL only) 

The purpose of accounts to different 
stakeholders (A03) 

• Fin al accounts comprise of the profit and loss account, the balance sh,eet, and 
cash flow statements (see Unit 3. 7). 

They are important because they show directors, owners (or shar,eholders) at1d 
other stakeholder groups the financial performance of the business during rhe 
accounting period. 

• The final accounts enable managers to have the necessary quantitative data to 
support decision tnaking. 

• For external stakeholders, the purpose of accounts is to help them to make 
rational j udgen1.en.ts about the business, e.g. ban ks and o ther lenders can assess 
the extent to which the business can afford debt (borrowing). 

• It is important for shareholders to hold directors accountable for their use ,of 
rhe oo,mpa.nis funds and to assess how safe their investme1u is, ,e.g. the final 
accounts indicate the finn~s -ability to Su l"Vive in rhe short term. 

• Potential shareholders and investors will be interested in a finu's final accounts 
as this n1ay affect their willingness to invest in the company, e.g. they will use 
the accounts to measure the firm's liquidity p sition. 

The principles and ethics of accounting 
practice (A03) 

• Integrit y - Aocountants need to be open and honest in all aspects of their 
professional conduct, e.g. final accounts should be r,eported accurately and 
truthfully with the ta..x authorities and all other interested stakeholders. 

• Objectivity - The reporting of final account~ should nor contain bias o:r 
undue influence of other parties. Accountin g practic@s should be free frotn any 
conflict of in tetest between the business and its various stakeholder groups. 

Professional competence and due care - This means accountants have a 
professio,n·al dury l!O continue rheir professional knowledge al"ld act diligendy. 
They should stay up t o date wirh developmen·rs in rhe indusrry, including 
changes in legislation and accounting practices. 

C onfidentiality - Accountants tnust respect the confiderttiahty of financial 
data and lnforn1arion acquired as a result of th,ei r profession. They 1nust not 
disclose any of 'this to third parties unless there is a legal or profe~:ional d uty to 
do so. The data n10st not be used for personal gain of the accountant or third 
parties. This is both a legal and ethical obligation. 

• Profes ionc'\l beh aviou r - Accounrants must avoid any action that could brlng 
rheir profession into disrepute,. e.g. rhey must cotnply wid1 r10levanr laws and 
r,egulations regarding accounting practices. 

Profit and loss account 
• The protl t and }055 accounr sho,ws d1e net profl. r ( or loss) after all cosrs have 

been deducted from the organization's revettues, per ti1ne period (see Figure 3. 7). 

Sales revenue refe(s to the n1oney a business earns frotn selling 'its goods and 
services. 



Co t of good sold (COGS) refers to the direct costs of production. 
COGS can include raw mat,erials, components, packaging and direct 
labour costs. 
T .he for:mu la is COGS = Opening srock. + Purchases - Closit1g srock. 

Gross profit is the amount of profit fron1 ordinary tradit"lg activities. It is 
calculated by taking away the value of COGS from the sates revenue. 

• ·Exp@nses are the indin~~er costs of production, such as ren.t, insurance and 
1.nanagen1eDr salaries. Interest and tax are not included :in this section because 
they are expenses that are beyond the contl"ol of the business, making 
historical benchmarking difficult or 1neaningtess. 

• Net profit before interest and tax shows the value of profir bef0rre 
deducting interest r@payments on loans (the rate being determined by rh@ 
central ank) and taxation on profits (the rate being determined by the 
central government). 

• Net profit after intere5t and tax shows th actual amount of profi t the 
business has at its disposal after aU costs are deducted {including int,erest 
and tax payments). The net profit can then be distributed between the 
shareholders and/or retained in the business. 

• Dividends are the payments tha'[ a compan.y pays ro :i'l:s shareholders fron1 its 
net profit after interest and tax. The amount disrributed to shareholders is 
deter-mined by the board of directors. 

• Retained profit is the an1.ount of net profit remaining after aU costs ar,e paid 
and shareholders have been cotnpensated. It is an importanr internal source 
of finance (see Unit 3.1) that can be used for maintenano~, investments, 
financing growth or kept as reserve financ,e. 

Profit and loss account for ,(Company name), 'for the year ended (Date) 

Sm 

S.al,es revenue 

Minus Cost of good:s sold 

Gross profit 

Minus Expenses 

Net profit before interest and tax 

Minus Interest 

Net profit before tax 

Minus lax 

Net profit after i nteiiest and 1ax 

Dividends1 
Retained profit 

700 

350 

350 

200 

150 

10 

140 

25 

115 

35 

80 

,f ig u re 3.7 Format of the profit and loss acc=0unt 

Source: IB Diploma, Business Management Gujde1 
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D.vmdenids, do not have to be paid 
out to shar-eholders every year if 1he, 
company dedares a pr,ofn. Instead, 
1he dkectors rnary choose to use the 
iunds {t'ieta •ned prof its) .as, an ,nterna! 
sou rc,e oi fina nee. 
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EXAM PRACTICE 
1 M alanow sk; Company has, ,an open ~ng stock of $45 OOO, ,a dosing st,ock 

of $35000, and has purchased stock during the year costjng $65000. 
Cakulate the firm's cos-t of goods sold ,{COGS}. (2) 

11 Construct the prof~t and loss account from the data for Axner lnsur.ance 
Company f,or the year ending March 2016. [4) 

Cost of goods so Id 
Dividends 
Expenses 
Gross profit 

Interest and tax 
Net profit 
Net profit after interest 
and tax 
Retained profit 

Sales turnover 

Bal,ance 'She,et 

430000 
65000 

80000 
270000 

55000 
190 OOiO 

135000 

70000 
700000 

• The balance sheet shows the value of an organization,s assets and liabilities at 
a particular point in time (see Figure 3.8). Assets are the items of value that 
a business owns, e.g. buildings, equipment, stoc'k and cam. Liabilities are the 
debts the business owes to others, e.g .. money owed to banks or suppliers. 

Fixed assets are bng.-term assets (lasting cnore than 12 n1onths) used to 
produce goods and services, e.g. Land, buildings, vehicles, equipment, tools, and 
machinery. The value of :most fixed assets depreciates over time (their value 
drops) so deducting accutnulated depreciation gives the net value of fixed assets. 

• Current assets are short.-term, liquid assets of the business that are intended to 
be used up within the year, l.e. cash, debtors ru.~d stock: 

D Cash - This is the money a business has at its premises and in bank 
ae-counts1 n1aking it easily accessible., 

D Debtors - These are custo1ners who have received. goods or sel"vices~ but 
have yet to pay for then"l. The typical credit period given to 1cu stotners is 
between 30 :and 60 days. 

D Stock - Inventory of goods for sale \-vithi n a short period of time. 

Current liabilities ar,e $hott.-term debts that need to be repaid within 12 months 
of the balance sheet date, :i.,e. overdrafts, credi rors and short .. term loans: 

D Overdrafts -An overdraft is a banking service that enables customers to 
overdraw on their bank account, i.e. to take out 1nor,e 1noney than exists 
in the account. They are used for ver-y short .. rerm purposes and typically 
repaid within a few months in order to avoid h igh interest charges. 

D Cr-editor, - Suppliers tnay give trade credit (the option to buy now but pay 
later), which needs to be rep a id, typically within 30 to 60 days. 

D hort-ter1n loans - Advances (loans) frorn a financial lender~ such as a 
bank, that need to be repaid within 12 months. 

• Working capital is the atnount of money available for the day .. to .. day runn.ing 
of a business. It is needed to fund business activity and trade~ e.g. to pay for 
wages, ra·w materials, and utility bills. It is calculated by the difference between 
cur.rent assets and current liabilities. Hence, working capi'tal is also known as 
net current assets. 

Net asset are the o,vera U value of a fi_nn's assets after aU liabiliti,es are 
accounted for. Hence, net assets~ Total assets - Total liabilities. 

• The value of net assets on a. balance sheet ·mu.st balance with the value of 
equity. This is the finn's :internal somces of finance, made up of share capital 
and r,etained profit. 

Expert t ip 

SL students do not need to cakulate 
depredat~on but may need 1o 
include the figure fo·r accumulated 
depr,edatmon \i'l.n'len constructing a 
ballance shee1 in 1he fina I ,exams. 



Share capital is the value of equity in a con1pany funded by shareholders. 
The value can increase over time if the business issues (sells) n1ore shares as a 
source of finance. 

• Ret ained profit is the at11.oont of tnoney remaining after all costs h ave been 
paid (including 111,terest and tax) and allocating a proportion of the profits to 
shareholders ( in the form of dividends). It is recorded in both the profit and 
Loss account and the balance sheet (as a source of,equity). 

Balance sheet for (·company name) as of (DateJ 

lfi xed assets 

Fixed assets 

Minus Ace umulated depredation 

Net fixed ass-ets 

Cu rrent assets 

Cash 

Debtors 

Stocks 

Tot.al current asse1s 

Cu ttent liabil ities 

Overdraft 

Creditors 

Short-term loans 

Total current I iabilities 

Net current assets (working 1capita I) 

Total assets less current liabilities 

Minus Lo ng -term liabilit ies i(debt) 

Net assets 

Financed by: 

Sha re ea pita I 

Retained profit 

Equi t y 

fi.gure 3.8 Format of t he ba lance sheet 
Source: IB Diplom,a Business Management Guide 

l:.XAM. ·PRACTi c'E . . . 

Sm Sm 

500 

20 

10 

12 

35 

57 

5 

15 

22 

42 

300 

110 

85 

480 

15 

4915 

195 

12 Construct a balance sheet f,or Lietz Watch Co,mpaniy from the data below 
presented on 31 March 2016,. [4) 
·r -- - - .. ~ ;: · 
.. ~~~ 

I'! . - ~ __..,_ - · 

Retained profits 100000 

Net current assets 150000 

Long~term liabiHties 200000 

Share capital 300000 

Net assets 400000 

Fix,ed assets 450000 

3.4 Final accounts (some HL only) 89 
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Different types of intangible assets (A01) 

• An. intangible asset is a non-physical asset that adds value to an organization, 
e.g. customer goodwiU and intellectual property rights (patents, copyrights .and 
uademarks). 

• Goodwill refers to the established 'l'eputation and networks of a business, 
enabling it to be w-orth more than the ntarket value of its quantifiable assets. It 
helps to attract and retain \.\"orkers and to establish new investors. The value of 
goodwill is only realized when the bu:siness is actually sold. 

• A patent is the exclusive right granted ~o an organ.ization by the governnient 
to make use of an invention or process for a particular period of time. lt gives 
the u1ventor an incentive to invest time and money to conduct research and 
develop1nent. Patents give the business a unique selling point (USP) for a 
given rime period. 

• Copyright as a form of intellectual property light gives the o,vner legal 
:rights to a creative piece of work~ e.g. book, n1usic or movie~ It provides legal 
protection ag.a.inst crnnpetitors using its published works. 

• Trademarks are the legal protection for a.n organization's registen~d 
syn1bol (logo), word (brand), or phrase (slogan). on1e large multinational 
companies such as Apple, Coca.Cola and Toyota have brand values worth 
billions of dollars. 

It w iU prove useful to learn and understand the formulae used to construct the 
final accounts: 

~Key .t~rm-~ {Formu'ia -
.. . ' . - ~ 

Cost of g,001ds sold (COGS) 

Depreciation: straight I ine method 
(per year) 

Depreciation: reducing bala nee method 
{per year) 

Gross profit 

Net assets 

Net profit 

Equity (or Owners" equity) 

Retained profit 

Opening stock + Purchases - Closing stock 

(Purchase cost - residual value} + Ufoispan 
of asset 

Purchase cost x Depredation rate 

Net profit - Gross profit 

Sales revenue - Cost of goods sold 
Fixed assets + Wo rid hg capita I - long­
term I iabi Ii ties 

Gross profit - Expenses 

Total assets - Tota l liabilities 

Ne,t profit after i n1erest and tax -
Dividends 

Methods of depreciation (A02, A04) and the strengths 
and weaknesses of each method (A02) (HL only) 
~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~---ail;Wt'Jrra:-~ 
• Although depreciation reduces the value of fixed assets, there is no actual cash 

outflo,w fro,m the business. Instead, it is recorded on the profit and loss account 
as an expense, tl""tereby reducing profit for the year~ 

• It is .important to calculate depreciation as 1nan.agers, shat-ehoJ.ders, lenders, the 
governtnent and potential investors all want to la1.0w how much the busin.ess 
is actually worth. If it is not considered; profits become overstated until the 
tilne comes for the fixed assets to be replaced. 

• Wear and tear is the .major cause of the fal1. .in the value of fixed assets, such as 
vehicles and machinery. As the asset is continually used, it does not perfonn as 
·well Used iten1s fetch a lower market value. 

)r'\ · )rd ·t h it ion 
Depree iation is the decline in the 
value of a fixed asset over time, 
main ly du to usage (wear and 
rear) and n ewer models or better 
technologies being available. 



In n1any cases, the asset has a residual value (,or scrap value) Vvhen being 
replaced. However, the scrap value at the end of the asset's useful life is 
difficult to forecast accurately. 

• Fixed assets can also, becom.e obsolete (outdated) as newer models and better 
technologies beco1ne available over time. In such cases~ the scrap value of the 
asset could be zero. 

Str.aig1ht U1ne method 
• The straight line tnethod of calculating depreciation reduces the value of fixed 

assets by equal atnounts each year (see Figure 3.9). 

• It is calculated using the formula; 

Annual depreciation ~ Purchase cost~ - Residual value 
Lifespan 

• The tnain advantage of straight line depreciation is the simplicity of the 
.n1ethod to calculate depreciation. 

• The main weakness is that 1nost A~ assets, such as vehicles or comput,er 
hardware, depreciate significantly lnore in the ,early part of their life. Writing 
off the sa1ne an1ount of money each year can create mi.sleadi ng figures for the 
book value of the fixed assets. 

EXAM PRACTICE 
13 Tse and Li Solicitors. recent,y purchased a new computer syst,em for $120000. 

It has an estimated useful hfe of four years w-tth an estima1ed residual value 
of $20000. Calculate 1he amount of annual deprecia11on for the firm. (2] 

Re,d'.1ucin,g/decli.ning bala1nce :meth,od 
• The declining balance method of depreciation reduces rhe value of a fi.N.ed a.sset 

by a predetermined percentage each year. This results in a. larger amount of 
depreciation during the ear1ier stages of the assetjs useful life (see Figure 3.10). 

• For each year, the depreciation is calculated using the formula: 

N et book value x Depr@cia.tion rate 

• Thus, the ftnn's ta.x Uability will be lower in the earlier years co1npared vvith 
the straight line tnethod. However! the value of the firm's net assets will also 
be lower. 

• The ma in advantage of the declining bala nee method of calculating 
depreciation is that it is 1nore realistic (ac-eurate) in measuring the market 
value of fixed assets compared to using the straight line method. 

• However, the main drawback is rhat it is m.or,e difficult {time consuming) to 
calculate. 

14 Harlow and Wang Statmoneirs pur,chase a printing machine for $,100000 
with an ,expect,ed usef-ul Ufe of five years. The, ffrm uses a depredatjon 
rate of 30o/o . Cakulat,e the res.iduai value of the asset after fjve years. [3] 

15 Marc Morns purchas,es- a manufacturing mach~ne tor $20000. ~t has a 
useful life of five y,ears and ,a residual value at the end of this period of 
$3000. He esttmat,es a deprecrat~on rate of 25% ,f the reducing balanc,e 
m1ethod ~ u.sed. Calculate and compare the results of the str.a ight IJ ne 
and reducing balance me1hods. [6] 

' 
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Expert tip 

As depredatjon is only an est~mated 
ii gure, there can be a difference 
betw,een the value of a fixed asset 
recorded ,n the fjnal acco,unts .and 
its actual market value. The book 
value is 1he value of the fixed asset as 
cakulated in the balance· sheet but 
1he market value is the actual va Jue ,of 
1he fixed as,siet when it is sold. 

Time 

Figure 3.9 The straight line 
depredat ion method 

-~ 

Time 

Fi gure 3 .1.0 The reducing 
ba lance dep reci ati on method 

I CUEGIS CONCEPTS 
Explore the role of ,ethics and 
,organ mzational culture in the 
report• ng o1 final accounts for an 
organ ,zat,on of your choke. 
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3.5 Profitability and liquidity ratio analysis 

Profitability and efficiency ratios (A02, A04) and 
possible strategies to improve these ratios (A03) 

• Ratio analysis is a fit.·umcial management tool for analysing and judging the 
performance of a business. 

It aUov.rs for historical comparisons of a business in different titne periods. 

• Pr-ofitabiliry ra:rios look ar the level and value of a firm's profits and . nable 
stekeholders to measure the return on their investments. 

Profitability rados express profits as a percentage of sales revenue. They can be 
calculated using the gross profit margin or net profit margin. 

G1ross p,rofit m1,a11rgin 
Gross profit is the difference between a finn's sales revenue and its cost of 
goods sold (COOS). 

• The formula for calculating the gross profit n1argin is: 

Gross profit margin~ Gross profit x 100 
Sales revenue 

• o, if sa.les revenue equals $10 n1illion, OCXJ equals $6 m, the 
gross profit= $10m - $6rn = $4m .. Ha1ee1 GPM = $41n 7 $101n = 40%. 

• The higher the GPM, rhe more profitable rhe firm has been. 

• Methods a business can use to improve its GPM include: 

D using ilnproved protn.otional strategies to persuade mor,e custrnners to hu y 
its products 

D intt·oducing new products with higher gross profit n1.atgins 

D cutting prices of products sold in highly competitive markets in order to 
a.uract more customers 

tJ sourcing suppliers with cheaper raw materia l prices, resulting in lov1er 
COGS. 

Net [profit m1a1rg,in 
• Net profit is th.e surplus remaining after all production costs, including 

exp~nses, have been fuUy paid. 

• The net profit 1nargin (NPM) shows the percentage of sates revenue that is 
'Curned into net profit. It is calculated using the fonuula: 

Net o6. . N et profit befrne interiest and ra x lOO 
- - pr t margin - Sales revenue x 

So, if sales revenue equals $10 tnilljon, CCXJS equal $6 million and expenses 
equal $3 million, then net ptnfit = $l0m - $6m - $-3m = $1 ,m. H.ence, the 
NPM = $1 m + $10 m = ]O~t. 

The higher the NPM, the greater the financial return as a percentage of 
the finn's sales revenue. It also indicates greater efficiency in tnanaging the 
firm's expenses. 

• To improve the NPM,. managers can strive to reduce excessive and 
unnecessary day•to~day expenses. In the long run, it could even consider 
r,elocating to areas with lower rent charges. 

:.y\\', r I ef i r iti0r 

Gross profit margin (GPM) is 
a profitability ratio that shows a 
firn1's gross profit expressed as a 
percentage of its sales revenue. 

·,:v.-· rd dt f inition 
N et profit margin (N PM) 
measur,@s a firm's overall profit 
(after all costs have been 
deducted) as a percentage of its 
sales r1even.ue. 
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E.X~M PRACTICE 
16 Joe Heaton's Khchen has a gross prof,t of '$3.5 1mimon, sales revenue of 

$5. S miltjon and ,expenses of $1 . S mtlljon. Cakul~te 1he f~rm's gross profit 
margin and net prof~t margin. [4] 

• ROCE 
• Capital ,employed is the sum of all assets less current liabilities, i.e. fixed assets 

+ working capital On the balai1.ee sheet, it is also found by the formula: 
Equity+ Long .. rerm l.i.abilities. 

• R:OCE is an j mportant ratio that measures the financial performance of an 
org~nizati,on co1npar,ed to the amount of capltal i11.vested in the business. 

• It is calcula.red using the formula: 
Ret .. ·ta1 . r\1r.: .. ~ (RCCE) _ Net profit before interest and tax .· 100 um on capii ern~y11;u - Capital en1ployed x 

• The RCX:E ratio can be improved by using strategies ·tha·t~ 

D lncliease the Level of a fun1.1s sales revenu~, e.g. p1u1notional offers, reduced 
prices to entice customers, wider distribution networks ,or improved products. 

D Reduce costs of production, e.g. better stock control systetru (see Unit 5.5), 
improved qu.aHry maLi.agemenr systems (see Unit 5.3), ,or taking greater 
advantag of economies of seal,~ (see Unir t6). 

Cl Sell unproductive assets in order to have better liquidity. A reduction in 
such assets results in a better cash position. for the firn1. 

EXAM PRACTI.CE 
1 .. • .. 

17 Andre Panrnu .and Partners hav,e· a gross profit of '$100 mi,. expenses of 
$10rn and capital ,employed of $300m. Calculate the firm's re1tnn on 
caiprtal em1pl oy;ed. [2] 

Liquidity ratios (A02, A04) and possible 
strategies to improve these ratios (A03) 

Liquidity ratios calculate the ,extent t,o which a business can pay off its short;.. 
term debts with its current assets. 

• Managing liquidity is important to prevent a liquidity crisis (when a business is 
unable to pay its shorr .. tern1 debts). 

• The two categories of liquidity ratios are the current ratio and the acid test ratio. 

Current ratio 
The current ratio n-ieasures the value ,of a firm's liquid assets (cash, stocks and 
debtors) cornpared to its short-tenn liabilities (overdraf t:s I creditors and short­
ter m. loans). 

• It is calculated usl ng the fonnu laz 

Current ra.tio = . C urrent as ets 
Current lia.biliti!es 

• So, if a firm's current assets equal $15.6 n1illion and ,current liabilities 
equ~l $11.2 tniUion, then its current rati.o ~ $15.6 million :- $11.2 tnilliot1 
!!!!!! L39~L This figure tneans that for every $1 of curren t liabilities, t he firm 
has $L39 in Liquid a.ssets. 

• As an absolute 1ninj1numt the current ratio 1nust be l!lt i.e. the firm has 
enough liquid assets to pay off its short.-tern1 liabilities. ldeaUY, the ratio should 
be ar,ound 2: l for most industries. 

\.· · rc..l efiniti n 
The return on capital employed 
(RCX:::E) ratio measures a firm's 
efficiency and. p rofitability in 
relation to its size (as measured by 
the finn's capital en1ployed). 

Many s1udents seem to think that 
profitability ratios a re used to s,ee 
how mud1 profit a busj ness earns. 
Thi1s can be done .simply by looking 
at a profit and ,os s account. Ratios 
reqt.d re the c,om par1ison of two 
numbers., such .as comparing net 
profit against sales revenues. 

, .. ,_ .r,-wd ef initinn 

Liquidity ratios a re the financial 
ratios that look 8t a firm's ability to 
pay its debts. 

The current , ratio is a short-term 
liquidity ratio which calculates 
rhe ability of a busin ss ro meet its 
debts within rh next 12 months. 
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To improve the current ratio, a business can: 

D attract tnore customers and encourage them to pay b1 .. cash 

D deposit cash that is not being used in1.minently into higher interest accounts 

D use its cash balance to pay off short-tenn debts 

D negociate wi.th suppliers for an extended credit period to improve its liquidity 

D fund shor&-te.rm debt with l,ong-tei:n1 liabilities, which allows the firm to 
repay debts over a. longer period of thne. 

EXAM PRACTICE 
18 Cla~re H.ao Acoessories has the following financtal data: cash c:: $1 50000~ 

debtors.= $165000, overdrafts= $5,5000, short-term loans= $25000, 
stocks = $145000 •. and 1rade creditors= $80000. Calcuiate the firmi's 
current rabo using th,s information. (3) 

Aci 1d test/q·uick ratio 
• The acid test racio (or quick ratio) is sinlilar to the current ratio except that 

stock (invei.1.to,ry) is excluded from the calculation of ,current assets. 

• It is a suitable tne.asure of liquidity for businesses with stocks that are not 
always ea-5ily converted into cash or for products that have a long "'orking 
capital cycle (see Unit 3.7). 

The quick ratio is calcula·red usin.g the. formula: 

Acid rest (quick) ratio~ Current asset - stock 
Current liabilities 

• So1 if cut.rent assets ,equal $15.61nillion, current liabilities equal $11.2 million 
and stock equals $1.8 n--iiUion; the acid test ratio = ($15~6 n1.iUion - $1.8 miUion) 
+ $11.2 million~ 1.23:1. This figure means the business has $123 of liquid assets 
(wLthout having to sell any of its stock} for every $1 of current liabilities it incurs. 

• An. acid test ratio of less than 1:1 means the firm has a liquidity prob]em ~s 
there are insufficient funds frotn its current assets to pay off short·tern1 debts. 

• To improve the acid test ratio, a business can: 

Cl Use the same tnethod s that improve the current ratio. 

D Improve its stock control n1anagement system (see Unit 55); when the 
wlue of a fi.nn's stocks (inventories) falls, -.:he acid test ratio increases. 

.6 fficiency ratio na Jysis (HL only) 

Efficiency ratios (A02, A04) and possible 
strategies to improve these ratios (A03} 

• Effi.ciency ratios are used to 1neasute ho\v weU an ot-ganization uses its 
resot1rces and available capital to generate inco1ne 

• Examples of,effkiency ratios include: ·che stock turnover (or inventory turnm·er), 
debtor days, creditor days and gearing rarios. 

The ratios are used by n'lanageni.ent to help improve the organization, e.g. 
reducing the time taken 'to collect cash from cu ston'lel's or speeding up ·the 
ti1ne ·to convert stock into cash. 

• There is a positive correlation between efficiency ratios and. profitability ratios 
(see Unit 3.5), i~e. when businesses are efficient "ith the·ir resources, they t,end 
to be n1ore profitable. 

A higher current rratjo •s not always 
a g,ood thin,g. A busjness can have 
·too much s.t,ock. wh,ch tles up 
workmng ea p11al. It can hold too, much 
cash, w'hkh show d be used to fund 
bu~ness act1ivity jnstead. It migh1 also 
have too many debtors. which agaj n 
harms working cap,1at 

T he acid test ratio is a liquidi.ry 
ratio that measures a firm•s ability 
to 1neet its short~term debts. 
It ignor,es stock heca.u se son1e 
inven·l!ories are difficult ·to turn 
inro cash in a short t i 1ne frame. 

CUEGIS CONCEPTS 
Discuss the rote of fina I accounts 
and rat~o, analysis ~n fo,rmulating 
th e corpora1e strategy for an 
organ•za1ion of your choke. 

. . ... ·- - ~ .. -. . .. . .. . . . 



I 1nve ntory/stock t 1u rnov1er 
• The st,ock turnover ratio is used to calculate how .many times a firm's inventory 

needs to be replaced in a given tini.e period (typically a year) or how quickly its 
stock is so1]d and replaced. 

• It is calculated using one of nvo fo,rmulae! 

Cost of goods sold 
tock turnover (number of ti.'m.es) - ---~--­

Average stock 

or 

S ·k . ( 'b f d ) Average stock 365 toe turnover nu1n · er o · ays = C.O f d ld x : · · 
St O goo S SO 

• Hence, a busi.ness with $10 OOO of average inventory and total cost of goods 
sold of $100000 has effectively sold its stock 10 times ewer. A lternatively, it 
takes an average of 36.5 days for the finn to sell its average inven·tory holding.. 

• The average stock value is found by the formule: (Opening stock + C losing 
stock)+ 2. 

• Stock tuinover varies for businesses operating in different industries, ,eg+ 
supermarkets wiU have a higher inventory twnover rate than high .. end 
j,eweUers or tnanufocturers of luxury cars. 

• Businesses that sell perishable products rely on a short working capital cycle 
so need to have a high stock tu mover rate. By contrast, those selling products 
that are durable and with a large profit margin can :a.fford for the stock 
turn.over ro be lower~ 

• tock turnover is a less relevant financial ratio to service providers such as 
tuition coUeges, instuanc1e finns, tour operators and hairdressers because they 
hold few, if any, tangible produces for sal1e. 

• Methods to improv,e the stock turnover ra'tio include: 

D Di~posi.ng of obsolete stock to reduce the firn1,·s level of stock 

t:I Offering :a narrower range of products so there is betcer sr,ock control and 
less stoclcpilit1tg. 

Cl Adopting a just•in,time stock control system (see 'Unit 5.5) as stocks of ·ra~T 
materials and components are order,ed only when needed, i.e. t here is no 
need to hold any amount of inventory. 

19 Weng1er Co. has cost of goods solid {GOGS) valued a1 $525000. It 
started the year w jth stock w orth $250000 and at the end of t he 
year has dos~ng ·sio,ck valued at $ 50 OOO. Ca k u Jate the corn pany' s, 
stock -turnover ratio. 

Debtor d1ays 
• The debtor d:ays ratio calcu la.tes the mrerage debt collection period of 0 

bu siness1 i.e. the tin1e taken to collect money fron1 its customers who have 
bought goods and services ,an credit. 

• It assesses how efficient .an organizario:n is at 1nanaging its credir control 
systems. 

• It is calculated using the formula! 

. . Debtors . 
Debtor days ratio, (nu 1nber ,of days) - ~ . l l x 365 

ota sa es re\."eI\Ue 

• In general, the lower the debtor days ratio rhe better it is for rhe business. 

[2] 

A higher ratio suggests that sales rev,enue has grov,,111 faster than ea sh receipts 
from ,cust1omers, i.e. a higher proportion ,of custon1ers pay using trade credit. 
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The stock turnover ratio measures 
the number of days it takes a 
business to sell its stock or t he 
numher of times r he business 
replenishes its stock during a given 
period of time. 

(,.. ._J defi c it i 11 

The debtor d ays r atio measures 
the average nun1 ber of days a 
business takes to collect debts from 
its customers who have bought 
goods and services on trade credit. 
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Methods to improve the debtor days ratio include: 

D encouraging customers to pay by ca.sh, ,e.g~ offering a cash discount 

D reducing the credit period offered to clients 

D tighter credit control, i.e. ,offering credit only to customers with a good 
track record of paying their invoices on time. 

20 Skarkey Ltd seHs 100000 units of output at a price oi $15 eaoh. 11 has 
debtors, to the value of $300000. Caku~ate the firm's debtor days. ratio. [2] 

Cr,editor days 
• The cre:litor days ratio calculat,€5 the length of rilne taken, on average, for a 

business to pay bac.k its supptiers. 

Credito,rs Cteditor days ratio (number of days) = x 365 
Cosr of goods sold 

• In general, a. business that delays paying its bills and short .. term debts 1can 
maximiz,e its cash flow (assuming there are no interest charges for late 
payment or loss of goodwill fr0tn suppliers). 

When the value of creditors risesl the ratio also rises. This suggests that n1ore 
is being bought on trade credit or the timing of payments to suppliers has 
been dela.yed, i.,e it takes l,onger to pay creditors. 

• For a business, the debt collection period (as calculated by the debtor days 
ratio) should ideally be shorter than the creditor payment period (creditor 
days ratio). 

• Trade credit is typically offered for 30 to 45 days, so a cr'€ditor days ratio :in this 
region :is generally ecceptable. However, t h is varies between industdes and 
countries. 

Methods to iniprove the credit-or days ratio include; 

D negotiate extended credit periods with suppliers 

D seek alternative suppliers that offer better trade credit tenns and conditions 

D pay for stocks and other it,ems of expenditure with cash, .rather than using 
trade cr,edi·r. 

2 Harrington Inc. has sold stock valued at a1 cost of $202000. It owe'.s 
$24900 to trade creditors. Calculate the· firm's ,creditor days rat,o. [2] 

Gea:ring rati,o 
• The gearing rario is a measure of efficiency and fin.ancial risk to help managers 

interpret the extent to which the firm's capital employed has been financed by 
bor1,o\~.1ed funds. 

Gearing involv,es the use of loans and other external sources ,of finance (such 
as debentures and trade credit) to fund business activiry and expansion. 

• The gearing ratio is cslculated using the formula: 

0 __ . . _ Loan capital x IOO· 
,ear tng ratio - C .... ~ 1 l d aptun e:mp oye 

• A highly geared firm is generaJl y vulnera.ble to increases in the interest rate as 
the repayment on existing loans in~ensifles. It is also at greater risk during a 
recession as rievenues declin rapidly yet repayment of its loans still exists. 

Firms with a high gearing ratio are highly dependent on borrowing and long .. 
tern1 debt, so are seen as being risky investments. 

:.y · :'.ltd ... • r i ti n 
Creditor davs ratio measures the 
average nu 1nber of days a business 
takes to repay its cr,editors. 

v ·' rd d · initi ~r 

The gearing ratio reveals the 
degree to which a business is 
financed by loan capital by 
comparing loan capiral and the 
total capital employed. 



Conversely, firms ·with a lower gearing ratio have greater dependency on 
int!ernal funding so are less exposed to fluctuations in int-erest rates. A low 
gearing ratio suggests that the firm is financially stable so ther is a low risk of 
it facing liqui.diry issues. 

Methods to reduce a finu's gearing ratio include: 

D paying off some long.-t,enn liabilities (Loan capi'tal), such as the r,epaytnent 
of a rnorr~ or deb€fltures (s@e Unit 3.1) 

D improving working capital (such as improved inventory control or faster 
collection of p~ytnent from debtors) to produce cash which can be used to 
pay off debts 

D using more inr,filnal sources of ftnanc@, such as retah'u~d profits or share 
capital, to fund business growth and expansion. 

H~gh g,ear1ng does not nece,ssarjiy mean unaffordable gearing, espe·dallly if 
interest rates are low ,and there is high marke1 girowth potentiaL A firm might 
have a high. brut affordable, gearing ratio with the io,ans being used to fund its 
e>qpan54on. Hence, it <:an actuaiiy lead to long-t,erm profits. 

-- -----------------------,., - - - - . ~r .. - . - -- .. -- - ,.-
. ~'EXAM.\.8-llAG·ff:.1.~E ~I __ ... --=--~·--- .• ~,.,_ ..... _ .. - -- -- -- -· 

22 Delgado Ud has ,an e>cis1ing bank loan of $10 million. It has share capmtal 
of $15 m and r,etained profit of $5 m. Calculate the firm 1s ge,aring r,atso. [3) 

23 Cakul.ate the gearing rat~o for the two firms below from the i,mited data. 
Oud~ne which company repres,ents higher risk for potential investo.rs. [4) 

Ho Bakery Ltd Chang Bakery Ltd , 

Capital em pfoy,ed $250000 $260000 

Long-term liabilities $80000 $90000 

Mortgage $35000 $27 000 

37 ash flow 
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Expert tip 

M ake sure you revise Unjt 3.4 when 
revis~ng the units on r.atio ana ~si s 
(Unrts 3.5 and 3.6). Qujte often ~n 
the exams. ,students are asked to 
cak-ulate ratios from the balance, 
sheet and profit a1nd loss accounts. 

CUEGIS. CONCEPTS 

Discuss how ,organizational ,culture 
and ~ nnov.ati on •mpact on 1he 
,ef fidency for an or,gani zation that 
you have studied . 

·, ---· -:,· c1 II \ 
t ~ 'O:~ · .. -· _ ·: 

The difference between profit and cash flow (A02) r.111111-, 

• Net cash flow is the difference between 1cash inflow (cash received fro,m the 
sale f goods and services) and cash ttlow (used to pay for the operational 
costs of the business) .. 

• N et cash flow is a n indication of how a business is doing in t,erms of whether it 
is able ro pay its bills and other costs. 

• Profit is the revenue remaining from the sale of goods and services after all 
costs ar,e paid. 

• Profit is usually earned when a sale in made, e.g. a business earns $460 
profit fro.n1 the sale of a product sold at $1000 for which the ,costs wete $540. 
However, the cash is not n.ecessarU.y received itnmediately a.$ some ,customers 
n1ighr pay by trade credit (see U nir 3J ). 

• It is possible for casb. flow to be negative when a business earns a profit~ wh.ilst 
cash flow can be positive even if a business 1nakes a loss. 
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A profitable business can still g,o bankrupt if it has negative cash flow, 
Le. it does not have the cash to pay for its operational costs. Cash flow is 
'therefore ,of more iinp,orta.nce for s.maller businesses ro focus on than profit. 

• Businesses often bonuw 1noney (such as bank i0verdrafts and loans) to survive 
until sufficient cash flo't\'S in. 

• In the short term, a business .must have sufficient ea sh to run its operations 
whether ir is profitable or not. Jn the long term, a business n1.ust b€ profitable 
whilst tnanaging its ea sh flow. 

The working capital cycle (A02) 

• Working capital is the 1noney that a business has available for its operational 
activities, e.g. to buy raw materials, settle invoices, pay for its marketing or to 

pay wages to workers .. 

• Without working capital (or circulating capital), the business is unable to 
operate or trade. 

• It is shown ,on a finn•s balance sheet (see Unit 3.4) as net current assets, i.e. che 
diffe.rence between current assets end current liabilities. 

• The working capital cycle refers to the tune lag between a fir.m paying for its 
operational and production costs of a good or service and it actually receiving 
the cash from the sale of the product (see Figure 3.11). 

• Business~ rhat roceiv@ cash regularly froul th@ sale of goods and s@rvices have 
short working capital cycles,. e.g. supermarkets and barbers. Those with long 
production schedules for which custotners pay in instalments and/or by credit 
have Ion er worki n capital c yc.les. 

Cash flow forecasts (A02, A04) 

• Cash flow is the movement of money in and out of an organization, based on 
actual n10ven1ents of cash or based on forecasts. 

Moniroring a finn's cash flow is important to avoid liquidity probtems 
(periods when there are cash shortages), so the business has enough money ro 
continue its daily operations. 

Cash inflow tnainly co1nes fron1 the sale of goods and services. 

• Cash outflow occurs when a business pays for its items of expenditure, e.g. raw 
materials, staff 'Wages, utility bills, insurance and rent. 

• Net cash flCMr is the difference bet\veet1 cash inflows and cash outfkm...-s~ 

Net cash flow = Cash inflow - Cash outflow 

• There is positive cash flow if rhe inflows exceed the oudlows for :a gi¥@n time 
period. Negative net cash flow means outflows exceed the inflows. 

Cash flow probLe1ns can arise due to intern.al reasons (poor cash flow 
manage--nent) or external factors (such as seasonal demand). 

• Being able to pr,edict how cash will flow in and out of the business can help its 
financial tuatliage1nent and decision nlaking. 

Goods 
sol1d 

Goods 
pn:>ducedl 

Paymen,ts to 
s u ppl1i er'i/ 
employees 

Figure 3.11 The working capital cycle 



Caillculating ca1sh f llow foire,casts 
• Cash flow forecasting refers ro the pr,sdiction of Cc'lsh ,con'ling in and 

n1oving out of a business over a given period of tin1e, e rg. the next six or 
twelve tnonths. 

The closing balance is the amount of cash at the end of a trading period, 
usually on€ month. This figure becomes rhe copening balance' in the 
subsequent time period. 

The opening balance is the an1out1t ,of cash at the beginning of a trading 
period, usually each month. It is equal to the value of the closing balance in 
·the previous time period. 

24 Menelao Computers has the·foHow•ng financial information: opening 
ballance :;; $70 OOO, cash outflo,ws = $80 OOO. ,and cash ~nftow·s 
= $120000. Cakul.ate the dos.ing balance for the fiirm. [2] 

2 5 Shield Sports Equipment has produced a cash f1ow forecast whkh predicts 
a dosing year~end balanc,e of $150000. The company lat,er dts~overs that 
payment of $17 OOO was no1 processed from the sales f igure and that an 
invo ice f,or $13000 is yet 10, be paid. Cakulate t he closin,g balance for the 
·firm. [2] 

26 Study the foU,owing -financial jnforma1ion and answ,er the questions that 
follow. 
Kaergaard & Co. cash flow statement (excerpts): 

Opening balance: $35 SOO 

Cash inflow: $195 OOO 

C a,sh ,outflow: $150 OOO 

a Cakulate the net cash flow for Kaergaard ,8 Co·. 
b Cakulat,e the do,sing balance for Kaergaard & Co. 

[2] 
[2] 
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'ey fo n1u l·1~ 
Cash flow forecasting form,ulae; 

Net cash flow - C8sh inflow -
Cash outflow 

Closing balance - Ope:n ing 
balance + Net cash flow 

Opening balance - ClosiL'l.g 
balance in pr,eceding month 

Th relationship betw en investment, profit and 
cash flow (A02) 

h1vesnnent refers to the capital ex.penditure (see Unit 3.1) of a business, e.g. 
the spending on fixed assecs such as premises, ,eq uipm,enr and machinery. 

• lnvesttnent decisions are made on the assun1ption that profit wi.U be generated 
in the future. 

• H.owever, invesnnent expenditure clearly leads to ,cash ourflow, at least in the 
short t@rm. 

• The benefits of an investn1.ent projrect are likely to be reaped over several years 
(see Unit 3. 8). 

• Assets pur<:hased for ·the investment project may be sold at the end ,of ·their 
useful life, tni.nus their deprieciated value (see Unit 3.4). This can: gene rate 
much-needed cash inflovl, 

• Survival and sustainabUity 1nean that entr,epreneu rs must invest in their 
business for their longer.-tenn profitability. The lack of investment and 
inability to adapt to change has forced many businesses to collapse, 
e.g. HM~ Blockbuster and Kodak. 

• By c,ontrast, successful investn1ents lead tO< improved cash flow and 
profitability. 
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Strategies for dealing with cash f low problems (A03).r.llllB., 

• The strategies used co deal \vith cash flow proble1ns depend on the causes of 
the pr,oble1ns, such as: 

tJ sales revenue are lower rhan expected 

D costs of production ar,e higher than budgeted 

D u nexpecred coses arise 

D custon1.ers who buy on cr-edit (~ Unir 3.1) at·e slow to pay 

D sane customers who buy on credit fail to pay (bad debts) 

D overstocking of items thac do not sell well. 

• Hence, to solve cash flow problems, a business can reduce its cash outflo,v~ 
improve its cash inflow a:_11d/or look for additional finance. 

Red11ucin,g cash outfllow 
• The business could seek to ilnprove rrade credit from its suppliers (see 

Unit 3.1), ,e.g. paying on credit rather than paying cash in advance. 

• It could reduce the duration of credit offered to its cust,omers (although this 
might reduc,e demand from some custo1ners). 

• Offer price discount s to custom. rs who ma ke ,early paytnent of invo:ic@S. 

• Reduce delivery costs by negotiating a bulk.buying deal with supplie,rs 
(although this could lead ·to higher c,osts of stock control). 

• Lease rather thai.-i buy assets such as equip:men.t, tnachinery and buildings, e.g. 
the firm might sell its head office, but immediate ly lease it back on a long .. term 
basis. 

• Holding lo,ver levels of stock (in.veiuory). 

• Renegotiate rents or even consid r :r,@locat'ion to cheaper prelnises. 

N egotiate with suppliers for longer trade credit periods or look for cheaper 
local suppliers. 

• lmp:rovlng cash1 infl,ows 
• The business could strive to impro,ve its marketing in order to ina-ease brand 

awareness, sales and customer loyalty. 

• It could consider raising the prices of products that have a high degree of 
brand loyalty. 

• Alternatively, it could k)\ve[ the prices ,of products that face fierce 
competition. 

• Ir c,ould improv,e irs product portfolio manage1nen.r (se@ Unit 4.5) by stocking 
ni,ore of the best•s-elB ng products and reducing or l\emoving stocks of products 
that don't sell well. 

• Lookin,g for adlditional fi1nan1,ce, 
• Use a bank overdraft or bank loan (see Unit 3.1) during times of ne:garive 

cash flow or w hen the dosing balance is negative. However, this would incur 
interest repaytuents. 

• Seek growrh opportunities, e.g. a sole trader might form a partn,ership 
to benefit from an additional souroe of finance and shared skills and 
responsibilities with the partner(s). 

Selling ft"Ced assets to raise income, e .g. unused or obsolete alltipment 
furniture and n1ae.hinery. In extreme cases of liquidit~~ crises, the business 
might even sell vehicles, pn~miS@S or St1 bsidiary companies. 

When tackling ca1sh ilow foreca s.1s, 
be sure 10 ~,ook out for negatwe cash 
flow figures and/or negative dosing 
balances. Bus•ne-ss management rs, 
abo,ut dedsi,on mak ~ng and [Problem 
solv•ng - 1if there .arentt any problems 
for the business in question, then 
cash flow fore.ca5ts wouldn1t be 
requ~red. 
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EXAM ·PRACTICE . •., .. ' ·' . . . 

27 a Co,mplete··the 1hr-ee9 month cash flow forecast for Axner & Co. [41 

b Explain two caus,es ,of cash flow problems. [41 
c ExpJain t\NO ways "that A:xner & Co. rnigh1 resolve its cash flow problems. [4) 

Sales revenue, 1500 1900 

Bank overdraft 0 100 

Cash inflow 1700 1900 

Materials 350 400 450 

wages 200 200 

Rent 900 900 900 

UtU ity bills 100 15i0 200 

Cash outflow 1870 

Net cash flow 

Opening balance 0 - 50 0 

Closing ba la nee - 50 
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. .. ~ .. 
. <E.lJ.EG.J s· .CON_(: EPT·S·:; 

Investigate the i mipact of change 
and ethks on the managem,ent oi 
ca,sh for an organization of your 
,choke. 

3.8 Inv stm nt appraisal (some Hl only) 

lnvestm -nt opportuniti s using payback p riod 
(A03, A04) 
--~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~----iG#~WPft~llllllllll::I 
• Investment is business expenditure on fixed assets with the potential to 

generate future financial benefrrs~ eg. the purchase of a new building or 
upg:mdi ng of computer systans. 

Investment appraisal is a quantitativ,e decision~making tool used to assess 
and justify the capital expenditure of a finn in tern1.s of vrh,ether it will be 
tinanciaUy worthwhile. 

• The payback period (PBP) met1'1od of investment appraisal measures the time 
it takes for an investment projoct to earn enough. profit to reco1v""et the initial 
cost of the investment. 

• The PBP allows a firm to see whether it will recover the cost of a fixed asset 
(such as a oornn1er;cial vehicle~ phorocopier machine or computer) before it 
n eeds to be replaoed. 

• Where annual net cash tlovvs frotn the in.v1esttnent project ar,e known, the 
for mu la used to calculate the payback period is: 

P
- b ck . cd _ Cost of 'the investment ay a pen -

· · Annual net eash flow 

• The larger the annual contribution (or annual net cash flow), the faster the 
payback period. 

• An lnvest1nent project is generallv accepted or considered desirable if the PBP 
is relatively short (which depends on industry norms and the tnanagement~s 
maxilnum desired PB,P). 

.r, ... )!\ • "lt'd ~ :i.tir 1t i , r 

The payback period (PBP) is 
the a.lnount of tin1e it takes for a 
business to recover the initial cost 
of an inve:stm,ent project. 
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The PBP method is suitable for finns that! 

D focus on time as a prioriry for invesrcnent decisions 

D regard liquidity to be of more ini:portance than p:rofit~bility 

D pursue a quick return on their investment. 

Table 3.,4 Advantages and disadvantages of payback period 

Advanta,ges of payback period Disadvantages of payback period 

It is the, simplest and quickest method of investment 
appraisa I to calculate 

It ignores the timing of the net cas.h flows. despite the future value of 
cash being lower 

• It is eas,y for managers to understand the resu tts 

• The depreciation of fixed assets do not directly affect the 
PBP but can be easily included in the calculation 

• It is, not generaH y suitable for long-term projects, i.e. those with a 
long PBP 

• Helps managers choose pr-ojects with a short PBP to reduce 
investment risks 

• Time1 rather than profitability, is the focus of attention.i which could 
be unrealistic for most private firms 

It does not consider the usief ul life of the asset af tier tts payback period 

-EXAIVl -·PRACTft.E . 

28 Nimes Construction Co. is ,considering investing €1155 OOO in new 
rmachinery. The annual net cash fiow-s ar,s,ng from the •nvestmren1: are 
€330 OOO. Calculate 'the project's payback period. [2J 

29 Bro,wnsword B,ooks ~s cons.~dering an i1nvestmen1 of $220000 ~n new 
prin1ing equipment that is expected to generate the following cash flows 
over 1he next five years: 

1 $30000 

2 $40000 

3 $60000 

4 $70000 

5 $60000 

The ma nagem,ent at Brownsword Boo,ks wants a qukk recovery of the 
investment expenditure due to the corn pe1itive nature of the •ndustry. 
a Define the term payback period. [21 
b Calculate the payba1ck per~od 1·or Brownsword Books and comment 

on your find~ngs. [4) 

Investment opportunities using average rate of 
return (ARR) 

The average rate of return (ARR) m,easures the predicted annual profit 
generated from an investtnent project expr,essed as a percentage of the 
investm,ent ,cost. 

• The ARR is compared to the firm's desired rate of return to de~@rmine 
·whether to accept or reject an investment proposal. This is often based on the 
prevailing interest rate in banks and/or the predicted ARR for other proposed 
investment projects. 

• lt is calculated using the formula: 

ARR ~ Average annual pr,ofit 
Initial investment. 

The higher the value of the ARR, the Lnore financially attractive an 
inviestment project rends to be. 

• The higher the intel.'est rate~ the less at.tractive tha ARR rends to be as 'it is safe1 
to just leave cash in the bank inst,ead of being burdened with risks, especially for 
firnlS that need to borrow money to fund their investn1ent projects. 

e 7\V rtl definition 
The averag@ rate of re turn 
(ARR) is an investlnent appraisal 
technique that ea lculates the 
average annual profit of an 
inv,estment project expr,essed as a 
pe.rc ntage of th · initial amoun.t 
invested in the project. 
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Table 3.5 Advantages and disadvantages of average rate of return 

Adva ntages of ARR Disadva ntag es of ARR 

• The ARR is simpl1e to understand and stra ig htfo rwa rd to calculate 

• Unlike the payback period, the ARR. focuses on profitability rather 
than time 

• The fi mi can u·S1e the ARR to evaluate its p-erformance 
• As the ARR is expressed as a percentage, it can b.e useful to compare 

the attractiveness of a range of different i nv,estment pro,jects 

• Unlike the net present value method, the ARR ignores the, 
timings of cash flow 
Unlike the PBP, the ARR focuses ,on profits rather than cash 
·How in order to break even quickly and to 9-ienerate cash to 
invest in other projects 

• The figures ,ar1e predictions, only, so tend to be 1e-ss accurate 
the longer the investment project is under consideration 

3 The m,anage·m,ent at Chandeier World ,s ~nvestigat~n1g the f.eas~biUty ,oi 
replacing its old preds~on-cuttmng machinery. The new machinery would 
cost $460000. It wou~d increase "the firm's annual! rev,enue, by '$150000 but 
raise operatjonal costs by $60 OOO a year. The estima'ted useful Ufe of 1he 
new machinery js 12 years Wiith no ·scrap ,{second~hand) value. 
The m·anagement wants an averag,e rate of return (ARR) of 15%, on 
alll its ,capital tnvestments. 

a Ca ku late 1he average rate of return (A RR) of the new machinery forr 
Chandelier Wo rld. 1(2) 

b Cormment on whether Chandelier World s.hould purchas,e the, new 
mach~nery. (21 

31 V~llano Watch Company ~s dedd,ng whether to upgrade its co,mpu1erized 
i nvoid ng1 sys1em for $1 SS OOO. The expected 1gains (or to1a1I contr~but~ons) 
frrom1 dojng so over the system"'s expected usefull l1ife ,cycle oi five years is 
shown below. 

1 $30000 

2 $40000 

3 $50000 

4 $40000 

5 $30000 

Cakulate the average rate of return and commen1 on whether VUlano 
W.atch Company should invest in the com1puterized invoking system. [4) 

Inv stment opportunities using n t pr s nt va lu 
{N PV) (A03, A04) (HL only) 

• Net present value (NPV) is the difference between the total present values of 
f utur,e net cash flow and the initial cost of the investment project. 

• It is calculated by taking away th cost of the investn1ent project from the sum 
of the present values for the du ration of the project. 

If the interest rate is 10% per annutn, then the present value of receiving $1000 
in one year's ti1ne is $909.10. This means $909.10 invested today, eaniing 10% 
would be valued at.$1000 in a year's time. The discount t-ate is therefore 0.9CPL 

• The NPV shows the n1.onetary value of the total financial return 011 an 
investn1ent project ~'"{pressed in todafs value. 

• The NPV looks at rhe opportunity cosr of money as cash received in the 
future is worth less than it is worth presently. 

In general, the higher the interest rate, the lower the present (curr,ent) value of 
n1oney that is received in the future. 
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I( , v,,ord d~ £· iti ns 

N et present value (N PV) is a.n in.vestm,ent app:raisal 'technique that 
calculates the real value of an investment project by discounting the value of 
future cash flows. Once the initial cost of the investlnent project is deducted 
from the total discounted cash flow, the NPV is found. 

A discount rate is a number used to reduce the value of a sutn of :money 
rec,eived in the future in order to determine its present value. 

If the NPV figure is positive, then the inve-stn1ent project is feasible on financial 
grounds. The higher the NPV, the tnore attractive the investment project. 

• The longer the investment project under coosiderat ion, the longer ir t akes for 
net cash flows to ·materia]ize, so the lower the future value (net worth) of the 
pr,oject tends to be. 

• The higher the discount rate, the lower the N PV because of the h.lgher 
opportunity cost of r@C@iving cash in the distant futur@r 

Ta ble 3 .6 Advamages and disadvantages of net present value 

Discount tables w~H be provided 
to H L students i1n the final exa1ms 
w hen required - see page 89 qf the 
Business Management Guide. 

Ad vant ages of NPV Disadvantag es of NIPV 

• It considers future net cash ·flows (earnings,) expressed in today's • It is difficult to forecast net ca sh flows in the distant future 

value, making the calculations more realistk • The NPV can be tedious to calculate. esped"lly as so many 
It is more accurate than th-e ARR as the NPV dis counts the future variables can alter the final net cash flow figul"e-s 
values of net cash flows (money Is worth less in ·the future) • It can be difficult to dedde on an accurate discount rate if the 

• Managers c,an compare the eff,ects of different discount .rates on 
their investments 

inflation and interest t;ate fluctuate considerably 

I"- --- - --- -- . 
l l 

3'l Kucharek Parlour is cons•dering the purchase oi five jndustrial massage 
cha~ rs for a tota II pu rcha1se p1ric-e of $65 OOO. The estmmated net cash flows 
during the useful Uf,e ,cyde ,oi five years from the investment are shown 
below, along with the, discount rates at 4o/o for the duration of 
the investment. 

Yea r Net cash f low Discount rate 

1 $15000 0.'9615 

2 $20000 0.'9246 

3 $30000 0.8890 
4 $20000 0.8548 
s $20000 0.8219 

Ca ku late 1he payback period of the investment project. 

b Cakulate the average rate of re1urn from the investment project 

c Expla~n ooy the net present value method of investment appratsa~ 
djscounts future net cash flows. 

d Calculate the net present va~ ue oi the .nvestment project. 

Expla~n whether the purchase of 'the ,ndustri.al massage cha~rs 
repres,ents .a feas~ble ~ nvestrn,en1 for Kuoha r,ek Parlour. 

(2) 

[2] 

[2) 

[3) 

[4) 

Th~s unit ,only considers, some of 'the 
quandtat ~ve tools used in investment 
appraisal. In reality, non-quantitative 
techniques should also be used 1o 
judge w hether an investmen1 project 
is, worthwhil,e, e.g. whether the 
investment decision ~ wel I suited 
to 1he organization's aims and 
objectives, Its corporate culture and 
external factors such a.s the state iof 
1he economy. 

Invest~ gate how globalization 
and st rategy have impa,ctad on 
1he ~nves1ment decisions for ,an 
,organ~zatton of your choke. 



3.9 Bud ets (HL only) 

A budget is a plan. of the costs and revenues with the purpose of achieving the 
obj ectiv,es of a business in a. given rime period, uisual ly one year. A budget usually 
includ.es all the activities of a business and its predic.t,ed level of sales r,evenue. 
Budgets are important to i0rganizati,ons for several reasons: 

Planning - The budgeting p.r cess helps deciSl!on makers to plan their 
operations based on the amount of money they have been a Uocated in the 
budger per time period. 

Cash flow forecasting - Helps to plan the tilning of business expenditure 
based on the planned revenue streams. 

• Prioritizing- Forces budget holders to prioritize 'rheir activities, e.g. which 
tnembers of staff to send on training and wh.i.ch courses t.o setld then1. on. 

Controlling - Enables managers to ide11tify and analyse differences in planned 
and actual revenues and expenditure. This helps ·them to better understand 
possible financial problems and to dev·ise corrective actions. 

• Target setting - Budgets help departn~ents with in a business to set financial 
goals; thereby preventing costs spiralling out of control. 

• Ac ountability - Budgets make people accountable for their actions and 
spending. Fonnally monitoring this th.1,ough budgetary control is important, 
especially in ot-ganizations with an infonnal 1nanagernenr style (see Unit 2..3). 

Benchmarking-Budgets provide a basis for measuring the degree of success 
or failure (see section on variance analysis below). Manag,ers can see if cost 
and/ot revenue targets an.~ met and to take corrective action if n.eed he. 

Motivating - Empowering budget hoklers can aict as a form of motivation (see 
Unit 2.4), especially if there are financial rewards linked to the attainment of 
financial targets such as sales revenue. 

However, there a.re son1.e limitations of budgers: 

• Prepating; setting and updating budgets tnay be expensive and time, 
consumicng. 

• If budgets ar,e inflexible and unrealisric, regardless of changes in. 
circumstances~ staff nrny beco1ne highly demotivated. 

Sin1i lady, setting realistic budgets may be difficult in a cl yna 1nic business 
exposed to the constant forces of change. H,ence, budgets could be a waste 
of time and resources. 

• The culture of many organizations is that budgets are often 1-elated more to 
power and status, than to the needs of the business. Department budget holders 
tnay ,exaggerate budgets to elevate their position in the organization. 

• Budgeting is only based on forecast cosrs and revenues, so may turn out to 
be rather in accurate. 

In organizations that do not allow budgets to be carried over to the next 
financial year ( to prevent overspending) budget holders tnay feel the need 
to spend cov;ards the end 1of the financial year rather than having the money 
taken aw8y by rhe master budg t holder. 
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The budg,eting process may be 
detrimental to or,gan;zat~onal 
cul tu re. It may Um rt cooperation 
and cohesion between 
departments as they compete t,o 
improve their own budgets {to, 
,enhance their own status and 
protect thek own self- interest) ,at 
the expense of ,other departments. 
Therefore, such an internaUy 
1compe1i1ive culture is harmful to 
1he overaiU success. of the bugn,es,s.. 
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The difference between cost and profit 
centres (A01) 

• A cost centre is a deparnnent or division within an organization that is 
responsible and held accountable for irs own costs. The cost centre does not 
generate any direct r e v,eru.Jre burr adds ro rhe cost of running rhe business. 

• Exan"lples include the follo\\ing dep.artn"lents: personnel (human resources). 
research and developn1ent (R&D), :marketing, technica] support, and 
customer servic,e. 

• A profit centre is a departtnent or division within an organization thar is 
responsible and held accountable for both its own costs and ·rev·enues, and 
hence the resulting profits. 

• An example is 1nultiple chain businesses, with each branch or store ,of the 
organization responsible for its own profits or losses. 

The roles of cost and profit centres (A02) 

• Monitoring and control - Cost and profit centres help businesses to control 
each aspect of their operations. This is particularly the case for large and 
expanding businesses. Thus it becomes easier and n1ore accurate to monitor 
che organization's perfonnance by using variance ,analysis of each centre. 

• Enhancing decision n1aking - The speed and the quality of decision tnaking 
in1proves because managers of cost and profit centres are e111po"W"ered to 1nake 
autonomous decisions. 

• Motl vational - Etnpowering > entrusting and del@gation of t@sponsi bility to cost 
and profit centres can be highly motivating for e1nployees. 

• Accountability- Using cost and profit centres helps to n1ake managers 
accountable for their specit1c responsibilities, includin.g the ability to control 
costs and/or revenu s .. 

Howevert there are some limitations of establishing cost and profit centres: 

• Centres can create unh,ealthy a ncl destructive competition between the various 
departments, hindering the or-ganizarion's a bility to reach its targets. 

• Distributing the ftrm•s fixed costs to oost and. profit centres is a somewhat 
subjective and arbitrary ta~ and so can lead to arguments bet\veen en1ployees. 
For exatuple, how shotdd rents and utility bills be split betVJeen the various centres? 

Variances (Ao 2, A04) 

• A variance exists wh~n the actual outco1ne differs from the budgeted ·figure, 
e.g. ,a variance would occur if sales were plann.ed to be 5000 units but actual 
sales were only 4500 units. 

• Variances ar,e usually n1easured ,each month, by comparing the actual result 
with the budgeted figur,e. 

• ·variances are classified as either favourable variances (if they cause higher 
than expected profits) or adverse variances (if they result in a fall in profits). 

Table 3. 7 Examples of variances for Joyce Tong Garments Co. 

Variable ieudget Actual Va rlance 

Sales of product A (units} 1 OOO 1110 110 units favourable 
Sales of product e: (kgs) 50 OOO 45 OOO 5 OOO kgs adverse 
Raw material costs ($) 45000 51000 $6 OOO adverse 

Wages($) 110000 107000 $3 OOO favourable 

(~y\\~ rd definitions 
A favourable variance exists when 
the difference between the actua l 
and budgeted figure is beneficial to 
the business, i.e. sales revenues are 
higher than planned and/or costs 
are lower than planned. 

An adverse variance exists 
when the difference between 
the actual and budgeted figure is 
disadvantageous to the business, 
e.g. actual sales revenues are lo,ver 
than planned or wages are higher 
than budgeted. 



Regular variance analysis helps to provide an early warning sign to managers. 
For example~ if sales for a particular product are below budget, managers can 
respond by reducing utput or increasing marketing expenditure in an att:ftmpt 
ro boost sales. 

Budgetary" conttol is hnportant but variance analysis also allows businesses 
to exacni ne whed1er budgets and targets a re being adl1ered to+ H,ence, 
variance analysis acts a:s an additional control tnechani sn-i. 

• The budgeting process and variance analysis help to ,ensure that no 
department or individual budget holder spends n1ore than the business 
expects1 thus pr,eventing unpleasant surprises. 

;cs1a--_ .... _-.r--. .. ,.. .. ,~-~=--...\..--c.._.--""·-·---------------------i 

~~-~M& S.~~,] l,CI; - - - - - - II 
r - --- -------- ------ ----- --- - -~ 

33 Cakul.ate the variance for the following jtems for Anita Mata Caterers.: 

a Cost of ma1erials: budg1eted = $10000 but actual = $11 500 [11 
Cost of l,albour: budgeted= $3700 but actu~I .... $3200 [1] 

c Sales o,f cakes: budgeted~ $26000 but actual~ $24800 [1] 
34 Stefan Hagan runs a successful hair salon business. His latest month,y 

budget is shown in 1:he tabl,e bel,ow. 

Expla~n why St,efan Hagan uses budget~ng. [21 
b Co1mplete the mjss•ng figures for Stefan Hag!an Hair Salon. [4) 

c Exp,ain vvhy a iavourabte variance m'ight be •nvestr,gated by 'Steian Hagan. (2] 

Wages 4400 400 adverse 

Salaries 6S00 6500 0 

Stock 1700 1800 

Revenue 16550 340 favourable 

Direct costs .36,00 3450 
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Expert tip 

Budgets are us·ed w,dely in a I most 
aH organjza~ons, t,rrespec1jve ,of their 
sjze or which sector they opeir ate in. 
However, they m,ay be inapp,ropnate 
or inappllcable for some business·es. 
For example. theme parks such as 
Disneyland s,et budgets for their 
sales, from adm1issions, catenng (in 
1heir food outlets) and reta i1I shops. 
However~ external influences such 
as adverse weather or economic 
recession m ake budgeted targets very 
djffioult 1o stkk to. In ·so,me ,eases, 
budgets become ra1her futile. 

The role of budgets and variances in strategic 
planning {A02) 

\ r, ..,_·;.• 'd. ·. - -~ 

• Budgets are vital in stret,egic planning because they ensure that the financial 
implications of business decisions are fully considered. 

• By empowering budget holders, such as heads of departmet'"tts, budgets allow 
senior management to, concentrate on core business .issues {strategic planning) 
and only to get inv,olved if significant variances occur. 

Budgets enable a business to turn its strategy into -ractice .. This is because all 
business operations need to be funded by the money avai labl,e fron1 various 
budgets of the organization. 

• The process helps to provide a benchmark against which a. manager's success 
(or lack ot) can be tuea..sured and rewarded. e.g. a sal,es manager who exceeds 
an agr,eed sales budget n1ight receive an annual bonus or qualify for the 
company's share ownership scheme (see Unit 2.4). 

• The effectiveness and appropr-iateness of leadership becomes questionable if 
budgets are ignored or not adhered to. 

• Budgets and variance analysis ertabte senior managers and other key 
stak,eholders to measure the degree of success or failure of the firm's business 
strategy. 

._,.: r\Cv,1se - •. 
Ill'• ..... _ 1, 1 ., , • '• .,: I I 

Budgets and va rmancie a nalysms 
do not, on their own. en sure 
success.fui strat,egk planning and 
implern,entation. Although 1hey 
are useful manag1ement too~ for 
monitorjng busjness opera1~ons, 
1hey are based on assumpti10n s 
and predktion s 1hat may prove 
10 be inaccura1e. There a re many 
exteirnal influences that can cause 
a d~vergence between actual and 
planned outcomes. 

CUEG IS CONCEPTS 
lnvest~gate how organ•zat1onal 
culture impacts on the budgeting 
pro,cess for an organization of 
your choice. 



Marketing 

4.1 The role of marketing 

Marketing and its relationship with other business 
functions (A01) 

• Marketing is tl1e process of antici~'lting, identifying and satisfying the needs 
and desires of customers in a profitable \vay. 

• The 1narket ing department of an organization ainis to provide the right 
products, suitably priced] d ist:ributed conveniently for custo111ers to purchase] 
and promoted effectiv,ely to attract customers. 

• The marketing depc'Ut'ment of a business has close ties with the production 
department, as sales forecasts (see Un.it 4.3) produced by marketers help in 
_preparing production schedules. 

• It also has links with the human resources depart1nent as n1.arket research can 
help to predict 'the level of customer demand, thus determining the number of 
wo1·kers needed. 

• Marketing is also connected to the financial function of businesses. For 
exatnple, marketing h.elps the finance and accounts department to set 
appropriate budgets for research and development, or promotion and 
advertising. Th@ finance d@parnnent wiH also work with the marketers to 
determine suit able prices fur the various goods and servic,e:s being sold. 

The differences bet\Neen marketing of goods and 
marketing of services (A02) 

• Services are unique from goods in four ways: 

D In tangible - Unlike goods, servic6 are not physical in their nature. 

D Inseparable- The service received is attached to 'the people who deliver 
the senrice. 

D Perishable - ervices do not last but are usually consumed at the time of 
purchase. 

D Variable - services are h~rercgeneous, i.e. ,each customer experience: is 

unique. 

Hen.ce, rhe tnarketing of services is characterized by the emphasis on product 
differ,enciation due to the unique experi1ences 'that customers have+ 

• The marketing of services builds upon th@ marketing of products so includes 
the saine elements (the 4Ps in the tnarketing mix): product, price, protuotion 
and place 

• The marketing of services includes three additional elements (called the 
ruttended marketing mix): p@opl,@, proc@Ss and physical evidenc,@ (see Unit 4.6 ); 

D People refers to the custon1er service element of a service. 

D Process refers to the way a service is provided, e .g. waiting tilnes, payment 
tnethods, a fter .. sates care and delivery methods. 

D Physical evidence refers to visible and tangible aspects of a service, e.g~ staff 
uniform, lighting and ambience] and the cleanliness of the building. 



Due to the difficulties in ensuring a consistent standard of output, the 
n,arketing of a service is generaU y more challenging t har1 the marlreti ng of a 
tangible product. 

Market orientation versus product 
orientation (A02) 

Pro,du:ct ,orientation 
Product oriientation is an inward .. looking rnarketing approach t hat focuses on 
1naking products that a business knows how to make or has been making for .a 
long rim,e, rather than focusing on needs and wants of potential cusromers. 

• It is the approoch used by technologically advanced and high]y innovative 
ma nufactur,ers of hJ gh· tech goods. 

• Product-ori,ented businesses invent and i ntiovateJ which can give them a 
unique selling proposition. 

Product.oriented businesses are 1nore focused on issues relating to internal 
production. This can lead to a business Losing its ·market if competitors are 
instead highly focused on customer needs, e.g. Apple missed out on two years 
of sales in th large smarrphon@s (phablets) market due to its p11oduct..oriented 
approach, allowin g Samsung to dominate the :market. 

Product orientation can succeed when businesses hav,e a strong n1arket 
r,eputation, such as Google or Apple, or where the pace of ch.ange is very slow. 

Market orientation 
• By contrast, rnarket orientation is an ounvard-looking marketing ap roach 

that focuses on tneettng the specific wants and needs of customers and 
potential custo.mers, i.e. firms focus ,on marketing products they can sell rather 
rhan what they can make well. 

Market-oriented businesses researcl1 what the ,customers want; then focus 
their energies on tnaking ·che right products, and improve these in U ne with. 
custo~ feedback. 

• Businesses that take this approach use promotions and advertising to k:eep 
customers i.nfornied of changes a_nd develop1nents in the prodLJCts on ,offer. 

• It forces businesses to be mor,e flexible (by focusing on changing consumer 
needs ai."i.d wan.ts), d1ereby lowering the risks of failur,e. 

• As Lllarket.oriented firms are able to align their products wi.th the expectations 
and de-mands 1of customers, there is a higher likelihood of success. 

• Whether a business opts for marker or product orientation depends on several 
factors: 

D The nature ,of the pr1oduct, e.g. market orientation is used for tn__ass,. 

pr,oduced goods but product orientation is more suitable for innovative and 
high~nd quality products. 

D Organization.al cultme, e.g. pioneering finns such as Apple and 3M. focus 
on product i0rientation whereas retailers such as Walmart focus on. meeting 
the needs and ~~nts of their cust,otners. 

Cl The number of competitors, e.g. an industry with few cotnpetitors means a 
product-Oriented approach could be suitable. 
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The difference between commercial marketing 
and social marketing (A02) 

• Com1nercial n1arketing focuses on the marketing of goods and services that 
people \:Vant and need. 

• Successful com1nercial marketing helps businesses to increase their sales and 
profits. 

• It does not focus on the ethics of marketing, e .. g. the marketing of alcol:1olic 
drinks or fast food would be considered ln the satne way as the tnarketing of 
any other product. 

It focuses on pr,ovidi ng the right products, at the right prices and places1 and 
protnoted to the right customers in order to maximize sales. 

• Social marketing is atbour influencing and changing the social behaviour 
of people in ord,er to benefit soci,ety over th e long tern1, e.g. environmenta l 
protection. anti·sntoking canipaigns, or pron1oting healthy eating. 

• Social n1arketing uses cotnmercia l n1arketing strategies to achieve the desired 
social change, e.g. ant [ .. dJin~dri ving campaigns. 

• A social 'marketing c~unpaign is deenled to be suocessful if it achieves the 
desired social change. 

• It is ,often used by not .. for .. profit organizations, such as charities or co .. 
operatives, governn'lents or by businr~ses with a srron.g culttn"e of being socially 
responsible (see Unit 1.3). 

• Social n1arketing can give businesses a significant competitive edge over their 
rivals as it can attract custotners who percel ve the business as ethical and 
driven by moral values. 

Characteristics of the market in which an 
organization operates {A01) 

• A 1narket is traditionally ·made u, of buyers and sellers coining together to 
exchange goods and services at a mutually agreed price. This can happen 
physically or online {see Unit 4.8)~ 

• Marketers often conduct 1narket research and produce 1nar~et analyses in 
order to better understand their cust1omers and the rna rkets in which they 
operate, such as: 

D the ~"lrket size - the value of sales revenue in 'the industry 

D a co1npetitor analysis - to identify the nature and degree of intensity of 
co1npetition in the industry 

D the market growth potential - the probable increase in the size of the 
market in the for-eseeable future. 

• Markets can cater for private individuals (selling conswner products) or other 
businesses (selling producer products). 

• Consumer goods can be perishable (such as fresh flowers and food products) or 
durable (such as furniture, televisions, smarrphones and moror vehicles). 

• Markets can provide homogeneous products, i.e. physically identical pr,oducts 
such as potatoes, oranges or oil. Arms are unabl,e to eh arge pre1nium prices 
for such products unless 'there is so,1ne fonn of product differentiation 
(see Unir 4.2) such as branding. 

• Son1e businesses operate in mass markets, catering for a broad range of 
customers. Other products are nurketed in niche markets, catering for a small 
and select market segment. 

,.,t'. 1, 70rll definition.:­

Commerc.ial marketing is the use 
of marketing strar,egies to, meer ·rhe 
needs and wants of custon1ers in 
a profitable "'Tay for the beneflt of 
the owners of the business. 

Social marketing refers to 
marketing activities designed to 
influence the behaviour r0f the 
general public in order to benefit 
the wider c,ommunity. 



The competitiveness of a particular industry depends on the nature of barriers 
to entry in the industry, e.g .. aircraft nmnufactudng is dominated by Boeing 
and Airbus due to the high costs of entry, pro hi bi·ri11g competition. 

Market share (A04) 

• Market sh:are is a nieasure of a firm.'s relati.ve size. lt is sales revenue of a. 
particular business axpressed as a percentage of the total market sire. 

• Marker share is calculated by using the formula: 

Total sales of a particular business x ]OO 
Total sales of the market 

• It allows a business to compare itself to the size fits c,ompetitors in terms of 
sales -revenue oc sales volu1ne. 

• Market share data helps to reveal the extent to which a :market is competitive 
by adding the market share of the largest few firms in the industry. 

• As a common marketing obj,ective, businesses strive to increase their .market 
share. 

EXAM PRACTICE 
1 Kowloon Po,ts has a 16.4% mark,et share of the garden p01s market 

in Hong Kong. The marke1 is worth $14million per y-eair. Cakutate the 
annual sales of Ko\Moon Pots. [2) 
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l{t'Y1t: .. ord definition 

Market share refers to a firm's 
portion of the rota l value of sales 
revenue in a particular iod.u stry. 

The importance of market share and market 
leadership (A03) 

• Being able to compare the relative size of busin.esses enables managers to take 
appt·opriate actions to retnain competitive. 

• Having a large market share can give a business coropetitive advantages, e.g. 
brand loyalty, econotnies of scale (due to larger scale , perations) and higher 
profits as customers are less sensitive to higher prices being charged. 

• Economies of scale~ custo1ner ]oyalty and price leadership in an industry are 
aU form-5 of competitive advantage for market leaders and so act as barriers to 
entry for firn1s wanting to compete in the industry. 

• Marker leaders also enjoy a good corporate r-eputatlon, which can help to 
attract ntore investors and better quality employees. In addition, retailers and 
distributors a.re more likely to stock the products of market leaders~ further 
helping to ilnprove their sales and profits. 

• However, changes in the external business environment (see Unit l. 5) can 
change the fortunes of a firm without much warning, including those which. 
are market leaders. Unit 5. 7 outlines examples of crises that can thre.aten the 
survival of even large and well establisl1ed finru. Still, it is the larger firms that 
have the best chance of survival in these instances. 

K y .. r 1 
Market leader are finns with the 
largest market share in a given 
industry. 

The marketing objectives of for-profit organizations 
and non-profit organizations (A03} 

• Marketing objectives will differ depending on the type of organization under 
consideration. A for .. p[ofit business is likely ro strive for improved profitabiliry 
whereas a. non .. goven1·mei1tal organization might choose to focus on social 
ffiarketing to promote its social cause. 
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The marketing objectives of a non.,profic organization (NPO) focus on the 
work it does or the ,cause it supports, rather than focusing on marketing a. 
physical product. 

• The major difference between the marketing of for.profit organizations and 
NPOs is the fulfiln"lentof cusfon1er needs. The fur .. profit organization's 111arketing 
objrectives focuses on meeting the custo1ner's needs for his or her own benefit For 
N POs1 the focus is about recognizing and meeting the need of others. 

• Marketing objectives provide a clear purpose and framework for a 6nn's 
n1arketing activities. 

• Marketing ,objectives tend to1 be SMART - specific, measurable, achiev-a.ble, 
realistic and time constrained~ e.g~ ro increase mar~t share by 2.5% by 2023. 
Examples of marketing objectives include: 

D Increased nwrket share - A firm strives to acc,ount for a gr,eater proportion of 
the industry's sales revenue. 

D Targecn~ ,cus.tomers - In an attempt to sell more goods and services, 
a business may target its products at new customer 1narkets, both 
do1nestically and overseas. 

tl Enhance customer relationships - Developing customer relations helps to 
improve customer satisfaction and loyalty, ther-eby giving the business a 
co1npetitive advantage. 

D Improved product and brand awareness - Marketing activities aim to improve 
custo,mer recognltion of the product and brand in oirder to increase sales 
and 1na.rket share .. 

D New product developntent - Prooucing new products that appeal to new and 
existing n1arkets can help to improve a finn;s sales and competitl veness. 

D Brand management - This involves using marketing to remind customers 
about a brand, rather than to p1~01nore a particular good or service. 

D lncre·a-Se·d profiramliry f01 a business - Acb ieving the above rnarketing 
,objectives helps to achieve the tnain ahn of 1nost organizations, i.e. to 
increase profits. 

D Increased a,i.iian~-ness of .social isst,es - In addition to som,e of the abov 
marketing objectives, NPOs will also aim to raise awareness of their 
social cause. 

{ey, , rd dt: f injtion 

·Marketing objectives ar,e the 
specific goals of the ·marketing 
departlnent in order to help 
achieve the overall objectives 
of 'the organization. They a re 
included in a marketing plan and 
help to formulate appropriate 
marketing strategies. 

How marketing s·trategies evolve as a response 
to changes in customer preferences (A03) 

• Consumer tasces change over ri tne. Successful businesses change their 
marketing strategies in. response to changes in customer preferences. 

• The growing popularity of 1nobile devic,es and internet technologies n1.ean that 
an increasing nun1ber of organizations now rely on e.-crnnn1erc-e (see Unit 4~8) 
and social media (see Unit 4.5) as part ,of their marketing srrategy. 

• Marketing objectives and strategies 1nay need to change as a good or servjce 
enters different phases of its product life cycle (see Unit 4.5), e.g. extension 
strategies might prevent sales fro1n declining when the industry becomes 
satt1rated. 

• The growing trend and social expectations of firn1s behaving in a 
sociaUy responsible way directly im_pacts on their n1a1keting strategies. 
Indeed, having a reputation for being socially responsible can i:mpr,ove an 
organization's competitiveness. 

• Globalization has had a huge impact on altering consumer de1nan.d. Firms 
need to adapt thei.r marketing strategies to suit diffeiient local preferences and 
cultural norms in overseas n1arkets. 
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How innovation, ethical considerations and cultural 
differences may influence marketing practices 
and strategies in an organization (A03) 

• l1nnovatio,n 
• h1novations in internet technologies have an increasingly large ilnpact on the 

marketing practices and saat-egies of all businesses, be they large or sinall, for .. 
profit o r non .. profit organizations, e.g. e.comtnerce (see Unit 4.8) enables firrns 
to protnote theit cause in a cost-effective way. 

• h1.formation ,con1-munications technology (lCT) facilitates market practices 
and straljegies~ e.g. online subsc.r.iptions and newsletters. 

• E.commerce has also provided an ext ra channel of distribution, creating huge 
marketing opportunities for finns such as e·Bay, A1nazon.com and iTunes~ 

• T he growing popu larlty of u,erril la ma.rketing (see Unit 4.5) has meant that 
fit~tns need to he ever .. more creari ve in their marketing stracegies in order 
~o grab the attention. of the general public. Innovative guerri.Ua 1nadceting 
t ,echniques can help a finn to stand out in a world of advenising clutter. 

• Ethical! c,onsiderations 
• Marketing ethics a re the moral aspects of a fi.nn's marketing practices and 

strategies. Unethical tnarketi ng happens when :moral codes of practice are 
ignored or when n1arketing activities (such as mar~et research or advertising 
catnpaigns) cause offence to the public. 

• Markering practices and strategies that ignore ethical considerarions are likely 
to result in negative consequences for a business, e.g. custo1ner complaints, 
dan1aged corporate iluage and a public r,elations disaster. 

• The use of unethical marketing, deliberate or unintentional, is a high..-risk 
straregy that can backfire. With t he widespread use of social media and social 
netY-iurks. bad publicity is not necessarily better than no publicity for a business. 

Examples of unethical 1narketing practices and strategies include the follovving. 

D Baft and .ru.iitcll - Marketing tnethods aimed a't luring cu.srotners by using 
advertising deals that are just too good to be true (the bait) who become 
hooked but find that the product is no longer available so end up buying :a 
mor,e expensive alt,emative (the swi1Jch). 

D Ambiguous advert1stng dat-rns - U si.ng unproven or untested claims that can 
misl,ead and deceiv,e the public, ,erg. promorin g health benefits and n1edical 
cures from the consun1ption of certain unoerdfied products. 

D Product misrepresentation - Giving misleading and anibiguou s information 
to customers in order to persuade them to pay for certain goods or services, 
,e.g. inaccurate product descriptions. 

D Pester pot.Ver - Using children to pressurize thei:r parents to buy certain. 
products1 e .g. toys, sweets (candy), fast food, sportswear and n1obile apps. 

Cu1iltural differe1nces 
• Cultural differenaes can hav,e a significant hnpact on marketing practices and 

strategies, especially for multinational businesses using international marketing 
techniques (see Unit 4.7). 

• The tnarketing practices and str.ategi,es of successful finns in the domestic 
market do not n@cessad ly work in international markets due to societa l and 
cultural differences. 



114 1Unit 4 Marketing 

Cultural factors have a large and direct impact on the demand for certain 
goods and services in different parts of the world, e.g. KFC includes ric,e 
products on its 1nenu in China, whilst th r,e are no beef products sold in 
McDonald's r-est.auranrs in India. 

Hence, n1arketing is onfy successful if international n1arketers truly understand 
and cater for differences in cultural values+ 

4.2 Marketing planning {including 
introduction to the 4 Ps) 

The elements of a marketing plan {A01) 

• It is usually preceded by a marketing audit - a review may address issues such 
as the intensity of co1rrpetition in rhe market, rh finn's product portfolio as 
well as an assessment of the effectiveness of its past marketing efforts. 

The tnain con1ponents of a n1arketing plan typically include: the executive 
sutnmary, tnarket research, target mar~et(s), the product, the existing 
competition, 1nark,eting objectives, marketing strategies and the associated 
budget(s). 

• The n1arketing plan should include a situational analysis, examining all the 
internal and external aspects that may impact sales of the business. 

• There is likely to be a review of the firm's current marketing mix in ter ms of its 
strengths, opportunities, weakness and threats 

Marketing strategies r,efer to the approaches taken by an organization to 
achieve its marketing objectives .. 

• Marketing plans and marketing strategies cannot work effectively without all 
four elen1ents of the traditional marketing mix. 

The role of market.ing planning (A02) 

• Markering planning is th,e syst,etnatic pnxess of conducting a marketing audit, 
se:rting mar'kering objectives and devising marketing stran~gi@s in terms of the 
u1arketing mix to achieve those objectives. 

The main role of ·marketing planning is to identify and n1.eet the needs of 
customers. Thus, the plan allows 1narketing managers to, make 1nore informed 
decisions a.bout rheir- tnarketing strategies. 

• The plan allows utarketers to have a sense of purpose and direction1 i.e. the 
n1arketing plan provides a written guide for a business to follo w in 1narketing 
its goods and services. 

• As the markering plan is one part of th@ orga11 ization's overall bu sin ss plan, 
n1anagers can align n1arketing plans and strategies with the overall aims and 
objectives of the organization. 

• The opera.tions department uses these sales forecasts (see Unit 4.3) co creime 
a production schedule. Th finance department uses the forecasts to cnaate 
budgets (see Un.it 3 .9). The hucnan r,esources department uses sales forecasts for 
·workforce pla1ming (see Unit 2.1 ). 

• It also acts as a forecasting tool because it requires managers to estin1ate sales 
resulting from market research. 

• It enables the business to engage in ni:eani ngf u l marketing coln n1U nications, 
e.g. advertising] pron10tional; and public relations can1paigns .. 

CUEGIS CONCEPTS 
Examiine how the concepts of 
change and e1h ics have jmpac:ted 
on the m.arketing strategi•,es. for ,an 
organ •za1Uon of your choke. 

Kev~v °'rd ef i i ti "'11 

A marketing plan is a document 
that outlines a firmJs 1narketing 
ob j,ecti ves and strategy for a stated 
period of ·time+ 
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The four Ps of the marketing mix (A02) 

• The marketing mix is a term coined by Jerome McCarthy (1964) used to 
describe d1e four Irey components of marketlng: product~ price, promotion and 
place (see Unit 4.5). 

• Also known as the 4 Ps, the 1narketing 'mix is a business tool used within 
a ·marketing plan to refer to d1e set of actions that an organization uses to 
n1arket its products ,or brands: product, price! pro1notion and place. 

D Product refers to what the business is selling. The tertn r,efers to both goods 
and services. 

o Price refers to how much the business is seU ing its products for. 

D P·romotion refers to the m,ethods used to ensure customers know about a 
-firm's products. 

D Place refers to the n1ethods of distributing produces t,o custon1ers, e.g. using 
v..Thol,esaler ! retailers, e.-comn1eroe, ·mail ,order ,or vending machines. 

An appropriate marketing mix for a particular 
product or business (A02., A04) 

• The tnarketing n'lix for a partic-ular product or business will depend on several 
factors, such as: 

D Whether it is a good or service (see Unit 4.1). 

D Th siZe of ·rhe business, e.g. sole trader or tnulrinational 1company. 

CJ The size of the market; e.g. the nuirket for horse saddles or the n1arket for 
bottled water. 

D The firm's market share - businesses with larger n1arket share have greater 
cusron-1@r loyalty and are able to cha1-g higher pr-i,ces. 

D The finn's tnarketing budget (see Unit 3.9) and available urces of finance 
to fund its marketing activities. 

D Consum,er profiles, e.g. gender, age, education al a:ua.inm,ent or income 
levels. 

D The countries or regions where the product is soJ.d, because culture can 
have a significant bnpact on the marketing of cert a.in goods or services. 

• Businesses often conduct tnarket research (see Unit 4.4) to detennine the 
products desired by specific tal-get lnarkets, e.g. Tesla, the US elect.ric ~icle 
maker, targets adults with a relatively high income who, would typically buy 
high.-end brands such as BlvlW, Audi, Porsche or Mercedes.-Benz. 

• Legal and -rhical 8sp&.ts ofn1arketing will also affect rh m arketing LniX used. 
For ,exampl,e: 

t1 Th.e ethics of tnarketing should be considered when tarigeting children in 
the tnarketing of products such as toys. fasr food and beauty products. 

D Promotional strategies must con1ply with advert ising codes of conduct in 
different countries; e.g. adverts should be accurate, honest and truthful. 

D Legal restriction can apply to the marketing of some products, e.g. alcohol, 
cigarett,es, fast food, soft drinks or medicines. 

CUEGIS CONCEPTS 
Investigate how the concepts 
o.f innova11:ion and ethics have 
impacted on the marketjng mjx 
for a product brand or busjness of 
your dhoke. 
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The effectiveness of a marketing mix in achieving 
marketing objectives (A03) 

• An effective n1arketing n1ix enables a finn to achieve its nuliketing 
objectlves, e~g~ increased market share, better- product positioning and 
improved c,onsumer satisfaction. 

• Marketing strategies to achieve the fir.m's niatketin.g objectives include product 
developn1ent, cnarket development and di versification (see Unit 1. 3 ). 

• All elements in. rhe marketing tnix must be effective in order for the firm to 
succeed. An outstanding product rhar is not promoted well or set at the right 
price or widely distributed will faH to sell well. 

• 1'1any businesses use the AIDA n1odel to judge the effectiveness of lheir 
n1arketing mix, i.e. it must grab the attentlon of c uston1ers, get them 
inter,ested, create cormu1ner desire and generate actiot'l (spending). 

• Other 1neasures of the effectiveness of a marketing tnix include the impact on 
sales revenues, brand r,ecognitioc, customer loyalty, n1~.uket share and profits. 

The difference between target markets and market 
segments (A02) and possible target markets and 
market segments in a given situation (A04) 

• A market segment is a sub .. group \~llthin a larger market, made up of customers 
with similar cha racterisrics, e.g. age, gender, income, ethnic groupr or religion. 

• As it can be expensive to create a differ,ent marketing n1.ix for different market 
segments, finns often resort to targeting specific seg1nents. 

• Once a market is segmented, particular sub .. groops can then be targeted using 
an appropriate marketing mix and str2rnegies to achieve the firm's marketing 
objectives, e.g. Sa111.sung's lnarketing aimed at young people in their 20s will be 
sou1eVvl1at different to their strategies targeted at older custo1ners in their 40s 
or 50s. 

• Seg:mentation. allows finn:s to gain gr,eater knowledge about their customers~ 
This knowledge is likely to crieate n1.0re cost.effective and successful marketing. 
Hence,. without niarket segn1entation~ a ft rm's marketing mix might be 
inappropriate for its potential market. 

• Market segtnentm:ion can be useful in identifying new business opportuni'cies, 
e.g. finding an. unfilled niche in the market. 

• However, 1narket segmentation only generates a linlited number of groupings, 
with potential stereotyping of cu stoo1.ers~ Some custo1ners rnay t1ot fit neatly 
into 'these categor~es. 

• Ulti n1ately the purpose of tnarker segmentation and targeting is to e.Uow firms 
to generate greater sales and higher profits. Being more customer focused 
enables businesses to improve the cost ,effectiveness of their tnarketing whilst 
increasing sales, market shar,e and profits. 

The difference between niche market and 
mass market (A02) 

• N iche lnarkets are stnall and focused, so there are opportunities for high profit 
margins because pr,emrum prices can be charg,ed. 

• A niche market is identified as a group of customers with a d istinctive set of traits 
who have rather unique needs or desires~ e.g. organic foods, custon"lized product , 
eco1otouristn, or the 1narket for private tutors of beginner's kalian in T aiwat1~ 

Revised II 

l ) · rd dcf inition 
A market segment is a distinct 
group of customers with similar 
characteristics and similar needs 
or wants. 

A target market is a particular 
:marker segment that a business aims 
ro focus irs marketing effort on. 

r eVV.·' lt'd ef i J iti o 

Niche marketi11g is a corporate 
strategy based on identi fyiug and 
serving a r,elatively sn1all mark,et 
segment. 
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It enables stnall finns to operate profitably as large organizations do not often 
cater for these markets due to the linuted opportunities to exptoit economi,es 
of scale. 

• There are few barriers to entry in most niche n1arkets. However, this also 
n1eans there is a high risk of new businesses entering the i11,dustry; which 
increases direct co1npetition. 

• Mass tnarket s are those which p[ovide goods and s@rvices thar a.pp@al to an 
extensive nu[nber of customers. 

In tnass n"larkets, producers sell standardized products to large consumer 
markets, so profit margins are lower on ,each unit sold. 

• Mass tnark@ting helps a firm to enjoy economies of scale by c8!te ring for a lar-ge 
number of custo1ne·rs; leading to larger profits from increased sales. 

(eyv~.. rd dl finition 

Mass marketing is tnarkering 
stra.t,egy aimed at all consutners 
in a n-uuket withou t t rying to 
dif forentiate them into separat,e 
market segtnents. 

How organizations target and segment their 
market and create consumer profiles (Ao,2) 

• Mark.er segmentation acknowledges the fact that custom.et'S a re different> such 
as demographic factors based on characteristics including religion. gender and 
n1a:rital status. Hence, in any tnarket there wHL be several tnarket segment~ 

• Organizations choose to segment their market in order to create di stincr 
consumer profiles in several waiys, based on de1nographic, geographic or 
psychographic factors. 

• Segmentation enables businesses to gain a better understanding of c nsutner 
profiles in each seglnent. This is crucial to devising an ,effective marketing mix. 

• Consun1er profiles usually include the person 's age, gender, 1nar-ital status, 
education, occupation and incon~e 1,evel~ ar,ea of residence and spending 
patterns. Knowledge of consumer profiles is an important consideration when 
devising ·the n1arketi ng mix. 

• Socio ... econo1nic seg11u~ntation seeks to classify consumers accot-ding to their 
income, profession or education. Businesses can then devise different 
n1arketing 1nixes targeted at each n1arket segnlent. 

• Psychograph1c .segmenttUion focuses on personality traits, lifestyles and attitudes, 
e.g. customers who like to buy organic produce. 

Dernograp.hic segrneruatiori focuses on population structures such as age~ gender 
ethnicity, marital status language family size and religion. 

• Geographic seg1nemation :is based ot'i the physical location of the customet. This 
includes consideration of the natural environn1.ent and climate of the location. 
It is useful when target markets have different preferences based 1on where they 
are located. 

• Mark~t segmentation is follow,ed by targe·ring. This enables an organization 
to devise an appropriate marketing mix for different :market segnients in the 
industry. 

• Market segmentation allows .a business to target its efforts and marketing 
strategy mor,e effecri vely by devising an appropria·te product, p1ice,. place and 
promotion mix for each segLnent. This offers prospects of higher sales and 
growth for the business. 

• It can also be cost-effective if targeting leads to an effkient use of the 
organization,s resources in conducting successful and justified marketing 
activities. 

I e 1\\ro rd dPfin iti ns 

Market segmentation is the 
process of spl itti.n g :a market into 
distinct consutner groups to, better 
understand their needs. 

Consum@r profile refers to rhe 
den1ographic and psychographic 
charact,eristics of consutners in 
dif fe.rent tnarkets. 

Targeting is the practice of 
devising an appropriate marketing 
m ix and marketing strategies for 
dif ferei~t t11arkec segtnents. 
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A product position map/perception 
map (A02, A04) 

• A perception nu1p helps a business to illusaate the position of its products in a 
market, relative to its rivals in the industry (see Figure 4J). 

• Having a cleali@'r idea of customer perceptions helps a business to fine.- tune its 

n1arketing strar~egies to enable it to increase sales and lna.ximize profits. 

• Different categories of products can be seen in a perception n1ap that uses 
price and quality as the benchmark va.riabl1es: 

D A premiu m produ ct on a perception n-iap is perceived by customers 
as one that offers high quality at a high price, e.g. Cartier watches,. 
Porsche cars or Haagen.-Dazs ioe crean1-. 

D A cowboy product on a. percepti,on map is perceived as on@ that offers 
low quality but at a high prioe. This strategy can maximize sales in the 
short rerm but is unsustainable. 

D A bargain product is perceived as one that offers high quality but at a 
low price. This short .. tenn tactic can. help to boost sales and gain brand 
awar,eness. 

Low 
quaHty 

.. ey · rd tinir · n 

l \ product position n1ap is a 
visual representation of customers' 
perception of a prod.ucr, relative to its 
competitors1 e.g. its price and quality. 

High price 

1Bra.rnd A 

!Brand B 

Brand C 

D An economy brand is one that offers low quality but at a low price, 
e.g. supennarket own-branded products such as toilet tissue, wines and 

d food Brand D ca.nne . s. 

• If a firm finds its position on a. perception map to differ fro1n what the fi nn Low piri ce 

envisaged, it needs to reposition the product or brand by appealing to a Fig u re 4 .11 Example of a p ercept ion map 
different market seg1nent or by an hnproved marketing tnix. 

The importance of having a unique selling 
point/proposition (USP) (A02) 

• A unique seHing proposition (or unique selling point) can be an important 
source of co1npetitive advantage for a. business, ,e.g. Apple's USP has been its 
distinctive and highly innovative products. 

• Businesses with a USP focus on marketlng the exclusive features and attributes 
of th~ product. 

• Having a USP makes a business special and diffel"entiates it frotn competitors. 
This helps to itnprove brand awareness (recognition) and brand loyalty, and so 
gives the business a competitive advantage over its rivals. 

A unique selling point (USP) is 
any aspect of a business, brand ·Ot 

product that makes it di.stinctive 
(stand ,out) frotn those offered by 
their Cotnpetltol'Sr 

How organizations can differentiate themselves 
and their products from competi'tors (A03) 

• Prodt1ct differentiation creates a perception amongst ,consumers that the 
firm's product is different or unique, and so crea.tes better value re lative to 
its competitors. 

• Market research and 1narket segmentation data enable a firm to different iate 
its products. 

• Firms try to differentiate their products by altering some or all aspects of the 
n1a rlceti ng lni x. For ex;mnple: 

D product - adding new features~ changing the colour, or l ntroducing 
different sizes 

D price - difterentiat,ed pricing for different 1narket seg.men ts 

o place - usjng e-comt't1.erce for the convenience ,of customers 

D ·promotion - using logos, slogans and branding.. 

' t'. '\.VOr~ dlJinition 
Differentiation is the acr of making 
a business or its products d istinct 
fron"l its rivals in the industry. 
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Table 4 .1 Advantages and disadvantages of differentiation 

Adva ntages of d ifferentiation Di sad va ntages of differentiatio n 

Allows the, firm t,o charge a higher price due to the uniqueness, 
of the product 

It can be a very expensive strategy 

Creates brand awareness, brand recogn itio1n and brand loyalty 
Creates placement (or distribution) advantages as more, 
retailers wi II warn to have ·the product for sale 

• Making pm-ducts unique can mean that i1 is difficult to f\eap 
the benefits of economies of scale if the products were mass 
produced 

• It ea n ,cr,eate confu~o n in the minds of consumers through 
excessive differentiation and advertising cluttier 

4.3 Sales forecasting (HL only) 

Up to four-part moving average, sales trends and 
forecasting using given data (including seasonal, 
cyclical and random variation)(A04) 
• Sales forecasting is necessary to help an organization with its business 

functions, such as: 

D If sa1es are predicted 'to increase for the foreseeabl1e future, the hutnan 
resou[oes d@partm,@nt tnay rocr-uir more \Vork@rs. 

D Cash. flow forecasts will also t@ly on sales fotecasting dara. Profit forecasts 
will depend on the level of sales ,expected over a certain tin"le period. 

D Production schedules will be based on the ,expected level of sales. Stock 
(inventory) n1anagement win depend on the forecasted level of sales. 

• He1:1ce, sales forecasting d riv,es tnany other aspects of strategic p lanning in 
a business. Managers want to understand the trend in the n1.a1ket and the 
underlying reasons for this. 

• It i.s an important tool d"1at enables a business to identify opportunities and 
rhrears in advance. 

• ales forecasts are generally based on reoent sales trendsl 'market analyses 
of the industry and the state of the econo1ny (such as the expectation of .a 
re.cession o,r ,economic boom). 

• Forecasts ar,e often pr@Sented. in rhe fortn of rim . series dara. T h is sales 
forecasting t,ec.hnique predicts sales revenue by using the underlying trends 
from a series of actual sales data recorded at regular ti1nes in the past. 

• The tnoving average technique is ihe si.lnpl,est method of sales forecasting. It 
enables managers to identify a trend from the data set~ as weH as changes in 
the trend, for a given period of time. 

• There are two steps to calculating the moving average: 

D Calculate a moving tot al, e.g. total sales for four months. 

D Calculate the· centred average of this data set~ i.e .. the average of the 
tnonthly figures. 

D For ex:an1ple, suppose a firm's sales figures for the last four months a.re: 
$121 OOO, $123 OOO, $122 OOO and $124 OOO. The fir-m's four .. poirrt moving 
average is $122 500 (i.e. the sum of the sales figures for the period of 
$490000 divided by four months). 

• Ir i.s a useful way ·to identify trends where ther,e are strong seasonal influences 
on sales (see Table 4.2) or whei'l sales are irregular for no obviou.s reason. 

' e,~v .. rd definition 

Sales forecasting is a quantitative 
technique used to predict the level 
of sales revenue that a firm expects 
t 10 earn over a ,certain period of 
tilne. 

e, ~ lrd ·) :i.fi t i ti i"Jf 

The moving average is a 
q uantita.tive method used to 
d iscov,er the under lying trend by 
l,evelling out variations in a data 
set. Such deviatior1s are rypically 
caused by seasonal, cyclical and 
random variations. 
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Table 4 .2 Calculating the moving average using four~point averages 

Month Visitors four-point moving average 

Jan 20000 

Feb 20500 

Mar 22000 21375 

Apr 23000 22625 

May 25000 24500 

Jun 28000 27000 

Jui 32000 29750 

Aug 34000 30000 
Sep 26000 29000 

Oct 24000 26500 

Nov 22000 24000 

Dec 24000 

• The data in Table 4.2 shows the monthly visitor nutnbers to a can1psite. This 

is shown diagramnlatically in Figure 4.2. which suggests there ar,e seasonal 
factors affecting the level of denu1nd. 

• To calculare the four .. poiinr moving averages, in order to identify a trend line 
(see Figure 4.3), it is n@Cessat~y to calculate rhe arirhmeric mean of each data 
set consisting of four n1.onths. So, the average visitor nu n'lbers from February to 

May is 22. 625 people, Le. (20 500 + 22 OOO + 23 OOO + 25 OOO) ~ 22 625_ 
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!Figure 4 .. 3 R.aw data and trend line of number of visitors to campsite 



• The moving average line shows the four .. point cenrred moving averages~ which 
stnooths out some of the seasonal variations in the vi.sitor numbers. 

• The linear (moving average) line shows the line ,of best fit, i.e. the trend. 

• Sales forecasting enables .managers to extrapolate the sales trend as part of 
cheir planning. Ex·crapol ation assumes tha·t sales patterns are stable in the near 
future. 

• It identifies the trend by detem1ining the line of best fit and then shnply 
exrendi ng this line to tnake the predictions (see Figure 4.4 ). 

EXAM PRACTICE 
2 Cakulate the thtree-y,ear mov•ng .averages. for Alexis Corp. from the data 
~~w ~ 

Sales.($) 200000 250000 240000 270000 280000 

Seaso,nal variations 
• Seasonal variations are deviations in the values of sales data around the trend 

line, repeated on a regular basis. 

• These valiations ar-e caused by environmental or cultural foctors which cause 
different peopl,e to have different levels of detnand at different times of the year. 

• To calculate the seasonal variation, managers find the nun1erlcal difference 
between the observed data values and ·rhe values on the trend line. The 
variations can be ex~essed in absolute money terms or as a perieentage of the 
deviation fr.01n the trend. 

• Calculations of seasonal variations .are used to adjust the predicted sales 
revenue from the trend over a one .. year period in order to generate a more 
accurate prediction of quarterly sales. 

• Many products face seasonal fluctuations in de1nand~ ,e.g. umbrella_s, ice crea1n, 
Easter eggs, Chrisunas trees, school uni form and I B examiners. 

CycUca II va1ria,tio,n,s 
• Cyclical variations are genera Hy a.ttri buted to fluctuations in the business 

cycle (see Unit 1.5), such as a boon1ing economy (with high rates of econotnic 
gr,o,wth) or a recession ( when activity is low, ca.uslng mass .. scale job losses in 
the economy). 

• Unlike seasonal fluctuations, \mich occur at predictable inteTvals during the 
y,ear, cyclical v.ari ations can last more than a y,ear, e .g. many countries took 
more tl"tan five years to get over the global financial crisis of 2008. 

• To make the predicted figures more accurare, rhe forecaster adjusrs the sales 
figures by the average of the cyclical variations along the trend. line. 

• Rando1m variation,s 
• Random variations are caused by irregular, accidental and unforeseen factors, 

e.g. a natural di.saster, prolonged periods of incl,ement weather, the outbreak of 
a \.Var, :an infectious epide:m ic, a corporate scandal, or a public relations disaster 
following a lnajor product recall. 

• As random variations are ,erraric and unpred ictabl,e, ·there is no specific 
formula that can be used to isolate and identify the deviations. 

Randotn variations can oc~ur at any tilne; thus causing unusual and irregular 
sales revenue figures. 

4. 3 Sales forecasting (HL onlr2; 121 

1-ey, , rd :lefinition 

Extrapolation is a sales forecasting 
technique that tna.kes future 
predictions of sales (it1 units ·OI 

dollars) based on rrends identified 
from using past data. 

"ii? 
0 
0 
a 
tJ -
1:: Trend in :, 

actual sa,les 

T ime 

.,; ,,,. 
Extrapoiated 
trend 

Figure 4 .4 Extrapolation of sales 
data 

l{ey1A· "lrd 1 ef i L ition 

Seasonal variations are expected 
periodic fluctuations h'l. sales 
revenues over a given time period, 
e.g. peak periods during certain 
rimes in the year. 

' -'< rd d• fi iti n 
Cyclical variations refer co the 
r,ecurrent fluctuations in sates 
revenues linked ro the business 
cycl . 

e 7'\ • :-\td clef i i don 

Random variations are 
unpredictabfo and er ratic 
fluctuations in sales revenues~ 
caused by irregular factors. 
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The benefits of sales forecasting (A03) 

• Sales forecasting techniques such as n-1ovit1g averages help to identify trends by 
smoothing out seasonal, cyclical ,or nmdon1 variations in the data set. 

• It is a useful planning tool to help managers to L"educe the uncertainties of the 
future. 

Identifying the trend ,enables the business to extrapolate or predict future sales 
r,evenues as a basis fo,r strategic and financial pi anning. 

• Sales forecasting enabl s :managers to allocate various budgets for the different 
functional :areas of a business. 

The limitations of sales forecasting (A03) 

Only sales forecasts for a short periocl of titne are likely to be accurate so the 
usefulness of the t ol can be questioned. 

• The key assu1nption of sales forecasting techniques is that what happened in 
the pa_St is likely to continue in the future. This can prove to be unrealistic so 
extrapolated results can be so1newl-1at overly sin1pHstic. It ignores the concept 
of change in the real business world. 

• To be of value, forecast data must be based on reliable information a nd data, 
although these are not necessarily ,easy or cheap to oollect . 

• Sales forecasts can be acctuate for pr,edicting the sales of single items but tend 
to be less accurate for finns that seH a broad range of products. 

• It is not always suitable for all types of businesses, e.g. ptuduct .. orienred 
industries with very dynamic custo1ner preferences such as the fashion and 
high.-tech industries. 

• Qualitative factors that affect sal,es r~e.noes a re nor incorporated in sales 
forecasting techniques. 

4 .4 Market research 

Why and how organizations carry out 
market research (A02) 

·Reasons why businesses conduct 1narket research include the desire to: 

detennine customer preferences about a product, e.g. design; colour; size, 
stnell or taste 

• discover the likelihood of custo1ners buying th~ir products 

• assess customer sensitivity to different price levels 

discover and learn about new market trends 

• reduce the risks of marketing activities such as n@\.v product launches and 
pricing decisions 

investigate vruious market demographics and their potentially different 
reactions, pr,eferences and behavioural variations, e.g. age, gender, religion, 
marital status, location and incotne l,evel 

• explain sales patterns and variances (see Unit 3.9). 

Revised II 

CUEGIS 1CONCE.PTs··, 
'- ', • .: • - 4 r • • " - - , 

lnv,e.stigate how sal,es, forecas1jng 
,changes, (or influences} the 
dedsions made ~n an o,rganiza1jon 
,o,f your choice. 

CUEGIS CONCEPTS 

For a bus~ne·ss of your choke, 
d ~scuss whe1her there are e1hical 
d ~lemmas In the choice of data 
1hat are used and how th is affects 
1he iorecasts. 

Market research is the systematic 
process of collecting, collating~ 
analysing and interpreting data 
and infonnation about ,existing and 
porential consumers, competitors 
and markets. It is used by 
businesses co aid their n1:arketing 
planning and marketing strategies. 



In general terms, organizations can carry out market research in one of C\VO ways. 

• Primary research is tnarket research that does no·r alr,eady exist about a good or 
service. Features of prima1~y research in.elude th following; 

D The collection of first .. hand data for a specific purpose. 

D It often represents a limited oc skewed perspective. 

CJ Hence, there is a n@@d to S@lecr a sample that is representative and 
statistically significant to ensure the results ar,e reliable.. 

D Often provides in-depth qualitative data and infonnation. 

D Primary sources are not always objectiv,~ sour-ces as th,ey .ar-e often based on 
people's opinions and the judgement of the resea rche:rs. 

D It is relatively e:x"Pensive to gather the data and info,rmation con1pared with 
secondary market research~ 

• Secondary research is the market research of data. and information t hat 
already exists. Features of secondary research 1nclude tbe following: 

D Reusing second ... hand data and infonna:tion already ool lected by son1eone 
else for a d.iffere.nr purpose. 

D Generally draws findings from large~ representative samples. 

D Some secondary sources involve a cost, e.g. subscription and associatlon fees. 

D The irrt,ernet has rie,roluti,onired how secondary market research is 
obtain@d, by offering convenience, speed and an bnm@nse range of online 
sources. 

Table 4.3 Advantages and disadvantages of primary market research 

4.4 Market research 123 

Primary n1arke t research (or field 
research) is the systematic process 
of collecting, recording, analysing 
and interpreti·ng new data and 
informarion about a specific issue 
of di t-ect interest to the business, 
e.g. questionnaires, interviews, 
focus groups and observations. 

l r ·y · rd l t · 1i t · 11 

Secondary market research (or 
desk research) is the col lection1 

collation and interpreration of 
,existing data and information 
from previously 8V.8i ilahl,e sources; 
such as market analyses, :ac adetnic 
journals, government pu bl ica.tions 
and media articles. 

Advanta·ges of primary research Disadvantages of primary research 

• 

• 

tt provides bespoke. specialist market research data, which is • Rel.ative·ly high,er costs of conducting primary research 1oompared 
up~to-date and unique to the requirements of the business with secondary market research 

lt can give busines,s,ecs a competitive edge by gathel'i nig new data 
and information about ,customer purchasing patterns and habits 
in order to anticipate changes, in their spending behaviour 

It enables firms to focus on more effective and targeted 
marketing approaches, rather than an expensive and less 
effective mass marketing approach 

ft can provide detailed and informative qualitative findings to 
inform a firm'·s marketing and corporate strategies, 

New technologies al low onl ine surveys to be conducted faster • 
easier and more cheaply 

• The monotonous. task of conducting primary res.earch such 
as carrying out lengthy interviews or a tedious, number ,of 

questionnaires 

• The time-consuming process of c-0l lecting1 coHating and 
interpreting primary data 

Dedsion making can be delayed due to the lengthy time 
involv.ed in designing, conducting, collating and interpreting 
primary re sea re h 
Imperfections in primary market research techniques {such as 

biased questions or a stati·stically invalid sample si!e} lead to 
u nrepresent-ative and misleading research findings 

'Tab le 4.4 Advantages and disadvantages of secondary market research 

Advantages of secondary research 

Relatively faster and cheaper to collect 
than primary research 

• Often available free of charge, e.g. 
company websites, gov,emment s1atistics 
and online news media sources 

• Ease of acce-ss, to data sources, especia Hy 
with onli ne sources such as W ikipedia and 
onl ine se.arch engines such as Google 

Allows a1ccess to a wide range of sources 

Disadvantages of secondary 
research 

• The data and info nnatio,n have to be 
adapt,ed to the firm's particular needs 

• The data and info rrn.ation ea n becom,e 
out of date very quickly 

• Riv,al firms ,also ha'\ie access to the 
same secondary data sources 

There may be biases in the data 
and research that is not apparent 1:o 
th,e user 

Organizations can use i1nterna I 
sou rce-s ,of secondary datat , .e. data 
previously pub! ished by the firm itself, 
such as company lieports, h lstork 
sa1es f~gures a1nd proii1 levels. Th~s 
differs from external secondary 
rnar~et re sea r,ch data (published [by 
other organ izat~o,ns, such as market 
analyses reports and .academk 
journalst which is what students tend 
'to write about. 
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Methods/techniques of primary market 
research (A02) 

Prin1ary 1narket research cao be conducted using several tnethodsl including: 
surveys, interviews, focus groups and observations. 

Siurveys 
Surveys are a method of gathering both. qualitative and quantitative 
information frotn a &'a.mple of individuals for tnarket research purposes. 

• T hey are the most popular m,ethod of primary research. 

• There needs to be a large enough sample of consumers to provide statisdcaHy 
valid and representati ,~ data. 

• T hey are ofien used to ga.in cus'Comer feedback from peopl,e who have recently 
bought a good or service, e.g. hotel guesrst 1-est:au r-ant d iners or car drivers .. 

• Questionnaires are used to ask consumers or potential consun1ers for their 
opit1ions and preferences about a pa:rticula.r good or service. 

• A combination of closed questions (e.g. 'Yes/No\ or 'Male/Female'') c open .. 
ended questions (e.g~ 1Tell us about ... ' or 'What is your opinion concen1.ing ... ') 
can be a-5ked. 

• Variations include postal surveys, personal surveys, self-co1npleted surveys, 
telephone surv,eys and online surveys. 

• They can be an expensive and tilne .. consuming method of market research. 

• They can suffer from selection or interviewer bias and/or poorly worded 
questions, thus generating unr,epresenrative results. 

• Questions can be poorly worded, so the findings 81"@ 1nisleading and 
inaccurate. 

Furthermoret many people are reluctant to fill out questionnaires or they do so 
in a hurry, without oi ving much thought to die questions or ·their responses. 

• Interviews 
• h-1.t:erviews are ,conducted by an interviewer ,'Vl10 asks respot1dents 

(interviewees) a series of questions~ Interviews tertd to be more detailed than 
surveys. 

• They can be face-to .. face (e.g. interviewers ask people on the str,eet ,or in 
shopping maUs a series of questions) or interviews ,on the telephone. 

• Like questionn.aires, they cai, be specifica.Uy designed to meet d1,e needs of the 
organ ization. 

They help to detennine the interviewee's opinions and beliefs. 

• Questions that are d ifficult to understand can be explalned to :interviewees. 
This can help to resolve the issue of cultural and linguistic bias that surveys 
can suffer fr0im. 

• As it involves only a small number of customers, the results n1ight not reflect 
rhe views of the marker in which the busin.ess is interested. 

• There is also potential interviewer bias, which could distort the resulrs o,r 
analysis of answers. 

Interviews are time~consuming and can be costly to conduct~ 



Focus gro,ups 
• .Focus grol1ps aJe small groups of customers and consu tners who meet rogeche[ 

w ith a :researcher for n1arket resear-ch purposes. 

• They it1volve groups brought together 011 one or more occasions, where 
consumer panels ar,e asked to answer and discuss questions about a specific 
good or servicie. 

• They enable detailed investigation of the psychology of custonrers,. e.g. their 
opini1ons and attitudes] and what motivates then1 as consu1ners of the product. 

• As part of the [arget tnarket, focus groups are used to identify the warn:s and 
needs of different market segmet"l.ts. 

• Using focus gtoups can be costly as participants are usually p1ovided witll 
fin.and al incentives such as gifts and free samples. 

Observati,o,1ns, 
• O bservations involve researchers watching and recording customer behaviour, 

e.g. iden.tifying which supetniarkiet aisles custon1ers spend most of their cinre in. 

• Unlike surveys and in'r,erviews, observations are n,ot dependent on the 
willingness and ability of reSeaiich subjects (those selected for marker resea:r,ch) 
to respond accurately. 

• The information collected fron1 observations tend to be more objective and 
accurate as ther,e is no interviewer bi.as. 

• H owever, analysing the results from observations is very labour.intensive and 
tilne consuming. 

Methods/techniques of secondary 
market research (A02) 

Secondary n1arket research can be conducted using several methods, including. 
market analyses, academic journals, government publications and media articles. 

Mark1et ana lyses 
• Market analyses refer to the collection of data and infonnation about n-iarket 

characteristics of a particular good~ service or indusrry, e.g. market size, market 
growth potential and :in formation on competitors. 

• It is a quick and relatively cheap way -of examining and assessing the potentia l 
of a new good or service. 

• ·N ew businesses often :rely on 1narket .an alyses report s to p repare their business 
plans. 

Valuable sources for conducting market analyses include! n1arket research 
finns, at'lnual cotnpany reports, w-ebsites of competitors and trade journals or 
publica.rions. 

• It is often included as part of a firm's :WOT analysis (see Unit 1.3). 

Academiie jou1rnalls 
• These are fotmal scholarly journals related to a sp~cific academic discipline 

such as business utanagement; psychology, natural science or economics. 

They are written by academics such as university lecturers and professorsf and 
the conren'l: is often pe,er.-reviewed. 

• They Bl"e typically written in. a standatrl format: abstract, methodology; results 
and findings, discussion, conclusions, bibliography ~nd appendix. Citations 
and footnotes are also used. 

• The intended audience is the research ci0in1munity, e .. g. professionals and 
acade1nics such as university students and professors .. 
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They often ser,~e as a critique of existing 01arket research or an introduction of 
new research presented for acaden1.ic scrutiny. 

• Academic journals ar-e geneL11U y objective as rhey are not usually writcen for 
the benefit of any sing]e business. 

Exarnpl,es include: the Acadeiny of Management Journal the Cambn·dge Journal 
of Ec-ono-mtcs, and Jouma.l of International Management. 

Gove,rnmen1t p 1u bll ications 
• Government publications refer to official documentation and information 

r,eleased by local, national, international governments or rreaty organizations 
(such as the European Union or United N ations). 

• These docuu1ents vary widely i.n purpose and ,content. Unlike acaden1ic 
journals, there is no standardized format with government publications. 

• G ,0¥,ernments produce a huge volume of publications on a broad variety of 
issues, thus providing researchers with e rich choice of data and infonnacion. 

• Exanlples include: population statistics, unemployn1ent figures, inflation 
rates (consumer price lev,els), economic growth rates, the annual government 
budget, and inte..r national n-ade data. 

• Grn.rerntnent publicaitions are a tnajor source of infonnation in virtually every 
field of research. 

• Most governlnent publications are ava.ilable to rhe general public and are 
usuaU y acc€Ssible free of cha rg@. 

However, n1any researchers under,use governn1e11t publications because the 
documents tend to be diffkult to find. 

Media art.i,cl1e s. 
• Media articles are docun1ents or articles that appear in print or online n1edia. 

• Examples include the foUowing; 

D N,ewspapers, both in pub]ished forn1at and online versions~ providing a vast 
range of n1iarket research information, e.g. the buernattona[ Herald Trtbune, 
the Tnnes of India, the Wall Street Journal and USA Today. 

D News magazines, e.g.. TIME, Busin.e.ssweek, The Econainist and Fortune. 

D Trade journals, e.g. Adver.tising Age (m_atketing), The Grocer (supermarkets), 
Ai.tocar (autotnobiles) at1d Computer \Veeldy (lCT). 

• Access 10 media atticles is usually straighrtorward with plenty of non .. 
subscription websites available (e.g. bbc.co.uk) and the spresid of news via 
social tuedia and social networks (e.g. Twitter and Facebook). 

Users of n1.edia articles need to be conscious of potential bias from the aud1,ors 
of the articles. 

Ethical considerations of market 
research (A03) 

Ethical considerations result in the expectation that market research is 
conducted objectlv,ely, using honest, unbiased and reasonable techniques. 

• This includes the protection of research subjects (respondents) regarding the 
confidentiality of their personal data. 

There should be an absertce of delibera~e bias, stereotyping and prejudices of 
market researchers. Exa.n1ples include: 

D not uelling respondents what the infonnation coUected is to be used for 

D tnanipulating data to change the results 

Expert tip 

Many students confuse ac.ademk 
(01r scholarly) journals wirth business 
magaztnes and other popular 
business media (e.1g. Bloom·berg 
Businessweek or Forbes and Fort.un.e 
magazines). Remember. the authors 
of aicademk j,oumals are academics 
ra1her than professional jo,urnalfrsts. 



D breaching confidentiality; i.e. unauthorized disclosure of custon1er 
information to third parties 

tJ in.vasion of privacy, i.e. infringing people~s tight ro privacy 

D using tnarket research data and infonnation for personal gain. 

• Such considerations a re important for firms in order to a.void a public backlash 
if their market r,esearch pracrices ate perceived as unprit"icipled and immoral. 

• Unethical behaviour can negatively impact a flnn~s relationship with its key 
stakeholders. 

The difference between qualitative and 
quantitative research (A02) 

Table 4.5 Features of qualitative and quantitative research 

Qualitative resea tch 

• Involves an in-depth investigatiion into 
the motivations and reasons behind 
consumer behavio,u r 

• Based on opinions and perspectives 
• Often uses primary resea re h to find out 

about consumers" tastes, opinions and 
buying behaviour 

• Can be conducted using m,arket 
research techniques such as. focus 
groups_. q ueslion nai res and interviews, 

Can provide a wea Ith of information 
despite 1he low number of respondents 

• Provides far moire detailed and honest 
information regarding th 1e motivation, 
attitudes or habits of consumers 

,Quantitative research 

Relies on a large number of responses 
to ge1t numerical resu Its 

• Uses dosed questions, categorica I 
sele,ctions and/or scaled rankings 
for responses in order to gather and 
ea ku late results easily 

Quidce r and easier to co Hect. col late 
and i nterpre1 than qualitative response-s, 

• Tries to estabHsh correlations,, i.e. 
whether there is a relations hip between 
two or mote varia bJes 

Quantitative analyses help to make 
decision making more objective 

• Quantitative analyses alone do not 
reveal the 'whole picture· without 
qualitative input 

Methods of sampling (A02) 

• 'Population' is a. :statistical term that refers ro all porential customers of a 
particular uiarket or all the people that fulfil a chosen criterionj for a market 
research exercise. 

• 'Satnpling' is rhe practice of selecting a stnaU group of cus'[Otners frotn 
the population of a certain 1narket for the purpose of market resea·rch 
(see Figure 4.5 ). 

Sampling seeks to create a group of respondents for market research who are 
r,egarded to have repr,esentative views of the target n1arket~ 

• Sampling is used as ir is impractical, too expensiv,e and unnecessary to 
include the entire ·market population for research purposes. 

• s~unpling n1ethods include! quota, randotn, stratified, duster snowballing and 
convenience. 

Qu1ota samplling1 
• A quota refers ~o a pre-detenn ined al location of specific sub .. groups of the 

population for satnpllng, e+g. 25 fernales and 35 tnales i11. a satnple size of 
60 people. 

• It involves selecting a certain number of people from d i.fferent market 
segments with shared characteristics, e.g. age, gender1 religio"l), ethnicity or 
income levels. 
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l( .,,y, T rd dt'.f in it ion. 

Qualitative research is based on 
opinions, feelings and perspectives, 
e.g. why they prefer a certain 
brand. It generates in.-depth, non .. 
numerical informarion. T he results 
of qualitative -r,esea t·cb a.re usually 
descriptive rat her than predictive. 

Q,u an tita ti ve res,earch is based on 
fac[s and 'figures, i.e. nu111eric.al 
parter n s, correlarions and results t 
such as how 1nany people- prefer 
a particular brand over its rivals. 
The results of quantitativ1e 
r,esearch ar,e u suaU y predictl ve 
rather than descriptive. 

Population 

figure 4 .5 The difference between 
sample and population 
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The assembled quota sample has the satne prop:>rtions of individuals as the entire 
population (of the market for the product) regarding known chara.ctedstics. 

• The purpose is ro garh,er representative data frotn sub .. groups to get around the 
issues of random sampling. 

It is suitable when researchers want to investigate a trait or a characteristic of a 
certain sub.-group or to observe relationsl'lips between :ru.b. .. groups. 

• R esearchers need to detertnine in advance the specific characts.ristics on 
·which they will base the quota satnple. This is vital to ensure representative 
results from the research. 

• Quota sampling is often used with conven.ience sampling, so the researcher 
ht1 s control of who is included in the sampl, . 

Random sam1pl'ing 
• This me·thod involves selecting individuals in such a way that everyon,e in the 

tjotal population bas an. e-qual ch.an.ce of being ch.osen. 

• Research subjects are often randomly chosen by a cotnputer using information 
stored in a database. 

• H .ence, there is no bias in the selecrion of r1esp nden'ts for tnarket research, so 
the outcome of the research is likely ro be mol'e accurate. 

• Randon1 sampling is a simple, quick and cheap· tnethod of saJnpUng1 especially 
as research subjects are readily available .. 

• ·How:ever the ccrnvenienc~ of ra.ndotn sampling also nieans ther,e is a high 
probability that the selected sample is unrepresent~ti ve of the population. 

• Stratifi1ed samplling1 
• A stratified sample requires the propon:ions in the saiatple to reflecr the 

proportions ·in the population a.s a wholet based on common srrar~ (divisions 
or segments) such as age·~ gender and socio~econotnic status. 

A number of respondents proportional to the population fton1 ,each segn1ent 
is chosen randomly, e.g. if ·the target population consists of 40% male and 
60% fetnale, a 50-person sa.inple would include 20 ma·les ( 40%) and 
30 females ( 60%). 

• Howrever, it is more difficult to organize such san1ples as they requin? fairly 
detailed knowledge of the populati l'l characteristics, so the cost of conducting 
1esear"Ch can be high. 

• Stratified sampling is often used with random sa mpl 1 n.g so the researcher does 
not control who is included in the sample. 

3 001 Pharmaceutkals w.ants to, sample 80 members. of staff to ,get 
feedback .about rts canteen facil~ti,es. The workforce cons~sts of 75o/o fuH-dme 
worker.s and 2 5%, part-1:ime staff. Stratrfy the ·sa1mple in o rder to calculate 
the number of fuU .... and pairt .... dme staff used for the s.ample. [2) 

Cl1ust eir 
Cluster satnpling involves selecting several geographical areas and then 
randomly choosing people within these areas tor market research purposes. 

• It is suitable and cost-effective if travel costs between clusters are high. 

It can suffer fron1 bias and sampli11g errors because respondents are selected 
from only a few areas (clusters) to make extrapolations about the population. 

• Increasing the nun1ber of clusters would be one way of reducing the bias and 
improving the validity of the findings, but it ,¥ould also increase the costs of 
n"larr~et research. 



S1nowballing 
• Snowball sampling involves the use of custo1ner referrals to r,each our to their 

friends, family or colleagues for n-i.arket research purposes. 

• The tnethod requires Lninima] planning and is a cheap Lnethod of selecting 
subjects for satnpling, especially as it can be operated through social media 
networking sites. 

• It 1s useful wlwn the researcher does not have access to a sufficient nu1nber of 
people with the desired characteristics. 

• However, it can lead to biased samples as friends and family are ofoen like­
minded people, with similar habits and tastes. 

• In addition, researchers using this sampling method have no idea of the true 
distribution or sub.-groups of the population. The choke of the initial contacts 
is therefore of vital importance. 

Conve,nience 
• a1nples are created using subje-ets who are easily accessible to the researcher, 

e.g. IB students often use other students or their teachers when conducting 
resear'Ch for their HL Internal Assessment in Business Management. 

• The selection of research subjects in convenience san1pling is usually self .. 
selected (because the research subjects are easily accessible) or unguided, e.g. 
volunteers who choose to respond. 

• However, the findings could be skewed and unrepresentative of rh.e wider 
popu larion. 

• Generalizations and inferences are difficult to tnake as the researchers are 
unlikely to use a sa1nple that covers sufficient su b~oups within d'le population. 

Results from data co llection (A02) 

y,vord de inition, 
Sampling errors are the mistakes that arise from sampling design, e.g. the 
sample siz,e being roo small, selecring an unrepresennuiv san1ple, the use of 
inappropriate sampling methods o :r having bias built into the research. 

N on.-sampling errors are market research 1nistakes that are not attributed 
to hun1an errors, e.g. untruthful answers by respondents which distort the 
findings. 

• Results frotudata collection can contain both sampling and nonzsalnplingerrors. 

• Resulrs are often presented using different forntats, including: 

D Pie cha.rrs ro show percentages, e.g. t h@ percentage of respondents who 
selected a certain choice in a survey. 

tJ Line graphs to show titne-series data, e.g+ a. ·firm's profit figures over the past 
five y,ears. 

Cl Bar charts to show frequencies. e.g. comparative sales figures of diff:e:rent 
co1npanies. 

D Tables are also used to pr,esent nun1erical data in various fonnats. 

• Qualitative results tnay be shnplifte.d by pliBSlfilting t he main fuidings in a SUJnrnary. 

When ana1lys~ng results from data collection sho,wn ~n graphs and charts., rt is. 
important to check the data ,axes ,carefuUy. Don't assume that the ,examiner knows 
YI/hat y,ou unders1and. 
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CUEGIS CONCEPTS 
Busjnesses are ~ncreastngly 
resorting t,o ·social m,ecna {e.g. 
Twitter, WhatsApp and Facebook) 
and websites (e.g. SurveyMon key 
and Zoo,merangi) to collect and 
,col late data faster, more cheaply 
and 1more frequenily. lnvestiga1e 
how a business of y,our choice has, 
used t,echnology in an innova1:ive 
way for market r,esearch purpo,ses. 



130 1Unit 4 Marketing 

4. Sa The 4 Ps: Product 

The product life cycle (A04) 

• The product life cycle (PLC) t-efers to a marketing theocy that 
iUu strates the different stages a typical product goes through from 
its launch to its eventual withdrawal from the market. 

• The PLC diagram (see Figur,e 4.6) shows sales revenue on "Che 
y..axis and the ti~ne 0 11 rhe .x...axis. 

The five typical stages of the PLC are: 

D Research and dewlotymem - The first stage of the PLC which 
involves designlng and developing a product before being 
launched for sale. 

Product llfe cycle 

D lnrroduct-ion - When the product is launched onto the 
market for sale. It usually requir,es significant investment in 
promotion and advertising to sustain sales. 

Time 

Figure 4.6 The product life cycle 

D GT,Owtl1 - When sales increase rapidly with the product becoming well 
known to the market. 

D lvfaturity - When sales revenue are at, or near. their maximum with 
tninimal or no mor.e scope for growth. Le. sales become satuta~edw 

D Dedtne-The last stage in a produces life cycle, when sales continually 
decline. The product is eve1uually withdrawn fr0111 the n1arket. 

The relationship between the product 
life cycle and the marketing mix (A02} 

.Managing the markering 1nix for a pt\ · uct varies according to the stage of the 
p11oduct in its life cycle. Examples ar-e shown in T a.ble 4.6 below. 

Table 4~6 PLC stage and the a · propriate marketin mix 

PLC stage Marketing mix 

R& 1D • Expenditure on market research 10 refine the product 

• Pricing, distribution and promotion ideas are discussed prior to launch 

- .... 

CUEG IS CONCEPTS 

Examine how ,changes {such as t he 
-fo rces of technoiogy and fashion) 
have i m pacte-d on the product life 
cyde in an industry of your choice. 

Introduct io n • Marketing efforts to raise brand and product awareness, e.g. sales promo·tion campaigns 

Growth 

Maturity 

Decline 

• Adv,ertisi ng expenditure is. high in an attempt to boost sales 

• limited distribution channels so sales are generally low 

• Possibly high prices if there is limited cumpetition and to recoup R&D costs. or low prices to gain market shatie 

lnvestm1ent in branding to differentiate the product from rivals 

• Brand and product preference develop. so sales increase, 
• Marketing efforts, to build brand preference and customer lo,y.alty 

• Stabilizing prioes to ensure market growth and value for money 

• Sales promotion and other marketing campaigns to get potential customers to switch from riva I brands 

• 
• 
• 
• 
• 

• 
• 

Marketing efforts focus on holding the market position to maximize profits 
Product differentiation is vital to lengthening this stage in the PlC 

Pro motion is widespread 

Price competition can become intense 

Possible extension strategi1es to prolong life of product, e.g. new features and benefits,, oth,er forms of 
diffurentiatio n. or entering new markets 

lower pricesJ possibly· aiming to be the lowest ,cost provider 

Decision made either to continue with marketing efforts to sell the produtt i{for as long as possible) or to pull it (if 
losses are incurred) 
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Extension strategies (A03) 

• Extension strategies are marketing techniques used co i rolong a product's life 
cycle (see Figure 4. 7). 

• Exampl,es include: cutting prices, proouct enhancements (such as 'special 
editions'), redesigning or repackaging the product, short,.term promotions and 
exporting the product to overseas markets. 

• They are used. when a product is in a saturated market or as it enters the 
decline stage of the prcduct life cycle. 

Time 

Extension 
strateg+es 

.. 

• The extent to which product extension strategies are used depends on the 
relative costs and benefits (revenues) fron1 impletnenting the plans. f igure 4 .7 Ext ension strategies an d 

the product life cycle 

The relationship between the product life cycle, 
investment, profit and cash flow (A02) 

Table 4.7 The relatio nship betwe en the product life cycle" investment, profit and cash f low 

PlC stage Investment Profit Cash flow 

R& D Very high R& D costs Loss, Negative 

Introduction Very high marketing costs Loss, but smaller Negative. but improving 

Growth High marketing cos,ts High Positive 

Maturity lower Profit peaks 

Decline little, if any Profit faHs 

Sa.les 

Introduction Growth !M aturity Dedine 

Fig ure 4~8 Th e re lationship betw een the PLC a n d prof it 

Boston Consulting Group (BCG) matrix on an 
organization's products (A03, A04) 

• The Boston Consulting Group (BCO) matrix is a marketing 
tool used to examine an ,organization's product portfolio. 

• For example~ the Volkswagen Group~s product portfolio 
includes: Audi, SEAT, Skoda, Bentley, Bugatti, 
Lamborghini Porsche, Ducati and Scani.a 

• There a re two dime1.1:Sions to the matrix; a producr':s market 
share and the tnarket growth (see Figu.r.e 4.9). 

• There are four quadrants in the BCG matrix: 

D Qi~stion marks are pr-oducrs char have low ma.deer share 
in a high growth ·market. Managers try to co11vert these 
products into stars, although this requires invest1nent. 

High 

..G 

i .. 
ic::n 

t; 
~ 

ta 
== Low 

Positive 

Ded ines/negative 

High Market :share 

Figu re 4._9, The BCG mat rix 

Low 
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D Stars are products with high or increasing tnarket share in a high growth 
market. They have yet to becotne market leaders but have the potential to 
become cash cows~ 

tJ Ca.sit cows are products with high market share in a low growth (mature) 
marklet1 so are d1e greatest earners of cash for a business. 

D Dogs are pr,oducts at th.e end of their product life cycle so operal!e in Low 
g1·owth markers yet hav@ low n1arker share. Hence, dogs drain cash from 
the organization. 

The BCG matrix is a u sef-ul tool for managing a diverse range of pr1oducts 
in an organizati011.'s portfolio, helping to provide balance ro a firm's product 
portfolio. 

·r ab le 4.8 Categories of the BCG matrix 

Stars 
High market g row,h 

High market share 
• Growth stage in the product Hfe eye le (PLC) 

Invest to turn into cash cow 

Cash cow s 
Low market growth 

• High market share 

• Maturity stage in the PLC 

• Main generators of cash 

Table 4 .. 9 Be ne fits of a product portfo lio 

Question marks 
High ma tket growth 

Low market share 

Introduction stage in the PLC 

Drain cash flow 

Dogs 
Low mark.et growth 

Low market share 

• Deel ine stage in th,e PLC 

Divest to prevent further losses 

• Developing a group of products in the portfolio can help, to increase brand awareness 

Reduce.s the risks of relying on ,a single product 

• Increases the revenue streams (see Unit 3. 2) of the business 
Having a variety of products helps to Ii mit the impact o,f seasonal fluctuations in demand 

Aspects of branding (A02) 

• BtandiL'lg refers ro a unique t"tame or identity for a. business, e.g. Apple> 
McDonald's, LEGO or Toyota. 

• The rol,e of branding for a business includes~ 

o creating a legal identh:y for lts goods a:nd services 

D acting as a source of product differentiation 

D building brand awareness, i.e. recognition of the brand 

D encouraging brand loyalty (customer loyalty) 

tJ creating a particular corpora~ image. 

• An effective brand helps ·to give the firn1 a major competitiv,e edge. 

• Aspects of branding include: brand awareness, brand development, brand 
loyalty, and brand value. 

• Awareness 
• Brand awareness Lefers to the extent to which people recognize and remember 

a particular brand. 

• It is largely about gaining new customers and adding value for the business. 

Prornotional strategies such as abov,e.the-Une promotion (see page 138) and 
free samples ar,e used as parr ,of a brand awaren,ess srrar@gy. 



Familiarity with a brand leads to higher sales volume of a good r service 

• Businesses onen. use 'fatnily branding ro raise brand awareness. This type of 
branding involves selling different piioducrs u nd@r the same brand name, e.g. 
KeUogg's and Heinz. 

Deve.1,orpment 
• Brand development is an aspect of mark.et ing strategy about what a bTand 

stands for. It is also a.bout communicating the value of a brand to customers. 

• Different people are attracted to a brand for possibly different reasons; so brand 
development is concern.ed wi'th ,establishing the relevant valuable aspects ,of 
the brand to different consun1er proflles (see Unit 4.2). 

• It is about delivering a consistent brand in1age that gives it a competitive edge 
over its rivals. An example is McDonald's use of its brand for its products, e.g. 
McNuggets, McMuffin, McCafe and McFlurry. 

• Pr-oduct endorsetnents artd spon.sorahip deals are common methods of brand 
development. 

The n1arket is often flooded with a large number of rival brands, thus offering 
customers an array of choke. Brand developtnent is about connecting with 
customers to build lasting cela.tlonships and their loyalty. 

• Brand development shapes peopl,e's perception. ofa brand,. which ultimately 
detennines its suc,ce~ or failure. 

• N ev,ertheless, brand development can be extremely expensive aind there is 
no guarantee thar it will succeed. Popular brands of the past include Kodak, 
Compaq. Sony Ericsson and Woolworth's. 

L,oyallty 
• Brand loyalcy happens when cust,o,mers repeatedly purchase ·their favourite 

brand, rarher rhan sw.itching to a. rival brand. 

It is the result of successful brand development and marketing strategies so 
that consutners prefer a particular brand. 

• Whilsr brand awareness is generally a bout gaining new customers, brand 
loyalty is about keeping these customers and getting thetn to u~ake 
repurchases. 

• Branding becomes re.latlvely more important than price once loyalty is 
developed. 

• Customers purchase their preferred brand r,egardless of price or convenience) 
e.g. according to Coca.-Cola~s website, its custon1ers enjoy 1.7 billion servings of 
its products e.:1.ch day~ 

• Loyalty prograuunes (rewards programmes) are often used as part of a firm's 
pro1notiona l sttategy to foster brand loyalty. These progranl'mes provide 
incentives for customers to n1ake repeat purchases for additional benefits such 
as price discounts. 

'Tab le 4 .10 Benefits of brand loyalty 

4.5a The 4 Ps: Product 133 

Expert tip 

Branding can be a vita, pa rt of 
the marketing mix, with resiearoh 
showing that customeir.s are largely 
aifecte·d by branding and not jus1 
prices. However, an some cases, 
cu s.1om,e rs prei,er lower prices ov,er 
1he brand. It is important to write 
your answers in the context ,of the 
busl ne s.s in question. 

• It makes customers less price sensitive, so hi1gher prices can be· charged, al lowing the firm to earn higher sales rievenue 

It encourages repeat custonrers and prevents customers from switching to rival brands 
loyal customers are likely to recommend products that they" like to their family and friends 

• It can lead to an increase in the value of the business as brands. are intangible as:sets (see Unit 3.4) 

• It increases the chances of success when launching new products under the same brand name 
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Vallue 
• There is no universaUy accepted definition or measure of brand value, 

although the most colnn1only used considers the esti:mated future earnings 
attributable to the brand. 

• lt1 its simplest form, the t,erm brand value refers to what a brand is worth to 
the business and its shareholders. 

• Brand value adds to (or subtracts from) the value pFovided by a good 
or service, e. g. cu sto1uers buy a Ferrari or Porsche for n1ore than the 
functionality of driving a car. 

• A flnn's brand value can go up or down in value, based on a range of 
factors such as its earning potential, ·market share, and its corporate 
reputation. 

• Measuring the value iof a. brand is difficult and somewhat subjective. 

• Brand awareness, brand development, and brand loyalty are aU dimensions of 
brand value. 

The importance of branding (A03) 

• Branding encourages custon1er loyalty, i.e. repeat purchases. 

• It creates a unique identiry for a product, enabling it to be distinguished from 
other d val pl"oducts on the market. 

• It enables businesses to charge higher prices~ thereby hnproving their profit 
margins. 

• Branding can enable cu.sromers to know what to e}(poctJ irrespective of where 
they are in the world. 

• Brands add value so cust·omers get more than just the good or service 
th.ey buy, e;g. rher,e is an etnotional value attaC:h.ed to purchasir1g cerr.aln 
brands. 

The importance of packaging (A03) 

• Packaging is an important aspect of product d ifferentiation; e.g. product 
pac~,ging can contain the brand niune and logo. 

• Similarly, packaging helps customers to identify and recognize the brand 
or product. Son"Ie products have a unique or distinct design to grab the 
attention ,of buyers, e.g. Toblerone chocolate bars, Tabasco, sauce1. Pringle's 
potato chips, and Coca-Cola's glass bottle. 

• le helps to shape customers' perceprion of a brand 

• Packaging has a functionality role, e.g. protection of the product (physical, 
hygiene and transportation protection). 

• Ir plays an imporrant role in promoting a product, e.g. visual appeal such as rhe 
iexture and qualiry of rhe packaging, which. can alter cu sro1ners' perception of 
the product or brand. 

Aside fron1 the value t:o a business, there ar,e legal requirements for a product's f igu re 4.10 Packaging in important to 
packaging, e.g. nutritional information. the marketing mix 
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The appropriateness of the following 
pricing strategies (A03) 

Cost-plus (mark-u1p 1
)

1 

• Cost .. ph:rs pricing (also known as mark,.,up pricing) in,:oolves .adding a profit 
eLement to the costs of production, i.e. the price is set a.bovi rhe costs by a 
predetermined .an-mu nt. 

• The mark .. up (or the profit margin) is a percentage (e.g. 60% added on top of 
production costs) or an absolute amount ( e.g. $20 abov,e costs). 

• Hence, price = cost of production. + profit margin. 

Table 4.111 Advantages and d isadvantages of cost-p lus pricing 
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Adva ntages of cost-plus p rici ng Di sadvant ages o f cost-plus pricing 

• It is the simp!est fonn of pricing strategy and suitab!e for 
liter,ally all products 

It igno,res the impact of lower prices tha-t rival businesses may be 
charging 

• It is very straightforward to calculate 
ft helps to ensure the seU ing price c1overs a H production costs 

It does, not focus on the potentia I level of demand but the 
ea lcu lated price instead 

- - - - - -

EXAM PRACTICE 
4 The cost of produdng one unit of output for Tho rnton & Greg Co. is $5. 

The ffrm uses a man<mup, of 40°/o. Cakula1e Its selling prke for the product. 12] 
5 Thornton & Grreg Co. sells a different product for $1 .98 for whkh ~ts 

costs of pr,oduction ,are $1.20. Calculate the percentage profit marg,n 
(m1ark~up} on 1he product. [2) 

P@n1etratio1n 
• Penetration pricing involves setting the price low enough to enter an industry 

and gain lnarket share from existing fir u1.s (oh,en advertised as a cspeci al 
introductory price off er'). 

The low pricing strategy enables the firm to ,creat,e brand t,ecognition when 
launching a new good or service or ent,ering a new market. 

• It is a. short.term to mediu1n.t,erm pricing strategy as it can lead to losses or 
very low profit margins so is not sustainable. 

Ta b le 4.12 Advantages and di sadvantages of penetration pricing 

Expert tip 

Try to avoid repeating the same poin1 
in the exams as you wi II not g1et 
credit for doing so . When atSkedl to 
expla1in two reasons why pene1ratton 
pridng is used by businessesf some 
candj dates have stated -to gain more 
cus1omers- ,and 'to inor,ease market 
share'. These, poJnts are not distinct. 

Adva ntages of penetration pricing Di sad vantages of penet ration pric ing 

AHows a business to enter a market and/or to launch a new If costs, increase s.uddenly and/or rapidly,, the firm could be 
product into an 1existing market, ,acquiring market share rapidly operating at a loss 

• C.an discourage potential new competitors from entering due • Firms that set a low price might bui Id a corporate image of low 

• 
to the low prioes and low profit margins quality which it could find difficult to resolv,e when pric,es need 
lower prices ea n giv,e 1h1e firm a competitive advantage over 
their riva Is 

to increase 

• Attractive pricing can encourage woird-of-mouth 
recommendations by cus.to mers 

Sim il,arly, the firm may lose some qua Hty~conscio us 1custo mers 

Customers may come to expect low prices, making it difficult for 
the business to r ais,e, prices at a later date 

It can force the busin&ss to focus on cutting costs, raising 
productivity and/or improving its, efficiency in order to be able, 
to charg,e low prices 
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• Slk.i1mmjng 
• Price skimming involves setting a high price when launching a new and 

unique product. 

• It is cotnmonly used when introducing new hi .. tech products1 e.g. new 
stnartphones. 

• It is used in order to maximize short-term profi't margins before rival finns 
enter the n1arket. 

• The price is eventually l,owered over time to attract customers with less 
disposable income and due to new entrants competing in the marker. 

Adva nta,ges of skimming pricing 

The initially high pri~e heips to recoup the costs of research and 
development (R&D} pri1or to lau nc hi ng the product 

Disad va ntages O'f skimming p rici ng 

• The strategy can backfire if a c lo1se competitor launches a rival 
product at a lower price 

• High prof it margins can be ea med, especially if early adopters are • 
mo11e concerned about quality and s:tatus of owning an orig ina I 

The high price might put off custome~ thus giving time for rival 
firms to launch an improved product offering better value for money 

and unique product rather than 'the price 

A high price is corn mo nly associated with high quality so can 
help firms to establis,h strong brands and products, 

Ps,ychor og1ica I 

• Price-savvy cus,tomers might not buy the product when it is newly 
launched,, preferring instead to wait u ntU prices are lowered 

It is not a long term or sustainable prid ng strategy 

• Psychologi,cal pricing involves setting prices to make them seem at least 
slightly lower, e.g+ $499.95 instead of $500.00. 

• Its purpose is to in.crease sales volu m,e by portraying berter value, e.g. a product 
priced at $15 nl'.ight not sell as weU as one sold at $1699 as custonrers n1ight 
think there is not much difference in the pricet perceiving there to be a $1 
difference 'when in face it is closer to $2. 

Ta ble 4 .14 Advantages and disadvantages of psycholog ical pricing 
Advantages of psychologica l p ricing 

• It makes the price seem artificially lower so can help to gain 
higher sales,, thus generating more profit 

• It can work f,or almost any good or servke by conveying better 
value for money, 

• It can encourag'e impulse buying (unint,ended purchases) due to 
the pemeived value 

• Los,s lleadier 

Disad va ntag es of psychological pricing 

• Some p-eople perceive psychological pricing as unethical as 
it 1ricks people into thinking ·that prices are lower. which can 
negatively impact on the firm''s image and sales 

• The re are cakulation problems 'When adding up sales of a r ang1e 
of products sold using psychological pricing 

• As it is so widely used, custorners ,are accustomed to 
psychol,ogical pricing so the strategy may not work: in tricking 
customers that prices are :si1gnifkan'd y lower 

• Loss leader pricing involves setting the price of a good or service below its 
cost of production in ,order to :attract customers to buy the procluct along ·with 
others with higher profit margins. 

• For example, a bakery might seH a particular product ar j usr $0.SO each rarher 
than the normal price of $2 in order to encourage customers to buy other 
products at the bakery. 

• Essentially, the use of l1oss leaders is a form of sales promotion. 

• In order to lin1.it its losses, the firtn is likely ro impose a rule on the tna :xhnum 
number of purchases (per customer per visit) ,of the loss leader product. 

It is a short.-term pricing tactic for a single product. As cu stotne:rs get used to a 
particular product being a loss leader, rhe firm introduces a different loss leader 
every so often. 
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Table 4 .1'5 Advantages and disadvantages of loss leader pricing 

Advantages of loss leader pricing Disadvantages of loss leader p·ricing 

• Using loss leaders can help to gain customer 
loyah:y as people generally' Ii ke bargains 

• Customers may become ace ustomed to and expect loss 1,eaoer products, 
which can prove to be expensive and unsustainable for some businesses 

• Increased sale·s revenue from customers buying 
other goods whi 1st purchasing the loss leader in 
·the retai I store 

• The firm makes a loss on these products and there, is no g ua ra nte:e, that 
custo1mers wm purchase other products in addition to the loss leaders 

• Tiley are an effective way to get rid of older stock 
or m1erc hand ise, 

Firms need to ensure there are sufficient stocks of the l1oss leader; this creates, 
problems of stockpil ing (see Un it 5. 5t yet it may he necessary to prev1ent 
customer diss-atisf aiction 

Price dis,crim,inati,01n 
• Pt·ice discrimination occurs when a business charges different prkes to 

different customers for essentially the same product1 e.g. adult and child 
cinema tickets. 

• For the strategy to work, each tnarket segtnent must have separate ability 
and willingness to pay for the good or service, e.g. charging lower prices 
to those living in rural areas but higher prices to chose who live in central 
business districts. 

Table 4.16 Advantages and disadvantages of price discrimination 

Advantages of price discrimination 

• Enables the firm to gain higher revenues by 1charging high,er prices in 
market S1e"9ments which have a greater ability and willingness to p,ay 

Disadvantages of price discrimination 

• So me consumers wil I end up paying higher prices so 
may be less happy 

• It can help to build gootlwill as lower prices are charged to, those with 
lower ability and willingness to pay1 e.g. children, the elderly and students 

• Those who pay lower prices may not be less able to, 
pay, e.g. adults could be unemployed yet retired people 
can be ,affluent • Enables firms to manage demand and capacity, e.g. train and bus 

operators in many countries charge higher prices during peak hours to 
manage conges1ion 

Price Jeadership 

• There are often administrative cos,ts in separating the, 
market segments 

• Price Jeade,rship oocurs ·when one business (usually the domina.nt firm in. th.e 
industry) sets prices which are closely monitored and followed by its rivals e.g. 
C-0ea.-C-0la or Apple. 

• The dominant firn1 is known as 'Che price maker whilst rhe firms rhar follow 
are known as price takers. 

• Quite oftet11 the dominant finn (the one with the largest market share in 1:he 
industry) has the ~owest average costs iof production, so is in a position to charge 
lower prices than its competitors (see section on economies of scale :in Unit 1.6). 

• It leaves the rivals with little choice but to follow the prices set by the tnarket 
leader1 by matching these prices or setting thetn very cla~e to the prices of the 
do1ninant ·Ann. 

• A lt@rn atively, dominant firms can charge higher p rices than the 1narket 
average if t l1:ere is linlited competition. 

Collusive price leadership can occur as a result of an agreetnent between firms 
to fi.x their prices. However, collusion is illegal in most countries. 

Table 4.17 Advanta es and disadvantages of rice leadershi~ 

Advantages of price leadership 

• Customers g~in when the dominant firm sets lower prices, due to its 
power to exploit economies of scale from operating at a large scale 
Low prices set by the market leader can reinforc1e its market share and 
dominant position 

• Market leaders that charge higher prices e,njoy greater profit margins; 
higher prices can actually improve the profitability for aH firms in the 
industry 

It reduces the m~eliho,od iof a price war~ whkh is detrimental to most 
firms in the long run 

,Disadvantages of price leadership 

It is not in the best interest of customers if the dominant 
firm sets higher prices due to the lack of competition in 
the industry 

• The market leader ea n become complacent and not 
monitor its, cost structure effectively, allowing rivai firms. 
to increase their own market shar,e 

Low prices mean l1ow profit margins, yet high pric1es do not 
equal high p,rofits if the dorn in ant firm does not monitor 
and control its operational costs 
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Predatoiry 
• Predatory pricing involves charging a low price, e,ren below coses of 

production, in order to hann the sales of co1npetitor firms and to restrict 
con1petition. 

• It is used by a business that is threatened by the potential entry of a ne,:v 
competitor. 

• h. extren1e cases, the ,existing finns with large market power may start a price 
war (when finns continually reduce their prices)i forcing less established firms 
to leave the industry. 

Table 4 .18 Advantages and disadvantages of redator ricing 

I CUEGIS CONCEPTS 

Examine how the concept of ,ethks 
has affected the pricing strategj es 
f,c)r a bu ssneis organ~zati on of your 
choke. 

Advantages of predatory pricing Disadvantages of predatory pricing 

lower prices ea n encourage customers to switch to buying 
the products of a business 

Sales recven ue wU I increase following the price reductions if 
customers ar:e prk.e-sensitive 

• The low prices can act as a barrier to entry for other fi rms. 
consMering ,entering the industry 

4.5c The 4 Ps: Promotion 

Aspects of promotion {A02) 

Predatory pridng is i llega I in some countries, e.g. EU competition law 
prohibits firms. from selling products at a loss deliberately to force 
their rivals out of business 

Lower prices can trigger quality concerns about the good or service 

It can encourage or force competitors to retal iate •. thereby sparking a 
price war 
Predatory pricing can lead to incre·ases in market power, which is 
anti-competitive 

It is unsustainable in the long run 

• Protnotion is the 1uarketing process of Iaising cu stonlel' a'\N'areness and interest 
in a product or brand in order to generate sales. 

• lr has a key role in er-eating brand loyalty. 

• It is the communication aspect of the n1arket:ing mix. 

• The objectiv,es of promotion include: 

D building product and brand awareness 

D creating custon1er interest 

D providing product information 

D stimulating demand for the product 

D differentiating the product from rival products 

D reinforcing and developing the brand name. 

• The three k@y aspects of promotion are -above.rh&line (A TL) promotion, 
belowathe-line (BTL) prontotion and the promotional n1,ix. 

• Above-th1e-Hn1e pro1m1otion 
• Above .. the .. lin (ATL) promotion is paid.,.for marketing oorrununicarion v ia 

independent media, e.g. advenisi.ng on tetevision or in a nationa l newspaper. 

A th1rd~party organization (such as YouTube, Google~ a radio station or 
cinema) has the responsibility for and control of the process. 

• Its ~y advantage is t tua potentially huge target audience as it has a very broad 
t,each and is largely untargeted. However1 the main drawback is the high 
expense of ATL promotion. 
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Table 4 .1!'9 Advantages and disadvantages of various ATL promotions 

Medium Advantages Disadvantages 

Cinema 

Magazine 

Newspaper 

Online 

0 utdoor advertising 

Radio 

Television 

• Captured aud ience of potential customers seated 

in the cinema 

• Target,ed marketing based on the type of movie 
being screened 

• High impact friom large screen and high-end 
soiund system 

• Access to specific customer target groups.,, 
e.g. car magazines for motor enthusiasts 

a Adv,erts have a longer shelf life as people don't 
tend to throw away magazi ne'S so q uiddy 

• High readership rate 
• Most newspapers can reach a large number of 

people· within a specifk geographical area 
• Printed adverts ea n be referred ·to at a later date 

The opportunities for online advertising continue 
to grow rapidly around the world 

Reaches out to national and global ,audience 

• Highly accessibl1e to customers 

Lar,ge billboard posters are highly visible and 
attract attention 
Constant reminders as adverts are repeatedly 
seen by people, e.1g. commuters and drive,rs 

• Digital displays can have more appeal due to ·the, 

use of moving ima,ges 

• Pesople can multi -task whi 1st listen ing to the radio, 
e.g. driv,ers 

• Ability to reach sp&ific target groups, e.g. 
teenagers or elderly 

• Morning and evening c1omm uters offer hug1e 
marketing opportunities 

• Impact of :Sight, sound and mod on to grab 
viewers' attention 

• TV adv,erts ea n connect emotionally with viewers 

• Broadcast ·times can target specific markets, 
e.g. eh ildren 

• Huge potential to reach mass-market audience 

8e1low ... th!e ... line pr,omotion 

• The impact or message may be lost or forgotten 
after viewers have watched the movie 

P,assive audience who choose to talk or consume 
food and drinks du ring the ,adverts, 

Glossy adverts in popular maga2ines are very 
expensive 

Planning is difficult as adverts aroe often place d six 
months prior to publication 
AdverUsi ng clutter can put off readers of magazines 

• Adverts compete for t he a1tention of newspaper 
readers, 

Has a relatively short life, span as. ne·wspapers are 
usually just read once 

TheW\e are cheaper online methods, e.g. the fi rm"s, 
own ·website. biogs or socia1i media 

On line advertising clutter, such as pop,-up adverts,, 
m,e,ans o nU ne adverts can be ignored 

Many outdoor adverts (such as billboards) are 
static 
They ea n be vulnerable 10 vandalism or damage 
·from severe weather c.onditions 

Messages must be brief as large images, a re more 
effective than I o,ts of text 

No v isuals. so may not be as effective as. audio­
visual adverts 

People often regard the radio simply as, 
background noise 
Radio adverts have far le.ss of a national reach 
than TV a dverts. 

Very 1expensjve so is not suitable ,or affordable for 
smaHer firms 

Viewers might 'channel hop\ i.e. skip channels 
during adverts 

• Usually effe1ctive only when the advert is seen 
several times 

• Umit,ed information as adverts are generally 
very short 

Experi-tip 
• Below ... the~line (HTL) protnotion refers to pron1otional activities that the 

business has direct con'trol over, e.g. direct mail and custotner loyalty schemes. 
Students oft,en use the terrns. 
'advert~si ng' and 'promot,on' 
interchangeably. Whilst advertising • BTL protnotion is ainied directly at a target audience rather than a generic 

audience, as in the case ,of AU pron1otion. 

• Hence, B1L promotion does not use the mass media. 

• It is suitable when the business has direct contact with cust'omers> e.g. through 
direct market'ng, point•of.sale displays, newsletters and public relations. 

• The results and effectiveness of B1L ~"llnpaigt1s ar,e ec:1.sier for at business to 
measure. 

is inde-ed a major part of promo1ion, 
1he latter is. much broader and 
includes far moire tha1n just 
advertising as. outlined in t his chap1ier. 



140 1Unit 4 Marketing 

Table 4 .20 Advantages and disadvantages of various BTL promotions 

Medium Advantages Disadvantages 

Direct mail 

Public relations 

Sp.onsorsh ip 

Point of sale 

• Highly targeted as the business knows the targiet 
market groups 

• New.sJ etters. letters and catalogues ea n hei p ·to 
keep customers informed and keen 

• Encourages 1customers to d irecdy purchase from 
the business 

• Develops, positive relationships with the media 
and the public 

a Often perceived as a highly credibl,e form of 
promotion 

• Highly cost effective when compared to the direct 
costs of other forms of BTL promotion 

• Marketing advantages of being ,associated with 
the sponsoring company 

• Exdusive markletin1g exposure during sponsored 
even1s 

• Encourages impulse (unintend1ed) purchases 

• Highly visible promotion so ideal for marketing 
new products 

• Easy to monitor most popular products --------
Email 

Loyalty programmes 

Merchandising 

Exhibitions and trad1e 
shows 

Sales promotion 

• The internet provides wide oppo,rtunities for 
e-marketi ng 

• General~ inexpensive 

• Emtironmental ly friend I y (ema ii marketing is 
paper.-free) 

• Opt-in emai I subscription lists ea n ge nera1e good 
responS!es, 

• Encourage brand loyalty and frequent r,epurchases 

• The database of customer detai Is can be used for 
direct marketing 

• Promotes impulse purchases 

• Selling internal merchandise with the firm's logo 
or brand further pro motes brand awareness 

• Provides extra revenue str1eam from the sale of 
merchandis,e 

• Captiv,e audience of potential customers at the 
venue 

• Opportunities for reta ii customers and consumers 
to see the product ft rst-ha nd 

• A range of inc,entives to entice customers. 
e.g. price discounts 

,, v,vord d~fi iti lllS 

• Admi nistr-ative and postage Gosts ea n be high 

• low readership rate as a lot of direct ma il through 
the post is regarded as ''junk' ma ii 

1 , Adviertising cl utter can make it difficult for an 
advert to stand out 

The news media often pu bi ishes or broadcasts an 
edited version of the marketing message 

There is no guarantee that the news media wil I 
run a story. despite efforts to put it together 

Negative actions of the sponsor could compromise 
thie firm's integrity and reputation 

• Can be very expensive 

• Inventory (stock) control may be problematic 

May not catch the attention of customers due t,o 
so many point-of-sale displays 

• Customers might regard emails as spam 
(unsolicited messages) 
legal issues need to be corn.i,ideroo, e.g. data 
privacy laws 

• U ndeUvered and/or unread emai Is due to spam 
filters 

Rewards systems~ such as price discounts and free 
gifts. ,can be expensiv-e to maintain 

Administrative costs ea n be high 

• The production of the firm·s own merchandise can 
be e.xpensive 

• Additional running costs are incurred, e.g. stock 
control 

• Mere hand ise often contributes to visua I clutter 

• Intense corn petition from rival exhibitors 

Um ited opportunities to exhibit .at trade shows 
throughout the year 

• It is only a short-term promotional tactic 

Point of sale refers to the marketing of goods in stores where customers 
can purchase the goods. It is based on convenience (positioned in a way so 
they a.re easily accessible to customers such as superma1·ket checkouts) and 
prompting in1pulse buying. 

CUEGIS.·CONCEPTS 
E.xami1ne the use of loyalty 
schem,es as a str.ategy for a 
bus~ ness of your choice. As .an 
example, you ,could consider ,one 
,of 1he· io,How ing industries: ,ai rlj nes, 
supenmark,ets., restaurants( ,or 
,coffee shops. 

Merchandisina refers to the use of branded products (such as toys, cups and 
clod,ing) linked ro a business organization (such as a theme park movie or 
music group). 



Pro1motio,nal mix 
• A promotional mix refers to the combination of different appropriate methods 

of A TL and BTL p1·otnotion aimed at specific target markets. 

• It consist s of advertising, personal selling, public relations, direct marketing 
and sales promotion (see Figure 4.11). 

• All elements of rhe prommional mix share rwo co1nmon objectives: to infrmn 
customers about the product and to persuade thetn to buy t he product over 
rival brands. 

Sales 
promotion, 

Diirect 

Advertising 

Promotional mix 

fe,rsona1 
SEdling 

marketing 
Public 
reta,tions 

,figure 4 .11 The promotional mix: 

Table 4.21 The promotional mix 

Advertising 

Persona I selling 

Public rehMions 

Direct marketing 

Sales promotion 

Objective is to promote the business and its products to 
g,enerate brand awafieness,, sales and customer loyalty 

• A range of ATL and BTL methods can be used, ,e.g. TVI radio, 
newspapers, magazines, billboards, web pages and social 
media 

Enables customers to find out more about the finn's product 
or service 

May include free samples and gifts to entice, customers 

• Can g,enerate positive word-of-mouth (referrals from 
satisfied customers) 

Interactions with customers ,can be in person, vi,a the 
·telephone or em,ail, wh kh can create personal relationships 
with clients 

Public relations is about getting favourable publicity into 
the n,ews media, thereby fostering a positive corp orate 
image, with the general public 

It also involves a PR team being res,ponsi bJ e for handling 
negative attenti10 n from the media or the public 

The objective is to create customer goodwil I and to build a 
favourable corporate image 

Targets specific potential customers via telemarketing 
(telesales). customized letters, emails and text messages 

• Marketing efforts to sell products directly to the public, e.g. 
mail order or telemarketing (instead of using retaile,rs) 

Short-term marketing activities aimed at encouraging an 
increase in sales revenue 

Offers specific products or services for sale, e.g. price 
discounts or BOGO F (buy one .• get one free) deals and 
loya tty schemes 
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1(1.:.· "~~ord dc.::f in it ion 

Public relations is an orgardza'tion's 
planned and sustained process of 
n1aintaining n~ut ual understanding 
with the general public. The 
PR tean1 tries to gain favourable 
publiciry via che media and 
other channels~ e.g, educational 
programmes, news conferences1 

community activities and 
sponsorship. 

When advis.ing .a business on an 
appropriate promot~ona I mjx~ do 
remember to wri1e w ith ~n the context 
of 1he orga nizat~on. Students have 
been known to write about I buy one,, 
get one, free' deals (for 1he motor 
car industry) and customer ioya lty 
schemes (for he,ah;h care pro,viders),; 
more thought and care rs needed to 
scor,e weH in the ,exams! 
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The impact of changing technology 
on promotional strategies (A03) 

Technology has changed the way in which businesses use prolnotional strategies. 
Examples include viral tnarketing, social media marketing and social net'A,"Orking. 

Vir,al marketing 
Viral 1narketing is the spr1ead of infonnation about a finn's goods or services 
from one internet user to another, possibly creating exponential growth in a 
marketing message.. 

• It 1-elies on the use of online channels such as biogs, microb]ogs, email, video .. 
hosting websites and online forums. 

• ·uses social networks to generate positive online word.-of .. n1outh n1arketing to 
raise produce and brand awareness. 

• The aim is to raise product and bra.nd awareness by creating a marketing buzz 
around a product~ e.g. the launch of a new 010,vie. 

• As ,consumers are '1'.he advocates of the promorional message~ vtral marketing 
can. spread wider and fasr,er than traditional adverts. 

Viral 1narketing works well as the target audience is 'auto1natica lly; identified, 
i.e. those ,vho are interested in o,r attracted to the produce will share the 
infonnation with other like-minded people. 

• It is generally suited to young customer groups and those with hand-held 
mobile devices. 

• Social ·media m,arketing 
• Social tnedia n1arketing is the use of online tools and websites to promote 

products in a less forn1.al way, e.g. using Google-+ and Facebookr 

oci al tned ia entails content to be uploaded, e.g. videos, newsletters; e-books, 
bl,ogs, podcasts. 

• Socia.I media, such as companies that use Faa book, is a form of d irecr 
n--iar~eting. 

• It can potentially have a. global reach, enabling custon1ers to view the business 
from a diffaenr perspective, e.g. a company's Facebook :,ire might include 
photos of staff social functions. 

• It can help a business co connect with its custon1ei:s on a more personal and 
emotional level, nu~king their products more appealing. 

• Unlike social networking, soda l media markering tends r ,01 riely on one .. way 
comlnun:ica.tion to inforn'l and/or persuade custon'lers to purchase the firm's 
products. It is intended to traus1nit information to a broad audience. 

• Social networkin,g, 
• Social nerworking refers to the use of internet .. baS@d tools and platforms 

to creat,e and share online content. It enables people to connect and 
con1municate online, e.g. through Facebook, Linkedln, Instagratn and T,vitter. 

• Social tnedia and n,etworks have enc,ouraged many people to willingly share 
their opinions, ideas, feedback,, photos a nd videos, thus providing many market 
research oppo:rt u.niti,es. 

• Social networking facilitates viral marketing, enabling marketing 1nessages to 
be conununicated faster and cheaper. 

• Unlike social media, social networking tends to rely on two.-way 
con'l1nunication, with custoni.ers contributing and responding accordingly. 
There is an :act of engage1nent with dif fre:rent parties. 

c:UE~GIS~~tbNC:=EP~SI . 
- - - . - • • I 

lnvestiga1e the impact of i nnovatJon 
(such .as changing technology) on 
'the promotional strategies for a 
bu5iness of your cho~ce. 
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Guerrilla marketing and its effectiveness as a 
promotional method (A03) 

• The term guerrilla marketing was coined by Jay Conrad Levinson (1984) as a. 
marketing strategy designed ro promote products 'in a low .. cost uncon.ventional 
and unexpected way that makes a large in1pact and Jesting hnpression on the 
general public. 

• It is based on a high energy and irnaginatlve approach, along with the eletnent 
of surprise. Hence, it is also kno~n as ambush marketing. 

• Exatnpl,es include the use of publicity stunts; viral videos; stencil graffiti, 
stickers, and flash mob . 

• It is suitable for small businesses with small budgets for promotion, to combat 
traditional forms of advertising and promotion. This can be1p to cut through 
advertising clutter such as junk 1na.il; email spatn and unsolicited telephone calls. 

• G uerriUa n1arketing catnpaigns are often shocking, offensive,. unique and 
memorable in order to create a. generaJ. buzz. Quite often, 'Chis can lead to viral 
marketing~ 

• For son-ie exan1ples, visit this website: http:llgoo.gl/CAKyh6 (122 must-see 
guerrilla marketing exainples) or w.atch this short YouTube video clip:. 
http:J/goo.gl/029SyE (guerriHa marketing innovative ideas). 
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The importance of place in the 
marketing mix (A02) 

• Place (or distribution), in the n1,arketing mix, is about tnaking the gooo or 
service available to consumers (the end users). 

• An effective distr:ibut ion strategy ensures consumers are abl,e to p urchase the 
product easily, i.e. distributing the right product 'to the right consumers at the 
right tin~e. 

• Distribution is a crucial part of the marlreting mix for all businesses- there is 
little purpose in having a great product, sold a.r an attractive price if customers 
are unable to find a retailer nearby that sells it. The :more readily available the 
product. the more likely it will sell ,velL 

• Place is about rhe location of the consumer, not the business itsel[ Henoe, a key 
function of place in the marketing mix is to pro\'i.de conv,enience to consumers. 

• It involves strategies the business uses to get its goods to the location of the 
custo1ners, be it regional, national or internati.onal. 

The effectiveness of different types of 
distribution channels (A03) 

• A distribution channel tefers to the process or system of getting the product to 
consumers, e.g. retailers1 wholesalers or vending ma.chines. 

• If a manufacturer does not sell directly to the consumer, intermediaries are 
used, e.g. agents or distributors (see Figure 4.12)! 

Cl A zero-channel network uses no int@nnediaries so the manufacru rer sells 
diiiectly to the custom.er, e.g. fanners t hat sell their agricultural pt-oduce 
straight to consun1,ers. 

I 

Exper t tip 

A com1mon mjstake made by students 
is to confuse p,a ,ce w.1h locabon. 
Place refers. 10 d istri but ion •n the 
marke1ing mix (where custom,ers can 
purchase the~r products), whereas 
location js about the physi ea I 
pos ition of a busjness organization 
(j .·e. where the business ;s sduated). 
Place is 'V1ita I to1 all businesses, but 
physical preseno~ is no1 necessarily so. 
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D A one-channel network involves selling to retailers. 

D A rwo.-channel network involves the goods goin via '"'nolesalers and 
retailers. 

D A three-.. channcl network uses an agent (perhaps to sell the product 
overseas) who sells tbe goods t-0 \~10lesalers on behalf of the producer. 

P.,roducer C
- . Zero-channel 
onsumer ........... . 11... 

----- nlll:' L'W'll'Or,.:. 

Producer [ C n l One-c:nim nel 
o sumer le 

----- networ 

Ii l I l r 1 rr. J Two-channel' I P,roducer i-----t.-... Wholesaler RetaiJer L.::..onsumer network 

[ Producer j [ Agent J I Wholesaler J [ Retaiter J [ Consumer ] ~~::~~an,nel 

Figure 4.12 Channels of distribution 

AI-i intermediary, such as an agent or retailer, is a third~party business that 
offers distribution services between two trading parties. 

• Various distribution charu1.els includ direct distribution , retailers, wl10lesalers1 

'mail o~der and e ... commerce. 

Dir,ect distributi1on 
• Dir,ect distribution (or a zero--channel network) involves the producer selling 

the good or service without using an in tern-i.ediary1 e.g. hair salons. 

• It involves the prooucer dealing dir,ectly with the consu1ners of its products. 

• T he internet has created an alternative chanl'lel for producexs to sell direct to 
th@ co,nsu1ner, e.g. Amazon, Taobao and ITunes. 

Retailers 
Retailers are businesses that sell direcr to custonters, e.g. Wabnart, Home 
Depot, Best Buy, 7.-Eteven and Tesco. 

• Retailers a11e often multi.store outlets, offering choice an d convenience for 
custonrers. 

• 'People' (see Unit 4.6) play a huge part in retailing as t hey can develop a 
rapport with cusrom.ers in order to enhance sales. 

• A key drawback of using :r,etailers is that retail stores often have to pay 
expensive rent (in addition to the costs of the sto,re's decorations, furnishlngs 
and staff salaries and wages). The higher costs mean they end up charging 
higher prices for the manufa.ctur,er's products. 

Table 4.22 Types of retailers 

Chain stores 

Department stores 

Discount s.tores 

Supermarkets 

Superst,ores 

• Two or more outlets w ith the sa m@ business model and name 

• Multiple producers (departments), w ithin the same retail 
building 

• A large and wide range of goods available 

• Convenienc,e shopping for customers, all under one roof 

• A wide range of products available at discount prices 

• May include some well known branded products 

• large reta ii stores with al I types of goods, usually groceries 
and daily products such as health and beauty products 

• Very large retail stores lo,ated in out-of-town areas (due to 
the amount of land needed) 

• SeH wider variety of products than sup.ennarkets, e.g. 
househo Id electro nk applianc,es. and home furniture 

Students oft,en confuse retaUers 
with wholesalers and suppl;ers. 
Retaillers s.el I to consumers .. wherea'S 
wholesalers and suppliers usua Hy se,111 
to othe:r busi nes,s.es,. 



• Wh1o llesalers 
• Wholesalers buy hrrge quantities of products direct from manufacturers and 

then sell these to customers in stnaUer quantities (a p rocess known as 'breaking 
bulk} 

• Retailers benefit fron1 buying sinaUer quantities fro1n \Vholesalers r~ther than 
significantly larger volumes if bought directly from manufacturers. 

• Produce.rs benefit fro111 wholesalers due vo lower transaction costs and fewer 
deliveries. Wholesalers also take care of the promodon, saving costs for the 
n1anufacturer~ 

• However, they may not stock the fuU range of a. manufacturer's products. 
Wholesalers ntay not al ways be con.v,eniently located for sotne retailers, 
especially smaller ones. 

• Mail ,o,rd 1er 
• Mail order is the use of the postal syste1n to d istribute goods. 

• It traditionaUy relies on the use of catalogues and order forms although t he 
internet has reduced the reU an.ce on hard.copy catalogues and order forms. 

• It is a short distributional chann,el so helps 'CO cut production costs and possibly 
prices for customers. 

E-commerce 
• E~c, mmerce is the use of the internet © conduct business transactions. 

• It has created an array of opportun ities ior both producers and retailers to sell 
lio custon1ers. 

• It i.s a relatively inexpensive distribution channel, providing custo1ners with 
worldwide access, 24 hours a day from the c-onvenience of their home or office. 

• With increased access to the internet and the global n·end of greater use of 
n1obile devices (such as sn1artphones and tablet con)l'uters), e-comn1eice 
creates a huge opportunity for businesses to use the in~ernet as a distri buti.on 
channel 

• ·unit 4.8 outlines the various funns of e--com1nerce,. such as business to 
business (B2B), business to consulner (B2C) and consumer t,o consumer (B2q .. 

• The app1ropriatene,s,s of different distribution 
,ch,annels 

When selectil'lg a distribution channel ft r .a particular product, the follo\Jling need 
to be considered: 

• Type of product - Whether the product is a producer gooo or consuu1er good 
(e.g. aircraft or fast food), or v..•hether the product is technical (in which case, 
specialist distributors and agents n1ay be needed to explain how the product 
works). Perishable goods need to reach custom,ers quickly and/or need 'to be 
widely available in retail outlets so they can be sold r.apidly~ A customized 
product made specifically for a client would be sold uSing di.rect distribution. 

• Frequency of purchase - Whether the product is bought in mass rnarkets on a 
daily basis (in whi.chcase, retailers such as supennarkets might be suitable) or 
wherher it i.s bought infrequiendy {such as mattresses). 

• The price of the product - An expensive product with an exc]usive itnage~ 
such as Lamborghini ,or Role~ will be sold in a lin1ited nutuber of retail 
outlets. By contrast, mass.-n1arket produ.crs such as Coca ... Cola are sold in a 
wide range of retail outlets and other disrribution channels. 

• Location of customers - E,com,merce cou]d be a. viable distribution channel 
for customers located in rural areas or in overseas markets. 
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The availability of rival products - Producers wiU usually compete with 
rivals by selling their products using the same d isttibution channels, thereby 
con1peting directly for consumers. 

• The m:ze of the market - Mass ... produced goods would require a system of 
geographically widespread distributional channels, possibly including overseas 
n-1arkets. 

• Th~ available finance - The h€tter the financial position of a busiJ.1.ess, the 
greater its distribution Detworks can be. 

The degree of control expected - The more intermediaries usecl, the less 
control a Pf'.i ucer has over the tnarketing of its own products. Longer 
channels can cause comtnu nicarion problems ro be 1noire costly, whereas 
shorter channels en able prices to b~ lower. 

LeWil considerations - There could be certain legal limitations for the sale of 
c,ertain products, e.g~ tobacco, alcohol and 1nedica:ti01."1. 

4.6 The extended marketing mix 
(7 Ps) (HL only) 

The 7 Ps model in a service-based 
market (A02) 

• Bernard H. Booms and Mary J. Bitner (1981) added. sn extra 3 Ps to the 
traditional 4 Ps in the marketing mix; people processes and physical evidence. 

• The 7 Ps model, also knovvn as the extended marketing 1nix> is applicable 
to the mai-~ting of services (see Figure 4.13), whereas the traditional 4 Ps is 
suitable for the marketing of physical goods. 

• Boom.s and Bitner argued that the marketing of services needs to be different 
to that of goods because of the unique characteristics of services; intangibility, 
heterogeneity and perishabil lty. 

• The marketing st rategy for the pTovision of servi.ces must be ,effective as 
satisfied custo1ners are the best publicity for a finn's products. 

~ xAM~elfAGm1cE~ I 
6 Explain a suitable channel of 

d•st ribubon for the foHow~ng 
products: 

Ai roraft [3] 

b Musk albums [3] 
c Cinema tirckets P] 

Ph1'skal 
ev:idenCie 

1 

Figure 4 .13 The extended marketing mix (7Ps) 

People: The importance of employee- customer 
relationships in marketing a service and cultural 
variation in these relationships (A03) 

• Frotn rhe perspective ,of custon,ers, when a. service is being delivered, the 
person delivering it is not detached fro1n the product itself, e.g. a rude waiter 
will spoil even the best of meals served in an elegant restaurant . 

People deliver a physical service with a visible result, e.g. assistants, styljsts,. 
hairdressers and nail technicians in a salon 

• Successful organizations focus o n the service ele1nent of the marketing n"lix by 
investing in theil" people (etnployees) by training and developing workers to 
deliver good customer service. 

• The artitude and behaviour of an e1nployee dir,ecdy affecrs the experien.ce of 
the custo1ner, be it positiv,e or n egative. This has -a. direct impact on whe ther 
the custo1ner is likely to return. 
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McDonald1s, for example, has its own university (called Hatnburger University, 
in Illinois, USA) where staff are trained in various aspects of restaurant 
n1anagemer1t and customer servi,ce, to ensure consistency across a.U their 
brancJws around the world. 

The dev,elopment of social networks and social media has 1n__eant that the 
people elen1e11t of the extended marketing nlix has beco111e ever n1ore 
in1portant. The news about poor custotner care spreads much faster and wider 
than previously possible. 

Processes: The importance of delivery processes 
in marketing a service and changes in these 
processes (A03) 

• Process refers t,o rhe operational aspects of a serVice such as the procedures, 
protocols, timing and sequence of activities mlat@d ro the service, .g. q uruing 
systecns in a large sports stadiutn. 

Processes ensure the satue level of service delivery to every customer~ even 
though the experience of each customer might be different, ,e.g. a.U customers 
in a fitestaurant should be greered politely .and be accompanied to their seats. 

• Processes should also enable specific cust,omer pre£erences to be 
accon1modated (within reason); thereby providing custotners vlith a unique 
experience. 

• Processes include: queuing systems~ pay1nenr syste:n-is (e.g. the ability to pay by 
credit card or onHne bank transfer), and aft,eJ:-sales care. 

McDonald's pledge to serve custotners their fast food within 90 seconds (or 
3?5 minutes for their drive.-thru service) is an exampled process in their 
ma rket.ing mix. 

Physical evidence: The importance of tangible 
physical evidence in marketing a service (A03) 

• The location and physical environment where the service is delivered is a 
significant factor affecting the level of customer satisfaction, e.g. banks should 
feel safe1 hotels should look clean, family restaurants should appear welco1ning, 
and florists should appear welcoming .. 

• Physical evidence can refer to any fonn of tangible representation of a service 
which creates customer perceptions .about a service, e.g. n1enus, brochures, 
corporate stationery, c,erti ficates and awards displays, business cards, staff dress 
code, .and c.on1pany reports. 

• Customers use physical evidence to gauge the level of comfort and 
attractiveness of a service; e.g. a caln1 and soothing environment will help to 
attract customers to a health spa. 

• McDonald's restaurants, for example, are aU design~d to 1crieare .a famlly .. 
frien.dl y e1.1.vi ronn1ent. Th@i r menus are design.@d and structured. in the sa.n'l!e 
·way so customei:s feel lnore fan1iliar with the physical e.n.vironn:tent within the 
restaurants. 

• Employees are also directly affecl:!ed by the physical envirorune-nt, which 
impacts on th:eir level of motivation. Therefore, people in. the extended 
n1.arketing tllix can be directly i nfluenoed by physical evidence. 

CUEGIS CONCEPTS 
Investigate how the ~oncepts ,o-f 
,chan ge and e1h ics ha1ve affected 
t he extended marketing m;x for an 
,organizati,on of your chorce~ such 
as a school. restaurant, .airliine or 
t hetne park. 
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4.7 International marketing {HL only) 

Methods of entry into international 
markets {A02) 

• Exporting - This involves a £i rm selling its products to overseas buyers without 
having to physically expand in an overseas market. 

D The sut-ge in e .. c01nmerce (see Unit 4.8) has encouraged 1nore businesses to 
expon their products to inten1ational markets. 

D k is a relatively low.-risk growth option. If the export: strategy is 
unsuccessful, '[he 6.rm ,can withdraw wirh minimal costs or losses. 

tJ However; the internaci.ot'lal price is likely to be higher due to postage or 
transportation costs. The imposition of tariffs (taxes on foreign exports) 
can also make exports n10re expensive+ 

tJ Th effectiveness and profitability of this option may be reduced if the 
exchange rate appreciates, resulting in higher priced exports~ 

• Direct investment- This :involves setting ·up overseas production or 
distribution facilities. 

D By producing overseas~ the business is closer ro its custon1ers so is n'lore 
aware and 0ble to adapt to their needs and tastes, e.g. it is easier to deal 
with linguistic and cultural issues that 1night arise. 

D Direct irrvestment aUows finns ro gets around the problem of exchange 
rate fluctuations if they rely on export n'la rkets. By operating in ov:erseas 
countties, any uncertainty or possible loss of price advantages due to a 
higher exchange rate can be overcome. 

t:I Businesses sometimes direcdy invest in production or distribution facilities 
in foreign countries to avoid trade protectionist measures such as tariffs 
and quotas (as the goods are not classified as imports if produced locally in 
the foreign country). 

D Direct investn1enc is a much higher risk growth strat,egy than expo,rting, 
due t,o ·rhe amount ,of capital investment required, e.g. the ftrm may need. to 

raise exte1·nal finaneie to build production foci l ides abroad. 

D External influences can negatively ilnpact on the profits fro1n direct 
investment, e.g~ the products n1ay be incon'lpatible with local customs and 
tastes, or there could be different local rules and regulations. 

• Franchising - This growth strategy involv,es using a third-pa:rty provider 
to supply the goods and services of the business in return for payment of a 
licensing fee an.d royalry payments. 

D It is considerably less risky and less costly than direct investment as 
fr.anchisees fund the expansion. by paying the lie@Ilce fee and set.up costs of 
the franchised business overseas. 

D In addition, franchisees may akead y have well esn,blished customer 
conn,ections and relations that can h.elp the franchise to grow furth,er. 

D However, franchising can result in lower quality if standards are not 
tnonitored carefully (although this is made n1ore difficult due to operations 
ta.king place in foreig11 1countties). This can cr,eate a negative impact on the 
global brand in1age. 

• Strategic alliance - This growth str.ategy involves using foreign. partners 
working together on a particular business vet1ture. 



D ·using a local partner in an overseas n1arket can help the business 
to overcome the potendal problems of social~ cultural and linguistic 
d lfferetiCes. 

tJ It is a [elatively safe n1ethod of entry to overseas markets as the agreement 
can be r,etracted if one of the partners fails to satisfy the terms and 
conditions of the agreemei-it. 

tJ It is a I'elarively cheap and quick way ro expand overseas (see Unit 1.6). 

D However, there is the risk that partners can enter or exit the alliance 
relativel·y easily, which can jeopardize the stability of the strategic alliance. 

• Joint ventures (JVs) - This involves the formation of a .new business with two 
or more other firms using their sh8.red .resourc@s .. 

D JVs are a ,cominon 1nethod of growth for companies trying to enter foreign 
tnar~ets. 

tJ Human and financial .resour-ces I m anagement skills and ideas are shared, 
creating synergy io the ot-ganiiation. 

D JVs with foreign partner ·firms reduce risks when expanding to new and 
u nk11own overseas tnarkets because they benefit from local kno,Yl,e:lge, 
experience 011d expertise. 

tJ Although they are more· ,costly to set up than strategic alliances, JVs an~ 
pennanent l,egal entities so stakeholders have n1ore commitn1ent to enswe 
the venture is successful. 

D However, both srraregic alliances and joiru venru res can fail due to 
tnanage1nent and cultural incot11patibilities. 

The opportunities and threats posed by 
entry into international markets (A03) 

Opportunities of entry into internationai'I markets 
• Profitabtlit-y - Selling to overseas mark,ers generates higher sales rievenue 

and the potential for higher profits, especially if the domestic tna.rket is 
saturated. 

Econo,mtes of scale - Firms can benefit frorn economies of scale (see Unit 1.6) 
by selling rheir prodltcts to larg~ markets .around the world. 

• Spread risks - Selling in overseas markets allows the business to spread 
its risks (diversification), e .g. if the domestic market goes into a recession, 
then sales fro,tn overseas tnarkets can protect the fir·m's working capital and 
profitab ilitf. 

• Lauis and legislation - Businesses can take advantage of the more relaxed laws 
and r,egulations in some countries which would otherwise constrain their 
operations. 

• Compe1:1t1on - Thelie may be less competition by operating in certain countries 
or r.egions of the world. Conversely, having :an overseas pr-esence can improve 
the international competitiveness of the organization. 

• P1oducdon costs - Costs of production may be lower in ov,erseas markets, e.g. 
cheaper labour costs, low .. priced raw material costs at1.d lower renrs~ 

• Financial ince11t:iws - Foreign governments tnay offer incentives for firms 
l,ocating in their country (to encourage investn1ent and employment), e.g~ tax 
allowances. 

• Ex,teru1on st.1:ategies - Entering il'lternational markets can also help to extend a 
produces life cycle, thereby leading to higher profits. 
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·y, · rd letinition 
,Qppottunities are openings or 
prospects for a n organization, in 
this case as they seek to expand in 
overseas mark,ets. 
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Th1re·ats posed by entry into interna1tion1al markets 
• Socia~ culr:u:ral and de-mogtaphfc facwrs - Businesses might have to change their 

market ing mix in order to better suit the needs of custon,.ers overseas who 
may have a different social and demographic profile. Cultu1al differ,ences n1ay 

also present son1e challenges so necessitate a change in the firm's marketing 
strategies. 

• Language baniers - M arkering messages do not n@cessa.ri ly translate W,@U 

across international borders, so market research and .local knowledge may be 
r,equired. This undoubtedly adds to the firm's operat ional costs. 

• Legal and polttical barrte~ - Rr1ns entering international mark.en; need to1 
ensure they comply· Ytith local laws and regulations r, garding consum.er 
p rotection, codes of conduct on advertising at'ld packagin g, copyrights, 
traden1,arks and pa~ents. The political environment can also cause ,challenges 
for businesses operating in ovierseas tnarkets. 

• F1:nancial barrters - Addition.al working capital mav be ne-eded ·to expand 
internationally. It will also cost .more for workforce planning and to dev,elop 
new· distribution. channels in overseas marlrets. 

• C,mnpettc.1ve rtt.ialry - Businesses entering foreign tnarkets may face strong 
competition from well established flnns in these marl:G rs. Dom,esti.c and 
foreign firms niay have a lfleady established a strong customer base and enjoy 
brand lovalcy. 

E,cchange rate fluctlut-tions - Changes in ·the exchange rate (see Unit 1.5) can 
alter the competi·civeness of a firm's products and prices. This directly impacts 
on its sales 11evenue and profitability. 

• Add~rional costs - The above threats may necessitate addition.al market 
research in new tntern ational n1arkets. Hence, the increase in costs can offset 
the potential profitabi liry ,of operating in overseas markets. 

The strategic and operational implications 
of international marketing (A03) 

• lnternati 1.al marketing has implications on the operational and strategic 
decisions of firms because simply extending cut rent marketing practices is 
unl ikely to work well in overseas n1arkets. 

The increasing presence of multinational cotnpanies has made 
international tnarkering more of an oper,rrional and strategic priority for 
n1.any businesses. 

• Operational i:mplicaOons affect the day .. torday operations of a business, 
e.g. monitoring exchange rate fluctuations in foreign markets. Strategic 
implications refer to the longer.-tern1 operations of a business, e.g. the 
formation of a strategic alliance or joint ven ture with for,eign partner 
firu1s. 

• Branding becomes an integral part of an organization's international 
marketing strategy. Global brands have a better chance of cotnpeting in global 
markers. 

• Ethics and e tiquette becon1e ·more in1portant issues for international 1nar.keters 
to consider because what works well in one part of the world does not 
necessarily succeed in other areas, where cultures, beliefs and customs can be 
considerably div,erse. Such an approach ca·n increase th chances of success in 
overseas n-'tarkets. 

{ey, , rd dt: f injtinn 

Thr at, present ch allenges for 
businesses as they seek to expand 
intern.ationa lly. 

I ~ t:· ·ot· 

International marketing is the 
n1,arket ing of an organization's 
products in foreign countries. 
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The role of cultural differences in international 
ma rket·i ng (A03) 

Organizations need to be aware of cultural differ,ences when marketing their 
products internationally. What works well as a marketing mix in one country 
does not necessarily work well in other countries ,or parts ,of t he world. 

• As tnore businesses grow internationally, they need to be aware of the cultural 
sensitivities in various countries in order to avoid major damage to their 
reputation~ sales and credentials. 

• Cultut,al differences exist because people have different perceptions, beliefs 
and values~ Habits and rasr also vary in differ nt parts of th ,@ wnrld. 

• Cultural differences also require finns to be fully aw3.re of international 
business etiquette (the mannerisms and custotns or traditions by \~hich 
business is conducted in different countries). It also helps to prevent businesses 
from. making marketing blunders. 

• Cultural differ,ences have provided t11any opportunities for businesses and 
industries to exploit cultural exports, ,e.g .. the widespread use and availabiHty of 
A tnerican products overseas, such as Coca .. Cola drinks,. McDonald's fast food 
and Hollywood movies. 

!Figure 4 ~14 Ho llywood movies are a cu ltura l export from t he USA 

The implications of globalization 
on international marketing (A03) 

Globalization car1 be defined as the increased integration and interdependence 
of econo1nies around the v..urld, with converging habits and 'tastes. 

• The expansi.et.i. of mulrinatlonal ,companies around the glo,be has contribur,ed 
to the surge in international .marketing. 

• Having access to a greater customer base cr,eates huge intemational marketing 
opportunities for businesses. 

• Globalization ht1s enabled businesses ro exploit global production and 
'marketing econ01nies of scale. Technological transfer has led to simila'r 
production processes around the world. 

• E-con1merc,e and e .. marketing {see Unit 4.8) have significantly reduced barriers 
to international trade. 

• N evettheless ~ inter-national .marketers need to consider cultural differences in 
their marketing strategies by gaining a better knowledge of local cultures and 
business ,etiquette. This approach has beco1ne known as glocalization - the 
use of e differ-enriated inremationa:l marketing m ix ro meer local tastes and 
cultures. 

I nv1est~ gate ho,w the concepts ,oi 
cuhure and globaUz.ation have 
impacted on the mca rket, ng 
strategies for an organization of 
your cho,ce. 
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4.8 E-commerce 

Features of e-commerce {A01) 

Features of e<on1merce include: 

• E .. commerce breaks tin1e barriers - unlike traditional retailers, e-,com1nerce 
enables Ct1:nomers to have 24 .. hour accessibiHry~ every day of the W@ek. 

• It breaks geographical barriers - online businesses can provide ,customers ,vith 
worldwide access and coverage. 

• There are low set-up costs, thus loweritig barriers ti0 entry for new businesses. 

• E·commerce websites generaUy have i.ntieractive function0li.ty to engage online 
custotners, e.g. search options, navigation, store finder, zoom features, product 
deinos and delivery options. 

• Social media links, such as Twirter, Google+ and Facebook, facilitate end 
encourage online purchases. Consumer reviews are increasingly popular as a 
n1eans t,o inform custon1er decision 1naking. 

• Unlike retailers, e .. tailers do not have physical stores or outlets. Hence, it 
reduc@s or elitninates some of the typical overheads of businesses, such as 
rents al'ld utilities. 

Broad product range - unlike retailers that are constrained by physical lin1.its 011 
their in.ventory; e-commerce enables firms to stock items targeted for different 
market segments, e.g. men, women, r,eenagers, babies and ·young children. 

• Footloose operations - online businesses no longer have to rely on locating 
in pritne Jocations to entice customers so can. avoid paying high rents in 
these lncation s. 

• The empowerment of cusrotn,ers as they are able to cotnpare prices very 
easily and quickly. They can also instantly share reviews about a f irm's 
goods or services. 

• Credit card payments account for the vast majority of aH online purchases. 

• Many businesses use e-comn1erce as a means to reduoe rheiT supply chains 
(see Unit 5.5), enabling them to get plioducts to custon~rs faster and n-iol-e 
efficiently. thereby cutting costs. 

• In many parts of the world, online shoppin.g is no longer a niche market, but 
aim,ed at and used by a mass marke'C. 

The effects of changing technology and 
e-con,merce on the marketing mix (A02) 

Ch,a.1ngi1ng t echno logy, e-commerce andl prodiu1ct 
• With e~comn1erce, aln1.ost any product can be sold. To do oo successfully, 

n1arketers need to clearly define the product, target it at the· right aud le nee 
in the on.line cotnmunity, and not Umit the potential market to a particular 
location or country. 

• With developnlents in technology and e-comtnerce, it is easier for a Arm ro 
provide custo1ners with up-to.date information about its products, e.g. product 
specifications. Custon"lers enjoy the ease and convenience of easy access to 
product infonnation. 

• There is no need to print out menus, ea.ta logues and coloured brochures1 or 
include excessive packaging such as branded paper bags. lnstead1 tber,e is ntore 
focus on functionalitY, e.g. protective wrapping. This helps to reduce costs and 
the finn's impact on the envtronment. 

Revised Ill 

-ey,,· "'lrd defi r i tin s 

E .. commerce is the trading of 
goods and services using on line 
electronic systetns and computer 
networks such as ·che internet. 

E ..tailers a.re businesses that 
operate predominantly online, 
such as Alibaba, An1azon~ Google 
and ,eBay. 



E-co,mmerce allows for the personalization of products, e.g. personal photos on 
cups, personalized messages with flowers being sent to the recipient, or prin.ted 
nam,es on t-shirts. 

• E~commerce software offers custotners suggestions of additional and 
con1plementary products along v1lith the main purchase, i.e. it encourages 
impulse buying. 

• Ch.a1ngi 1ng techn,otogy, e-commerce an,dl price 
• E-commerce enables cust,omers to con1pare prioes easily due to greater prioe 

transpar,ency, i.e. pricing information can be easi ly compared, so internet 
technologies have made pricing very competitive. 

• Ir helps to l,ov-ter prices due to price n·ansparency, price competition and 
r,ecluced op&ational costs (due to fewer intermediaries in the supply chain). 

Pricing may need to account for posting, packaging and delivery charges. 

• Pricing is often expressed in intJernationally t radeable cur1encies, such as U S 
dollars and euros to appeal to international buye:rs. 

The pricing decision can be difficult when marketing products overseas 
because different custon1ers in different countries m ay be pr,epared to pay 
different prices. The growth of online auction websites also empowers 
consumers in pricing decisions .. 

Ch1a 1nging teclhno,logy, @acommerce an1dl 
1

pr,om,otron 
• h1form.atio11 about products can be provided in mare detail and in a 1n,ore 

engaging or interactive w.ay1 e.g. the use of images and sound to promote the 
product. 

There is increasing use of viral nurrketing (see Unit 4.5), focusing on 
prom · ting products from person to person usin technologies such as email,. 
texting, m.icrobl gging or social networks. 

• There is also greater reliance ,011 the use of social 1nedia to pr,omote a firm's 
products, e.g. con1pany websites, pop;oups adverts, banners, and text messages. 

• Direct marketing (see Unit 4~5) becomes easier as e..cotnmerce r,echnologies 
enable firms to communicate with customers on an individual basis. 

• E-con1merce has reduced the intportanoe of packaging as a form of pron10tion 
as iten1S are delivered through the maiL 

• Unlike other methods of above .. rhe ... Hne (ATL) prom,otion, e .. comtneroe can 
show customers the advantages of a Ann's products in detai~ with custon1ers 
taking advantage of the interactive functions of internet t,echnologies. 

Organizations can use e.-1narketing, such as emails and e.-leaflet s, to promote to 
che pote1.1.tially huge n utnber of customers in their database, even though the 
response rare is likiel y ·ro be relatively low. However~ e.m.arkering can be cost­
effective for marketers. 

Marketers face the challenge of the increasing an1ount of advertising clutter 
and spam faced by customers, so e .. pro1notions must stand out to gain rhe 
attention of rhe online community. 

• Inten:iet technologies have reduced the ,overall costs of protnoting to potential 
customers. 

Ch1.a!nging techn,o rogy, e-,commerce an,d1 p lace 
• E--con1merce enables businesses to access large nu 1nbers of custon1ers di reedy 

·without the use of intern1ediaries. 

• Internet technologies shorten die supply chain, hence reduce operating costs, 
offering hnproved convenience to shoppers and content being delivered in 
various languages. This helps to widen t he customel' base. 

4.8' E-commerce 153 

(eyv.-'c rd de ·f init ion 

Spam refers to unsolicited 
and u ndesired eLocrronic 
messaging systems, often 
ref erred to as electronic junk 
mall, e. g. unsolicited enlil.il text 
messaging, instant tnessaging, fax 
transmission s~ and pop .. up adverts. 
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• As e.-commerce relies on delivery and courier firms to distribute their products 
to consumers, it provides limitless opportunities for companies such as DHL 
and FedEx. 

• &comtnerce provides customers with an alternative distribution ch;mne,L As 
with traditional distribution n-1ethoos~ the challenge for otuine businesses is to 
ensure that the righ't product is deliver,ed 'CO the right consumer at the right tin1e. 

Ch1a1nging techno,logy, e-commerce an 1d1 th1,e 
,exte,nded mariketing m1ix 

• People - E.corn:merce is impersonal so there is a r,educed need for sales 
staff. People; as part of t he extended 1narketing mix,. therefore becolne less 
important. Nevertheless, there is still a need for custotner service staff, 
responsible for after.-sales care and support. 

• Processes - lnterner rechnologies make online payments quite 
straightforward, although 1nany custon1ers a.re still cautious of internet fraud. 
Internet technologies also make it easy to reward loyal custonl'.ers for repeat 
purchases. Any additional detailed infoanation (such as instruction n1anuals) 
and updates a bout the product can be placed on the finn's website. 

• Physical evidence - This beco1nes far less of an issue for marketers as 
e""cotnmerce e..xists in the virtual world where custotuers do not care about the 
physical environmen.t of retailers, nor are they as bothered about pack-aging in 
the marketing of a product. 

The difference betvveen the following 
ty,pes of e -commerce (A02) 

Bu,siness to business (B2B) 
• B2B refers to e.-com:met-ce between two or nmre busines:;est e.g. Amazo~com 

sells books to other book retailers. 

Trading is often based on large orders at cotnpetitive pricesJ often with the 
option of preferential trade credit ( deferred payment). 

• B2B offers t.omulercial cliei'lts fast delivery times. 

B2B providers c.ompet,e n-ia inly ot1 price. 

• Social 1n.edia platforms such as Facebook a.nd Twitter have ope:n.ed up two-way 
con1municarions between difii renr businesses ope~at ing in different industries. 

E.co,mrnerce enables businesses to obtain quotations from tnany pot1ential 
suppliers and distributors with relative ease and lower costs. 

• The B2B tnarket is the larges't of the three main types of e--cotntllinice. 

• To attract business cu.stomers1 B2B finns 10£-ten. host infonnation webinars; host 
booths at trade shows, attend industry networking events, ,and mahnain a 
social me-di.a presence. 

• In genera], wholesaling is done on a B2B basis. 

Business, to c10 1n1sumer (B2C) 
• B2C refers to businesses that sell directly to the general public using internet 

technologies. 

These businesses ta_rget their products directly at consumers (the end user), e.g. 
Appl,e's iTunes sells books, gatnes, music and a range ,of apps to consumers. 

• B2C was first devetoped by English inventor M ichael Aldrlch (1979) who 
connected televisions with computers and telephones to create teleshopping. 

B2C is widespread and it is rather rare for large consumer1 based businesses not 
to sell their products online. 



• It reduces or eliminates the need for intermediaries~ thereby reducing the 
chain of dis·tribution. This reduces costs hecause businesses ,can sell directly to 
th@ir customers. 

• Support service pro,viders, such as Pa yPal, ffer easy payment processing for 
online vendors. 

• Many e-tailers, such as eBay, Amazon and Alibaba.com engage in both B2C 
and B2B act ivities. 

• In general, retailing is done on a B2C basis. 

Consu1mer to c1onsu1m,er (C2C) 
• E-commerce platforms such as eBay and Taobao enable custo1ners to sell 

directly to other customers. This type of e .. cotnn1er,ce is called C2C. 

• ClC 'hosting ~bsites earn revenue by charging cusromers a fee and/or 
com1nission for advertising their items for sale. 

• ClC is suitable for seUing seoond-ha.nd (used or previously owned) items; such 
as cars, consumer ,electronicst toys, CDs, DVDs, cl thes and fun1iture. 

• A common practice in C2C is online auctioning, which in,1ol ves custotners 
bidding to purch ase an advertised product. 

• Many businesses use on.line classifled advertising websites (e.g. Gumtree, Uzgar 
and CraigsJ ist) to al low custotners to advertise and sell their products. 

• Major online busin sses such as Atnazon allow cu.sro:mets to u~ rheit 
e-commerce platform to sell product s via their web siti@s. 

• C2C has become increasingly popular due to increasingly secure and r,eputable 
online payment systetns being developed, such as Pa.yPal and Ali Pay. 

• A key issue with C2C is the lack of quality control, ~specially ,vith the trade in 
second-hand goods, as the C2C service provider cannot guarantee the quality 
of the products being sold by its cu stotners. 

The benefits of e-commerce to firms 
and consumers (A03) 

Table 4 .. 23 The benefits of e-commerce to firms and consumers 

Benefits of e -commerce t o firm s Benefits of e-commerce to consumers 

4.8' E-commerce 1 SS 

• E-commerce enables firms to ar\/Oid paying high costs of rents 
in prime locations 

• lnteme,t technologies have cut t he supply chain ... thereby 
reducing costs and reducing the reliance on sales peopl,e and 
intermediaries (such as wholesalers and retailers) 

E-commerce provides ubiquity. i.e. being present everywhere -
w ith the huge and continual growth in the use of mobile devices 
(e.g. laptops, sma rtpho nes and tablet corn puters), ,e-commerce 
can be accessed almost ,anywhere and at any time 

The fi nn can potentially reach a wider customer base across a 
global market 

• Sodal media websites, such as Tw itter a nd Fa<Jebook.1 are 
perhaps the fastest way to get a firm's product information to 
customers 

• As customers ea n shop 24/ 7 throughout the year, the business 
can earn sirgnificantly higher sales revenues 

• With reduced costs and the ability to be located almost 
anywhere •. e'"(:ommerce firms can offer a broader pro<luct 
portfolio, thereby attracting more customers 
E·com merce has s,ubstantiaHy reduced the c,osts of promotion, 
making it easier and more cost-effective to use onl ine 
advertising, social media., mass emails, onl ine videos and 
audio recordings 

• Consumers benefit from greater price transparen,cy, enabling them 
to make more informed choices and decisions 

Consumers have easy access to information from their mobile 
devices, e.g. address of the business, the telephone, number or 
other contact detai Is, and opening hours or closing times 

• Consumers benefit from a r,educed supply eh ain as, th,ey have 
direct ,access to products and at cheaper prices 

They have the convenience and flexibility of shopping 24/7 on any 
day of the year from al most any location 
E&commerce offers customers convenient payment systems, e.g. 
credit cards,. debit cards, or membership accounts 
In many cases, free shipping i(del ivery) is offered to e-commerce 
customers 
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The costs of e-commerce to firms and 
consumers (A03) 

Table 4 .. 24 The costs of e-commerce to firms and consumers 

The costs of e-commerce to f irms 

Traditional retailers lo,se their ability to charge higher prices due 
to the pre.sence of on Ii ne providers 

Easy .access to data and product information increases the 
possibility of goods being easily copied by competitors 

• There is a high possibility of fraudulent trade, resulting in losses 
for the firm or compensation claims being made 

• E-commerce is totally reliant on the tee hnology working - any 
breakdowns will be very costly to the firm 

There a re addition.al costs to consider, e.g. the ,costs from 
hiri Ilg ICT specialists to maintain e-commerce systems, such as 
websites, o,nline payment systems and technical support 

• Firms, may face pressure from trade unions. and other 
stakeholders if 1e.-commerce leads to mass job losses 

• There is always the possibility that purchased items can 1get lost 
in the post~ whi,ch further adds to the costs of the firm 

Some external factors specifically hinder e-commeroe firms, 
e.g. false descriptions. of products, d ishone:st advertising, poor 
qu,ality .and late deliveries. 

• It is not highly suitable fair the sale of perishable goods (e.g. 
ice cream or fresh fish) or specialty products {e.g. prescription 
medicines or expensive wrist watches) 

----

Expert tip 

The costs of e-commerce to consumers 

• There are security issues as credit and debit cards, may be stolen 
and misused (online fraud) 

• Hackers can steal and abuse persoinal information {data theft) 

• There is no individual inter.action with 1customers so the service 
is impersonal (which many customers do not like} 

Customers have to wait for the delivery of the purchased 
products and do not neces·sarily know the physical condition of 
the products until they harve been delivered 

• It ea n be expensive and time consuming for custcJ1mers to return 
goods (perhaps because they do not match the specifications 
o nl ine or hwe been damaged in transit) 

• People are bombarded with unsolicited e-marketing promotional 
messages (onlin,e spam) 
Many people do not have access to the internet nor do they feel 
confident in using electronic devices to buy goods and servi,ces 

• Other customers are put off from the intan,gibHity of the process 
of e-commerce,, e.g. not being able to try on clothes or shoes, 

• Customers who shop online can often incur finance charges 
(interest) imposed by their credit card providers 

When evaluating a firm~·.s e-commerce 
strat,egy, cons4 der a 1wo-s• ded 
and balanced a r,gument. Whilst its 
e-commerce s1ra1,egy can be· judged 
by 1he extent to whkh onUnie sales 
and marke1 share have j ncreased., 

Exam~ne how globalization and 
innovat~on have •mpa·cted on 
the e-commerce strategy for .a 
busines.s. organ~za1jon of your 
choke. 

Evaluate the adva n1ages and 
d i-sadva ntages for a bus,ness 
organ~za1jon of your choke orf 
using an e-co,mmerce s1rategy in a 
chan gm ng and globed i~ed business 
WO'fld. 

the costs of stay1 ng up to date with 
in1eme1 technologjes and the threats 
of da1:a theft and cyber-.secunty can 
be very costly in the ~ong t,erm. Over­
reliance on technology can damage 
rel ataons hj ps with ,rustomers, who 
prefer face-to-face interactions. 



Operations management 

5.1 The role of operations management 

Operations management and its relationship with 
other business functions (A01) 

,Operations management is about acquiring the necessary resources needed for 
production in the most efficient and cost-effective way. It itnpacts on the other 
functional areas of a businessJ as outlined in the exampl,es below. 

• Mar looting functio n 

D Physical goods ,or intangible services are produced based on market 
research in order to meet the needs and wants of customers. 

Cl The good or service needs to be promoted to existing and potential 
custo.mers .. 

D The ·6nished pnxluct also needs to be distributed using appropriate channels. 

Cl A su ltable pricing strategy is need@d to ensure the products seU well on the 
tnarket. 

Finance function 

D Costs of different production methods (see Unit 5.2), e.g. mass production, 
are needed to gain economies of scale although this could alSCJ 1equke high 
set.up costs. 

tl Funding is needed for all aspects of operations tnanagement, e.g. p:r,oduct 
testing, research and development (see U nit 5.6) and lean production (see 
Unit 5.3). 

D Production managers must be held accountable for their expenditure and 
budgets (see Unit 3~9). 

• H uman resources function 

Cl Production workers need to be hired and trained to work productively. 

D Supervisors and quality controllers may also need to be hired. 

Cl A ct·isis management teatn might need to be formed (se.e Un,it 5~7). 

D Operations n1anagers are responsible for collaborating and 'WOfking "'~ith 
n1.anagers frr0n1 other departments to n1eet organizational obj,ectives. 

Operation s n1an agement refers to 
the business function of cotnbining 
inputs to produce outputs (goods 
and services) that are valued by 
consumers. 

Operations management in organizations producing 
goods and/or services (A02) 

Operations management focuses on the mc.911agement process of creating goods 
and services using the available resources of the organization (see Figure 5.1) 

Inputs 
Laind, l,abour, cap 
and enterprise 

-

itai 

Production processes 
Add1ng value 

f igure 5~1 T h e ro le of o pe ratio n s m anage m e nt 

~ 

Outputs 
Th ,e outpuf't of products 

oods and serv1ces) (g 
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Operations n1anage1nent involves planning, organizing, coordinating, and 
controlling all the inputs needed to produce the goods and services of a 
business. 

• Operations management must ensure that there is value added (see Unit 1.1) 
in the production process. This helps to ensure firms can sell their products 
and earn profit for their owners. 

Operations management strategies and practices for 
ecological, social {human resource) and economic 
sustainability (A03) 

• Business operations have an important rol,e in ensuring sustainability by 
creating a balance between the ecological, social and economic needs of 
people today and those of future generations. 

Buslnesses are incr,easingly reporting their triple bottom line, a term coined by 
British entrepreneur John Elkington (1994 ), to evaluate their performance in a 
broader context of sustainable business activity. This 001nprises of environmental 
sustainability, econo1nic sustainability and social sustainability (see Figure 5.2). 

• Sustainability is a concept which pron1otes intergenerational equity, Le. 
business activity is able to 1neet the needs of the current generation in such a 
way thar it does not jeopardize the needs of futur-e get"lerations. 

Elkington's pillars of sustainability are sometimes also referred to as the three 
Ps of sustainability! people, planet m1d profit. 

5 usta Ina b II lty 

Figure .5.2 John Elkington's p illars of sustainabil it y 

• Ecollogicail sustain1abi1lit y 
• A la,ck of ecological sustainability means that production will deplete the 

earth's natural resources for future generations1 eg. overfishing o,r deforestation 
are not ecologically susrainable. 

• It requires efficient and sensible use of the planet's scarce 'fesources so that 
they do not becolne e..xhausted. e.g. a recent report in Business b1-Sider found 
that Chinas ban on plastic carrier bags saved the nation over 4. 8 million 
tonnes of oiL 

• The exponential population growth of the world's population puts huge 
pressures on the planet's finite resources. This makes ecological sustainability a 
key prio(rity for n1any production n1anagers. 

• Exampl,es of ecologically sustainable business practices include: 

CJ Gr-een tech nologies - Environ1nentaUy friendly innovations that consider 
the long,tem1 impact on the environment, e.g. renewable energy so·wces 
such as solar power .. 

CJ Recycling - Tun1ing "Waste producrs, such as p lastic and glass bottles, into 
reusable mat,eri als. 

~v ' rd .Jefi nit i{ n 
Ec·ological sustainability (or 
environmental sustainability) 
refers to t he capacl t y of the 
natural ,environment to 1nee t the 
needs of the current gen er at ion 
without risking the ability of 
future generations t,o n-leet their 
own needs. 
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D Ecological footprint - The ilnpact of resource consun1ption a:nd waste 
production on the natural environ1nent, e.g. using on line technologies for 
business meetings rarher than driving to different l cations. 

tJ Con servation - Using the planet's scarce resources en.ore carefully by 
means of renewable resources (such as trees and fish) at a sustainabl,e rate. 

D Preservation - Protecting the earth's resources by r,educing the human. 
impact on the p hysical, natural and ecological env·ironment~ e.g. 
rainfoiests. 

Social sustaina,brlity 
• Social su.stainability enables society to optimize the quality of life for cturenr 

and future generation s. 

• On the other hand, social hurdles prevent :a community frotn advancing] 
e.g. poverty,. unen1ploy1nent and social exclusion (such :as racistn and gender 
lneq ualitieS)r 

• Elkington argued that ma le business le-aders need to accept womer1 as equals 
if there is to be social sustainability and development. En1bracing social juscioe 
can bring about many business opportunities in tern1s ofrecruinuent, staff 
retention and corporar1e reputati1on. 

• Gender discrimination represents an inefficient eUocation of h um.an resources. 
The United Nations Develop1nent Prograrnn1e ( UNDP) argues chat geuder 
equality is fundan1ental to both econotnic and human developmenc 

• From a hrn-uanirarian viewpoint, removing social inequalities gives 
communities a better chan.oe of achieving sustainable development. 

• L.'l addition to cTe,ating jobs and paying taxes, cnany countries expect 
businesses t,o fulfil their corporates cial responsibilities (CSR) (see Unit 13). 
Ignoring CSR can attract unwanted media. atr,ention. Hence, an increasing 
number of businesS@s apply CSR :in their daily operation s. 

Econ.omic siustainab,iHty 
• Econo1nic sustainability requires businesses to use their resources (land, labour, 

capital and enrerprise) efficiently and in a maintainable way. Increased gl1obal 
deniand and co11Sutnption make :it ever more difficult to sust ai.1:1 the output of 
goods and services o,ver time. 

Econotnic sustainability requires businesses to be n1ore responsible in their use 
of resources, e.g. using materials that are environmentally friend ly, easier to 
recycle or that are biodegradable. 

• The overuse of scarce resources is a n1ajor threat to a country~s econon1ic well­
being, e.g+ rapid econonlic developntent in some countries, such as China and 
India,. has led 'llO the rapid epletlon of the cworld's finite rerources, especiaHy 
.non .. renewable resources. 

• With the continuous rise in the world's population~ the question for business 
leaders is whether economic growth, and its asooclated impact on the natural 
environment, is sustainable. 

• Howeve:r, in. their endeavour to tnaxirnize p[ofits for shareholders and due 
to the potentially higher costs of operating in a sustainable way, not 1nan:y 
businesses make efficient use of available resources~ 

• Resistance to change ,or to em.brace the ethos of sustainability creates further 
obstacles for economic susraina bility. 

• N evertheless, economic sustainabi Hty as a business strategy can help fim1s to 

survive~ thrive, and contribute to the econon1ic w,ell.-being of others via the 
creation ,of jobs and \\i-ealth. 

l cv~ 1 rd dtfinit 'on 
Social ustainability examines the 
ab iliry of businesses and people 
to develop in such a \Vay that 
they can meet the social well· 
being needs of current :and future 
generations. 

<~V\\1or I dl~f inition 

Economic sustainability refers 
to development of a country 
that meets t he economic needs 
of the present generationi using 
existing available resources, 
without compr,omi sing the ability 
of future generarions to meet thefr 
economic needs. 

CUEGIS CONCEPTS 
For an organ~zation of your chok~e~ 
exarn•ne how the concepts of 
,than g,e and culture have impacted 
on i1s sustajnable bus1iness 
,operatjons. 
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5.2 Production methods 

Production methods and the most appropriate method 
of production for a given situation (A02) 

Production r,efers to che manufacture or output of a physical good or tntangible 
service. Th,ere are four :main production tnerhods:. job) batcl1., mass and cellular. 

• Job/customized production 
• Job production is the production of a special or customized good or service 

suited ro rhe specific. r,equiretnenrs of atl individual customer. 

• Exalllples of job production include: bridges, n1ovies, private tuition, weddin_g 
dresses, wed.ding cakes, bespoke suits and portrait painters. 

• Each order is a one-0ff, uniq:u,e good or service. 

• It is the :most labour intensive method of production as it is reliant on skilled 
workers. 

• It i.s .also the most expensive production method, although clients pay relatively 
high prices for the uniqueness of rhe product. 

Ta ble 5 .1 Advantages and disadvantages of jo b production 

Advantages of job production 

• It is the most flexible method of productio n as orders are made 
spedfical ly f,or a customer 

Due to its uniqueness. the output is, likely to be of outstanding 
quality 

A high mark-up price can be charged because of the product;s 
exclusivity and high quality 

• The skilled workers tend to be motivated by the variety and 
challenge of the job 

Batclh pro1du,cti,o,n1 

Di sadvantages of job productio n 

High labour costs due to t he need for highly skilled and 
experienced workers 

High production costs due to the large absence oif eeo nomi,es 
of scale 

• Production is tim 1e consuming becaUSie specific requirements 
need to be catered for 

• Barch production is a production method that involves identical goods being 
made in groups (batches) rather than in a continuous flow. 

• Exa1nples of batch production include the output of: casual clothing, cookies 
(biscuits), bread, shoes and furniture. 

• Goods are produced in consignments ( batches), undergoing the productiotl 
process at the san'le time, before manufacturing the next batch with d ifferent 
specifications, ,e.g. 100 1nedium~sized red t .. shirts foUowed by 65 small .. sized blue 
t.-shirts. 

• It does not involve a system of continuous producrion. 

• Workers are 'likely to be semi .. skilled and output is far n10rie capital intensive 
than job production. 

Table 5 .2 Advantages and d isadvanta g es o f batch productio n 

Advanta.ges of bat ch production Disadvantages of bat ch production 

Aver,age (unit) costs of production are lo,wer compared with job Less flexibility as customers have to select from a range of 
production due to there being some economies of scale standardized output 

• Ther,e is some fl,exibiUty to meet a variety of demands, thereby 
providing some choice to customers. 

• It is useful for small businesses, that canno1 affor-d to operate 
continuous producti,on Ii nes and/or demand for the product is 
insufficient to justify mass production 

There is a greater need for st,ock.s (inventories.), especially raw 
materials 

• There is, Jdowntime' between batches as machinery might need 
deaning and/or changing prior to the manufacture of the next 
batch 



Mass/fll,ow/process pr,od1u,ction 
• Mass production is used by businesses that focus on large.-scale production 

techniques ior mass market goods. 

• It is suitable for the large.scale production of honrogeneous (identical or 
standardized) products such as oil, bottled water, canned soft drinks, n1otor 

vehicles, televisions, light bulbs, ball bearings and toys. 

• Lower prices e:re eh arged due to the standardization of output. 

• There is a high degree of auto1nation as n1ass producdon is capita] intensi,;ie. 

• The workfalice can be lU'l.skiUed or semi .. skilled; the workers can be highly 
specialized. 

• Marketing support is essential to increase den1,and as 111ass production 
generates large.-scale output. 

• Ir is based on special izarion and the division of labour. 

Whilst job production is about quality. mass production is about quantity. 

Table 5.3 Advantages and disadvantages of mass production 
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,tlly ;\Ton.1 fi i t inn 

Flow production is the continuous 
Bn.d automated production process 
that uses capital intensive production 
methoos to 1na..··dmize output by 
minimizing production time. It is 
associated with large production runs 
of standat-dized products. 

Expert tip 

Although there are ·somre technical 
dmfferenc,es between mass, flow and 
process production methods, the 
djfferences .a re .subtle so the terms 
are- often used interchange.ably. 

Advantages of mass production Disadvantages of mass production 

Costs per unit of production are lower due to economies of s.cale • Lower profit margins are earned du,e to the low prk,es and 
Capital intensive so manufacturing can take place for longer standardized output 
periods. • Umited, if any,. flexibility as large quantities of identical products 

• 

Automation means .a low level of manpower is required in the 
production process, thus lowering labour costs 
Relatively easy and cheap to hire labour for mass production 

• Caipital -int1ensive pro-duction me-ans, there is Ii k.ely to b-e efficient 
use of machinery and equipment 

are created 

• Requires an efficient system of stock control a:S stockpiling of 
manufactured goods can be very expensive 

• There are Ii kely to be very high start-up costs due to the 
investment in capital equipment, machinery and production 
systems 

• As mass production is ,capital intensiv·e, it is comparatively ,easy 
to expand production should the level of demand for the product • Al I stag,es of p roduction are interdependent, so if a problem 

occurs in one part of the assembly line, production as a whole 
comes to a halt 

increase 

Cellu lar ma1nufacturin,g 

Workers can quickly become demotivated due to the boring and 
repetitiv,e nature of the tasks. 

-------

Expert tip 

• Cellular. production (also known as cell production) involv€S t,eams working 
on aertain parts of the production line. The product ion processes are broken 
down into un.its based around these tea1ns working on. a cotnplete ·unit of 
output. 

In r,eaUty, ma1ny products ar,e produoed 
uSJing more Ulan one production 
method. For examP'·e. the ,eng~nes of a 
Ferrari or Porsche are hand-made us,ng 
job production. However, the leather 

• le is used'. by businesses that focus on mass-,producrion techniques. is bought in batdl,es of diHerent hides, 
1rextur,es and colours. The tyres .are 
bought in bulk from mass producers. 
such as Mitchelin and Pirem. 

• Each team (or cell) has compl,et,e responsibility for quality assurance. 

Table 5.4 Advantages and disadvantages of cell production 

Advantages of cell production 

• As ceUs are· responsible for quality assurance (see Unit 5.3), it 
sh,ould lead to less wastage and a lower rejection rate 

• It enables workers to operate in teams with greater autonomy. 
thus boosting morale~ m1otivation and productivity 

• Workers are invo~ved in the production process from the 
beginning to the end, so this creates a sense of ownership ,and 
achievement 

• As t,eams are multi-skilled, they are more adaptive to changes 
in the business environment and the future needs of the 
organization 

Team working can also create new ideas,, processes ,and 
products 

Disadvantages of cell production 

• High set-up costs, e.g. machinery, equipment and stock-ordering 
systems 
Mac hi nery is not used as intensively as. with flow or mass 

production 
Costs of recruiting and training suitable staff to work in eel Is 
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Expert tip 

Exam, questions often ask cand•dates 10 ,compare produc'cion methods for a 
partkular product. Be sure to consider the ,advantages and drsadva1ntages, of the 
various product ion methods in your answers. 

1 Menelao Clofuing Co . designs and m,anu~a,ctu res iash~onable dothing for 
chUdten in a var;ety of des,gti,s .• colours and s~zie~. 

a ldentirfy 1he production method that is most Uk,ely to be used by 
Menel ao C~oth~ nig Co,, [1 J 

b Explain two benefits of thlS production method to Menelao 
Cloth•ng Co. [41 

5.3 Lean production and qua ity 
management (HL only) 

Features of lean production (A01) 

• Less waste 
• l.ean production, which origie1a.ted in Japru1, involves streamlining operations 

in order to reduce a ll fonns of waste en d to achieve greater efficiency .. 

• Lean production is about getting things right first titne and using fewer 
resot1:rces, both of wh ic.h help to reduce w.astage of resources. 

• The seven sources of vvaste (or ~muda' in Japanese) a.re: defective 
products, overprod uction i stock pi ling (excessive inventories), unnooessa ry 
transportation, over~processing ( over~complex or over~con1plicated), \vaiting 
thne and excess tnovement by workers. 

• Me thods of waste m in imizat ion include: total q ua lity m anagement (TQM), 
cradl,e ... to .. cradle manufuctUring and just-in. time (JlT) p roduction . 

Greater efficiency 
• Efficiency is about using resources more effectively to generate outpur, e.g. 

usin g less capital or la bo ur to pr-0duce the saine a1nount of o utput . 

Efficiency is lneasured by t he productivity rate of resources (see Unit 5.5 ). For 
exan'lple, labour productivity can be measured by sales per person or output per 
worker. 

• A ll men\bers of the organization need to be involved for lean production to 
·work effectively. 

• Greater efficiency can be gained in several wa.ys, inc luding! 

D staff train in g and development 

D higher levels of staff n1.otivation 

D using improved (technologically advanced) capital. 

Methods of lean production (A02) 

Co1nti1nu1ous imp1rovement (kaizen) 
Kaizen is a philosophy em.bedded in the ,culture of an organization . 

• It is a 1nethod of lean production a nd a source of competitive advantage that 
involves all workers commirri n g to i:mp toving qua lity standards. 

CUEGIS CONCEPTS 
Co nsider how the concept s of 
,cuhu re .and j nnovation have 
impacted on the production 
me1hods used by a bus1iness 
o,rgan,zat;on of your choke. 

~ v )rd c ~finitio1 

Lean production is a philosophy 
built in to the culture of 
organizations tha.t focus on less 
wastage and greater effic iency. 
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It in.,;,j Ives tnaking small, increinental progress (rather than inbequertt radica l 
changes) to improve productivity and efficiency~ 

• As p~ople rend ro be resistant ro change, workerS might be more r-eoeprive to 
small, inc[en1ental changes which are less disruptive a:nd risky than large one .. 
off changes. 

• It involves empow-er:ing work1ers to make their owt'\ decisions for continuous 
improvetnenrs. 

• Kaizen can help to reduce costs in the long run by preventing mistakes and 
outputs of sub .. standard quaUtv, 

• lr can help to, achieve greater efficiency through explioring ways to improve the 
productivity and effici@ncy of the organization1s processes and Op@l'arion s. 

Howeveri the implementation of l<aizen tends to be costly artd ti 1ne oonsuming. 
It requires the effort and comn1itment of all n1en1bers of the workforce to 

eliminate waste and ro make productivity gains. 

• Striving for continuous hnprovement usually causes increased workloads, so 
can l,ead to demotivation in the workplace. 

• Just-in-time (JIT) 
• A JIT stock control syste1n removes the need to have buffer stocks ( large 

quantities of stock on site held as back.up inventol"y). 

• Deli\o-eties ,of st1ocks such as raw tnaterials and con1ponents are tnade a fev.r 
hours prior to their use by the purchaser. 

• Although JIT can 'reduce "'~ste; there is always the risk of not having any 
stock if required urgently. Hence, JIT can be inflexible and expose the firn1 to 
greater risks. 

• Table 5.11 (page 170) outlines the advantages and disadvantages of a JIT stock 
control systetn. 

Kan ban 
• Kanba1l is a tnethod of lean production that relies on using a card system to 

ensure that stock us-age is based on actual demand fr0111 custotners. 

• In Japanese~ it means signboard or biU board. 

It helps to prevent underproduction ( which results in productive inefficiency) 
or ov,erp.[\oduction ( which creates waste). 

• An,don 
• Andon is a method of bm production that relies on using a visual traffic light 

warning SYh'trun to achieve grearer producrive effici,ency. 

• It uses visual displays, including digital cl isplays, to conununicate the status of 
production in the manufacturing process. 

• The traffic light system acts as a quick visual warning for workers to help them 
monitor the progress of various tasks, thus achieving greater efficiency. 

Features of cradle-to-cradle design and 
manufacturing {A02) 

• Cn.1.dle .. to..cradle (C2C) involv,es production rechniqll@S rhat are wasre .. fr~ and 
can be efficiend y recycled~ 1e.g. recyclable plastic water bott tes, plastic computer 
keyboards or biodegradable bamb o t-shirts. 

The term was coined by Swiss architect Walter R. Sr:ahel in the 1970s "iien 
examining production techniques thar are both efficient and waste.-free. 

' ey\\.'ord definition 

Kctiten is the Japanese philosophy 
of continuous improvenJ.enr and 
changing for the better. 

l(l: y von:1 l c.:·fi nit ion . 
Ju st-in..-time OlT) is .a Lean stock 
conuol syst,em that r,elies on stocks 
(inventodes) being deliv,er.ed only 
\.vhe'U they are needed in the 
production process. 
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All material inputs in C2C must be either technical (r,ecyclable or reusable 
with no loss of quality) or biological (consutnable or cotnpostable in an 
ecologically friend ly way). 

• Although C2C can be ti1ne consuming Q!Ud expensive to in1plernent 
effectively, it ca_n provide competitive advantages by differentiating the brand, 
thereby attracting and retaining customers. C2C a I.so provides sustain able 
manufacturing over the long term. 

• In addition, C2C can gene1".ate a posiri ve corporate in1age to so.me specific 
stakeholders,. such as employees and environmental protection groups. 

Features of quality control and quality 
assurance (A,01) 

ev~rord dcti it" ons 

e ~ ~ rd :lefi itio n . 
Cradle ... to ... cradle (C2C) is a 
product ion phi laisophy with 
the view that sustainable 
production involves designing and 
manufacturing goods so rhat they 
can b@ recycl@d to produce d1e 
product again. 

Quality control (QC) refers to the traditional approach to 
quality management by inspecting a sample ,of pr,oducts. 
It involves quality cot1tr0Uers checking or examining a: 
sample of products in a systematic way, e.g. once ,every 15 
minutes on the production line, every 500th unit of output 

or 10% of the atnount produced. 

Quality assurance (QA) is an app1oach to q uality 
·management that involves the prevention of nlistakes in 
the production process, e.g. defective output, poor custi0nler 
service or delays in distri buring goods to custo1ners. It 
involves agreeing and meeting quality standards at all 
stages of production to ensure customer satisfaction. 

Table 5 .5 Features of quality control and quality assurance 

Features of qua I ity contra I feat ures ·O·f quality assurance 

• Traditional approach of using quaUty co1ntrollers to check the 
quality of output 

• QA uses workers, rather than inspectors, to check the quaHty 
of output 

• QC is mainly about inspecting and detecting substandard output • All staff are responsible for quality so QA can therefore be 
(def,ects) rather than preveoti ng It considered as a form of job enrichment (se-e Unit 2 .4)i 

Quality controllers randomly or systematically do ·the inspecting 
or checking 

Firms have various codes of practice that no1ify customers of 

qual ity procedures and specifkations 
• It strives to ensure that products meet the quality standards set • OA striv,es, to achieve greater efficiency and less wastage 

by the organization The aim is. ~ero defects! i.e. the reject rate is zero 
Finns set an acceptable l 1evel of wastage or defects (reject rate) • QA is process~oriented rather th.an product-oriented 

• QC is product-oriented rather than process~oriented • QA is proactive rather than reactive 

• QC is reactive rather than pr,oactiver with quality checks done 
retrospectively 

Methods of managing quality (A02) 

QuaUty ,circle 
• U government statistician Professor W. Edwards De1ning (1900~3) noted 

that An1erican tnan.agetnient had typically giv,en n12u1.agers about 85% of the 
responsibility for quality control, with only 15% allocated to employeesr He 
argued that rhj s should he reversed~ 

• The emphasis of quality circles is preventing defects frotn arising in the first 
place, rather than quality control during post,.prodttction checks. 

• Deming's ideas were originally developed by Japanese n1anagement and 
n1a nufactu:ring techn iques. wirh an en'lphasis on etnployees working in shnilar 
job roles being enoouraged to investigate and suggest practices to improve quality. 

• For quality circles to work, n1,embers n1ust receive appropriate training in 
problem solving. In addition, senior management must be supportive a·nd fund 
rhese t,earns appropriat@ly, eVien when requests may seen1 triv ial or budgets are 
limited. 

l ' :i.y, :orcl def1nitio1 
• 

A quality circle i.s a srnaU group 
of en1ployees l\ ... ho voluntairi ly meet 
regularly to identify ,examine and 
solve problen1s related to their 
work in order to irup1:ove the 
quality ,of output. 
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Kaizen usually involves the in1plementation of quality circles. 

• A limitation of quality d1cles fo,r einployees is that senior management haive a 
c lear ca.rger for blame if there ate quality issues or problems. 

Almost any type of organization can set up quality circles. For example; Po 
Leung Kuk School in Hong Kong has five quality circles set up to pron10te a 
broad, balanc.ed approach to tearning (http://goo.g l/TzZajy). 

• Bench1marking 
Benchtnarking involves making internal and external co1nparisons of 
predetern1i11ed criteria (industry standards) with the ai111 of meeting or 
exceeding the benchm·arks. 

• Internal benchinarking involves cofftparing business p ractices within d1e same 
organization. Best practice is then spread throughout the organization. 

• F.>::ternal benchmarking involves comparing business practices outside the 
organizations with ,other firms considered to be the besr in the industry. This 
approach can tak,e up significant time and r@souroes to colle-ct , collate and 
interpret the data and information. 

The ultimate aim of bench1narki ng is to, i1nprove performance. This helps a 
business to maintai11 or devel,op its competitiveness. 

• As a. strategic 1nanagement tool~ it enables 1uanagers to compare the firm's 
perforn1ance, its processes and its pr,oducts with the best o{ other co1npanies 
within the satne industry<; 

• It is usually con ducted at regular intervals, e.g. profits per quarter or market 
share per year. 

• Benchnu1rks ar,e typically quantifiable, e.g. star racings for the hotel industry. 

• For ben.chmarking to be n1eani.r1gful, comparisons should be made as 
objectively as possible.. However, there is scope for subjective cotnparisons, e.g. 
customer perceptions and feedback. ltnportantly, it includes examining the 
competition from the point of view of custocners. 

• Totail q1uality man.age,m1ent (TQM) 
• Total quality management (TQM) is a p hilosophy about embedding 

awareness of quality in all organizational processes, Le. it forms a culture 
of quality by empowering all vvorkers ·with in the organization to take 
responsibility tor quality issues. 

• An essential feature ofTQM. is zero defects~ Le. lean pt·oduction that is 
efficient and without any wastage-. 

• TQM as a form of lean production co1n1nits the organization to continuous 
improvement (kmten) and benchmarking of all operations relating to the 
quality of the product. Quality circles can also be a feature of TQM 

Table 5.6 A dvantages and disadvantages of TQM 

Do not c,onfuse quality d rdes wJ1h 
eel lular ma1nufacturing (see Unit 5. 2). 
CeU product ~on involves smaU teams 
produdng a comple1e unit o,f work. 
The focus ~s out put, even though 
eel~ workers 1ake responsjbiUty for 
t he quaUty of thei1r work. How,ever, 
mern bers of quality drdes form 
vof untan ly to, discuss ways to improve 
quality. There is no emphasis on actual 
output i1n a quahty d rde. Instead. it is 
a partmdpat,ve 1management 1echn1ique 
1h at ~ nvo~ves the input of workers ~n 
ma nagmng quahty. 

1( 1T\vor I d fi1 it·i ..,n 

B@nchmar k ing is the syst@n1atic 
process of co111paring a business 
or its pr,oducts to its competitors, 
using a set of standards (called 
'benchmarks'), such as sales 
revenue, profits,. labour tu rnover or 
brand loyalty. 

l ~y, , rd definition 
Total quality management 
(TQ Ni) is a qua lity 1nanagement 
approach that ain1s to involve 
every en1ployee in t~le quality 
:assurance process. It involves 
organimtion .. wide approaches co 
qua li.t y in'lprove1nents in products, 
processes, people and philosophy 
(01rganizational culture). 

Adva ntages of TO M Disad vantag es of 'TQM 

• Motivational impact on employees who feel more involved in 
decision making 

• Competitive advantages as it puts customers1 needs at the 
centre, of the production pro,cess 

• Cos1-effectiveness as TOM eliminates the need for ins,pections 
and the costs of reworking mistakes and defective output 

• In the long term, qual ity is higher while co,sts should be reduced 

Brand reputati,on of emphasis on high quality and consistency 

It requ iries a change in ,attitudes and commitment from al I s.taff. 
which can be difficult to ac hie·ve 
Staff trainingJ1 induding management t raining. and development 
costs can be hi,gh yet must be propedy funded 
Not al I workers are motivated by or are suitable for job 
enrichment and empowerment (see Unit 2.4) 

Accreditation fees paid to awarding bodies such ,as the 
International Organization for Standardization (ISO), 
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.Students oft-en write tha1 TQM systems remove complaints abou1 qual ity. Whillst 
TOM str,ves for zero defects_. It does no1 and canno,t guarantee the output wrn 
be faulfless. For example,, toy manufacturer Mattel uses a TQM phillosophy but 
has had to re,calll faulty products mn the market. 

The impact of lean production and TQM 
on an organization (A03) 

• The objective of lean production and TQM ls to improve the quality 
of a firm's goods and services. Qu8Jlity is a key source of global 
competitiveness. 

A quality product needs w be fit for purpose, i.e. the product fulfils its 
intended purpose and function, e.g. a pen shoukl ,enable ·the user to write 
wirh it. 

• Quality is ilnportant for an organization for several reasons, such as: 

D satisfying the needs and wants of custotners 

D raising consumer confidence r,egardj ng a business and its producrs 

D improving the Lnoti vation. of etnployees 

D gaining a cotnpetitive advantage over its rivals 

D lowering production costs, and hence inct-easing profitability. 

• Poor quality output will result jn higher costs for the business due t,o customers 
seeking compensation for sub standard products. Examples of poor quality 
include.: 

D the product breaking down unexpectedly 

D the product being deUver1ed late 

D a lack of instt uctions or d ir-ections for use~ 

• Ultimately; lean p:rod:uction and a culture of TQM give an organ izati.on 
co1npetitive advantages over its rivals. Attracting customers and retaining 
their loyalty beco1nes easier as consumers trust reputable businesses and 
'Cheir brands. 

The importance of national and 
international quality standards (A02) 

• National and international quality standards are a forln ofbench1nark~ .A good 
or se·rvice n1ust n1eet a set of predetermined criteria of quality in order t ,o, be 
a warded certification of quality standards recognized within the country or 
throughout the wor1.d. 

• ISO 9000 is the it1ternati01"1al quality standard awarded to organizations d1at 
ensure their goods and services coosistendy meet quality standards to 1neet the 
needs of custon1ers. 

• Ir is an internationaU y recognized quality accolade, awarded by the 
International Organization for Standardization ( ISO). 

To be certified for I. 0 9000, organizations nuist ensure there is evidence that 
quality is consistent! y improved. 
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Table 5 .. 7 Advantages and disadvantages of meeting national and international quality standards 

Adva ntages of meeting qua lit y standards Disadva ntag es of meeting qua lity standards 

Quality awards, can provide the firm with major marketing advanmge.s 

• It can help to differentiate the organization from its rivals, thus 
minimizing potential competition 

• It provides opportunities to build brand loyalty and to charge 
higher prices 

• Motivational impacts on workers who feel proud world ng for a 
busJ ness rec,ogn ized for its quality 

Operational cos,ts of meeting national or international quality 
standards can be very high, e.g. funding staff training or 
buying the necessary technology 

lnspectfon costs must be paid to outside agencies such as the ISO 

• There are on..,going costs of obtaining certification, licen~es 01r 
awards 

S1ome c ustom,ers may be put off by the higher prices 

For an organizattj,on ,of your choke, mnvestjgate the impacts ,of change and 
culture on its quality management. 

5 .4 Location 

Th reasons for a specific location of 
production (A02) 

• To access cheaper and/or better quality resources, such as land, labour or raw 
materials. 

• To be closer to custonMs dotnestic-all y or in overseas tnarkets to gain competitive 
advantages; e.g. 1easier access to custotners and reduced transportation c,osts .. 

• To avoid trade protectionist policies ( when foreign govemmenrs impose trade 
r~trictions on import,oo goods) by locating in th@S@ overseas countries. 

To benefit frotn the local infrastructure (the essential physical and 
organizational st-ructures in an economy necessary for it' to function), e.g. 
cransportc'ltion and communica·rions networks. 

• Govern1nent h'°lcentives £or locating in a specific place. e.g. subsidies, gr.ants, 
tax concessions or interest ... free loans. uch incentives are provided to firms 
that locate in assisted areas (locations in need of :regeneration,. perhaps due to 
parti.cu lady high rates of unemployment, as identified by the goven'l.ment). 

• Due to indu strial iner tia - when a business continues to stay in the sanw 
location even when there are no financial advantages for doing so, e.g~ due to 
wel 1. established relationships with suppliers and locally.-based employees. 

• To benefit from clustering - when a business locates near to orhet 
organizations that function in similar or completnentary markets, ,e.g. shoe 
stores and daithes retailers. 

• Firms in bullvreducing indu ... tries loc~ne near the source of raw materials in 
order to reduce transpor cation costs, e.g. production plants a re located near 
copper ore mines to reduce the weight (or bulk) and hence the rransporrarion. 
costs involved in n,aking copper. 

lfigure 5~3 Shanghai is a popular location for firms operating in China 
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Firms in bulk-gaining industries locate near their custotners because the 
finished product is bulkier (heavier) than the raw mated als used to make it, 
e.g. carbonated soft drinks. 

• Qualitative factors also affect the location decision, e.g. the natuTe of the local 
infrastructure ai1d manage1nent preferences about a particular location. 

• A footloose organization is one that does not have any advantage being located 
ln ai ny particular ar-ea.1 e.g. @ ... comm@rce businesses or computer.chip makers~ 

• By contrast, ttaditional retailers such as restaurants and clothes stores need to 
be locat,ed near their customers. 

Ways of re-organizing production, both 
nationally and internationally (A03) 

• Ou1tsou1rcin1g/S 1ubcontracting 
• The outsourced firms (known as subcontractors) carry out these activities 

more effectively and cosc;.effecti vely, ,e~f:l- security firms, school and hospital 
caterers, office cleaners and ICT technical support. 

• Outsourced business activiries ~me those deetned to be non...essential tasks rhat 
can be passed on to an exrern0 l provider in order to cut costs and gain fro1n 
their expertise. 

• Subconrractors are rhe people or organizations ·rhat carry ,out outsourced work 
more cost .. effect:ively than the business i'l:sel~ widl.out cotnpromising the quality. 

Table 5.8 Advantages and disadvantages of outsourcing 

rd dl~fin "ti lr 

O'U tsourcing is the practice ,of 
subcontracting non .. core activities 
of an organization to a thi rd.-parry 
ptov ider (an e:xt'ernal org.anizat:ion) 
in order to im.prove operational 
efficiency and reduce costs. 

Advantages of outso,urcing Disadvantages of ,outsourcing 

• 

• 

Using an outsourced provider means the business can 
con,oentrate, on its, core activities and competitive strategy 

The firm beniefits from the speda lized services ,of the outsou reed 
partner 

lmpr,oved customer service fro,m subcontracto,rs. can attract new 
potential customers and str,engthen brand loyalty 

It helps the firm to streamline its business operations., t hereby 
cutting costs and improving its profitability 

Offs 1horing 

Potential conflkt with external parties such as subcontractors 
can arise 

• There cou Id be quality issues with subcontr,actors 

• The firm may have to deal with staff redundancies due to the 
use of outso uroed providers 

Ther,e are costs, of monitoring and maintaining relati 1onships with 
the subcontractor 

I<~ tv, ... ord definition 
• Ex:arnpl,es of offshored functions include: nianufacturing, telesales, call centres, 

research and development (R&D), and accounting selVices. 

( 

Of fshoring is the practic,e of 
r-elocat:ing part of ,or all of a firm's 
business functions and proce~s 
overseas. These functions can retna in 
within the business (operating in 
overseas markets) ,or outsourc,ed to 

• Offshoring can but does n.ot necessarily involve thi:rd .. party providers. 

• The relocation decision requires the firm to consider both t he risks and 
uncertainties of moving to unfamiliar territ,ories and weigh 'rhese up against 
the potential r-ewards. 

an overseas organization. 

Table 5.9 Advantages and disadvantages of offshoring 

A dvantages of offsho ring 

As with outsourcing, offshoring means the firm can con,centr,ate 
on and develop its core business activity 

labour laws may be more relaxed overseas, making it easier to 
hire and fire staff 

• Em~oyee ,costs may be lower •. resulting in lower prices for 
consumers .and a boost in sales 

• Relationships with loca I customers can be improved as the 
workforce is accustomed to cultu ra I issues and differences in the 
off shored country 

• lower operauo nal c,osts can lead to higher prof it m.argi ns 

1Disadvantages of offshoring 

• It is often associated with unethical practic1es1 e.g. ·the, 
exploitation of child labour in low-income c-0untries 

• There could be ,cultural issues and concerns. about transferring 
functions to an external party 

• It would involve ma king some employees redundant. which has 
to be hand led with care and can be cosdy 

• Overseas oiperatio ns may lead to greater difficulties in 
conducting quality control 

The. firm could lose some control over work.ers, as they are based 
overseas 



• l1nsou1,rcing 
• Insourcing involves the -retention of a task, function or project within the 

organization. 

• It is often delegated to internal stakeholders who have the expertise (such as 
ICT1 accounting or consultancy skills) rather fhan outsourcing the function to 
an external third .. party provider. 

• lr1sourcing happens because it can sometimes be cheaper and more productive 
to have the \VOrk done in.house. 

• It has become popular with businesses that have been diESatisfied or 'Unsuccessful 
with outsourcing, e.g. su bstan.dard quality or supply chain disruptions. 

• It is most suitable when the functionj task or project is only te1nporary or when 
there is no significant capital investment involved. 

• It is also su ltable for smaller businesses and start .. ups with little or no 
exp@rie:nce with outsourcing. 

Table 5.110 Advantages and d isadvantages of insourcing 
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· :vnr t fin it" c 1 

lnsour-cing is the use of a fir111's 
own resour,ces 'to fulfil a certain 
role, funcrion or task which wou ld 
otherwise have been. outsourced. 

Advantag es of insourc ing Di sadva ntages of i nsou rc ing 

Using existing employees and resources can b.e cheaper than 
out.sourcing 

Internal staff might not have the necessary skil Is or experiience 
(external specialists may be more effective and productive) 

• It enables a business to have better control of what it would 
have otherwise, outsou reed 

• Multinationals t hat want to establish or maintain tlheir 
international priesence cannot rely on insourdng 

• tt helps to develop a team of skilled and experienced workers 
• There is job creation in the loca I,.. domestic economy 

Implementation costs are likely to be high, affecting profits at 
least in the short term 

CU-EGIS CONCEPTS 

Exam,ne how t he conc-ep1s of eth•cs and change have impacted "the 
~nternational location dedsions of a business you have studi1ed. 

5.5 Production planning (HL only) 

The supply chain process (A02) 

The supply chain process is the n1anagen1ent process of overseeing the logistics 
from the manufacturing stage to the finished product being delivered to the 
conswner. 

• It includes 1nanagi ng the stot-age and rnO¥ement of raw tnaterials, semi.­
finished goods and finished goods from the raw material phase to the point of 
consumption. 

• A long supply chain and/or ineffective supply chain management can be costly 
as it increases the chances of things going wrong for the business. 

BE38 
BBB 

aa ••• I 111 I 

Manufacturer Wholesaler Di stiri b,utiori Retailer 

Fig u re 5 .4 The s u p ply ch a in (an exam p le) 

Consumers 
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The difference between JIT and just-in-case 
(JIC) (A02) 

• A just.-in.-thne (JIT) stock control system is designed to elin1inate the costs of 
holding srock, ,e.g. storage, 1nainr,enance and security costs. 

• JIT enables 0 business to get hold of raw materials and components only when 
the need arises~ 

• Having access to local and reliable suppliers is ,essential for JIT as the system 
relies on an efficier1t stock ordering and delivery arrengernenr so that the 
inventory is ordered and a r-rives for the start of the operation. 

• It aUows businesses to avoid the costs of storage, 1na inten.ance, theft and 
wastage .. 

Ta ble 5.11 Advantages and disadvantages of just-in~time 

Advantages of just-in .. tim e 

Then? is no need for buff er stocks, thus 
ccJist of stock management is reduced 

• There is, no need for stockpiling,, thus 
improving ca-sh flow and working capital 

• J IT fosters lean production and 
productive· ,efficiency 

Disadvanta ges of just-in-time 

There is c,omplete reliance on third~ 
party s.uppJ iers 

Admi nistratiive and i mplementatiieln 
costs of Jll are high 

• The~e is the inability to meet 
unexpected changes in demand 

• A jusr...jn .. case (JIC) stock conrrol sysre1n is designed to have a £ieserve (buffer) 
stock level. 

• Other c-OSts associated withJIC can include insurance and maintenance and/ 
or security to prevent damage or theft. 

• It ensures th@ firm has suffici,ent amounts of inventory ro me,@t the demands of 
customSTs whenever required. 

• JIC is suitable for stocks that are not perishable, such as cotton,. rt1bber baU 
bearings or wine. It is less suitable for perishables, such as fresh flowers or 
fresh 1lleat. 

• It is not suitable for industries wh_ere customer trends and pr,eferences are 
always changing, e.g. the fashion and higMech industries. 

Ta ble s.112. Advantages and d isadvant ages of ju st-in-case 

l 7 c-Y ·ur:I fii itio1 
Ju t,in ... time O IT) is a stock control 
system that avoids the use of 
holding stocks (inventory). Instead, 
stocks are supplied and delivered 
only when needed for production. 

Ju t.-in,case (JIC) is a stock control 
system that relies on having spa re 
stocks (inventory) so that output 
can be :raised immediately in the 
,event of a sudden or unexpected 
incr,ease in demand. 

Advantages of just- in-case Di sadvantages of just -in-case 

• There is flexibility to meet a sudden ,and unexpected rise in 
consumer demand 

• It enables production to continue if there is a delay in deliveries 
from suppliers 

• Cust,omer satis.faction is rnai ntai ned as they do not have to wait 
for stocks to arrive 

• 

• 

Prevents loss of potential customers compared 10 if a JIC system 
is used 
firms can benefit from purchasing economies of scale (bulk buying} 

- - -

EXAM PRACTICE 

• Suppliers can charge premium prices for urgent del iveries of 
stocks 
Higher cos.ts, e.g. storag1e, maintenance, security and insurance 
costs associated with ,a JI C stock control system 

• lher,e is also the risk of large stocks of obsolete and unSiold 
products 

• Stocks are subject to damage or theft 

• There could be liquidity issues because JIC ties up valuable 
world ng capital 

2 Explain the differenGe between just-1n-cas1e {JIC) and jus:t-in-t im e (JIT) 
stock control systems. [4) 



Stock control charts {A02, A04) 
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lf ig u re 5 .5 Stock c.ontrol chart 

• The lead time ~efers to the length of tilne it tak~s between a. ftnn ordering new 
stock and the finn receiving the stock for production. In Figure 5.S, the lead 
time is one week. 

• The longer the lead time, the earlier the re-0rder needs to be and.for the larger 
th@ re .. order quantity needs ro be. 

• Buffer stock is the .n-iinim-uln stock level held by a firm in case of late 
deliveries fron1 suppliers; darn aged st,ock or a sudden and expected incr,ease in 
demand. In Figure 5.5, the buffer stock is 10000 units. 

• The re.order quantity is rhe volume of the order. In Figure 5.5, the re,.,ord,e:r 
quantity is 40 OOO units (i.e. 50000 - 10 OOO units). 

The re..order level refers to the stock level at t he tilne wh.en the finn places its 
re-order of stock In Fi.gurie 5~5, this occurs when the firm's stock level reaches 
30 OOO units. 

• The usage rate refers to the speed at which stocks (inventories) are depleted 
in the production process. The usage rate increases during peak periods, but 
drops during recessions and off..peak periods. In Figure 5.5, the usage r.a.te is 
40 OOO units per two weeks. 

• A stock-out occurs when a firtn has no more ~ock for production 01r sale, i.e. 
it is out of stock. This creates problelns for the firm as :production also oomes 
to a stop. To prevent a stock..-out, sorne businesses buy extra stock prior 'to peak 
trading periods. 

• By contrast~ stockpiling Jnearis that a business bu Ud s up excessive levels of 
inventory~ However, holding too n1uch stock results in working capital being 
tied up. 

EXAM PRACTICE 

3 Study the stock control dia9ram (F~ gure 5.6) for 
Beyond Bakeries in order to, de,termane the f o,Uow mng: 

a the !ead time [1] 

b the buffer stock (1] 

c the re~order quanthy. 11] 

1ir 
6000 

~ 
11111 4000 
~ a 
U'I 

2000 

0 2 
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4 6 a 
Time (weeks) 

Figure 5.6 Beyond Bakeries stock control chart 
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Capacity utilization rate (A02, A04) 

• Capacity urilization 1neasur,es the extenr to whlch a firm is operating at its 
maximum potential level. 

• It can be calculated by using the following forn1ula: 

. , _ . , Actual output per period . 
Capacity unhzatton = Full capacity output per period x lOO 

• A firm that has a 100% capacity utilization rate is operating at full capacity, 
with all its resources used. 

• Capacity utilization for a busin.ess operating at full capacity or e>..l)eriencing 
high grO\~th rates could be in1proved by subcontracting work (see Unit 5 .4 }. 

Table 5.13 Advantages and disadvantages of full capacity utilization 

The capacity utilization rate 
expresses a firm's actual o utput 
as a percentage of its m.ax i1num 
potential ,output, at a particular 
point in time. 

Advantages. of fu ll capacity utilization Disadvantages of full capacity utilization 

• Av,e~age (unit) costs of production are likely to be at their 
lowes-t so the business is operating efficiently 

Lower costs per unit (economies of scale) will likely lead to 
higher profits for the firm 

Employees c:a n become overworked and stressed due ·to working 
at ful I capacity 
Machinery and equipment are likely to d,eteriorate at a faster 
pace, thus increasing maintenance and replacement costs 

-~ ~ ----------------------

f.:~ l i Ji.I~ e ~, G1T$gg 
4 a Calrulate the capadty utilization rat,e for Meiji Milk Company that 

ea n produce 20 0 OOO pj nts of md k in its factory each day but has an 
ou1put havel of 180 00 O r;1nts per day. [21 

b Calculate BF Sausage Company's capadty ut~~izat•on rate 1if 1t 
produces. 2800 kilos per month but has a, rnaldmum productive 
,capadty of 3500 kJlos per m,onth. [2) 

5 Suppose Darho Foods has fixed c,osts of $1 0000 and ,a producbve capacrty 
of 5000 units per month. CalcuJate the ,change in n:s average fixed costs if 
the firm ,operates at only 80o/o capacity compared to operat•ng a1 ful I 
capacity. [4) 

!Figure 5.7 Mass production is only cost effective if firms operate at a high capacity 



Productivity rate (A02. A04) 

Producti vitv is a measure of the ,efficiency of production+ The productivity rate 
1neasures the amount of output generated per unit of input. 

• Labour productivit y, for example, is a :measut-e of the efficiency of workers in 
an organization .. The most common mea-5u re of labour p roductivity uses the 
following formula to calcu late output per worker: 
Total output per period (units) 
Number of etnployees at work 

• Labour productivity can also be measured by sales revenue per worker or the 
volume produced ~r labour hour. Labour .. intensive firms prefer t10 use this 
1nreasure of productivity. 

• Labour productivity n1~uters because labour costs are usually a significant part 
1of a firm's total costs. 

• Sin1ilarly, capital productivity measures how efficiently a firm's fixed assets 
generate output for tbe business. Capital.intensive flnns prefer to use this 
Lneasute of productivity. 

• The higher the productivity rate, the more efficient the finn is. This is 
imporranr as there is a positive correlation bet,\ileetl a fu·m's effici,ency level 
and its profitability and competitiveness. 

6 Suppose STC produces $500000 worth of o,utpu1 in one week jn a total 
of 1000 iaibour-ho urs. Calculate the firm's Jabour- productivity rate. [2] 

1 Suppose the 25 .sales staff at WIS manag,e to seH $120000 worth of 
goods in one week. CaJculate the fiirm's labo,ur producuvity rate. [2] 

Cost to buy (CTB) and cost to make 
(CTM) (A02, A04) 

A 111ake or buy decision requires managers to cotnpare the cost to make 
(CTM) with the cost to buy (CTB). 

• If the CTM is greater than the CTB, then it makes financial sense for the 
business to buy the product in stead of producing it. and vice versa. 

The CTB a product fri0n1 a supplier is calculated by the fom1Ul a: 
CTB ~ Price x Quanrity. 

• The CTM a product is cakulated by the formula: 
CTM = Fixed oosts + Variable costs. 

1Quantitative methods that can be used 'to help with decisions a bout the CTM 
,and CTB includ- brea.k.-even analysis (s Uni·t 1.3) and investment appraisal 
(see Unit 3. 8). 

• Non•quantitative factors are also considered (although these are difficult 
to quantify), e.g. quality control, reliability of suppliers, th.e inipact on the 
workforc,e, experience and expertise. 

I .,, - _.,.....__."lit•~ •• ..lt:lllir',1---. ... ..._ 11.......1- ....,. ..... ..,. __ .i .... ,._,__.. I 

~-.~AJ~!l&~l!&~«;!f g 
B Organix Frui1 Bars. ea n purchase equ ipm,en1 for in-house, production 

coS1ing $25000 and manuif'acture the goods for $1 each. Ahem at~vely. 
a local supplier can produce these for $1 .50 ead1. Demand for the 1goods, 
is forecast to be 45 OOO customers. Callcul.ate whether ~t ~s better for 
Organix Frui1 Bars to rnak,e or buy. [3] 
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Expert tip 

Wh;lst productiv,i1y ~s important, 
It can be dttficult to measure the 
output in some professions .. e.g. 
pubUc s,ector workers such .as 
teachers. nurses and doctors. For 
these jobs .. the quality o,f service js 
reglarded as more mmportant than 
output et profit s. 

e) I\TOt"d defi i t·i0n 

A n1ake or buy decision is a 
111anagen1ent decision which 
involves choosing whether to 
tnanufactur,e a pr,oduct (tnake) 
or to purchase it (buy) from an 
,external supplie r. Essentially, it is a 
decision about whether ti0 in source 
or outsource production~ 
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5.6 Research and development (HL only) 

The importance of research and development 
for a business (A03) 

• Research focuses on creating new knowledge and new products. k is a 
prerequisite to development. 

• Oevelop1n.ent is about adapting existing ideas and ptoducts to create 
con1tnercially viable products. Its primary function is to improve new 
com1nercially viable products, helping to increase the finn's future earning 
potential. 

• R&D is hnportant for the longevity and co1npetitiveness of a business, 
irrespective ,of the sector in "~hich it operates (primary1 secondary~ tertiary or 
quaternary). 

• R&D is an es~nrial part of innovarion ( d"lle ieom1nercialization of a bu silii?SS 

idea that appeals to consumerrs). 

Competitive rivalry in an industry can drive firn1s to spend more on R&D in 
order to survive in the long term. 

• Market leaders often use R&D expenditure as a barrier ro entry so tha:r they 
can continue to dominate the industry1 e.g. airline manufacturers such as 
Airbus and Boeing. 

Table .5 .1,4 Advantages and disadvantages of R&D 

l · ·or I le fh1iti n 
Research and development 
(R.&D) is the syste1natic process of 
discovering new knowledge about 
products, processes and markets, 
and then applying the koo\vled_ge 
to make new and in1proved 
products,, processes and services to 
fulfil m,arket .n,el@ds. 

Expert tip 

Although the termrs 1resea r,ch- and 
1development' are usually used 
toge1her. make sure you are able 
to, dmsti ngu~sh the meani n,gs oi the 
two terms. Answers ~n 1he exam can 
be enhanced by usi nrg real-wodd 
examp,es of innova1ions. 

Advantages of R&D Disadvantages o.f R&D 

• It can improve a firm's pro"Ctuctivity rate (see Unit 5.5) 
• It can enhance a firm's corporate image, e.g. brand perception 

as an in nova tor 

• It can help to gain a first~mover .adv,antage or achieve a 
competitive adv,antaige 

• Premium prices can be charged 

• There is, an opportunit-y cost of spending large sums of money 
on R&D 

There is no guarantee th,at the R&D expenditure will be 
recouped due to the high failur,e rate of product launches 

R&D can be very time c-Ons,uming in some industries. e.g. 
pharmace utkals 

• R&D expenditure can prolong a product1
:S, I ife cycle (see Unit 4.5) • Rivals might spend more money on R&D. 1hus, wiping out any 

.advantages ,of the firm 
• R&D does not necessarily lead to higher prices,, as the discovery 

of more efficient pro.duction methods ea n help to cut prices R&D Is oot always applic,abl1e for all fi nns, such as those, that make 
budge,t laptops,. as R&D can result in higher cos.ts and prices 

The importance of developing goods and services 
that address customers' unmet needs (A02) 

• Many [Jroduct ideas fail to get con1n1cercialized because; 

D Ther,e are legal and administrative barrie_rs which discourage R&D 
·expenditm-e. 

D The amount of 1noney needed to fund sucoe~ul R&D is often unaffordable. 

D The market for the product might be too small to justify the an1ount of 
R&D expenditure. 

D The product does not ·meet the needs or desires of the market, perhaps due 
to a lack of D1arket research (see Unit 4.4 ). 

• Market r,esearch enabled Samsung, for exa.mple, to become the market leader in 
the smarrphone industry as the company developed phones with larger screen 
sizes (something that Appie failed to recognize as an unmet custon'ler need). 
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R&D addresses the fact chat not all un1net needs are known by the custotners. 
Steve Jobs fan1ousl y said that f\pple would create a product that ev,eryone 
would want despite no one knowing they \mtlld want it (the i.Pod, which went 
on to rev'Olutionize the whole 1nusic industry). 

To test whether a new product addresses the unmet needs of custotners; 
businesses often develop a prototype. This refers to trial products prior to final 
development of a product for launching o.n the market. 

Types of innovation (A02) 

The types of innovation are often referred to as d1e 4 Ps of innovation! product, 
p!iooess~ positioning and paradigm. 

• Product innovation is about reseal'ch aud development that foe uses on 
creating new products or in1proving ,existing ones. 

• Proces.., innovation is about R&D1 that focuses on new or significantly 
improved methods of production or work practices. lr refers to changes in rhe 
way tha.t production takes place, Le. how production takes place. 

Position innovation is about R&D that· focuses on changing customer 
perceptions of an existing product, e.g. N issan's GT .. R sports car offern supercar 
performance at a premiu:m price, changing customer pecceprions that Nissan 
only produces mass.market cars. 

Paradigm innovation refers to a change in the concept of a product, so is an 
extre1ne for1n of innovation, e.g. the smarrphone revolutionized the use of 
mobile phones due ro its 1nulti ... functionality such as being a camera., gaming 
device and multi .. m,edia player. Paradi.g:m innovat ion is associated with .radical 
and extensive innovations that involve high risks to the business. 

I .,. ·v .... rd l'f ii it ion 
Innovation is the successful 
c01nn1ercial creation of a new 
business idea, which adds value to 
the organizarion. It stri\'"€8 to create 
or fulfil existing needs and desires 
that at,e not currently being satisfied. 

The difference bet\Neen adaptive creativity 
and innovative creativity (A02) 

• Adaptive creativity is .a.bout adj usti11g and improving somethit"'.lg that already 
exists. This takes place incr,ementally) ,e.g. Apple's iPad Mini was developed 
from the original, larger sized iPad. 

Innovative creativity is about cr,eating a new product ,or process, e.g. Apple's 
iTunes Store changed the way consumers around the world buy their ni.usk, 
movies and games. It can occur radically. 

• The underlying difference between adaptive cr,eativity and innovative O"eativity 
is the pace and degree of change involved in the innovation process. 

I 

E'lcpett tip 

Whi 1st innovative cr,eat~V4ty can create 
h ug;e com pe1irtive advantages for 
a bus;ness., radical changes do no·t 
always. work better than ,ncremental 
changes .. espedaHy jf such ,changes 
cause huge dlisrup1aons, anx~e1ies .and 
u nrertainty for ern~oyees. 

How pace of change in an industry, organizational 
culture and ethical considerations may influence 
research and development practices and 
strategies in an organization (A03) 

• Change in an industry can influence R&D practices. For exa·mple~ 

Cl It can cr,eat,e demand for new products, e.g. hybrid or electric fuelled cars. 

D Customers might turn a way from rival brands if the fun1 is highly 
innovative and sells products that are tnor,e appealing to buyers. 

D The life cycle of many products is short , so 'innovation through R&D 
,can ensure 1he business etnbraces change and survives the hupacts of the 
external environment. 
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Organizational culture determines the degr,ee ,of risk that a business is willing 
to take in R&D. It also, regulates business practices, e.g. a firm that pursues its 
corporate social re~onsibili'm:ies is likely to focus on innovations that benefir a 
greater nu1nbet of srak holders. 

Unethical business practkes mean that governn1eDts need to protect the 
intellectual property rights of inventom and innovators. For exrunple: 

tJ A pat@nt gives exclusive rights ro rhe r@gistered owner rouse an invention 
far a finite period of time. 

tJ Copyright protect the published works of artists, composers, rnusicians, 
photographers, authors and movie directors by creating legal rights to these 
creations. Copyrighted tnarerials carry the @ sytnbol. 

D A registered trademark is a sign or sy1nbol that enables a firm to 
distinguish its products fron1 those of other traders, e~g. brands and logos. 
Once regist,er,ed, these trademarks ar,e the exclusive property of the 
trademark holder for a finite period ,of time. 

• As the pace of change quickens in 'many hi·tech industries, questions about 
the ethics ofR&D have bea1 raisecl. Product recalls (see Units 5.7 and 
5+3) and ov,er.-consun1ption are just two exatnples of the issues arising fron1 
innovation in the business world. 

I nves1:• gate how the j nnovart~ve 
culture o,f an ,organization such as 
Google or Apple has shaped ~ts 
corporate strategy. 

5.7 Cri ·s management and contingency 
plann~ng (HL only) 

The differenc between crisis management 
and contingency planning (A02} 

-

.:_.R..evis~d ,;, Ill 
• Crisis managetnent is .about how a business responds to a crisis, especially one 

thac threatens its survivaL 

• Contingency planning involves formulating risk assessn1ents in order ro be 
better prepared for crises, should they ever occur. 

Examples of crises include! financial crises, ,econo1nic rec,ession1 severe ·weather 
conditions, power failure, major product recalls, the outbreak of infectious 
diseas~s~ ,a fire, ,etnployees on strike, and natural d isasters. 

• Crisis tnanagement is about dealing with actual threats and disasters a business 
faces. 

• Ctisis tnanageinent is about the 'k"aY in which an organization responds during 
a crisis situation. 

• Contingency planning helps to prepare a business to deal with cti es if they 
occur. This differs from crisis management, which is about responding to a 
real crisis. 

• Contingency planning is about scenario planning, i.e. examining 'vi.1bat if 
sc-enarios and d,eveloping business continuity plans to mi nilnize the in1pact of 
a crisis if it occurs. 

• Contingency planning involves fotmu laring management action.s ro minimize 
the negative impacts of potential crises. 

,.- :Jo • 1\V 'Wd d ~t in ltl 0 , 

Contingency planning is the 
developn-ient of predetern1ined 
strategies to deal with a crisis 
should it occur. 

Crisis management is the response 
taken by a business in the event of 
an act u.al crisis oc.:ic:urring+ 

B,e sure to, know the Unk be1ween 
cdses and cont~ngency plans. 
Although contingency pi ans can 
heip a business to deal wrth a1 crisis, 
the er.sis mtse~f is uinpredictahle 
s,o is disrupt•ve and cosily to the 
orga nfaat~on {otherwj se •t w,ould no1 
be d assed as a er, sis). 
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Factors that affect effective crisis 
management {A02) 

The fundan1ental factors affecting the effe,ctiveness of crisis management include; 
transparency, conununication, speed and control. 

• Tra1,nspare,ncy 
• Tr~lospar,ency is about the ethical obligation of businesses to be honest and to 

inform their stakeholders of the truth during a crisi~ 

• Mose risks in bw;iness are quantifiable, e.g. 'Che costs of theft or fire damage io 
a factory. However I not all risks are eesi l y quantifiable, e.g. the costs following 
the outbreak of an infectious d isease. This is because non-quantifiable risks are 
prohi itively expensive to ,calculate and highly unlikely to happen. 

• Tra1isp3.Iiency about the truth can help a business to maintain ir:s integrity, 
reputation and public perception, especially if the crisis was beyond the finn's 
control. 

• Employees, the general public and the tnedia :are far more forgiving if a 
business owns up to its mistakes and responds \vith transparency and h.onesty. 

Co1mmunication, 
D uring and after a crisis, public relations (PR) plays an itnportant r,ole in 
communicating with and reassuring aU stakeholders . 

• Prompt and effecri ve crnn1nunication with stakehold~s is vital in a crisis,, e.g. 
contacting the eniergency services, inforn1ing etnployees, notifying insurers 
and con1municating appropriat,eJy with the ,nedia. 

• Speedy and honest com1nunication is importanr to prevent a possible loss of 
goodwi l1 and a public relations crisis. 

• Within the organization~ a specialist tnedia or PR tean1 is ofoen used to 
com1nunicate with the general public, politicians and the mass ·media. 

• Communicating corporat,e social responsibility (see Unit 1.3) is an important 
part of crisis n--ianagement. It :might not a lv-i"Bys be necessary to con-ununicat@ 
with the general public, although all responses and actions ,must be 
implemented in a socially responsible \'itay. 

• Speed! 
• A speedy respons@ is @:s"S@ntia l to contain the crisis and to e nsut"© it is not 

prolonged or worsened by causing collateral dan1age. 

A swift strategy appli,ed. with co1nmon sense can prevent huge expenses 
resulting from a crisis, ,e.g. BP 'Ai"as too slow in responding to an oil spillage 
in the Gulf of Mexico in 2010, r--esulting in the company losing 3.19 n1ilHon 
barrels of oil and being fined a record $14 billion . 

Speed is far less of an issue if the organization has adequate preparation and 
simulation through its contingency planning~ 

• Speed also means the business acts quickly before a biased or untruthful 
version of the issue gets repo.rted by others in the lnedia] which could 
potentially lead to even greater problems that t he organizadon has less 
control over. 

• Speed a lso helps to pre--empt or prever1t ,a crisis froln actually occu.rring. 

A speedy response, backed by honest actions, helps to return the bu sin.ess to 
nonnality .. 



178 1Unir 5 Operations managem.ent 

• Contro 1I 
• Crises can be pn~ventable. For exrunple, contingency planning nor only helps 

a business to be berter prepared in the ,event of a real fire, but to prevent fires 
fr01n actually occurring. 

Quantiflable risks are 1neasurable risks, e;g. the dan1age or theft of comtnercial 
property. These risks mean that control ls a vital factor that affects the 
@ffoctiveness of crisis manageu1e:nt. 

To ensure effective control, it is im_portant for the business to select a suitable 
teatn to hand le a crisis. 

• Control of the situation is viral, especially as bad .neM will spread exrremely 
quickly via social networks and social media (see Unit 4.8). 

i.y To d deti n i t i ~n 

Quantifiable risks a re financially 
measurable thr,eats that can 
jeopardize the survival of an 
organization, e.g. there is a 
statistically low chance of a fire 
br@aking out in a .hospiral, bur a 
much higher likelihood of taxi 
drivers being involved in a 1notor 
accident. 

Advantages and disadvantages of contingency 
planning for a given organization or 
situation (A02) 

Table 5.15 Advantages and disadvantages of contingency planning 

Factor Advantages Disadvantages 

Cost 

Time 

Risks 

Safety 

• Business continuity becomes top priority during a crisis, 
not costs 
Contingency funds and emergency ft na ncial aid can help 
to deal with the costs of a crisis 

• Effective planning can help to mini mi:z.e losses incurred 

• A properly prepared contingency plan is, essential for 
being prepar-ed to manage a crisis 

• Enables businesses to be better prepar,ed to deal with 
setbacks shou Id a crisis ever occur 

Planning helps to reduce the risks arising from a crisis 

• Con1ing1ency planning can ensure the safety of employees 
in the event 1of a crisis, 

o It also helps to protect and reassure customers 

• The costs, of dealing with a crisis can be huge 
• It use·s up valuable management time and resources 

• Having insurance dores not necessarily cover 
unquantifiable risks asso-ciated with crises 

• The incident planned for might n1ever happen, so planning 
can be a waste of time and money 

• The plans cannot fully prepare firms for the actual impacts 
of natural disasters 

• It is not real is t ic ·for businesses to account for a l I possible 
risks 

• The re are opportunity costs involved to ,ensure 
contingency plans cover all aspects of a crisis 

• lmplementatfon c,osts of ensuring safety in the workplace 

9 In 2015. global car giant Toyota recaHed 181 OOO of its vehides ,n Aus1r,aHa,, 
eq,u ipped wtth fau hy a~rbags suppl tied by Takata. The recaU was announced ro 
prevent increas~ng the dsk of jnjury to drivers and passengers . Toyota acted 
quickly to reassure customers that the faulty airbags. would be replaced f ree 
·of charge, w~1h the process taking about 90 minutes per vehide. 

lnves:tJiga1e the role, of ethks 
and o,rganizatjonal culturre in 
contingency planning and crisis 
man.a gement for a business of 
your choice. 

a Identify two stakeholder groups from the case study. (2] 
b Expla~n what is. meant by a product recall and why 1t 1s an e·xampl,e 

of ,a crisis. (3] 

c Explain why crisjs management and contingency plann,ng are 
important to globa~ multinational companies such as lbyota. [4] 
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Above.-the .. line (ATL) promotion is paid-.for marketing 
cotnmunication via independent n1edia. 

The acid test ratio is a liquidity ratio that tneasures a 
finn's ability to meet its short-term debts. It ignores stock 
because some inventories are difficult to turn into cash 
in a short ti.nte fnnne. 

Adaptive creativity is about adjusting and iu1proving 
something that already exists~ 

An adverse variance exists when the difference between 
the actual and budgeted fi.gur,e is disadvantageous to the 
business. 

Aims are long~term goals of an organization, formulated by 
the senior manage1uent tean1. 

Andon is a method of lean producrion that relies on using 
a visual ·traffic light warning systetn to achieve gnaa.1:ir~~r 
productiv,e efficiency. 

Appraisal refers to the for 1nal assesSIUent of an 
en1ployee's perfonnance with reference to the roles and 
responsibilities set nut in tlle job description; 

Arbitration involves an independent arbitrator deciding 
on an appropriate outcon,e. 

The average rate of return (ARR) is an investment 
appraisal tecl1nique that calculates the average annual 
profit of an investment pr,ojec.t expressed as a percentage 
of the initial amounr in.vesred in the project. 

The balance sheet shows the value of an. org~nization's 
assets and liabilities at a particular point in thne. 

Batch production is a production tnethod that involves 
identical goods being made in groups (batches) rather 
than in a coru:i11uous flow. 

:Below .. t he-line (BTL) promotion refers to promotion al 
activities that the business has direct control over. 

Benchmarking is the systetnatic process of cotnparing a 
business or its products to its competitors1 using a set of 
standards (called 'benchmarks'), such as sales rev,enue, 
profits~ labour turnover or brand loyalty. 

The Boston Consulting Group (BCG} matrix is a 
nlarketing tool used to examine an organization's 
product portfolio. 

Brand a'1Vareness refers to the extent to which people 
recognize and remember a particular brand. 

B,rand development is an aspect of marketing strategy 
about what .a brand stands for. It is also about 
communicating the value of a brand. to cusromers. 

Brand loyalty happens when custo.mers repeatedly 
purchase their favoudt,e brand, rather than switching to 
;a rival brand. 

Brand value refers to the estilnated future ea.rn.ings 
attributable to a particular brand. 

Break .. ev@'n exists wha1. a business sells enough goods and/ 
or services in order to cov,er a ll its costs of production. 

The brealv-even point (BEP) is where the total costs of 
production equal the total revenue. 

A budget is a plan of the costs and revenues with the 
purpose of achieving rh obje.ctives of a business in a 
given ti1ne period, usually one year. 

Buffer stock is the minimum stock level held by a firm in 
case of late deli ve.ries f ro1n suppliers, damaged stock or a 
sudden and expected increase in den1and. 

Bureaucracy refers to the adtninisttative systems of a 
business, such as the set of rules and procedures and 
fonnal hierarchical strucru11es in an organization. 

Business angels are wealthy individuals who invest in 
high~risk business projects v~rith high profit potential. 

Abu iness plan ls a forn1al document that details how m 
,organization intends to tneet i'rs obj ec rives. 

The capacity utilization rate expresses a firm's actual 
,output as a percentage of its maxilnum potential output. 

Capital expenditure is the spending on fixed assets and 
capital equipn1.en:r of a. business. 

Cash flow is the moveinent of money in and our of an 
organization. 

Cell production involves tean1s 9;iorking on priaduction 
processes that are broken down into units based around 
the reams working on a contplete unit of output. 

Centraliiation riefers to organizational structul'ieS where the 
majority of decision 1na king is in the bands of a very small 
number of people at the top of the hierarchical structu1e. 

The chain of command is the forn1al line of authority 
through which orders and decisions are passed do,wn 
from senior managetnent at the top to operational 
workers at the bottom of the hierarchy. 

Charitie· ar,e not~for-profit organizations that operate in 
an altruistic way with the objecUves of protnoting a 
worthwhile cause. 

Closure is an extt,e·me tnethod used by emplo1~ers to deal 
with workers taking i.ndustria l action by stopping all 
business operations. 

Collective bargaining is the process by which ecnployers' 
and employees' representatives negotiate on the terms. 
and conditions of e1nploym,ent. 

Commercial marketing is the use of marketing strategies 
to meet the needs and wants of c.ustotners in a profitable 
way for the benefit of the owners of the business. 

Companies {or corporations) are commercial business 
with lhnited liability and owned by their shareholders. 

Conciliation involves two parties in a dispute; such as 
,en1ployee and en1ployer representatives; agreeing to use 
the servic,es of an independent tnediator to help resolve 
their differences. 

Consumer profit~ r,efers to the detnographic and 
psychographic characteristics of consumers in different 
markets. 

Consumers are the people who use a good or service. 
Contingency planning is the developmen t of 

pr€Clerermined srrategies ro deal with a er isi s sh.ou Ld it 
occur. 

Contribution per unit refers ~o the amount of n1oney a 
buslness earns fro1n selling each unit of output. 

Cooperatives are for .. profit social ent,erprises mvned and 
run by their members, such as ,@mployees, managers and 
customers. 
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Copyright as a fonn of intellectual property right gives the 
owner legal rights to a creativ,e piece of work. 

Corporate culture is the s t of values, attitudes, norms 
and beliefs in at1 organization .. 

Corporate social responsibility (CSR) refers to an 
organization's duties to its internal and external 
stakeholders by behaving in a way that po,sitively 
impacts society as a. whole. 

.A cost centre is a department or division within an 
organization that is responsible and held accountable for 
its own c,osts. 

Cost .. plus pricing (also known as mark ... up pricing) 
involves adding a pri0fit element to the costs of 
production. 

Cost of goods sold (COGS) refer to the direct costs 
of production. COGS can include raw 1nateria ls, 
components, packaging and direct labour costs. 

Cradle to cradle i.nvol ves production techniques that are 
waste . .f ree and can be efficiently recycled. 

Creditors are the suppliers that hav,e given trade credit so 
need to be repaid in the near future. 

Creditor days ratio n1easures the average number of days a 
b U:3iness takes to repay its creditors. 

Crisis management :is the response taken by a business in 
the event of an actual crisis occurring. 

·Culture clash exists when ther,e is a differ,ence between 
the values and beliefs of individuals within an 
organ izatio,n. 

Current assets are sho[t .. tenn, liquid asset s of t:h.@ business 
that are intended to be used up within the yeait i.e. 
cash, debtors and s ock. 

Current liabilities are short.-term debts that need to be 
rep.a.id wirhin 12 months of the balance sheet dare, i.e. 
over.drafts, creditors and sbort .. tenn loans. 

The current ratio is a short~term liquidity ratio which 
calculates the ability of a business to meet its debts 
,vithin the next 12 n1011ths. 

Customers are the buyers of a good or service. Buyers and 
users are not necessarily the same. 

Cyclical variations refer to the recurrent fluctuations in 
sales revenues linked to the business cycle cause. 

Debtors are customers who .have received goods or 
services, but have yet to pay for then1.. 

The debtor days ratio measures the average number of 
days a business takes to collect debts fro1n its custon1ers 
who have bought goods and services on trade credit. 

Dec.entralization refers to organizational structures which 
include the delegation of decision .. making authority 
throughout an 01--ganization, a way from a central 
authority. 

De .. lavering is the process ,of retnoving ,oine or n1ore layers 
in the organizational hierarchy to make the structure 
flatter. 

Delegation is the process of entrusting and e1npoweri ng 
a su bordi nat,e to successfully ,con1plete a task, project or 
job r,oile. 

Depredation is the decline in ·the value of a fixed asset 
over 'time, mainly due ro usage (wear a.nd tear) and 
newer models or better technologies being a.va ilable. 

Differentiation is the act of making a business or it's 
pr, ducts distinct from its rivals in the industry. 

A discount rate is a number used to reduce the value 
of a sum of money receiv,ed in the future in order to 
deter mine irs present value. 

Diseconomies of scale a-rise when unir costs increase due 
to the organization being too large, e.g. proble1ns with 
con1munication and coordination. 

Dismi ~sat refers to the tern1ination of a worker's 
ernploymenr due to their incompetence or br,each of 
employment contract. 

A distribution channel refers to the process or system 
of getting the product to consu1ners, e.g. retailers, 
wholesa.Lers or vending tnachines. 

Dividends are the payments rhat a company pays to its 
shareholders f1·om its net profit after interest and tax. 

E-coromerce is the trading of goods and services using 
online electronic systen1s and con1puter networks such as 
the inten1et. 

Economies of scale are the cost.-saving benefits of 
op\'!rating on a large scale~ i.e. the reduction in unit costs 
of p:roduction as an organization grows. 

Employee representatives are individuals or organizations 
(such as a trade union) who act as the collective voice of 
the workforce. 

Employer r epresentativ@s are the individuals or 
organizatio,ns that r,epresent the seni.ot ln anageme nt 
team in the collective bargaining process. 

An entrepreneur is son1eone who is wilUng to take 
financial risks by investing in a business idea. 

Expenses are the indirect costs of production, such as rent, 
i.nsura nee and n1anagement salaries. 

Extension strategies are marketing techniques used to 
prolong a product's Ufe cycle. 

External ec.onom.ies of scale r,efer to th~ fall in unit 
costs of production for all organjzations as the 'industry 
experiences growth. 

External growth (also known as inorganic growth) occurs 
when a business relies on third .. part y organizations for 
growth, e.g. mergers, acquisitions, and fr.anchisi ng. 

Extrapolation is a sales forecasting t,ochruq:ue that n--..akes 
future predictions of sales based on trends identified 
from using past data. 

A favourable variance ,exi st:s when the di fferenc.e bet"'·een 
the actual and budgeted figur-e is beneficial to the 
business. 

A flat (or horizontal) organization has few layers of 
management. 

Flow production is d1e continuous and autotnated 
production process that uses capital intensive production 
methods to 1naxhnize output by 1ninbnizing production 
time. 

Fixed assets are long-tenn assets (lasting lnore than 12 
months) used to produce goods :and services, e.g. land, 
buildings, vehicles, ,equipment, tools, and machinery. 

Franchising refers. to an agreement between a business 
(th.e franchisor) giving the l,egal rights to other 
organizations (the franchisees) to sell products under the 
franchisor's brand name. 

Franchising is a gr,owth strategy that involves using a 
third-,party prov ~der to supply the goods and services of 
the business in r,eturn for payment of 8 licensing fee and 
royalty payments. 



Fringe benefits (or perks} are any type of r,emuneration 
awarded t 10 1 employees in addidon to their bask pay. 

The gearing rati . reveals the degr,ee to which a business is 
financed by loan capital by comparing loan. capital and 
the total capital employed. 

Globalization can be defined as the increased integration 
and interdependence of economies around the world, 
with converging ha.bits a nd castes. 

Good~rill refers to the established reputation and networks 
of a business~ enabling it to be worth more than the 
market value of its quantifiable assets. 

Go,slo,'-"S involve staff working at the minimum a ll,owable 
pace without the workers being sanctioned for breaching 
their employ.ment contract. 

Gross profit is the arnount of profit from ordinary trading 
activities. It is calculated by taking away the value of 
OOGS from the sales rev,enue. 

Gross profit margin (GPM) is a profitability ratio ·chat 
sh ow'S a f inn's gross profit exp:ressed as a pereientage of it s 
sales rev,enue. 

Guerrilla marketing is a mark,eting strategy designed to 
protnote products in a low .. cost unconventional .and 
unexpected way that makes a large impact and lasting 
in1pression on th@ general public. 

Hierarchical structures refer to the Lnanagen1ent structure 
of an organization based on the number of layers of 
formal authority, u :rually presented in a diagram or chart. 

Human resource planning is the management process of 
anri.cipating and meeting an organization's current and 
future staffing needs. 

Hygiene fact~ are aspects ,of a job that can lead to 
workers being dissatisfied. These factors need to be 
addre.s sed in order to pr,event dissatisfaction, but do not 
n1o tivate. 

Industrial den1ocracy is the practice of involving and 
e1npowering people in the workplace. 

Innovation is the suc-cessful comn'lercial creation of a new 
bu sin,ess idea, which adds v.a lue to the organization. 

Innovative creativity is about creating a new product or 
process. 

An intangible asset is a non--physical asset that adds 
value to an organization, e.g. patents, copyrights and 
·trademarks. 

An h-1termediary is a third .. party business that offers 
distribution services between two tra.d i ng patties. 

Internal economies of scale refer to the fall in unit costs 
of production for a single organization as it e>..-per iences 
growth , e.g. manage.rial and financial economies of scate. 

111 ternal growth (also known as organic growth) occurs 
when an. organization expands t1sin g its own resources, 
without involving other organizations. 

Jn ternal sources of finance co1ne fron1 within the 
busin.e~s using its own resourc,es. 

lnmrnational marketing is the marketing of a n 
organization,s products in foreign countries. 

Insourcing is the use ,of a firn1's own resources to fulfH a 
certain role, function or task whlch would ot:.herwi se 
have been outsourced. 

Investment refers co the capital expenditure of a. business, 
e.g. the spending o,n fiXied assets such as premises, 
equipment and machinery. 
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Investment appraisal is a quantitative decision•n1aking 
tool used t,o assess and justlfy the capital expenditure 
,o,f a firm in terms of ,~..-,hether it wiU be flnanciaUy 
worth whi l,e. 

Job production is the production of a special or custolnized 
good or service suited to the specific requirements of an 
individual customer. 

A joint venture (JV) is an arrangement between two or 
more separate parti,es to pool t heir resourc,es together to 
form a new legal ,entity. 

Just.-in ... case (JIC) is a stock contro,l system that relies 
on having spare stocks (inv,entory) so thar output cru.1. 
be raised immediately in the event of a sudden or 
unexpected increase i11 de1nand. 

Just,in ... time (JIT) is a lean stock contl'ol system that relies 
,on stocks (inventories) being delivered only when they 
are needed in d1e production process. 

Kaiten. is the Japanese ph ilosophy of continuous 
hnpt·ov,e:m.ent and changing for the better. 

Kanban is a method of lean production that relies on 
using a card syste111 to ensure that stock usage is based 
on actual den1and front customers. 

Labour ·turnover mea.sur.es the rate of change of human 
resources within an organization> per p@riod of tilne. 

The lead time refers to tbe length of tin1e it takes between 
a firm ordering new stock and the firm r,eceiving the 
stock for production. 

Lean production is a philosophy built into the cub:ur,e 
of organizations rhar focus on less wastage and greater 
efficiency. 

Liquidity ratios are the financia l ratios chat look at a 
finn's ability to pay its debts. 

Lock ... outs occur when d"te employer temporarily prevents 
mployees frotn working d u:ring an indust rial disput,e.. 

Loss leader pricing involves setting the price of a good or 
service below its cost of production in order to attract 
customers ·ro buy the product along with others with 
higher profit margins. 

A make or buy decision is a. manage1nent decision 
which involves choosing whether to manufacture 
a product (n1ake) or to purchase it (buy) froLn an 
external supplier. 

Marketing is the proc,ess of anticipating, identifying 
and satisfying th e n eeds and d, sif. s of customers in a 
profitable way. 

The marketing mix is a business tool used within a 
marketing plan referring to the set of actions that an 
organization uses to market its goods, services or brands: 
product, prio , promotion and place. 

Marketing objectives are the specific goals of the 
·marketing department in order to help achieve the 
overall objectives of the organization. 

A marketing plan is a docu1nent ·char outlines a firm's 
marketing objectives and strategy for a stated period of 
ti1ne. 

Marketing planning is the systetnatic process ,of 
conducting a marketing audit, setting marketing 
objectives, and devising marketing strategies in terms of 
the marketing n"lix to achieve those objectives. 

Mat"ket leaders are firms with the largest tnarket sh~rre in 
a given industry. 
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Market orientation is an oun.vard·looking 1narketing 
approach d1at focuses on meeting the specific \\'ants and 
needs of custom,ers. 

Marke t research is the systema.tic. process of collecting, 
collatin_g, analysing and interpreting data and 
information a out existing and potential consu1ners, 
competitors and markets. 

A market segment is a distinct gr-oup of customers with 
simila.r characteristics and similar needs or wants. 

.Market segmentation is the process of splitting a market 
into distinct consumer groups to better understand their 
needs. 

Market share refers ro a finn's portion of the ·coral value of 
sales revenue in a particular industry. 

. Mass marketing is n1arketing strategy ain1ed. at all 
consumers in a market without trying to differentiate 
then1 into separate market segments. 

Microfinance providers are a type of banking service 
provided t o unemployed or J.ow.i ncome earners who 
would. otherwise struggle to gain external fir~a nc,e. 

A mission , tatement is a clear and concise declaration of 
an organiz:a:rion~s fundamenta l purpose, i.e. a succinct 
description of what the organization does, in order to 
b&:ome what it want to be. 

.Motivators are factors "'hich help staff to gain job 
satisf actio,n, eg. r,ecognition and opportunities for 
personal ad vancetnent. 

T he moving averag is a quantitative method used ~o 
discove-r th@ underlying trend by lev,~Uing out variations 
in a data set. 

A multinational company (MNC) is an organization that 
operates, owns, or controls production and/or service 
faci lities in two or more countries. 

N et assets are the overall \1--alue of a firm's assets after all 
liabilities are accounted for. 

N et present value (NPV) is an investinent appraisal 
technique that calculates the real value of an investment 
project by discounting the value of future cash flows. 

N et profit margin (NPM) measures a firm's overaU profit 
(after all costs have been deducted) as a. percentage of its 
sales revenue. 

Niche marketing is a corporate strategy based on 
identifying and serving a relatively small market 
segment. 

A no11.-governmental organization (NG10) is a type of 
non .. profit social enterprise that is neither a part of a 
governtnent nor a traditional :for .. profit business but run 
by voluncary groups. 

Non-sampling errors ar,e ma1~.k;et research 1nistakes that 
are not attributed to human ,errors. 

A no~strike agreement is a contractual agreen1ent 
whereby a trade union. pledges not to use strike action as 
a form of industrial action. 

Obj oc tives are the targets an or-ganization is trying to 
achieve, e.g. to 1naxitnize shar1eho)der value. 

Of£ horing is the practic,e of relocati.ng part ,of or all of a 
firm's business functions and processes overseas. It can 
but does not necessarily invohre third .. parry providers. 

Off ... the--job training is training conducted by specialists 
away from the workplace~ 

On ... the~ob training is training conducted within the 
workplace while the employee is working. 

Operation management refers co the business function 
of combining inputs to produce outputs (goods and 
services) that are valued by ,consumers. 

Q ,utsoun:ing is the practice of subcontracting non ... cote 
activities of an organization to a third·party provider (an 
external organization) in order to impr,ove operation al 
,efficiency and reduce costs. 

An overtime ban is a directive to workers from the 
employees' representative in a trade d ispute tjO n~fuse 
working beyond their oontracted hours. 

A partnership is a co1nmercial business organization 
owned by rwo or more peopl,e. 

A patent is ·rhe exclusive right granted to an organi.za·rion 
by the government to make us,e of an invention or 
process for a particular period of t ime . 

The payback period (PBP) is the amount of time it takes 
for a business to recover the initial cost of an investn1ent 
project. 

Penetration pricing involves setting th e price low ,enough 
to enter an industry and gain market share fro:ln existing 
firms. 

Piece rate is a p.ay1ne.nt systet111 which rewards workers 
based on thei'r level of output. 

Place (or distribution), in the marketing m ix~ is .about 
making the good or service available to con:su1ners (the 
end users). 

Point of sale refers to the tnarketing of goods in stores 
wher cus·tomers can purchase the g ds. 

Predatory pricing involves charging a low price, even 
below oosts ,of production~ in order to harn1 the sales of 
,competitor firms and to restrict competition+ 

Price discrimination occurs when ~ business charges 
different prices to different custom.ers for essentially the 
S8J1ne p roduc t , e.g. adul t and child cinema tickets. 

Price leader-ship occurs when one business (usually the 
dominant finn in t he industry) sets prices which a-re 
closely monitored and toUow:ed by its rivals. 

Price skimming involves setting a high price when 
launch ing a new and unique product. 

Primary market research (o,r field research) is the 
systematic process of collecting, recording, analysing and 
interpr,eting new data and info,rmation about a specific 
issue of direct i nter,esr to the business. 

The productivity rate measures the amount of output 
generated. per u nit of input. 

The product life cycle (PLC) refers to a n1arketing theory 
that illustrates the different stages a t yp.ical product goes 
through from its launch to its ,eventual withdrawal from 
the market. 

Product orientation is a n inward·looking marketing 
approach that focuses on 1uaki t1g products that a 
business kno,ws how to make rather than focusing o.n the 
needs and wants of potential customers. 

A product position map is a visual representation of 
customers per,ception of a product, r,elative 10 its 
competitors! e .. g. its price and quality. 

Profit is the positive difference between a 'finn's total sales 
r,evenue (TR) and its total c,o,srs (TC). It is the reward 
for successful risk...t a king in a business. 

The profit and loss account shows the net profit (o,r 
loss) after all c sts have been deducted from the 
,organization's revenuesT 



A profit centre is a department or division within an 
organization that is responsible .and held accountable for 
both. its own COStS ,and reventLeSw 

Project ... based organization refers ro the organization of 
hu1nan resources around specific projects that need to be 
completed4 

Ptomotion is the marketing process of raising custotner 
a.warenes s and inraiest in a producr or brand in order to 
generate sal,es. 

A promotional mix refers to the combination of different 
appropriate methods of A TI and BTL protnotion aimed 
at specific target markets. 

Psychological pricing involves setting prices to make them 
seem at least slightly low,er, e.g. $499 instead of $500. 

Public-private partnerships (PPP) ar,e organizations 
jointly established by the govern1nent and at least one 
private sector organization. 

Public relations is an organization's planned and sustained 
p1ocess of mainrain in g mutua l understanding with the 
general public. 

Qualitative research is based on opinions~ feelings and 
perspectives. It generates in-depth, non.-ntnnerical 
in formation. 

Quanti tativ@ ms@arch is based on facts and figures, Le. 

numerical patterns, correlations and results; such as how 
tn any people prefer a particular brand over its rivals. The 
resu ks of quantitative research are u sua:U y predictive 
ra.rher rhan descriptive. 

Quality assuranc~ (QA) is an approach to quali ty 
cnanage1nent that involves the prevention of mistakes in 
the production process. 

A quality circle is a stnall group of employees who 
voluntarily meet r,eg ulady to ider.1.tify, examine a.nd solve 
problems related to their work in order to improve the 
quality of output. 

,Quality control (QC) refers to the traditional approach to 
quality manageinent by inspecting a sample of products. 
It inv,olves quality controllers checking or examining a 
sa mpl,e of products .in a systematic way. 

Quantifiable risks are financially measurable threats that 
can jeopardize the survival of an organization, 

Random variations are unpr,edictable and erratic 
fluctuations in sales r,evenues, ea.used bv irr,egula.r factors. 

R edundancy occurs wh.en a business c en no longer afford 
to hire a certaiu number or gr,oup of workers or because 
the job ceases to exist, perhaps due to seasonal or 
technological factors . 

The re ... order level refers to the stock level at the time 
when the firm plaoes its re..-order of stock. 

The r e .. oTder quantity is the volume of an order in a just· 
i t1-case stock control system. 

Retained profit is the a.mount of net profit remaining 
after all costs are pa.id and shareholders have been 
comp en sated. It is an ilnportant in1:ern al source of 
finance. 

The r--eturn on capital employed (RCX:E) ratio tneasures a 
finn's efficiency and pr,ofitability in relation to its size (as 
measured by the finn's capital employed). 

Research and development (R&D) is ·rhe synematic 
pr,ocess of discovering new kL1owledge a bo-ut products. 
pr,ocesses and 1narkets in ,order to fulfil n1arket needs. 
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R evenue e.-,:penditure r,efers to the need for businesses to1 
finance their daily and routine operations. 

R evenue streams refer to rhe various sources of i.ncome 
for a business, e.g. sal@s rev,enue, royalties and renral 
income. 

ales foreca ting is a quantitative technique used to 
predict the level of sales rever1ue that a finn expects to 
earn ovet a certain period of ti:m,e. 

Sales revenue or sales turnove r refers to the income from 
the sales of goods and services. 

ampling is the practice of selecting a s1nall group of 
custo tners from the population of a certain .market for 
the purpose of market r,esearch. 

Sampling errors ar~ t'he mistakes that arise from. s~nnpling 
design. 

easonal variations are e}Cpected periodic fluctuations in 
sales revenues over a given time period. 

Secondary market research (or desk research) is the 
collection, collation and interpretation of existing data 
and information from previou.sl y a v'"aUable sources 

har-e capital is the value of equity in a company funded 
by sh areholders. 

A social enterprise is an organization th at uses 
commercial business practices to imp1uve cotnmun iUes. 
the environn~ent and hu,nan weU .. being rather than 
focusing on profits for external shareholders. 

Social marketing refers to marketing activities designed to 
influence rhe behaviour of ·rhe general public in order to 

b@t'lefit the wider communi ry. 
Social media marketing is the use of online tools and 

websites to pr,omo,te products in a less fonual way] e.g~ 
using Google+ and Facebook. 

Social networking refers to the use of inteme~based tools 
a nd platfor.ms to create and share online con tent. 

T he span of control describes the number of subordinates 
wl-10 are directly accountable to a manager. 

Stakeholder"' are individuals! organizations or groups wi'rh 
a direct inrer-est in rhe operations and performance of a 
particular business or o rganization. 

A STEEPLE analysis examines the influences in the 
exten1,al environment in which a business operates, i.e. 
social, technological, econon1ic, ethical, political, legal, 
a nd environmental factors~ 

A stock exchange (or stock 1narket) is the marketp lace 
where people and businesses buy and sell second.hand 
con1pany stocks and shares, and a place for buying and 
selling shares in public limited companies. 

A stock.-out occurs wl1en a firm has no more stock for 
production or sa.le, i.e. it is out of stock. 

tock.piling means that a bu.si nes s builds up excessive 
levels of inventory. 

The stock turnover ratio measures the number of days ir 
rakes a business to sell its stock or che number of rimes 
the business replenishes its stock during a given period 
of time. 

Strategic alliances (SAs) are formed when two or n1ore 
businesses join forces to benefit from gro\ivth without 
any funda1nenrail changes co their own long.-tertn 
strategies. 

Strike action involves etnployees refusing to 'WOrk. ther,eby 
pr,eventin.g the ,organization from continuing to operate. 
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The upply chain proce s is the tnanagetnent process of 
overseeing th.e logistics from the manufacturing stage to 
the fh1ish,ed product being delivered to the consumer. 

Sustainability is business acriviry rhar tneers the needs of 
the current generation without jeopardizing the needs of 
future generations. 

A takeover is a forn1 of external growth that oc,curs when 
one company buys a controlling interest in another 
company. 

A tall ( 01; vertical) hierarchical organi~tional structure has 
many levels of manage1nent, with narrow spans of control. 

Targeting is the practice of devising of an appropriare 
marketing mix and marketing strategies for different 
market segments. 

A target market is a particular market segment that a 
business aims to focus its marketing effort ,on. 

Taruet price is the amount ,charged to customers in order 
to reach br,eak .. ev,en (or any desir,ed target proflt). 

Tar,get profit is the desired or ,expected p1ofit from s. 
business, i.e. how much profit it aims to 1earn. 

Target profit output (or target profit quantity) refers to 
the sales volun1e (quantity) needed in order to reach the 
t arger profit. 

Total quality management (TQlvl) is a qua lity 
tuanagement approach that ailns to involve every 
employee in the quality assurance process. 

Trademarks are the legal protection for an or,ganiza.tion's 
registered symbol (logo), word (brand), or phrase 
(slogan). 

Training i:s the process of teaching a particular ne"' skill 
or kt1owledge in order to develop a person's con1petence 
in the workplace. 

A trade union (or labour union) is established to protect 
the interests of its n1embers, e.g. to negt)riate with 
employers for improved pay and conditions at work. 

Triple bottom line refers ..:o John Elkit1.gton's framework 
used to evaluate a firm's performance in the context 
of sustainable business activity. It comprises of 
environmentat ,ecollomic and social sustainabHity. 

A unique selling point (USP) is any aspect of a business, 
brand or a. produc[ that makes it distin ctive (stand out) 
from those offered by their c,ompetitors. 

Unlimited liabilit v means that the owner (or owners) of a 
business is personally liable for all of its debts. 

The usage rate refers to the speed at which stocks 
(inventories} are depleted in the production process~ 

Value added is the process of creating a product that 
is worth :m,ore than the cost of the inputs used to 
produce it. 

Venture capital cotnes from external firms that invest 
in business start .. ups and/or expanding smal.l businesS@s 
with significant growth potential. 

Viral marketing is the spread of infortnation about a firn1/s 
goods or services from one internet user to another, 
possibly crearing exponential growth in a marketing 
message. 

A vision statement is an optimistic .and inspiring 
declaration that defines the 1:n1rpose and values of an 
organization and where it wants to be in the future. 

Working capital (or net current assets) is the amount of 
money availa bl@ £or the day.to.day running of a business. 

Work-to ... rule involves workers ieo:mplying with every single 
rule, policy and procedure of the organization in 0 1rder to 
purposely disrupt output. 
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