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Introduction and 
guidance for students 

Who is this book for? 
This book has been written for all students of Cambridge !GCSE" Business Studies. 
I r carefully and precisely follows the newly revised syllabus from Cambridge 
lmernational Examinations. It provides rhe detail and guidance that arc needed by 
smdems to be successful in rhe examinations of this specification. It will also prove to 

be of great use to smdems of Edcxcel lnrernational GCSE, Cambridge O level and 
GCSE Business Studies offered by other examining boards. 

This book will prove to be valuable to smdems of Business Smdies whether you 

• smdying the subject for rhe first rime through your school or college and need a 
comprehensive and clearly written textbook 

• revising the subject before your examinations and need a smdy guide to help you 
with key definitions, techniques and examination advice 

• learning the subject on your own through distance or open learning and need a 
complete programme of supportive questions, activities and suggested answers ro 
these. 

Building on the successful formula of the three previous editions, this fourth 
edition updates all existing chapters including deleting material which 1-vill no 
longer be examined and adds new subject material with additional chapters and new 
features. 

How this book can help you 
To make your study of Business Studies as rewarding and successful as possible, 
this Cambridge endorsed textbook offers the following important foamres in each 
chapter: 

• an outline of the subject material to be covered and a check.list at the end to 
confirm what you should have learned and understood 

• chapter titles and chapter section headings that completely match tlmse of the 
Cambridge !GCSE., Business Studies syllabus 

• subject material written in an informative yet lively way that allows for complete 
understanding of each topic to be gained 

• numerous activities ro support your learning and check your progress at each 
important stage of every chapter 

• revision summaries in the form of helpful 'spider diagrams' that highlight key 
topics and issues 

• definitions of all important terms that might be examined 
• case sn1dies based on a range of international businesses 
• examination-style questions at the end of each chapter to allow you to gain 

essential practice at answering questions to Cambridge !GCSE., standard 
• further case smdy examination -style questions at the end of ead1 group of chapters 

covering a specific section of the curriculum content 



Exam preparation and technique vii 

• 'Tips for success' tips to help you make key points when ansv,,ering questions 
• and finally, hundreds of activities for you to do! These are focused on specific 

sections of the syllabus and will help you to develop your knowledge and 
application skills. 

What is on the CD? 
This is an innovation for the fourth edition. It contains: 

• outline answers to the activities in each chapter 
• sample answers to one of the examination -style questions from each chapter 
• over 300 interactive multiple-choice questions, split into the chapters contained in 

rhe textbook, to allow further testing of your learning 
• a revision questions worksheet for each chapter - with outline answers 
• a glossary of all key terms rhar have been defined in the rexrbook. 

The information and details contained on tl1e CD are so useful tl1ar your teacher 
may rake this out of your copy of the book - so that he or she can use the questions, 
worksheets and ansv,,ers 'o\'ith you as they go rhrougl1 rhe course. 

Is there a Teacher's CD too? 
Yes! This is available separately (ISBN: 978 1444 176520) and provides for teachers: 

• answers to all the remaining questions nor given in the textbook CD 
• a scheme of work 
• teaching activities and worksheets 
• sample examination questions witl1 sample answers. 

The Teacher's CD has nor been tluough rhe Cambridge endersemem process. 

Exam preparation and technique 

Revisio n 

You should be able to perform to tl1e best of your ability if you: 

• ensure rhar you have worked through all of tl1e activities and examination -style 
questions in this book 

• revise thorougl1ly before rhe examination - allow plenty of time for this and avoid 
leaving it until rhe last minute. 

You can also help yourself greatly if you rake the follo'o\'ing steps. 

• Obtain a copy ofrhe syllabus. You should also be able to obtain past examination 
papers and mark schemes. It is very important that you check tl1e progress of your 
learning and re,'ision by 'ticking ofP each topic against rhe syllabus content. 

• Make sure that you know the number and length of each ofrhe examination 
papers you will have to sit. The sryle and narure of rhe questions often differ 
between papers so you must be quite clear about the type of questions likely to 
appear on each paper. 



viii Introduction and guidance for students 

For Cambridge !GCSE* Business Srudics the examination papers arc: 

Length Typeofpaper Typeofquesti ons 

Paper 1 1 hour 30 mins Data response Four data respome questions ba5ed on lour different 
businesses.Theque1tionsarestructureda}toe} 

Paper2 1 hour30mins Case study Four1tructuredquestions{i.e . a)andb})allbasedon 
a case study 

In the exami nation 
Make sure you check the instructions on the question paper, the length of the paper 
and the munbcr of questions you have to answer. ln the case of Cambridge !GCSE* 
Business Studies examinations you will have to answer every question as there will be 
no choice. 

Allocate your rime sensibly bcrwccn each question. Every year, good students let 
themselves down by spending too long on some questions and too little time ( or no 
rime at all ) on others. You will be expected to spend longer writing an answer to a 
question worth 12 marks than you would when writing an ansv,,cr worth eight marks. 

Remember that the most common 'prompt' words arc 'identify', 'define' and 
'consider'. The following guide should help you. 

Key examination prompt words you need to know 

W hat is me ant by 
This is asking you to dearly show the examiner that you know what a term means. 
A single sentence ansvier is nearly ahvays sufficient. 

Identify 
As in ' Identify two factors that could influence the price of a product.' Identify means 
write down, without explanation or discussion, the required number of points. 

So the answers to the question above might be: 

1 Costs of production. 
2 Prices of competitors' products. 

Ca lcula t e 
As in 'Using the figures provided, calculate the break-even level ofpnxluction.' 
This means 'using the figures provided, work our the following'. 

Ex plain 
As in 'Explain two ways in which the hotel could promote its services'. 

Here the examiner is asking you to give more derail than just identifying points. 
Your answer must also be applied to the business in question -in this case, a hotel. So, 
advertising on 1V would not be appropriate for one hotel given the high cost of 
1V rime. A better answer would be: 

1 The hotel could contact all guests who have stayed at the hotel before by email 
to give them derails of a special offer. 

2 The hotel could also use a colourful and effective website to promote its services 
to customers who book hotel accommodation online. 

Consider 
As in 'Consider whether the car manufacturer should reduce prices to increase 
demand.' This is asking you to show advanced skills. The best approach to answer 
this type of question is to explain the advantages and disadvantages of reducing car 
prices - using any case material about the business to help you. You should then 



Exam preparation and technique ix 

weigh up these advantages and disadvantages applied to a car manufacmrerand 
compare them before making a final conclusion. 

Recommend 
As in 'Reconm1end which method of production the soft drinks manufucturer 
should use.'This is similar to 'consider'. A recommendation witho11texplaining the 
advantages and disadvantages of different production methods will earn you no 
marks. It is very important to base your recommendation on the explanations you 
have given in the first pan of your ans,ver and to apply all of the points made to d1e 
wft drinks manufacturer. Your recommendation should also explain why the other 
methods are less suitable. 

Do you think that .. 
As in 'Do you think that Sasha was right to choose the city centre location for her 
new shoe shop? Justify your answer.' 

You will notice the last three words of this question 'Justify your answer'. You 
will earn no marks if your only answer to this question is: 'Yes she was right.'! 

In cases like this, you need to explain the advantages and disadvantages of 
locating a shoe shop in each of the locations given to you in the case. Finally, you 
should weigh up the points for and against and come to a final decision, 'Yes' or 
'No', based on your most important points. 

\Vhy have we italicised key sentences in the explanations above? This is because 
these sentences are about the skill of application - linking your answer to the 
business in the data or case study. This is the easiest way to maximise your chances 
in an examination once you have shown relevam knowledge. 'Application' is a very 
important skill for Business Smdies students. Use all of the activities in this book and 
the examination-style questions to help you become an expert in applying answers to 
particular businesses. 

Finally. 
Learning Business Smdies should be both rewarding and challenging. We hope that 
this textbook and CD-ROM \\ill help you overcome the challenges of the Cambridge 
IGCSE<t course so that you can achieve the success you are seeking. In particular, we 
want the book to encourage you to develop a real imerest in - even a passion 
for - finding out more of how the world of business really works. Business activity is 
so crucial to the fumre wellbeing of us all and it offers great opportunities for all 
well-motivated students. Success in Cambridge IGCSE<t Business Smdies can help 
you take the first important steps towards playing a leading role in managing and 
directing business activity in your country. We are confidem that this book will fully 
support you during your course. 

Karen Barrington 
Peter Stimpson 
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G) Business activity 

Definit ions to 
leam 
A need is a good 
orservicee5Sential 
for living. 
A want isagood 
or service which 
people would 
like to have, 
but which is not 
essential for living. 
People's wants are 
unlimited. 
The ec:onomit 
problem -there 
exist unlimited 
wants but limited 
resources to 
produce the 
goods and services 
to satisfy those 
wants . This creates 
scarcity. 

0 

This chapter w ill expla in: 
• the concept of needs, wants, scarcity and opportunity cost 
• the factors of production 
• the development of economic activity and the use of specialisation 
• the purpose of business activity 
• the concept of added value. 

The economic problem: needs, w ants 
and scarcity 

Activit y I . I 
Make lists of: 
a) yourneeds-thosethingsyouthinkarenecessaryforliving 
b) your wants - things you would like to be able to buy and own. 

For example, on your needs list you will probably include clean water, and on your wants list 
youmayincludealuxuryhouse. 

What do you notice about your rwo lists? Probably the really important items are on 
rhe needs list - water, clothing for warmth and protection, food and some form of 
housing or shelter. And on your wan ts list? TI1ar will be up to you and your interests 
and tastes, bur you could probably have written a very long list indeed. 

Do you already own all of the items on your wants list? If you do, then you 
must be very lucky and very rich! Most people in rhe world cannot afford to buy 
everything they want because our wants are unlimited. In many countries, some 
people cannot afford to buy the things they need and they are likely to be very poor. 

Why are there so many wants and needs that we cannot satisfy? Why are millions 
of people living in poYercy in many countries around the world? Most people will 
ansv,,er these questions by saying, 'Because there is not enough money'. 
ls the real economic problem caused by a shortage of money? An example may help 
to show you why more money is nor the answer to the problem of many people's 
wants and needs not being satisfied. 

Case study example 
The Government of a small country is worried about large numbers of people who cannot 
afford the basic needs of life. Even those citizens with more money are always complaining 
that the country is not producing enough of the luxuries that they want to buy. The 
Government decides to try to 'solve' these problems by printing more bank notes doubling 
everyone's incomes. 

Has the Government solved the economic problem of the country? Are there now more 
goods for the people to buy? More houses? More schools? More cars? Improved standard of 
living of the population? 

The answer to all of these questions is 'No' . Printing more money does not produce more 
goods and services. It will just lead to prices rising so more goods cannot be afforded -you 
just pay more for the same amount of goods. 



Definitions 
to learn 
Factors of 
production are 
those resources 
needed to 
produce goods 
orservices. There 
are four factors 
of production and 
they are in limited 
supply. 
Scarcity is the 
lack of sufficient 
products to fulfil 
the total wants of 
the population. 

Definitions to 
learn 
Opportun ity cost 
is the next best 
alternative given 
up by choosing 
another item. 

Limited resources : the need to choose 

The economic problem - the real cause 
The real cause of the shortage or scarcity of goods and services is that there are 
not enough fu ctors of production to make all of the goods and services rhar the 
population needs and wants. 

There are four factors of production: 

• Land - this term is used to cover all of the namral resources provided by 
namre and includes fields and forests, oil, gas, metals and other mineral 
resources. 

• Labour - this is the number of people available to make products. 
• Capital - this is the finance, mad1inery and equipment needed for the manufacmre 

of goods. 
• Enterprise - this is rhe skill and risk-raking ability of the person who brings 

rhe other resources or factors of production together to produce a good 
or service. For example, the owner ofa business. These people are called 
entrepreneurs. 

ln any one country, and in rhe world as a whole, these factors of production are 
limited in supply. As there is never enough land, labour, capital or enterprise to 

produce all of the needs and unlimited wants of a whole population, there is an 
economic problem of scarcity. 

Therealcauseoftheeconomicproblem 

Limited resources: the need to choose 
We make choices every day. We have to, as we have limited resources bur so many 
wants. We therefore have to decide which wants we will satisfy and those which 
we will nor. All choices involve giving something up - this leads to opportunity 
cost . Should I take a bus to school or use the money for a new pen to write dear 
Business Studies notes? Do I buy a new pair ofuainers or spend the money on a 
new mobile phone/ 

\Ve do not have the resourc.es to satisfy all our wants so the next best alternative 
rhar we give up becomes our opportunity cost. This problem of'what to give up' 
exists nor only for consumers like us but for governments and businesses too. ln 
making choices we need to consider carefully rhe oppornmity cost to make sure it is 
not worth more to us than the item we are buying. 

• 
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T ips fo r success 
There are many 
definitions of 
key terms in this 
book-they are 
in the left hand 
margin. 

It is very 
important that 
you learn these 
byheartforusein 
your examination 
answers! 

Definitions 
to learn 
Specia li sation 
occurs when 
people and 
businesses 
concentrate on 
what they are 
best at . 

• 

TheindiviOJalchoa>&slobuy Th..componydecides tobuy Th..gove<nmen1choo>11,1obuild 
Ih a holiday, ,o lhe cor becomes Mochine A, so Machine B 1hu rood ,o 1ha school becomes 
lh e opportunilycost b..:ome,1haopportunitye<»l 1hu opportunilycos1 

Examples of opportunity cost 

Revision summary: the economic problem 

---" / ~ C'M lim l1ed i ~Mces 

ECONOMi PROBLEM 

unliml1ed=~• 

I 
=rclty 

Specialisation : the best use of limited 
resources 
ln all societies the factors of production are in limited supply. It is therefore important to 
use these resources in the most efficient ways possible. The ways in which these resources 
are used ha\'e changed greatly in the last 200 years. Very few products are now made just 
by the effon:s and skills of one worker. Nearly all workers specialise in one skill and most 
businesses specialise on one product. Specialisation is now very common because: 

• specialised machinery and technology are now widely available 
• increasing competition means that businesses have to keep costs low 
• most people recognise that higher living standards can result from being specialised . 



Definitions 
to leam 
Division of labou r 
is when the 
production 
process is split 
up into different 
tasks and each 
worker performs 
one of these tasks . 
ltis aformof 
specialisation. 

Specialisation : the best use of limited resources 

C~e study example 
This is how Joe Sharma, a carpenter, went about making a table 200 years ago: 

What do you notice about these methods of production? 

• Joedideverythinghimself-includingthecuttingofthetimberandthesaleanddelivery 
of the finished table. 

• Production was very low - only one table per week. 
• Compare this with typical modern production methods. Two hundred years later, Jack 

Sharma owns the family business. This is how production is organised: 

~ 
I Thev.oodfcx20~sls Cli 2Carpen1e<sossemblethe1obk.s 

ifr4·~~ ~ 
3The1oOO, oref1n isl-ed ln 4 Atra nspoo bus1ne,..collectsthe1obk. 

the po l~rlngdepartnent lo 001,..,, , t.em lo li..m iture relo lk.<s 

Specialisation and the division of labour 
Jack Sharma is using the principles of specialisation and division of labour. He 
is dividing up the making of rabies into different jobs and making each worker a 
specialist at just one task. Division oflabour has advantages and disadvantages: 

Advantages Disadvantages 

• Workerscanbecomeboreddoingjustone 
job-efficiency might fall 

• Workersaretrainedinonetaskand 
specialiseinthis-thisincreasesefficiency 
and output 

• Less time is wasted moving from one 
workbench to another 

e lfoneworkerisabsentandnooneelsecan 
dothejob,productionmightbestopped 

0 



Business activity 

Defin itions to 
learn 

combine factors 
of production to 
make products 
(goods and 
services)which 
satisfy people's 
wants . 

Activity 1.2 
a) Using another product, for example bread or clay pots, explain, with simple illustrations, 

how division of labour or specialisation could be used to make the product. 
b) Explain the possible advantages/disadvantages of using division of labour 

(or specialisation of labour) to the business you chose. 

The purpose of business activity 
We have identified rhc following issues. 

• People have unlimited wants. 
• The four factors of production - rhc resources needed to make goods - arc in 

limited supply. 
• Scarcity results from limited resources and unlimited wants. 
• Choice is necessary when resources arc scarce. This leads to opportunity 

• Specialisation improves the efficient use of resources. 

So far, we have hardly mentioned businesses and yet this is the purpose ofrhis book! 
Where docs business activity fir imo rhc ideas we have already looked at? 
The purpose of all businesses is to combine the factors of production to make 

products whid1 will satisfy people's wants. These products can either be goods -
physical items such as cars and shoes which we can toud1 and sec - or they can be 
services, sud1 as insurance, tourism or banking. 

Businesses can be small - just one person, for example - or large. Some businesses 
employ thousands of people with operations in many different countries. Businesses 
can be privately owned or owned by the stare. They can be owned by one person or 
by thousands of shareholders. 

Whatever their size and whoever owns them, all businesses have one thing in 
common - they combine factors of production to make products which satisfy 
people's wants. 

Offices 
Businesses in all sectors of industry produce goods and services by combining factors of production 

0 



Definitions 
toleam 
Added va lue is 
the difference 
between the 
selling price of a 
product and the 
cost of bought 
in materials and 
components. 

Added value 

lociO<S d p-oductloo 
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What would life be like \\ithour business activity? In simple, undeveloped societies, 
businesses do not exist. Everyone attempts to do everything for themselves - they are 
self-sufficient. With their own plot of land and by their own efforts, such as hunting, 
they attempt to survive and produce enough for their own needs. This is a very basic 
existence and living standards are low. 

By a slow process of specialisation, people began to concentrate on what they were 
best at. They then traded those goods for others made by people who have different 
skills. ln this way, businesses began to be formed, and trade and exchange of goods 
expanded. ln today's world, most people specialise by working in one job for a 
weekly wage. With this money, they are able to purchase a wide range of goods and 
services produced by many differem businesses - specialising in different products. 

Business activity therefore: 

• combines scarce fa ctors of production to produce goods and services 
• produces goods and ser vices which are needed to satisfy the needs and wants of 

the population 
• employs people as workers and pays them wages to allow them to consume 

products made by other people. 

Added value 
This is a very important idea. All businesses attempt to add value. If value is not 
added to the materials and components that a business buys in then: 

• other costs cannot be paid for 
• no profit will be made. 

-[ 
Diagram showing value added 

0 



Business activity 

Tips for success 
Adding value is 
not easy for many 
businesses-if it 
was.every business 
would be very 
successful!When 
some businesses 
try to increase 
addedvalueitcan 
lead to serious 
disadvantages. 
For example, 
just increasing 
the price of the 
product can lead 
to lower sales and, 
perhaps.lower 
profit. 

Tips for success 
You should take 
every chance 
to apply your 
answers to the 
business in the 
question . A 
jewellery shop is 
likely to add value 
indifferent ways 
to a hotel business 
or a soft drinks 
manufacturer. 

0 

Example: 

• The selling price of a newly built house is $100 OOO. 
• The value ofrhe bought in bricks, cemem, wood and other materials was $15000. 
• The added value of the building firm was $85000. This is nor profit - our ofrhis 

the builder must pay wages and other costs too. 

Why is added value important? 
Added value is imporram because sales revenue is greater than the cost of materials 
bought in by rhe business. This means the business: 

• can pay other costs such as labour costs, management expenses and costs such as 
advertising and power 

• may be able to make a profit ifrhese other costs total less than rhe added value. 

How could a business increase added value? 
There are rwo main ways in which a business can try to increase its added value. 

a) lncrease selling price bur keep rhe cost of materials the same. This might be 
possible if the business tries to create a higher quality image for its product or 
service. If consumers are convinced by this then they might be prepared to pay 
higher prices and buy the same quamity as before the price rise. A jewellery shop 
could employ very experienced and knowledgeable sales staff, decorate the shop 
in a very up-marker way and use high quality packaging. Nore though: other costs 
might increase when crying to create this quality image. 

b) Reduce the cost of materials but keep the price the same. A building firm could 
use cheaper wood , bricks and other materials when consrmcting a home or shop. 
Ifrhe price charged to customers stays rhe same then a higher added value will 
be made. Note though: lower priced materials might reduce the quality of the 
product. Will customers be prepared to pay the same price for a product that they 
believe is of lower quality? 

Revision summary: adding value 
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Added value 

Case study example - Rake-sh's bakery 
Rakesh owns a small bakery selling bread, cakes and biscuits. His business is just making enough 
money to survive. His wife, Neeta, had the idea of serving customers tea and coffee at two small 
tables that could be fitted into the bakery shop. 'Customers will p.ay more for each cake and 
biscuit if we sell them with tea or coffee - just like a little cafe.' Rakesh bought some second­
hand cafe equipment and furniture and tried what Neeta had ~ggested. She was right! Some 
of his customers not only bought teas and coffees but they paid higher prices for the cakes and 
biscuits they bought as they were served them on a plate! 

Rakeshhad increasedthevalueaddedtotheflour,sugarandbutterheusedtomake 
these cakes and biscuits. 

Activity 1.3 
RefertotheRakesh'sbakerycasestudy. 

a) lfthebest-sellingcakeinthisbakeryuses30centsworthofflour,sugarandbutterand 
RakeshsellseachoneforS1,calculatethevalueadded. 

b) lfcustomersarepreparedtopayS1 .50whenthiscakeisservedonaplateatatable 
withinthebakery,whatisthenewvalueaddedpercake? 

c) Does the opening of the small cafe mean that Rakesh must have increased his weekly 
profit?Explainyouranswer. 

International business in focus: division of labour at McDonald's 
The cooking of food in all McDonald's 
restaurantsisbrokendownintosmall, 
repetitivetasks.Theseincludeservingstaff, 
pouringdrinks,cookingFrenchfriesand 
cookingburgers.Thesesep.aratetasksallow 
workerstobecomeveryefficientandskilled 
inthem.Allworkersaregivenmuchtraining 
inthetasksthattheywillbecomeskilledat. 

ThespeedandefficiencyofMcDonald's 
workersmeansthatcustomersareserved 
very quickly with freshly cooked food . Costs 
arekeptverylowandthishelpstokeep 
prices low. 

McDonald's and other fast food 
restaurantsoftenmakegreateffortsto 
reduce high labour turnover in this industry. 

Discussion points 
• Whydoyouthinkalargebusinesssuchas 

McDonald's uses specialisation? 

• Thinkaboutasmanyadvantagesasyou 
cantoMcDonald'sofusingspecialisation . 

• If you owned a fast food restaurant, 
consider two ways in which you could 
increasethevalueaddedtothefood 
bought in by the restaurant. 

0 



Business activity 

Exam-style questions - Paper 1 

1 Gowri plans to start up her own business using her own savings. She wants to 
produce fashion clothes for women. She is a very good clothes designer but she 
does not like stitching clothes together. Two friends have offered to help Gowri. 
Abha is an experienced material cutter - she can cut lengths of material for 
clothes with very little wastage. Aditi is quick at sewing. 
a) What is meant by 'business'? [2] 
b) Identify two factors of production that Gowri will need for her new 

business. [2] 
c) Identify and explain two possible opportunity costs that Gowri may have 

from her decision to start her own business. (4] 
d) Identify and explain one advantage and one disadvantage to Gowri's 

business of using division of labour in making clothes. [6] 
e) Do you think that Gowri's business will be able to sell all of the clothes 

that it makes? Justify your answer. [6] 

2 Mohammed owns a bakery. He makes bread and cakes. He employs three 
workers who help him mix the dough for the bread and cakes, put the dough 
into tins, bake the bread and cakes and serve customers. Mohammed has 
calculated that the 'added value' of his business is low. His customers complain 
when he tries to put up prices. 'We can buy the same bread and cakes at lower 
prices' they tell him. 
a) What is meant by 'added value'? [2] 
b) Mohammed has just bought a new oven. Explain 'opportunity cost' to 

Mohammed. [2] 
c) Identify and explain two benefits to Mohammed's business of all of his 

workers being able to do all of the jobs in the bakery. (4] 
d) Identify and explain two ways in which Mohammed could increase 

the value added of his bakery business. [6] 
e) A friend told Mohammed 'Your business would be more successful if 

you only served in the shop and let your workers make the bread and 
cakes'. Do you agree? Justify your answer. [6] 

Revision checklist 

In this chapter you have learned: 

• what the 'economic problem' means 
• the difference between wants and needs 
• why scarcity of resources results in choices and opportunity cost 
• why specialisation is important 
• the purpose and nature of business activity 
• how businesses can try to increase added value. 

NOW - test your understanding with the revision questions on the CD-ROM. 



® Classification of businesses 

Definitions to 
learn 
The primary sector 
of industry extracts 
and uses the 
natural resources 
of the earth to 
produce raw 
materials used by 
other businesses. 

This chapter w ill explain: 
• the differences between primary, secondary and tertiary production 
• why the importance of these business activities varies between countries and 

overtime 
• the differences between public sector and private sector businesses in mixed 

economies. 

Stages of economic activity 
As you read this book you are probably sitting at a desk. Most desks are still made 
of wood. H ow many different types of businesses might have been involved in 
con\'erting the wood into a finished desk ready to be sold to a final consumer? \Vhat 
stages of production has the wood passed through to arrive at the finished desk/ 

The diagram below shows the most likely stages in the production and sale of a 
wooden desk. 

·- octivity businen involved 

~n~ fu~ Ue~~ ~rr ~ 

Thestagesinvolvedinmakingandsellingawoodendesk 

You will notice that there arc three main stages from the cutting down of the timber 
to the sale of the completed desk. These stages arc typical of nearly all production 
and they arc called the levels of economic - or business - activity. 

Stage 1 is called the primary stage of production. This stage involves the canh 's 
namr.11 resources. Activities in the primary sector of industry include farming, 
fishing, forestry and the extraction of natural materials, such as oil and copper ore. 

Stage 2 is called the secondary stage of production. This stage involves taking the 
materials and resources provided by the prin1ary sector and converting them into 

• 



Classification of businesses 

Definitions to 
learn 
The setondary 
sedor ofindustry 
manufactures 
goods using the 
raw materials 
provided by the 
primary sector. 

Definit ions to 
learn 
The tertiary 
sedor ofindustry 
providesservites 
totonsumersand 
the other sectors 
of industry. 

manufactured or processed goods. Activities in the secondary sector ofindusrry 
include building and construction, aircraft and car manufacmring, computer 
assembly, bread baking. 

Examples of attivities in the different sectors of industry: rice farming in Vietnam, clothes 
production in China and retailing in Kenya 

Stage 3 is called the tertiary stage of production. This stage involves providing 
services to both consumers and other businesses. Activities in the tertiary sector of 
industry include uansporr, banking, retail, insurance, hotels and hairdressing. 

Thethreetypesofbusinessactivity 



Relative importance of economic sectors 

Activityl. l 
Copythistable. lnd icatewithatickwhichsector of industryeachbusinessisin. 

Primary Secondary Te rtiary 

Coal mining 

Computer assembly 

Travela!jl'nt 

Bake ry 

Car showroom 

Relative importance of economic sectors 
Which sector of industry is most important in your country? This depends on what is 
mcam by 'important'. Usually the three sectors of the economy are compared by: 

• percentage ofthc coumry's total number of workers employed in each sector 

• value of output of goods and services and the proportion this is of total national 
output. 

ln some countries, primary industries such as farming and mining employ many 
more people than manufucmring or service industries. These tend to be countries -
often called developing countries - where manufacturing industry has only recently 
been established. A<; most people still live in the rural areas with low incomes, there 
is little demand for services such as transport, hotels and insurance. The levels of 
both employment and output in the prin1ary sector in these countries arc likely to be 
higher cl1an in the other two sectors. 

ln countries which started up manufacturing industries many years ago, cl1c 
secondary and tertiary sectors arc likely to employ many more workers than the 
primary sector. The level of output in the primary sector is often small compared to 
cl1c other nvo sectors. In economically developed counaics, it is now common to 
find that many manufactured goods arc bought in from other nations. Most of the 
workers will be employed in the service sector. The output of the tertiary sector is 
often higher cl1an the other two sectors combined. Such countries arc often called the 
most developed countries. 



Classification of businesses 

Definitions to 
leam 

De-industrialisation 
occurs when there 
isadecline inthe 
importance of 
the secondary, 
manufacturing 
sector of industry 
in a country. 

Case study- Comparing the three economic sectors: India and Botswana 

Therelativeimportanceofthethreeeconomicsectorsin lndiaisverydifferenttothatin 
Botswana. India does not have large reserves of primary products (natural resources) but 
Botswana has some of the largest diamond mines in the world. Extracting this valuable 
resource makes a huge contribution to the Botswana economy. 

lndia'stextile,steelandcarmanufacturingind ustriesarerapidlygrowingbutthe 
secondary sector in Botswana is small - meat processing and texti les are the most important 
secondary industries. If Botswana developed a jewellery industry making rings and other 
jewellery from the d iamonds extracted from its mines, secondary production would inc rease. 
The tertiary sector is expanding in both countries - tourism is very important in Botswana 
andproviding lT servicestobusinessesallovertheworldis lnd ia'slargestserviceindustry. 

%oftotalnational I ,,;m,,,, I Secondary I Tertiary 
output2011 

l,s 113 Is, 
India 114 129 Is, 

Activity 2.2 

Refertothecasestudyabove. 

a) Explain what tertiary production means by using examples from the case. 
b) Identify and explain two reasons why the primary sector is relatively more important to 

Botswana than India . 
c) In 2011, it was estimated that 45 per cent of Indians worked in the primary sector- mainly 

agriculture. Why was this sector the least important of the three in terms of output? 
d) Discuss the likely impact on Botswana if its d iamond mines become exhausted (the 

diamonds run out!) . 

Changes in sectar importance 
In the UK and other developed economies there has been a decline in the importance 
of manufacruring industry - or the secondary sector - since the 1970s. The tertiary 
sector in the UK now employs well over 70 per cent of all workers. Many workers 
who have lost jobs as factories closed have found it difficult to obtain work in the 
service industries. The decline in the manufacmring or secondary sector of industry is 
called de-ind ustrialisation . 

In China and India, the relative importance of the secondary sector has increased 
since the 1980s, compared to the primary sector. H owever, in both countries, many 
of the tertiary sector industries are now expanding more rapidly than those in both 
the primary and secondary sectors. There are several reasons for changes in the 
relative importance of the three sectors over time. 

• Sources of some primary products, such as timber, oil and gas, become depleted. 
This has been tme for Somalia with the cmtingd01-\'n of most of its forests. 

• Most developed economies are losing competitiveness in manufacturing to the 
newly industrialised countries such as Brazil, India and China. 

• As a country's total wealth increases and living standards rise, consumers tend 
to spend a higher proportion of their incomes on services such as travel and 
restaurants than on manufactured products produced from primary products. 



T ips fo r success 
The examination 
questions will 
not test your 
knowledge of 
actual countries' 
economies,buta 
question might 
referto'low­
income'or'high­
income'countries. 
Different patterns 
of economic/ 
business 
activity often 
exist between 
these types of 

Definitions t o 
le~rn 
A mixed economy 
has both a private 
sectorandapublic 
(state)sector. 

Mixed economy 

Case study - Ba ngladesh: the importance of economic sectors over t ime 
In 1970, Bangladesh(formerlyEastPakistan)hadaneconomylargelybasedonagriculture. 
A high proportion of the population worked in farming either to produce crops for self­
sufficiency or to sell in local markets. Secondary manufacturing activities were relatively 
unimportant and the tertiary sector was also small as incomes were very low and people 
hadlittlesparecashtospendon'services'. 

By 2011, Bangladeshhadundergonesignificantchanges.Although40percentofthe 
workforce still works in agriculture, primary production of goods such as jute, tobacco and 
food has fallen in relative terms. Manufacturing industries - notably food processing and 
clothing-haveexpandedrapidly.Tertiaryservicessuchastelecommunications,transport 
and finance now contribute approximately half of total national output. 

Activity2.3 
Refertothecasestudyabove. 

a) Identify and explain two possible reasons why the relative importance of primary output 
has fallen . 

b) Would workers who formerly worked in agriculture find it easy to obtain jobs in the 
secondary or tertiary sectors of industry? Explain your answer. 

c) Whatdoyouexpecttohappentotherelativeimportanceoftertiaryindustriesifincomes 
continuetoriseinBangladesh?Explainyouranswer. 

Mixed economy 
Nearly every country in the world has a m ixed economy with a: 

• private sector - businesses not owned by the government. These businesses will 
make their own decisions about what to produce , how it should be produced and 
what price should be charged for it. Most businesses in the private sector will aim 
to run profitably. Even so, there arc likely to be some government controls over 
these decisions and these arc explained in other chapters in this book. 

• public sector - government- or stare-owned and conuollcd businesses and 
organisations. The govcrnmcnr, or other public authority, makes decisions about 
what to produce and how much to charge consumers. Some goods and services 
arc provided free of charge to the consumer, such as stare health and education 
services. The money for these comes nor from the user but from rhc taxpayer. 
Objectives ofprivarc -scctor and public-sector businesses arc often different 
(sec Chaprcr4). 



Classification of businesses 

D e finitions to 
le.tm 
Capita l isthe 
money invested 
into a business by 
the owners. 

Tips for success 
There will be no 
questions in your 
CambridgelGCsE• 

privatisation but 
the advantages 
and disadvantages 
of the private 
sector are useful 
to remember. 

W hich business activities are usually in the publ ic sector? 
ln many coumries the government controls the following imporram indusuies or 
activities: 

• health 
• education 
• defence 
• public rranspon 
• water supply 
• electricity supply. 

Activity2.-4 
For each of the examples of key industries or activities listed above, suggest three possible 
reasons why the government of a country might decide to own and cont rol that industry or 

Activity2.S 
Find out whether, in your own country, the government owns and cont rols the following 
businesses: 

a) railwaysystem 
b) local bus services 
c) watersupply 
d) elect ricitysupply 
e) TV and radio stations 
f) hospitals . 

Mixed economies - recent changes 
ln recent years, many governments have changed the balance between the private 
sector and the private sector in their economies. They have done this by selling 
some public sector businesses - owned and controlled by government - to 
private sector businesses. This is called privatisation. In many European and Asian 
coumries the water supply, electricity supply and public rranspon systems ha\·e been 
privatised. 

Why have governments done this/ It is often claimed that private sector businesses 
are more efficient than public sector businesses. This might be because their 
main objective is profit and therefore costs must be controlled. Also private sector 
owners might invest more capital in the business than the governmem can afford. 
Competition between private sector businesses can help to improve product quality. 

H owever, a business in the private sector might make more workers unemployed 
than a public sector business in order to cur costs. A private sector business is also less 
likely to focus on social objecti\'es. 



Tips fo r success 

Do not confuse 
'privatisation' 
with'converting 
a sole trader 
into a private 
limited company' . 
Sole traders and 
private limited 
companies are 
both examples 
of private-sector 
businesses(see 
Chapter4). 

Mixed economies - recent changes 

Changes in the balance berween the private sector and the public sector are likely 
to continue in many mixed economies. 

A ctivity2.6 

Your Government is considering the privatisation of your country's postal services. You 
decide to write to the Government minister in charge, explaining your views on this matter 
and stating your opinion. Your letter should contain: 

• an explanation of the difference between private sector businesses and public sector 
businesses 

• the possible benefits of the postal service being in the private sector 
• the possible disadvantages to the postal service being in the private sector 
• your recommendation to the minister on whether to keep the postal service in the public 

sector or not . 

Revision summary: sectors of industry 
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Classification of businesses 

International business in fo cus: tourism in Mauritius 
Mauritius is a small island in the Indian Ocean with a land area of just 2000 km'. The 
Mauritian economy is dominated by the tertiary sector. In 2011, tourism, finance and other 
servicesaccountedfor66percentoftotalnationaloutput(grossdomesticproduct).ln 
contrast,thesecondarysectoraccountedfor28percentandprimaryindustries-mainly 
sugar production - just 6 per cent. The Government is planning for 2 million foreign visitors 
by201Sandthenumberoftouristsisincreasingby9percentperyear. These tourists spend 
agreatdealofmoneyonfood,drink,travelandholidaygifts. 

Air Mauritius is one of the businesses that have benefited greatly from the expansion 
of tourism in the country. The airline is partly owned by private owners and the Mauritian 
Government. It has won the 'Indian Ocean Leading Airline' prize six times in recent years. 

Air Mauritius not only has an extensive network of air routes but it also offers services 
to other airlines operating in the region and owns holiday companies such as Mauritian 
Holidays UK. There are hundreds of hotels and guesthouses in Mauritius and these employ 
many local workers. Some of the largest hotel groups in the world operate in Mauritius, 
suchasRadissonandleMeridien. 

Discussion points 
• Why do you think the primary sector of the Mauritian economy is relatively small? 

• Explain t hree ways in which tertiary sector industries contribute to the Mauritian 
economy. 

• Do you think that increasing numbers of tourists will bring only benefits to Mauritius? 

• Why do you think the Mauritian Government still owns a part of Air Mauritius? 



Revision checklist 

Exam-style questions - Paper 1 

1 Ade's Engineering Company (AEC) makes parts for cars and trucks. These are sold 
to car manufacturers in many countries. The parts include metal brake components 
and rubber seals to fit around windows. AEC operates in Country X, which, until a 
few years ago, had an economy dominated by agriculture and coal mining. Over 
the last 20 years the relative importance of the primary sector has declined. To 
be successful AEC requires natural resources to make car parts and the services 
provided by other businesses. Consumer incomes are rising rapidly in Country X. 
a) What is meant by 'primary sector'? [2) 
b) Identify two examples of services that a business such as AEC requires. [2) 
c) Identify and explain two reasons why a business such as AEC could not 

be successful without other firms providing natural resources. [4) 
d) Identify and explain two likely reasons why the relative importance of 

the primary sector of Country X's economy has declined. [6) 
e) A Government minister in Country X recently said: 'The secondary sector 

of industry will always be more important than the tertiary sector to our 
economy.' Do you agree with this view? Justify your answer. [6) 

2 The Government of Country Y owns and controls many businesses. 'The public 
sector always produces goods and services more efficiently than privately owned 
businesses', a Government minister recently said. Other ministers disagree and 
want to privatise many state-owned businesses. The private sector businesses 
in Country Y produce 55 per cent of total output - mainly in services such as 
transport, tourism and finance. The secondary sector of industry produces 
35 per cent of total output. 
a) What is meant by 'public sector'? [2) 
b) Identify two industries in the secondary sector. [2] 
c) Identify and explain two reasons why the tertiary sector of industry is 

becoming more important in most economies. [4] 
d) Identify and explain two possible reasons why some ministers want to 

privatise some businesses in the public sector. [6] 
e) Do you agree with the Government minister's view that: 'The public sector 

always produces goods and services more efficiently than privately owned 
businesses'? Justify your answer. [6] 

Revision checklist 

In this chapter you have learned: 

• the differences between the three sectors of economic/business activity 
• reasons why these sectors vary in importance between countries 
• reasons why these sectors vary in importance over t ime 
• the differences between the private sector and public sector in mixed economies 
• arguments for and against privatisation. 

NOW - test your understanding with the revision questions on the CD-ROM. 



Enterprise, business growth 
and size 

Definitions to 
learn 
Ent repreneur 
is a person 
who o rganises, 
operates and takes 
theriskforanew 
business venture. 

This chapte r w ill explain: 
• the importance of enterprise to new businesses 
• the key characteristics of successful entrepreneurs 
• the importance of a business plan to an entrepreneur 
• how to measure and compare the size of businesses 
• how business can expand internally and by merger and takeover 
• why some businesses remain small and why some businesses fail. 

Enterprise and entrepreneurship 
\Vhar will yo u d o when yo u leave school o r college? Maybe go to university or get a 
job . Some of you may d ecid e to t ake the risk of setting up your own business - this 
could be full - or pan -time . If you d o d ecid e to do this then you will becom e an 
entrepren eur! 

What are the benefit s - and possible disadvantages - to starring up your own 
b usiness? 

Be ne fits ofb e ingan e ntre pre ne ur 

• independence~abletochoosehowtome 
time and money 

• abletoputownideasintopractice 

• may become famous and MJCce11ful if the 
business grows 

• may be profitable and the income might 
behigherthanworkinga1anemployeefor 
another busines~ 

Disadva ntagesofb e ingan e nt repre ne ur 

• risk- many new entrepreneurs' businesses 
fail,especiallyifthereispoorplanning 

• aipital-entrepreneur.;willhavetoputtheir 
own money into the business and, possibly, 
findothersourc:e:solcapital 

• lad<.ofknowledgeandexperienc:einstarting 
andoperatingabusine11 

• abletomakeuseofpersonalinteresliands.l::ills 

• opportunity cast ~ lost income from not being 
anemployeeofanotherbusiness 

For m any successful entrepreneurs, starring u p their own business has led to g reat 
wealth and fam e . How many o f these business lead ers have you heard of? T hey all 
st arred o ut as entrepreneurs with their own b usiness idea . 

Entreprene ur Na tio na lity 

Ric:hardBranson 

OhirubhaiAmbani India 

PanShiyi China 

HermanMashaba South Africa 

Mark Zuckerberg 

Steve Wozniak 

Main business inte rest s 

Virg in group of companies including airline, mobile 
phones and train services 

Reliancegroupofcompaniesinc:luding chemicals,IT 
and retailing 

Property 

Cosmetic. 

Socialnetwon<.ing1iteFi!Cebook 

Apple computer.; 



Mark Zuckerberg 

Tips for success 
Think about why 
these successful 
entrepreneurs 
are important to 
the country they 
are based in. You 
should be able 
to explain why 
governments 

encourage more 
entrepreneurs to 
set up in business. 

Enterprise and entrepreneurship 

Si r Richard Branson Steve Wozniak 

Characteri stics of successful entrepreneurs 
Would e\'eryone make a good entrepreneur/ Probably nor - some people do not 
like risk or working independently - they might prefer robe an employee of a large 
business instead. 

Characte ri stitsof 
successful 
entrepreneurs 

Hard working 

Risk taker 

Reasons w hy important 

Long hours and '>hort holidays are typiul for many entrepreneurs to 
maketheirbusinesssua:essful 

Makingdecisioostoproduc:egoodsorservicesthatpeoplemightbuyis 
potentially risky. 

Creative A new bu§iness needs new ideas - about products, services, ways of 
attracting customers - to make it different from other existing firms 

Optimistic Looking forward to a better future is essential- if you think only of 
failure you will fail! 

Self-confident Beingself-c:onfidentisnecessarytoconvinceotherpeopleofyourskills 
andtoconvincebank5,otherlenders andcustomersthatyourbU!.inessis 
going to be successful 

Innovative Beingabletoputnewideasintopracticeininterestinganddifferent 
ways is also important. 

Independent Entrepreneurswilloftenhavetoworkontheirownbeforetheycan 
afford to employ others. Entrepreneurs must be well motivated and be 
able to work without any help. 

Effective communicator Talkingdearlyandconfidentlytobanks,otherlenders,customers and 
government agencies about the new business will raise the profile of the 
new business 
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Why governments support business start-ups 
Most governments offer support to enrrepreneurs. This encourages them to set up 
new businesses. There are several reasons why this support is gi\'en . 

• Reduce unemployment - new businesses will often create jobs to help reduce 
unemployment. 

• Increase competition - new businesses give consumers more choice and compete 
with already established businesses. 

• Increase output - the economy benefits from increased output of goods and services. 
• Benefit society - enrrepreneurs may create social enterprises which oflCr benefits to 

society other than jobs and profit (for example, supporting disadvantaged groups 
insociery). 

• Can grow further - all large businesses were small once! By supporting today's new 
firms the governmem may be helping some firms that grow to become very large 
and imporram in the future. 



Definitions to 
learn 
A business plan 
is a document 
containing the 
business objectives 
and important 
details about 
the operations, 
finance and 
ownersofthenew 
business. 

Enterprise and entrepreneurship 

What support do governments often give to start-up businesses? 

Businessstart-ups need: Governmentsoftengivesupportby: 

Business idea and help Organising advice and support sessions offered by experienced busines1 
people 

Premises 'Enterprisezones',whichprovidekm-costpremi..estostart-upbusinesses 

Finance l.o.-insforsmallbusines..esatlowintere1trate1 

Labour 

Research 

Grants, if busine1Se1 start up in depressed areas of high unemployment 

Grantstosmallbusinessestotrainemployeesandhelpincrea..etheir 
productivity 

Encouraginguniversitiestomaketheirre..earchfacilitiesavailableto 
new business entrepreneurs 

How a business plan assists entrepreneurs 
A bank \\ill almost certainly ask an entrepreneur for a business plan before agreeing 
to a loan or overdraft to help finance the new business. 

By completing a business plan (most banks are able to give business owners a 
ready-primed form to fill our) the enrrepreneur is forced to think ahead and plan 
carefully for the first few years. The enrrepreneur \\ill have to consider: 

• What products or servkes do I intend to provide and which consumers am I 
' aiming at'? 

• What will be my main costs and will enough products be sold ro pay for them? 
• Where will the firm be located/ 
• What machinery and how many people \\ill be required in the business? 

\Vithom this detailed plan the bank will be reluctant to lend money to the business. This 
is because the owners of the new business cannot show that they have thought seriously 
about the fim1re and planned to meet the challenges that they will certainly meet. Even 
with a detailed business plan, the bank might not offer a Joan if the bank manager 
belie\'es that the plan is not well completed (for example, poorly forecasted cash flow). 

An example ofa business plan is shown on the next page. It was completed by two 
entrepreneurs planning to open a takeaway pizza restauratn. 

Revision summary: business plans 
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Tips for success Case study example - Business plan for Pizza Place Ltd 
You need to know 
what the main 
parts of a business 
planareandbe 
able to explain 
why a particular 
business might 
benefit from 
developing such a 
plan. 

Nameofbu siness PizzaPlaceltd 

Type of organisa tion Private limited company 

To provide a high-class takeaway pizza service including home 
delivery 

Product High-quality home<ooked pizzas 

AveragepriceofSSwithS1 delivery charge 

Market a imed fo r Young people and families 

Market research 
unde rtaken and the 
results 

Human Resources plan 

De ta il s of business 

Researchintheareaconductedusingquestionnaires 
Also, research intonationaltrendsintakeawaysalesandlocal 
competitors 
Results of all research intheappendixtothisplan 

Two staff (the business owners) to be the only staff to be 
employed initially 

PeterYang-chefof1Syears'experience 

SabrinaHsui-deputymanagerofarestaurantforthreeyears 

Production de ta il s and Main suppliers - P & P Wholesalers 
business costs Fixed costsofbusiness-SSOOOO per year 

Variablecosts-approximatelyS1 per unit sold 

Location of business Siteinshoppingstreet(BruneiAvenue)justawayfromthe 

Main equipment 
required 

Fo recast profit 

Cash fl ow 

ActivityJ . I 

Leaseholdsite(10years) 

Second-handkitchenequipment-S4000 
Second-hand motorbike - S 1 OOO 

Seefinancialappendixtothisplan 
Summary: lnthefirstyearofoperationsthetotalcostsare 
forecasttobeSSSOOOwithrevenueofSSSOOO. 
Predictedprofit = S30000 
Level of output to break-even- 12500unitsperyear 

Seefinancialappendixtothisplan 
Due to the high set-up and promotion costs there will be 
negativecashflowinthefirstyear 

S10000investedbyeachoftheowners 
RequesttobankforafurtherS10000plusanoverdraft 
arrangementofSSOOOpermonth 

ReadthebusinessplanforPizzaPlaceltdabove. Explain why, ifyouwereabankmanager 
reading this plan, each of the following would be important to you before you gave the 
entrepreneurs a loan: 

• market research results 
• experienceofbusinessowners 
• forecast profit . 



Definitions to 
learn 
Capital employed 
is the total value 
of capital used in 
the business. 

Comparing the size of businesses 

Activity3.l 
Draw up another business plan. It should be based on your own idea for a business that is 
operated within your own school or college (for example, a stationery shop, confectionery 
store or cake shop). 

Activity3.3 
Research into the background and business activities of two well-known entrepreneurs in 
yourowncountry. ldentifythepersonalcharacteristicsthatyoubelieveeachentrepreneur 
has which have helped them to succeed. Write a brief report on each one and be prepared 
topresentyourreportstotherestofyourclass. 

Comparing the size of businesses 
Businesses can vary greatly in terms of size. On the one hand, firms can be owned 
and run by a single individual. At the other extreme, some businesses employ 
hundreds of thousands of workers all over cl1e world. Some firms produce output 
worth hundreds of dollars a year, whilst the biggest businesses sell goods valued at 
billions of dollars each year. 

Who would find it useful to compare the size of businesses/ 

• Investors - before deciding which business to put their savings into. 
• Governments - often there are different tax rates for small and large businesses. 
• Competitors - to compare their size and importance with other firms. 
• Workers - to have some idea of how many people they might be working with. 
• Banks - to see how important a loan to the business is compared to its overall size. 

Business size can be measured in a number of ways. The most common are: 

• number of employees 
• value of output 
• value of sales 
• value of capital employed . 

They all have advantages and limitations. 

N umber of employees 
This method is easy to calculate and compare \\'ith other businesses. 

Limirntion;. Some firms use production methods which employ very few people 
but which produce high output levels. This is rrue for automated factories which use 
the latest computer-controlled equipment. These firms are called capital -intensive 
firms - they use a great deal of capital (high cost) equipment to produce their output. 
Therefore, a company with high output levels could employ fewer people than a 
business which produced less output. Another problem is: should two part-time 
workers who work half of a working week each, be counted as one employee - or 
two? 
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Va lue of ou tput 
Calculating the value of output is a common \\'ay of comparing business size in the 
same indusrry - especially in manufucrnring industries. 

Limitation;. A high le\'el of output does not mean that a business is large when 
using the other methods of measurement. A firm employing few people might 
produce se\'eral \'cry expensi\'e computers each year. This might give higher output 
figures than a firm selling cheaper products but employing more workers. The \'alue 
of output in any time period might not be the same as the value of sales if some 
goods are not sold. 

Va lue of sa les 
This is ofi:en used when comparing the size of retailing businesses - especially retailers 
selling similar products (for example, food supermarkets). 

Limitation;. It could be misleading to use this measure when comparing the size of 
businesses that sell very different products (for example, a market stall selling sweets 
and a retailer ofluxury handbags or perfumes). 

Va lue af capital employed 
This means the total \'alue of capital i.tJVested into the business. 

Limitation;. This has a similar problem to that of the 'number of employees' 
measure. A company employing many workers may use labour-intensi\'e methods of 
production. These give low output le\'els and use little capital equipment. 

There is no perfect way of comparing the size ofbusi.t1esses. It is quite common to 
use more than one method and to compare the results obtained. 

Acapital-intensivebusinessandalabour-intensivebusiness 



Why do owners often want their businesses to grow? 

Activity 3.4: Comparing business size 
You a re employed by Company A, which makes motorcycles. You have been asked to 
write a brief report to the Managing Director comparing the size of your company with 
three others in the same industry. Use the following information in your report. State the 
advantagesanddisadvantagesofeachofthewaysofcomparingbusinesssize. 

Worke rs employed Capita l employed (Sm) Va lue of output (Sm) 

Company A 

CompanyB 

Company( 

CompanyD 

Revision summary: comparing business size 
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Why do owners often want their businesses 
to grow? 
The owners of businesses often wanr their firm to expand. What advantages will a 
business and its owners gain from expansion? Here are some likely benefits: 

• rhe possibility ofhigher profits for the owners 
• more scams and prestige for the owners and managers - higher salaries are often 

paid to managers who control the bigger firms 
• lower average costs ( explained in Chapter 18, page 225, Economies of scale) 
• larger share ofirs market - the proportion of total marker sales it makes is greater. 

This gives a business more influence when dealing with suppliers and distributors 
and consumers are often attracted to rhe 'big names' in an industry. 
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Definit ion.s to 
learn 
In te rnal growth 
oa:urswhena 
business expands its 
existing operations. 
Exte rna l growth 
is when a business 
takes over or 
merges with 
another business. 
It is often called 
integ ra tion as one 
firm is integrated 
into another one. 
A merger is when 
the owners of two 
businesses agree 
to join their firms 
together to make 
one business. 
A takeover or 
acquisition is when 
one business buys 
outtheownersof 
another business 
which then 
becomespartofthe 
'predator'business 
(the firm which has 
taken it over). 
Hori zonta l 
integ ration iswhen 
onefirmmerges 
with or takes over 
another one in the 
same industry at 
the same stage of 
production. 
Ve rtical integ rat ion 
is when one firm 
merges with or 
takes over another 
oneinthesame 
industry but at a 
different stage 
of production. 
Vertical integration 
can be forward or 
backward. 
Conglomerate 
in tegration is when 
one firm merges 
withortakesovera 
firm in a completely 
different industry. 
This is also known 
as d iversification. 

How can businesses grow? 
Businesses can expand in two main ,,rays: 

• by internal growth , for example, a restaurant owner could open other 
restaurants in other towns - this growth is often paid for by profits from the 
existing business. This rypc of growth is often quite slow but easier to manage 
than external growth 

• by extcmal growth , involving a takeover or a merger \\'ith another business. 

Three examples of external growth arc shown below. 

• H orizontal merger (or horizontal integration ) - whcn one firm merges with or 
rakes over another one in the same industry at the same srage of production. 

An example of horizontal integration 

• Vertical merger (or vertical integration ) - when one firm mcrges\\'ith or rakes 
over another one in the same industry but at a different stage of production. 
Vertical integration can be forward - when a firm integrates with another firm 
which is at a later stage of production (i.e. closer to the consumer), or backward ­
when a firm integrates ,,'ith another firm at an earlier stage of production ( closer to 
the raw material supplies, in the case of a manufacruring firm ). 

1 "00 
1~· 
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Backward and forward integration 

• Conglomerate merger (or con glomerate integration) - whcn one firm merges 
with or rakes over a firm in a completely different industry. This is also known as 
diversification . 



Why do owners often want their businesses to grow? 

--A business building houses merges with a business making clothes 

You should notice that all three examples of imcgration arc very diffcrcm even 
though they all invoke nvo businesses joining together. 

The likely benefits of integration 

Horizontal integration 

• The merger reduces the number of competitors in the industry. 
• There arc opporrnnitics for economics of scale (sec Chapter 18 ). 
• The combined business will have a bigger share of the total market than either firm 

before the imcgration. 

Forward vertical integration 

For example, a car manufucrnrer rakes over a car retailing business. 

• The merger gives an assured outlet for their product. 
• The profit margin made by the retailer is absorbed by the expanded business. 
• The retailer could be prcvcmcd from selling competing makes of car. 
• Information about consumer needs and preferences can now be obtained directly 

by the manufucrnrcr. 

Backward vertical integration 

For example, a car manufucrnrer rakes over a firm supplying car body panels. 

• The merger gives an assured supply of imporram components. 
• The profit margin of the supplier is absorbed by the expanded business. 
• The supplier could be prcvemcd from supplying other manufacmrcrs. 
• Costs of components and supplies for the manufacturer could be controlled. 

Conglomerate integration 

• The business now has activities in more than one industry. This means that tl1c 
business has diversified its activities and this will spread rhc risks taken by rhe 
business. For example, suppose tl1at a newspaper business rook over a social 
nenvorking company. If sales of newspapers fell due to changing consumer 
demand, sales from advertising on social network sires could be rising ar the 
same time due to increased imercsr in this form of communication. 

• There might be a transfer of ideas between the diffcrem sections of rhc business 
even though they operate in differem industries. For example, an insurance firm 
buying an advertising agency could benefit from better promotion of its insurance 
activities as a result of the agency's new ideas. 
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ActivityJ.S 
Identify the form of business growth which is used in each of these situations. 

a) A garage agrees to merge with another garage. 
b) Abicycleretailerexpandsbybuyingabicycleshopinanothertown. 
c) Afruitjuicefirmbuysafruitfarm. 
d) A business making electrical goods agrees to join with a business with retail shops 

specialising in electrical goods. 
e) A mining firm takes over a firm supplying mining equipment. 
0 A construction company buys a holiday company. 

ActivityJ.6 
lneachofthecasesinActivity 3.5,identifyandexplaintwolikelyreasonsfortheexpansion. 

Revisio n summary: how bus inesses grow 
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Case study- Nestle takeover o f la ra-e Chinese sweet m ake r 
Nestle is the largest food and confectionery manufacturer in the world . The company made 
thedecisiontotakeoverHsu FuChilnternational(basedinGuandong,China). ThisChinese 
company makes sweets and snacks. The takeover cost USS 1.7billion. It will now be easier 
for Nestle to sell its products in China. There should also be cost savings from the takeover. 
Some consumers are worried that there might be less choice of sweets and snacks than 
before the takeover. Also, perhaps Nestle might increase prices now that there will be less 
competition inthesweetandsnackmarket. 



Problems of business growth - and how to overcome them 

Activity3.7 
Readthecasestudyonthepreviouspage. 

a) lsthistakeoveranexampleof'horizontal'or'vertical'integration?Explainyouranswer. 
b) Identify and explain two possible reasons why Nestle took over the Hsu Fu Chi company. 
c) Do you think consumers in China will benefit from this takeover? Explain your answer. 

A Nestle Factory in China 

Problems of business growth - and how 
to overcome them 
Not all business expansion leads to success. There are several reasons why business 
expansion can fail to increase profit or achieve the other objectives set by managers. 

Pro blem resulting from expansion 

Larger business isdifficulttocontrol{sttalso 
Oisecooomies of scale, Chapter 18) 

Largerbusinesslei!dstopoorcommunication 
(seeChapter9} 

Expansioncostssomuc:hthatbusinessisshortof 
finance 

lntegratingwithanotherbusinessi1moredifficult 
thanexpected{e.g.differentmanagementstyles 
or'way;ofdoingthings'} 

Possible w ays toovercome problem 

Operatethebusinessinsmallunits-thisisa 
form of decentralisation 

Operatethebusinessinsmallerunits 

UselatestlTequiprr,entandtelecommunications­
buteventhesecancauseproblems 

Expand more slowly- use profits from skmly 
expandingbu1inesstopayforfurthergrowth 

Emure!.Ufficientlong-termfinanceisavailable 
{seeChapter21} 

lntroduc:ing a different style of management 
requiresgoodcommunicationwiththe 
workforce - theywillneedtounderstandthe 
rea,;omforthechange 



Enterprise, business growth and size 

Why do some businesses stay small? 
Not all businesses grow. Some stay small, employing few people and using relatively 
little capital. There are several reasons why many businesses remain small: 

• the type of industry the business operates in 
• the market size 
• the owners' objectives. 

The type of industry the business operates in 
Here are some examples of industries where most firms remain small: hairdressing, 
car repairs, window cleaning, convenience stores, plumbers, catering. Firms in these 
industries offer personal services or specialised products. If they were to grow too 
large , they would find it difficult to offer the close and personal service demanded by 
consumers. In these industries, it is often very easy for new firms to be set up and this 
creates new competition. This helps to keep existing firms relati\•ely small. 

Market size 
If the market - tl1at is, the total number of customers - is small, the businesses are 
likely to remain small. This is uue for firms , sucl1 as shops, which operate in mral 
areas far away from cities. It is also why firms whicl1 produce goods or services of a 
specialised kind, which appeal only to a limited number of consumers, such as very 
luxurious cars or expensive fashion clothing, remain small. 

Owners' objectives 
Some business owners prefer to keep their firm small. They could be more interested 
in keeping control of a small business, knowing all of their staff and customers, than 
running a much larger business. O\\'!lcrs sometimes wish to avoid the stress and 
worryofnuming a large firm. 

Why some businesses fail 
Not all businesses are successful. The rate of failure of newly formed businesses is 
high - in some commies, over 50 per cent close within five years of being set up. 
Even old -established businesses can close down because they make losses or run out 
of cash. The main reasons why some businesses fail are: 

• Poor management - this is a common cause of new business failures. Lack of 
experience can lead to bad decisions, such as locating the business in an area 
with high costs but low demand. Family businesses can fail because the sons and 
daughters of the founders of a business do not necessarily make good managers -
and they might be reluctant to recruit professional managers. 

• Failure to plan for ch ange - the business environment is constantly changing -
this fearures in many of the later chapters. This adds to the risk and uncertainty 
of operating a business. New technology, powerful new competitors and major 
economic changes are just some of the factors that can lead to business failures if 
they arc not responded to effectively. 



Why some businesses fail 

• Poor financial management - shortage of cash (lack ofliquidiry) means that 
workers, suppliers, landlords and government cannot be paid what they are owed. 
Failure to plan or forecast cash flows can lead to this problem and is a major cause 
of businesses of all sizes fuiling. 

• Over-expansion- as was seen above (page 31), when a business expands too 
quickly it can lead to big problems of management and finance. lf these are nor 
solved, the difficulties can lead to the whole business closing down. 

• Risks of new business start"ups - many new businesses fuil due to lack of 
financial and other resources and research. ln addition, the owner of a new 
business may lack the experience and decision making skills of managers who work 
for larger businesses. This means that new businesses are nearly always more at risk 
of failing than existing, well-established businesses. 

International business in fo cus: Tata 2J"OWS throue-h takeovers 
The Tata group is one of the largest companies in Asia measured by value of output. It is a 
conglomerateasitoperatesinmanyindustriesincluding: electricity,steel,cars,chemicals, 
hotels and-tea! 

Much of Tata's growth has resulted from takeovers of other businesses. For example, it 
bought out Daewoo's truck. division in South Korea and Jaguar Land Rover in the UK. Tata 
car making uses many products, such as steel and plastics, produced by other Tata factories . 

Each division of the vast Tata empire is given much independence in how it is managed -
this means more decisions are not taken centrally at Head Office. 

The success of Tata's car division is in great contrast to SAAB, the Swedish car maker. This 
business failed in 2012 and stopped making cars. Its new models were too expensive and did 
notmeetcarcustomers'changingneeds-andthebusinesssimplyranoutofcash . 

Discussion points 
• What are some of the benefits to Tata of being a 'conglomerate'? 
• Why do you think Tata's managers have used takeovers as a method of growth? 
e lftheTataCardivisionwastotakeoverachainofgaragessellingcars,whatformof 

integration would this be? Do you think this would be a good idea? 
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Exam-style questions - Paper 1 

1 Sabrina was bored with her job in a clothing factory. Her main passion was 
fashion and she had always been good at selling since helping her father on 
his market stall. She encouraged her parents and some friends to invest in her 
idea for opening a shop selling good quality ladies clothes. Sabrina, as the 
entrepreneur behind the idea, was prepared to risk her own savings too. She 
had some exciting ideas for the shop layout and presentation of clothes. 
a) What is meant by 'entrepreneur'? [2] 
b) Identify two benefits to Sabrina of starting her own business. [2] 
c) Identify and explain two characteristics that Sabrina seems to have that 

might lead to success of her business. [4] 
d) Identify and explain two benefits to Sabrina of keeping her business - ~ e) 'I think I should draw up a business plan before I start', said Sabrina to 

a friend. 'I think it would be best if you set the business up now -you 
don't need a plan as the shop will be so small', said her friend. Which 
view do you agree with? Justify your answer. [6] 

2 TelCom owns a phone network and provides phone network services to many 
consumers. The business does not manufacture phones and it does not own 
retail stores selling them. Senior managers at TelCom are considering a takeover 
of either a phone manufacturer or a chain of phone shops. TelCom employs 
4000 workers and, last year, recorded total sales of $300 million. In contrast, 
the largest manufacturer of mobile phones, PhonTec, has 450 workers and 
recorded total sales last year of $1200 million. 
a) What is meant by 'takeover'? [2] 
b) Identify two other ways a business might grow apart from takeovers. [2] 
c) Identify and explain two reasons why external groups would be 

interested in measuring the size of businesses such as TelCom. [4] 
d) Identify and explain two possible reasons why senior managers at 

TelCom want to expand the business. [6] 
e) How should TelCom expand - taking over a phone manufacturer or a 

chain of shops selling mobile phones? Justify your answer. [6) 

Revision checklist 

In this chapter you have learned: 

• what an entrepreneur is and what characteristics successful entrepreneurs have 
• the needs of a new business 
• the importance of a business plan 
• how size of businesses is measured 
• the different ways in which a business can grow 
• possible problems resulting from business growth 
• reasons why some businesses remain small and why some businesses fail. 

NOW - test your understanding with the revision questions on the CD-ROM . 



@ Types of business organisation 

Definitions t o 
learn 
So le trader is a 
business owned by 

This chapter w ill ex pla in: 
• the main forms of business organisation in the private and public sectors 
• the advantages and disadvantages of each of these forms of business 

organisation 
• how appropriate each of these forms are in different circumstances 
• business organisations in the public sector. 

Business organisations: the private sector 
There are five main forms ofbusiness organisation in the private sector. These are: 

• sole rraders 
• partnerships 
• private limited companies 
• public limited companies 
• co-operatives. 

Sole traders 
Sole trader is the most common form ofbusiness organisation. It is a business 
owned and operated by just one person - the owner is rhc sole proprietor. One of 
rhc reasons it is such a common form of organisation is because there are so few legal 
requirements to set it up. The only legal regulations which must be followed are: 

• the owner must register with, and send annual accotmts to, the Government Tax Office 
• the name of the business is significant. In some countries the name must be 

registered with the Registrar of Business Names. ln other countries, such as the 
UK, it is sufficient for the owner to put the business name on all of the firm's 
docLUl1ents and to put a notice in the main office stating who owns the business 

• in some industries, the sole trader must observe laws which apply to all firms in 
that industry. These include health and safety laws and obtaining a licence, for 
example, to sell alcohol or operate a raxi. 

What are the benefits and disadvantages to sole traders of running their own business 
rather than having other people join in with them? If you wanted to set up your own 
business, why might you d1oose to create a sole trader organisation? We can answer 
these questions by looking at the following case smdy. 

Case study example 
Mikedecidedtostarthisowntaxibusiness. Hesetupthebusinessasasoletrader. These are 
theadvantagestoMikeofbeingasoletrader. 

Advantages of being a sole trader 

• There are few legal regulations for him to worry about when he set up the business. 
• He is his own boss. He has complete control over his business and there is no need to 

consultwithoraskothersbeforemakingdecisions. 
• He has the freedom to choose his own holidays, hours of work, prices to be charged and 

whom to employ (if he finds that he could not do all the work by himself). 



Types of business organisation 

Defin itions to 
learn 
limi ted li abili ty 
means that 
the liability of 
shareholders in 
a company is 
only limited to 
the amount they 
invested. 
Un li mited li abi li ty 
means that the 
owners of a 
business can be 
held responsible 
for the debts of 
the business they 
own. Their liability 
is not limited to 
the investment 
they made in the 
business. 

Tips fo r success 
A sole trader can 
employ other 
people-but there 
is only one person 
that owns the 
business. 

• Mike has close contact with his own customers, the personal satisfaction of knowing his 
regular customers and the ability to respond quickly to their needs and demands. 

• Mike has an incentive to work hard as he is able to keep all of the profits, after he pays 
tax. Hedoesnothavetosharetheseprofits. 

• He does not have to give information about his business to anyone else - other than the 
TaxOffice.Heenjoyscompletesecrecyinbusinessmatters. 

After operating the business for several months. Mike realised that there are also some 
disadvantagestobeingasoletrader. Hemadealistofthem. 

Disadvantages of being a sole trader 
• I have no one to discuss business matters with as I am the sole owner. 
• I do not have the benefit of limited lia bi li ty. The business is not a separate legal unit . I am 

thereforefullyresponsibleforanydebtsthatthebusinessmayhave. Unllmlted li ab il ity 
means that if my business cannot pay its debts. then the people I owe money to (my 
creditors) can force me to sell all of my own possessions in order to pay them. 

• I want to expand the business by buying other taxis - but I do not have enough money to do 
this. The sources of finance for a sole trader are limited to the owner's savings. profits made 
by the business and small bank loans. There are no other owners who can put capital into 
the business. Banks are often reluctant to lend large amounts to businesses like mine. 

• My business is likely to remain small because capital for expansion is so restricted. My 
business is unlikely to benefit from economies of scale. I cannot offer much training or 
opportunitiesformyworkers'futurecareers. 

• If I am ill there is no one who will take control of the business for me. I cannot pass on 
the business to my sons -when I die the business will legally not exist any longer. This is 
becausethereisnocontinuityofthebusinessafterthedeathoftheowner. 

These disadvantages are typical for all sole traders. Did Mike rake the correct decision 
to set up a sole trader business? He still thought so. He would recommend a sole 
trader suucmre to people who: 

• are setting up a new business 
• do nor need much capital to get rhe business going 
• will be dealing mainly with the public, for example in retailing or providing services 

like hairdressing - personal and direct comacr ben\'een rhe customer and rhe 
owner is often \'ery important for the success of these businesses. 

Bur, as his business began to expand, Mike wondered if another form of business 
organisation would now be more suitable. 



Definitions to 
learn 
Partnership is a 
form of business 
in which two 
o r more people 
ag ree to jointly 
own a business. 
A partnership 
agreement is 
the written and 
legal agreement 
between business 
partners. It is 
not essential 
for partners 
to have such 
an agreement 
but it is always 
recommended. 

Definitions to 
learn 

un incorporated 
business is one 
that does not 
have a separate 
legal identity. 
Sole traders and 
partnerships a re 
unincorporated 
businesses. 

Business organisations: the private sector 

Partnerships 
A partttership is a group or association of at least two people who agree to own and 
run a business together. ln some countries, such as India, there is a maximum limit 
of20 people. The parmers will conrribute to the capital of the business, will usually 
have a say in the running of the business and will share any profits made. 

Parmerships can be set up very easily. Mike could just ask someone he knew to 
become his parmer in the taxi business. This would be called a verbal agreement. 
Mike would be advised to create a written agreement with a parmer called a 
parrnership agreement or deed of pannership. Without this documem, partners 
may disagree on who put most capital into the business or who is entitled to more of 
the profits. A written agreement will settle all of these matters. 

Case study example 
Mike offered his friend, Gita, the chance to become a partner in his taxi business. 
They prepared a written partnership agreement which contained the following 
points: 

e theamountofcapitalinvestedinthebusinessbybothpartners 
e thetaskstobeundertakenbyeachpartner 
• the way in which the profits would be shared out 
• howlongthepartnershipwouldlast 
• arrangements for absence, retirement and how new partners could be admitted. 

The two partners signed the agreement. After the partnership had been operating for some 
time,itbecamecleartoMikethatithadseveraladvantagesoverasoletrader. 

Advantages of a pa rtners hip 
• More capital could now be invested into the business from Gita's savings and this would 

allow expansion of the business. Additional taxis could now be purchased. 
e Theresponsibilitiesofrunningthebusinesswerenowshared. Gitaspecialisedinthe 

accountsandadministrationofthebusiness. Mikeconcentratedonmarketingtheservices 
of the taxi firm and on driving . Absences and holidays did not lead to major problems as 
oneofthepartnerswasalwaysavailable. 

• Both partners were motivated to work hard because they would both benefit from the 
profits. lnaddition,anylossesmadebythebusinesswouldnowbesharedbythepartners. 

Although the taxi business expanded and profits were being made, Gita became 
worried about what would happen if the business failed, perhaps because so many 
new competitors were entering the market . Gita explained to Mike that although their 
partnership was working well, this form of business organisation still had a number of 
disadvantages. 

Disadvantages of a pa rtnership 
• Thepartnersdidnothavelimitedliability. lfthebusinessfailed,thencreditorscouldstill 

forcethepartnerstoselltheirownpropertytopaybusinessdebts. 
• Thebusinessdidnothaveaseparatelegal identity. lfoneofthepartnersdied, 

thenthepartnershipwouldend. (Bothsoletradersandpartnershipsaresaidtobe 
un incorporated businesses because they do not have a separate legal identity from the 
owners.) 

• Partnerscandisagreeonbusinessdecisionsandconsultingallpartnerstakestime. 
e lfoneofthepartnersisveryinefficientoractuallydishonest,thentheotherpartners 

couldsufferbylosingmoneyinthebusiness. 
• Most countries limit the number of partners to 20 and this means that business g rowth 

would be limited by the amount of capital that 20 people could invest . 
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Mike and Gita discussed these points with their solicitor. They agreed that partnerships were 
verysuitableincertainsituations: 

• when people wished to form a business with others but wanted to avoid legal complications 
• where the professional body, such as medicine and the law, only allowed professional 

peopletoformapartnership, not a company 
• where the partners are well known to each other, possibly in the same family, and want a 

simple means of involving several of them in the running of the business. 

Gita and Mike made it clear that they wanted to expand the business further but wanted to 
reduce personal risk. They wanted to protect their own possessions from business creditors 
intheeventoffailure. 

As partners. Mike and Gita often discuss important business issues together. They share 
theirideasonhowtorunthebusiness 

The solicitor advised them to consider forming a private limited company. She explained 
that this type of business organisation would be very different from a partnership and 
wouldhaveitsownbenefitsanddrawbacks. 

Activity 4. 1 
Your friend, Amin, is an expert computer engineer. He currently works for a large computer 
manufacturer. He thinks that he could run his own successful business. He has no experience 
of running a business. He has very few savings to invest into a business. 

Amin has a rich uncle who knows nothing about computers! He isa retired businessman. 
He is friendly but rather bossy as he always thinks he knows best. 

Amin asks for your advice about whether he should set up his own business and what 
formoforganisationheshouldchoose. Heasksforyourhelponthreequestionsthatare 
worrying him. 

a) Identify and explain two advantages and two disadvantages to Amin of running his own 
businessratherthanworkingforthecomputermanufacturer. 

b) Do you think he should set up a sole trader business? Explain your answer. 
c) His uncle would like to become his partner in the business if Amin decides to go ahead. 

Identify and explain two advantages and two disadvantages to Amin of forming a 
partnership with his uncle . 

Limited partnerships 
ln some countries it is possible to create a Limited Liability Parmership. The 
abbreviation for this new form oflegal suucmre is LLP. It offers parmers limited 
liability but shares in such businesses cannot be bought and sold. This type of 
partnership is a separate legal unit which still exists after a parmer's death , unlike 
ordinary parmerships that end with the death of one of the parmers. 



Definitions to 
lear n 
Incorporated 
bus inesses are 
tompaniesthat 
have separate 
legal status from 
their owners. 
Shareholders are 
the owners of a 
limited company. 
They buy shares 
which represent 
part ownership of 

Business organisations: the private sector 

Revision summary: sole traders and partnerships 
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Private limited companies 
There is one essential difference between a company and an unincorporated business, 
such as a sole trader or pannership. A company is a separate legal unit from its 
owners - they are incorporated businesses. This means that: 

• a company exists separately from the owners and will continue to exist if one of the 
owners should die 

• a company can make contracts or legal agreements 
• company accounts are kept separate from the accoums of the ownets. 

Companies are jointly owned by the people who have invested in the business. These 
people buy shares in the company and they are therefore called shareholders. These 
shareholders appoint directors to run the business. ln a private limited company, the 
directors are usually the most imporram or majority shareholders. This is usually not 
the case in a public limited company, as we shall see in the next section. 

Case study example 
Mike and Gita asked the solicitor to list the benefits of forming a private limited company: 

Advantages of a private limited company 
• Shares can be sold to a large number of people (in some countries there is a maximum 

number). These would be likely to be friends or relatives of Mike and Gita - they could 
notadvertisethesharesforsaletothegeneralpublic. Thesaleofsharescouldleadto 
much larger sums of capital to invest in the business than the two original partners could 
managetoraisethemselves.Thebusinesscouldthereforeexpandmorerapidly. 

• All shareholders have limited liability. This is an important advantage. It means that if 
the company failed with debts owing to creditors, the shareholders could not be forced 
toselltheirp05Sessionstopaythedebts. Theshareholderscouldonlylosetheiroriginal 
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investmentintheshares-theirliabilityislimitedtotheoriginalinvestment. Shareholders 
inacompanyhavelessriskthansoletradersandpartners.Limitedliabilityencourages 
people to buy shares, knowing that the amount they pay is the maximum they could lose 
ifthebusinessisunsuccessful.ltisimportantthatthepeopleandotherbusinessesthat 
dealwithaprivatelimitedcompanyknowthatitisnotasoletraderorapartnership. 
Creditors,forexample,needtobeawarethatifthebusinessdidfail,thentheycould 
not take the owners to court to demand payment from their savings. For this reason all 
private limited company names must end with 'Limited', or 'Ltd' as an abbreviation. In 
some countries, although not the UK, this title is amended to 'Proprietary Limited' or 
'(Pty)Ltd' . 

• The people who started the company - Mike and Gita in our example - are able to keep 
control of it as long as they do not sell too many shares to other people. 

The solicitor was keen for Mike and Gita to know exactly what they would be committed to 
iftheyformedaprivatelimitedcompany. Shealsolistedthedisadvantages. 

Disadvantages of a private limited compa ny 
• There are significant legal matters which have to be dealt with before a company can be 

formed . In particular, two important forms or documents have to be sent to the Registrar 
of Companies. 

• The Articles of Association - This contains the rules under which the company will be 
managed - the rights and duties of all of the directors; rules concerning the election of 
directors and the holding of official meetings; and the procedure to be followed for the 
issuing of shares. 

• The Memorandum of Association - This contains very important information about the 
company and the directors. Theofficialnameandtheaddressoftheregisteredofficesof 
the company must be stated. The objectives of the company must be stated as well as the 
numberofsharestobeboughtbyeachofthedirectors. 

• Both of these documents are intended to make sure that companies are correctly run 
and to reassure shareholders about the purpose and structure of the company. Once 
thesedocumentshavebeenreceivedbytheRegistrarofCompanies,thenaCertificateof 
Incorporation will be issued to allow the company to start trading. 

• The shares in a private limited company cannot be sold or transferred to anyone else 
without the agreement of the other shareholders. This rule can make some people 
reluctanttoinvestinsuchacompanybecausetheymaynotbeabletoselltheirshares 
quicklyiftheyrequiretheirinvestmentback. 

• The accounts of a company are less secret than for either a sole trader or a partnership. 
Each year the latest accounts must be sent to the Registrar of Companies and members 
of the public can inspect them. Mike and Gita have to be prepared to allow more 
information about their business to be known to other people. 

• Most importantly for rapidly expanding businesses, the company cannot offer its shares 
tothegeneralpublic. Thereforeitwill notbepossibletoraisereallylargesumsofcapital 
toinvestbackintothebusiness. 

Private limited companies - how su itable is t his form of organisation? 
Mike and Gita were impressed by the benefits of a private limited company form of 
organisation. The solicitor told them it was a very common form of organisation for family 
businesses or partnerships when the owners wished to expand them further AND wanted to 
reduce the risk to their own capital. Private limited company status allows more capital to 
beraised-andthisisoftensufficientforall but the largest businesses. The solicitor offered 
to help Mike and Gita fill out the necessary legal forms to turn their business into a private 
limited company. 



Tipsforsuccess 
When answering 
questions 
that refer to 
'companies'then 
the business 
must be either a 
private limited 
or public limited 
company.The 
term'companies' 
should not be 
used when 
referring to 
sole traders or 
partnerships. 

Business organisations: the private sector 

D 
As directors of the private limited company, both Mike and Gita have very important roles 

Revision summary: private limited companies 
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This form ofbusiness organisation is most suitable for very large businesses. Most 
large, well-known businesses are public limited companies as they have been able to 

raise the capital to expand nationally or e\•en internationally. 
Smdems often make two mistakes about public limited companies: 

l Public limited companies are not in the public sector ofindusrryas manysmdems 
believe. They are not owned by the government but by private individuals and as a 
result they are in the private sector. 

2 TI1e title given to public limited companies can cause confusion. This is why in the UK, 
public limited companies are given the title 'pie' after the business name, for example 
J Sainsbury pie. In otl1er cotmtries, the title 'Limited' is used.111.is must not be 
confused with tl1e UK use of'Limited' which refers only to private limited companies. 
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The table below might help. 

Private sector companies 

Priva te limited rompanies Publiclimited tompa nies 

limited or Ltd pie 

South Africa and rnme other countries Proprietary Limited or {Pty) Ltd limited 

Do not worry about the different terms used. In the Cambridge !GCSE~ examinations, 
the questions will make it dear what type of company is being referred to. 

Case study example 
Express Taxis Ltd hadbeenoperatingandexpandingformanyyears. Thetwodirectors, 
Mike and Gita, still owned most of the shares. The company owned 150 taxis and had 
diversifiedintobusservices. ltowned35buses. TheGovernmenthadrecentlyannounced 
the privatisation of all bus services in the country. Both Mike and Gita were determined 
to expand the business further by buying many of these bus routes from the Government. 
Many new buses would be needed . A huge investment of around S90 million would be 
needed. Although profitable, the private limited company could not afford this sum of 
money. 

Mike and Gita went to see a specialist business financial consultant at a large bank. The 
consultant was impressed by the directors' plans and advised them to convert their company 
intoapubliclimitedrompany. Heexplainedtheprocedurefordoingthisandthebenefits 
anddrawbacksofthischange. 

Activity 4.2: Amin forms a limited company 
Read Activity 4.1 again. Amin decided not to form a partnership with his uncle. Instead, 
Syearsaftersettinguphisbusiness,heisthinkingofformingaprivatelimitedcompany. 
Amin would sell shares in this new company to friends and relatives but he wants to keep 
most shares himself. He is very busy repairing romputers and fitting new romputer systems 
for the large number of customers who appreciate Amin's IT skills and like the personal 
service he offers. He wants to raise capital to pay for a bigger workshop and two new vans. 
He plans to employ at least two other IT engineers. Amin is also thinking of recruiting a 
manager to help him deal with customers and the acrountin9 side of the business. Amin has 
been told that when he creates a private limited company his 'personal risk will be reduced 
but that he will still own most of the business' . 

a) Identify and explain two advantages and two disadvantages to Amin of ronverting his 
businessintoaprivatelimitedcompany. 

b) Do you think that a private limited company is the appropriate form of organisation for 
Amin's business? Justify your answer. 



Definitions to 
learn 
An Annual 
Genera l Meeting 
isalegal 
requirement for 
all companies. 
Shareholders may 
attend and vote 
on who they want 
to beon the Board 
of Directors for 
the coming year. 

Business organisations: the private sector 

A public limited company has certa in advantages and disadvantages 

Adva ntages of a public limited company 

• This form of business organisation still offers limited liabili ty to shareholders. 
• It is an incorporated business and is a separate legal unit. Its accounts arc kept 

separately from those of the owners and there is continuity should one of the 
shareholders die. 

• There is now the opportunity to raise very large capital sums to invest in the 
business. There is no limit to the number of shareholders a public limited company 
can have. 

• There is no restriction on the buying, selling or t ransfer of shares. 
• A business rrading as a public limited company usually has high srams and should 

find it easier to attract suppliers prepared to sell goods on credit and banks willing 
to lend to it than other rypes of businesses. 

Disadvantages of a public limited company 

• The legal fonnalitics of forming such a company arc quite complicated and rime 
consuming. 

• There are many more regulations and controls over public limited companies 
in order to try to protect the interests of the shareholders. This includes the 
publication of accounts, which anyone can ask to see. 

• Some public limited companies grow so large that they become difficult to 
control and manage. 

• Selling shares to the public is expensive. The directors will often ask a specialist 
merchant bank to help them in this process. It will charge a commission for its 
services. The publication and printing of thousands of copies of the prospccms is 
an additional cost. 

• There is a very real danger that although the original owners of the business might 
become rich by selling shares in their business they may lose control over it when 
it 'goes public'. This is an important point which we will investigate further. 

Contro l and ownersh ip in a public limited company 

In all sole trader businesses and partnerships the owners have control over how their 
business is run. They rake all the decisions and try to make the business achic\'e the 
aims that they set. This is also the case in most private limited companies which have 
relatively few shareholders. The directors arc often the majority shareholders so they 
can ensure that their decisions arc passed at all meetings. 

With a public limited company the situation is very different. There are often 
thousands of shareholders - even millions in the case of the largest companies. It is 
impossible for all these people to be involved in raking decisions - although they arc 
all invited to attend the Annual General Meeting (AGM). The only decision that 
shareholders can have a real impact on at the AGM is the election of professional 
managers as company directors. They are given the responsibility of running the 
business and raking decisions. They will only meet with the other shareholders at the 
annual AGM. The directors cannot possibly conuol all of the business by themselves 
so they appoint other managers, who may not be shareholders at all, to rake day-to­
day decisions. The diagram below explains this situation. 
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Definiti ons to 
learn 
Dividends are 
payments made 
to shareholders 
from the profits 
(aftertax)ofa 
company. They 
are the return to 
shareholders for 
investing in the 
company. 
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Ownership 

Control and ownership in a public limited company 

So, the shareholders own, bur the directors and managers control. Sometimes, this is 
called the divorce between ownership and control. 

Docs this mancr? It might be important for the shareholder. It means that the 
directors and managers may run the business to meet their own objectives. These 
could be increased stams, growth of the business to justify higher management 
salaries, or reducing dividends to shareholders to pay for expansion plans. The 
shareholders arc not able to influence these decisions - other than by replacing the 
directors at the next AGM. Doing this would give the company very bad publicity 
and cause the business to be unstable as the new directors may be inexperienced. 

Mike and Gita now have to explain the performance of the company to a large number of 
shareholdersattheAGM 

Case s tudy example 
Mike and Gita had decided to convert the company into a public one - Express Taxi and Bus 
plc. Bysellingsharesintheircompany,theyhadnotonlyraisedthecapitaltheyneededbut 
they had also become very rich. They were elected as directors at the first AGM for the new 
plc. Theexpansionintobuyingtheprivatisedbuscompanieswassuccessful-atfirst. Profits 
rose and management salaries did too. However, new bus competitors were forcing bus 
fares down. Profits started to fall . The accounts published last year showed the lowest profits 
for three years. Mike and Gita were voted off the Board of Directors. They no longer had a 
majority of the shares - when it was a private limited company they owned 50 per cent of the 
shareseach. Since'goingpublic',theyownedonly20percentofthetotalsharesissued. They 
had lost control of what had been their business. The new directors owned few shares. They 
cut dividends to shareholders and announced a new expansion programme to increase profits . 

Mike and Gita were rich but they no longer controlled the business that had once 
belonged just to them. Mike missed being in control. He was thinking of sett ing up his own 
businessbybuyingaluxuryhotel . Heplannedtooperateasasoletrader! 
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Revision summary: public limited companies 
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Activity 4.3 
a) How does the existence of limited liability benefit an individual shareholder? 
b) Does limited liability make it easier or more difficult for companies to attract new 

shareholders?Explainyouranswer. 
c) Explain why a sole trader might not want to convert the business into a partnership. 
d) It is possible to convert a public limited company back into a private limited company. 

Thisisdonebyindividualsbuying upamajorityoftheshares. Richard Branson did this 
several years ago with the Virgin Group. Why might Mike and Gita have wanted to do 
thiswiththeExpressTaxiandBusplc? 

Risk, ownership and limited liability- summary 

Businessorganisation Risk Ownership 

Sole Trader Carried by sole owner One person 

Partnership Carried by all partners Several partners 

Private Limited Company Shareholders up to their Shareholders - may be few or 
original investment many but ~ares cannot be sold to 

the public 

Public Limited Company Shareholders up to their Shareholders - many (may be 
original investment millions!) 

Limited 
li ab ility 
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Other private sector business organisations 
Two other types of private sector business organisation exist. 

Joint ventures 
A joint venture is when two or more businesses agree to scan a new project together, 
sharing rhe capital, the risks and rhe profits. Many European companies have set up 
joint ventures in China with Chinese businesses, as the local managers will have good 
knowledge of marker needs and consumer tastes. 

Adva ntages o f jo int ventures Disadvantages of joint ventures 

Sharingolcost1-veryimportantlor llthenewprojectissua:esslul,thentheprofitshaveto 
expensiveproject11uc:hasnewaircrah be!.haredwiththejointventurepartner. 

Local knowledge when joint venture Dis.agreements over important decisions might occur 
companyisalreadybasedinthecountry 

Risb are ~red The two joint venture partners might have different Wd"fl 

olrunningabusines1 - differentrnltures 

Case study: Wal mart's joint venture in India 
Wal mart is the world's largest retail bus iness . The company wanted to enter the Indian 
market for the fi rst time in 2009. Walmart did not set up its own stores initially as it had 
little knowledge of the Indian market or Indian consumers. Walmart set up a joint venture 
with Bharti Ente rprises,oneof lndia'slargestbusinessgroups.Thejointventuresetup a 
business called BestPrice Modern Wholesale which sells vegetables to hotels, restaurants and 
shops. One day, Wal mart might open t heir own na med stores in Ind ia - as it has in ma ny 
Asian countr ies. 



Definitions to 
learn 
A franchise is a 
business based 
upon the use of 
the brand names, 
promotional 
logos and trading 
methods of an 
existing successful 
business.The 
franchisee buys 
thelitenceto 
operate this 
business from the 
franchisor. 

Other private sector business organisations 

Activity-4.4 
Readthecasestudyon page 46. 

a) Whatismeantby'jointventure'7 
b) Identify and explain two benefits to Walmart of setting up a joint venture to enter the 

Indian market. 
c) Identify and explain two problems that Walmart might have in future if it opens its own 

stores in India. 

Franc hi sing 
This is now an extremely widespread form ofbusiness operation. The franchisor is 
a business \\'ith a product or service idea that it does not want to sell to consumers 
directly. Instead, it appoints franchisees to use the idea or product and to sell it 
to consumers. Two of tl1e best known imernarional examples of a fra nchise are 
McDonald's restaurants and The Body Shop. 

Advantages 

To the franchisor 

• Thelranchi!ieebuysa 
li(encelromthelranchisor 
tousethebrandname 

• Expans.ionofthe 
franchised business is 
muchfasterthanifthe 
franchisor had to finance 
all new outlets 

• The management of the 
outletsi1there~mibility 
ofthelram:hisee 

• Allproducts50ldmust 
be obtained from the 
franchisor. 

Disadvantages • Poor management of one 
franchised outlet could 
leadtoabddreputation 
for the whole business 

• Thelranchi!ieekeeps 

To the franchisee 

• Thechancesofbusinessfailurearemuch 
reduced because a well-known product is 
being sold 

• Thelranchisorpaysforadvertising 
• All Mipplies are obtained from a central source 

-the franchisor. 
• There are fewer decisions to make than with 

anindependentbusiness-prices,storelayout 
andrangeofproduruwillhavebeendecided 
bythelranchi1or. 

• Training for staff and management is provided 
by the franchisor. 

• Banksareohenwillingtolendtofranchi!iees 
duetorelativelylowrisk. 

• lessindependencethanwithoperatinganon­
lranchisedbus.iness. 

• May be unable to make decisions that would 
suitthelocalarea - e .g. newproductsthatare 
notpartoftherangeofferedbythelranchisor. 

Tips fo r success profits from the outlet • Licencefeemustbepaidtothefranchisorand 
pos1iblyapercentageoftheannualturnover. 

Many well known 
international 
businesses 
(multinational 
corporations)use 
franchis ing as a 
way of expanding 
into new foreign 
markets . The 
combination of a 
la rge well-known 
business and the 
local knowledge 
of the franchisees 
can lead to 
very successful 
o perations. 

Franchisee 
contributes: 

="'"""' nameond 
prud uct, 

odertl.sing 
ondtmlnlng 

Franchisedbusinessesgivebenefitstoboththefranchisorandthefranchisee-buttheymust 
both contribute too 
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Business organisations in the public sector 
The public sector is a very important part of the economy of all mixed economies. 
The term 'public sector' includes all businesses owned by the state and local 
government, public services, such as hospitals, schools and the fire services, and 
government departments. 

Public corporations 
These are wholly owned by the state or central government. They are usually 
businesses which have been nationalised. This means that they were once owned by 
private individuals, but were purchased by the government. Examples of these in 
many countries include water supply and rail services - but, as we saw in Chapter 2, 
even these businesses are now being privatised in many countries. 

Public corporations are owned by the government but it does not directly operate 
the businesses. Government ministers appoint a Board ofDirectors, who will be 
given the responsibility of managing the business. The government will, however, 
make clear what the objectives of the business should be. The directors are expected 
to run the corporation according to these objectives. 

Adva ntages of public corporations 

• Some industries are considered to be so important that government ownership is 
thought to be essential. TI1is includes water supply and electricity generation in 
many countries. 

• If industries are controlled by monopolies because it would be wasteful to have 
competitors - two sets of railway lines to a certain town, for example - then these 
narural monopolies are often owned by the government. It is argued that this will 
ensure that consumers are not taken advantage ofby privately 01-vned monopolists. 

• If an important business is failing and likely to collapse, the government can step in 
to nationalise it. This will keep the business open and secure jobs. 

• Important public services, such as TV and radio broadcasting, are often in the 
public sector. Non·profitable but important programmes can still be made available 
to the public. 

Disadvantages of public corporations 

• There are no private shareholders to insist on high profits and efficiency. The profit 
motive might not be as powerful as in private -sector industries. 

• Government subsidies can lead to inefficiency as managers will always think that 
the government will help them if the business makes a loss. It may also be unfair if 
the public corporation receives a subsidy but private firms in the same industry do 
not. 

• Often there is no close competition to the public corporations. There is therefore a 
lack of incentive to increase consumer choice and increase efficiency. 

• Governments can use these businesses for political reasons, for example to create 
more jobs just before an election. This prevents the public corporations being 
operated like other profit-making businesses. 



Business organisations in the public sector 

O ther public sector enterpri ses 
Local government authorities or municipalities usually operate some trading activities. 
Some of these services are free to the user and paid for out of local taxes, such as 
street lighting and schools. Other services are charged for and expected to break even 
at least. These might include street markets, swimming pools and theatres. If they do 
not cover their costs, a local governmem subsidy is usually provided. In order to cut 
costs and reduce the burden on local raxpayers, an increasing range of services is now 
being privatised, so reducing the role of local government in providing goods and 
services. 

Examplesofotherpublicsectorenterprises 



Types of business organisation 

International business in focus: private companies 'go public' 
TD Power Systems was incorporated as a private limited company in India in 1999. It has 
slowly expanded itsrangeofadvancedelectricgenerators. By2011 the company needed 
more capital to: 

• paybackdebt 
• investinahugeexpansionofitsfactoryinDabaspet. 

Theprivateshareholdersdecidedtosellatleast25percentoftheirsharesandconvertthe 
business into a public limited company. This decision raised the capital needed. 

Reva Medical makes medical equipment in San Diego, US. The owners were keen to take 
the business 'public' to raise capital for new research into heart medicine equipment. There 
was little interest from shareholders in the US- they were worried the profits from the new 
equipment would take several years to be earned. Reva's directors looked abroad - and 
decided on converting into a public company in Australia! The sale of shares on the Australian 
StockMarketallowedthecompanytoraisethefinanceneeded. 

The owners of some young businesses have decided against 'going public' because of the 
cost involved, the loss of control and the need to make more information public. 

Discussion points 
• Do you think it would be better to keep a business such as TD Power Systems as a private 

company or convert it into a public limited company? 

• Why are some business owners reluctant to convert their companies into public limited 
companies? 

Share prices in public limited companies can fluctuate daily 



Revision checklist 

Exam-style questions - Paper 1 

1 When Jameel lost his job with a fruit and vegetable shop that closed down he 
decided to open his own store. He had good contacts with suppliers. They said 
they would give him one month's credit before he paid for supplies. Jameel 
had $5000 in savings to invest in the shop. He thought this would be sufficient 
to start the business. He is an independent man - he never liked taking the 
manager's orders in the food shop! He wanted to operate his new business as a 
sole trader. 
a) What is meant by 'sole trader'? [2) 
b) Identify two other types of business organisation. [2) 
c) Identify and explain two benefits to Jameel of operating his business as 

a sole trader. [4) 
d) Identify and explain two drawbacks to Jameel of operating his business 

as a sole trader. [6) 
e) Do you th ink Jameel should open new branches of his business by selling 

franchises? Justify your answer. [6) 

2 Aurelie and Nadine set up the A and N Partnership ten years ago. It specialises 
in handmade shoes and boots. The business now employs around 20 people. 
Demand for these products is increasing rapidly. The partners need to invest 
much more capital in the business but they need to avoid a lot of risk as they 
both have families dependent on the income made from the business. Their 
main competitor is ShoeWorks pie, which has a much larger market share than 
A and N and can afford extensive advertising. 
a) What is meant by 'partnership'? [2) 
b) Identify two benefits to Aurelie and Nadine of the partnership legal 

structure. [2) 
c) Identify and explain two possible benefits to ShoeWorks pie of being a 

public limited company. [6) 
d) Identify and explain two drawbacks of the partnership form of legal 

structure to Aurelie and Nadine. [6) 
e) If the A and N Partnership business continues recommend whether a 

private limited company is a suitable form of legal structure for this 
business. Justify your answer by considering the advantages and 
disadvantages of a private limited company. [6) 

Revision checklist 

In this chapter you have learned: 

• the differences between sole trader and partnership organisations 
• the differences between unincorporated businesses and limited companies 
• the differences between private limited companies and public limited companies 
• what franchising and joint ventures are 
• the features of business organisations in the public sector 
• how to recommend and justify suitable forms of business organisation to 

owners and managers in particular circumstances. 

NOW - test your understanding with the revision questions on the CD-ROM . 



Business objectives and stakeholder 
objectives 

Definitions to 
learn 

object ives are the 
aims or targets 
that a business 
works towards. 

This chapte r w ill expla in the: 
• the need for and importance of business objectives 
• objectives that can be set for a business in the private sector including social 

enterprises 
• business objectives in the public sector 
• factors that influence which objectives are set 
• different stakeholder groups with an interest in a business 
• objectives of stakeholder groups 
• potential conflict between objectives. 

Business objectives - why set them? 
An objective is an aim or a target ro work towards. All businesses should have 
objectives. They help to make a business succ.essful - although just setting an 
objective does not 'guarantee success'. The benefits of setting objectives arc: 

• They give workers and managers a clear target ro work towards and this helps 
motivate people. 

• Taking decisions will be focused on: 'Will it help achieve our objectives?' 
• Clear and measurable objectives help unite the whole business towards the same 

goal. 
• Business managers can compare how the business has pcrfonncd with their 

objectives - to sec if they have been successful or not. 

So setting objectives is very important for all businesses - small or large, newly 
formed or well established. 

What objectives do businesses set? 
Objectives arc often different for different businesses. A business may have been 
formed by an cmrcprcncur to provide cmploymcm and security for the owner or 
his/her family. It could have been started to make as big a profit as possible for the 
owner. On the other hand, the business might have a more charitable aim in mind -
many of the leading world charities arc very large businesses indeed. 

The most common objectives for businesses in the private sector arc to achieve: 

• business survival 
• profit 
• returns to shareholders 
• growth of the business 
• market share 
• service to the community. 

Surviva l 
\Vhcn a business has recently been set up, or when the economy is moving imo 
recession, the objectives ofthe business will be more concerned with survival than 



Definitions to 
learn 
Profit is total 
income of a 
busine5S(sales 
revenue)le5Stotal 

What objectives do businesses set? 

anything else. New competitors can also make a firm feel less secure. The managers 
of a business threatened in this way could decide to lower prices in order to survive, 
even though this would lower the profit on each item sold. 

Profit 
When a business is owned by private individuals rather than the government it is 
usually the case that the business is operated with rhe aim of making a profit . The 
owners will ead1 take a share of these profits. Profits are needed to: 

• pay a return to the owners of rhe business for rhe capital invested and rhe risk 
taken 

• provide finance for further investment in the business. 

Without any profit at all, the o\\11crs are likely to dose the business. 
Will a business cry to make as much profit as possible? It is often assumed that this 

will be the case . But there are dangers to this aim. Suppose a firm put up its prices to 
raise profits. It may find that consumers stop buying their goods. Other people will 
be encouraged to set up in competition, which will reduce profits in the long term 
forrhc original business. 

It is often said that the owners of a business will aim fur a satisfactory level of 
profits which will avoid them having to work too many hours or paying too much in 
tax to the government. 

Returns to shareholders 
Shareholders own limited companies (see Chapter 4 ). The managers of companies 
will often set the objective of'increasing rcmrns to shareholders'. This is to 
discourage shareholders from selling their shares and it helps managers to keep 
rhcirjobs! 

Remrns to shareholders are increased in two ways: 

• increasing profit and the share of profit paid to shareholders as dividends 
• increasing share price - managers can try to achieve this nor just by making 

profits but by purring plans in place that give the business a good chance of growth 
and higher profits in fomrc. 

Growth 
The owners and managers of a business may aim for growth in the size of 
rhe business - usually measured by value of sales or output - for a number of 

• to make jobs more secure if the business is larger 
• to increase the salaries and stams of managers as rhc business expands 
• to open up new possibilities and help to spread the risks of the business by moving 

into new products and new markets 
• to obtain a higher market share from grmvch in sales 
• to obtain cost advantages, called economies of scale, from business expansion. 

These arc considered in more detail in Chapter 18. 

Growth will only be achieved if the business's customers arc satisfied with the 
products or services being provided. For this reason it might be important to put 
meeting customers' needs as a very high priority. 



Business objectives and stakeholder objectives 

Definit ions to 
learn 
Market share is 
the proportion of 
total market sales 
achieved by one 
business. 
A socia l ente rprise 
has social 
objectives as well 
asanaimtomake 
a profit to reinvest 
back into the 
business. 

Market share 
If rhe total value of sales in a marker is $ I 00 million in one year and Company A sold 
$20 million, then Company A's market share is 20 per cent. 

Marker share % = Company sales x 100 
Toralmarkersales 

Increased marker share gives a business: 

• good publicity, as they could claim that they are becoming 'the most popular' 
• increased influence over suppliers, as they will be very keen to sell to a business that 

is becoming relatively larger than others in the industry 
• increased influence over customers (for example , in setting prices). 

Providing a service to society 
Social enterprises are operated by private individuals - they are in the private sector - but 
they do not just have profit as an objecth'e. The people operating the social enterprise 
often set three objectives for their business: 

• social: to provide jobs and support for disadvantaged groups in society, such as the 
disabled or homeless 

• environmental : to protect rhe environment 
• fin an cial: to make a profit ro invest back into the social enterprise to expand the 

social work that it performs. 

An example ofa social enterprise is RangSurra in India. This helps very poor village 
communities develop skills in craft work and clothing products and helps them 
market their products at a fuir price. 

A display of RangSutra products. RangSutra's core value is 'respect for both the producer and 
customer' . They ensure a fair price to the producer as well as quality products to the customer. 
Profits earned from sales go back to ensure a better life for their communities, as the producers 
arealsotheownersofRangSutra. 



T ips fo r success 

Do not suggest 
that'making 
as much profit 
as possible' is 
always the most 
likely objective 
ofabusiness. lt 
might depend 

conditions and 
the original aims 
oftheowners­
forexample,they 
could have been 
more focused on 
helping groups 
in society than 
making money. 

D e fin itions to 
learn 
A stakeho lde r 
is any person 
or group with a 
direct interest in 
the performance 
and activities of a 
business. 

Which stakeholder groups are involved in business activity? 

Why business objectives could change 
It is most unusual for a business to have the same objective forever! Here are some 
examples of situations in which a business might change its objective. 

l A business set up recently has survived for three years and the owner now aims to 
work towards higher profit. 

2 A business has achieved higher market share and now has the objective of earning 
higher remrns for shareholders. 

3 A profit-making business operates in a coumry facing a serious economic recession 
so now has the short-term objective of survival. 

A ctivity 5 . 1: Which objective fo r which b u siness? 

Herearebriefdetailsoffourbusinesses. 

• A small fi rm of builders which has noticed new businesses being set up in the building 
industry. 

• A recently established business in the rapid ly expanding computer industry, which is 
owned by two young and ambitious entrepreneurs. 

• A large book publishers which dominates the market in textbooks in your country. 
• A g roup of people who are concerned about the lack of clean water provided to poor 

a) Identify and explain the most likely main objective of the managers of each of th­
businesses. 

b) lneachexample,explainthedecisionsthatcouldhelp thebusinessestoachievethese 
objectives. 

Which stakeholder groups are involved in 
business activity? 
The following groups of people are involved in business activity in one way or 
another,orareaffected byit: 

• consumers 
• workers 
• government 
• managers 
• banks 
• the whole community. 

These groups are sometimes called the stakeho lders of the business as they have 
an interest in how the business is run. Some of these groups are imernal to the 
business - they work for it or own it - and others are external - cl1ey are groups 
outside of the business. 

Why are these groups of people imponamto business/ How are they affected by 
business activity? Consider the table on page 56. 



Business objectives and stakeholder objectives 

Stakeholder 

Owners 
{Internal) 

Workers 
{Internal) 

Manager.; 
{Internal) 

Customer.; 
{External} 

Main features Mostlikelyobjec:tivesforthe stakeholder 

• Theyputcapitalintosetupandexpandthebusiness • shareoftheprofitssothattheygainarateof 
• Theywilltakeashareoftheprofitsifthebusiness returnonthemoneyputintothebusiness 

succeeds • growthofthebusinesssothatthevalueof 
• lfthebusinessdoesnotattractenoughcustomer1,then theirinvestmentincreases 

may lose the money they invested 
• Theyarerisktakers. 

• Theyareemployedbythebminess;theyarealsocalled 
employees 

• Theyhavetofollowtheinstruc:tionsofmanagersand 
mayneedtr.-iiningtodotheirworkeffectively. 

• They may be employed on full- or part-time contracts 
andonatemporaryorpermanentbasis 

• If there is not enough work for all workers, some may 
be made redundant {retrenchment) and told to leave 
thebusines1 . 

• regular payment for their work 
• contract of employment 
• job security- worker.; do not want to look for 

new jobs frequently 
• jobthatgivessatisfactionandprovides 

motivation 

• They are also employees of the business and control the • high salaries because of the important 'N!lrk 
workofotherworker1 they do 

• They take important decisions • job security- this depends on h<M' successful 
• Theirsurressfuldecisiomcouldleadtothebusiness theyare 

expanding • growthofthebusinesssothatmanagerscan 
• If they make poor decisions, the business could fail control a bigger and better known business 

This gives them more status and power 

• Theyareimportanttof'!'lerYbusiness.Theybuythe 
goodsthatthebusinessproducesortheservicesthat 
the business provides 

• Without enough customer.;, a business will make losses 
and will eventually fail 

• Themostsuccessfulbusinessesoftenfindoutwhat 
consumer.; want before making goods or providing 
services -thisiscalledmarketresearch. 

• safe and reliable products 
• value for money 
• well-designed products of good quality 
• reliabilityofserviceandmaintenance 

Government • They are respomible for the economy of the country. • want businesses to succeed in their country. 
{External} • They pass laws to protect 'N!lrkers and consumer1 Sua:essful businesses will employ workers, pay 

taxesandinc:reasethecountry'soutput 
• expectallfirmstostaywithinthelaw-laws 

affect business activity 

The whole • The community is greatly affected by business activity. • jobs for the working population 
community For example, dangerous products might harm the • production that does not damage the 
{External} population.Factoriescanproducepollut ionthat environment 

damagesriver1,theseaandairquality. • safeproductsthataresoc:iallyresponsible 
• Businessesalsoc:reatejobsandallowworkerstoraise 

theirlivingstandards.Manyproductsarebeneficialto 
thecommunity,suc:hasmedicinesorpublictram.port 

Banks • Theyprovidefinanceforthebusiness'soperatiom • expectthebusinesstobeabletopayinterest 
{External} andrepaycapitallent-busines1mustremain 

liquid 



Tips fo r success 
You should not 
suggest t hat 
public-sector 
businesses'donot 
want to make a 
profit' .Mostof 
themdohavethis 
aim-but they 
have other 
objectives set 
forthemby 
governments too. 

Objectives of public-sector businesses 

Objectives of public-sector businesses 
ln Chapter 2 we explained that the government owns and controls many businesses 
and other activities in mixed economies. These were in the public sector. What are 
the likely objectives for public-sector businesses and organisations? 

• Financial: Meet profit targets set by government - sometimes the profit is 
reinvested back in the business and on other occasions it is handed over to the 
government as the 'owner' of the organisation. 

• Service: Provide a service to the public and meet quality targets set by government. 
For example , health services and education services will be expected to achieve 
targets laid down for them , and state-owned train and postal services will have 
reliability and puncmality targets. 

• Social: Protect or create employment in certain areas - especially poor regions with 
few other business employers. 

Rev isio n summary: business objectives (private sector) 
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Activity 5.2: Coca-Cola's objectives 
Coca-Cola's senior managers have set the objective of increasing returns to owners of the 
company- that is, its millions of shareholders. However, the managers believe that this can 
onlybeachievedifCoca-Colameetsthreeotherobjectives. 

• Remain the world's largest soft drinks company by value of sales. 
• Continue to satisfy consumers with a top-value and clearly branded product. 
• Protect the environment of the local communities where Coca-Cola d rinks are made. 
a ) Why do you think the senior managers believe that 'increasing returns to owners' is 

important? 

(continued) 



Business objectives and stakeholder objectives 

Activity 5.2: Coca-Col.t's objectives (continued) 
b) Explain why Coca-Cola has set three other objectives as well as 'returns to owners'? 
c) By referring to the market in your own country, explain how you think Coca-Cola could 

achieve its aim of remaining the world's largest soft drinks company. 

Seniormanagerssetc/earobjectivesforCoca-Cola 

Conflict of stakeholders' objectives 
In the previous section we assumed that businesses could set one objective and aim 
for that. However, life is not that simple and most businesses are trying to sarisf)' the 
objectives of more than one group, as the diagram below shows. 

Case study example - business sU.ke ho lde rs 
Oilco is a large oil company operating in your country. The following stakeholder groups 
areinterestedintheworkofthiscompany. 

• Owners of the company. They are likely to want the business to work towards as much 
profit as possible. 

• Directors (senior managers of the company appointed by the owners). They will be 
interestedingrowthofthebusinessastheirsalariesarelikelytodependonthis. 

• Workers. They will want as many jobs as possible with security of employment. 
• Local community. It will be concerned about jobs too, but it will also be worried about 

pollutionfromtheoilrefinery. 
• Consumers. They will want reasonably priced products of appropriate quality - or they 

may buy goods from competitors. 

In practice, these stakeholder objectives could conflict with each other. For example: 

• it could be that a cheap method of production increases profits but causes more pollution 
• adecisiontoexpandtheplantcould leadtoadirtier,noisierlocalenvironment 
• a decision to introduce new machines could reduce the jobs at the refinery but lead to 

higher profits 
• expansion could be expensive, reducing payments to owners, and this could reduce 

short-term profits. 



Objectives of public-sector businesses 

Managers therefore have to compromise when they come to decide on the best 
objectives for the business they are running. They would be unwise to ignore the 
real worries or aims of other groups with an imerest in the operation ofrhe business. 
Managers will also have to be prepared to change the objectives over rime. Growth 
could be the best option during a period of expansion in the economy, bur survival 
by cost cutting might be better if the economy is in recession. 

ActivityS.3 
Readthecasestudyonpage58. 
a) Whatismeantby'stakeholdergroup'? 
b) Identify and explain one other possible conflict of objectives between Oilco's 

stakeholders. 

Tipsfor success Revisio n summary: business stakeho lders and their a ims 
Be prepared to 
explain how a 
business objective 
might satisfy some 
stakeholders but 
not others. 
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Business objectives and stakeholder objectives 

International business in focus:Toyota makes clear its business objectives 
ThePresidentofToyota,recentlyannouncedthetargetsforthebusinessoverthenextfew 
years. Thekeyobjectiveissalesgrowth. Salesof10millioncarsandtrucksby2016isthe 
main target . Toyota wants to achieve SO per cent of these sales in the 'emerging economies' 
of Asia, Africa and South America. 

Although profits are important, Toyota has set quite low earnings targets, prefe(ring to 
focus on growth in a competitive market - especially at a time when the global economy is 
so troubled by debt problems and fear of recession in some major countries. The company 
also has the aim of developing ten more hybrid models over the next five years (hybrid cars 
arepoweredbypetrolandelectricity). 

'Our two main pillars of growth in the future will be emerging markets and hybrid 
vehicles. Wecannotsitonourlaurelsinordertostaythemarketleaderinhybrids', 
Mr Toyoda said. 

Discussion points 

• WhydidtheToyotaPresidentthinkitnecessarytosetobjectivesforToyotaforthenext 
few years? 

• Why do you think sales growth and developing new models seem to be more important 
than'makingasmuchprofitaspossible'? 

• Which stakeholder groups will be affected - positively or negatively - by Toyota working 
towards these objectives? 



Revision checklist 

Exam-style questions - Paper 1 

1 Sunita and her partner Sunil decided to start a business selling flowers called 
S and S Blooms. They agreed on the business objectives they would set. There are 
several other shops in their town and there is much competition. Sunita and Sunil 
had very little cash to start their shop. However, five years after being set up, it is 
still open. Business objectives have changed. There are plans to open two or three 
more shops - perhaps by taking over some of their competitors. The business 
now employs five workers and uses several local flower growers as suppliers. 
a) What is meant by 'business objective'? [2) 
b) Identify two of Sand S Blooms' stakeholder groups, other than workers and 

suppliers. [2) 
c) Identify and explain two likely business objectives for Sand S Blooms 

when the business was first established. [4) 
d) Identify and explain two likely reasons why Sunita and Sunil have 

changed the business objectives of Sand S Blooms. [6) 
e) Do you think that setting business objectives for Sand S Blooms will 

make sure that the business is successful? Justify your answer. [6) 

2 The Big Pit Mining business (BPM) owns and operates coal and gold mines in 
several different countries. It employs thousands of workers. Most of them 
work in very dangerous conditions for low pay. Rubbish from the mines is 
often dumped in local rivers. 'Making higher profits and raising returns to 
our shareholders are our most important objectives', said the Managing 
Director of BPM to his other senior managers recently. 'Shareholders are our 
most important stakeholder group', he added. 
a) What is meant by 'stakeholders'? [2) 
b) Identify two objectives that the managers might set for BPM, apart from 

profits and returns to shareholders. [2) 
c) Identify and explain two possible reasons why BPM has profit as an 

objective. [4) 
d) Identify and explain how a decision to open a new BPM mine might 

affect two stakeholder groups. [6) 
e) Do you agree with the Managing Director when he said that shareholders 

are the most important stakeholder group? Justify your answer. [6) 

Revision checklist 

In this chapter you have learned: 

• why a business needs objectives and the different objectives that can be set 
• the objectives of public-sector organisations 
• what stakeholder groups are and the objectives they have 
• the potential for conflicts between objectives. 

NOW - test your understanding with the revision questions on the CD· ROM. 



Understanding business activity 

Understanding business activity: end of 
section case study (Paper 2 style) 

Derek'sjobistorepair 
motorcycles. He works for a 
large motorcycle sales business 
thatsellsnewandsecond-hand 
motorcycles.Derek's uncle died 
earlierthisyearandlefthim 
S10000.Hehasalwayswanted 
to work for himself and now 
hehassomemoneytostarthis 
ownbusiness.Hecoulddothis 
by opening his own business or 
buying a franchise. 

Derek is going to choose 
between opening his own 
motorcycle shop selling 

motorcycle clothes or buying a franchise from a big motorcycle clothes retail business. To 
open his own motorcycle clothes shop will take a lot of effort to find a suitable location 
withtheshopfittingsneeded. Buyingafranchiseforaclothesshopwillbeexpensive. 
However, the franchise company will help Derek with a lot of the start up problems such as 
finding a suitable shop. 

Appendix 1: letter to bank manager 

Dear Sir/Madam 
I want to set up my own business. I have S 10 OOO to invest in my business but I need 
additionalfunds.l havetwopossiblebusinessideas. 

The first one is to set up my own motorcycle clothes shop and for that I will need an 
additional S 15 OOO to buy clothes for the shop. I will rent my shop. 

The second idea is to buy a franchise for a motorcycle clothes shop and for that I will 
need an additional S100 OOO. SSO OOO will be needed to buy the franchise and SSO OOO 
to buy clothes inventories. I will rent my shop. 

I would like to come to see you to discuss my two ideas. 

Yours faithfully, 

Derek 

1 a) ldentifyandexplainfour personalcharacteristicsthatDerekneedstobea 
successful entrepreneur. [8] 

b) Derek has to decide which type of business organisation to choose if he sets up his 
own business. Consider the advantages and disadvantages of the following types 
of business organisation. Recommend which one Derek should choose. Justify 
your choice. 
• Soletrader. 
• Partnership. 
• Privatelimitedcompany. [12] 

2 a ) Identify t wo stakeholders in Derek's new business. Explain why each stakeholder 
isinterestedinhisbusiness. [8] 

b) ConsidertheadvantagesanddisadvantagestoDerekofbuyingafranchisefroma 
big clothes retail business instead of setting up his own clothes shop. Which option 
doyouthinkheshouldtake?Justifyyourchoice. [12] 
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@ Motivating workers 

Definit ions to 
leam 
Motivation is 
the reason why 
employee5want 
to work hard and 
work effectively 
for the business. 

This chapter will explain: 
• why people work and motivation theories 
• what are the factors that motivate workers (f inancial and non-financial rewards) 
• job satisfaction. 

Why people work 
People work for a variety of reasons. The main reason why most people work is 
because they need to earn money to buy food and the basic necessities for life. But 
some work is voluntary and does nor yield any money. This chapter considers a wide 
range of motivations for work and how firms can make use ofrhis motivation to 

encourage their workers to work more effectively. H igh productivity in a business 
usually comes from a workforce rhar is motivated ro work effectively and from this 
comes increased profits. It also considers leadership styles which might be used by 
managers, the effect of trade unions on the workers and legal considerations when 
employing workers. 

The reasons why people work arc summarised in the diagram below. 
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Of course, improved organisation in a business and/or the increasing use of new 
technology, especially when it replaces workers, result in productivity gains. H owever, 
businesses also need to recognise that the value of their employees' output, in terms 
of how much they produce and the quality of it, comes from how well motivated 
they arc to work effectively. Employees arc a firm's greatest asset! 
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Motivation theories 

Motivation theories 
When people work for themselves they tend to work hard and effectively as they see 
rhe direct benefits of their labours. H owever, once people work for someone else 
then they may nor work as effectively. One of the rasks of management is to get their 
workforce to contribute fully to the success of the business. To this end, many studies 
have been carried out to discover what makes employees work effectively. Three main 
theories are outlined on the following pages. 

F.W. Taylar 
Frederick Taylor starred his working life as a labourer in a factory in America in 
rhe 1880s. He rose to become chief engineer. During this rime he conducted 
experin1ents, at the steel company where he worked, into how labour productivity 
could be increased. Taylor based his ideas on the assumption rhar all individuals are 
motivated by personal gain and therefore, if they are paid more, they will work more 
eflecrively. He was looking at workers who worked in factories. H e broke down their 
jobs imo simple processes and then calculated how much output they should be able 
to do in a day. If they produced this target output, they would be paid more money. 
Taylor saw employees rather like machines - when they were working hard, their 
productivity would be high and therefore their labour costs would be low. (Any extra 
output would be worth more than the exrra pay the workers received. ) 

Taylor's ideas resulred in big productivity gains at rhe company where he worked 
and many other businesses adopted his ideas. But there are several criticisms of 
Taylor's ideas: 

• his ideas were too simplistic - employees are motivated by many things and nor 
jusrmoney 

• you can pay an employee more money, but if they are unfolfilled by their work in 
some way, there will be no increase in their effectiveness at work and there will be 
no productivity gains 

• a practical problem arises if you cannot easily measure an employee's output. 

Activity6. I 
a) From the following list of jobs, say what you could measure to find out how effectively 

the employees are working (how much output they are producing): 

• car p roduction worker 
• shopassistant 

• teacher 
• policeofficer 
• soldier 
• baker. 

b) Are there any jobs from the list for which output is difficult to measure? If so, explain 
whyitis d ifficulttomeasuretheiroutputineachcase. 

c) If you cannot measure workers' output, how can you pay t hem more money if they work 
harder o r more effectively? 

d) Does this p resent problems for modern economies today where the majority of the work­
force work in service sector jobs? 



Motivating workers 

Maslow 
Abraham Maslow smdied employee motivation. He proposed a hierarchy of needs, 
shown in this diagram. 
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• Businesses have begun to recognise that if employees are going to be motivated to 

work effectively then rhe higher levels in the hierarchy must be available to them -
money alone will nor be the single route to increased productivity as was thought 
by Taylor. Evidence for rhe hierarchy can be seen in people who are unemployed. 
They very often lose their self-respect and self-esteem and may nor have rhe feeling 
of belonging to society, which often comes from working. 

• Maslow also suggested rhar each level in the hierarchy must be achieved before an 
employee can be motivated by the next level. For example, once social needs are 
met, this \\ill no longer motivate rhe employee, bur the opportunity to gain the 
respect of fellow workers and to gain esteem could motivate the employee to work 
effectively. Ifrhis is rrue, then there are important messages for management in rhe 
way employees are managed. 

• There are problems in that some levels do nor appear to exist for certain 
individuals, while some rewards appear to fir into more than one level. For example, 
money allows basic needs to be purchased, bur high pay can also be a srams symbol 
or indicator of personal worth. 

• Managers must identify rhe level of the hierard1y that a particular job provides 
and then look for ways of allo\\ing the employees to benefit from the next level 
up the hierarchy. For example, workers in agriculrnre who work on a temporary 
basis, when required, will probably have physiological needs fulfilled, but security 
needs may be lacking. If they were offered full -rime jobs, they might feel more 
committed to the business and work more effectively for it. 



Tips fo r success 
Make sure you 
can explain each 
of these theories 
and also explain 
how knowledge 
ofthemcan 
help managers 
to improve the 
motivation of the 
employees. 

Motivation theories 

Activity6.l 
• Miguel works as a farm labourer for a rich landlord . He has a small house on the estate 

and is allowed to grow his own food on a piece of land next to his house. He grows 
enough food to feed himself and his family and is paid a small wage, which pays for the 
other needs of the family such as clothes. shoes and medicines. 

• Pierre works in a car factory on the assembly line. He works in a team of other workers 
welding the car body together. He is also a member of the company football team. He is 
wellpaidandhisfamilycanaffordquiteafewluxuries. 

• Anya has a degree in Business Management and professional qualifications in human 
resources management. She is the Human Resources Manager of a large company. She 
has her own office with her name on the door and is in charge of the rest of the human 
resources staff. She works long hours but feels it is worth it if the right employees are 
recruited to the company. 

Identify which of Maslow's needs are being satisfied for each of these employees. Explain 
thereasonsforyourchoices. 

Herzberg 
Frederick Hcrzbc rg's motivation theories were based on his smdy of work on 
engineers and accountants in the US. According to Herzberg, humans have two sets 
of needs; one is for the basic animal needs, which he called ' hygiene' factors or needs, 
and the second is for a human being to be able to grow psychologically, which he 
called 'motivational' needs or 'motivators'. 

achievement 

recognition 

personal growtWdevelopment 

advancement/promotion 

work itself 

' Hygiene'(or'maintenance')factors 

security 

won<.rnnditions 

companypolicie1andadministration 

relation1hipwith1uperviwr 

relationshipwithsubordinates 

salary 

According to Herzberg , the ' hygiene' facto rs must be satisfied ; if they arc not 
satisfied, they can act as dcmotivators to the worker. H owever, they do not act as 
motivators, as once satisfied the effects of them quickly wear off True motivators arc 
found in other factors , as shown in the table above. 



Motivating workers 

Case stud y exam p le 
Company A employs 100 workers taking telephone orders and making calls to potential 
customers. The company thinks it treats its workers well. The offices they work in are well 
lit, warm but not too hot, the salary is similar to the pay in other similar jobs. the supervisors 
are polite and keep checking the work of the employees. The workers are told what to do 
and have no opportunities for promotion. There is no recognition of workers who have 
done well in their jobs. The management is worried because the workers do not seem to be 
particularlyhappyandhavenotincreasedtheirproductivity. There is high labour turnover. 

Activity6.3 
Readthecasestudyabove. 
a) Why do you think the workers might not be happy in their jobs? 
b) Suggest ways the management might increase the motivation of their employees. 

People often say that money is rhe main motivator. It may nor be. Surveys show 
rhar rhe other factors discussed above may be much more imponam to people than 
money alone. The lack of these other motivators is often a reason why employees 
leave a job and seek employment elsewhere. 

Revis ion summary: motiva tion theories 
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Motivating factors - financial 
rewards/ motivators 
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It is rhe responsibility ofmanagemenr, and often the Human Resources department, 
to motivate the workforce. A well-motivated workforce helps to raise productivity. 
Employees who arc well motivated tend to have fewer days off work and arc less 
likely to have grievances which result in strike action. 

So how can managers motivate their employees - whether it be in the office or on 
rhe factory floor? There are three factors which can motivate employees: 

• financial rewards 
• non-financial rewards 
• introducing ways to give job satisfaction. 



Definitions to 
le~rn 
A w.g,e is 
payment for 
work,usuallypaid 
weekly. 

Motivating factors - financial rewards/motivators 

Financia l rewards 

Pay may be seen as a main reason for working, but there arc other reasons, as has 
been discussed in 'Motivation theories' on pages 65--68. H owever, pay may be 
used to give incentives to employees to encourage them to work harder or more 
effectively. Payment can rake various forms, the most common of which are outlined 
below. 

Wages 

Wages arc often paid C\'cry week, sometimes in cash and sometimes into a bank 

• The worker gets paid on a regular basis and docs not have to wait Jong for some 
money. Wages tend to be paid to manual workers, such as those who work in a 
warehouse. 

• If the employee works longer than their normal hours, they can usually be paid 
overtime. This is their regular amount per hour plus an extra amount. This is an 
incentive to work additional hours when required by the business. 

However, there are some drawbacks: 

• As the wages arc paid weekly, they have to be calculated every week, which rakes 
rime and money. 

• Wages clerks arc often employed to pcrfonn this task. 

When calculating the wages to be paid, they can be worked out in a number of 
different ways. 

Time rate 

This is payment by the hour (payment for a period of rime). For example, if an 
employee is paid $ I O per hour and they work for 40 hours, then they will be paid 
$400. 

• This makes it easy to calculate the worker's wages and the worker knows exactly 
what they will be paid for working a certain period of rime. 

Howc\'cr, there are drawbacks: 

• The hours worked arc often recorded on a time-sheet which must be filled in and 
used to calculate the wages by cl1c Accounts department. l11is system takes time. 

• Good and bad workers get paid the same amount of money. 
• Often supervisors arc needed to make sure the workers keep working and 

producing a good quality product. This is expensive because more supervisors arc 
needed by the business. 

• A clocking-in system is needed to determine the number of hours worked by the 
employees. 

Time rate is often used where itis difficult to measure the ourpurofthc worker, for 
example a bus driver or hotel receptionist. 

Piece rate 

This is where the workers arc paid depending on the quantity of products made - the 
more cl1cy make, the more they get paid. A basic rate is usually paid with additional 
money paid according to how many products have been produced. Piece rate can be 



Motivating workers 

Definit ions to 
learn 
A nlary is 
payment for 
work,usuallypaid 
monthly. 
commission is 
payment relating 
to the number of 
sales made. 
l'rofltsharing isa 
system whereby a 
proportion of the 
company's profits 
is paid out to 
employees. 
A bonus is an 
additional amount 
of payment above 
basic pay as a 
rewardforgood 
work. 
Perfonnanca­
ralmt1dpay ispay 
which is related to 
the effectiveness 
of the employee 
where their 
output can easily 
be measured. 
Shara ownership 
is where shares 
in the company 
are given to 
employees so that 
they become part 
owners in the 
company. 

applied to bonus systems where employees who produce more than a set target of 
output can be rewarded. Piece rates can only be used where it is possible to measure 
the performance of an individual or a team. 

• The advantage with this system is that it encourages workers to work fuster and 
produce more goods. 

However: 

• Workers may concentrate on making a large number of products and ignore 
quality, producing goods that may not sell very well because they are of a poor 
quality. This usually requires a quality control system and this is expensive. If poor 
quality goods are produced, this could damage the reputation of the business. 

• Workers who are careful in their work will not earn as much as those who rush, 
which may not be seen as fuir. Friction bet:i.veen employees may be caused as some 
will earn more than others. 

• If the machinery breaks down, the employees will earn Jess money. Because of this, 
workers are often paid a guaranteed minimum amount of money. 

Salaries 
Sal.tries are paid monthly, normally straight into a bank account. They are not paid 
in cash. It is usual for office staff or management (white-collar workers ) to be paid 
salaries. 

• A salary is calculated as an amount of money per year and is divided into 
12 monthly amounts. This is easy to calculate salary costs for the business. 

• It is paid for the job and extra work is not usually paid for - it is counted as pan of 
the salary. 

• The employer has the money in their bank account for longer than if they were 
paying their workers wages, as salaries are paid only once a month. 

• The payment has to be calculated only once a month instead of at least four times a 
month - as with wages. 

Salaries are usually a standard rate ( a set amount of money) but workers may get 
more money if the following rewards are added to the basic salary: commi~sio11 ; 
profit sharing; bonus; performance-related pay; share O\vnership . 

Often paid to 5i.1les staff. The more !iiiles they make the more money they are paid -
similartopiererate.Thiseoc:ouragesthe5i.1lesstafftosellasmanyproductsas 
possible. This should be good for the business as 5ille1 may increase. However, if 
the5i.1lesstaffareverypersuasiveandencouragepeopletobuygoodstheydon"t 
really want, then the business may see its sales increase only in the short term 
andthenfallagainasitgetliabadreputation.ltcanbeverystressfulforthe5i.11es 
staffbecauseiftheyhaveabadmonth,theirpaywillfall 

Pro fi t sha ring Employeesreceiveashareoftheprofitsinadditiontothefrbasicsalary. This 
will motivate the workers to work hard as they all rece1ve a !ihare of the profits 
earnedbythebusiness. Therestoltheprofitswillbepaidasdividendstothe 
shareholder:sorretainedbythebusiness.Profitsharingisohenusedintheservice 
sector where it is difficult to identify an individual employee's contribution to the 
increased profits, but they will all benefit from more productive work 

A lump sum paid to workers when they have worked well. It can be paid at the 
endoftheyearoratintervalsduringtheyear. 



Definitions to 
learn 
An a pprai5a1 
is a method of 
assessing the 
effectiveness of an 
employee. 

T ips for success 
Make sure you 
are able to choose 
suitable methods 
of payment for 
different jobs. 

Definitions to 
learn 
f rln99 benefits 
are non-financial 
rewards given to 
employees. 

Motivating factors - non-financial rewards/motivators 

Pe rfo rma nce- Employee pay JS linked to the effectiveoe'iS of their work. Again often used 
re la ted pay whereoutputcannotreadilybemeasured,forexamplepoliceofficer.;,teachers, 

Sha re 
owne rship 

manager.;orhealthworkers.Toassesstheirperformance,businesscsoftenuse 
a system of a ppraisa l. Apprai5al is where an employee\ immediate superior 
observes their work, talks to the worker\ colleagues and then carries out an 
interviewwiththeemployeetodiscusstheirprogressandtheireffectiveness 
Trainingneedsmaybeidentifiedattheapprai:salinterviewandthisshouldhelpto 
improvetheemployee~effectivenessinthefuture. 

Employees are given mme 1hares in the company. This should encourage them to 
work hard as they will receive dividends if the company does well. Also, the share 
price will increase if the company is doing well and so increase the value of their 
shares.Mayimproveemployeeloyalty,astheywillhaveagreatersenseofbeing 
part of the company. 

Revision summary: methods of financia l reward 
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Motivoting foctors - non-finonciol 
rewords/ motivotors 
In addition to financial rewards, firms may give non-financial rewards. Non-financial 
rewards vary according to the seniority of the job. Factory workers may get discounts 
on the firm's products, but they would not all have a company car, whereas a senior 
manager may have SC\'eral non-financial rewards, such as a house , a car and an 
expense accoum. These are sometimes called perks or fringe benefits of a job. 
Non-financial rewards may include: 

• company vehicle (car) 
• discounts on the firm's products 
• healthcare paid for 
• children's education fees paid 
• free accommodation 
• share options (where company shares are given to employees ) 
• generous expense accoums (for food and clothing) 
• pension paid for by the business 
• free trips abroad/holidays. 



Motivating workers 

Definitions to 
learn 
Jobt .. lifactton 
is the enjoyment 
derived from 
feeling that you 
have done a good 
job. 

Tips fo r success 
Make sure you 
are able to choose 
suitable fr inge 
benefits(non­
financial rewards) 
for different jobs. 

Activity6.4 
For the following jobs, say which methods of reward (financial or non-financial) would be 
suitable and why. (Remember to consider whether it is easy to measure their output - this 
may affect how you decide to reward their efforts.) 

a) car production worker 
b) hotel receptionist 
c) teacher 
d) shopassistant 
e) managing director 
f) taxidriver 

Job sati sfaction 
There arc other ways that people can be motivated to be more committed to their 
job and work more effectively - they need to get enjoyment from doing their job. 
However, there arc some factors that will make employees unhappy and these must 
be satisfied before the employees can be motivated in a positive way. For example, 
if the management of the business is not good and the employees arc treated 
badly, giving them fringe benefits will probably not motivate them. lfthcir rates 
of pay arc perceived by the employees as very low relative to those of other similar 
workers, this will be a source of dis.satisfaction to the employees. If these sources 
of dissatisfaction have been avoided, for example if reasonable wage rates arc paid 
and employees arc treated fairly at work, then other sources of job sath;foction can 
motivate employees. 

Employees have diflercm ideas about what makes their jobs satisfying. They include: 

• pay -the amoum of money paid to an employee (see pages 69- 71 ) 
• opportunities for promotion 
• working conditions 
• fringe benefits or non -financial rewards (see page 71 ) 
• the way that the employee is managed or treated 
• working hours 
• colleagues 
• the namre of the work itself 
• level of responsibility 
• the sense of achievemem derived from the job 
• recognition for good work 
• chance for training 
• status of the job. 

Individual employees will have differ em ideas about which of these is the most 
imponam. 



Definitions to 
learn 
.lob rotation 
involves workers 
swapping round 
and doing each 
specifictaskfor 
only a limited time 
and then changing 
round again. 
.lob•nlargement is 
where extra tasks 
of a similar level 
of work are added 
to a worker's job 
description. 

Motivating factors - non-financial rewards/motivators 

Compare a nurse with a machine operator in a fu.ctory. What do you think makes 
their jobs satisfying? Copy out rhc table below and list your ideas for each. 

Some of the motivation theories (particularly Maslow and Herzberg) emphasise that 
the important aspects of jobs arc that they should give recognition, responsibility 
and satisfaction to rhc people doing them and allow the employee to gain a sense 
of achievement from the work itself. Some jobs may seem dull and boring, but with 
a little thought and creativity they can be made more interesting and consequently 
increase motivation. 

There arc several ways in which a business can increase rhc job satisfaction of its 
employees. 

Job rota tio n 

Workers on a production line may carry our simple but different tasks. Job rotation 
invofrcs the workers swapping round and doing each specific task for only a limited 
rime (for example, for one hour) and then changing round again. This increases the 
variety in the work itself and also makes it easier for rhc managers to move workers 
around the factory if people arc ill and their jobs need covering. H owever, it docs nor 
make the tasks themselves more interesting. 

fl ll1ngmoch1ne la bel rng p.,t lng prcdoct pod:Jngboxesrnlarger 
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Job e nla rgeme nt 

Job enlargement is where extra tasks ofa similar level of work arc added to a 
worker's job description. The cxrra tasks should nor add cxrra work or increased 
responsibility to the employee, but they should give greater variety to the work and 
therefore increase job satisfaction. 



Motivating workers 

Definitions to 
learn 
Job anrkhment 
involves looking 
at jobs and adding 
tasks that requi re 
more skill and/or 
respons ibility 

Job enrichment 

Job enrichment invokes looking at jobs and adding rasks that require more skill 
and/or responsibility. Additional training may be necessary to enable the employee to 

rake on exrra tasks. For example, employees may be given responsibility for a whole 
area of the work. If managers can design jobs so rhar they provide scope for fulfilling 
higher human needs, workers will often become more committed because they get 
more satisfaction from their jobs, again raising productivity. 

A utonomous work g roups or teamworking 

This is where a group of workers is given responsibility for a particular process, product 
or development. They can decide as a group how to complete the rasks or organise 
the jobs. The workers can become more involved in the decision making and take 
responsibility for this process. This gives a feeling of control over the jobs/rasks and 
the employees feel more conunined, therefore increasing job satisfaction. An example 
of this way of organising employees is on a car production line where particular pans of 
the assembly line are given over to reams of workers and they decide how to organise 
themselves. Often this leads to job rotation and job enrichmem. Working as a group 
helps improve morale as well as giving a greater sense of belonging to the company. 

Revision summary: motivating factors at a ll levels 
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Tips for success 
Make sure you 
are able to choose 
suitable ways of 
increasing job 
satisfaction for 
different jobs. 

Motivating facto rs - non-financial rewards/motivators 

Activity6.S 
• Duncan is a computer programmer. He has a degree in Computer Studies and enjoyed 

writing programs as part of his degree course. He thought computer programming 
would be his ideal job. However, all he does is write simple programs for firms' Accounts 
departments which allow the processing of their paperwork. 

He is told what to do by his manager and is given little opportunity to visit the client to 
discuss their requirements and does not go to install the software at the business when it 
is finished . Heissofedupheislookingforanotherjob. 

• Sita works in a clothes shop. She spends her time looking after the changing room where 
she checks customers into the changing rooms and takes the garments which are not 
going to be purchased from them when the customers have tried them on. There are 
several other shop employees, one works at the cash till, one puts out the clothes on 
therailsanddoestheshopdisplays,onepersonworksinthestockroomandthereisa 
manager who does all the ordering and administration for the shop. The shop can be very 
quietonsomedaysandverybusyonothers. Sitadoesnotcareifcustomersfindtheright 
clothes-shegetspaidwhethertheybuytheclothesornot. 

• Tim works in a clothing factory. He cuts out the collars for shirts. The rest of the processes 
for making shirts are carried out by other employees. He has done this job for two years 
now and gets very fed up with what he is doing. He does not worry too much if the 
collarsareslightlyunevenashethinkscustomerswillnotnotice. Theotheremployees 
who work with him in the shirt department feel the same as he does. 

These three employees are not happy in their work. Suggest how you would try to improve 
their job satisfaction. Explain the reasons for your suggestions. (You may suggest more than 
one way for each of the employees.) Which do you think would be the best one to use 
and why? 

International business in focus: low levels of job satisfaction am.ongst 
Malaysian nurses 

Discussion points 
e whyarethenursesunhappy? 

Arecentstudyreportedthatshortagesofnurses 
in Malaysia are resulting in a heavy workload and 
jobstress,whichhavealsobeenlinkedtolowjob 
satisfaction. Rewardsforthejobincludewages, 
benefitsandbonusesandpersonalrewardsinclude 
status, recognition,personalandprofessional 
developmentopportunities. Reasonsfornurse 
dissatisfactionincludelackofinvolvement 
indecision-making,apoorrelationshipwith 
management, low salaries and poor benefits, 
lack of job security and poor recognition. Job 
dissatisfaction is shown when nurses say they wish 
to leave their job. 

• What could managers do to improve motivation? 
• Which methods to improve motivation would be most effective for nurses and why? 



Motivating workers 

Exam-style questions - Paper 1 

1 Joe owns a business which produces wooden furniture. He employs 20 workers 
in the Operations department and three workers in the offices. Joe pays all his 
workers by time rate but he is thinking of changing to piece rate. He has a high 
labour turnover from the factory as his workers are not well motivated. 
a) What is meant by 'piece rate'? [2) 
b) Identify two examples of fringe benefits Joe could give to his employees. [2) 
c) Identify and explain two reasons why employees might leave their job at 

the furniture company. [4) 
d) Identify and explain two ways Joe can improve the job satisfaction of 

his employees. [6) 
e) Do you th ink piece rate is a suitable method of payment for all Joe's 

employees? Justify your answer. [6) 

2 Sasha is a hotel manager. She has 30 employees working for her in the 
following departments: kitchen; restaurant; hotel reception; housekeeping 
(rooms). Sasha wants to increase the motivation of the employees and is 
thinking of introducing a bonus. She thinks it will make the hotel more 
profitable. 
a) What is meant by 'a bonus'? [2) 
b) Identify two reasons why people work . [2) 
c) Identify and explain two levels in Maslow's hierarchy of needs 

experienced by the hotel workers. [4) 
d) Identify and explain two benefits to Sasha of having well-motivated 

employees. [6] 
e) Do you think increasing the wage rate is the best way to increase the 

motivation of the employees at the hotel? Just ify your answer. [6] 

Revision checklist 

In this chapter you have learned: 

• about why people work and the importance of well-motivated employees 
• about the different motivation theories 
• about financial and non-financial rewards 
• to identify when motivational methods would be appropriate to use 
• to select different methods to increase job satisfaction for particular types of 

work. 

NO W - test your understanding with the revision questions on the CD-ROM. 



(!) Organisation and management 

Definitions to 
learn 
Organisational 
structUN refers 
to the levels of 
management 
and division of 
responsibilities 
within an 
organisation. 

This chapter w ill explain: 
• organisational charts 
• simple hierarchical structures 
• the role of management 
• the main leadership styles 
• the benefits of membership of a trade union. 

What is organisational structure? 
Organis.1tio11al structure refers to the levels of management and division of 
responsibilities within an organisation. This suucrnre is often presented in the furm 
of an organisational chart. 

Case study example 
The Cosy Corner Convenience Store is owned and managed by Bill Murray. It is a sole trader 
business. Bill has no employees. He works a long day-12 hours usually. As he works alone 
inthebusinesshehastodoallthejobswhichareinvolvedinrunningabusyconvenience 
store. Hereisalistofjust sixofhistasks: 

• orderingnewstock 
• servingcustomers 
• going to the bank to pay in cash - he does this on Wednesday afternoons when the shop 

is closed 
• arrangingshelfdisplays 
• keeping all the paperwork up to date, for example to make sure suppliers are paid on 

time 
• contacting the local newspaper to arrange an advertisement for the shop. 

Activity7. I 
Read the case study above. List threeothertasksthatyou think Bill has to do in order to run 
Cosy Comer efficiently. 

ln Bill's business there is no need for an organisational suucmre because he works 
alone. There is no need to lay out the responsibilities and duties of other employees 
or to indicate their links with other workers - because there aren 'r any! As he is the 
only manager, there can be no other management levels. This example shows the 
simplest form ofbusincss. What would happen to the organisation of Bill's business if 
it expanded? 
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Why does organisational structure change as a business 
expands? 

Case study example 
Bill was exhausted. It was the end of another long day. He had decided during the day that 
he could no longer do all of the work of running the store by himself. He was going to 
advertise for a shop assistant. He thought carefully about what work he would want the 
assistant to perform. Bill remembered from his previous job, working for a large retail chain, 
that it was important to make clear the tasks and responsibilities of employees. If this was 
not done then two people might end up doing the same work - and some work might not 
get done at all. 

He decided to write out a job description (see below) which he would give to all the 
people who applied for the job. This would make clear what the job would involve. Bill 
thought this would have two main advantages. 

• People applying for the job could see if they were suitable for the work expected of 
them. 

• Once in the job, the new employee would know exactly what their duties and 
responsibilities were. Their work should therefore help Bill, not just repeat what he was 
doing . 

Billwroteoutthefollowingjobdescription. 

Job descript ion 
ShopAs~stant 

Maintasb 
• Toopentheshopin themorning 
• Toberespon~blefororderingallgoodsfrom1uppliers 
• Toarrange allshelfdisplays 
• Tohelp1ervecu1tomers 
• To a1~st the manager in other ways directed by him 

Working conditions 
• Fivedaysaweek 
• Eighthoursaday 
• Four weeks' holiday - by negotiation, but not at same time a1 the manager 

Activity7.l 
Readthecasestudyabove. 
a) Study the job description. Do you think Bill is looking to recruit an experienced shop 

assistant?Whatevidenceistheretosupportyouranswer? 
b) Make a list of the important tasks and responsibilities Bill still has to perform himself. 

Bill's business now has a very simple organisational srructure. There are now two 
people in the organisation and they are specialising in different jobs. 



Definit ions to 
learn 
Chain e f command 
is the structure in 
an organisation 
which allows 
instructions to 
be passed down 
from senior 
management to 
lower levels of 
management. 

Organisation charts 

O rganisation charts 

C;ase study example 
Bill Murray's business had expanded rapidly. More employees had been appointed. Some of 
them managed the shop because Bill spent more time on office work. Shop opening hours 
were lengthened. Eventually, Bill decided to open four further stores in other towns. It 
becamecleartoBillthathisbusinessneededtheadvantagesoflimitedcompanystatus(see 
Chapter 4). A business friend agreed to buy shares and become one of the directors of the 
company. As the organisation was growing, Bill decided it needed a clear structure. After 
discussions with his directors and senior managers. he drew out the chart below. 
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In fact, this is a typical organisation chart for many businesses. The most important features 
areas follows . 

• ltisahierarchy.Thismeansthattherearedifferentlevelsintheorganisation . Eachlevel 
hasadifferentdegreeofauthority. Peopleonthesamelevelofhierarchyhavethesame 
degree of authority. There are five levels of hierarchy from Chief Executive down to Shop 
Worker. 

• It is organised into departments. Each of these departments has a particular job or 
function . 

• As there are different levels of management. there is a chain of commallG . This is 
how power and authority are passed down from the top to the lower levels in the 
organisation. Because Cosy Corner Ltd is still quite a small business, the chain of command 
isquiteshortastherearenotmanylevelsofmanagement.Biggerbusinessesarelikelyto 
have many more levels of hierarchy and therefore a longer chain of command. 

Bill decided to give a copy of this chart to all members of staff. He considered that there 
were several advantages in bothconstructingtheorganisationchartasahierarchyand 
informing everybody of it. 

Advantages of an organisation chart 
• The chart shows how e\•erybody is linked together in the organisation. All 

employees are aware of which communication channel is used to reach them \vith 
messages and insrmctions. 

• Every individual can see their own position in the organisation. They can identify 
who they are accoumable to and who they have authority over. Employees can see 
who they should take orders from. 

• It shows the links and relationship between differem deparanenrs within the 
organisation. 

• Everyone is in a depanmem and this gives them a sense of belonging. 
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D e finit ion.s to 
learn 

The sp;mef 
cof)trol isthe 
number of 
subordinates 
working di rectly 
under a manager. 

Chain of command and span of control 
Look at the two organisation charts below. There are two essential differences 
bern'eenthem. 

• Business A has a rail structure and a long chain of command. 
• Business B has a wide stmcmre and a short chain of command. 

As a result of these two different suucmres, the span of control ( the number of 
subordinates working directly under a manager) is wider in Business B than in 
Business A - in Business A this number is two and in Business B it is five. 

There is therefore an important link between the span of control and the d1ain of 
command. The longer the chain of command, the 'taller' will be the organisational 
stmcmre and the 'narrower' the span of control. 

When tl1e chain of command is short, the organisation will have 'wider' spans of 
control. 
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There is no perfect organisational strucmre. ln recent years many organisations have 
made their stmcmre 'wider' and with a shorter chain of command. ln some cases, 
this has been done by removing a whole level of management - called de -layering. 
The claimed advantages of short chains of command are listed below. 

Advantages of short chains of command 
• Communication is quicker and more accurate. Each mes.sage has fewer levels to 

pass through before reaching the intended person. 
• Top managers are less remote from the lower level of the hierarchy. These top 

managers should be more in touch \Vith people below them as there are fewer 
management le\•els to get to know. 

• Spans of control will be wider. This means that each manager is responsible for 
more subordinates. Why is this an advantage? 



Tipsfor success 
Make sure you can 
choose a suitable 
organisation chart 
fora particular 
business. 

Roles, responsibilities and inter-relationships between people in organisations 

- If superiors have more people to manage, it will encourage managers to delegate 
more. This is because, as their depanmem is larger, they cannot possibly do all 
the important work by themselves. 

- There will be less direct conrrol of each worker and they \\ill feel more trusted. 
They will be able to take more decisions by themselves. They may obtain more 
jobsarisfucrion. 

Howe\•er, \\ider spans of control, with more people to be directly responsible for, 
could mean that the managers lose control of what their subordinates are doing. If 
they are poorly rrained, the subordinates could make many mistakes. 

Case study example 
Mustafa was bored with his work. He was a telephone operator in a large telephone 
banking firm . The business received calls from customers who wanted to use banking 
servicesbutdidnothavetimetogotoabankbranch . 

Mustafa worked in a team, called Team A. with other colleagues, Hammed and Asif. They 
were supervised by Aziz who was under the authority of Mohammed. There were two other 
groups of telephone operators, Team B and Team C. These two teams were the same size as 
Team A. They also had their own supervisors who reported to Mohammed. 

All calls were recorded and supervisors could listen in to make sure that all workers were 
polite and helpful to customers. Telephone operators were only allowed to do certain tasks 
for customers. Other jobs, such as transfers of large sums of money, had to be referred to 
a supervisor or manager. Telephone operators had to aim to answer 20 calls each hour. No 
wonder Mustafa was bored with his work! 

Activity7.3 
Readthecasestudyabove. 
a) Drawtheorganisationchartforthistelephonebusine5S. 
b) Whatisthespanofcontrolofthesupervisors? 
c) What would be the advantages and disadvantages of removing the supervisors 

altogether? Your answer should include references to: 
• chainofcommand 
• delegation 
• spanofcontrol. 

Roles, responsibilities ond inter-relotionships 
between people in organisations 

Case study example 
The newly opened branches of Cosy Corner pie proved to be just as popular as the first 
one. Profits increased and the business expanded in other ways. Bill and his fellow directors 
decided toopenthefirststoreinaforeign country, France. They had plans to open several 
more. The directors had also taken the step of opening a food processing factory to provide 
someofthegoodssoldbytheCosyCornerstores. ltwasfoundtobecheapertoproduce 
these goods than to buy them from outside suppliers. 

Theseexpansionprojectshadrequiredagreatdealofcapital. Thebusinesshad'gone 
public'several monthsago.Thesalesofsharestothepublicraisedthenecessaryfinance. 
Bill was Chairman of the company as well as Chief Executive. He and his Board of Directors 
were accountable to the shareholders. The management structure below him was now more 
complicated than when the business was smaller. The current organisation chart is shown 
below. 
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Definitions to 
learn 

linamanager11 
have direct 
responsibility over 
people below 
them in the 
hierarchy of an 
organisation. 
StaHmana111U'J 
are specialists who 
provide support, 
information and 
assistance to line 
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Thekeyfeaturesofthecurrentorganisationchart,whichistypicalofmanylarger 
businesses,areasfollows. 

• ltisstilllargelyarrangedintofunctionaldepartments,suchasFinanceandMarketing. 
These departments are responsible for one important part of the work of the 
organisation.Theyusespecialistskillsintheirworkandareoftenefficientasaresult. 
However, businesses organised in this way may find that workers feel more loyalty to 
their department than to the organisation as a whole. There could be conflict between 
departments. For example, Operations may wish to purchase new machinery, but Finance 
do not make the necessary money available. Managers working in these departments are 
called lirMmanager11. Theyhavetheauthoritytogiveordersandtohavetheirdecisions 
putintoeffectintheirdepartment. Theydirectlysupervisesubordinatesinaclearlineof 
authority. 

• In addition to the functional departments, there is also a regional division responsible for 
theCosyCornerstoresinothercountries. Thisdepartmenthastheadvantageofbeing 
able to use specialist knowledge to help them run the stores abroad. For instance, this 
department will be aware of which goods are likely to be most popular in each country 
or which goods may be illegal in some. 

• There are other departments which do not have a typical function and which employ 
specialists in particular areas . Examples from Cosy Corner pie are the Economic 
Forecasting department and the Information Technology department. Some people 
include the Human Resources department in this group too. These departments report 
directly to the Board of Directors. (Meetings of the Board of Directors will be attended by 
thedepartmentaldirectorsandtheChiefExecutive.)Thepeopleinthesedepartmentsare 
called staffman1111us becausetheyprovidespecialistadviceandsupporttotheBoardof 
Directors and to line managers of the functional departments. Staff managers tend to be 
very well-qualified experts. They often know more about their particular specialist subject 
than they do about running the business. 

Activity7.4 
Readthecasestudyabove. 
a) WhataretheadvantagesanddisadvantagesofthistallorganisationstructureforCosy 

Corner pie? 
b) Give three examples of conflicts which may arise from this structure. 
c) Do you think this organisation structure increases motivation for its employees? 
d) Whatarethebenefitsofhavingaregionaldivisionforthebusiness? 



The role of management 

The ro le of management 
All organisations, including businesses, have managers. They may nor be called managers 
because different titles can be used - leader, director, headteacher, and so on. Whatever 
their title, the tasks of all managers are very similar, no maner what the organisation. If 
you are a smdenr in a school or college or if you are in full employment, the managers of 
your organisation will, ar some time, have to fulfil the following fimcrions. 

Planning 
Planning for the fumre of cl1e organisation involves setting aims or targets, for 
example: 'the school will aim to increase its sixth form to over 200 smdenrs in two 
years' rime' or 'we should plan to increase sales of our new fruit juice range by 50 per 
cent in three years'. 

These aims or targets will give the organisation a sense of direction or purpose. 
There will be a common feeling in the organisation of having something to work 
towards. It is a poor manager who does nor plan for the fumre at all. 

In addition to these aims, a manager must also plan for the resources which will 
be needed. For example: 'to achieve our ain1 of increasing student numbers in the 
sixth form, we will need to build a new sixth fonn cenue' or 'increased advertising 
expendimre \vill be needed to increase sales of our fruit juices'. These are t\\'O examples 
of suaregies which are designed to help the organisation achieve the aims set for it. 

Organising 
A manager cannot do everything. Tasks must be delegated to others in rhe organisation. 
These people must have rhe resources to be able to do cl1ese tasks successfully. Iris 
therefore the manager's responsibility to organise people and resources effectively. 

An organisational chart can help to show who has the authority to do different 
jobs. It also helps to make sure rhar specialisation occurs and two people do nor end 
up doing rhe same task. An effective manager will organise people and resources very 
carefully indeed. 

Coordinati ng 
Coordinating means 'bringing togecl1er' . A manager may be very good at planning 
and organising bur may have failed to 'bring people in the organisation together'. 
This is a real danger \\'ith the functional form of organisation. Different departments 
can be working away in cl1eir own specialist area without making contact with people 
from other deparm1enrs. For example, there is no point in rhe Marketing department 
planning the launch of a new product unless they have worked \\'icl1 ( coordinated 
with) the Operations department. It is rhe Operations deparrmem that will have to 
produce cl1e product ar rhe right rime in rhe right quantities. 

A good manager will therefore make sure that all departments in rhe organisation 
work together to ad1ieve the plans originally set by the manager. In the example above, 
this could be done by regular meetings bem'een people in the different deparunenrs. 
Alternatively, a project team could have been set up to develop and lam1ch rhe new 
product. The team would be made up of people from different deparnnents. 

Comma nd ing 
Many people think tharthis is all managers do! In fact, rhe task ofmanagemenr is 
more concerned with guiding, leading and supervising people cl1an just telling them 
what to do - although this may be important too. Managers have to make sure that 
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all supervisors and workers arc keeping to targets and deadlines. lnsrmctions and 
guidance must be provided by managers and it is also their responsibility to make 
sure rhar the tasks arc carried out by people below them in rhc organisation. 

Controlling 
This is a never-ending task of management. Managers must rry to measure and 
evaluate rhc work of all individuals and groups to make sure that they arc on target. 
There is linlc point in planning and organising if managers then fail to check rhar the 
original aims arc being met. If it seems rhar certain groups arc failing to do what is 
expected ofrhcm, then managers may have to rake some corrective action. This is not 
necessarily disciplining staff- although that might be important. There might be other 
reasons for poor performance other than incfficicm workers - it is the manager's job 
to find out why targets arc not being met and then to correct the problem. 

Do you now have a clearer idea of what managers do? Management is nor easy to 

define, but rhc list of tasks above helps to demonstrate the varied and in1portant work 
rhar good managers should be doing. 

From smdyingthe list of points on pages 83- 84, it should also become clear 
why management is necessary to any organisation. Without clear and effective 
management, a business is going to lack: 

• a sense of conrrol and direction 
• coordination between departments, leading to wastage of cflon 
• control of employees 
• organisation of resources, leading to low output and sales. 

ln shon, without management to take the business forward, the firm will drifi: and 
cvcnmallyfuil. 

Activity7.S 
Naomi is a student at a Sixth Form College. She recently took part in a work shadowing 
exercise to find out what it is like to be a manager. Work shadowing means that a student 
follows a manager for a day or more to experience the work that they do. 
Naomi 'shadowed' Sabrina Choolun, who is the manager of the sportswear section in 
Suresave pie, a large department store. Naomi kept the following diary for one day. 

0830 AttendedmeetingwithotherdepartmentalheadsandChiefExecutivetoagree 
targets for the next two years. Departmental heads told to plan their own strategy 
to meet these goals. 

09 15 Two staff members failed to turn up for work. Sabrina asked other staff to cover 
these absences by working longer shifts today. 

10 00 Meeting with Sales Manager from big sports manufacturer. Sabrina discussed the 
rangeofgoodsshemaypurchasenextyeartomeetthestore'stargets. 

11 00 New member of staff did not cope well with awkward customer. When customer 
hadgone,Sabrinaremindedtheshopassistantofthecorrectprocedurethat 
should be followed . Asked worker always to follow company policy in these matters. 

14 30 Computer printouts of individual staff sales figures were studied. One worker in 
particular has failed to meet sales targets and it was agreed with him that further 
product training was necessary. 

16 00 Email received from Sabrina's line manager. There was a problem with another 
department selling clothing induding sports clothes. It was now possible for customers 
to find the same goods in the store in two departments at different prices! Sabrina 
needed to meet the other departmental manager to agree on a common policy. 

For each of the tasks that Sabrina carried out, identify whether it was concerned with: 
planning,organising,coordinating,commandingorcontrolling. 



D efinition s to 

Delegation 
means giving 
a subordinate 
the authority to 
perform particular 
tasks. 

Delegation 

Delegation 
Even though Bill's business is still very small it is possible to see that a very 
important idea is already being used. This idea is called delegation . This means 
giving a subordinate the authority to perform particular tasks. It is very important 
to remember that it is the authority to perform a task which is being delegated­
nor the final responsibility. If the job is done badly by the subordinate then it is the 
manager who has to accept the responsibility for this. 

Advantages of delegation for the manager 

• Managers cannot do every job themselves. ru we have seen, it was becoming very 
difficult for Bill to control all of the running of Cosy Corner by himself. 

• Managers are less likely to make mistakes if some of the tasks are being performed 
by their subordinates. 

• Managers can measure the success of their staff more easily. They can see how well 
they have done in performing the tasks delegated to them. 

Advantages of delegation for the subordinate 

• The work becomes more interesting and rewarding. 
• The employee feels more important and believes that uust is being put in them to 

perform a job well. 
• Delegation helps to train workers and they can then make progress in the 

organisation. It gives them career opportunities. 

Why might a manager not delegate? 
Despite the advantages of delegation, there are some managers who are reluctant to 

delegate. Some may be afraid that the subordinates might fuil and the manager wants 
to conuol everything by themselves. Also, there is a risk that the subordinates might 
do a better job than the manager! This could make the manager feel very insecure. 

There needs to be an increase in trust in order to reduce control over workers 
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Definit ipns to 
learn 
l.aadership1tyles 
are the different 
approaches to 
dealing with 
people when 
in a position 
ofauthority­
autocratic, 
laissez-faire or 
democratic. 

Different styles of leadership often call for different management styles. The way in 
which a manager deals with a siruation can have a very important impact on people 
and how they react to the manager. It is important to remember here that a good 
manager will adopt the style ofleadership that best suits each siruation. 

Revision summary: effective managers 
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Why is it important to have good managers? 
• To motivate employees. 
• To give guidance and advice to employees they manage. 
• To inspire employees they manage to achieve more than they thought possible. 
• To keep costs under control. 
• To increase profitability of the business. 

Leadership 
Studies on motivation have emphasised the importance of good management in 
business and the need for leadership. There are many leaders in society - from 
politicians, religious leaders, captains ofspons teams, to leaders of large businesses. 
Many people rake on the role of being a leader and some are more effective than 
others. A good leader in a large business is someone who can inspire and get the best 
out of the workforce, getting them to work towards a common goal. 

Styles of leadership 
There are differenr approaches to leadership that are adopted and these can be 
summarised into three main leadership s~ies: 

• autocratic leadership 
• democratic leadership 
• laissez-faire leadership. 



Definitions to 
learn 
Alltouatic 
leadership 
is where the 
manager expects 
to be in charge 
ofthebusiness 
and to have their 
orders followed . 
O.n1ouatJc 
ludersh lp gets 
other employees 
involved in the 
decision-making 
process. 
J.Jmsu-faml 
ludersh lp 
makes the broad 
objectives of the 
business known 
to employees, 
but then they are 
left to make their 
own decisions and 
organise their 
own work. 

Tipsfor success 
Make sure 
you know the 
leadership styles 
and you can apply 
them to different 
work situations. 

Leadership 

Autocratic leadership 

Autocratic leadership is where the manager expects to be in charge of the business 
and to have their orders followed. They keep themselves separate from the rest ofrhe 
employees. They make virrnally all the decisions and keep information to themselves. 
They tell employees only what they need to know. Communication in the business 
is mainly one way, that is, downward or top-down, and the workers have little or no 
opportunity to comment on anything. 

Democratic leadership 

Democratic leadenhip will get other employees involved in the decision-making 
process. Information about fumre plans will be openly discussed before rhe final 
decision \\ill be made , often by the leader. Communication will be both downward or 
top -down and upward or bonom-up. 

laissez-faire leadership 

Laissez-Jain: is French for ' leave to do'. Laissez-fain.- leadership tends to make rhe 
broad objectives ofrhe business known to employees, but then they are left to make 
rl1eir own decisions and organise their own work. Conmmnication can be difficult 
in this type of organisation as clear direction will nor be given. The leader has only a 
\'ery limited role to play. 

The style of leadership used by a manager can vary depending on rhe employees 
being dealt with and the problem to be solved. Managers may nor be autocratic 
leaders all of rhe time - it may be appropriate for them to be democratic over some 
issues, whereas other issues will need a decision imposing on rhe workforce. 
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Leadership styles 

Activity7.6 
When Cosy Corner convenience store started it was small and Bill Murray, the sole owner, 
knew all the employees by name. He used a management style which involved asking the 
workers what they thought about his decisions and encouraged them to tell him their ideas 
about the business. The business has now grown into a large public limited company with 
many more employees. 

Lookbackatthecasestudyonpages81-82andconsiderthedifferentleadershipstyles 
which might be suitable for Bill or his managers to use. 

WhichdoyouthinkwillbethebestleadershipstyleforBillandhismanagerstouse? 
Explain your answer. 
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Definitions to 
le.tm 
A trada unlon isa 
group of workers 
who have joined 
together to ensure 
their interests are 
protected. 

Definiti ons to 
learn 
C1osMl1hop -all 
employees must 
be a member of 
the same trade 

Tipsfor success 
Make sure you 
can explain the 
advantages and 
disadvantages 
of trade union 
membership 
from both the 
employees'and 
the employers' 
viewpoints. 

Trade unions 
Employees generally share many of rhe same interests , such as improving their 
pay, having a pleasant environment in which to work, being treated fairly by 
their employer, being given proper training and working in a safe environment. 
Forming a trade union is a way of helping employees to achieve improvements in 
these different aspects of their employment - a trade union is a rype of pressure 
group. 

Today, trade nnions are fotmd in many different countries around the world from 
the US to Papua New Guinea. 

Why do workers join a trade union? 
When a person starts work they may be asked by someone who represents a rrade 
union if they want to join. If the worker decides to join the trade union, they will pay 
an annual subscription (a yearly fee ). 

So what benefits does rhe employee receive in exchange for paying their 
subscription? It varies from union to union, bur generally includes many of the 
following benefits: 

• strength in numbers 
• improved conditions of employment, for example, rates of pay, holidays and hours 

of work 
• improved environment where people work, for example , health and safety, noise, 

heating 
• improved benefits for members who are nor working because they are sick, retired 

or have been made redundant (retrenchment) 
• improved job satisfaction by encouraging training 
• advice and/ or financial support if a member thinks that they have been unfuirly 

dismissed or made rednndam (retrenchment), have received unfair rreannenr, or 
have been asked to do something rhar is nor pan of their job 

• benefits that have been negotiated or provided for union members sud1 as 
discounts in certain shops, provision of sporting facilities or clubs 

• employment where there is a closed shop . 

However, there are disadvantages to an employee ofrrade union membership: 

• costs money to be a member 
• may be required to rake industrial action even ifrhey don't agree. 

Trade unions also seek to: 

• put for,vard their views to the media and influence government decisions, for 
example on minimum wage legislation and employment laws 

• improve communications benveen workers and management. 
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Revision summary: benefits of joining a trade union 

Activity 7.7 
Shona has just started work as an Administrative Assistant in a government department 
and has been asked ifshewantstojointhetradeunionthatrepresentstheworkersinthat 
department. She does not know what to do as she knows noth ing about trade unions. Write 
heraletteroutliningtheadvantagesanddisadvantagesofjoiningatradeunion. lncludea 
recommendation to Shona as to whether to join the trade union or not . 

International business in fo cus 

Chelsea Football Club has just appointed a new manager. The club had not been winning 
many games and the owner decided to sack the manager and employ a new one. The 
original manager did not tell the players what to do, he would ask them for their opinions 
on the game and which players the captain thought should play in the next games. 

'I am a professional footballer and I know what I am talking about', said one of the 
players. 

The owner thinks it is time for a new approach to managing and leading the players. 

Discussion points 
• Whattypeofleadershipstyledidtheoriginalmanageruse7 
• Why does the owner want a new manager with a new leadership style? 
• How might the players react to the new manager? 



Organisation and management 

Exam-style questions - Paper 1 

1 Sasha owns a business which produces office furniture. She employs 100 workers 
in the Operations department and 15 workers in the offices. Sasha believes in 
a democratic leadership style. Sasha says that being a good manager is very 
important to the success of the business. She sees no need for any of her workers 
to join a trade union. 
a) What is meant by a 'democratic leadership style'? [2) 
b) Identify two examples of other leadership styles Sasha could use. [2) 
c) Identify and explain two roles/tasks Sasha undertakes as the manager 

of this business. [4) 
d) Identify and explain two reasons why having good managers is 

important to this business. [6) 
e) Do you think Sasha is right to say that her workers do not need to join 

a trade union? Justify your answer. [6) 

2 The following organisation chart is for PPB Ltd. It is a private limited company 
which runs a chain of supermarkets. The organisation chart shows the 
hierarchical structure of the business . 
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a) What is meant by the 'hierarchical structure of the business'? [2) 
b) Identify how many people are in the span of control for: 

• Operations director, and 
• Finance director. [2) 

c) Identify and explain the role of any two of the functional departments, 
listed above. [4) 

d) Identify and explain two disadvantages to this business of having a tall 
organisational structure. [6) 

e) Do you think more delegation would be a good idea for this business? 
Justify your answer. [6) 



Revision checklist 

Revision checklist 
In this chapter you have learned: 

• to draw, interpret and understand simple organisational charts 
• what is meant by hierarchical structures, span of control, chain of command 

and delegation 
• about the roles, responsibilities and inter-relationships between people in 

organisations 
• the role of management 
• that there are different styles of leadership that management might use 
• why employees join trade unions. 

NOW - test your understanding with the revision questions on the CD-ROM. 



Recruitment, selection and training 
of workers 

This chapte r w ill explain: 
• the role of the Human Resources department 
• each stage of the recruitment and selection process 
• benefits/limitations of part-time and full-time workers 
• importance of training and different types of training 
• why reducing the size of the workforce might be necessary 
• recommend and justify which workers to recruiVmake redundant 
• legal controls over employment issues. 

The work of the Human Resources department 
Recruiunent and selection arc the most familiar roles of the Human Resources 
deparm1em, and this chapter will look at these roles in detail, and at another important 
area ofhwnan resources work - the training of employees. Redundancy and dismissal are 
also the responsibility of the Human Resources deparnncm and these are discussed too. 

Rec ruitme nt and selection 
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The responsibilities of the Human Resources department 

Definit ions to 
learn 

the process from 
identifying that 
the business 
needs to employ 
someone up to 
the point at which 
applications have 
arrived at the 
business. 

Recruitment and selection 
When an employee leaves a job, when a new business is starring up or when a 
business is successful and wants to expand, the process of recruiunem and selection 
starts. TI1e business will first of all have to decide if the employee leaving a job needs 
to be replaced. The recruitment process also gives the business an opportunity ro 
reassess the nature of people's jobs and consider fim,re requirements. 



Definitions t o 
learn 
A Job1t11iltpis 
identifies and 
records the 
respons ibilities 
and tasks relating 
to a job. 
A jndesulptloA 
outlines the 
respons ibilities 
and duties to 
be carried out 
by someone 
employed to do a 
specific job. 
A Jobapec:Jflcatlon 
is a document 
which outlines 
the requirements, 
qualifications, 
expertise,physical 
character istics,etc. 
fora specified job. 

The recruitment process 

In a large busine~ this proce~ of recmiting and selecting staff is usually undertaken 
by the Human Resources deparunent. Small businesses do nor recruit enough people to 

make it worthwhile having a separate H uman Resources deparunent - often the managers 
who will be supervising the employee will deal with recruionent for their deparonent. For 
example, in a hotel a restaurant manager might recruit the v.'airers and waitresses. 

The more important rhe job is to rhe business ( the more technical and senior 
the position), the more careful and time-consuming the recruitment and selection 
process will be. 

The recruiunent process is summarised in the diagram below. 
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The first stage of the recruionent process is to carry our a job anal ys is to smdy rhe 
tasks and activities to be carried out by the new employee. lfthe business is recruiting 
an employee to fill an existing post, for example if someone has left or been dismissed, 
an outline of rhe duties for the new employee will be relatively easy to draw up, and 
may even already exist. Ifrhe new employee is needed due to the business expanding 
or because the busine~ has identified skills that it needs bur no one in the business has 
these skills, more thought will have to go into the analysis of rhe job. 

Once all of these details about the job have been gathered, a job descrirtion will 
be produced. A job description has several functions. 

• It is given to the candidates for the job so they know exactly what the job entails. 
• It will allow a Job specification to be drawn up, to see if the candidates 'march up 

to rhe job', so rhar people with the right skills will be employed. 
• Once someone has been employed, it will show wherlter they are carrying out rite job 

eflectively. If any dispures occur alxmr what the employee is asked to do, it is something 
both rite employL-e and rite employer can refer to in order to settle any questions. 

The exact content of a job description varies from business to business, bur generally 
it will contain the following headings as outlined in rite follo\\ing case smdy. 



Recruitment, selection and training of workers 

Tips fo r success 

Make sure 
you know the 
difference 
between a job 
description and a 
job specification 
and what they are 
used for. 

Case study example 
Hereisajobdescriptionforahousekeeperinahotel. 

Job title: I Homekeeper 

Department: I Housekeeping 

Responsible to: I Hotel Manager 

Responsible for: I Cleaners,roomattendants 

Mainpurposeofthejob: 
• Respom.ible for domestic 1ervices in the hotel, with an aim to keeping accommodation dean 

andmaintainedforthehotelguesh 
• Respom.ible for the cleaners and room attendants . To take a supervisory role . 

Main duties: 
• allocationofduties, 1uchascleaning 
• advis ingstaffwhenqueriesarise 
• sendingsoiledlinentothelaundry 
• organis.ing repair1 and replacement of worn items from rooms 
• checkingthatbelongingshavenotbeenleftinrooms 
• checkingthat theroomsarereadytoreceive guests 
• informing reception when rooms are ready for occupancy. 

Occasional duties: 
• appointmentofnew1taff 
• trainingnewstaff intheirduties 
• trainingnewstafftousetheequipment 
• discipliningstaffasandwhenrequired 
• dismiss.ingstaffifnecessary. 

Job descriptions sometimes also contain information about: 

• the conditions of employment - salary, hours of work, pension scheme and staff welfare 
• training that will be offered 
• opportunities for promotion. 

Job specificatio n 
Once a job description has been drawn up, the qualifications and qualities necess.rry to 

undertake the job can be specified. TI1is list of desirable and e=nrial requirements for the 
job is called a job, or person, specification. The listed requirements will usually include: 

• the level of educational qualifications 
• the amount of experience and type of experience 
• special skills, knowledge or particular aptimde 
• personal characteristics, such as type of personality. 



Definitions to 
learn 
Internal 
recrultmant is 
when a vacancy is 
filled by someone 
who is an existing 
employee of the 
busine5S. 

The recruitment process 

Case study example 
Here is a jo b specification for a housekeeper in a ho tel. 

Jo b title: I Housekeeper 

Department: I Housekeeping 

De ta il s of jo b: 
• Respons.ible for domestic ~rvices in the hotel, with an aim to keeping accommodation clean 

andmaintainedforthehotel gue1t1 
• Re1pons.ible for cleaners and room attendants. To take a supervisory role 

Qualifica tions: 
Essential:41GCSEs(A-.-C)includingMathsandEnglish. 

Expe rience: 
Des.irable: Minimum 1 year's experience of working in hotels 

Skill s: 
• Communic:ateseffectivelywithpeople 
• Abilitytomanagepeople 

Physical fitn ess: 
• Fit,needstobeonfeetallday. 

Persona l characteri sti cs: 
e Honestandre~nsibfe 
• Friendly, helpful,organiled 

Activity8. I 

a) Draw up a job description for one of the following : 
• Accountant 
• ShopAssistant 
• Hotel Manager 
• Teacher 
Research information to help you by asking someone who does the job or from careers 
information. 

b) Now draw up a job specification for your chosen job. The same research should help you to 
complete this task. Show which are e5Sential and which are desirable requirements for the job. 

c) How does a job description and a job specification help to ensure the most suitable 
personforthejobisrecruited? 

Adverti sing the vacancy 
T he next stage is to decide how the post will be filled . 

Interna l recruitment 

T he post could be filled fro m inside the organisation - internal recruitment. The 
vacancy may be advertised on a company noticeboard or, if the business is large, in a 
company newspaper. This would be suitable fo r an employee who seeks promotion 
within the business. 

Advantages of internal recr uitment 

• It saves time and money, compared with recruiting someone from outside the 
business (advertis ing, interviewing, ere. ). 

• The person is already known to the business and their reliabili ty, ability and 
potential are known. 



Recruitment, selection and training of workers 

Definition.s to 
learn 

Exlll rnl l 
r&en11lm1nt is 
when a vacancy is 
filled by someone 
who is not an 
existing employee 
andwillbenewto 
the business. 

T ips fo r success 
You should be 
able to give 
examples of 
jobs which could 
be advertised 
using each of 
the d ifferent 
methods. 

• The person also knows the organisation's way of working and what is expected 
from employees. 

• It can be very motivating for other employees to see their fellow workers being 
promoted - it makes them work harder. 

Disadvan tages of internal recruiunent 

• No new ideas or experience come into the business. Other companies may have 
different ways of working and these ways may be better in some respects, including 
making the business more efficient. Internal recruiunent does not allow for these 
working practices to be spread. 

• There may be jealousy and rivalry amongst existing employees. 

Externa l rec ruitment 

Most vacancies are filled by external recru.itment . This involves advertising the 
vacancy. There are several places the advertisement can be placed. 

• Local newspapers. These will usually be for clerical (otlice ) or manual (factory ) 
positions. These types of jobs do not require a high level of skill and therefore it is 
likely that many people locally could fill these vacancies. 

• National newspapers. These will usually be used for more senior positions where 
there may be few, if any, local people who have the right experience, skills and 
qualifications to do the job. The national newspapers will be read by many people 
who live in differ em parts of the counrry or sometin1es by people who live in 
different coumries. As the positions are senior, they will be highly paid and these 
people will be willing to move to another pan of the country. Job vacancies in 
other countries are also sometimes advertised in national newspapers. 

• Specialist magazines and jo11rnals. These will usually be used for particular technical 
people such as scientists. These people will read the specialist magazines and see 
the advertisements. Again these can be for jobs in their home country or abroad. 

• Recruitment agencies. These are specialists in recruiting employees. They will 
advertise and interview people for particular types of jobs. TI1ey keep derails of 
qualified people on their 'books'. When a suitable vacancy arises, they will put 
forward candidates to be interviewed for the job. Agencies are also approached 
by companies who need to employ a particular type of skilled worker. The agency 
will send along those people they think will be suitable. This method is often used 
when temporary contracts need filling and where the vacancy is in another country. 

The use of recruianent agencies has increased in recent years. Some businesses 
are happy to leave the recruitment process to someone else because they have a 
wide range of candidates on their register. H owever, the services ofan agency are 
expensive - they charge a fee for recommending the applicam which is based on a 
percentage of the person's salary, if the person is successfully appointed to the job. 

• Centres rim by thegovernmentUob Centres). These are places where job vacancies 
can be advertised. Derails of vacancies are given to interested people. The vacancies 
are usually for unskilled and semi-skilled jobs. 



The recruitment process 

Activity8.2 

Onalargesheetofpaper,copyoutthetablebelowandthenfillinthegaps. 
Advantages and disadvantages of the different methods of recruitment 

Me thod ofretruitme nt Advantages Disadvantages Examplesofj obssuita blefor 

Inte rna l: 

Noticeboard at the company 
{or company newspaper) 

Exte rna l: 

Local newspapers 

National newspapers 

Specialist magazines 

Recruitmentagencil"i 

Government-run Job Centres 

Job advert isement 

thi s method of rec ruitme nt 

After the business has decided ro advertise externally, the next step is to draw up the 
advertisement. When drawing up a job advertisement, the business will need to decide: 

• what should be included in the advert 
• where the advertiscmem should be placed 
• how much the advertising will cost and is it too expensi\•e? (Can they afford it? ) 

Answering the first question is straightforward - information about the job has 
to be included. This will usually be the duties involved, qualifications required, 
salary, conditions of employment, and information about the method of application 
(whether it is by letter of application and CV or should they request and fill in an 
application form from the business). 

Answers to the other nvo questions will depend on the vacancy being filled and 
whether it is a senior position or one which docs not require any qualifications. 

Case study example 

Night Cashie r for busy petrol station, 38 hours per week, Wed to Sat, 2200-07 30, S9.SO per 
hour. Start immediately. Tel.112244551 

Industri a l Engineering Professio na l 

Multi-~te role throughout the country: based in New City. CO!fl)t'titive rate of pay with fringe benefits. 
Qualityfoamltdi1aleadingmanufacturerofpolyurethaneloamoperatingin16countriesanda 
major supplier to the home country's furniture industry. 
Appealing to results-orientated profes~onal, respon~bilities will include performance 
improvernent,busine1saoaiyl;is,projectmanagementandcapitalexpenditureappraisal. 
Youwillbeagraduateofcalibre,numerateandPCliterate,withatleastthreeyear1'experience 
in manufacturing 
Please write with full CV to: Mr M. Ahmed, MD, Qualityloam Ltd, New Road, New City, 3412 8769. 

Administ ration Ass istantrequi red S15.00 pe rho ur 

Good all-round administration skills needed to undertake a variety of duties within the 
organisation. Knowledge of WORD or similar package essential. Immediate start . 
Pleasewriteortelephoneforanapplic:ationlormfrom 
Mr S. Singh, ZYT Ltd, Z341 Old Road, New City, 456723. Tel. 0892 557739 I 



Recruitment, selection and training of workers 

Activity8.3 
Readthecasestudyonthepreviouspage. 

a) Which advert would have appeared in a national newspaper and which would have been 
inthelocalnewspaper?Explainyourchoice. 

b) Design your own advertisement for the job for which you drew up a job description and 
job specification (page 95). Where would you place this advertisement, and why? 

c) Compare your advert with that of the other students in your group. Which would be 
mostlikelytoattractthebestpeopletoapplyforthejobandwhy? 

Applica ti on forms a nd CVs/ resumes 
A job advertisement will require the applicant to apply in writing. This can either 
be by requesting, and then filling in, an application form, or by writing a letter of 
application and enclosing a curriculum vitae (CV) or l"Csume. A CV or fCSmne is a 
summary of a person's qualifications, experience and qualities, and is written in a 
standard format. 

A business will use the application forms, or letters and CVs, to sec whicl1 of the 
applicants match the job specification. The applicants who are the closest march are 
the ones who will be invited for an interview - the selection stage . A shorclisr will be 
drawn up. 

A curriculum vitae (CV) or resume must be well laid out and clear. It should 
usually contain the following derails: 

• name 
• address 
• telephone number 
• date ofbinh 
• nationality 
• education and qualifications 
• work experience 
• positions of responsibility 
• interests 
• names and addresses of referees (for references). 

The letter of application should outline briefly: 

• why the applicant wants cl1c job 
• why the applicant feels he/ she would be suitable . 

Application forms arc sometimes completed in place of the CV and usually ask for the 
same information . They may sometimes ask for other information that is specifically 
relevant to the job. 



The recruitment process 

Activity8.4 

a) Study this job advertisement and the information from three application forms below. 
Which of the three people would be most suitable for the job? Give reasons for your 
choice of the successful applicant and why you would reject the other two applicants. 

PersonalAss istant(PA) 

S..laryinexcessof $20000peryear 

The General Manager at our New City office requires an experienced and highly skilled Personal 
Assi1tanttoprovideacompletesupportseivice. lnatypicallybusydayyouwillmanagethe 
General Manager's office, word process a variety of documents, maintain an accurate diary and 
liaisewithcustomers,dientsandcorporatecontact1 
Youwillneedtobeabletodemonstrateexcellentkeyboardskills,knowledgeofMicrosoftOffice 
and associated programs, a good standard of numeracy and literacy and have previous experience 
in a similar role . 
If you enjoy worl<:ing with a friendly team, please send your CV to Corinne Ogunbanjo, Human 
Re.ources, NYDBplc, 3286 New Street, New City, 467813. 

Applitant1 Applicant2 App li cant ] 

Caroline Sharma Pablo Gitano Sara Gherman 

Address 2144MainRoad, 4245LongRow, 9876 New Road, New City 
New City New City 

Ago 

Educational SIGCSEs,including 61GCSh, induding SO-level1,includingEnglish 
qualifications English,Mathsand English,Mathsand and Maths. Administration 

Computer Studies Computer Studies qualificatiom - levels1,2and3 
Administration Administration 
qualifications - qual ific.ations-
Levell Levels 1 &2 

Previous 6months lyearasofficejunior Switchboardduties-2years 
employment asa1un1or 3yeanon reception Reception-3years 

administration 6yearsaspersonal Generalofficeduties-6years 
assistant assistant Head of Administration 

section-6years 
Persona1Msistant-2years 

Playing sports- Reading,memberof Reading,goingtothecinema, 
hobbies member of several local football team, watching television 

local teams, going playingpiano,roc:k 
toset!friends, climbing 
voluntary helper 
with a youth group 

b) What additional questions do you think should have been on the application form? Why 
shouldtheyhavebeenasked? 

c) Design your own application form for the job for which you produced an advertisement 
on page 98. 



Recruitment, selection and training of workers 

Tipsfor success 
Make sure you 
can explain 
why particular 
interview 
questions might 
be asked. Don't 
just repeat a 
question if you 
are asked to 
explain why 
an interview 
question is being 
asked. 

Tips fo r success 
Make sure you 
can explain how 
the information 
from these 
tests might 
behelpfulin 
choosing between 
applicants . 

Interviews 
The applicants who are shonlisted and invited for interview will have provided the 
names and addresses of referees. These are people who will be asked to provide a 
reference (give their opinion on the applicant's character, honesty, reliability and their 
suitability for the job). References are usually confidential, which means the applicant 
does not see what has been written about them. This should allow the person giving 
the reference to be honest in their opinions. Sometimes an 'open' reference or 
testimonial will be given. TI1ese are not confidential, indeed the applicant may bring 
these alongrhemselves. 

If rhe applicant is a school leaver, it is normal to give their sd1ool as a referee. If the 
applicant is older, usually a former employer will be used. 

Interviews are still the most widely used form of selection. However, interviews are 
not always rhe most reliable way of choosing rhe best person for rhe job. The main 
purposes of an interview are to assess, in rhe shorresr possible time: 

• rhe applicant's ability to do rhe job 
• any personal qualities that are an advantage or disadvantage 
• rhe general character and personality of the applicant - will they fir in? 

Interviews can be one-to-one, two-to-one or a panel of people to interview the 
applicant. Panel interviews are usually used for more senior positions. 

Some businesses include tests in their selection process, for example: 

• Skills tests aim to show the ability of rhe candidate to carry out certain tasks. 
• Aptit11dc tests aim to show the candidate's potential to gain additional skills. Either 

general intelligence tests or more specific tests arc used to assess the candidate's 
ability to train fora particular job. 

• Personality tests are used if a particular rype of person is required for the job, if the 
job requires the ability to work under stress or if the person will need to fir in as 
parrofa team of people. 

• Gro11p situation tests give tasks to applicants to complete in group simations 
and the group is observed. Each applicant will be assessed on rhe way they 
work as a member of the team and the way they tackle the tasks themselves. 
Again, a job that requires rhe applicant to work as pan of a team, for example 
on projects, will often use this type of selection procedure during the selection 
process. 

Activity8.S 
Imagine that you are now going to interview candidates for the vacancy that you advertised 
in Activity 8 .3. You have drawn up the following six questions to ask the interviewees. 
1 What is it about the job that attracted you to apply for it? 
2 Whatdoyouknowaboutthecompany? 
3 Tellmemoreaboutyourhobbiesandinterests. 
<I Whydoyoufeelyouareparticularlysuitableforthejob7 
5 Where do you see yourself in five years' time? 
6 Doyouhaveanyquestions? 

a) What is the purpose of each of these questions? What are you hoping to find out? 
b) What other questions ought to be asked? 
c) Getother studentsinyourdasstoapplyforthejobyouhaveadvertisedandthencarry 

out a mock interview. Would you offer them the job? 



The recruitment process 

Rejecting unsuccessful applicants 
When the suitable applicant has been offered the job and has accepted it, the 
unsuccessful applicants should be informed that they have not got the job and 
thanked for applying. 

Activity8.6 

a) An international construction company has just won a contract to build a dam in an 
African country. How might the Human Resources department recruit the following 
workers for the contract: 
• experiencedengineers 
• labourers? 

b) AninternationalairlineisexpandingitsoperationsinlatinAmerica. ltneedstorecruit 
stafftobebasedinjustthiscontinent,astheflightswillnotgoallaroundtheworld. 
What recruitment and selection methods would it use to appoint: 
• airlinepilots 
• cabin crew (air stewardesses and stewards)? 

Revision summary: the recruitment and selection process 
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Recruitment, selection and training of workers 

Defini tions to 
learn 

employment is 
often considered 
tobe between 1 
and30-35hoursa 
week. 
Full -timl 
employees will 
usuallywork35 
hours or more a 
week. 

The contract of employment 
ln many coumries in the world it is a legal requiremem for employers to provide a 
new employee with a comract of employment to sign. It will set our the terms of 
the relationship between the employee and the employer. It will usually be set out in 
writing and include the following: 

• name of employer and name of the employee 
• job title 
• date when employment is to begin 
• hours to be worked 
• rate of pay and any other benefits such as bonus, sick pay, pension 
• when paymem will be made 
• holiday entitlement 
• amoum of notice to be given to terminate the employmenrthat rhe employer or 

the employee must give to end the employment. 

Part-lime and full-time (contracts of employment) 

A part-time worker is someone who works fewer hours than a fi1ll-time worker. 
There is no specific number of hours that makes someone full - or pan-rime, bur a 
full-rime worker will usually work 35 hours or more a week. The number of hours 
which workers usually work in a week will vary from one country to another. The 
contract of employment will give a different number of hours to show whether it is a 
part-time or full -rime job. Employers can benefit from employing workers on a pan­
rime contract rather than a full-time contract. 

The advantages to cl1e business of employing part-time workers are: 

• more flexible in rhe hours of work 
• easier to ask employees just to work at busy times 
• easier to extend business opening/operating hours by working evenings or at weekends 
• fits in with looking afi:er children and cl1erefore employee is v.illing to accept lower pay 
• less expensive than employing/paying a full -rime worker. 

The disadvantages to the employer are: 

• less likely to be trained because the workers see the job as temporary or the 
employers think cl1e employees will leave or won't want promotion 

• rakes longer to recruit two pan-rime workers than one full -time worker 
• can be less committed to the business/more likely to leave to get anocl1er job 
• less likely to be promoted because cl1ey will not have gained the skills and 

experienceasfull -tin1eemployees 
• more difficult to communicate with pan-rime workers when they are nor in work. 

TI1e advantages and disadvantages of full-time workers is the opposite to parr-rin1e workers 
(that is, the advantages of pan-rime workers are cl1e disadvantages offull-rime workers). 



Definitions to 
learn 
lnductiontr•inlng 
isan introduction 
given to anew 
employee, 
expla ining the 
firm's activities, 
customs and 
procedures and 
introducing them 
to their fellow 
workers. 
On-the-Job 
train ing occurs 
by watching a 
more experienced 
worker doing the 
job. 
Off-tha-Job 
train ing involves 
being trained 
away from the 
workplace.usually 
by specialist 

Training 

Training 
There should be clear objectives for uaining employees. Training is important to a 
businessasirmay be used to: 

• introduce a new process or new equipmem 
• improve rhe efficiency of rhe workforce 
• provide training for the unskilled workers to make them more valuable ro rhe company 
• decrease rhe supervision needed 
• improve rhe opportunity for internal promotion 
• decrease rhe chances of accidents. 

Employees should be clear about rhe benefits ofrhe training or they will not work 
hard or rake rhe uaining seriously. 

Training covers many different needs. Some may be short term, such as one-day 
courses on how to operate a new machine safely. Others may last a few days and some 
may be long term where a programme of management training is involved, such as an 
MBA (Masters degree in Business Administration ). 

Training is usually trying to achieve one or more of the following: 

• increase skills 
• increase knowledge 
• change people's attirudes/raise awareness, for example, customer service. 

There are three main types of training: 

• induction training 
• on-die-job training 
• off-the-job training. 

Inductio n training 
This is carried out when an employee is new to the post. When a new employee starts 
at a company, they will nor know where anything is or who people are or what is 
expected of them. The induction programme will last sometimes for a day, sometimes 
for several days - it depends on rhe company and rhc particular job. When a person 
starts a new school, they are shown round, introduced to teachers and told about 
their lessons - this is the same type of information you would need to know if you 
had just joined a new company. 

The advanragcs of induction training arc rhar it: 

• helps new employees to settle into their job quickly 
• may be a legal requirement to give Health and Safety uaining at rhe start of a job 
• means workers arc less likely to make mistakes. 

The disadvantages of induction uaining are that it: 

• is time consuming 
• means wages arc paid but no work is being done by the worker 
• delays the srarr of rhe employee commencing their job. 
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Case study exam ple 
The following is an induction p rogram me for a shop assistant. 

O n-the-job training 

Introduction 

Company history 

Company structure 

Administration details 

• Companyregulatiom 
• Healthandsafetyintheworkplace 
• Uniform 

Break 

Workplace 

• Map of the premise1 ~ place1 of work 
e Staffroom 
• Staffcanteen 
• Firstaidpoint 
• Fireexits 
• HumanResourcesManager'soffice 

Conditions of employment· 

• Rateofpay 
• Hours worked 
• Sicknessandholidaypay 
• Pensions 
• Disciplinaryprocedure1 
• Breaks 
• Staffpurchaseldim>lmls 

Training opportunities 

lunch 

Job training 

• Customer service 
e Stackingshe~presentationofshelves 
• Pricing goods 
• Usingbarcodereader 
• Usingtills 
• How to deal with difficult customers 
• Security 

Clo~ 

This is where a person is rrained by watching a more experienced worker doing the 
job . T hey are shown what to do. T his method of training is only suitable for unskilled 
and semi-skilled jobs. 

The advantages of on-the-job rraining are that: 

• individual ruirion is given and it is in the workplace so the employee does not need 
to be semaway (travel costs are expensive ) 

• it ensures there is some production from the worker whilst they are rraining 
• it usually costs less than off-the-job rraining 
• it is rraining to the specific needs of the business. 



Training 

The disadvantages of on-the-job training are that: 

• the trainer will not be as productive as usual because they are showing rhe trainee 
what to do instead of getting on with their job 

• the trainer may have bad habits and they may pass these on to rhe trainee 
• it may nor necessarily be recognised training qualifications outside the business. 

Off-the-job training 

This is where the worker goes away from the place where they work. This may be 
in a different pan of the building or it may be at a different place altogether, such 
as a college or specialist training centre. The techniques used to train workers are 
more varied and can invoke more complex tasks. Off-the-job training often involves 
classroom learning, using lecture, role play, case studies or computer simulations. 
This may be similar to how you are taught. 

The advantages of off.the -job training are that: 

• a broad range of skills can be taught using these techniques 
• if these courses are taught in the evening after work, they are cheaper for the 

business because rhe employee will still carry our their normal duties during the day 
• the business will only need to pay for the course and it will not also lose the output 

of the employee 
• employees may be taught a variety of skills, they become multi-skilled and this makes 

them more versatile - they can be moved arolUld rhe company when the need arises 
• it often uses expert trainers who have up-to-date knowledge of business practices. 

The disadvantages of off-the-job training are that: 

• costs are high 
• it means wages are paid but no work is being done by the worker 
• rhe additional qualifications means it is easier for the employee to leave and find 

another job. 
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Training is necessary for the success of most businesses. It is a form ofinvesnnetu, 
but in human capital not physical capital. Invesnnem usually leads to greater output 
in the fomre and this is uue of employees as well as machinery. 

Tips fo r success Activity 8. 7 
Make sure you Copyoutthetablebelowandfill in the gaps. 

can explain and Advantages and disadvantages of methods of training 
give examples of 
when on-the-job 
and off-the-job 
tra iningis suitable 
fo r particular jobs. 

Method of tra ining I Descr ipt ion I Advantages I Disadvantages 

Induction training I I I 
On-the-job training I I I 
Off-the-job training I I I 

Revision summary: tra ining (management) 
grooler mdl""ttooond 

==ol!OO =~ly :~~oolity ~~~"'Mee g,_fle~ "" / ~ 
~ut"'~~:' rhce --- a clvo~tuges --~ h'%:;' re,, 

TRAINI NG 

"" -------------=t ol trolnl rg :C~'a:'fui:J 

ondtMn ancther 
00.sioosswil beoofit 
fromhe tra r11rg 

Revision summary: training (employee) 
may get increased lrrp'(}"OOchanceol easlerto applylorjob. 
p:,y promdloo at olherMoosses 

---------- I --------
odvontoges 

disodvontuges 

I -------------rnc,y ha,..,, 1a wo rl: !no ""!'I be ma,ed!o 
different way differerljob 



Definitions to 
learn 
WorltfQrCII 
planning is 
establishing the 
workforce needed 
by the business for 
the foreseeable 
future in terms of 
the number and 
skills of employees 
required . 

Defi nit ions to 
leam 
Redurrdancy 
is when an 
employee is no 
longer needed 
and so loses their 
job. It is not due 
to any aspect of 
their work being 
unsatisfactory. 

Situations in which downsizing of workforce is necessary 

Act ivity 8.8 
For each of the examples below, decide what type of training would be most appropriate 
and why. 

a) S&S pie have just introduced a new computer program into the accounts offices. All the 
accounts employees will need to know how to use the new software. 

b) Sandeephasbeengivenajobasatraineemanagerwithalargeretailcompany. The 
training will last for about two years. 

c) James has just got a job as a hotel porter. He has never done this type of job before. He is 
starting work next week. 

Situations in which downsizing of workforce 
is necessary 
Workforce planning is where the business will need to decide on the type and 
number of employees needed in the future . The number required will depend upon 
the firm's s.1les forecasts, its future plans such as expansion or automation, and its 
objectives, for example, inrroducing new types of products. Often businesses will 
require additional employees when they are expanding but sometimes they will need 
to downsize the workforce (reduce the number of employees). This can be because of: 

• introduction of automation 
• falling demand for their goods or services 
• factory/shop/office closure 
• relocating their factory abroad 
• a business has merged or been raken over and some jobs have become surplus to 

requirements in the newly combined business. 

When it has been decided how many employees will be required and what their skills 
need to be, the H uman Resources department can plan how this \viii be achieved by: 

• finding out the skills of all the present employees 
• counting out anyone who will be leaving soon, for example, due to retirement 
• consulting with existing staff as to who could and would want to retrain to fill the 

new jobs 
• preparing a recmim1ent plan to show how many new staff will be needed and how 

they should be recruited (internally or externally) . 

If a business needs to reduce the number of employees this can be done in one of two v.>ays: 

• dismissal 
• redumb.ncy. 

Workers may also leave their job because they: 

• retire (they are getting older and wam to stop working) 
• resign (because they have found another job ). 

Dismissal 

T his is where a worker is told to leave their job because their work or behaviour is 
unsatisfactory. For example, an employee who was constantly late for work and who, 
despite being given warnings, continued to be late, would probably be dismissed. An 
employee who was caught stealing or who v.>as unable to do the job to a satisfactory 
standard would be dismissed. In some countries, an employee can rake the business to 

G 



Recruitment, selection and training of workers 

Tips for success 
Make sure you 
can explain 
the difference 
between 
redundancy and 
dismissal. 

court if they feel they were unfairly dismissed. Therefore a business needs to make sure 
they have followed all the lav.'S in their country when dealing with their employees. 

Redundancy 
There may be occasions when a number of employees will no longer be needed, 
through no fault of their own - for example during a period of falling sales resulting 
from an economic recession. 

When an cmployL-e is made redundant, they may be given some money to compensate 
them for losing their job. 1n some countries this is laid down in law, for example, one 
week's wages for every year that the employee has worked for the business. The following 
factors help a business to decide which workers to make redundant and which to retain. 

• Some workers may volunteer - because they may have another job they can go to, 

they want to retire early or want to start their own business. 
• Length of tin1c employed by the business - workers who have worked for the 

business for a long time are often retained. They will have the most experience and 
be the most expensive to make redundant, if redundancy payments are made. 

• Workers with essemial skills that are needed by the business or whose skills could 
be rransfurable to other departments are ofi:en retained. 

• Employment history of the worker - whether they have a good/poor attendance, 
puncmality or appraisal record. 

• Which departmems of the business need to lose workers and which need to 
retain workers. 

Legal controls over employment issues 
ln the UK, and several other countries, governments have passed laws that affect 
equal employment opportunities. The effects of these laws arc that people should be 
treated equally in the workplace and when being recruited, and that they should be 
paid equal amounts for similar work. 

This means that ifa man and a woman arc both equally well -qualified for a job 
they should be treated equally. It should not be the case that one rather than the 
other is given the job simply because of their sex. 

This is also true of people who have a disability, people from different races and 
people of different religions. 

W hat does thi s mea n for businesses? 
• It means they have to be careful when wording an advertisement for a job - for 

example, they cannot advertise for a woman - they must say 'person'. 
• When selecting an employee for a job they must treat all applicants equally. If a 

business does not do this, then they would be prosecuted and fined. 
• By following these laws carefully, businesses should recruit and promote staff on 

merit alone and this should help to increase motivation at work. 

\Vhat laws are there in your country which might affect L-qual oppormnities? 
Employees are workers in a business. This section also covers the legal rights of 

those who wish to become employees and who apply for jobs. 
Employees need protection in the following areas: 

• against unfair discrimination at work and when applying for jobs 
• health and safety at work 
• against unfair dismissal 
• wage protection. 



Definitions to 
learn 
f thical ntisian ­
adecisiontaken 
byamanagerora 
company because 
of the moral code 
observed by the 
f irm. 

Legal controls over employment issues 

Protection aga inst unfa ir discrimination 

Discrimination means to make a choice. The discrimination we are concerned with 
here is when it is based on unfair reasons. For example, some employers discriminate 
unfairly against workers or people applying for jobs because they: 

• are of a different race or colour 
• belong to a different religion 
• are of the opposite sex 
• are considered roo old/young for the job 
• are disabled in some way. 

ln most countries many of these forms of discrimination are illegal. If they were not 
illegal, many sections of society would find it \'ery difficult to gain jobs or to achieve 
promotion at work. Businesses can also lose out by practising unfair discrimination . 
They could fuil to select a very good worker just because they used one of the reasons 
above not to select the person. 

ln addition to these la\\'S, many employers have an equal opportunities policy. 
Employees who consider that they have been unfairly discriminated against can appeal 
to an equal oppormnities committee. 

Hea lth and safety al work 

Many years ago, most employers cared little for the safety of their workers. Machines 
did not have safety cages. Protective clothing was not issued. Conditions were often 
very hot or cold, noisy and unpleasant. The arguments often used by employers to 
explain such conditions were cl1at: it would cost too much to make workplaces safe; if 
cl1e existing workers did not like the conditions, cl1en they could leave as there were 
many unemployed people who would do their work! 

In our modern world such attimdes are no longer acceptable. Most employers now 
care for their workers' safety. One reason for this is that many laws have been passed 
that have forced them to improve health and safety at work. In most countries there 
are now laws which make sure that all employers: 

• protect workers from dangerous machinery 
• provide safety equipment and clothing 
• maintain reasonable workplace temperamres 
• provide hygienic conditions and washing facilities 
• do not insist on excessively long shifts and provide breaks in the work timetable. 

Are health and safety laws and controls over business a good idea? Most managers 
think so. Workers cost a great deal to recruit and rrain. It is worcl1while keeping them 
safe and healthy. Such workers are likely to be better motivated, work more efficiently 
and stay with the firm for a longer period of tin1e. 

For these reasons, some employers in countries where cl1ere are weak health and 
safety laws will still provide working conditions of a very high safety standard. The 
managers of these firms have taken an etWc.1! decision . T11at means that they have 
a set of standards or a set of moral rules cl1at prevent them from acting in an unfair 
or dangerous way towards their workers. Do these managers make better employers/ 
Most workers would think so, and would be better motivated to work harder and 
stay with the business because of this. 

Unfortunately, in some countries there are employers who still take advantage of 
workers. There may be no protection on the length of shifts and many millions of 
children can still be seen working in industries that offer little protection from danger 
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D e finition s to 
le arn 

An indust rl il l 
tr lbunlll isalegal 
meeting which 
considers workers' 
complaints of 
unfair dismissal or 
discrimination at 
work. 
A contract of 
• mploym.nt is a 
legal agreement 
between 
employer and 
employee listing 
the rights and 
responsibilities of 
workers. 

T ips for success 
Make sure you 
can explain why 
governments 
introduce laws 
to protect 
employees. Also 
make sure you can 
explain how these 
laws affect both 
employers and 
employees. 

and ill health. In these countries workers are exploited and often paid low wages. 
Business costs are therefore very low. Should the rest of the world continue to buy 
products from these countries? What is your view? 

Protection aga inst unfa ir dism issa l 

Once in work, employees need protection from being dismissed unfairly. Obviously 
if the worker has stolen from the employer or is always late for work, dismissal would 
be reasonable. The following examples of dismissal are unfair: 

• for joining a trade LU1ion 
• for being pregnant 
• when no warnings are given before dismissal. 

In the UK, if a worker feels that they have been dismissed unfairly, then they can rake 
their case to an industrial tribunal . This will hear both sides ofrhe argumem and 
may give the worker compensation if it believes rhar dismissal was unfair. Industrial 
aibtmals are similar to courts oflaw and they can also be used to hear disputes 
between workers and employers on sex and race discrimination and redundancy. 

Wage protection 

Workers have a right to be paid for work they do for employers. There should be a 
written agreement between worker and employer - the contract of emplo~,ne:nt - which 
will contain details not only of the hours of work and the narnre of the job but also of: 

• the\\'age rate to be paid 
• how frequently \\'ages will be paid 
• what deductions will be made from wages, for example , income tax. 

In some countries employers can pay whatever wage rate they like. If there is high 
unemployment or if unemploymem benefits are low, workers may be offered very 
low wages. Workers could find it very difficult to live on these wages. Increasingly, 
governmems are raking action against employers who pay low wages. This action 
often takes rhe form of a legal minimum \\'age. A minimum wage exists in pans of 
China, India and in the US. A minimum wage makes it illegal for an employer to 

pay an hourly rate below the minimum set. A legal minimum wage has a number of 
claimed advantages and disadvanrages. 

Advan tages of a legal minimum wage 

• It should prevent strong employers from exploiting unskilled workers who could 
nor easily find other work. 

• As many unskilled workers will be receiving higher wages, it might encourage 
employers to train them to make sure that they are more productive. 

• It will encourage more people to seek work. There should be fewer shortages of workers. 
• Low-paid workers will earn more and will be able to afford to spend more. 

D isadvan tages of a legal minimum wage 

• It increases business cosrs which will force them to increase prices. 
• Some employers will not be able to afford these wage rates. They may make 

workers redundant instead. Unemployment may rise. 
• Other workers receiving just above the minimum level may ask for higher wages 

to keep the same differential between themselves and lower paid workers. Business 
costs will again increase. 
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Activity8.9 
Consider the way in which Gowri Kumaran was treated by her employer. 

She applied for a job as machine operator in a radio assembly factory. The employer 
offered her the job and said that her contract of employment would be sent to her after 
one month's trial. After one month, Gowri received her wages but was surprised to see 
that her wage rate was much less than expected. She was also earning much less than 
other workers doing the same work. There had been several deductions from her wages 
which she did not understand. She did not receive a contract of employment as had been 
promised. 

Gowri had complained to her supervisor that there were some loose electrical wires on 
her machine but no action had been taken. She worked 10-hour shifts with only one break. 
Gowri decided to join a trade union but when the manager heard about this he called her 
into his office. He told her that her work was unsatisfactory and she was no longer required. 
Gowri was very upset about the way she had been treated. She asked for your advice, as her 
legaladviser,onwhatsheshoulddo. 
a) Do you think that Gowri has been badly treated by her employer? Give reasons for your 

b) As Gowri's legal adviser, write a letter to the manager of the factory where she used to 
work. Explain to the manager all of the points of law which you think the manager has 
broken. 

c) What might be the advantages to employers from treating their staff well? 

Internat ional business in foc us: Kenya Airways 

Kenya Airways has sent 40 newly recruited cabin crew for training in Egypt. It was said that, 
'The institute in Cairo is one of the cheapest but offers high quality training.' The training 
was needed as part of an expansion programme at Kenya Airways. The expansion is in 
long-haul routes into Asia and training new bilingual staff is required in addition to 
increased numbers of cabin crew. The airline looked abroad, as their domestic training 
facilities are overstretched. The recruitment and selection process used by Kenya Airways for 
itscabincrewisveryextensive.'Wearedeterminedtoofferthebeststandardsofin-flight 
service'saidtheOperationsDirector. 

Discussion points 
• Why is high-quality training important to Kenya Airways? 
• Why do you think that Kenya Airways did not use on-the-job training for the cabin crew? 
• Suggest ways in which Kenya Airways could recruit and select appropriate workers as 

cabin crew. 
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Exam-style questions - Paper 1 

1 Sarah owns a business which manufactures musical instruments. There has been 
an increase in sales and profits over the last two years but there has been a fall in 
demand for some products. She employs 50 skilled production workers. She wants 
to recruit five more factory workers to make pianos but needs fewer workers to 
make violins. She intends to carry out a job analysis for the factory workers who 
make pianos. Sarah uses on-the-job training for new workers joining the business. 
a) What is meant by 'job analysis'? [2) 
b) Identify two examples of suitable places Sarah could advertise the vacancies. [2) 
c) Identify two questions which Sarah could ask the job applicants at 

interview. Explain why each question is asked. [4) 
d) Identify and explain two advantages of on-the-job training for this business. [6) 
e) Sarah needs fewer skilled workers to make violins. What do you think 

Sarah should do? Justify your answer. [6) 

2 Mr Patel owns an insurance company. He advises clients and finds insurance 
policies for customers and a fee is paid for his services. He employs ten well­
qualified workers. His business needs to recruit an extra five well-qualified 
workers and will need to draw up a job description and job specification. 
Mr Patel intends to use external recruitment to recruit these workers. 
a) What is meant by a 'job description'? [2) 
b) Identify two examples of requirements he might put in a job specificat ion. [2) 
c) Identify and explain two reasons why Mr Patel wants to recruit 

well-qualified workers. [4) 
d) Identify and explain two items Mr Patel might put in an induction programme. [6] 
e) Do you think external recruitment is better than internal recruitment for 

MrPatel?Justifyyouranswer. [6] 

Revision checklist 

In this chapter you have learned: 

• the role of the Human Resources department 
• each stage of the recruitment and selection process 
• how to draw up a job description 
• how to draw up a job specification 
• how to choose suitable ways of advertising a vacancy- either internally or externally 
• how to draw up a CV and an application form 
• how to draw up questions for interviews 
• benefits/limitations of part-time and full-time workers 
• the importance of training and different types of training, including how to 

design an induction programme 
• the difference between on-the-job and off-the-job training 
• how to analyse and evaluate the relevance of training to both the management 

and the employee 
• why reducing the size of the workforce might be necessary 
• which workers to recruit/make redundant 
• why governments pass laws to protect employees. 

NOW - test your understanding with the revision questions on the CD-ROM. 



® Internal and external 
communication 

Definitions to 
learlJ 
Communkatlc:m is 
thetransferringof 
a m.SSilge from 
the sender to 
thereceiver,who 
understands the 
message. 
The m11SH11e is 
the information 
or instructions 
beingpauedby 
the sender to the 
receiver. 
lnbfrnel 

between members 
of the same 
organisation. 

This chapte r w ill explain: 
• the importance of effective communication to business 
• the difference between internal and external, formal and informal communication 
• the different methods of communication 
• the barriers to effective communication and how they can be overcome. 

What is effective communication and why is 
it necessary? 
Comm unication occurs when a mess,tge is transferred from one person to another, 
who understands rhe comcm of rhe mes.sage. 

We all communicate with other people every day of our lives. We comnmnicatc 
with our families , at sd1ool or college, when we go shopping, or when chatting 
with friends. Communication ,...;th others is a natural pan oflifc. Why do we need 
to study something which comes naturally to us? There is one imponam reason for 
this and that is: communication must be cffccti,·c. This means that the information 
or message being scm is received , understood and acted upon in the way imcndcd. 
If it isn't , it can be annoying for us when we communicate with our friends. For 
businesses, communication which is not effective, or communication failure, can have 
serious consequences. 

Internal communication 
\Vhy do people ,,rithin a business need to communicate with each other? 

ln all organisations, it is necessary for people to comnmnicatc with each other in 
various ways. Without communication, we would all be working as individuals with 
no links with anybody else in the business we worked in. The tasks of management in 
guiding, instructing, warning and encouraging workers would become in1pos.siblc. 

Here arc some examples of common mes.sages conmmnicatcd within businesses 
(internal communication ). The way in which each message is given is also shown. 

• 'Please do not smoke in this area.' (notice on a table ) 
• ' How many hours did you work last week?' (manager asks a worker) 
• 'There will be a Fire Drill at 11 00 today.' (notice on a board ) 
• 'The cutting machine has broken down. Can you send the engineer as soon as 

possible?' (telephone call) 
• 'Sales last week reached a record level. You will need to increase output so that we 

do not run out ofinvcmories.' (emailed memorandum to Operation Manager) 
• 'Keep this door locked at all rimes.' (sign on a door) 
• 'You have been sacked because offrcqucm absences from work. Please 

acknowledge receipt ofrhis letter.' (lcncrwrincn to an employee ) 
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Tips for success 
When answering 
a question about 
communication 
remember to 
state whether 
you are referring 
to internal 
or external 

Definitions to 
lea rn 
External 
co111munic1tion 
is between the 
organisation 
and other 
organisations or 
individuals. 

• 'Shoplifting is on the increase in our store - this meeting gives all employees a 
chance to suggest ideas on how the problem can be reduced.' (meeting with all 
shop workers in a store) 

The list could have been very long indeed, but these examples show rhc wide range 
of topics which need to be comnmnicared in business. Can you imagine the serious 
problems that could occur if these messages were not communicated effectively to 
the people who need rhc information they contain? 

Activity9. I 

a) Suggest three more examples of internal communication within a business or your school 
or college. 

b) Give details of the message to be sent and the method you think should be used to send it. 
c) Justify why you have chosen these communication methods. 

External communication 
This occurs when messages arc sent between one organisation and another or 
between the organisation and individuals other than employees, for example 
customers. Some ofrhc main examples of e.nernal communication are: 

• orders for goods from suppliers 
• sending information to customers about prices and delivery times 
• advertising goods or services ( this is covered in detail in Chapter 14) 
• asking customers to pay bills on time. 

One type of communication is nor more imporram than another. It is just as 
importam for a business to have good external communication as good internal 
communication. The key features ofborh rypcs are the same. The methods of 
communication which can be used arc also similar although the growth of social 
networking has transformed how a business can communicate with the 'outside 
world'. The main difference between imernal and external communication is who is 
being communicated with. 

Why external communication has to work well 
External communication is very imporram to the image and efficiency of a business. 
If a firm communicates ineffectively with suppliers, it may be scnr the wrong 
materials. If it sends inaccurate information to customers, they may buy a product 
from another firm. 

Here arc some more examples of external communication. You can imagine how 
serious it would be if communication was not effective in all of these cases. 

• A Finance Manager writes a letter to rhc tax office asking how much rax must be 
paid rhisycar. 

• A Sales Manager records a customer order taken over the imcrnct for 330 items to 
be dcli\•crcd by next Wednesday. 

• A business must comact thousands of customers who have bought a product 
which mrns out to be dangerous. An email is scm to all customers who bought rhc 
product to ask them to return the item for a refimd. 



Definitions to 
learn 
The trltflsmittar 
or sender of the 
message is the 
person starting 
off the process 
by sending the 
message. 
Thtmadlumof 
communication is 
the method used 
to send a message, 
forexample,a 
letter is a method 
of written 

andameetingisa 
method of verbal 
communication. 
The rwceiver is 
the person who 
receives the 
message. 
Faadback isthe 
reply from the 
receiver which 
shows whether 
the message has 
arrived,been 
understood and, 
ifnecessary,acted 
upon. 

The process of effective communication 

Activity 9.l 

a) Suggest three more examples of e:dernal communication from a business or your school 
or college. 

b) Give details of the message to be sent and the method you think should be used to send it. 
c) Justify why you have chosen these communication methods. 

The process of effective communication 
Effective communication involves the following four feamres: 

• a transmitter or sender of the message - this is the person who wishes to pass on 
the information to others. This person has to choose the next two features carefully 
in order to make sure that communication occurs effectively 

• a medium o f communication or a method for sending the message, for example, 
a letter or noticeboard 

• a receiver of the information - the person to whom the mess.age should be sent 
• feedback , where the receiver confirms that the message has been received and 

responds to it. This ensures that the information has been correcrly received by the 
right person and, if necessary, acted upon. 

Thefeaturesofeffectivecommunication 

m assag e 
!through a med iu m of 

commu nlcatiool 

Activity 9.3: Com m unicat ing wit h workers 
Sales were below target at the Co-operative Retail Store. The manager was very concerned 
about this . She decided to write to every worker, about 30 in all, to warn them of the 
problem of falling sales and how jobs were now at risk . In the letter she asked for ideas on 
how to increase sales. Workers were asked to confirm that they had received the letter and 
tell heriftheyhadanygoodideas. 
a) lnthiscasertudy,identify: 

• thesenderofthemessage 
• the medium being used 
• thereceiverofthemessage. 

b) Didthecommunicationinvolvefeedback? 
c) Do you think that the method used by the manager to communicate with workers was 

the best one to use? If not, which method would have been more effective? Explain your 



Internal and external communication 

Definitions to 
le.tm 
Ona-way 
<0mm11nkat lel'I 
involves a message 
which does not 
call for or require 
a response. 
Two-way 
mrnmunlcat lel'l is 
when the receiver 
gives a response 
to the message 
and there is a 
discussion about 
it . 

One-way and twa-way cammunicatian 
One-way communication occurs when rhe receiver of a message has no chance to 
reply or respond to the message. An example would be an instruction to 'rake these 
goods to the customer'. One-way communication does nor allow rhe receiver to 
connibute to communication or to provide any feedback. 

Two-way communication is when there is a reply or a response from rhe 
receiver. This could be just simple confirmation of receipt of rhe message or it 
could be a discussion about the message. Both people are therefore involved in rhe 
communication process. This could lead to better and clearer information. 

Activity9.4 
Refer to the list of messages on pages 113-14. The method used to send or transmit each 
message is also given. Which messages are most likely to lead to: 
a) two-way communication? 
b) one-way communication? 

Givereasonsforyouranswerineachcase. 

The advantages of two-way communication 
When the receiver has to, or decides to, give feedback to the sender of the message 
there are two main benefits. 

• It should become absolutely clear to the sender whether or nor the person 
receiving rhe message has understood it and acted upon ir. lfrhey have nor, 
then perhaps the message needs to be sent again or made clearer. Effective 
communication has nor taken place until rhe message is understood by the receiver. 

• Both people are now involved in rhe commw1ication process. The receiver feels 
more a pan of this process. He or she can make a real contribution to rhe topic 
being discussed or communicated. This may help to motivate the receiver. 

The difference between one-way and two-way communication 



Communication methods 
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EFFECTIVE 
COMMUNICATION 

Communication methods 
Information can be sem or transmitted in a number of differem ways - these are 
called the communication media. 

• Verbal methods of communication involve the sender of the message speaking ro 
the receiver. 

• Written methods of communication include letters and notices/ posters bur 
increasingly involve the use of information technology (IT). 



Internal and external communication 

• Visual methods of communication include methods such as diagrams, charts and 
videos. 

Which is rhc best way to communicate a message? There is no simple answer to this 
question. Sometimes it is better to use \'crbal communication and on other occasions 
it is essential to use \\'linen communication. Different messages require different 
methods of communication, so there is no best method in all cases. 

Choosing the appropriate communication method 
There arc several factors rhar rhe sender of a message should consider before 
choosing the most appropriate method to use to communicate with the recei\•cr: 

• Speed - is it important that rhc receiver gets the information really quickly? For 
example, a manager from a foreign division of a company must be told about a 
cancelled meeting before he catches his flight. 

• Cost - is it important to keep costs down or is it more important to communicate 
cffccrivcly, regardless of cost? For example, customers need to be informed about a 
serious safety problem with a product. 

• Message details - how derailed is rhc message? If it con rains technical plans, figures 
and illustrations then, clearly, written and other visual forms of communication arc 
likely to be essential. 

• Leadership style - is rhc leadership srylc a democratic one? !fir is, then two-way 
verbal forms of communication with employees arc much more likely to be used 
than they would be by an 'autocratic leader'. 

• The receiver - who is/arc rhc 'rargcr' rcc.civcr(s)? Ifjusr one person has to 
be communicated with, and they work in the next office, then one -to-one 
conversation is likely to be used. H owever, this would be inappropriate if hundreds 
of workers needed to rccei\'e a message. 

• Importance of a written record - if it is essential that a written record can be 
rcforrcd to at some rime in the fumrc, then, clearly verbal communication would 
be inappropriate. For example, legal contracts or receipt of new orders from 
customers must have written records. 

• Importance of ftedback - if it is essential that the sender receives feedback, perhaps 
very quickly, then a direct verbal method of conmumication might be most 
appropriate. For example, has the customer just leaving the shop paid for those 
goods yet? 



Communication methods 

Revisio n summary: how to choose communica tion methods 

Verba l communicatio n methods 
Verbal, or oral, communication methods include: 

• one-to-one talks/meetings between the sender and the receiver 
• telephone conversations 
• video wnferencing, where groups of people in different locations are able to see and 

hear each other through a video/Internet link 
• meetings and team briefings, which could involve few or many people. 

Adva ntages of verba l commun ication 

• Information can be given out quickly. When this happens at big meetings, it is an 
efficient way of communicating with a large number of people. 

• There is oppormnity for immediate feedback and two-way communication. 
• The message is often reinforced by seeing the speaker. The body language of the 

speaker, how they stand and their facial expressions, can help to put the message 
across effectively. This, of course, does not apply to telephone conversations. 

Disadvantages of verbal communication 

• In a big meeting, there is no way of telling whether everybody is listening or has 
understood the message. 

• It can take longer to use verbal methods when feedback occurs than to use a 
written form of conmmnication. 

• \Vhen an accurate and permanent record of the message is needed, such as a 
warning to a worker, a verbal method is inappropriate. 

W ritten commu nication methods including those 
based on information technology 
Written methods of communication include: 

• bminess letters - used for either internal or external communication, they should 
followasctsrructurc 

• memos (an abbreviation of memorandum) - written messages used only internally. 
Many businesses use computers to send these through the internal email system. 
An example of a memo sent by email is shown on the next page. 



Internal and external communication 

To:SalesManager 

From:OistributionManager 

Subject: Delivery of damaged goods 

The problem of damaged goods reaching our Newtown branch has been K>lved. It was disc:overed 
that the boxes were being loaded on to the truck without any rope alli!Ching them. 

lhavemetwiththeloadingsupervisortotellhimthatthismustnothappenagain 

• reports - detailed documents about a panicular issue or problem. These are often 
produced by expens working in rhe business. They can be sent to managers to read 
before a meeting to discuss the issue. Very often these reports are so derailed that 
they could nor be undersrood by all employees 

• notices pinned on boards - these are used to display information which is open to 
everyone. H owever, there is no cerrainry that they are read 

• faxes (fucsimile messages) - written messages sent to other offices by electronic 
means via telephone lines 

• text messages - today, cell (mobile ) phones are a major pan of peoples' lives. They 
allow for quick and convenient communication with others. One of the most used 
functions on rhe cell phone is nor the phone, but rhe insranr text messaging -
such as when organising a business meeting at short notice: just rake out your cell 
phone, rype in a quick 'meet me @ 2 plz' and press send. Text messaging is an easy 
and discrete way of communicating with others. 

Text messaging allows the 'sender' to communicate \\'ith others in siruations 
where a face -to-face or phone conversation is nor possible or appropriate. Also, a 
record exists of the comnmnication - until this is deleted. However, there is no 
way of assessing the tone ofrhe message or the 'mood' ofrhe sender and this can 
cause some failures in communication. 

• email and social networking sites and Tweeting and other forms of electronic 
communication using information technology - these have revolutionised 
communications in recent years. \Vritren messages can be sent between two or 
more people \\'ith computing facilities. Printouts of messages can be obrained if a 
'hard copy' is required. 

lmranets provide easy messaging to all workers in a business with access to a 
computer. 

The internet allows easy and effective communication with customers and 
suppliers. 

Malnstreet Trading m11nSfflllllnn 19 OCt 

Book ol the Day: carte Blanche by Jellrey Deaver. Get ready lor 
Skyfall by reading the latest Bond book. now in paperback. 

hodderbookS 
~ ~byHoddr&S1ougr,ton 

Collapse +. Reply u AaW891 * FaYOrite 

AnexampleofaTweetsentviaTwitte ... 



Communication methods 

Adva ntages of w ritten communication 

• There is 'hard' evidence of the message which can be referred to in the fumre. This 
should help to reduce disagreements between the sender and rhe receiver about 
the contents of the message. 

• It is essential for certain messages involving complicated derails which might be 
misunderstood if, for example, a telephone call was made. Also, the law in many 
countries requires certain safety messages to be written and displayed in offices and 
fuctories. I r is nor sufficient to rell people about safety measures - they could be 
forgotten . 

• A written message can be copied and sent to many people. This could be more 
efficient than telephoning all of those people to give them the same message verbally. 

• Electronic communication is a quick and cheap way to reach a large number of 
people. 

Disadvantages of w ritten communicati on 

• Direct feedback is nor always possible, unless electronic communication is 
used. This can, however, lead to roo many email messages being created and 
':information overload', leading to people nor being able to pick our the really 
important messages from the many that might be received. With written messages 
in other forms, two-way communication is difficult. 

• It is nor so easy to check rhar the message has been received and acted upon 
as with verbal messages - although this can be done with email as a 'please 
acknowledge' function can be set up. 

• The language used can be difficult for some receivers to understand. If the \\'fitten 
message is too long it may be confusing and lose rhe imeresr of rhe reader. 

• There is no oppormn:ity for body language to be used to reinforce the message. 

Vi sua l communica ti on methods 
Visual methods of communication include: 

• Films, videos and Microsoft Power Point displays - o&en used by businesses to help 
train new staff or to inform sales people about new products. 

• Posters - can be used to explain a simple bur importam message by means of a 
picmre or cartoon. For example, the dangers of operating an unguarded machine 
or the waste ofleaving lights switched on. 

• Charts and diagrams - can be used in reports or letters to show numerical data or 
to simplify complicated ideas such as how the business is organised. Examples of 
these appear in other chapters of this book. Computers and relevant IT packages 
can be used to present data in a wide variety of different tables, charts, graphs and 
diagrams. Primouts of these can then be obtained as a hard copy to add to reports 
and other documents. 

• Photographs and cartoons - these can be used to add variety, colour and humour 
to a message - all of which may increase the chances of rhe communication being 
read and understood by the receiver. 

Adva ntages of visual communication 

• These methods can present :information in an appealing and attractive way. People 
are often more prepared to look at films or posters than to read letters or notices 
because of the interesting way they communicate messages. 



Internal and external communication 

Tips for success 
Remember that 
in some cases 
it might be 
essential to use 
written forms of 
communication 
(for example with 
legal contracts). 
In other cases, 
for example 
when advertis ing 
anew product, 
communication 
with potential 
customers could 
be best achieved 
with more visual 
methods. 

• They can be used to make a wrin en mes.sage dearer by adding a chart or diagram 
to illustrate the point being made . 

Di sadva ntages of visua l communicati on 

• T here is no feedback and the sender of the mes.sage may need to use other 
forms of communication to check that the mes.sage is understood. For example, 
training videos are often followed by a wrin en test for the new staff to check their 
understanding. 

• Charts and graphs are difficult for some people to interpret. The overall message 
might be misunderstood if the receiver is unsure of how to read values from a 
graph or how to interpret a technical diagram. 

Activity 9.5: Methods of communication 
Copy out this table of communication methods. Under the headings of speed, written 
recordand feedback,fill inthekeyadvantagesor d isadvantagesofeach. The first one has 
been done for you. 

Telephonec.all 

Meetin9withemployee1 

SocialnetwOO::site 

Staffnewipaper 

Website 

Email 

Notice 

Face-to-face 
conversation 

Advertising poster 

Text message 

Speed Written record 

Slow - takes time to Yes-receiver has the 
write letter and postal letter and the 1enderi1 
iervicemightbepoor likelytokeepacopy 

Revision summary: communication methods 
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the receiver may 
not reply at all 
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Definitions to 
learn 

communlc1tlon is 
when messages 
are sent through 
established 
channels using 
professional 
language. 

'"""""" communication is 
when information 
is sent and 
received casually 
with the use 
of everyday 
language. 

Formal and informal communication 

Activity9.6 
Which communication method might be most appropriate for the following messages? 
Justifyyouranswerineachcase. 
a) There should be no smoking in the staff canteen. 
b) The management want to instruct all employees on how the new computer system works. 
c) Detailsofthefirm'ssalesfiguresforthelastfouryearsarebeingsenttoshareholders. 
d) The Finance Manager wants to remind the Operations Manager that they have arranged 

ameetingfornextweek. 
e) The Product Development Manager wants to inform directors of the market research into 

threenewproductideas.Hehopesthattheywillagreetolaunchoneoftheseproducts. 
f) The Office Manager wants to obtain views from all office workers on how paper waste 

could be reduced. 
g) A supervisor plans to warn (for the last time) a worker who is always late for work. 
h) Next year's holiday dates need to be made available to all workers . 
I) The Human Resources Manager wants to invite an applicant for a job to an interview. 
J) The Operations Manager wants to send the plans for a new factory to the Managing 

Director, who is on a foreign business trip. 
k) Existing customers of a bank are to be informed about a new type of bank account . 
I) A new contract needs to be agreed and signed between a farmer and the cooperative he 

sells his milk to . 
ml The Marketing department of a cosmetics business wants to launch a new perfume 

aimed at women with above average incomes. 

Formal and informal communication 
lfyou are a school smdent or in employment, how do you receive mes.sages which 
are imponanr to you? You may read notices on the noticeboard, receive reports, 
emails or memos or attend official meetings. These are all examples of formal 
communication . Are they the only way you learn about what is going on in your 
organisation/ Almost certainly not. 

You are also likely to receive mes.sages through informal d1annels, such as 
meetings with friends or comact with others in the cameen or at break rimes. These 
informal , or unrecognised, meetings are sometimes referred to as the 'grapevine'. 
Sometimes these informal channels can be used by managers to 'try out' the reaction 
to new ideas, such as a new shift system in the factory, before communicating derails 
of the new system formally. If the reaction to managemem from the grapevine is 
negative, they may not introduce the new idea at all. At other rimes, the informal 
channels can spread gossip and rumour which is Wlhelpfol to managers. Managers, 
however, cannot prevent the informal links existing between people in the 
organisation. 



Internal and external communication 

T ips for succen 
The sender of any 
message needs 
to be clear about 
who it is meant 
for. 

The direction of communications 
A typical organisation chart for a business is sho\\11 below. 

t c hefExecco,e 

Look at the arrows. They indicate the direction of communication. 

• Arrow A shows downward communication. This is when messages are sent 
from managers to subordinates. It can be used for instructions or statements on 
important business decisions. It does not allow for feedback. lfthese messages have 
to pass through many levels ofhierarchy then the original meaning of the message 
could become distorted (see 'Communication barriers' below ). 

• Arrow B shows upward communication. This is when a message or feedback is 
passed from subordinates to managers. As we have seen, such feedback can be an 
essential part of effective communication. Workers in an organisation have much to 
offer by being involved in the communication process. They should not be afraid 
of contributing to discussions or meetings. The organisation has much to gain 
when the managers are prepared to listen to and to act upon messages receiYed 
from those lower down the organisation. 

• Arrow C shows horizontal communication (sometimes reforred to as lateral 
communication ). This occurs when people at the same leYel of an organisation 
communicate with each other. Information and ideas can be exchanged at 
both formal and informal meetings. This can be a cause of conflict between 
depanmems; for example, if Marketing informs Operations that the quality of 
output is so poor that the consumers are remrning goods as faulty! 

Communication barriers 
Defin it ions to As we saw on page 115, there are four pans to any successful communication -
learn sender, receiver, medium used and feedback. Communication can fuil if any one 
Communiatlan ofrhese four parts does not operate as it should. If one pan fuils, it would be 
bar ri ers are factors called a bn rrier to effective communication . This would cause a breakdown in 
that stop effective communications, which could lead to serious problems for the organisation. 
communication of The most common barriers to effective communication and ways to overcome 

them are listed in the table on the next page. 



Communication barriers 

Barr iers to effective communication and how they can be overcome 

Description How the ba rrie r canbeovercome 

Problems Language which is too difficult is u!.ed . 'Jargon' The 5eflder should ensure that the message uses language Vllhic:h 
withthe ortechnicaltermsmaynotbeunderstoodbythe isunderstandable.UseofjargonortermsV!ihic:haretootechnical 
sender lhouldbeavoided 

Problem1 
with the 
medium 

The sender uses verbal means of communication The sender should make the mes~ ill clear ill possible. Feed>rl 
but speaks too quickly or not clearly enough should be asked for to ensure the message i5 being undemood 

The sender communicates the wrong message or The sender must make sure that the right permn is receiving 
passesittothewrongreceiver the right message 

The message is too long and too much detail The message !.hould be as brief .is possible to .illow the main 
preventsthem.iinpointsbeingunderstood. This points to be understood 
isagainthefaultofthesender 

The message may be lo1t so the receiver does not It is important to insist on feedback. If no feedback i5 received 
see it then the sender assumes the message was lost 

Thewrongchannelhasbeenused,e.g.an Thesendermustselecttheappropriatechannelforeach 
important message was put on the noticeboard message sent 
whichmostpeopledidnotread 

If the message is sent down a long chain of The shortest possible channel ~ould be used to avoid this 
command, the origin.ii meaning of the message problem 
may be lost. It could become distorted 

No feedback is received ThiscouldbebeG!use,e.g.,aletterwassenttoworkersasking 
for their opinions. A meeting would have been more useful 

Breakdown of the medium, e.g. computer failure Other forms of communication ~ould, where possible, be 
or~talstrike made available 

Problem1 They might not be listening or paying attention The importance of the message should be emphasised. The 
with the receiversshouldbeaskedforfeedbac:ktoensureunderstanding 

Problem1 
with 

Thereceivermaynotlikeortrustthesender.They Thereshouldbetrustbetweenboththesenderandthereceiver 
may be unwilling to act upon his or her message or effective communication i5 unlikely. Perhaps .inother sender 

1houldbeusedwhoisrespectedbythereceiver 

There ii no feedback Perhapsnofeedbackwasaskedfor.Perhapsthemethodof 
wmmunicationuseddidnotallowforfeedbi!Ck 

feedback 1-,.-,-=- ~-. _d<_oo_a_owly_ cr- i, .... dist- o-rted- .-.,- w-<h-+D- irect----li-oe-so"'"t=- m-oo-i,-atio- , -.,-.,,-~-, -~ -bo«f- i-M-fes- a-,d---1 

the original message, perhaps the feedback is managers must be available. Direct c:ommunic.ition is always 
passingthroughtoomanypeoplebeforebeing more effective 
receivedbytheoriginal5enderofthemessage 

T ips fo r success Activity 9.7: Reducing communication barrie n 
Questions about Sanchez is a successful business leader. He started his own business, STC, importing tea and 

coffeefiveyearsago. Henowemploys45people-30inhiscountryand15incountries 
barriers often ask that produce the tea and coffee. A!. he is very busy he holds few meetings with his workers. 
for suggestions He emails his ma nag en daily and expects them to pass on his instructions to the workers 
about how they are responsible for. In recent weeks, some supplies of tea and coffee have not been to 
communication the exact quality and taste that Sanchez demands and he is very angry. He wants to tell his 
failure can be managers and workers how they must improve. He wrote to them all several months ago for 
prevented or new ideas on how to improve the business but he did not get any replies! 

a) ldentifyfou r possiblecausesofcommunicationbarrierswithinSTC. 
b) Explain to Sanchez how he could overcome the four communication barriers that you 

identified in a) . 
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Revision summary: barri ers to effective comm unication 
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International business in focus: Coca-Cola bloe; for worldwide 
employee survey 
The Coca-Cola corporation is using a biog as a communication channel through which the 
SS OOO employees of the global company can provide their views on Coca-Cola's vision, 
mission and values. 

Orlando Ashford, head of Human Resources (HR) at Coca-Cola's US headquarters in 
Atlanta, Georgia, says that Coca-Cola can be one of the most respected companies in the 
world only when it's clear to employees what the company stands for. This will only be 
achieved by effective communication. 

Coca-Cola's top 1 SO managers met last year and decided on the seven principles which 
describe Coca-Cola's culture. Now it is up to Coca-Cola's workers to communicate their views. 

The employee biog will be open for a week with one principle for discussion on each 
day - seven principles, seven days - and enables each employee anywhere in the world to 
participate. 

This biog method employee survey is not unique. IBM has recently used a similar method. 
Ashford says he wants to see Coca-Cola management everywhere in the world setting an 
exampleandparticipatinginblogging. 

Discussion points 
• Explain why Coca-Cola's HR head believes that effective communication with workers is 

important. 
• Do you think that blogging is the best way to obtain the views of a large number of workers? 



Revision checklist 

Exam-style questions - Paper 1 

1 Manuel is HR Manager for a large bank. His responsibilities include internal 
communication with individual workers and groups of workers. Sometimes he 
wants to send a message to all 15 OOO workers employed by the bank. Some 
workers complain that unless they spend time reading notices or email messages 
they fail to receive important information. 
a) What is meant by 'internal communication'? [2) 
b) Identify two benefits of using notices as a form of communication. [2) 
c) Identify and explain two possible barriers to communication within the bank. (4) 
d) Identify and explain two ways in which Manuel could communicate 

with individual workers about their pay and working conditions. [6) 
e) Do you think that electronic forms of communication are always the 

best ones to use when communicating with large numbers of workers? 
Justify your answer. [6) 

2 SEP manufactures electrical appliances such as cookers and heaters. One of Phil's 
responsibilities as Marketing Manager at SEP is to communicate with thousands 
of customers in many countries. Some of these customers are wholesalers but 
many are individual consumers who have bought products directly from the 
business. Phil is worried that communication barriers sometimes prevent his 
messages being received effectively. 
a) What is meant by 'communication barriers'? [2) 
b) Apart from customers, identify two external groups SEP might need to 

communicate with. [2] 
c) Identify and explain two types of written communication with customers 

that Phil could use. [4] 
d) Identify and explain two possible causes of communication barriers 

between Phil and SEP's customers. [6] 
e) SEP has discovered a major safety problem with one of its products. It 

needs to communicate with customers quickly. Explain the advantages 
and disadvantages of i) telephoning all customers and ii) sending an 
email to them. Which method of communication is best in this case? 
Justify your answer. [6] 

Revision checklist 

In this chapter you have learned: 

• why internal and external communication is important in different business 
situations 

• how to select the best method of communication for different messages 
• the most common reasons for communication failure - barriers to communication 
• how businesses can overcome these barriers to communication. 

NOW - rest your understanding with the revision questions on the CD -ROM. 



People in business 

People in business: end of section cose study 
(Poper 2 style) 
The Lakeview Restaurant 
ThelakeviewRestaurantisownedbytwobrothers,ChrisandAbdul.Theysetupthe 
restauranttenyearsagoasaprivatelimitedcompany.ltislocatedontheedgeofthecity. 

The business is split into two separate dining areas. One area is for families and the other 
area serves more expensive meals for business people. The family dining area is large 
andishiredoutforweddingsandbirthdayparties. Theotherareaismainlyforbusiness 
customers. 

Both sections of the restaurant are always busy and fully booked on weekdays. Chris and 
Abdulwanttoexpandthebusiness. Therestaurantcannotbeexpandedonitsexistingsite 
as it has buildings on one side and it is next to a lake on the other side. New workers for the 
kitchens and waiters will need to be recruited, whichever option is chosen. 

Therearetwooptionsforthebusinesstoexpand: 

• Option 1: Buy a ship and convert it into a floating restaurant next to the main restaurant 
tohireoutforweddingsandbirthdayparties.TheshipwillcostS100000tobuyand 
convert it to a restaurant . The projected net profit is S20 OOO per year. Unemployment in 
the area is high. 

• Option 2: Close the existing restaurant and relocate to a new building which is much 
larger and isinthecentreofthecity. Theadditionalcostofbuyinganewrestaurant 
isS250000andtheprojectednetprofitisS25000peryear. Unemployment in the city 
centre is low. 

Appendix 1 
Two job applications for the post of manager of the Lakeview Restaurant 

MrJPatel MrNGuitano 

Qualifica tions lOIGCSE, 3Alevels, 71GCSE, 2 A levels 
BADegreeinBminess 
Management 

Management experience 3yearsas Geoeral Manager 20yearsasrestaurantmanager 
ofa1mallcafe 

Cridet,footlxlll,rugby, Reading,watching televi!.ion, 
read ing helped keeptheaa:ountsfora 

localchildren'1charity. 

Persona l status Married,4children Single,nochildren 

Number o f restaurants at 4 restaurantsfor4weeks 10differentrestaurantsin 
which they have worked eachastheywereholiday 20years 

jobs 

Prefe rred management Autocratic-believes the Democratic - believes employees 
style manager knows best shouldbeaskedtheiropinions 



People in business: end of section case study (Paper 2 style) 

Appendix 2 

5th June Meeting 
From: Chris (c-smith@gotmail.co.uk) 
Sent: 23 October 2013 23:41:47 
To: Abdul (Abdul@gotmail.com ) 
Cc: 
Hi Abdul 

We need to employ a new restaurant manager. We had to dismiss the last 
manager as he failed to motivate employees - we do not want someone like him 
again. 

I want someone who is careful with money and will give a good service to the 
customers. They need to come up with ideas of how to increase the number of 
customers to the restaurant on weekends. 

What do you think/ 

1 a) Identify and explain two reasons why well motivated employees are important 
for the restaurant . [8] 

b) ChrisandAbdulhaveadvertisedajobvacancyforarestaurantmanager. Lookat 
Appendix 2, compare the two job applicants and decide who you would choose 
toemploy. Justifythereasonsforyourchoice. [12] 

2 a) ThelakeviewRestaurantisexpanding. ldentifyandexplaintworeasonswhy 
anorganisationchartwouldbehelpfultothemanagementoftherestaurant. [8] 

b) The restaurant needs to communicate with its suppliers to order its weekly food 
ingredients. Considertheadvantagesanddisadvantagesofusingemail,letteror 
telephone. Recommend which is the best method for Chris and Abdul to use. 
Justify your answer. [12] 

Optiona l questions 
3 a) ThelakesideRestaurantislocatedneartoseveralrestaurantswhichare 

competitors. Explainoneadvantageandonedisadvantagetothebusinessof 
beinglocatedneartocompetitors. [8] 

b) Considertheadvantagesanddisadvantagesofthetwooptionsfortherestaurant 
business to expand. Recommend which option Chris and Abdul should choose. 
Justify your choice. [12] 





Marketing, competition and 
the customer 

This chapte r will expla in: 
• the role of marketing 
• why markets change in terms of consumer spending patterns and 

competition, and how businesses respond to these changes 
• the difference between mass marketing and niche marketing 
• how and why market segmentation is carried out. 

The Marketing department 
Most businesses, unless they are very small, will have a Marketing department. In a 
large public limited company, the Marketing Director will have people responsible for 
market research of new products, promotion (including promotions and ad\'ertising), 
distribution, pricing and sales. 

ThestructureofatypicalMarketingdepartment 

The bigger the company, rhe more people will be employed in the Marketing 
department and the more sections there are likely to be. 

• The Sales department is responsible for the sales of the product. It will usually have 
separate sections for each region to which the product is distributed. Ifrhc product 
is exported, there may also be an Export dcparnncnr. 

• The ~Market Research department is responsible for finding out customers' needs, 
market changes and the impact of competitors' actions. It will report on these to 
the Marketing Director and this information will be used to help make decisions 
about: rcscard1 and development of new products, pricing levels, sales strategics 
and promotion strategics. 

• The Promotion department deals with organising the advertising for products. 
It arranges for advertisements to be produced. For example, adverts arc filmed 
if they arc to be on television, or designed if they are to be in newspapers. The 
dcparnncm also decides on the types of promotion that will be included in 
campaigns. It will have a marketing budget - a fixed amount of money to spend. 
It has to decide which types of advertising media will be the most effective to use 
because there will only be a certain amount to spend; the dcparnncnr cannot spend 
what it likes! 

• The Diitrib11tion department transports the products to the marker. 



Marketing, competition and the customer 

Defin it ipns to 
learn 
Market share is 
the percentage of 
total market sales 
held by one brand 
or business. 

Activity 10.1 
In which department - Sales, Market Research, Promotion or Distribution - do each of the 
following people work? 

a) Anya spends most of her time in other count ries showing the product to people who buy 
inventoryforlarge retailgroups. 

b) Mohamed spends his time a rranging for adverts of the product to be placed in 
newspapers and magazines. 

c) Paulspendsmuchofhist imecarryingoutquestionnaires. 
d) Mary o rganises the ai rline flights for the products to be sent to thei r markets abroad. 

The role of marketing 
Marketing is not just about advertising and selling a good or service, as can be seen 
by the different marketing activities found in a Marketing department. The central 
roleofmarketingisto: 

• identif)' customer needs by finding out what kind of products or services 
customers want, the prices they are willing to pay, where and how they want to buy 
these goods or services and what afi:er·sales services they might wam 

• satisfy customer needs in order to achieve sales of their goods or services. 
Customers wam the right product, in the right place and at the right price. Failure to 
do this, or to do it less well than competitors, will lead to the failure of the business 

• maintain cnstomer loyalty by building customer relationships. Keeping close 
links with aistomers and finding out if proclucts or services are continuing to meet 
their needs will help to ensure the success of the busine~. If customers change their 
expectations of what they wam from a good or service then the busine~ should respond 
to meet these new needs. Tus will be identified by maintaining close relationships 
with customers. lt is very important to keep existing customers (customer loyalty) and 
nor just concenrrare on arrracting new ones. It is much cheaper to rry to keep existing 
customers (for example, \\ith loyalty cards) than trying to gain new customers 

• gain info nnation about customers to meet their changing needs and to establish 
a long-term relationship with them. This is one ofrhe most important roles of 
rhe Marketing department today. Building a relationship with customers means 
that marker research information can be used to understand why customers buy 
products and how they use them. This makes for better and therefore more 
effective marketing 

• anticipate ch anges in customer needs by identifying new trends in customer 
demand or gaps in the marker so that businesses can produce goods or services 
which are not currently available. 

If rhe Marketing deparm1enr is successful in idemif),ing customer requirements and 
predicting fumre customer needs, it should enable rhe business to meet one or more 
of the following objectives: 

• raise customer awareness of a product or service of the business 
• increase sales revenue and profitability 
• increase or maintain market .share 
• maintain or improve rhe image of products or a business 
• target a new market or marker segment 
• enter new markers at home or abroad 
• develop new products or in1prove existing products. 



Tips fo r success 
Make sure you can 
choose suitable 
packaging for 
different products 
to ensure the 
cor rectappealfor 
the brand image/ 
ta rget market. 

Understanding market changes 

Case study: Pepsi Cola 

At present, Pepsi Philippines, which manufactures Pepsi, Seven-Up, Mountain Dew, Gatorade, 
Tropicana and Lipton, accounts for 20 per cent of the total carbonated drinks market in the 
Phili ppines. It wants to expand its o pe ration and increase its share of the market still further. 
The Marketing department will be vital in deciding how this can be achieved. 

Act ivity I 0.2 
Readthecasestudyabove. 

a) Suggest ways Pepsi Philippines could increase its market share. Which way do you think 
will be most effective? Explain your answer. 

b) Do you think Pepsi Phil ippines should develop new varieties of drinks to sell in this 
market? Explainyour answer. 

c) ldentifywhocould bethenewcustomersofthesedrinks. 
d) Explain what types of advertising and promotion might be effective in attracting these 

Understanding market changes 
Sales of goods and services from particular businesses do nor sray rhe same year afi:er 
year or even month afi:er month. Things don't sray rhe same forever! Some markers 
are changing ar a rapid pace , such as mobile (cell) phones, whereas other markers, 
such as breakfast cereals, don 'r change very quickly. 

W hy customer/consumer spending patterns change 

• Consumer tastes and fashions change - fashions may change for clothes and so 
consumers may want different styles of clothes to those they wore last year. 

• Changes in technology - with new products being developed, such as iPads and 
notebooks, sales of standalone computers have fullen in many countries. New 
products mean old versions/ alternatives do nor have high sales anymore. 

• Ch ange in incomes - if an economy has high unemployment then many 
consumers will buy cheaper products. If the economy then grows and 
unemployment fulls the sales of more expensive products will increase. 

• Ageing populatio ns - rhe age structure of the population in many countries is 
changing to a greater percentage of older people. This has changed the rype of 
products which are increasing in demand, such as anti-ageing fuce creams for 



Marketing, competition and the customer 

The power and importance of changing customer needs 
If businesses fuil to respond to customer needs then they are likely to fail. Customers 
are 'king' because as their needs change, it is the businesses which research and 
know what these changes are, and respond to them, that will be the ones which are 
successful (see Case smdy Activity 10.3). 

Why have some markets become more competitive? 

• Globalisation of markets has meant that products are increasingly sold all over the 
world (see Chapter 28). 

• Transportation improvements have meant that it is easier to get products from one 
pan of the world to another part of the world. 

• lmernet/e -commerce has meant that consumers can search for products and 
buy from overseas markets. Even some services such as insurance can be bought 
from businesses based in another country. Increased consumer information about 
products and the different international businesses that produce them makes a 
market much more competitive. 

How can businesses respond to changing spending patterns and 
increased competition? 
A business will ha\'e to take action to maintain its market share whenever there is 
growth amongst its competitors. This may also be necessary if the image of the 
business has been harmed by bad publicity in the newspapers or on television (for 
example, if a particular toy doll has harmed a child). In this case the business will 
need to find ways to convince customers that the problem has been corrected. !fit 
does not, then the sales revenue and profits will go down. Improving or maintaining 
image is an important factor in improving or maintaining market share. 

In order to remain successful, a business may need to: 

• maintain good customer relationships - this has a key role in continuing to meet 
customer needs and it also provides market research information about customers. 
Marketing departments whid1 become experts on customer needs will respond 
to these needs and maintain customer loyalty. It has been shown that it is often 
cheaper to keep existing customers than gain new ones 

• keep improving its existing product - this is especially true if its competitors 
improve their products. By making the goods it sells very diflcrent from those 
produced by competitors the business will become well known for differentiated 
products. Apple is a good example of a company that reacts to increased 
competition by making even more advanced products 

• bring out new products to keep customers' interest in their company rather 
than their competitors. This will help them to maintain, or even increase, their 
market share. An example of this would be Microsoft, whid1 keeps on improving 
and developing its operating systems 

• keep costs low to maintain competitiveness - as this should help keep low prices. 



Definitions to 
learn 
Mass market is 
where there is a 
very large number 
of sales of a 
product. 

What is meant by a market? 

Case study exam p le 
Whathappenswhenchangecatchesupwithyou? 

'The world is changing very fast. Big will not beat small any more. It will be the fast beating 
theslow.'(RupertMurdoch). 

One of the few things that is certain in this world is change. In a world where technology is 
advancingatsucharapidpacethenchangehappensevenmorequickly. ltisveryimportant 
forcompaniestoadapttochangeasrapidlyastheycan. 

TaketheexampleofKodak,whichfiledforbankruptcyin2012 inabidtosurviveacash 
crisis,causedbyyearsoffallingsalesofitsphotographicfilmforcameras(asdigitalcameras 
had taken over the market) . Kodak, a pioneer in the photographic film business, has tried to 
restructure to become a seller of consumer products like cameras. 

Consumers' preference for digital cameras is on the rise in India, with the market for 
digital cameras growing at 40 per cent in volume terms (according to industry estimates). 
Prices of digital cameras are falling, and with additional features that allow video recording 
it means camera manufacturers such as Sony, Canon and Samsung are enjoying rising sales. 

Activity 10.3 
Readthecasestudyabove. 
a) Whyhas Kodakgotintofinancialdifficulties? Explainyouranswer. 
b) Suggest how keeping in close contact with customers might have avoided this p roblem. 

What is meant by a market? 
A market for a particular good or service is made up of the total number of customers 
and potential customers as well as sellers for that particular good or service. It can be 
measured by rhe total number of sales or by the value of the sales for that good or 
service by all suppliers to that particular good or service. These markets can be either 
mass markets or niche markets. 

Mass marketi ng 

If a product has a very large number of sales it could be said to be sold to a mass 
market (many people in rhe population will buy this product, for example aspirin, 
washing powder or soap). Products are designed to appeal to rhe whole marker and 
therefore advertising and promotions are intended to appeal to most customers. The 
advantages of selling to a mass market are: 

• rhe sales to these markets are very large 
• the firm can benefit from economies of scale (see Chapter 18) 
• risks can be spread, as ofi:en rhe business will sell several different variations of 

products to rhe mass market, and if one variety of the product fuils then the other 
products may still sell well 

• opportunities for growth of the business due to large potential sales. 

However, there are disadvantages: 

• high levels of competition between firms 
• high costs of advertising 
• standardised products or services are produced and so may nor meet the specific 

needs of all customers or potential customers, therefore leading to lost sales. 



Marketing, competition and the customer 

Definitions to 
learn 
Niche market is 
asmall,usually 
specialised, 
segment of a 
much larger 
market. 

Tips fo r success 
Make sure you 
can explain 
the difference 
between amass 
market and a 
niche market 
using examples of 
goods or services. 

Definit ions to 
learn 
Market segment 
is an identifiable 
sub-group of a 
whole market in 
which consumers 
have similar 
characteristics or 
preferences. 

Niche marketing 
However, some products, often specialised products, arc only sold ro a very small 
number of customers who form a very small segment of a much larger market. This 
is referred to as a niche market. These products arc quire often sold by small firms 
as they have too few sales for large firms to bother with. For example, there is a mass 
market for shops selling food products in any country. However, if there is a small 
group of migrant workers in that country then food shops selling specialised food for 
this group of people may be set up. Expensive products, such as Rolcx watches or 
designer clothes, are aimed at a small section of much larger markets. 

Being able to identify and supply a niche marker has advantages. 

• Small firms are able to sell to niche markers as large firms may nor have identified 
them but concentrated on rhc mass markets instead. This may avoid competition 
from the larger businesses. 

• The needs of consumers can be focused on and therefore targeted by the firm in a 
niche market. This will give them an advantage over larger firms who aim to meet 
the needs of rhc mass market rather than the needs of these specific customers. 

Howe\•cr, there are disadvantages of supplying to a niche market. 

• Nicl1c markets are small and therefore have a limited number of sales, which means 
only small businesses can operate in these markets. Ifthe business wants to grow it 
will need to look outside rhc niche marker to find sales of other products. 

• Often businesses in a niche market will specialise in just one product. This means 
that if the product is no longer in demand the business will fail as the business has 
not spread its risks. Producing several products rather than just one product means 
that if one fails there are other products which are still in demand and rhc business 
carries on trading. 

Market segments 
The market for a particular good or service is made up of rhe total number of 
customers and potential customers for that particular good or service. Market 
segmentation recognises that all potcmial users of a good or service arc nor all the 
same , and what appeals to one set of consumers may not appeal to others. 

Market segmentation is when a marker is broken down into sub-groups which 
share similar characteristics. For example, chocolates arc eaten by young children, 
teenagers and adults of both sexes. Different brands of chocolates will appeal to these 
different groups of people. A Marketing department will divide the whole market 
into different groups and categories; these arc called market segments. 

Each segment is investigated in great derail. When it comes to advertising, the 
Marketing dcparm1cm know the best places to advertise and the most likely place 
rhe particular market segment will sec the advertisement. They will also know how to 
design rhe advertisement to appeal to the particular market segment they are aiming 
at. An example might be teenagers buying clothes. They might be asked questions 
about which magazines they read, which television progranuncs they watch, which 
mobile (cell ) phone they have and general questions about what they like. This will 
enable rhe Marketing department to select the best times to advertise , if television 
advertisements are to be used, and the type of adverts that will appeal to teenagers. 
They can advertise in magazines that are usually read by teenagers or design a new 
app for free download. 



T ipsfor success 
Remember that 
consumers can be 
part of more than 
one segment. You 
should be able to 
explain how and 
whybusine5ses 
segment a market 
and use examples 
to illustrate this . 

Market segments 

Segmenting a market can help a business to: 

• make marketing expenditure cost cflectivc by producing a product which closely 
meets the needs of these customers and only targeting its marketing efforts on this 
segment 

• enjoy higher sales and profits for the business, because of cost-effective marketing 
• identify a market segment which is not having its needs folly met, and therefore 

offer opportunities to increase sales. 

Some of the most common ways of how a market can be segmented arc shown in the 
rablebclow. 

Waysofsegmentingamarket 

By socio -economit group Income groups can be defined by grouping people's jobs according to 
how much they are paid. For example, managers are usually paid more 
thanofficestaff. Officestaffareuruallypaidmorethanproduction 
workers. Unemployed people will obviou~ be the lowest income 
group. Thisoftenmeamthatproductsarepriceddifferentlytotarget 
certainincomegroups. Forexamplecarsrangeinsize,performance 
and price level. Only someone on a high income could afford a Ferrari, 
but a person on a much lower income might afford to buy a Tata 
Nano. Some perfumes are sold at low prices whereas other perfumes 
are very expemive and are aimed at different income groups 

By age Theproductsboughtbypeopleindifferentagegroupswillnotbe 

By region/ locat ion 

By gender 

Byuseoftheproduct 

By lifesty le 

thesame.Youngpeoplebuydifferentclothe1toelderlypeople.The 
toysboughtforbabieswillvaryfromthoseboughtforolderchildren 

lndifferentregionsofacountrypeoplemightbuydifferentproducts 
Forexample,iftherearedryandwetpartsofthecountrythen 
waterproof clothing would be sold in the rainy part of the country, but 
notinthedrypart.lftheproducti1exported,thenitmayneedtobe 
changedslightly(forexample,adifferentnameordifferentpac:kaging} 
inordertoappealtothetastesofpeopleinothercountries 

Some products are bought only by women or only by men. For 
example, a shaving razor would normally be bought by a man, 
whereas a perfume would normally be bought by a woman 

For example, cars can be used by consumers for dome1tic use or 
for business use. Theadvertisingmediaandprornotionsmethods 
usedwilldiffer. Carsforbusinessusemaybeadvertisedby sending 
brochures out to businesses, whereas cars for dome1tic use may be 
advertised on television. These cars may be the 1ame models, but 
theywillbemarketedinadifferentway. 

For example, a single person earning the same income a1 a married 
personwiththreechildrenwillspendthatincome differently,buying 
different products. 

Decide the best place to advertise to increase sales 
A marketing manager would rake all these factors into account when deciding which 
segments might buy new pnxlucrs or improved products. Therefore, once the 
segments have been identified, this will influence how the products are packaged and 
advertised. It \viii also affect the choice of shops the products arc sold in, in order to 
get maximum sales. 



Marketing, competition and the customer 

Potential benefits of segmentation to business 
The business can use market segmentation to sell more products. They do this by 
making different brands of a product and then aiming each brand at a different 
market segment. As can be seen in the example of soap in the case smdy below, a 
business could produce various brands of soap to satisfy most of the market segments. 

By finding out the different segments in a marker, a business can sometimes 
identify a segment whose needs are not being met (there is a gap in the market). 
They can then produce a suitable product to meet these customer needs and again 
increase sales. 

Case s tudy example 

This is an example of how the market for soap may be segmented. 

Type of soap 

Beauty soap 

Baby soap 

Medicated soap 

Non-branded soap 

Characte ri stics of market segment 

People who buy beauty soap will be people who want to 
keeptheirskinsoft . Theywillthereforebuysoapwhich 
containsmoisturisers. Thiswillbeboughtmainlyby 

This is mild soap which will not harm a baby's skin . Bought 
mainlybymothersfortheirbabies. 

Sometimessoapissoldtohelpfightacne.Thistendstobe 
bought mainly by teenagers, both male and female. 

This is an economy product which is plain soap with no ex­
tra perfume added. This will probably be bought by people 
on low incomes. 

There may be other types of soap you can think of which are aimed at different groups. 
Salesofsoapwillbeaffectedbyincomegroups,genderandalsoage. 



Market segments 

Activity 10.4 
Readthecasestudyopposite. 

a) Listthedifferentbrandsofsoapsoldinyourlocalshops. 
b) Which segments of the market are each of these brands of soap aimed at? 

Activity 10.S 
Toyota produce a range of cars aimed at different market segments. They even own a 
separate company, called Lexus, whose cars are aimed at a particular market segment. 

A Toyota Yaris 

A Toyota Carny A Toyota Land Cruiser 

a) Look at the photographs of the Toyota range of cars and identify what characteristics 
the consumers of these models are likely to have. The characteristics you identify might 
include income (socio-economic group), age, gender, use of the product, lifestyle. 

b) ExplainthebenefitstoToyotaofproducingalargerangeofcarsaimedatdifferent 
market segments. 

Revision summary: ways of segmenting markets 

------ MARKET CAN BE 
SEGMENTED aY: 

lifestyle lrcome/soc k:l lgroup 



Marketing, competition and the customer 

International business in focus: personal computers and technolo~ 

Personal computer and mobile (cell) phone technology has seen many advances over the last 
twenty years. 

The personal computer market has :seen many changes over the last few years. The standard 
desktop computer is becoming a thing of the past in many offices, where a laptop has taken 
its place. In the home this has also been true. However, the introduction of the netbook and 
thentheAppleiPadhaschangedthemarketagain. 

Predictions for the future of the personal computer market are that mobile devices will 
become market leaders in terms of global sales, followed by tablets and netbooks. Home 
computers are :seen as becoming a smaller and smaller share of the global market. 

Discussion points 
• How has the market for personal computers changed? 
e Whyhavethesechangeshappened? 

• How should businesses in the personal computer market respond to these changes? 



Revision checklist 

Exam-style questions - Paper 1 

1 D & F Limited own a number of farms which grow fruit. The fruit is sold to 
large supermarkets abroad. They also grow coffee which is sold to companies 
that process and brand the coffee which is also then sold to large supermarkets 
abroad. The world price of coffee has recently dropped by 20 per cent. There has 
been a growing demand for fruit from developing countries with rising incomes 
as well as an increasing demand from developed countries which have seen a 
growing trend towards 'healthy eating', encouraged by government policies to 
tackle their obesity problem. 
a) What customer needs are being satisfied by D & F Limited? [2] 
b) Identify two reasons why the price of coffee might be falling. [2] 
c) Identify and explain two reasons why supermarkets are demanding more - ~ d) Identify and explain two ways the Directors of D & F Limited could 

respond to increased competition from farms which now grow fruit 
instead of vegetables. [6] 

e) Do you think D & F Limited should change production from coffee to 
growing more fruit? Justify your answer. [6] 

2 TGH are a public limited company which makes sports shoes (trainers). It makes 
a variety of designs for the mass market. The mass market is for young people 
who want fashionable sports shoes as well as those who play sport. The Directors 
recently decided to target a niche market which is for a particular market 
segment of customers who have a medical problem with their feet and need 
specially designed shoes. 
a) What is meant by a 'niche market'? [2] 
b) Identify two examples of the different markets for TGH products. [2] 
c) Identify and explain two reasons why TGH sell to a niche market. (4] 
d) Identify and explain two advantages to TGH of segmenting the market 

for sports shoes. [6] 
e) Do you think the Directors of TGH were right to target a niche market 

or should they have stayed with just a mass market? Justify your answer. [6) 

Revision checklist 

In this chapter you have learned: 

• the role of marketing - identifying and satisfying customer needs as well as 
maintaining customer loyalty 

• why market changes occur, such as when spending patterns change or there is 
increased competition, and how businesses can respond to these changes 

• the difference between mass marketing and niche marketing 
• what is meant by market segmentation and why market segmentation may be 

used 
• to recommend and justify an appropriate method of segmentation in given 

circumstances. 

NOW - test your understanding with the revision questions on the CD-ROM. 



@ Market research 

Defin itions to 
learn 
A product­
o rlentated 
business is one 
whose main focus 
of activity is on 
the product itself. 
A market-
o rientated 
business is one 
which carries out 
market research 
to find out 
consumer wants 
before a product 
is developed and 
produced. 
A market ing 
budget is a 
financial plan for 
the marketing 
ofa product or 
product range for 
some specified 
period of time. 
It specifies how 
much money 
is available to 
market the 
product or 
range,sothat 
the Marketing 
department know 
how much they 
may spend. 

This chapter w ill explain: 
• the importance of market research 
• what is meant by primary research 
• what is meant by secondary research 
• who carries out this research 
• why the information collected may not be accurate 
• presentation and use of market research results. 

Product-orientated and market-orientated 
businesses 
Some businesses produce the product first and then cry to find a market for it. This is 
known as being product ·orientated . This is not common today. Producr-orienrated 
businesses often produce basic necessities required for living, sud1 as agriculrural 
tools or fresh foods. These products may nor have their own name or brand (brand 
names will be discussed larer in this chapter) and are general products that consumers 
need to buy. The manufucrurer and retailer are mainly concerned with rhe price and 
quality ofrhe product. Sometimes when new technologies are being developed, this 
is done without first investigating possible markets. People may nor want this product 
until it has been developed and advertising has persuaded them to buy it. 

Businesses whose markets are national or international cannot afford to produce 
products and hope that they ,viii sell, without first carrying out marker research 
to find out ifrhe consumers will want the product. This is called being market­
orientated and it means rhar rhe business must have a marketing budget. The 
business has to identify rhe wants and desires of customers, both now and in rhe 
furure, in order to produce the right goods which will sell well and make a good 
profit for rhe business. 

Marker-orientated businesses are better able to survive and be successful because 
they are usually more prepared for changes in customer tastes. They are able to rake 
advantage of new marker opportunities which may arise. New products are laund1ed 
with more confidence when customer needs have been identified before rhe product 
is introduced on to the market. 

Case study example 
Joshua invents a new tool for plant ing seeds. It is much easier to use than existing tools. 
However, it has high manufacturing costs. twice as much as existing tools . 

Activity I I. I 
Readthecasestudyabove. 
a) Is Joshua's business product-orientated or market-orientated? Give reasons for your answer. 
b) What would you advise Joshua to do before he starts to manufacture the new tool? 

Explain your answer. 



Definitions t o 
le~rn 
Market research 
is the process 
of gathering, 
analysing and 
interpreting 
information about 
a market. 
Pri maryresean:h 
is the collection 
and collat ion of 
original data via 
di rect contact 
with potential or 
existing customers. 
Also called field 
research. 
Secondary 
resea rch is 
information that 
has al ready been 
collected and 
is ava ilable for 
use by others. 
Also called desk 
research. 
A questionnaire is 
a set of questions 
to be answered 
as a means of 
collecting data for 
market research. 

Primary research 

Why is market research needed? 
A business needs to find our how many people would wanr to buy the product it is 
planning to offer for sale. If there is nor a very big marker for rhe product, a great 
deal of money could be wasted producing something rhar nor many people will buy. 
It could even cause the business to go bankmpr. Therefore, it is very important rhar 
market research is carried our accurately. 

Marker research is used to rry to find out rhe answers to these questions. 

• What fcamre of my product do people like or dislike? 
• Would they be willing to buy my product/ 
• What price would rhey be prepared to pay/ 
• Where would they be most likely to buy my product? 
• What type of customer would buy my product? 
• What rype of promotion would be effective with these types of customers/ 
• What is the competition like? 

By carrying out market research, a business can identif)' customer needs in a changing 
and competitive international environmenr. This is essential if a business is to remain 
competitiveinthefumre. 

Types of inform ation 

Market research can find our: 

• quanritative information, which answers questions about the quantity of 
something, for example, ' H ow many sports shoes were sold in the month 
of December/' or '\Vhar percentage of children drink a certain son 
of cola?' 

• qualitative information, which answers questions where an opinion or judgement 
is necessary, for example, '\Vhat do customers like about a particular product?' or 
'Why do more women than men buy the company's products?' 

Both types of information can be gathered as a result of: 

• primary research , or field research 
• secondary research , or desk research. 

Primary research 
Primary research, or field research, is the collection and collation of original data. It 
involves direct contact with potential or existing customers. 

This research will usually have been planned and carried out by the people who 
want to use the data; it is first -hand. It can be an expensive way to gather information 
and will usually be for a specific purpose, for example, to rest the market to see if a 
new product would be likely to succeed. 

There are various types of primary research method: 

• q nestionnaires 
e interviews 
• focus groups 
• observation. 

Note: Questionnaires, interviews and focus groups are all different rypes of survey. 



Market research 

The process of primary research 
To undertake primary research, a business ,viii normally go through a number of 
stages, as summarised in the diagram below. 
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Methods of prima ry research 
Questi onnaires 

Questionnaires form the basis of most primary research. Questionnaires may be 
conducted face -to-face, for example in the street, by telephone, by post or on the 
internet. 

O nline surveys 

Online surveys can be carried out on specialised 
websites. These allow the researcher to put a 
questionnaire on the website. The researcher will then 
email people to ask them to go onto the website and 
complete the questionnaire. 

Deciding what questions to ask is difficult if you 
want to be sure of getting accurate results. Some 
questions may not be very clear, some questions may 
lead the respondents to ans,ver in a certain way which 
may not be what they really think. The researcher also 
needs to decide who to ask. 



Definitions to 
learn 
A sample is the 
group of people 
who are selected 
to respond to a 
market research 
exercise,suchasa 
questionnaire. 
A random sample 
is when people 
are selected 
at random as 
a source of 
information for 
market research. 

Primary research 

Advantages of q uestionnaires 

• Derailed qualitative information can be gathered about rhe product or service. 
• Customers' opinions about the product or service can be obtained. 
• They can be carried our online, which makes it cheaper and easier to 

collate/presemrhe results. 
• They can be linked to prize draws and prize draw websites to encourage people to 

fill in rhe questionnaire. 

Disadvan tages of questio nnaires 

• If questions are nor well thought our, rhe answers to them will not be very 
accurate. It may be very misleading for rhe business ifit is thought rhar a product 
is liked by consumers, when in fact rhe respondents were only saying they thought 
the product was quite attractive bur they would nor actually buy it. 

• Carrying our questionnaires can rake a lot of time and money. 
• Collating and analysing rhe results is also time -consuming. 

Interviews 

When interviews are used, the interviewer (the person asking the questions) will have 
ready-prepared questions for rhe interviewee (the person ansviering rhe questions). 

Advantages o f inter views 

• The interviewer is able to explain any questions rhar rhe interviewee does nor 
understand. 

• Derailed information about what the interviewees like and dislike about the 
product can be gathered. 

D isadvan tages of inter views 

• Whether consciously or unconsciously, the interviewer could lead the interviewee 
into answering in a certain way, resulting in inaccurate results due to interviewer 
bias. 

• Interviews are very time-consuming to carry our and, therefore, they are often an 
expensive way of gathering information. 

Interviews can be carried out with one person or they can be done in groups, where 
there is a single interviewer putting the questions to a group of people. This is less 
expensive than asking people individually, but it does nm the risk of rhe answers from 
people nor being what they really think, but being influenced by what the others in 
rhegroupsay. 

Samples 

When deciding who to ask to fill in a questionnaire or who to imerview, a sample 
would have to be selected as it would be too expensive and impractical to try to 
include all rhe relevam population. This could be: 

• a random sample . This means that every member of the population has an even 
chance of being selected. People are selected at random ( often by computer), 
for example, every 100th name in a telephone directory. The advantage is that 
everyone has an even chance of being picked, but not everyone in rhe population 
may be a consumer of the particular product being investigated. 



Market research 

Definit ions to 
learn 
A quota sample is 
when people are 
selected on the 
basis of certain 
characteristics 
(such as age, 
gender or income) 
as a source of 
information for 
market research. 
A focus group 
is a group of 
people who are 
representative of 
the target market . 

T ips for success 
Makesureyoucan 
select a suitable 
method of 
primary research 
for particular 
products and 
expla in why it is 
suitable. 

• a quota sample. This is when people are selected on the basis of certain 
characteristics, for example, age, gender or income. Researchers are given a quota. If 
they are carrying out street interviews, the researchers can choose who to interview, 
providing they ask a certain number of people with certain characteristics. For 
example, they may be required to interview 20 people from the age group 10-25, 
30 people from the age group 26---45, and 20 people from the age group 46---60 . 
The researchers can then find out the views of these specific groups. 

Focus g roups 

This is where groups of people (focus groups ) agree to provide information about a 
specific product or general spending patterns over a period of time . This helps with 
developmem and sales. Groups may also test new products and then discuss what 
they think of them, explaining what they like and what they dislike about them. 

Advantage of focus groups 

• They can provide derailed information about consumers' opinions. 

Disadvantage of focus groups 

• They can be time-consuming, expensive and biased if some people in the panel are 
influenced by the opinions of others. 

Observation 

This can rake the form of: 

• recording - for example, meters can be fitted to monitor which television channels 
are being watched 

• watching - includes such activities as counting how many different rypes of \'chicles 
pass particular billboards or posters, counting how many different types of people 
go into a particular shop and also come out having bought something 

• audits - for example, the counting of stock in shops to see which products have 
sold well. 

Advantage of observation 

• It is quite an inexpensive way of gathering data. 

Disadvantage of obser vation 

• The information only gives basic figures. It does not provide the business with 
reasons for consumer decisions. 

\Vhether questionnaires, interviews, focus groups or observation are used to find out 
about a product depends very much on the rype of product or service in question. 

Act ivity 11 .l 
The following products require some primary research. Decide which type of research would 
bethemostappropriatetouseandwhy. 

a) The possible success of a new chocolate bar. 
b) Whether to introduce a new style of watch which uses fashionable bright colours. 
c) Whethertoextendanexistingtaxiservicetocoveranewtown. 
d) Thefeasibilityofopeninganewrestaurant. 
• l Whythesalesofasportsshoearefalling. 



Tips for success 
Make sure you can 
select a suitable 
method of 
secondary research 
for particular 
products and 
explain why it 
is suitable. 

Secondary research 

Secondary research 
Secondary research, or desk research, is the use of information rhar has already been 
collccrcd and is available for use by others. The information may be from either 
intcrnalsourccsorcxrcrnalsourccs. 

Internal sources of information 
A lot of information may be readily and cheaply available from the firm's own 
records. Relevant qualitati\'C information will be available from the Sales department, 
which will hold derailed data on which brands of products have been selling well and 
in which area. The Finance dcpanmcnr could give detailed information on the costs 
of manufucmring products or providing services. 

Examples of internal sources of information include: 

• Sales dcpanmcnr sales records, pricing data, customer records, sales reports 
• opinions of distribution and public relations personnel 
• Finance department 
• Customer Service department. 

External sources of information 
This is when information is obtained from outside the company. External sources arc 
many and varied and rend to depend on the type of product rhar is being researched. 
Information from external sources is inevitably of a general namrc as it has been 
gathered for some purpose other than rhc research that is being undertaken. The data 
can still be useful, as long as the limitations arc taken into accomn. 

• Government statistics arc a derailed source of general information about such 
things as the population and its age strucmrc. This is available in most countries. 

• Newspapers may have useful articles, for example, about rhc general state of 
rhc economy and whether customers arc expected to increase or decrease their 
spending in the near fumrc. 

• If there is a trade association for the industry, it often provides information for the 
businesses in that industry. For example, there might be an agricultural association 
which helps farmers who grow particular crops. 

• Market research agencies arc specialist agencies who carry out research on behalf 
of companies or anyone who commissions them. They sometimes publish reports 
of their rescarcl1 into particular markets. H owever, whilst the reports contain very 
derailed information about the market, they arc expensive to buy. 

• The internet provides an easily accessible source of a very wide range of 
information, including information on companies from their own websites, 
on government statistics, newspapers, ere. In fact any paper-based sources of 
information can often also be easily and quickly accessed through the internet. 
H owever, care must be taken to check information as it is not always accurate. 

Secondary research is often a much cheaper way of gathering information as the 
research has already been done by others. It may be needed to help assess rhe total 
size ofa market by finding out the size of the population and its age strucmrc. 
Newspapers may carry vital economic forecasts if you arc trying to assess when a 
recession might end and your sales increase again. This type of information could nor 
be obtained by primary research. 



Market research 

Activity 11 .3 
Which of the following sources of information gathered by a business are primary data and 
which are secondary? 

The Daily News article on a competitor's new product 

Salesdepartment'smonthlysalesfigures 

Ashop'sdailyinventoryfiguresshowingonwhich 
dayssalesareattheirhighest 

A traffic count to see how many vehicles pass your 
billboardadvertisementinaweek 

Postal questionnaire results researching into your 
new product 

Amarketresearchagency'sreportonwhat 
customerslikeanddislikeaboutyourproduct 

Annual government population statistics 

Data on customer complaints 

Case study example 

Pri mary or secondary? 

Pepsi manufacture fizzy drinks. They want to start selling a new drink in your country. To help 
them assess the size of the market, you have been asked to find out the following information: 
• size of total population 
• how many people there are in the age groups 1-10, 11-20 and 21-30 in your country 
• how many different fizzy drinks are sold in your country (how many competitors there are) 
• where these competitors come from - are they local companies or are the drinks imported? 

Activity 11 .4 
Readthecasestudyabove. 

What other research would you advise the company to undertake before starting to sell in 
yourcountry?Explainyouranswer. 



Accuracy of market research data 

Who carries out market research? 
Businesses can carry out their own research into different aspects of the market for 
their existing product or the possible market for a new product. Secondary research 
is often easier and cheaper to carry out, as primary research may be too expensive for 
the business to undertake itself. 

The business may decide that it can afford to pay a specialist market research agency 
who will carry out whatever research it is asked to do. (These agencies also carry out 
opinion polls to see who they predict will win political elections. ) They will find out 
consumers' spending habits as well as what they think about an individual business's 
products and their competitors' products. However, they are expensive to use. 

Accuracy of market research data 
The reliability or accuracy of the data rhar has been col1ected depends largely on: 

• how carefully rhe sample was drawn up 
• the way in which the questions in the questionnaire were phrased to ensure honest 

responses 
• the sample selected - it is unlikely to be rruly representative of the total population, 

but it needs to be as near as is possible. If a quota sample is used, rather than a 
random sample, it is easier to get more accurate data 

• rhe size of the sample - this is also important. It is not possible to ask everyone 
in a population, which is why a sample is used. The larger the sample, the more 
accurate the results are likely to be , but the more expensive will be the research. If 
only a small sample is asked, the results are unlikely to be as accurate. Therefore, 
rhe researchers need to decide how many people will give them the accuracy they 
want and can afford 

• well-phrased questions - rrying out questionnaires on a small group of people 
before using them on a large sample can help to see if any of the questions 
could be misinterpreted. The questions can then be rephrased and the revised 
questionnaire carried out on the main sample 

• who carried out the research - secondary research may nor be as accurate as first 
thought because it was initially carried out for some other purpose and you would 
nor know how the information was acrually gathered 

• bias - ankles in newspapers sometimes have a bias and important information is 
leftoutdeliberarely 

• age of the information - statistics can quickly become out of dare , no longer 
relating to current trends in consumers' buying habits, but reflecting what they 
used to be spending their money on. 

These are just some of the reasons why information collected from all sources, 
both primary and secondary, should be used with care. It should never be assumed 
straightaway that information is correct. 



Market research 

Revision summary: methods of market research 
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Activity 11 .S 
Copy out the table below and fill in the boxes. 

Advantages and disadvantages of different types of market research 

Method Examples 

Primary Questionnaires 
research 

Observation 

Focus groups 

Secondary lntemalsources 
research 

External sources 

Advantages Disadvantages Examplesof Whythe 
appropriate information 

may not be 



Tipsfor success 
Make sure you 
can explain how 
to carry out a 
questionnaire 
and explain why 
each of the stages 
is important in 
gaining accurate 
information. 

How to design and use a questionnaire 

How to design and use a questionnaire 
Ask yourself the following questions. 

• What do I wam to find out? 
• Who do I need to ask? (Age group, male/female, particular income or 

occupations) 
• Where will I carry out my questionnaire? 

W riting the questions 

• When deciding what questions to ask, it is advisable to ask no more than 
12 questions. 

• Keep the questions short and dear. It is a good idea to keep the ansviers simple 
too, for example, ask for yes/no answers or provide a choice from which the 
respondents have to choose. 

• If you want to know the age of the interviewee, give a choice of age groups, for 
example 2 1-40. 

• Avoid open-ended questions unless people's opinions are sought. 
• Be careful not to lead the imerviewee imo an answer that may not be rrue by 

asking roo direct a question. 
• Think about the order in which you ask the questions. Be logical! 

Carrying out the questionnaire 
Before going out and asking the questions, think about how you will ask the 
questions and how you are going to record the results. You may need to create a grid 
to put the respondents ' replies on. 

• H ow many people are you going to ask/ 
• At what rime of the day are you going to carry out the questionnaire? Will this 

affect who will answer the questions? 
• Where are you going to carry out the questionnaire? Will this have an influence on 

who you ask/ 

Case study example 
On the next page are some of the results of a questionnaire that was carried out to look 
intothefeasibilityofopeningafastfoodrestaurantinacitycentre. Onehundredpeople 
were asked at random to answer the questionnai re . The aim of the questionnaire was to 
identify the particular market segment to be targeted in any promotional campaign. 

(continued) 
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Case study example (cont inued) 

(i) Responses to ques tion1: Age group (years): No. of persons: 

Agestructureofp ersons inthesample 

(ii ) Responses to ques tion 2: 

'Howoftendoyoueat out7' 

(iii ) Responses to ques tion l : 

Response: 

Occasionally 

Once per month 

Once per week 

Morethanonceper 
wttk 

Response: 

'Where do you pu rchase meals most Hotel 
often?' 

Cafe 

Fast food restaurant 

Foodstalls(instreet) 

(iv) Responses to question4: Response: 

' Howfardoyouusua ll y trave l w hen 1km 
eating out?' 

2km 

5km 

S-10km 

over 10km 

Activity 11.6 
Analysetheresultsinthecasestudyaboveandanswerthesequestions. 
a) Which age group would be most likely to eat in fast food restaurants? 

No. of persons: 

No. of persons: 

No. of pe rsons: 

b) How will this information affect where the business will advertise their restaurant? 
c) Why did the questionnaire contain the question 'How often do you eat out?'? 
d) How will the responses to questions 2 and 3 be useful to the fast food restaurant? 
e) Suggesttwoadditionalquestionsthatcouldhavebeen included in the questionnaire. 

Explainwhytheinformationtheyprovidewouldbeusefultothebusiness. 
f) Explainwhythequestionnaireresultsmightnotbeveryaccurate. 



Presentation of data from market research 

Presentation of data from market research 
When information has been gathered as pan of market research, it may be difficult 
to make sense of what it means. The raw data \\ill need to be convened imo a 
form which is easy to understand. The significant points need to be made clear. For 
example, afi:er conducting a questionnaire, it may not be clear which answer has the 
greatest number of 'yes' responses. 

The type of data that has been collected and what it is to be used for will affect the 
form of presentation which \\ill be used. Information can be di.splayed in the form of: 

• a table or tally chart - usually used to record the data in its original form, however, 
it is ofi:en better to convert the data into a chart or graph 

Anexampleofatallychart 

Lorry Bicycle 
Person 
walking by 

• a chart - shows the total figures for each piece of data or the proportion of each 
piece of data in terms of the total number. For example, ifa company sells its 
product in several countries, a chart can show at a glance whicl1 countries have the 
biggest percentage of sales and which have the lowest 

" _!-JS 
_! JO 
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'20 
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• a graph - used to show the relationship between t:\\'O sets of data. For example, how 
total cost changed over a number of years. The two ,"Miables are 'total cost' and 'rime'. 

·~~-~ 
"= 

Aline graph 

Revision summary: presentation of data from market research 
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Activity 11 .7 
You have been asked to carry out some research into the feasibility of opening a new restaurant 
in your local area. Design your own questionnaire to carry out on friends and/or family. 

Complete the following steps. 

a) Design the questionnaire. 
b) Decidewhoyouaregoingtoask. 
c) Decide how many people you are going to ask (it is a good idea to carry out the 

questionnaire with friends and then put the results together so that you have a greater 
number of replies) . 

d) Produce a summary sheet on which to collate the results. 
e) Collate the results. 
f) Presenttheresultsyouhavefound. 
g) Evaluate your findings. What does the data tell you? Should a new restaurant be opened? 

lfso,whattypeofrestaurantwouldbesuccessful? 
h) Evaluate your questionnaire. How accurate were your results? Would you redesign the 

questionnaireifyouwerecarryingouttheresearchagain? 

International business in foc us: mobile phone technolo2r 
Mobile phone companies are hoping to increase profits with the introduction of an 'app' 
which will allow the use of your phone as a wallet . This will allow payments in such places as 
shops and restaurants, to be made using your mobile phone. Some of the options allow for 
multiple credit card numbers to be stored in a single phone. However, consumers, retailers, 
banksandcreditcardcompanieshaveexpressedsomeconcernsoverthenewtechnology, 
especially over security. 

Discussion points 
• How could the mobile phone companies find out what consumers, retailers, banks and 

credit card companies think about the new technology? 
• Doyouthinkitisnecessary,beforelaunchingthisapp,forthismarketresearchtobedone? 



Revision checklist 

Exam-style questions - Paper 1 

1 T & Tisa small business which sells many different types of garden tools. Sales 
of its products are growing very quickly. Its Managing Director (MD) feels that 
market research isn't the most important factor contributing to the success of the 
business. However, the MD does want primary market research to be carried out 
before developing a new type of garden tool. 
a) What is meant by 'primary research' ? [2] 
b) Identify two methods of primary market research. [2] 
c) Identify and explain two ways of presenting market research data on 

existing products that T & T could use. [4] 
d) Identify and explain two factors which should be taken into account by 

T&T when trying to ensure the research information is accurate. [6] 
e) Do you think market research is necessary before T & T develop a new 

product? Justify your answer. [6] 

2 H & H have recently designed a new 'app' for the iPhone. People in many 
different countries will be likely to want to download this app. The MD wants 
the Marketing department to carry out secondary research rather than primary 
research before launching this new 'app'. 
a) What is meant by 'secondary market research'? [2] 
b) Identify two examples of secondary market research data which could be -~- ~ c) Identify and explain two advantages to H&H of using secondary market 

research. (4] 
d) Identify and explain two reasons why accurate market research 

information is important to H&H. [6] 
e) Do you think the MD is right to want to only carry out secondary research? 

Justify your answer. [6) 

Revision checklist 

In this chapter you have learned: 

• to identify when primary or secondary research would be suitable to gather 
data for a particular purpose 

• how to conduct your own market research - primary or secondary (be able 
to construct a questionnaire, carry out the questionnaire and analyse the data 
gathered) 

• to evaluate whether data is accurate or biased 
• how to present market research results. 

NOW - test your understanding with the revision questions on the CD-ROM . 



@ The marketing mix: product 

Definitions to 
learn 
The market ing 
m ix is a term 
which is used to 
describe all the 
activities which 
go into marketing 
a product or 
service. These 
activities are often 
summarised as the 
fourPs-product, 
price,placeand 
promotion. 

This chapter w ill explain: 
• the four elements of the marketing mix 
• the role of product decisions in the marketing mix 
• the costs and benefits of developing new products 
• brand image and how this can influence sales and customer loyalty 
• the role of packaging 
• the product life cycle 
• how stages of the product life cycle can influence marketing decisions 
• how the product life cycle can be extended. 

The marketing mix 
The marketing mix is a term which is used ro describe all the activities which go into 
marketing a product (remember that this includes goods and services). 

The producer might need to find out through market research what customers 
want from the product, then they may change the product to produce what 
consumers want. Once this is achieved, the producer has to convince the 
consumers that their product is the one that they want and that it meets their 
needs better than any of their competitors' products. Producers do this by 
branding their product. This involves giving a product a unique name and 
packaging. It is then advertised to make consumers believe that it is different to 
any of the competitors' brands. The product also has to be sold in places that 
reinforce the brand image. 

All of these activities are pan of the marketing mix for a product. They are often 
summarised as the four Ps. 

The four Ps of the marketing mix 
• Product. T his applies to the product itself - its design and quality. How does the 

product compare with its competitors' products? What is the packaging like? 
• Price. This is the price at which the product is sold. A comparison must be made 

with the prices of competitors' products. Price should, in the long run, cover costs 
(see Chapter 13). 

• Place. This refers to the channels of distribution that are selected . That is, what 
method of getting the product to the market is to be used? Will the manufacrurer 
sell their product to shops who sell to the public, or to wholesalers, or direct to the 
customers? (SeeChapter 15 .) 

• Promotion. This is how the product is advertised and promoted . What types of 
advertising media will be used? It includes discounts that may be offered or any 
other types of sales promotion, such as money-off vouchers or free gifts (see 
Chapter 14). 

Some people also ralk about packaging as being a fifth P, but it can be included as 
pan of both product and promotion . 



The role of product decisions in the marketi ng mix 

Each pan ofrhe marketing mix has to be considered carefully to make sure rhar 
it all firs together and one pan does nor coumeracr rhe other. For example, a high ­
priced perfume should be wrapped in expensive -looking packaging and advertised by 
glamorous women, but then it should not be sold in small food stores. Ifirwere, the 
'Place' would nor fir in with rhe orherparts of the marketing mix. 

Revision summary: the marketing mix 

The role of product deci sions in the 
marketing mix 
The product itself is probably the most imporram clemem in rhe marketing 
mix - without rhe product, the rest of the marketing mix is pointless. As discussed in 
Chapter 11 , some businesses are product-orienrared, that is, they will develop a product 
and then cry to decide who might buy ir. Today most companies are marker-orientated 
when developing new products. They spend a lot of money researching consumers' 
buying habits, their likes and dislikes, to see if they can design a product which people 
will want to buy. After deciding the market segmem for the product, the other parts of 
tl1e marketing mix - price, place and promotion - \viii be determined. 

Large companies o&en have a dcparm1em which spends all its time developing new 
products. It will also look at competitors' products to see what they arc successfiilly 
selling. 

Types of product 
There are several rypes ofproducr. Some products are sold to consumers and some 
can be sold to other businesses (that is, to other producers). In addition to goods, 
services are also sold to consumers and to other producers. Products are usually 
grouped imo the following types. 



The marketing mix: product 

• Commner goods. These are goods which are consumed by people. They can be 
goods that do nor last long, such as food and cleaning materials. Some goods last 
a relatively long rime and give enjoyment over a long time, such as furniture and 
computers . 

• Commner services. T hese are services rhar are produced for people. Examples 
include repairing cars, hairdressing and education . 

• Producer goods. These are goods that are produced for other businesses to use. 
They are bought to help with the production process. Examples include lorries, 
machinery and components. 

• Proditcer services. These are services that are produced to help other businesses. 
Examples include accounting, insurance and advertising agencies. 

Activity 12. 1 
Copy this table and tick the cor rect box for each product. 

Product Consumergood Consumerservice Producergood Producerse rvice 

Tube of toothpaste 

Bottle-fill ing 
machine 

Bank accounts 

A pair of sports 
shoes 

A chocolate bar 

Doctor's treatment 
of a patient 

Office deaning 

Factory building 

Purchase of a 
hospital bed 

Televis.ion 

Defining the type of product the business is producing is important when deciding 
how the product will be developed and marketed. 

Promotion ofa producer good will be quite different to promotion of a consumer 
good - this is discussed in Chapter 14. 

Producing the right product at the right price is an important part of the 
marketing mix . 

• The product needs to satisfy consumer wants and needs. If it does not then ir will 
not sell. 

• The product also needs to be of rhe right quality so the price is what consumers are 
willing to pay. 

• The costs of production must enable a price to be set that will produce a 
reasonable profit. 



Product development 

• Design of the product is obviously very important. Not only docs the quality need 
to be appropriate for the brand image ( that is, high price for high quality, cheaper 
price for lower quality) but it also has to last a reasonable length of time. If the 
product is not reliable and breaks down, or breaks soon after it is purchased, then 
it will get a bad reputation and is unlikely to sell well. The product also needs to 

perform to a standard expected from it (for example, soap powder for washing 
clothes should do so effectively! ). 

W hat makes a product successful ? 

,a~.s/.-,s existing need, and 
v,<mt,of coos.,nne<s 

Activity 12.l 
a) Choosethreeproductsthatyouhavebought. 
b) Doyouthinktheyhavebeensuccessful?Why? 

oopableofs!imclotl ng"""' 
'Ml nt,fromtiecOOSlXOO< 

c) Try to analyse the success of each product using the criteria in the diagram above. For 
example, does it have a good design? Is it reliable? Is it very distinctive from other 
brands? 

Product development 
Large businesses arc looking for new products all the time. Smaller businesses arc also 
rrying to stay competitive and therefore need to keep up with other companies. When 
developing a new product, most businesses go through the process outlined on the 
following page. 



The marketing mix: product 

Definitions to 
learn 
The USP is the 
special feature 
ofa product that 
differentiates it 
from the products 
of competitors. 

2 Se1ect !l.ebeol idea,h 
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Activity 12.3 
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You work for a company which manufactures ice cream. You have been given the task of 
designinganewicecreamonastick(alolly)suitableforsmallchildren. 

Describeindetailhowyouwoulddothis. 

The costs and benefits of developing 
new products 
There are various benefits for the business when developing new products. These are 
as follows: 

• USP (U nique Selling Point) will mean the business will be first into the market 
with the new product 

• diversification for the business, therefore giving it a broader range of products to sell 
• it allows the business to expand into new markets 
• it may allow the business to expand imo existing markets. 

Howe\'er, there are also costs for the business when developing new products. These 
areas follows: 

• the costs of carrying out market research and analysing the findings 
• the costs of producing rrial products including the costs of wasted materials 
• lack of sales if the target market is wrong 
• loss of company image if the new product fails to meet customer needs. 



Definitions to 
leam 
The brand name is 
the unique name 
of a product that 
distinguishes it 
from other brands. 
Brand loyalty is 
when consumers 
keep buying the 
same brand again 
and again instead 
of choosing a 
competitor's 
brand. 
Brand image is an 
image or identity 
given to a p roduct 
which gives it 
a personality 
of its own and 
distinguishes 
it from its 
competitors' 
brands. 

Tips for success 
Make sure you can 
choose suitable 
packaging for 
d ifferent p roducts 
to ensure the 
correct appeal for 
the brand image/ 
target market. 

The importance of brand image 

The importance of brand image 
Selling a product directly to the customer makes it easy to inform the customer of 
the product's qualities and good points. The salesperson can persuade cl1c customer 
to buy the product. If a small business produced handmade jewellery and sold it on a 
street stall, it could be explained to customers how the jewellery was made and why it 
was a good product to buy. 

Today, the manufacturers of most products do not sell cl1cm directly to the 
customer - they arc sold to otl1cr businesses or retailers, who sell them on to the 
customer. This means cl1at the product's unique features and the reasons for buying 
it must be conveyed in a different way. This is done by creating a brand for the 
product. It will have a unique name, a brand name, and advertising will need to 
make consumers aware of tl1c qualities of the product to try to persuade them to buy 
it. Branded products arc normally sold as being of higher quality than unbranded 
products. It is the assurance of a standard quality that makes consumers confident in 
buying branded products. 

Businesses use brands for their products to encourage consumers to keep buying 
their products and not those of their competitors. Consumers may have brand 
loyalty, which means they will keep buying the same brand of a product instead of 
trying other similar products. 

Brand image is important. The brand is more tl1an just an assurance of guaranteed 
quality, it will have a whole image which surrounds it and will be reinforced by 
advertising. Coca-Cola, for example , is sold throughout the world and has an image 
ofbcing a superior quality cola drink which tastes better than its rivals' drinks. 
Advertising shows people having fun when they drink it and emphasises that it is a 
fashionable drink for young people. 

Nestlemanufacturechocolatebars. Oneoftheirbestselling bars 
isMilkybarwhichappealstoyoungch ildren. Onthefrontofthe 
packagingthereisapictureofasmilingcowboy-calledtheMilkybar 
kid. Theadvertisingwillbeontelevisionandtheadvertswillfeature 
theMi lkybarkid-hewillbeafriendly,likeablecharacter. Theimageof 
thechocolatebarwillbeembodiedintheMilkybarkidashehasbeen 
createdtoappealtoyoungchildren. 

Discussion points 

• Which consumers are the target market for Milkybars? 
• EKplainhowthepackagingappealstothetargetmarket. 
• Describe the brand image for Milkybars and explain how the 

marketingofMi lkybarsdevelopsthisbrandimage. 



The marketing mix: product 

D e finition s to 
learn 

Patkaglng isthe 
physitaltontainer 
or wrapping for 
a product. It is 
also used for 
promotion and 
selling appeal. 

Revision summary: branding 
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Activity 12.4 
Selecttwoproductsthathavebrandnames. Foreachoftheproductsidentify: 
a) whothecustomersoftheproductare 
b) what it is that attracts them to the product 
c) whatbrandimagethemanufactureristryingtocreate 
d) howthenameandthepackagingoftheproducthelptoreinforcethebrand image 
e) whereitissold. 

The role of packaging 
Getting the packaging right is just as important as getting the other parts of the 
marketing mix right. The packaging has two fimctions to perform. 

It has to be suitable for the product to be put in. Packaging has to give protection 
to the product and not allow it to spoil. It also has to allow the product to be used 
easily. It is no good having hair shampoo in a tin which will not allow the liquid to 
pour out easily. It has to be suitable for transporting the product from the fuctory 
to the shops, so preferably the packaging should not be too delicate or the product 
could easily get damaged. 

Packaging is also used for promoting the product. It has to appeal to the 
conswner, therefore the colour and shape of the container is very important. It is the 
packaging that catches the customer's eye, not usually the product inside! The brand 
image will be reinforced by the packaging in whid1 the product is sold. An expensive 
product will have a luxurious-looking container, often a gold colour. A low-cost 
product may have basic simple packaging with plain colours. 

The labels on products sometimes have to carry vital information about the 
product, such as how to store or use it and what ingredients it contains. 



The role of packaging 

Kellogg'smanufacturebreakfastcereals. Thepackaging 
used isbrightandcolourfulandhasthebrandnameclearly 
printedonthefrontofthepacketin large letters. The outer 
packet is made of cardboard to keep its shape, so it will stand 
upontheshelvesinshopsandpreventthecontentsfrom 
beingcrushed. Thesideofthepacketcontainsinformation 
aboutthenutritionalqualitiesoftheproduct. There is aim 
sometimesaspecialofferprintedontheoutsideofthe 
packet to encourage consumers to buy the cereal. There are 
sometimes tokens on the packet to be cut out, collected and 
thensentofftoreceiveafreegift.Thecardboardpackethas 
innerpackagingtokeeptheproductsealedinandfreshuntil 
itispurchasedandconsumedbythecustomer. 

Revision summary: packaging 

erny b oper,rhecorialner 
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Case study example 

OQ 96 
Activity 12.S 
Read the case study above. 

O
S&BFoodProductsplchavedecided 
toproduceanewfruit-flavouredmilk 
drinkespeciallyforyoungchildren. 
Themarketsegmentthatitexpects 
tobuytheproductisparents,for 
theirchildren. ltisahealthydrink 
whichcontainsvitaminsandminerals. 

a) Which of the possible containers drawn above would you use for the new fruit-flavoured 
milkdrink?Explainyourchoice. 

b) Suggest another container that might be more suitable for the new milk drink. 
c) Whatcolour(s)shouldthecontainerbe?Explainyourchoice. 
d) Choose a brand name for the new milk drink. What image does the name give to the 

product? 
e) Designalabelforthecontainer. Whydoyouthinkthedesignofthelabelwillhelpthe 

product to sell? 
f) What information will need to be put on the label? 



The marketing mix: product 

Definitions to 
learn 
The product li fe 
cycle describes 
the stages a 
product will pass 
through from 
its introduction, 
through its 
growth until itis 
mature and then 
finally its decline. 

The product life cycle 
Products do not last forever. A typical cycle for a product is as follows. 

I First a product will be developed. The prototype will be tested and market 
research carried out before the product is launched on to the market. There will 
be nosalesatthistime. 

2 It is then introd uced or launched on to the market. Sales will grow slowly at first 
because most consumers will not be aware of its existence. Informative advertising 
is used until the product becomes known. Price skimming (see Chapter 13) may 
be used if the product isa new dcvclopmem and there are no competitors. No 
profits are made at this point as development costs have not yet been covered. 

3 Sales start to grow rapidly. The advertising is changed to persuasive advertising 
to encourage brand loyalty. Prices are reduced a little as new competitors enter 
the marker and try to rake some of your customers. Profits start to be made as rhe 
development costs are covered. 

4 Maturi ty. Sales now increase only slowly. Competition becomes imcnse and 
pricing strategies are now competitive or promotional pricing (see Chapter 13). 
A lot of advertising is used to maintain sales growth. Profits arc at their highest. 

5 Sales have reached saturation poim and stabilise at their highest point. 
Competition is high but there are no new competitors. Competitive pricing is 
used. A high and stable level of advertising is used, but profits start to full as sales 
are static and prices have to be reduced to be competitive. 

6 Sales of the product will decline as new products come along or because the 
product has lost its appeal. The product will usually be withdrawn from rhe marker 
when sales become so low and prices have been reduced so fur that it becomes 
unprofitable to produce the product. Advertising is reduced and then stopped. 

This process ofwhar happens to a product is called the product life cycle. It is 
usually drawn as a graph like the one below. 

Atypicalproductlifecycle 

The exact length ofrhe life cycle, in terms ofrin1e, varies a great deal from product to 
product. It is affected by rhc type ofproducr, for example, fashionable items will go 
our of fashion quickly whereas food products may last a very long time. The life cycle 
of some very popular brands, such as Coca-Cola, is many years, whereas the life cycle 
of fashionable clothes is often less than a year. New developments in tedmology will 
make original products obsolete and their life cycle will come to a quick end as new 
products are purchased in preference to old technology. 



Tips fo r success 
Make sure you 
canidentifythe 
stages of the 
product life cycle 
fora particular 
product. 

The product life cycle 

How stages of the product life cycle influence marketing decisions 
Knowing the stage of the life cycle that a product is in can help a business with 
pricing and promotion decisions. Prices are likely to be higher in the growth stage 
than in the saturation or decline stage , when the business will wam to u y to stop 
sales declining. Spending on promotion will be higher at the introduction stage than 
in other stages as the business has to inform consumers of the product , establish a 
brand identity and encourage rapid increases in sales. Advertising would probably be 
reduced in larerstages. 

Case study exam p le 

Compute pie invented a new computer game. It had been developed over several months 
before it was finally launched on to the market. Initially it was expensive, being bought 
by only a few people who wanted to be the first to play the new game. It quickly became 
successful - a lot of advertising was used to promote the game and sales grew rapidly. Over 
the next few months, more and more shops ordered copies of the game and competition 
between the shops was fierce. The shops offered the game at cheaper and cheaper prices 
to attract customers and prices for the game started to fall. Sales grew steadily now, not 
at the fast rates of increase that were first seen. Once most computer users had purchased 
the game, the market was saturated and sales began to fall, even though prices by now 
were low. The game was making little or no profit for the company and so they decided to 
withdraw the game from sale and concentrate on the new games that they had introduced. 

Activity 12.6 
Read the case study above. 

Draw the product life cycle for the game invented by Compute pie. Label the diagram 
withthedifferentstagesthatthegamewentthrough. 

Extending the product life cycle 
\Vhen a product readies the mamriry or sarnration stage of its product life cycle , a 
business may stop sales starting to fall by adopting extension strategies. These are 
ways that sales may be given a boost. Some possible ways businesses might extend the 
life cycle of their products are shown in the diagram below. 

lnt oducer.ew Ymiallonsol sel llnlo r.ewmarket,. 
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Product life cycle extension strategies 
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The marketing mix: product 

Tips fo r success 
Make sure 
you can select 
suitable extension 
strategies 
for particular 
products. 

lfthe extension strategies are effective, the mamriry phase ofrhe product life cycle 
will be prolonged. An example of what might happen is shown in the diagram below. 

Theeffectofextensionstrategies 

Businesses will not usually manufacmre just one product. They will have a range of 
products at different stages of the product life cycle. For example, a business will 
need ro have products coming up imo the growth phase to counteract those that are 
in decline. 

Activity 12.7 
Suggest possible ways to extend the product life cycles of the following products. State 
which extension strategy you would use for each product, and explain why you think it 
would be successful in boosting sales. 
a) A chocolate bar which has been sold for many years in the same packaging and has had 

the same brand image. There are several competitors' brands of chocolate bars also sold 
inthemarketandsaleshavestabilised. 

b) A sports shoe that is worn when playing a particular sport. This sport is no longer very 
popular with young people. 

c) The sales of a new model of a car have stagnated. The car is only sold in the home 
countrywhereitismanufactured. 

d) A children's toy which is only sold in toy shops and saw steady growth in its sales. but now 
thesalesarestableandnotincreasinganyfurther. 

International business in fo cus: smar tphones 

Discussion points 

The Apple iPhone•, a smartphone, was first launched by Apple in 
January 2007 in North America and when it went on sale it quickly 
soldout.TheproductionandsalesoftheiPhone• continuedtohave 
increasinggrowtheachyear,anditisnowmarketedandsoldall 
aroundtheworld. ln2012itreacheditssixthgenerationwiththe 
iPhone• s. Eachversionhasabetterperformanceandoffersmore 
features than the previous version. There is fierce competition from 
other smartphones based around Microsoft and Android operating 
systems. 

• What stage of the product life cycle do you think the iPhone• has reached? 
• Why does Apple keep bringing out new versions of the iPhone• ? 



Revision checklist 

Exam-style questions - Paper 1 

1 ABC is a private limited company. It makes nuts and bolts, which are producer 
products, and they are sold to large car manufacturers. The sales of its products 
are at a high and steady level. The products are made to the exact specifications 
of the car companies and they are not sold to any other customers. Some other 
makers of nuts and bolts have developed new products using new technology 
materials. 
a) What is meant by the term 'producer product'? [2] 
b) ABC makes nuts and bolts. Identify two other examples of producer goods. [2] 
c) Identify and explain two characteristics of the packaging of ABC's 

products. [4) 
d) Identify and explain two benefits to ABC of only selling to large car 

companies. [6) 
e) Do you think ABC should consider bringing out a new product? Justify 

your answer. [6) 

2 XYZ produce chocolate bars and sell them to supermarkets. Its bestselling 
brand is ChocDelight. It is put in expensive packaging and is sold as a luxury 
product. This bestselling chocolate bar has had high and steady sales for the 
last five years, but recently sales have started to fall as it has now reached the 
decline stage of the product life cycle. 
a) What is meant by a 'brand'? [2] 
b) Identify two ways the business could react to the falling sales of the 

chocolate bars. [2) 
c) Identify and explain two characteristics of the packaging of the 

chocolate bars. [4) 
d) Identify and explain two possible reasons why XYl's chocolate bars are 

successful. [6) 
e) Do you think giving the chocolate bar a brand name was necessary for its 

success? Justify your answer. [6) 

Revision checklist 

In this chapter you have learned: 

• to identify the four elements of the marketing mix 
• about the role of product decisions in the marketing mix 
• what makes a product successful 
• the costs and benefits of developing a new product 
• what is meant by brand image and how this can influence sales and customer 

loyalty 
• about the role of packaging 
• to draw and interpret a product life cycle 
• about the different stages of the product life cycle and how they can influence 

marketing decisions 
• to suggest different ways to extend the product life cycle. 

NOW - test your understanding with the revision questions on the CD-ROM. 



@ The marketing mix: price 

This chapter w ill expla in: 
• the role of pricing decisions in the marketing mix 
• the main methods of pricing and the benefits and limitations of these 

methods 
• the difference between price-elastic demand and price-inelastic demand 
• the importance of price elasticity of demand in pricing decisions. 

The role of pricing decisions in the 
marketing mix 
When deciding a price for an existing product or a new product, rhc business must 
be very careful to choose a price which will fit in with the rest of the marketing mix 
for the product. For example, if a new product is of high quality, is ro be aimed at 
consumers who have a lot of money, is wrapped in luxurious packaging, bur has a 
low price, consumers will nor think it is a good quality product and will nor buy it. 
Some products are sold in very competitive markets and prices will have to be set 
near to their competitors' prices. Other products are the only ones available in their 
market and so consumers may be willing to pay a high price to have one of these 
products. 

Example of a high-priced product and a low-priced product 

Pricing strategies 
If the product rhar is manufactured can easily be distinguished from other 
products in the marker then it is probably a branded product. If rhe product 
is branded, it will have a distinctive name and packaging, and be aimed at a 
particular pan of rhe marker. It will be important to select an appropriate price to 
complement the brand image; a value -for-money brand should have a low price. 
Today many products have a brand image. Price will nor just be determined by 
demand and supply in the marker. The producer will have a lot of influence over 
rhe price of rhe product. 



Definitions 
to learn 
Cost-plus pricing 
is the cost of 
manufacturing 
the product plus a 
profit mark-up. 

Definitions 
to learn 
Competitive 
prlc ing iswhen 
the product is 
pricedin linewith 
or just below 
competitors'prices 
to try to capture 
more of the 
market. 

The main methods of pricing 

If a product has a lot of competitors in its marker, rhe price it charges will be very 
important. The business must constantly monitor what its competitors are charging 
for their products to make sure its prices remain competitive. 

A business can adopt new pricing strategies for several reasons: 

• to rry to break into a new marker 
• totrytoincreaseirsmarkershare 
• to try to increase its profits 
• to make sure all its costs are covered and a particular profit is earned. 

The business objective being sought will affect whid1 of the pricing strategies the busine~ 
decides to use. The price the business chooses to charge may not be related to the cost of 
manufucmring cl1e product. Sometimes cl1ey might charge what they think the consumer 
will pay and this may be well above what it has cost them to manufacture the product. 

The main methods of pricing 
Cost-plus pricing 
COllt-plus pricing involves estimating how many of the product will be produced, 
then calculating the total cost of producing this output and finally adding a 
percentage mark-up for profit. 

• The method is easy to apply. 
• You could lose sales if the selling price is a lot higher than your competitor's price. 

For example, if the total cost of malting 2 OOO chocolate bars is $2 OOO and you want to 
make a 50 per cenr profit on each bar, you would need to use cl1e following calculation: 

$2 OOO 200Q + 50% + $1.50 per bar is the selling price 

(I + 0.50 = $ 1.50) 

The calculation to find 50 per cent of$
2

2 
;

0
:o is as follows: 

Competitive pricing 

$2000 X_iQ_ = I X 50 = 0.50 
2 OOO 100 100 

[
Total cost x % Mark-up= Mark up] 

output 

Competitive pricing involves putting prices in line with your competitors' prices or 
jusrbelowtheirprices. 

• Sales are likely to be high as your price is at a realistic level and the product is not 
under- or over-priced. 

• In order to decide what this price should be, you would have to researd1 what 
price your competitors are charging, and this costs time and money. 

For example, a company wants to sell a brand of soap powder. It needs to sell 
it at a similar price to all the other brands available or consumers will buy their 
competitors' brands. 



The marketing mix: price 

Definitions to 
learn 

prk ing iswhen 
the price is set 
lower than the 
competitors'prices 
inordertobeable 
to enter anew 
market. 
Pri ce skimming is 
whereahighprice 
issetforanew 
product on the 
market. 
Promotional 
p ric ing iswhena 
product is sold at 
a very low price 
fora short period 
of time. 

Psycholog ica l pricing 
Psychological pricing is an approach when particular anention is paid to the effect 
that the price of a product will have upon consumers' perceptions of the product. 

• This might invoh•e charging a very high price for a high-quality product so that 
high income customers wish to purchase it as a srarus symbol. 

• It could also involve charging a price for a product which is just below a whole 
number, for example, 99<t is just below $ 1 and creates the impression of being 
much cheaper. 

• Supermarkets may charge low prices for products purchased on a regular basis 
and this will give customers the impression of being given good value for 
money. 

• It ensures that sales are made by reinforcing consumers' perceptions of the 
product - this may be its brand in1age when the price is set high. 

• Little sales revenue is lost by putting the price just below the price the business 
wants to sell the product for. 

• The competitors may do the same and so reduce its effect. 

Penetration pricing 
Penetration pricing would possibly be used when trying to enter a new market. The 
price would be set lower than the competitors' prices. 

• It ensures that sales are made and the new product enters the market. 
• The product is sold at a low price and therefore the profit per unit sold may be low. 

For example, a company launches a new chocolate bar at a price several cents below 
the prices of sin1ilar chocolate bars that are already on the market. If this is successfol, 
consumers will uy the new bar and will become regular customers. 

Price skimming 
With price skimming , the product is usually a new invention, or a new development 
of an old product, and therefore it can be sold on the market at a high price and 
people will pay this high price because of the novelty factor. The product will ofi:en 
have cost a lot in research and development, and these costs need to be recouped. 
Sometimes the high price can be due to the high quality of the product. 

• Skimming can help to establish the product as being of good quality. 
• It may put off some potential customers because of the high price. 

For example , a new computer games system is invented. It will be sold in the shops 
at a very high price, much higher than the existing computer games systems. Because 
it is new and has better graphics than the old systems, consumers will be willing to 
pay the high price. This way the business will earn high profits which \\ill make the 
research and development costs worthwhile. 

Promotional pricing 
Promotional pricing would be used when you wam to price the product at a low 
price for a set amoum of rime. 

• It is useful for getting rid of unwanted stock that will not sell. 
• It can help to renew interest in a business if sales are falling. 
• The sales revenue \\ill be lower because the price of each item will be low. 



Tips fo r success 
Make sure you 
can select suitable 
pricing strategies 
for particular 
products and 
explain why each 
is suitable. 

The main methods of pricing 

For example, at the end of summer, a shop might have a lot of summer clothes left 
unsold. It might have a sale offering 'Buy one, get one free ' . This will encourage 
customers to buy one item in order to get the second one free and it will clear the 
end-orseason srock. However, the shop will nor make much , if any, profit on the 
clothes. But at least it will get some money for clothes that it might not otherwise 
have been able to sell at all. 

Dynamic pricing 
Dynamic pricing happens when customers are split into two or more groups and they 
are charged different prices for basically the same product or service because they 
have different demand levels. Firms do this because the price sensitivity of these two 
groups is different. Some customers will be very price sensitive and firms will need to 
be carefol not to put the price roo high or they will lose customers. In contrast other 
customers, often business customers, are not price sensitive and firms can charge a 
higher price. For example, airlines regularly use dynamic pricing and charge different 
prices for flights to the same airport at different rimes of the day or different times of 
the year. Ask your parents if the price of flights is the same during the school holidays 
as during term rime. 

Dynamic pricing can also be used to reflect the level of demand, i.e. if demand 
increases then the price \\'ill be raised and at rimes of low demand then the price will 
be reduced. For example, at American football games ticket prices often change to 
reflect the increased demand for tickets at popular games and when the game is less 
popular the price is reduced to encourage sales and fill the stadium seats. 

Some effects of dynamic pricing are: 

• increased sales revenue 
• increased profit 
• ensuring all seats are filled e.g. on airlines, football games 
• high cost of consrantly changing prices for business 
• high cost for customers in terms of time spent crying to find the best price. 

Case study exam p le 
Coca-Cola is a large company that produces soft drinks. It has developed a new drink which 
containsaningredientthatgivespeopleenergywhentheydrinkit. Thecompanydecidedto 
target young people who like to go out dancing. They put the drink in a new shaped bottle 
which had bright colours on the outside so that it would be easily identified. The drink was 
advertised regularly on TV and was shown as a fashionable dr ink for young people. Teenagers 
were shown as happy, lively and enjoying life. The drink had a clearly identified brand name 
andwassoldatahigherpricethantheothersoftdrinksthatyoungpeopledrink. 

The company had developed a clear brand image for the product and spent a lot of 
money advertising the drink. As the product was new, fashionable and different, it could 
chargeahighpriceforit. 

Coca-Cola also manufacture a traditional soft drink that is consumed mainly by children. 
Sales have been falling due to more varieties of soft drinks becoming available. The company 
decide to reduce the price for a few months to try to attract the lost customers back. 

Thecompanyusespricingstrategiestohelpitfulfildifferentaimsatdifferenttimes . 
The same product could have a very low price when entering a new market, unt il it is 
established,andthenitmightputpricessimilartocompetitors'pricesforawhile. 
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Activity 13.1 
Readthecasestudyonpage171 . 

ldentifythedifferentpricingstrategiesthatCoca-Colausesandexplainwhenituses 
them. 

There are ethical issues with some examples of dynamic pricing because thanks to 
new technology firms can track the buying history of customers and then charge 
higher prices for products when they buy them (these products) online. This is 
compared to other customers who appear to have lower income from their past 
buying history; these customers are charged lower prices for the same product. 

Revision summary: pricing strateg ies 
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Activity 13.2 
What pricing strategy would most probably be used for the following products? Explain 
yourchoiceineachcase. 
a) A watch that is very similar to other watches sold in the shops. 
b) A new type of mobile phone that has been developed and is a lot higher quality than 

existing mobile phones. 
c) A chocolate bar which has been on the market for several yea rs and new brands are 

beingbroughtoutwhicharecompetingwithit. 
d) A shop, which sells food, wants to get its money back on buying the stock and make an 

extra75percentaswell. 
11) A new brand of soap powder is launched (there are already many similar brands 

available) . 
f) AtoysoldforS l.99. 
g) A tour operator sells holidays during the school holidays as well as other times of 

the year. 



Definitions to 
learn 
Pri ce e last ic tty is 
ameasureofthe 
responsiveness 
of demand to a 
change in price. 

T ips fo r success 
Make sure you 
understand 
the difference 
between price­
elasticandprice­
inelastic demand. 
Make sure you 
can explain how 
elasticity can 
affect pricing 
decisions of 
businesses. 

Activity 13.3 
Copyoutthetableandfillintheblankboxes. 

The main methods of pricing 

Pricing stra tegy Examples and w hen Advantages Disadvantages 
they might be used 

Cost-p1U5pricing 

Competitive pricing 

Psychological pricing 

Penetration pricing 

Price!.kimming 

Promotional pricing 

Dynamic pricing 

Price elasticity of demand 
How responsive the demand for a product is to changes in price is affected by how 
many close substitutes there are. Ifthere are many dose substitutes for the product 
then, even if its price rises only a small percentage, consumers will respond by buying 
the substitute product and so demand for the original product will fall by a larger 
percentage. For example, if the price of a chocolate bar rose by 5 per cent, some 
customers would buy alternative chocolate bars and sales might fall by 15 per cem. 
This product would be said to have price-elast ic demand - the percentage change in 
quantity demanded is greater than the percentage change in price. 

Prices increase by 5% then sales decrease by 15% = fulling revenue for the business. 

If, however, there are not really any substitutes for a product, for example, peuol, 
then an increase in price of 15 per cent will not cause much of a fall in sales - perhaps 
5 per cent - as most consumers will carry on buying the product at the higher price. 
Such products are said to have a price-inelastic demand - the percentage change in 
quantity demanded is less than the percentage change in price . 

Prices increase by 15% then sales decrease by 5% = increasing revenue for the 
business. 

Therefore if the demand for the products of a business is price elastic then it is nor 
a good idea to raise prices unless there has been rising costs. If the price elasticity of 
demand is inelastic then businesses can increase revenue by increasing prices. 

Internat ional business in focus: petrol prices 
Indian oil companies, such as Indian Oil Corporation, have raised petrol prices by 10 per cent 
in response to a surge in global oil prices. Prices for oil have been rising rapidly in recent 
months on world markets for crude oil. Local people were quoted saying, We will all have 
to be very cautious as to how we use our cars now because it will be very expensive to run a 
car.'Priceelasticityofdemandissaidtobeinelastic. 

Discussion points 
• Whyhavepetrolpricesrisen? 
• What effect do you think the increase in the oil price will have on the revenue made by 

the oil companies? 
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Exam-style questions - Paper 1 

1 A & B is a private limited company. It produces a breakfast cereal which has 
a price-elastic demand. The costs of producing each box of cereal is $1. 
The cereals are sold in shops at a price of $2 per box. The prices of competitors' 
cereals range from $1.90 to $2.50 a box. The Marketing Manager says 'we 
should change to psychological pricing strategy' to increase sales. 
a) Price is one element of the marketing mix. Identify two other elements. [2) 
b) What is meant by 'price-elastic demand'? [2) 
c) Identify and explain two reasons why demand for cereals might be price 

elastic. [4) 
d) Identify and explain two factors A & B should take into account when 

deciding which pricing strategy to use. [6) 
e) Do you think changing to psychological pricing strategy will increase 

sales? Justify your answer. [6) 

2 X & Z have recently designed a new game for the Microsoft XOO~. a games 
console. People in many different countries have been waiting for this new game 
and they are willing to pay a high price to be some of the first people to play 
the game. 'The business can get back some of the development costs of the 
new game by using price skimming,' says the Marketing Manager. X & Z have a 
product range of 20 games, some of which were developed several years ago. 
a) What is meant by 'price skimming'? [2) 
b) Identify two factors that affect the price of the new game for the Xbox-'. [2) 
c) Identify and explain two reasons why X & Z might use price skimming 

for their new game. [4) 
d) Identify and explain two other pricing strategies X & Z could use. [6) 
e) Do you think that just using the price skimming strategy for all the games 

produced by X & Z is the best decision to take? Just ify your answer. [6) 

Revision checklist 
In this chapter you have learned: 

• the role of pricing decisions in the marketing mix 
• about the different methods of pricing a business can use and their benefits 

and limitations 
• how to select a suitable pricing strategy for a particular business 

situation/objective 
• the difference between price-elastic demand and price-inelastic demand 
• about the importance of price elasticity of demand in pricing decisions. 

NOW - test your understanding with the revision questions on the CD·ROM. 



The marketing mix: promotion and 
technology in marketing 

This chapte r w ill explain: 
• the role of promotion decisions in the marketing mix 
• the aims of promotion 
• different forms of promotion and how they influence sales 
• when to use different forms of promotion 
• the importance of the marketing budget in making promotion decisions 
• how technology influences the marketing mix. 

The role of promotion decisions in the 
marketing mix 
Promotion gives rhe consumer infunnation about the rest of the m.1rkering mix - without 
it, consumer-; would not know about the product, the price it sells for or the place where 
the product is sold. It is often thought that promotion is just about advertising the 
prcx:lucr, but it includes several diflcrent types of promotion as well as advertising. 

It is difficulr to think of products rhar are nor advertised and promoted. Most 
products are produced for the mass market and therefore need advertising and 
promoting. Producer goods are often sold directly by sales representatives visiting 
businesses but even these products are advertised in trade magazines, or leaflets are 
sent out to businesses informing them about the product. 

Promotion is essential when a brand image is being created for a product. 
Promotion as part of the marketing mix includes: 

• advertisements - this involves 'above -the -line' promotions. These can take different 
forms , such as advertising on television , via the internet, in newspapers and 
magazines and other forms of advertising media 

• sales promotion - this involves 'below-the-line' promotions. These are often used 
for short periods of time in order to reinforce the above-the-line promotions. 
Examples include giving money-off coupons, free gifts, or product placements in 
television programmes or newly released films. 

The aim s of promotion 
M you can see, promotion includes many activities that are undertaken by businesses. 
They all have one thing in common - their purpose, whic.h is to raise awareness of 
the firm's products and encourage consumers to make a purchase. The aims are 
summarised in the diagram below. 
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The marketing mix: promotion and technology in marketing 

Definitions to 
learn 
Info rmative 
advertis ing 
is where the 
emphasis of 
advertising or 
sales promotion 
istogivefull 
information about 
the product. 
Pe rsuas ive 
adve rtising 
is advertis ing 
or promotion 
whichistrying 
to persuade the 
consumer that 
they really need 
the product and 
should buy it . 

Advertising 

Differen t types of advertising 
Advertising can be either infonn ative or persuasive or have 
elements of both. ' l million' by Paco Rabanne is an expensive 
aftershave. It is nor sold by telling people all about what it \\ill do 
for the skin. The advertising is meant to make consumers think that 
when wearing the aftershave they \\ill smell nice to the opposite 
sex and look more attractive. The adverts for the aftershave used 
in magazines show a picrure of an attractive man, which is meant 
to persuade the readers to buy the aftershave so that they will be 
arrracri\'e like the man in rhe advert. 

Would consumers buy a laptop that was shown in 
adverts as being used by an arrracti\•e person, but with 
no technical information provided? Probably nor. 
When buying a laptop, consumers want to know what 
speed it will run at and what memory it has. They want 
information about the product and its price. 

The adverti sing process 
\Vhen plaru1ing an advertising campaign the business will need to go through the 
steps shown in rhe diagram below. 

ISet objective s 

2 Docide t.e advertising ........ 

3 Croo1e onadve rtising 
campaign 

4 Select the media b 

SEvaluate the 
effective ne ss ofthe 

00""'" 



Definitions to 
learn 
The ta rge t 
aud ience refers to 
people who are 
potential buyers 
of a product or 

Advertising 

The fo11owing table shows types of advertising media that businesses can use , 
together with the advantages and disadvantages of each and some examples of when 
they may be used. 

Advert is ing 
media 

Radio 

\ 

Advantages Disadvanta ges 

• The advert will go out to • Very expemive 
millions of people. form of advertising 

• Theprodoctcanbeshown 
ina veryfavourableway, 
making it look attractive. 

• ltreac:hesthebiggest 
numberofconsumer:s 
andcanreacha target 
aud ience by advertising 
at times when the 
programmes the potential 
buyer1arelikelytobe 
watching are being shown 

• Cheaperthantelevision. 
• Usuallyreachesalarge 

audience 
• Often uses a memorable 

songortunesothat 
the advert will be 
remembered 

• Nationalnewspapersare 
often bought by particular 
customers and therefore 
the newspaper in which 
the advertisement is 
placedc.anbeselectedto 
targetapartirnlargroup 
of people 

• Alargenumberofpeople 
will purchase and read 
nationalnev,,,~apers 

• local newspapers are 
relatively cheap to place 
advertsinandareacost­
effectivewaytoadvertise 

• Adverts are permanent and 
canbecutoutandkept 

• Alotofinlormationcan 
beputintheadvert 

• Cannot put across 
a visual message 

• Quite expensive 
relative to other 
methods of 
advertising 

• The advert needs 
to be remembered, 
the customer 
c.annotlookback 
atahardcopyof 
the advert 

• Notaswide 
an audience as 
television 

• Newspaperadverts 
are often only in 
blackand'Mlite 
and are therefore 
notveryeye­
c.atching.Notas 
attention grabbing 
as television 
adverts and may 
not be noticed 
by the reader, 
especially if the 
advert is small 

Exa mples of s uitable 
products/services to 
advert ise us ing this 
method 

• Food products and 
drinhthatare 
bought by most 
people 

• Carsthatarebought 
byalargenumberof 
customers 

• Household products, 
e.g.1oappowder, 
that are bought 
by most of the 
population 

• localservicesor 
events are often 
advertised on the 
radio on local 
channels,e.g 
localshops,c.ar --, 

• localproducts, 
local events in local 
newspapers. 

• Cars,banksin 
national newspapers 

(continued) 
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Adve rtis ing 
media 

Advantages 

• Magazines are read by 
a~ific~ofper'iCln 
orbusiness,e.g.bicycle 
enthusiasts reads bicycle 
magazine1 - veryeffective 
waytoreachthetarget 
population if there are 
speciali1tmagazine1 
which cover a particular 
activity. 

• MagazineaCM'rtsarein 
colourandthereforec.an 
look more attractive 

• Theyarepermanent 
• Relativelycheap 
• Theyarepotentiallyseen 

by everyone who passes 
them 

• Cangivevisualimageof 
theproductandshowthe 
productinapositivewWf. 

• Relativelylowcost 
• Canbeveryeffectiveif 

your target audience go 
to see particular films. 

• Cheapmethodof 
advertising 

• Givenoutinthestreetto 
awiderangeofpeople 

• Directmail-couldbe 
delivereddoortodooror 
mailedtoalargenumber 
of people 

• Sometimescontaina 
money-off voucher to 
encourage the reader to 
keep the advert 

• Theadvert1are 
permanent and can be 
kept for future reference 

Disadvanta ges 

• Magazines 
are often only 
published once a 
monthoroocea 
=•k 

• Advertising in 
magaz1nes1s 
relatively more 
expensive than 

• Can easily be 
mi1sedaspeople 
go past them 

• Nodetailed 
information can 
be included in the 
adwrt 

• Seenbyonlya 
limitednumberof 
people who go to 
watch the film or 
buy the DVD or 
Blu-rwtdisc 

• Mwtnotberead 
• Directmailal'iO 

c.alled'junkmail' 

EH mplesof sui ta ble 
prod ucts/servites to 
adverti se us ing this 
me thod 

• Perfumeinspecialist 
magazines for 

• Golf equipment in 
golf magazines 

• Medicalequipment 
in professional 
journals 

• localevents 
• Products purchased 

byalarge1ectionof 
the population as 
poster1areseenby 
everyonepa11ingthe 
advertisement 

• Coc.a-Colawhena 
film for teenagers is 
!.ha.ving 

• Leafletsareoften 
used to advertise 
local events 

c.anbeannoying • Couldbegivenout 
and puts customers to promote retail 
off buying the outlets and may 
product containamoney-

offvoucheronthe 
leaflet 

(con tinued) 



Adve rtis ing 
media 

lnternet(see 
later section on 
technology and 
advertising} 

Product placement 
(when branded 
goods and services 
are featured 
in television 

videos) 

Advanta ges 

• Alargeamountof 
information can be placed 
onawebsite,\11/hichcan 
beseenbyavastnumber 
ofpeopleathomeand 
abroad. 

• Orderscanbemade 
instantly via the website 

• Direct mail sent via email 
is cheap 

• Very cheap form of 
advertising,e.g.on 
deliveryvehides, T~hirt1 
andonthesidesofbags 
from shops 

• Productsareassociated 
withtheimageinthe 
programme or movie 

• Cantargetaspecific 
audience who view the 
programme,movieor 
music video 

Disadvanta ges 

• lnternetsearc:hes 
may not highlight 
the website and it 
could be missed 

• lnrnmecountries 
internet access is 
limited 

• Thereisalotof 
competition from 
otherweb5ite1. 

• Security issues 
may discourage 
customers from 
buyingonline 

Advertising 

EH mplesof sui ta ble 
prod ucts/se rvites to 
adve rti se us ing this 
me thod 

• Products that 
customers are 
already familiar with, 
e.g.CDs,electrical 
goods, books, 
fashiondothes 

• Servicessuchas 
train information 
andticketing,and 
imurance,areal!iO 
suitable 

• Maynotbeseen • Shopsusethe 
by customers in the bags given out 
target market with purchases to 

advertise their name 

• Can be expensive 
to pay for the 
placement of the 
product in the 
programme 

• Mayhavenegative 
effects on the 
consumer if the 
image is not 
attractive to them 

• Coca-Colausesneon 
signs to advertise its 

• Expensive,high­
poweredcarsused 
in James Bond 
films that portray 
excitement and 
speed 

Case study e:u.mple 

ING .Ai) 

Activity 14.1 
Read the case study above. 

INGisaglobalinstitutionofDutchorigin, 
offeringbanking, investme nts,lifeimurance 
andreti rementservices. Astheyarealarge 
internationalbusiness,theycanaffordalarge 
marketingbudget . ltusesadvertisingonthe 
internet.television.magazines, billboards, 
product placement and sponsorship. 

Do you think ING's current methods of advertising are the best methods to use or should 
itchangethem?Explainyouranswer. 



The marketing mix: promotion and technology in marketing 

T ips fo r success Revision summary: types of adverti sing media 
Make sure 
you can select 
suitable types 
of advertising 
for particular 
products and 
explain why they 
are suitable. 

A ctiv ity 14 .l 
a) Choose ten products which you and your friends buy regularly. Collect examples of the advertising and write 

down where the products are advertised. Copy out the table below and fill in the blanks when you have all your 
examples. 

Product TV Radio News- Magaz ines 
papers 

After you have filled itin : 

b) Whatcanyouobservefromyourcompletedtable? 

Posters/ Leafl ets Internet Other 
billboards 

c) Dotheplaceswheretheadvertsarefoundsuggestaparticulartargetaudiencefortheproducts? 
d) Is the target population a very large number of people or a relatively small number of people? 
e) Do the places suggest the product is only sold locally or also nationally? 
f) Are these findings what you expected? Explain your answer. 



Definit ions to 
learn 
Sales promotion -

such as special 
offers or special 
deals aimed at 

achieve short-term 
increases in sales. 

Sales promotion 

Activity 14.3 
For each of the following products, decide on the best advertising media to use. Explain 
yourchoiceineachcase. 
a) Nike,whoproduceanestablishedbrandofsportsshoes,whichissoldtoteenagersasa 

leisure shoe, want to become more competitive with rival companies. This product is sold 
inmanyareasofthecountry. 

b) A new bicycle has been produced which is suitable for using over rough ground and for 
cycling up mountains. 

c) A new computer game has been developed. 
d) A new restaurant in a small town has opened. 
• l A famous brand of fizzy soft drink wants to expand its sales. 
f) Alocaltownisholdingafestival. 

Sales promotion 

Different types of sa les promotion 
Promotion is used to support advertising and encourage new or existing consumers 
to buy rhc product. This is sometimes known as 'below-the-line' advertising. 
Sales promotion is used in rhc short term to give a boost to sales, bur it is nor 
used over long periods of rime. An example ofrhis might be when a new chocolate 
bar has been introduced on to rhc marker and is being advertised on television. In 
the shops where the chocolate bars arc to be sold, free samples may be given out to 
encourage the customers to rry the new chocolate bar and, ifthcy like it, to become 
regular buyers. 

There arc several different types of sales promotion rhar can be used by businesses. 

Price reductio ns 

Examples include reduced prices in shops at 
specific times of the year and money-off coupons 
to be used when a product is next purchased. 
These can be linked to loyalty cards when 
customers arc sent money-off coupons after they 
have spent a certain amount of money at the 
shop. (Loyalty cards were discussed in Chapter 
10.) Money-off coupons arc sometimes found 
on the bottom of leaflets, in nc'o\'Spapcrs or on 
the packet of the product itself, for example, 
'$ 1.00 off your next packet'. This encourages the 
consumer to rry rhc product and hopefully they 
will become a regular customer. 
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G ifts 

BOG OF 

Competitions 

Sometimes small gifts are placed in the packaging of a 
product to encourage the consumer to buy it. This is often 
used with products like breakfust cereals and the gifts are 
usually aimed at children. Sometimes coupons are put on 
the back of packets and have to be cut out and collected. 
When a specific number have been gathered they can be 
exchanged for a gift, such as a book. If the item on offer 
is more expensive, the coupons may be exchanged for the 
item but a small additional charge may also have to be paid. 
Collecting coupons requires several packets of the product 
to be purchased before the gift can be claimed and so several 
packets of the product will be sold. The aim is that the 
customer may continue buying the product e\•en after the 
promotion has ended. 

This is where multiple purchases are encouraged (for 
example, 'Buy one and get one free' ). 

The packaging of a product may include an entry form 
which allows the customer to enter a competition. The 
prize is often an expensive item, such as a car. This again 
obviously encourages the consumer to buy the product. 

Po int-of-sa le d isplays and demonstrati ons 

Point-of-sale is the place where the product is being 
sold - usually a shop. 

ln the shop, there may be a special display of the 
product. With some products it can be an advantage 
to show how they should be used and therefore a 
demonstration in the shop can be a good way of 
encouraging customers to buy. 



Tips for success 
Make sure you 
can select a 
suitable sales 
promotion 
for particular 
products and 
explain why it is 
suitable. 

After-soles service 

Free samples 

Sales promotion 

With expensi\'e products, like cars or computers, 
providing an afi:er-sales service can be a way of 
encouraging the customer to buy. They can be reassured 
that, if the product goes wrong in the first few weeks or 
months afi:er they have bought it, they will be able to 
rake it back and get it repaired with no additional charge 
to themselves. This may make the customer buy from a 
shop that offers an after-sales service rather than from 
somewhere that does not. 

This is most commonly used with products like food, 
shampoo and cleaning products. A free sample can be 
handed out in the shop to encourage the customer to 
cry the product and hopefolly buy it. Free samples can 
be delivered to people's houses - although this would 
not be to every person's house, just the neighbourhoods 
where the business thinks people will buy the product. 
Free samples can also be given away with other products. 
For example, new washing machines ofi:en contain a free 
sample of washing powder. 

Revision summary: types of sales promotion 
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The advantages of sales promotion 

• It can promote sales at rimes in the year when sales are traditionally low (off-season 
purchases ). 

• It encourages new customers to uy an existing product. 
• It encourages consumers to rry a new product. 
• It encourages existing customers to buy a product more o&en or in greater quantities. 
• It encourages customers to buy your product instead of a competing brand. 

Activity 14.4 
Choose ten products which you and your friends buy regularly. Collect examples of 
promotions that have been used for these products and explain why these methods of 
promotion were being used. 

Activity 14.5 
For each of the following five products decide the best method of promotion to use. Explain 
yourchoiceineachcase. 
a) A new magazine aimed at teenage boys. 
b) A new type of pen which is very comfortable to use and does not smudge. 
c) A company making a famous brand of football boots wants to expand sales. 
d) A new fast food takeaway opens in a small town. 
• l Asofttoyhasbeeninventedthatchangescolourwhenhuggedandcanbedressed in 

different clothes which also change colour when warmed. 

Case study example 
MattelsellarangeofBarbiedollsforyoungchildren. Theyaresold 
throughtoyshops,whereaspecialstandisprovidedfortheshopto 
display the dolls so that they are easily seen by customers. A new Chinese 
Barbie doll intherangehasjustbeenintroduced. Toshowchildrenthe 
new doll and its range of clothes, a representative of the company is visit­
ing toy shops to demonstrate the doll and its accessories . Also, with each 
purchaseofthenewdollthereisachancetoenteraprizedraw-the 
firstprizeisatriptoDisneyland . 

Activity 14.6 
Readthecasestudyabove. 

Do you think all these ways to promote the new range of Barbie dolls will be effective? 
Explain your answer. 



Definitions to 
learn 
A market ing 
budget is a 
financial plan for 
the marketing 
of a product or 
product range for 
a specified period 
of time. 

T ipsfor success 
Remember that 
advertising does 
not necessarily 
increase sales 
and profits. A 
lot of money 
can be spent on 
advertising and 
not be effective. 
Advertising may 
increase sales, 
but if prices have 
been reduced 
and advertising 
expenditure 
increased then 
profits may not 

Sales promotion 

The importance of the marketing budget 
When deciding which type of promotion (advertising and sales promotion methods) 
will be most suitable to use for a particular product then the marketing budget is 
perhaps rhe most important factor in making promotion decisions. 

So, rhe size of the marketing budget is crucial. It specifies how much money is 
available to marker rhe product or range, so rhar rhe Marketing depamnenr know 
how much they may spend. If the business cannot afford a very large budget, this will 
limit rhe places where the business can advertise. For instance, if the budget is small, 
television advertising will nor be possible, and the number of times adverts appear in 
a magazine could be higher if the budget was larger. 

The need for cost effectiveness in spending rhe marketing budget is very 
important. A business will need to compare rhe cost of advertising with the increase 
in expected sales. It is not good to spend large amounts of money on an advertising 
campaign if there is only a small increase in sales. 

Small firms will find it very difficult to compete with larger ones because of the 
large marketing budget available to them. 

W hich type of promoti on should be used? 
The following points also need to be considered when deciding on the type of 
promotion to use: 

• The stage ef d,e product lift cyck that has been reached. Read Chapter 12, 
pages 164----166, to see which stages ofrhe life cycle require different methods of 
promotion. If the product is new and has just been launched, the advertising may 
be more informative, but if the product is well established and is at maturity then 
the advertising may be persuasive. 

• The namre of the product itself. If the product is a producer good, the type of 
promotion that would be used when promoting the product to other producers 
will be quire different to rhe methods used \\'ith consumer goods. For example, 
money-off coupons would not be suitable, but discounts when goods are 
purchased in bulk would be appropriate. Businesses would nor be influenced 
by collecting money-off coupons, but rheywill buy in large quantities and will 
be influenced by a discount. A product sold to other businesses, for example, a 
machine to wrap perfume, will not be advertised in the same way as the perfume 
itself, whid1 will be bought by consumers. The advertising for the machine will be 
informative, while the advertising for rhe perfume will be persuasive. 

• The culmral issues involved in international marketing. lfthe product is to be sold 
abroad then different types of promotion may be appropriate. The advertising 
media used will be dependent on factors such as the number of televisions owned, 
literacy ofrhe population, availability of radio and cinema. It is no use advertising 
in a national newspaper if most of the population do not read or cannot afford 
a newspaper. Free samples, competitions, special oflCrs, etc. \\'ill also have to be 
suitable for rhe culrure of the population. In some counrries it might nor be usual 
to enter competitions and therefore this promotional route would not act as an 
arrraction to buy rhe product. The business might need ro consider the types of 
promotion in terms of what is acceptable to people in the countries where the 
product is being sold. For instance, the use of women in adverts or the promotion 
of alcohol would not be allowed in some parts of the world. 



The marketing mix: promotion and technology in marketing 

• The natl/re of the ta'l}et market - whether it is local, national or imernational 
and its size - a local marker will require differem media to a national one or an 
imernational one. ls the product a specialist product such as water skis or is it one 
that is sold to rhe majority of the population such as cola? 

Public relations/ sponsorship 
This is concerned with promoting a good image for the company and/or its 
products. Public relations can rake many forms, from sponsoring evems such as 
football matches, to publicity stunts where employees, or owners of the company, 
rake pan in a sponsored activity for a good cause, or to raise awareness. 

Another example is where companies donate some of their products to charity - for 
relief when there has been a natural disaster, or food for victims ofa famine. 

All these types of activity raise rhe public's awareness of the company and its 
products, and increase the likelihood of their choosing its products over its competitors. 

How technology influences the marketing mix 
New technology is becoming integrated imo marketing decisions. It presents new 
opporrnnities for businesses to market their products and services and it means there 
are frequent changes to all four elements of the marketing mix. 

The product pan of the marketing mix may be changed to respond to new 
technology. For example, new features added to mobile (cell ) phones. Social 
networking sites sud1 as Facebook are changing the way businesses reach their 
potential customers. Twine~, pop-ups, sponsored links, paying search engines to 
put your websites at rhe top of searches, own reviews on websites, biogs, to name 

facebook 
but a few are all new ways businesses are 
using to p romote their business or its 
products on the internet. The internet 

FK*boolcti.lp1youco,,n«:t•ndth&rewith 
th•~ln 't'°" r llh. 

allows businesses to gather information 
about customer purchasing habits which 
means dynamic pricing can be used to 

.I. .I. 
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.&. .I. purchasing - e-commerce (place is covered 
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..1. in Chapter 15) . 



How technology influences the marketing mix 

Activity 14.7 
Researchtheinternettofinddifferentwaysbusinessesadvertiseontheinternet. 

Write down a list of at least ten different businesses or products and how they are being 
advertised. (Try to include a variety of methods they are using.) 

lncludescreenshotsoftheadvertsifpossible. 

There are a number of benefits to a business of advertising on social networking sires 
such as Facebook: 

• targets specific demographic group 
• guarantees target customers see advert when they go onto Facebook 
• speed in response to market changes - information can be updated regularly 
• cheap to use - it has no costs if just placing advertisements 
• reaches groups that are difficult to reach any other way. 

However, there are disadvantages too: 

• can alienate customers if they find the adverts annoying 
• have to pay for advertising if using pop-ups 
• lack of conuol of advertising if used by others 
• may be altered or used in a bad way and fon\'arded on to other users giving the 

business bad publicity. 

If a business advertises on its own website it will enjoy the follo\\ing benefits: 

• no exua cost if own website is already set up 
• control of advertising as it is on your own site 
• can change adverts quickly and update pictures/prices, etc. 
• interactive ad\'erts can make the adverts more attractive than those in other forms 

of advertising media such as magazines and posters 
• can provide more information in adverts and link to other pages with further 

information and picmres. 

However, there are disadvantages too: 

• potential customers may not see the website as the page may come up in a Jong list 
of pages when using a search engine such as Google 

• relies on customers finding the website 
• design costs of the website may be high. 

Activity 14.8 
Look at the lists above and produce a similar list of advantages and disadvantages for a 
business that is using the following to promote its products or services: 

• tweets 
• biogs 
• specialised apps to be downloaded for the business/brand of products 
• text messages. 
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Activity 14.9 
For each of the following products, choose three different ways to advertise them using 
the internet. Explaintheadvantagesanddisadvantagesforeachway. Then choose which 
you think is the best way. Justify your choice and explain why it is better than the other two 
ways. 

a) Reebok,whichproducesanestablishedbrandofsportsshoesthatissoldtoteenagersas 
aleisureshoe.wantstoincreaseitsmarketshare. 

b) RAO UL makes smart casual outfits and crisp business shirts and jackets which are sold in 
boutiques in fashionable malls throughout Singapore. 

c) Anewrestauranthasopenedinyournearestcitycentre. 
d) Yourschoolisholdingacharityfundraisingevent. 

A company website 

Int ernational business in fo cus: Justin Bieber 
Just in Drew Bieber was born 1 March 1994 and is a Canadian pop/R&B singer, songwriter 
and actor. He was discovered in 2008 by Scooter Braun. who came across Bieber's videos on 
YouTube and later became his manager. Justin is very popular, particularly amongst younger 
age g roups. He is preparing to go on a world tour. The tour will involve concerts in many 
countriesaroundtheworldanditispredictedthatticketsforhisconcertswill be sold out 
very quickly. 

Discussion points 
• Discuss the best way for the tour dates of the concerts to be advertised. 
• Choose another singer and consider what other promotions could be used to promote 

them and their music. 



Revision checklist 

Exam-style questions - Paper 1 

1 TP manufactures expensive women's shoes. It sells its range of shoes through 
shops which sell made-to-measure designer clothes for women. 'We need to be 
clear of who our target market is' says the Marketing Manager. 
a) What is meant by 'target market'? [2] 
b) Identify two examples of advertising TP could use. [2] 
c) Identify and explain two reasons why it is important for TP to know the 

target market when deciding how to advertise the shoes. (4] 
d) Identify and explain two possible aims for TP of using promotion. [6] 
e) Do you th ink advertising is needed for their range of shoes? Justify 

your answer. [6] 

2 FK is a partnership and it manufactures drinking glasses. Customers pay FK to put 
their own designs or messages on the outside of the glass. These are often given 
as gifts at weddings, births or other special celebrations. FK is thinking of starting 
to also manufacture pla in glasses for everyday use. These glasses would be sold 
at supermarkets, but the specially designed glasses are ordered on the internet. 
FK only have a small advertising budget and so the owners will have to think 
carefully about where will be the best place to advertise the plain glasses. 
a) What is meant by an 'advertising budget'? [2] 
b) Identify two places, other than the Internet, where FK could advertise 

its glasses. [2] 
c) Identify and explain two reasons for promoting the glasses. (4] 
d) Identify and explain two methods of sales promotion FK could use to 

promote the plain glasses sold in supermarkets. [6] 
e} Do you think the promotion of the plain glasses should be different to the 

promotion used for the specially designed glasses? Justify your answer. [6) 

Rev ision checklist 

In this chapter you have learned: 

• about the role of promotion decisions in the marketing mix 
• about the aims of promotion 
• to select appropriate types of sales promotion for different productSlbusiness 

objectives 
• to select appropriate types of advertising for different products/business 
• the importance of the marketing budget in making promotion decisions 
• how technology influences promotion decisions. 

NOW - rest your understanding with the revision questions on the CD-ROM. 



@ The marketing mix: place 

Definit ions to 
learn 
A distr ibution 
channe l isthe 
means by which a 
product is passed 
from the place 
of production to 
the customer or 
retailer. 

This chapter w ill expla in: 
• the role of place decisions in the marketing mix 
• the advantages and disadvantages of distribution channels 
• e-commerce and its threats and opportunities to business and consumers. 

The role of ploce decisions in the 
marketing mix 
After deciding on the product and right price, the business has to get the product to 

the consumer. The product or service has to be available where and when customers 
wam to buy. Where consumers can buy rhc product will affect how well it will sell. 
Think of your local shop where you buy food. Would expensive luxury chocolates 
sell well? If many of the customers who use the shop are on low incomes then not 
many chocolates will be sold. If the product is not available where customers want to 
buy it, and they have to go searching in different shops, then they may give up and 
buy a competitor's product. It is very easy for a business to get the place wrong and 
therefore lose sales, or even fail altogether. 

H ow consumers get to know about the product through promotion is imporram, 
but they must also be able to buy the products easily. 

Distribution channels 
Businesses have to decide where to sell their products. They also have to decide how 
to get the product to the consumer, that is, what distribution channel to use. 

The distribution channel can vary - from being directly to the consumer to being 
via imermediary channels. The diagram below summarises the main distribution 
channels that are used. 

Prodoce r 
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The main distribution channels 



Distribution channel l 

Adva ntages 

Distribution channels 

• This distribution channel is very simple. It involves manufacturers selling their 
products directly to rhe consumer. 

• It is suitable for products, such as certain rypes of agriculmral products, which are 
sometimes sold straight from the farm. 

• There is a lower price if sold direct to customer - curs our wholesaler/retailer. 
• Prcxlucts can be sold by mail order catalogue or via the internet. 

Disadvantages 

• This is usually impractical for most products because rhe consumers probably do 
nor live near to rhe factory and could nor go there to buy the products. 

• This method may nor be suitable for products which cannot easily be sent by post. 
• It may be very expensive to send rhe products by post and therefore it will nor be 

cosreffective. 

This channel is also common when selling directly from one manufacturer to another 
manufacturer. For example, car components are sold directly to rhe car producer. 

Distribution chan nel 2 
The second distribution channel is where tl1e producer sells directly to retail outlets 
and then they sell the product to tl1e consumer. This is most common where the 
retailer is large, such as a large supermarket, or when the products are expensive, such 
asfurnimreorjewellery. 

Adva ntages 

• Prcxlucersells large quantities to retailers. 
• Reduced distribution costs compared to distribution channel 1. 

Disadvantage 

• No direct contact \vith customers. 

Distribution channel 3 
This disuibution channel involves using a wholesaler, who performs the function of 
breaking bulk. 

Breaking bulk is where wholesalers buy products from manufacturers in large 
quantities and then divide up rhe stock imo much smaller quamities for retailers 
to buy. 

Adva ntages 

• Wholesaler saves storage space for small retailer and reduces storage costs. 
• Small retailers can purchase products in small quantities from wholesaler because 

they have a relatively short 'shelf life' before they deteriorate. 
• May gh'e credit ro customers so they can rake tl1e goods straight away and pay at a 

larerdare. 
• Wholesaler may deliver to rhe small retailer rhus saving on transport costs. 
• Wholesaler can give advice to small retailers about what is selling well. They can 

also advise the manufacturer what is selling well. 
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Definit ions to 
learn 
An agen t isan 
independent 
person or business 
that is appointed 
to deal with 
the sales and 
distribution of a 
product or range 
of products. 

Disadvantages 
• May be more expensive for the small shop to buy from a wholesaler than if they 

bought straight from the manufacturer. 
• Wholesaler may not have the foll range of products to sell. 
• Takes longer for fresh produce to reach the shops and so it may not be as good quality. 
• Wholesaler may be a long way from the small shops. 

/.Aa nulocrurer, 

Re1a1ler, ~ I 

Without a wholesaler, a manufacturer has to process many orders from retailers 

/.Aanulodurer, 

Reti1k.<s Rl 

With a wholesaler, a manufacturer has less paperwork 

Distribution channel 4 
\Vhen products are exported, the manufacturer sometimes uses an agent in the 
other counrry. The agent sells the products on behalf of the manufacturer. This can 
allow the manufacturer to have some conrrol over the way the product is sold to 
consumers. The agent will either put an additional amount on the price to cover their 
expenses or will receive a commission on sales. 

Adva ntages 
• Manufacrurer may not know the best way to sell the product in other markets. 
• Agents will be aware of local conditions and will be in the best position to select 

the most effective places in which to sell. 

Disadva ntages 
• Less control over the way the product is sold to customers. 

Case study example 
Unilever (Ml Holdings Snd Bhd manufacture ice cream and sorbets. It is located in Malaysia. 
It is famous for its quality ice cream and sorbets. The company sells ice cream and sorbets 
directly to local shops because they sell to tourists. Unilever (Ml Holdings Snd Bhd also sells its 
ice cream to wholesalers who sell to small shops in other towns and cities. Very large retailers, 
forexamplesupermarkets,buytheicecreamandsorbets inbulkandpurchaseitdi rectlyfrom 
Unilever (Ml Holdings Snd Bhd. A va riety of channels of distribution are used by the company, 
dependingonthecustomerandthequantityoficecreamandsorbetspurchased. 



Definitions to 
learn 
e-oommerc:e is 
the buying and 
selling of goods 
and services using 
computer systems 
linked to the 

Tipsforsuccess 
Make sure 
you can apply 
the benefits 
and threats of 

to a particular 
business. 

Methods of distribution 

Methods of distribution 
The methods of distribution used can include the following: 

Methodofdistribution Description 

Department stores A large store, usually in the centre of towns or cities, that sells a wide 
varietyofproductsfromawiderangeofsuppliers 

Chain 1tores Two or more 1tores which have the same name and have the same 

Discount stores 

Superstores 

Supermarkets 

Direct sales 

Mail order 

e-commerce 

characteristic, 

Retailstoresofferingawiderangeofproducts,manybrandedproducts,at 
disc:ountprices.Oftentheproductrangesareofsimilarty~ofproclucts, 
e.g.electric.algoods. 

New very large out-of-town stores which sell a wide range of products 

Retailgrocery1toreswithdairyproduce,freshmeat,packagedfo:>dand 
non-food departments 

Prodxtsaresdddirectlyfromthemanufitc:lurertolheCOflSlnlel"(distribution 

""""" Customers look through a catalogue or magazine and order via the pmt 
Orderscanalsoohenbeplacedbytelephoneorinternet 

lnsteadoflookingatac.atalogue,consumersviewthegoodson 
thebusiness'swebsiteandthenorderontheinternetorpossiblyby 
telephoneormail.Businessc.ansellthroughotherspec:ialistwebsitessuch 
aseBayandAlibaba.com 

When was the last time you purchased a product by computer or mobile phone 
linked to rhe internet? Some people will answer 'I ne\'er have' ro this question but 
others will say 'five minutes ago!' The growth of internet selling has been incredible 
in recent years. Online retailing only starred in the US in 1992 - yer by 20 12 imerner 
sales in the US alone were US$ 217 billion! 

Consider these m•o statements by differem marketing managers. 

• Manager A: 'Since my company introduced a new website which allows 
e-commerce, sales have increased by 55 per cenr including sales to coumries 
we have never sold to before. We are now thinking about closing some of our 
retail shops.' 

• Manager B: 'My company sells handmade suits for men and women. We offer a 
personal service and customers visit us several times during rhe making of their suit 
to check for size and sryle. We use rhe internet only for gaining marker research 
and dealing with suppliers.' 

How can both managers be so convinced their company has the correct approach to 
e-commerce/ The answer is ... they could both be right! Not every product or every 
service will be successfully sold by e-commerce. This means rhar we need to consider 
the different impact that the imerner and e-commerce can have on businesses and 
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Opportunitiesof e-commerc:e to bus iness 

Websites can be used to promote the company and 
its products worldwide much more cheaply than 
otherformsofmarketing,e.g.settingupshopsin 
many countries 

Orderscanbetakenoverthecomputerandsent 
directlytocompanywarehouselordispatch. 

Cornumersmightbeenrouragedtopurchasemore 
pmductsthantheyintendedbyattractiveandeasyto 
folla.vwebsites-e.g . givinglink.stootherpmduru 
thatcouldbeboughtwiththeoriginalpurchase. 

Businessescanalsoeasilymakeonlinepurcha1esof 
~ppliesandmaterialsfromotherbusinesses-thisis 
calledbusiness-to-bminess(or828)e-commerce. 

Threatsof e-commerc:eto business 

With so many businesses nr:m offering e-commerce 
websites,cOffl)etitionbetweenbusinessesisveryhigh 
llabusine5sischarginghigherprices,COfllU'llersc.an 
easilyfindanalternative~pplier. 

Websitedesignmustbeverydear,attractiveand 
easytooperate. Websitedesignscanbeexpensive­
andwilloftenneedtobeupdatedandthiswilllead 
to further costs . 

Transportcostsperproductsoldarelikelytobe 
higherthansellingthroughtraditional1hops.Eac:h 
itemmustbepackagedanddeliveredseparately. 
Shouldconsumersbeaskedtopaythesecosts?Or 
willthismakethebusinessuncompetitive? 

There is no face-to-face contact with con~mer1, 
whichcanprovideveryusefulmarketresearch 
feedback 

Consumersinmostcountrieshavethelegalrightto 
rejectgoocl1boughtthroughe-commercebec.au1e 
theyhavenot1een,touchedorworntheactual 
good.'Retums'canaddtobusinesscosts 

Althoughfewershopsmaybeneeded,alarge 
warehouseandefficient1tockcontrol1ystemwillbe 
essential to meet consumers' orders accurately and 
efficiently. 

e-commerceisnot~itablefofbusinessesthatsell 
personalservicessuchashairdressingorprodu:t5fof 
whic:hcon~mersexpectpersonalface-to-fac:eservice 

Opportunitiesof e-commerc:e toconsumers 

No need to leave thehouseto'goshopping' 
andthisconveniencei1amajorfactor 
explainingthegr<M'lhofe-commerce 

Comparisons between prices and pmduct1 or 
1ervicesofferedcanbeeasilymadeby~rfing 
fromooeweb1itetoanother - orusing'price 
comparison' websites 

Paymentbycreditordebitcardisveryeasy. 

Consumers can naN easily access products 
andservicesfrombusinesseslocatedabroad ­
thiswouldbeverydifficultorexpensive 
without e-commerce 

Consumers can buy some produru for prices 
much lower than they would be without the 
competition of e-commerce, e.g. books, music 
and insurance policies 

Threa tsof e-comme rc:e toconsume rs 

Consumers need access to the internet! It is 
1till the ca1e that in many countries internet 
access, especially for low-income consumers, 
,sverypoor. 

Computer '>)'Items failures or weak internet 
connectionscanre~ltinfrustratedconsumer1 
who cannot access websites and make their 
purchases 

Productscannotbeseen, touchedortried on 
{clothing,forexample)andsendingproclucts 
bac:kbecausetheyareunsuitable{'retums')is 
often inconvenient 

Thereisnoface-to-facecontactwithsales1tafl 
soitisdiffirulttolindoutmoreinformation 
aboutthegoodsandservicesbeingsoldthan 
that'Mlidlisprovidedonthewebsite. 

Manyconsumersareconcernedaboutidentity 
theftorfraudulentuseofcreditc.ardsif 
theybuygoocl1online. Securitysysterrn are 
improvingbuttherearestillmmerisks 



Selecting the distribution channel to use 

Revision summary: e-commerce 
kiwm>tpromdloo globa l cOYeroge oblebocceMrr.anyoonscme<, ,hopsmlgrlndbeneeded B2Beooier 

--------~ I ~ Opportunities to business 

I 
E-COMMERCE 

I 
Threotstobusiness ~I~------reffl ng up/upi,~ng websHe costs nod irecicOOS<Jme<cO<ioct oompe!itlon from o!her webs ,,,. t onspo~ co,.t, 

Activity IS . I 
Choose six different products that you or your family buy and find out what distribution 
channels are used to get the products from the manufacturer to you, the customer. 
Are the distribution channels used the ones you would expect? Explain your answer. 

T ipsfor success Case study exam p le 
Make sure you You have been asked by a manufacturer of children's toys whether they should use a 
can select suitable wholesaler to sell thei r products. They o riginally manufactured just a few different types of 
distr ibution toys and sold them to a small number of large retailen. They have expanded and a re now 
channels for selling many d ifferent types of toys to a large number of small retailers. 
a particular 
business o r its 
products. 

Activity IS.l 
Read the case study above. 

Write to the company advising them why you think it might be advantageous to use 
awholesaler. Theyneedpersuadingthatawholesalerwillbebeneficial,sogivedetailed 
explanation and examples to support your point of view. 

Selecting the distribution channel to use 
When deciding which distribution channel to use, manufacnirers have to ask 
themselves a number of questions. This\\ill help them to decide whid1 d1annel will 
be the most successful fur their products. These are the types of question that need ro 
be answered. 



The marketing mix: place 

• Wh at type of prod uct is it? ls it sold to other producers or to ordinary customers? 
• ls the product very technical? !fit is, it should be sold to the customer by 

someone with technical knowledge who can explain how it works and what it will 
do. Direct selling from the manufacturer will probably be selected in this case. An 
example might be an aeroplane engine. 

• How often is the product purch ased? !fit is bought every day, it will need to be 
sold in many retail outlets. An example would be a product like newspapers which 
are purchased daily and are sold in many outlets. If they were not readily available, 
customers might not bother to buy them at all. 

• How expen sive is the product ? Does it have an image of being expensive? If the 
product is marketed as being expensive and ofhigh quality, it will probably be 
sold through only a limited number of outlets. These shops will be in expensive 
shopping areas. For example , if the product is an expensive watch, it is no good 
selling it in discount jewellery shops. 

• How perishable is the product? If the product goes ronen quickly, such as fruit 
or bread, then it will need to be widely available in many shops .so cliat it can be .sold 
quickly. 

• Wh ere are the customers located? lfmost of the customers are located in cities, 
it is no good selling the product in only mral areas. If the customers are located 
in another country, cl1en differ em retail routes might be appropriate. The imernet 
might be used for online trading. 

• Wh ere do the competitors sell their products? The retail outlets that 
competitors use will need to be considered. Each manufacturer will probably sell 
their products in the same outlets as their competitors so that cl1ey can compete 
directly for customers. 

Activity 15.3 
Choose a distribution channel for each of the following products. Explain your choice in 
each case. 
a) Farm tractor. 
b) Children'sclothesforexport. 
c) Tinsofpeas. 
d) Made-to-measuresuits . 

Revision summary: factors affecting distribution channels 
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Revision checklist 

Int ernational business in focus: Alibaba.com 
Alibaba.com was formed in 1999 in China. It provided a market place for small businesses to 
selltheirproducts.lthasbecomeatrustedsourceforonlineshoppingandisnowavailable 
not only in China but also in the global market in countries such as India, Japan, Korea, 
Europe and the US. More and more businesses use this website to sell their products and it 
hasencouragedanincreasingnumberofcustomerstoshoponline. 

Discussion points 

• Why do think customers like to shop on this website? 
• What disadvantages might there be to businesses that use the website? 
• If more consumers buy online, what will this mean to businesses which currently don't sell 

theirgoodsonline? 

Exam-style questions - Paper 1 

1 D & D manufacture footballs. The footballs are sold to sports shops throughout 
the world. The distribution channels D & D uses are to sell its footballs direct to 
retailers in some countries and through an agent in other countries. 
a) What is meant by the 'distribution channel'? [2] 
b) Identify two other examples of products which might be sold directly to 

retailers rather than using a wholesaler. [2] 
c) Identify and explain two reasons why 'place' is an important part of the 

marketing mix for D & D. [4] 
d) Identify and explain two benefits to D & D of using an agent to 

distribute its products. [6] 
e) Do you th ink D & D would be better selling through a wholesaler? Justify 

your answer. [6] 

2 Pinker is a retailer chain selling children's clothes in its many small shops. 
It buys most of its products from wholesalers. Rakesh, the owner, says 'I think 
we should start to sell on the internet'. 
a) What is meant by a 'wholesaler'? [2] 
b) Identify two disadvantages to Pinker of using a wholesaler. [2] 
c) Identify and explain two benefits to Rakesh of selling through several 

small shops rather than one large shop. [4] 
d) Identify and explain two factors which affect which distribution channel 

Pinkorshould use. [6] 
e) Do you think Rakesh is right to want to sell on the internet? Justify your 

[6] 

Revision checklist 

In this chapter you have learned: 

• the role of place decisions in the marketing mix 
• about the different distribution channels and the advantages and disadvantages 

of each distribution channel 
• what is meant by e-commerce and the threats and opportunities it offers to 

businesses and consumers 
• to select the most suitable distribution channel for a given product. 

NO W - test your understanding with the revision questions on the CD-ROM. 



@ Marketing strategy 

Definit ions t o 
learn 
A market ing 
strate;y isaplan 
to combine the 
right combination 
of the four 
elements of the 
marketing mix 
fora product or 
service to achieve 
a particular 
market ing 
objective(s). 

This chapte r w ill expla in: I 
• ~arket!ng strategies and how to develop. an appropriate marketing strategy in 

g1vencircumstances 
• the nature and impact of legal controls related to marketing 
• the opportunities and problems of entering new markets abroad. 

Marketing strategy 
A m arketing stratet,')' is a plan to combine the right combination of the four elements of 
the marketing mix for a product or service to achieve a particular marketing objecrivc(s). 

The marketing strategy developed by a business will differ depending on the size 
of the market and rhe number and size of competitors. It will need to identify the 
marketing objectives of the business, the target market and the finance available (this 
is called the marketing budget). 

The marketing objective could include: 

• increasing sales of an existing product/service by selling to new markets or selling 
more to the existing market 

• increasing sales of new product or service by improving an existing product 
(extension strategy - see Chapter 12) or a totally new innovative product 

• increasing market share which will include increasing sales but also raking market 
share away from competitors 

• maintaining market share if competition is increasing 
• increasing sales in a niche market. 

The different elements of the marketing mix are important in influencing consumer 
decisions when developing a marketing strategy aimed at a specific target market. 

ls the prod,c!oow ond imo,atM!o:on exlsllngp<OOoct"I 

/

What typeclp<OOoct doesthe 1arge1roo rke1 l1 ke? 
Doesthepra:Joct needlo be chonged!o mee1consume<losles? 

'"· ~\ ., Whot pncewll!he lo rge!OJS!amers be 
/' willl nglofXJY? 

TARGET\~ " -Whrn p,rnoo=,.,,=coocge? /MARKETINGSTRATEGY 
1 

" Wha re doe, 1he 1orgetroorle1b.ryha1r p<OOoct.? 
Wha re s!-ouldhap<OOocr be .'.00? 
Who1chonnelscld1.11r1bu11on.shoold 11""""1 
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Promotion 

Whot me1hodsclpromot1oo.sho<Jdbe used 

~ ~ ~rc::~ ~lor, use? 
Whot b..dge! ls maikx>le !or pmmotioo~ 



Tips fo r success 
Make sure you 
can develop 
a marketing 
strategy fora 
given product/ 
service. Thefour 
elements of the 
marketing mix 
should all link 
together in order 
to be effective 
in attracting the 
ta rget market to 
buy the product/ 

Marketing strategy 

If the marketing strategy does not combine the four elements of the marketing mix 
correctly then the marketing objectives will not be achieved. For example: 

• a product which meets customer needs and is priced at a suitable price which the 
rarget market is prepared to pay but will not a cm ally buy the product if they do 
not know about it - that is, if the promotional methods are not suitable 

• a product which does not meet the needs of the target market will not sell at any price. 

Case study: Nokia is losing market share to Samsung 
For 14 years, Nokia was the world's biggest seller of mobile phones. It was overtaken by 
South Korea'sSamsungin2012asthebestsellingcell (mobile)phonein lnd iaandother 
emerging markets . Apple's iPhone• was seen as the main competitor but Nokia is also losing 
out in the basic phone market where it thought there were still years of strong growth in 
emerging markets . 

In Ind ia, the world 's second-biggest mobile phone market. Nokia's market share has 
halvedfrom62percentto31 percentofthetotal 183million handsetssold.lnChina,the 
world's largest mobile phone market, its share of the market had fallen from 39 per cent in 
2009to24percentin2011. 

In Africa itsmarketsharehasalsoslippedto51 percentin2011 from62percentin2009 . 
ltissurvivingatthemomentbecauseofitssuperiordistributionontheEuropeancontinent 
butthiswillprobablynotlastifit doesn'tactquickly. 

'Nokia left the door wide open for Samsung and others by not delivering a full-touch­
feature phone. TheKoreansfigureditoutthreeyearsago,yet Nokiasti lldoes nothavea 
product,saidBenWood,headofresearchatCCS lnsight . 

So even though Nokia had a good reputation, their phones were priced competitively, 
they were well promoted and sold in appropriate places for consumers, consumers still 
switched to other handsets, such as Samsung. Nokia mobile phones had failed to keep up 
with the latest technology and customer preferences. The 'product' part of the marketing 
mix wasn't right and so sales were falling even when the other three elements of the 
marketing mix were right. 

Activity 16 .1 
Choose a product which you think will have a lot of sales in your country (this could be a 
new product or an existing product such as bottled water). Create a marketing strategy for 
thisproductbyincludinganswerstothefollowingquestions. 

a) Who is your target market? What are the characteristics of the consumers you think will 
buy your product? What is their market segment? Justify your answers. 

b) How does your product meet their needs? Why will consumers buy your product rather 
than a competitor's product? What is your product's unique selling point (USP) that makes 
itdifferenttoyourcompetitors'products?Justifyyouranswers. 

c) What price will this target market be willing to pay? What pricing strategy will you use? 
Justify your answers. 

d) Which methods of distribution (place) will you use and will these be suitable for your 
target market? Which methods of distribution do your competitors use? Justify your 

a) What methods of promotion will you use? Remember you may have a limited budget/ 
amount of money to spend. Decide both where you will advertise and what promotional 
offersyoumightuse. Justifyyouranswers. 

f) Summarise by explaining why you think your new product will be successful. 



Marketing strategy 

Recommending and justifying a marketing 
strategy in given circumstances 
Ni time goes by the marketing mix will need to be changed. This may be because 
there are new competitors, the product gets to a different stage of its product life 
cycle, consumer tastes change or the business wants to enter a different marker. 

Activity 16.2 
Copy out the table onto a large sheet of paper. Then select the correct answer from the list 
belowtofiteachstageoftheproductlifecycle. 

ThechoicesforSaleshavealreadybeenfilledintogetyoustarted. 
Note: You will need to study Chapters 13 and 14 before completing this activity. 

Sales 

Pr icing po li cy 

adverti sing 

Li ke ly p rofits/ 
losses 

Pricing policy 

Introduction Growth 

low sales Sales rise 
because the rapidly 
product is 

• Price skimming as few/no competitors. 

Maturi ty Decline 

Sales Sales level Sales fall as new 
off as market products become 

more slowly saturation is available or the 
reached product goes out 

of fashion 

• Penetration pricing by competitors as a few competing products are introduced, small 
reduction inyourpricestocompetewiththeseproducts. 

• Competitive pricing/promotional pricing as competition becomes intense. 
• Price reductions to encourage sales as sales are falling, some competitors stop making the 

product. 
• Competitive pricing/prices are reduced to compete with existing competitors, no new 

competitors enter the market. 

Promotion/advertising 
• Advertisingreducedormaystopaltogetherassalesfall. 
• Informative advertising as the product is new, free samples may be given out to get 

customers to try it . 
• A lot of advertising to encourage brand loyalty and to compete with other very 

competitive products. 
• A high, stable level of advertising may be promoting new improved versions of the 

original product. 
• lnformativeadvertisingchangedtopersuasiveadvertisingtoencouragebrandloyaltyas 

salesstarttoriserapidly. 

Profits 
• Lossmadeduetohighdevelopmentcosts. 
• Profitsfallassalesfall. 
• Profitsfallassalesarestaticandpriceshavebeenreduced. 
• Profitsstarttobemadeafterdevelopmentcostshavebeencovered . 
• Profitsattheirhighestassalesgrowthishigh. 



Tips for success 
Make sure you 
can explain why 
governments 
pass laws to 
protect consumers 
and what the 
laws mean for 
businesses when 
selling their goods 

Note: youwill 
not be expected 
to name any 
particu lar laws in 
the Cambridge 
IGCSE 8 exam. 

Legal controls on marketing 

Legal controls on marketing 
Consumers can be easily misled. It is quite easy to sell to many consumers goods 
that are either unsuitable for the purpose intended or that fuil to perform as the 
manufucmrer claimed. This is not because consumers are smpid! It is because products 
are now so complicated and technical that it is very difficult for a consumer to know 
how good they are or how they are likely to work. Also, modern advertising can 
be so persuasive that nearly all of us could be sold products, even if they were later 
discovered to be of poor quality or not as good as the advert claimed. Consumers 
need protection against businesses which could, unformnarely, rake advantage of the 
consmners' lack of knowledge and lack of accurate product information. 

In the UK, the laws on consumer protection arc typical of those existing in most 
countries and include some of the following forms of consumer protection. 

• Weighu and Meamres. Retailers and producers commit an offence ifrhey sell 
underweight goods or ifrhe weighing equipment they use is inaccurate. 

• Trade Descriptions. It is illegal to give the consumer a deliberately misleading impression 
about a product. For example, it is illegal to state that a pair of trousers is made of wool, 
when they are made of cotton. Advertisements must therefore be rrmhfitl. 

• Sale of Goods. It is illegal to sell products whic.h have serious flaws or problems, that 
is they arc not of a satisfactory quality; products which arc not fit for the purpose 
intended by the consumer, for example if the consumer asks for a drill to make holes 
in walls and is sold one which is only suitable for wood; products which do not 
perform as described on the label or by the retailer, for example, ifrhe label states 
'These shoes are completely waterproof' and they leak the first time they are used! 

• Supply of Goods and SerJ>ices Act. This act does the same for services as the Sale of 
Goods Act docs for products. A service has got to be provided with reasonable skill 
and care. 

• It is illegal for misleading pricing claims such as '£40 off for this week only', 
when the product was also being sold for the same price the previous week. Most 
importantly, the law makes retailers and manufacmrers liable - that is, responsible -
for any damage which their faulty goods might cause. Anyone injured by faulty 

goods can take the supplier to court and ask for compensation. 
• The Distance Sc/ling R.eg11/arions allow customers a cooling-off period of seven 

working days - this means they can change their mind about purchasing the good 
or service. For goods, this starts from the day after the goods are delivered and for 
services, it's seven working days from the comract being agreed. These regttlations 
apply to all transactions carried out over a distance as well as online transactions. 

Here are some examples of consumer protection laws from Pakistan and South Africa. 
Under Consumer Protection Act 2005, councils were set up in different regions in 

Pakistan, for example the Punjab Consumer Protection Council (PCPC). If consumers 
are not satisfied \\'ith a product or service they have purchased and the business has 
not dealt with the complaim in a satisfactory way then the consumer can register a 
complaint with the council. It will hear the case and then decide who is at fault. They 
have resolved hundreds of cases - for example, overcharging above normal rates, 
misleading statements by a shop keeper, warranty issues and misleading advertising. 

Consumer Protection Act 201 l , South Africa - here, consmncrs have up to six 
momhs to return fuulty or unsafe goods and they have a choice between the supplier 
repairing or replacing these, or refunding you in full. This only applies to general 
wear and tear of your appliances and not gross negligence on your part. Also, if you 



Marketing strategy 

order onlinc then the goods will have to be delivered at an agreed date, rime and 
place. If not, you will be free to accept or cancel the agreement - it's your choice. 
Companies arc also obliged to deliver goods that march the sample or description of 
the product. You have the right to examine your purchases before accepting them, 
and reject them if you 're not happy. 

'Tlieoe ,hoe,ara camplelelywolerpraa~' 

It is illegal in many countries to sell items that do not live up to the claims made for them 

ls all consumer protection a good idea? Most people would say that the consumer 
needs to be protected as much as possible. They believe that goods should be as 
safe and as suitable for the purpose intended as possible. H owever, some business 
managers bclic\'C that these laws add to the costs of making and selling products and 
this increases the prices in the shops. What is your view? 

Activity 16.3 
Here are three situations in which consumers might need some protection. 

a) 'Theseshoesaremadeofthefinestleather.'lnfacttheyaremadeofplastic. 
b) A consumer buys one kilogram of potatoes and re-weighs them at home. In fact, he has 

only 800 grams. 
c) A motorist asks for a tow rope 'strong enough for my trailer'. It breaks the first time he 

tries to use it. 

Do you think the consumer needs some legal protection in these cases? For each example, 
identify which part of UK consumer protection laws have been broken by the business 
selling the goods. 

Activity 16.-4 
Research the consumer protection laws in your country. 

• Whatcanacustomerdoifaproductisfaulty? 
• What can a customer do if a product does not do what it is advertised to do? 
• What other protection do the laws give customers? 

Entering new markets abroad 
Opportunities 
These days a large number of businesses both produce and sell in many different 
countries. Why has there been this ucnd towards more globalisation of business? 

• Growth potential of new markets in other counuics. Countries in differ cm parts of 
the world arc now developing and seeing their population enjoying rising incomes. 



Tips for success 
Make sure you 
can apply the 
opportunities 
and problems 
of enter ing 
new markets 
abroad to g iven 

Entering new markets abroad 

This provides opportunities for entering new markets abroad. 
• Home markets might be samrated and these new markets give the d1ance for higher sales. 
• There is a wider choice of location to produce products and this encourages 

businesses to sell as well as produce in these countries. The business will ha\'e more 
information about these markets and be better placed to sell to them as well. 

• Trade barriers have been lowered in many parts of the world making it easier and 
profitable to now emer these markets. 

But there are problems when entering new markets abroad. 

• Lack ofknow/cdge - the business may not be aware of competitors or the habits of 
conswners in these markets. For example where do most people do their shopping? 

• C11/t11ral differences - religion or culture may mean that some products won't sell 
in another market. For example, alcohol products will not be sold in many Middle 
Eastern countries. 

• F.xchange rate changes (see Chapter 28 ) - if the exchange rate is not very stable 
then exchange rate changes can mean the price of imported goods change and the 
products can become too expensive to sell in the new market. 

• lmportrestrictions (see Chapter 26 ) - ifthere are tariffs or quotas on imported 
products then the prices of these products may be higher than domestically 
produced goods - reducing sales or profits or both. 

• Increased risk of non-payment - methods ofpaymem maybe differem in these 
new markets and it may be more difficult to be certain that payment for imported 
goods will be made. 

• Increased transport costs - as products have to be transported over long distances 
then the costs of getting products to market will increase. However, there have 
been benefits from using containers to transport products and the container ships 
arc getting larger and all this has led to reductions in transport costs. 

Methods to overcome the problems of en tering new markets 
abroad 
• Joint venmres (see Chapter 4 ) - for example McDonald's, has a 50- 50 joint venmre 

with two Indian restaurant chains, Hardcastle restaurant and Connaught Plaza 
restaurants. This allows the business to gain importa.t1t local knowledge so that culture 
and customs can be adapted to enable a more successful entry imo the new market. 

• Licensing - this is where the business gives permission for another firm in the 
new market being cmcrcd to produce the branded or 'patented' products 
under licence. This means the products do not have to be physically transported 
to the new market which saves time, transport costs and can get round trade 
restrictions. 

• International franchising - this means that foreign franchises are used to operate 
a business's franchise abroad. For example Dunkin' Donuts which is a US-based 
baked goods and coffee franchise sold the franchise in the United Arab Emirates, 
which operates all the outlets. This means tl1at again local knowledge is used to 
choose tl1e best place to locate the Dunkin' Domns outlets. 

• Localising existing brands - tliere is a phrase ' tl1inking global - acting local' which is 
being used by several global businesses. It means that there is still a cotJU110n brand 
image for the business but it has adapted to local rasres and mlrure therefore increasing 
sales. 
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Case study: McDonald's enters foreign markets 

McDonald's have developed a special menu for their restaurants in India. The menu does 
not have beef burgers, but does have chicken burgers known as Chicken Maharaja-Macs 
andcheeseburgerscalledBigSpicyPaneeron itsmenu. Theseproductsaresuitableforthe 
culture of this market as the majority of Indians are Hindu's so do not eat beef for religious 
reasons,butmanydoeatchicken,fishandcheese. 

Activity 16.5 
Readthecasestudyabove. 

ii ) Why did McDonald's change its menu in Indian restaurants? 
b) Whyhasn'titdonethisinothercountries? 

International business in focus : Yeo's 

Yeo's isa food business which was set up in 1900 in China, originally asa small shop making 
soy sauce. It moved to Singapore in the 1930s and started expanding. The business now 
makes a variety of food and cooking products including curry sauces, pastes, noodles and 
drinks. Today the company sells across the world including Singapore, Malaysia, Indonesia, 
Hong Kong,China,CanadaandtheUS. 

The Directors of Yeo's want to expand sales in the European market . It conducted 
'sampling tours' throughout major UK, French and German Chinese supermarkets to raise 
awareness of their products. The company did not introduce the full range of its products 
into the European market. 

Discussion points 

• Why do you think Yeo's conducted 'sampling tours' across European countries? 
• Why did Yeo's not introduce the full range of its products into the European market? 
• What possible problems do you think Yeo's might have had in entering the European market? 



Revision checklist 

Exam-style questions - Paper 1 

1 YeyYo are a franchise chain selling cakes, biscuits and coffee. The company wants 
to change its marketing strategy to increase its market share. It currently has its 
coffee shops in small towns and its target market are local people who shop and 
work in these towns. The prices are kept low because in the towns most people 
have low incomes. YeyYo want to start selling in city centres but the Marketing 
Director thinks they will need to change the decoration and furniture in the 
coffee shops to appeal to the higher income people in the city centres. 
a) What is meant by a 'marketing strategy'? [2) 
b) Identify two questions the Marketing Director will ask before deciding a 

new price for the coffee shops. [2) 
c) Identify and explain two reasons why YeyYo might need a new marketing 

strategy to increase market share. [4) 
d) Identify and explain two reasons why it is important for YeyYo to have an 

appropriate marketing strategy for a successful business. [6) 
e) Do you think the Marketing Director is right to say the decoration and 

furniture needs to be changed for the city-centre coffee shops? Justify 
your answer. [6) 

2 KKosmetics manufacture make-up for women. The company sells its products 
across Europe but wants to start selling to African countries. The Marketing 
Director says 'there are a lot of opportunities in these markets but also several 
problems. We are reaching saturation in the European markets and we need 
to increase sales in new markets.' 
a) What is meant by 'reaching saturation in the European markets'? [2) 
b) Identify two ways a new market abroad for KKosmetics is different to a 

home market. [2] 
c) Identify and explain two reasons why KKosmetics might want to enter 

new markets abroad. [4] 
d) Identify and explain two possible problems for KKosmetics of entering new 

markets abroad. [6] 
e) Do you think these problems can be easily overcome by KKosmetics? 

Justify your answer. [6] 

Revision checklist 

In this chapter you have learned: 

• how to develop an appropriate marketing strategy in given circumstances 
• to explain the nature and impact of legal controls related to marketing 
• to explain the opportunities and problem of entering new markets abroad. 

NOW - test your understanding with the revision questions on the CD-ROM . 
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Marketing : end of section case study 
(Paper 2 style) 

ChocoCrocs 

ChocoCrocs was set up ten years ago as a private limited company. The business grew slowly 
astheownersusedreinvestedprofitsastheonlysourceoffinanceforexpansion. The 
company has share capital of S10 million which is owned by six members of the Patel family. 
ChocoCrocshasthreemaintypesofproductswhichare: 

• largechocolatebarsmainlysoldtomen 
• chocolates with praline filled centres mainly sold to women 
• small chocolate bars shaped like a crocodile mainly sold to children. 

ChocoCrocs employs skilled workers in the Marketing department. This department carries 
out market research and it also develops new products for the company to market. The 
Managing Director says this is one of the most important departments in the company. 

TheDirectorsofChocoCrocswanttoexpandthebusiness. 

Appendix 1: Sales for the products of ChocoCrocs 

- Pra l1 nef1led bars ~ ="'""' 

1 a) Appendix 1 shows large chocolate bars are in the decline stage of the product 
lifecycle. ldentifyandexplainfourotherstagesoftheproductlifecycle. [8] 

b) ChocoCrocs is considering what pricing strategy to use for the crocodile 
shapedchildren'schocolatebars. Consider threesuitablepricingstrategies 
it could use and recommend which one it should choose. Justify your answer. [12] 

2 ii) ChocoCrocs has a website which gives customers information about the 
products they sell. Identify and explain two other ways that ChocoCrocs could 
find the internet useful to the business in the marketing of its products. [8] 

b) The Marketing department is one of OiocoCrocs most important departments. 
Consider why market research is important to the success of ChocoCrocs. Justify 

[12] 

Optional eKtraquestion 
3 a) Identify and explain two ways the size of the ChocoCrocs company could be measured. [8] 

b) ConsiderthealternativewaysthedirectorscouldexpandChocoCrocs. 
Recommend which way it should choose. Justify your answer. [12] 





@ Production of goods and services 

This chapter will explain: 
• what is meant by production and productivity 
• the benefits of increasing productivity 
• why businesses hold inventories (stock) 
• lean production 
• methods of production 
• how technology has changed production methods. 

Managing resources effectively to produce 
goods and services 
Production is rhc provision of a product or a service ro satisfy consumer wants 
and needs. The process involves firms adding value ro a product. As you learnt in 
Chapter 1, value added is the difference berv,,ecn the cost of inputs (raw materials or 
components) and the final selling price of the product or service. 

The production process applies to manufacruring as well as service industries. ln 
adding value, businesses combine the 'inputs' ofa business (fu.crors of production, 
such as land, labour, capital and enterprise ) to produce more valuable 'outputs' 
(the final good or service ) to satisfy consumer wants or needs. However, these 
fucmrs of production, also called economic resources, can be combined in different 
proportions - as inputs - to the production process, as shown in the diagram 
below. 

For a business to be competitive it should combine these inputs of resources 
efficiently so that the business makes the best use of resources at its disposal 
to keep costs low and increase profits. In a developing country, where wages 
are low, it may be more efficient to use many workers and few machines to 

produce goods - the production process is called ' labour-intensive'. H owever, 
in developed countries where labour costs are high, then production is often 
'capital-intensive', where businesses use machines/robots and employ few 
workers. 



Definitions to 
learn 
Productivity is the 
output measured 
against the inputs 
used to create it . 

Productivity 

Case study example 
A restaurant combines the four factors of production to produce a restaurant meal for 
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Thesameprocesshappensformanufacturing. 

Operations deportment 
The Operations deparnnent's role in a business is to take inputs and change them 
into outputs for customer use. Inputs can be physical goods or services. 

The Operations Manager is responsible for making sure that raw materials are provided 
and made into finishL>d goods or services. The different sections of this department will 
vary depending on what the busine~ produces. A typical manufucruring business will have: 

• a Factory Manager who will be responsible for the quantity and quality of products 
coming off a production line. This will include the maimenance of the production 
line and other nece~ary repairs 

• a Purchasing Manager who will be responsible for providing the materials, 
components and equipment required for the production 

• a Research and Development Manager who will be responsible for the design and 
testing of new production processes and products. 

In a rerailing business this deparanem will be similar but the Factory Manager will 
be replaced by the managers for the shops. In a service busine~ such as a restaurant 
business then the Operations department will include managers for each of the 
restaurants (see the organisation charts in Chapter 7). 

Productivity 
The level of production is the output of the business. TI1is is different to productivity. 
Productivity is how a busine~ can measure its efficiency. The productivity of a 
business can be measured by: 

Productivity = Quantity of output 
Quantity of inputs 



Production of goods and services 

Tips fo r success 
Make sure you 
can discuss 
the effects 
of increased 
productivity on 
employers and 
employees.How 
are the effects 
different? 

Businesses often wanr to measure the productivity of one of the factors of production 
or inputs, usually labour. This is measured by dividing the output over a given period 
of time by the number of employees: 

Labour productivity = Output (over a given period oftime) 
Number of employees 

Productivity can either mean using fewer inputs to produce the same output or using 
the same inputs to produce a much greater output. 

As employees become more efficient, the amounr of output produced per 
employee will rise and therefore the costs of producing the product will fall. 

Businesses strive to increase productivity in order to become more competitive. 
Different levels of success at being productively efficient account for the difference 

between a £inn's ability to be competitive, remain rrading and being able to genera re profits. 

Activity 17.1 
BetterBakersproducecakesforlocalsupermarkets. lthassteadilyincreasedthenumberof 
workers it employs. The owner, Benson, thinks this has been good for the business as output 
has increased. 

a) Do you agree with the owner? Use the information below to justify your answer. 

Output = number of Number o f workers Output per worke r 
t akes produced 

b) Suggesthowtheowner, Benson,couldincreasetheproductivityofBetterBakers. 
c) Can Benson measure the output of his office workers? If so, how? 

There are a number of ways to increase productivity. These include: 

• improving the layout of the machines in a factory to reduce wasted time and 
therefore increase efficiency 

• improving labour skills by training workers so they have more productive 
techniques of working 

• introducing automation. 

Revision summary: ways to increase productivity 
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Definition, to 
learn 
The buffer 
invento ry level 
is the inventory 
held to deal with 
uncertainty in 
customer demand 
and deliveries of 
suppl ies. 
Lean production 
isatermforthose 
techniques used 
by businesses 
to cut down 
on waste and 
the refore increase 
efficiency.for 
example.by 
reducing the 
time it takes fo r 
a product to be 
developed and 
become available 
for sale. 

Lean production 

Benefits of increasing efficiency/productivity 
• Increased output relative to the inputs required. 
• Lower costs per unit (average cost). 
• Fewer workers may be needed, possibly leading to lower wage costs. 
• Higher wages for workers increases motivation. 

Why businesses hold inventories (stock) 
Have you ever gone into a shop and found they have run our of what you wanted? 
If so, then the shop might have had higher sales than usual or else their delivery of 
stock might have been late. To ensure that there is always enough inventory to satisfy 
demand, inventory levels must be carefully conrrolled. 

In\'entories can take various forms, including raw materials, components, panly 
finished goods, or finished products ready for deli\'ery. It can even include inventory 
of spare parts for machinery in case of breakdowns. 

When inventories get to a certain point (reorder point), they will be reordered to 
bring inventories back up to the maximum level again. The business must reorder 
before inventories get too low to allow rime for the goods to be delivered. If inventory 
levels ger roo low they might actually nm out ifrhere is an unexpectedly high demand 
for the goods. If too high a level of inventory is held then this costs a lot of money; the 
business has bought the goods but they are nor being used and the money could be put 
to bener use. The following graph demonstrates how inventory levels can be managed. 
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Effectively managing inventory levels is very important to all rypes of businesses, 
especially manufacturing and retail businesses. 

Lean production 
Lean production covers a variety of techniques used by businesses to cut down 
on waste and therefore increase efficiency. It tries to reduce the time it takes for a 
product to be developed and become available in rhe shops for sale, so that it is as 
quick as possible. Lean production curs out any activities which do nor add value for 
the customer and this can apply to services as well. 

There arc seven types of waste that can occur in production and they are: 

• overproduction - producing goods before they have been ordered by customers. 
This results in high storage costs and possible damage to goods whilst in storage 



Production of goods and services 

Definitions to 
learn 

Japanese 
term meaning 

improvement' 
through the 
elimination of 

• waiting - when goods are not moving or being processed in any way then waste is 
occurring 

• transportation - moving goods around unnecessarily causes waste and is not adding 
value to the product. Goods may also be damaged when they arc being moved arotmd 

• unnecessary inventory - ifthere is too much inventory then this takes up space, 
may get in the way of production and costs money 

• motion - any actions, including bending or stretching movements of the body of 
the employee wastes time. It may also be a health and safety risk for the employees. 
This also applies to the movemem of machines which may not be necessary 

• over-processing - if complex machinery is being used to perform simple tasks then 
this is wasteful. Some activities in producing the goods may not be necessary if the 
design of the product is poor 

• defects - any faults require rhc goods being fixed and time can be wasted 
inspecting rhe products. 

Activity 17.2 
Choose a business activity with which you are famil iar - for example a restaurant, cafe or 
hai rdressers - and identify examples of the seven types of waste which might occur. 
Howcouldthesewastesbeeliminated? 

Benefits of lean production 
Costs are saved through: 

• less storage of raw mare rials or components 
• quicker production of goods or services 
• no need to repair defects or provide a replacemem service for a dissatisfied 

customer 
• better use of equipment 
• cutting our some processes which speeds up production 
• less money tied up in inventories 
• improved health and safety leading to less time off work due to injury. 

Reduced costs can lead to lower prices for customers, businesses being more 
competitive and possibly also increased profits. 

Lean production might include using the following methods: 

• Kaizen 
• just-in-time invemory control 
• cell production. 

Kaizen 
K.1ize11 means 'conti.tmous improvement' in Japanese and its focus is on the 
elimination of waste. The improvement does nor come from i.t1vesting in new 
technology or equipment but through the ideas of the workers themselves. Small 
groups of workers meet regularly to discuss problems and possible solutions. This 
has proved effective because no one knows the problems that exist better than rhc 
workers who work with them all the time, so they are often rhe best ones to think of 
ways to overcome them. 



Definitions to 
learn 
Just-in-time(J IT) 
isa production 
method that 
involves reducing 
or virtually 
eliminating the 
need to hold 
inventories of 
raw materials or 
unsold inventories 
of the finished 
product. Supplies 
arrive just at the 
time they are 
needed. 

Lean production 

Kaizen eliminates waste, for example, by getting rid of piles ofinvemory or reducing 
the amount of rime taken for workers to walk between jobs so that they eliminate 
unnecessary movements. When Kaizen is introduced, the factory floor is reorganised 
by repositioning machines rightly together in cells, in order to improve the flow of 
production through the factory. The floor will be open and marked with colour-coded 
lines which map out the flow of materials through the production process. 
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TheKaizeneffect: before 

TheKaizeneffect: after 

Activity 17.3 
ldentifythechangesthathavetakenplaceinthereorganisationofthefactoryfloorusing 
Kaizenprinciples. 

The advantages of Kaizen might be: 

• increased productivity 
• reduced amount of space needed for the production process 
• work-in -progress is reduced 
• improved layout of tl1e factory floor may allow some jobs to be combined, thereby 

freeing up employees to carry out some other job in the factory. 

Ju st-in-time inventory control 
Just -in-t ime or JIT is a production method whose focus is on reducing or virrnally 
elin1inaring the need to hold inventories of raw materials or components and on 
reducing work-in-progress and inventories of the finished product. The raw materials or 
components are delivered just in rime to be used in the production process, the making 
of any pans is m1dertaken just in rime to be used in the next stage of production and 
tl1e finished product is made just in time to be delivered to the customer. 

• All this reduces the costs of holding inventory, as no raw materials and componems 
are ordered to keep in the warehouse just in case it is needed. 
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• Warehouse space is nor needed, again reducing costs. 
• The finished product is sold quickly and so money will come back to rhc business 

more quickly, helping its cash flow. 

To operate just·in-timc, inventories of raw materials, work·in-progress and finished 
products are nm do\\'ll and no extra inventory is kept. The business will therefore need 
very reliable suppliers and an efficient system of ordering raw materials or components. 

Cell production 
Cell production is where the production line is divided into separate, self-contained 
units (cells), each making an identifiable pan of the finished product, instead of 
having a flow or mass production line. This method of production improves rhc 
morale ofrhc employees and makes them work harder so they become more efficient. 
The employees feel more valued and arc less likely to strike or cause disruption. 

Case study example 
Tara wanted to start her own business. She knew that Thai food restaurants were very 
popular and she was an excellent cook of Thai food . She decided to start cooking dishes of 
Thaifoodandsellingthemtolocalpeoplefordinnerparties.Sheadvertised in the local 
newspaper and used her own kitchen to prepare the food . Customers would ask her to cook 
aparticulardishoftheirchoiceandshewouldcookitespeciallyforthemjusthowthey 
wanted it. The food was extremely popular and soon she had many more orders for dinner 
parties than she could cope with and had to turn down customers. 

So Tara decided to rent a small factory unit in which she could put large cookers. She 
expanded and took on several employees to help her. The number of orders received 
continued to grow as her reputation for producing excellent food spread. Shops started 
toorderlargequantitiesofaparticulardishandtheywouldsellittocustomersinsmaller 
containers as a takeaway dinner which they could heat up at home. In the new premises 
Tara did things slightly differently. Now, instead of making one pan of a particular dish, she 
wouldmakealargequantityinonegoandthendivideitintolargecontainersreadytobe 
sentoutforsale. Shewouldthen makealargequantityofanotherdish,andsoon. Stillthe 
popularity of the food grew! 

After about two years of expanding at the small factory unit, Tara decided she could 
afford to buy much larger premises and invest in new automated machinery to cook the 
food . The demand was there, the food sold to airlines, hotels and supermarkets. as well 
as the original shops. The new automated process would produce particular dishes in very 
largequantities,andwouldproducethesamedishcontinually. 

Activity 17.<I 
Readthecasestudyabove. 

a) WhatarethedifferentmethodsofproductionthatTarausedasherbusinessexpanded? 
b) Why do you think she changed production methods as her businesses expanded? 

Methods of production 
Tara used three main methods of production during the growth ofhcr company: 

• job production 
• batch production 
• How production. 



Definitions to 
learn 
Job production 
is where a single 
product is made at 
a time. 

Definit ions to 
learn 
Batch production 
is where a 
quantity of one 
product is made, 
then a quantity of 
another item will 
be produced. 

Job production 

Methods of production 

This is where products are made specifically to order, 
for example, a customer would order a particular cake 
and Tara would make it. Ead1 order is diflerenr, and 
may or may not be repeated. Other examples include: 
specialist machinery manufacmrers who will manufacmre 
a machine for another business to meet a particular 
specification, bridges, ships, made-to-measure suits, 
cinema films, or individual computer programs that 
perform specialised rasks. 

Advantages of job production 

• It is most suitable for personal services or 'one -ofP 
products. 

• The product meets the exact requirements of the 
customer. 

• The workers often have more varied jobs (they don' t carry out just one task). 
• More varied work increases employee motivation - giving them greater job satisfaction. 
• It is flexible and often used for high-quality goods and services meaning that a 

higher price can be cl1arged. 

Disadvantages of job production 

• Skilled labour is often used. 
• The costs are higher because it is often labour intensive. 
• Production often rakes a long time. 
• Products are specially made to order and so any errors can be expensive to 

correct. 
• Materials may have to be specially purcl1ased leading to higher costs. 

This is where similar products are made in 
blocks or batches. A certain number of one 
product is made , then a certain number of 
another product is made, and so 011. Tara 
made a batch of one type of cake and then 
made a batch of another type of cake, etc. 
Other examples include: a small bakery 
making batches of bread, several houses built 
together using the same design, furnimre 

production (a certain number ofrables are made, then a certain number of chairs ), 
or clothing (a batch of a particular size of jeans is produced and then a batch of 
another size ). 



Production of goods and services 

Definitions to 
learn 
Flow production 
is where large 
quantities of 
a product are 
produced in 

process. It is 

referred to as mass 
production. 

Tipsforsuccess 
Make sure you 
can choose a 
suitable method 
of production for 
different products 
oraparticular 
business. 

Adva ntages of batch production 

• It is a flexible way of working and production can easily be changed from one 
product to another. 

• It still gives some variety to workers' jobs. 
• It allows more variety to products which would othenvise be identical. This gives 

more consumer choice (for example, different flavours of ready-meals). 
• Production may not be affected to any great extent if machinery breaks down. 

Disadvantages of batch production 

• It can be expensive as semi -finished or finished products will need moving about. 
• Machines have to be reset bem•een production batches which means there is a 

delay in production and output is lost. 
• Warehouse space will be needed for stocks of raw materials and components. This 

is costly. 

Flow production 

~~E~;~~~~[i~~ This is when large quantities ofa product are produced in a continuous 
process. ltissometimesreferredtoas 
mass production because of the large 
quantity of a standardised product that 
is produced. 

It is called flow production because 
proclucts look as if they are flowing 
down the production line (they move 
continuously along a production line ). 
TI1e basic ingredients are put together 

at one end of the production line and then the product moves down and more parts 
are added, and so on, until the product is finished and packaged ready for sale. Large 
numbers of identical products are made and the costs of production are low (the 
business will gain from economies of scale ). Examples of products produced in this way 
include: cars, cameras, televisions, packaged foods and drinks; in fuct any mass produced, 
standardised product which is sold to a mass market will be produced in this way. 

Adva ntages of flow production 

• There is a high output of a standardised product. 
• Costs are kept low and therefore prices are also lower. 
• It is easy for capital -intensive production methods to be used - reducing labour 

costs and increasing efficiency. 
• Capital-intensive methods allow workers to specialise in specific, repeated tasks and 

therefore the business may only need relatively unskilled workers - little training 
may be needed. 

• It may benefit from economies of scale in purchasing. 
• Low average costs and therefore low prices usually mean high sales. 
• Automated production lines can operate 24 hours a day. 
• Goods are produced quickly and cheaply. 
• There is no need to move goods from one pan of the factory to another as with 

batch production , so time is saved. 



Factors affecting which method of production to use 

Disadvantages of Aow production 

• It is a very boring system for the workers, so there is little job satisfuction, leading 
to a lack of motivation for employees. 

• There are significant storage requirements - costs of inventories of raw materials/ 
components and finished products can be very high. 

• The capital costs of setting up the production line can be very high. 
• If one machine breaks down the whole production line will have to be halted. 

Factors affecting which method 
of production ta use 
The factors which determine which method of production to use are as follows. 

• The nature of the product. If a fairly unique product or an individual service 
is required (in fact many services are individual to the customer and will be 
specifically tailored to their requirements), job production will be used. If the 
product can be mass produced using an automated production line then flow 
production will be used. 

• The si::;e of the market. If demand is higher and more products can be sold 
but not in very large quantities , batch production will be used. The product 
will be produced in a certain quantity to meet the particular order. Small 
local markets or niche markets will be served by businesses using job or 
batch production. International markets are served by businesses using flow 
production. 

• The natl/re of demand. If there is a large and fairly steady demand for the product, 
such as soap powder, it becomes economic to set up a production line and 
continuously produce the product (flow production ). If demand is less frequent, 
such as for furniture, then production may be more likely to be job or batch 
production. 

• The si::;e of the business. If the business is small and does not have the access to 
large amounts of capital then it will nor produce on a large scale using automated 
production lines. Only large businesses can operate on this scale. Small businesses 
are more likely to use job or batch production methods. 

Activity 17.S 
a) What method of production is used by each of the following businesses? Explain the 

reasonsforyourchoice. 
• Walls manufacture well-known brands of ice cream. The ice creams are sold in many 

different shops and other outlets, and millions are sold a year. 
• Alexander is a hairdresser. He styles men's hair and has a number of regular 

b) Hudson Limited have been in business for ten years manufacturing components for cars. 
They sell to several large car producers. Hudson Limited want to expand and manufac­
ture components for aircraft engines. They have decided to build a new factory abroad, 
near to where aircraft engines are manufactured. Some of the new components they 
plantoproducewillbedesignedforonlyonetypeofengine,whereasmostoftheother 
components will be standardised and used in several different models of engine. Hudson 
Limitedhavech05enthenewsiteforthefactorybuthavenotdecidedonthemethod 
of production to use. You have been asked to advise them on what to use. Explain your 
choice of the method(s) of production they should use. 
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How technology has changed production 
methods 
Technological advances have allowed rhe mechanisation and automation of 
production methods in many industries. For example, the car indusuy is almost 
entirely automated. The use of automation, robotics and CAD/CAM keeps 
businesses ahead of the competition , keeps costs falling, reduces prices and improves 
rhe products manufacmred. 

• Automation is where the equipment used in rhe factory is conuolled by a 
computer to carry our med1anical processes, such as paint spraying on a car 
assembly line. The production line will consist mainly of machines and only a few 
people will be needed to ensure that everything proceeds smoothly. 

• Mechanisation is where the production is done by machines but operated by 
people, for example, a priming press. Robots are machines rhar are programmed 
to do tasks, and are particularly useful for unpleasant, dangerous and difficult 
jobs. They are quick, very accurate and work non-stop 24 hours a day. 

• CAD (computer aided design) is computer software rhar draws items being 
designed more quickly and allows them to be rotated to see the item from all 
sides instead of having to draw it several times. It is used to design new products 
or to re -style existing products. 
Iris particularly useful for detailed 
technical drawings. 

• CAM (computer aided manufacture) 
is where computers monitor the 
production process and conuol 
machines or robots on the factory 
floor. For example, on the production 
line of a car planr computers will 
control rhe robots that spot-weld the 
car body together or the robots that 
spray paint the car. 

• CIM (computer integrated manufacturing) is the total imegration of computer 
aided design (CAD) and computer aided manufacmring (CAM). The computers 
rhar design the products are linked directly to rhe computers rhar aid the 
manufacmringprocess. 

Technology has also improved productivity in shops with electronic paymem 
methods and scanners at rhe tills. 

• EPOS (electronic point of sale) . This is used at checkouts where the operator scans 
the bar code of each item individually. The price and description of the item is 
displayed on die checkout monitor and primed on the rill receipt. The inventory 
record is automatically changed to show one item has been sold and ifi.t1vemory is 
low (at rhe reorder poi.tn) then more invemory can be automatically ordered. 



Tips fo r success 
Make sure you 
can discuss the 
effects of new 
technology on 
employers and 
employees. How 
are the effects 
different? 

How technology has changed production methods 

• EFTPOS (electronic fimds transftr at point of sale) . 
This is where the electronic cash register is connected 
ro the retailer's main computer and also to banks over 
a wide area computer network. The shopper's card 
will be swiped at the rill and the bank information 
will automatically be read from the card. The money 
will be directly debited from the customer's account 
after they have signed for the debit to be made or have 
entered their PIN (personal identification number). A 
receipt will be printed as confirmation that the payment 
has gone out of the customer's account. 

The advantages of new technology 
• Productivity is greater as new production methods are used. 
• Greater job satisfucrion stimulates workers, as routine and boring jobs arc now 

done by machines. 
• The types of jobs have changed as more skilled workers arc needed to use tl1e new 

technology. Businesses must offer training to existing workers in the use of new 
technology. The workers arc more motivated and tl1ercfore improve the quality of 
their work. 

• Better quality products are produced owing to better production methods and 
better quality control. 

• More accurate consumer demand results from computers being used to monitor 
inventory levels. 

• Quicker communication and reduced paperwork, owing to computers, lead to 
increased profitability. 

• The information that is available to managers is much greater and this results in 
better and quicker decision making. 

• New products are introduced as new methods of production are introduced. The 
market and tasres oftl1e consumer have changed. 

The disadvantages of new technology 
• Unemployment rises as machines/ computers replace people on the fuctory floor 

and in offices. 
• It is expensive to in\'eSt in, which also increases the risks as large quantities of 

products need to be sold to co\'cr the cost of purchasing the equipment. 
• Employees are unhappy \\ith the changes in their work practices when new 

technology is introduced. 
• New technology is changing all tl1e rime and will often become outdated 

quite quickly and need to be replaced ifthc business is to remain competitive. 

Activity 17.6 
a) Choose a business that manufactures a product and find out what new technology/ 

equipmenthasbeeninstalledintheOperationsdepartmentoverthelastfiveyears. 
b) Whataretheadvantagesanddisadvantagesofthesechanges? 
c) How have these changes affected the business (for example, employment, profits. sales, 

quality of the products)? 
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Act ivity 17.7 
a) Choose a business that produces a service and find out what new technology/equipment 

hasbeeninstalledinthebusinessoverthelastfiveyears. (Thiswillprobablybecomputers 
or specialised computer software.) 

b) Whataretheadvantagesanddisadvantagesofthesechanges? 
c) Howhavethesechangesaffectedthebusiness(forexample,employment,profits,sales, 

quality of service)? 

International bu.siness in focus: Technology in banking 

Nigerian banks, for example, GT Bank, Oceanic Bank, Zenith Bank and Intercontinental 
Bank,havefoundthatmostNigeriansaregraduallylosingthedesiretocarrycasharound 
and most customers prefer banks with efficient on line banking facilities as they do not like to 
queue in branch banks. Increasing profits and increasing the number of customers is a major 
incentivetochangethewaytheyprovidebankingservices. 

The impact of technology in banking is leading to fewer branch banks with face-to-face 
services to new channels of accessing banking services such as automated teller machines 
(ATMs), internet banking, point of sale terminals (POS) and mobile (cell) phone banking. 
Using these technologies allows banks to achieve economies of scale as well as responding 
tocustomers'preferences. 

Discussion points 
e WhyareNigerianbankschangingthewaytheyprovidebankservices? 
• How is technology changing the way banks provide their services to customers? 
• What benefits do the banks gain from introducing more technology into their business? 



Revision checklist 

Exam-style questions - Paper 1 

1 Carlos owns a private limited company called BettaBakers Limited . It produces 
a variety of cakes which are sold in local shops. The method of production 
used by BettaBakers is batch production . Carlos says 'I have been told that lean 
production techniques in the bakery would help me to increase profits' . 
a) What is meant by 'lean production'? [2] 
b) Identify two ways lean production might be achieved. [2] 
c) Identify and explain two ways, other than lean production, Carlos could 

use to increase productivity. [4] 
d) Identify and explain two advantages to Carlos of using batch production. [6] 
e) Do you think Carlos should change his production methods to flow 

production in the bakery? Justify your answer. [6] 

2 Mr Patel owns a business which manufactures wooden furniture. He uses 
traditional labour-intensive methods of production in the factory. The furniture 
made is to the exact requirements of the customer. Mr Patel is worried about 
productivity in his factory and wants to improve it. He is thinking of 
introducing new technology into his factory. 
a) What is meant by 'productivity'? [2] 
b) Identify two benefits to Mr Patel of increasing productivity. [2] 
c) Identify and explain two ways technology could change production methods 

for Mr Patel. [4] 
d) Identify and explain two disadvantages of using job production for ~- ~ e) Do you think Mr Patel should introduce new techno logy into his factory? 

Justify your answer. [6] 

Revision checklist 

In this chapter you have learned: 

• the difference between product ion and productivity and to identify factors that 
increase productivity 

• why businesses hold inventories (stocks) 
• to identify and explain ways of implementing lean production 
• to identify and explain the method of production used in a given situation Oob, 

batch or flow production) 
• how technology has changed production methods. 

NO W - test your understanding with the revision questions on the CD-ROM. 



Costs, scale of production and 
break-even analysis 

D e finiti o n s 
t o learn 

Fixed costs are 
costs which do 
not vary with the 
number of items 
sold or produced 
in the sho rt run. 
They have to be 
paid whether 
the business is 
making any sales 
or not. They are 
also known as 
overhead costs. 
Variable costs are 
costs which vary 
direct ly with the 
number of items 
sold or produced. 

This chapter will explain: 
• why managers need to know the costs of operating their business 
• the different types of costs 
• the concepts of economies of scale and diseconomies of scale 
• how to construct, complete and amend a break-even chart 
• how break-even analysis helps managers make decisions. 

Business costs 
All business activities involve costs of some son. T hese costs cannot be ignored. For 
example, the manager of a business is planning to open a new factory making sports 
shoes. Why docs the manager need to think about costs? Some ofthc reasons arc 
explained below. 

• The costs of operating the factory can be compared with the revenue from the 
sale of the sports shoes to calculate whether or not the business will make a profit 
or loss. T his calculation is one of the most imporram made in any business. 

• The costs of two different locations for the new factory can be compared. This 
would help the owner make the best decision. 

• To help the manager decide what price should be charged for a pair of sports 
shoes. 

Accurate cost information is therefore very important for managers. 

Activity 18 . 1 

These are some of the costs involved in opening and operating a new sports shoe factory: 

• rentofthefactory 
• insuranceofthefactory 
• bank fees 
• rawmaterialsused 
• managementsalaries. 

Add six other costs to this list that the owner would have to pay. 

Fi xed costs and variable costs 
In calculating the costs of the business it is important to understand the 
difference between different types of costs. The main types of costs arc fixed 
costs and variable costs . Examples of fixed costs include management salaries 
and rem paid for property. Even if output was zero, these costs would still have 
to be paid . Examples of variable costs include material costs and piece -rate 
labour costs. T he more units that arc produced, the higher these variable costs 
will be. 



Tips for success 
Avoid making this 
mistake: 'Fixed 
costs do not 
vary overtime'. 
This is not t rue 
because a business 
might expand by 
building anew 
shop,factory 
o r offices. Fixed 
costs are those 
that do not vary 
with the output 
ofthebusiness, 
given the existing 
factory,shopor 
office buildings. 

Definitions 
toleam 

Total tosts are 
fixed and variable 
costs combined. 
Average cost per 
un it is the total 
cost of production 
dividedbytotal 
output(sometimes 
referredtoas'unit 
cost' . 

Revisio n summary: business costs 

needed1ocoW ate 
proli1ood k>M~ 

/ 

Activity 18.2 

Business costs 

TOTAlCOST ­
ft>::ed+variab'ecD.11, 

Separate the costs listed in Activity 18 .1 and the six additional costs on your list into two 
lists: fixedcostsandvariablecosts . Explainwhyyouhaveputeachcostundereither'fixed 
costs'or'variablecosts. 

Tota l cost and average cost 
The total costs of a business, during a period of time, are all fixed costs added to all 
variable costs of production. This total figure can then be compared with the sales 
revenue for the period to calculate the profit or loss made. 

An average cost per unit can be calculated from the total cost figure. Average cost 
is the total cost of production divided by total output. For a sport shoe manufucrnrer, 
producing 30 OOO pairs of shoes each year, this could be calculated as follows: 

Stage l 
Tora] costs of production ($ 150 OOO )= fixed costs ($50 OOO ) + total variable costs 

($ 100 OOO ) 

Stage 2 

Average cost of production = Tora! costs of production (in a time period ) 
Total output (in a time period ) 

$150 OOO = 
30 000 

= $5 per pair 

lfborh the average cost of production and the level of output is known, then total 
cost can be calculated by multiplying average cost per unit by output. 

Total cost = average cost per unit x output 
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Activity 18.3: Calculating tot~I cost a nd average cost 
A car manufacturer produces three models of vehicle. X. Y and Z. It has calculated the costs 
ofthesethreeproductstobe: 

Variablematerialcosts(S m} 

Variablelabourcosts(S m} 

Allocatedfixedcost.'i{S m} 

Annual output of vehicles 

The total variable cost of manufacturing model X = S15 million 

Total cost of manufacturing model X = S 15 million + $9 million = $24 million 

The average cost per unit of X = s24 OOO OOO = $6000 per vehicle 
4000units 

a) Calculate the total variable cost of manufacturing vehicle models Y and Z. 
b) Calculate the total cost of manufacturing models Y and Z. 
c) Calculate the average cost of manufacturing models Y and Z. 
d) ldentifyandexplaintwopossibleusesoftheseresultstomanagersofthecar 

manufacturer. 

Us ing cost data 
Once a business has classifi ed all costs in to either fix ed or variable, this info rmation 
can be used to help make business decisions. Here arc three examples. 

Use of cost da ta 

Setting prices 

Deciding whether 
to stop production 

Deciding on the 
best location 

Example 

Averagecostofmakingapizza:S3. 
lfthebusinesswant.'itomake$1 
profitoneachpizzawld,itwill 
chi!rgeapriceof$4 
5eeChapter13formoreexamples 
ofwst-ba'iedpricing. 

lfthetotalannualcostofproducing 
a product is S25000 but thetotal 
revenue is only $23 OOO, then the 
businessi1makingalossandcould 
decidetostopmakingtheproduct. 

locationAforanewshophastotal 
annualcostsolB4000 
location8foranews.hopha1total 
annual costs of $50000. 
Onthisdataalone,locationA 
1houldbed.osen 

Ex plana tion 

lftheaveragecostperunitwa1not 
known,thebusinesscouldchargea 
pricethatleadstoalossbeingmade 
on each item sold 

Nobusinesswillwillinglycontinueto 
makealo11butthedecisiontostop 
makingaproductwillalwdependon 
whether 

• theproducthasjustbeenlaunched 
onthemarket-s.alesrevenuemight 
increase in future 

• thelixedcostswillstillhavetobe 
paide.g.ifthefactorybeingu'ied 
fOftheproductisnotsold. 

Costsarenottheonlyfactorto 
consider - theremightnotbeany 
pointinchoo1ingalow-costlocation 
for a new shop ii it is in the wo~t part 
oftownl 



Definitions to 
learn 
Economies of 
stale are the 
factors that lead 

Economies of scale and diseconomies of scale 

Economies o f scole ond di seconomies 
of scole 
Look again at the definition of average cost above. It is the cost of producing one 
unit of output . Would you expect all businesses in the same industry to have the same 
average costs/ T his would be rather unlikely. 

Case study exam p le - cost o f making b r icks 

Conside r the average cost and total output of the following two businesses, which both 
make bricks. 

I I Bri ck Co. A I Brick Co. B I 
to a reduction in I Total output per year I 10million 11 million I 
average costs as a f--~~ ------,--------+--------; 
busine5Sincreases lc.A_~_"-'-" -'o_<.c.pe,_ b_rid< __ _,l_so_,_'°_" ____ _,_l_7S_,ffi_ ,_, ____ _.I 

The bigger comp.any has much lower average costs than the smaller one. This cost advantage 
results from the economies of being a large busine5S. These are called the economies of scale. 

A ctivity 18.-4 
Readthecasestudyabove. 

Explain three possible reasons why the unit cost of making bricks is lower for Brick Co. A 
thanforBrickCo. B. 

Econo mies of scale 
There are five economies of scale. 

Purchasing economi es 

When businesses buy large numbers of components, for example materials or spare 
parts, they arc able to gain discounts for buying in bulk. This reduces the unit cost of 
each item bought and gh'cs the firm an advantage over smaller businesses which buy 
in small quantities. 

Marketing economi es 

There arc several advantages for a large business when marketing its products. It 
might be able to afford to purchase its own vehicles to distribute goods rather than 
depend on other firms. Advertising rates in papers and on television do not go up 
in the same proportion as the size of an advertisement ordered by the business. The 
business will not need twice as many sales staff to sell ten product lines as a smaller 
firm needs to sell five. 

Financia l economi es 

Larger businesses arc ofi:cn able to raise capital more cheaply than smaller ones. Bank 
managers often consider that lending to large organisations is less risky than lending 
to small ones. A lower rate ofimcrest is therefore ofi:en charged. 



Costs, scale of production and break-even analysis 

Tips for success 
Economies of 
scale can result 
in lower average 
(orunit)costsnot 
lower total costs. 
A large business 
is likely to have 
higher total costs 
thanasmallone­
butloweraverage 
costs. Make sure 
you can explain 
this. 

Definition.s to 
learn 
Diseconomies 
of scale are the 
factors that lead 

average costs as 
a business grows 
beyond a certain 

Managerial economies 

Small businesses cannot usually afford to pay for specialist managers, for example 
marketing managers and qualified accountants. This tends to reduce their efficiency. 
Larger companies can afford specialists and this increases their efficiency and helps to 
reduce their average costs. 

Technica l economies 

There are many of these, but a few examples ,viii help to show how imporrant 
they can be. Large manufacmring firms often use flow production methods (see 
Chapter 17). These apply the principle of the division of labour. Specialist machines 
arc used to produce items in a cominuous flow with workers responsible for just 
one stage of production. Small businesses cannot usually afford this expensive 
equipment. It could also be that they sell their products in small quamities and 
flow production could not be justified. The use of flow production and the latest 
equipment will reduce the average costs of the large manufacmring businesses. 

In addition, some machinery is only made ,vith a certain high output capacity. For 
example, an automatic welding machine can do 100 welds a minute. A small firm, ifir 
bought sud1 a machine, could nor keep the machine working all day and the average 
cost of using it would be high. This is because the machinery is nor 'divisible' into 
smallercapacitymad1ines. 

Diseconomies of scale 
ls it possible for a business to become so large rhar it becomes less and less efficiem? 
ls there a limit to economics of scale/ Some research suggests that very large 
businesses may become less efficient than the smaller ones and this could lead to 
higher average costs for big firms. 

H ow is this possible/ It could occur because of certain diseconomies of scale. 

Poor com municati on 

The larger rhe organisation the more difficult it becomes to send and receive accurate 
messages. If there is slow or inaccurate comnmnicarion then serious mistakes can 
occur which lead to lower efficiency and higher average costs. Poor communication 
in a large business with many managers is also considered in Chapter 9. 

Low morale 

Large businesses can employ thousands of workers. It is possible rhar one worker 
will never see the top managers ofrhe business. Workers may feel that they are 
unin1ponam and nor valued by rhe management. In small firms it is possible to 
establish close relationships berwecn workers and top managers. The lack of these 
relationships in a big firm can lead to low morale and low efficiency amongst the 
workers. This will tend to push up average costs. 

Slow decision making 

It often rakes longer for decisions made by managers to reach all groups of 
workers and this could mean that it will take a long rime for workers to respond 
and act upon managers' decisions. The top managers will be so busy directing the 
affairs of the business that they may have no contact at all with the customers of 
rhc firm and they could become too removed from the products and markets rhc 
firm operates in. 



Definitions to 
learn 
Break-even level 
of output is the 
quantity tha t must 
be p roduced/sold 
for total revenue 
to equal total 
costs(alsoknown 
as break-even 
point) . 

Break-even charts: comparing costs with revenue 

It is very difficult to 'prove' that these diseconomies exist in practice . H owever, 
many very large businesses are now breaking themselves up into smaller units which 
can conuol themselves and communicate more effectively. T his rrend is aimed at 
preventing diseconomies of scale from reducing efficiency and raising average costs. 

Revision summary: economies and diseconomies of scale 
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Activity 18.S: Co m paring costs between two businesses 
The followin g cost data has been collected from two shoe manufacturing compan ies. 

I Company A I CompanyB 

Annual output - pairs of !.hoes I 20 OOO 1100000 

Vari able cost per shoe I $4 l s2.so 
Annual fixed costs I S 120 OOO I s2.1m 

a) Calculate the total annual cost of man ufactu ri ng shoes for both businesses. 
b) Calcu late the average cost per unit (pair of shoes). 
c) ldentifyandexplain t hreereasonswhytheaveragetotalcost(perunit)forCompanyBis 

lower than for Company A. 
d) Identify and explain two benefits gained by Company Bas a result of lower average cost 

(cost per unit) . 

Break-even charts: comparing costs 
w ith revenue 
The concept of break-even 
' Break-even' is a very important idea for any business - especially a newly set 
up business. The break-even level of 0 11tp11t or sales indicates to the owner or 
manager of a business the minimum level of output that must be sold so that total 
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Def,init ion.s to 
learn 
Break-even charts 
a re g raphs which 
show how costs 
and revenuesof 
a business change 
with sales.They 
show the level of 
sa les the business 
must make in 
order to break 

The revenue of 
a business is the 
income during 
a period of time 
from the sale of 
goods or services. 
Total revenue= 
quantity 
sold x price. 

costs are covered . At this break-even level of output it is important to note that 
a profit is no t being made - b ut neither is a loss! The 'quicker' a newly set up 
business can reach break-even point the more likely it is to survive - and go on to 
make a profit. If a business never reaches break-even point then it will always make 
a loss. 

The break-even level of output can be worked out in t\\'O \\'a)'S - by drawing a 
break-even chart or graph and by calculation. 

Drawing a break-even chart 
ln order to draw a break-e\'en chart we need information about the fixed costs, 
variable costs and revenue of a business. For example, in a sports shoe business we 
will assume that: 

• fixed costs are $5000 per year 
• the variable costs of each pair of shoes are $3 
• each pair of shoes is sold for a price $8 
• the factory can produce a maximum output of 2000 pairs of shoes per year. 

To draw a break-even chart it will help if a table, such as the one below, is completed. 
Take note of \'ariable costs and revenue when no output is being produced. Clearly, 
there will be no \'ariable costs as no shoes are being made and, as no shoes arc being 
sold, there will be no revenue. 

Sales (S) = O Sales(S) : 500 Sa les($) = 2,000 units 

Fixed costs 

Variable costs 

Total costs 

When output is 2000 m1its, variable costs will be: 2000 x $3 = $6000. 
Assuming all output is sold, total revenue will be: 2000 x $8 = $16 OOO. 

Make sure you understand how the other figures were arrived at before looking at 
how the data is used to construct a break-even graph. 



Definitions to 
learn 
The break-even 
point is the level 
of sales at which 
totalcosts total 

Break-even charts: comparing costs with revenue 

Now we can plot the information on the graph. Note the following points: 

• the 'y' axis ( the vertical axis) measures money amounts - costs and revenue 
• the 'x' axis (the horizontal axis ) shows the number of units produced and sold 
• the fixed costs do not change at any level of output 
• the total cost line is the addition of variable costs and fixed costs. 

W hat does the graph show? 
The break-evct1 point of production is where total costs and total revenue cross. The 
business must therefore sell 1000 pairs of shoes in order to avoid making a loss. 

At production below the break-even point, the business is making a loss. At 
production above the break-even point, the firm makes a profit. Maximum profit is 
made when maximum output is reached and this is a profit level of $5000. 

Case study - is Namib Tyres breaking even? 
Namib Tyres Ltd produce motorcycle tyres. The following information about the business has 
been obtained. 

• Fixed costs are S30000peryear. 
• VariablecostsareSSperunit. 
• EachtyreissoldforS 10. 
• Maximum output is 10 OOO tyres per year. 

Tips for success Act ivity 18.6 
Remember that Readthecasestudyabove. 
alowerbreak-
even point is 
betterthan a 
higherone! This 
is because it 
means that fewer 
units have to be 
soldbeforethe 
business starts to 
make a profit. 

Output =O 

Fixedrosts 

Variable costs 

Totalrnsl5 

a) Copythistableandfillinthemissingfigures. 
b) Drawabreak-evenchartfromtheinformationinthetable. 
c) Fromyourbreak-evenchartidentify: 

• the break-even level of output 
• the level of profit at maximum output. 

Uses of brea k-even charts 

Output = 10000 

$30000 

$100000 

Apart from the use we have already made of these graphs - identifying the break-even 
point of production and calculating maximum profit - there are other benefits of 
break-even charts. 
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Adva ntages of break-even cha rts 

• Managers are able to read off from rhe graph rhe expected profit o r loss to be 
made at any level of ourpur. 

• The impact on profit or loss of certain business decisions can also be shown by 
redrawing the graph. Consider again the sports shoe business. What would 
happen to the break-even point and rhe maximum output level ifrhe manager 
decided to increase the selling price to $9 per pair? This new simarion can be 
shown on another break-even chart. 

18 000~--"-~ 

" } """"" I 5<XX) $7000 

- lotl l crut. 
~ 
" •,mia blecosis 
~ 5000 f1xedcru, 

1000 2000 
Un1tsofproduc11oo 

• Maximum revenue now rises to $ 18 OOO. The break-even point of production 
falls to 833 units and maximum profit rises to $7000. Seems like a wise decision! 
H owever, the manager needs to consider competitors' prices too and he may 
not be able to sell all 2000 pairs at $9 each. This point is explained below. 

• The break-e\'en chart can also be used to show the safety margin - rhe amount 
by which sales exceed the break-even poim. ln the graph above, if the firm is 
producing 1000 llllits, the safety margin is 167 units (1000- 833 ). 

Limitati ons of break-even cha rts 

The break-even chan is therefore useful to managers, but rhe technique does have 
some limitations, as listed below. These must be remembered by managers whenever 
they use these charts to help them rake decisions. 

• Break-e\'cn charts are consrructcd assuming rhar all goods produced by rhe firm 
are actnally sold - the graph docs nor show the possibility that inventories may 
build up if not all goods are sold. 

• Fixed costs only remain constant ifrhe scale of production does not change. For 
example , a decision to double output is almost certainly going to increase fixed 
costs. ln rhe case of the sports shoe business, an increase in output above 2000 will 
need a larger factory and more machinery. 

• Break-even charts concentrate on the break-even poim ofprOOuction, bur there are 
many other aspects of the operations of a business which need to be analysed 
by managers, for example how to reduce wastage or how to increase sales. 

• The simple charts used in this section have assumed that costs and revenues can be 
drawn with straight lines. This will nor o&en be the case; for example, increasing 
output to the capacity of a factory may involve paying overtime wage rates to 

production workers. This will make the variable cost line slope more steeply upwards as 
output expands. Also, in order to increase sales a business may need to offer discounts 
for large orders and this will cause the slope of the revenue line to be less steep. 



Break-even charts: comparing costs with revenue 

Activity 18.7: Us ing break-even analysis 

current producik>nW 

1500 3(XX) 4500 6000 7500 

' 
a) Draw out this break-even graph and complete it with the following information : 

Fixedcosts = S6000 
Variablecostsperunit = Sl 
Selling price = S2. 
Labelallofthelines/axes. 

b) Identify from your graph: the break-even level of output; the current safety margin; the 
level of profit at an output level of 9000. 

c) Explain what would happen to profit at output of 9000 units and the break-even point of 
productionifthesellingpricewasincreasedtoS3. 

d) Explain why the business might decide not to increase price to S3. 

Revision summary: uses and limitation s of break-even charts 
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Defin itions to 
learn 
The contribution 
ofa product is its 
se llingpr ice le5S its 
va riable cost. 

Break-even point: the calculation method 
It is not always necessary to draw a break-even chan in order to show the break-even 
poim of production. It is possible to calculate this. Smdy the following example. 

Case study example 
CapeDesignsltdmakewoodendesks. ThesellingpriceofeachdeskisSSO.Thevariable 
costsofmaterialsandproductionlabourareS20. Theweeklyfixedcostsare S6000. 
Whatisthebreak-evenlevelofproduction?ltisnecessarytocalculatethe contribut ion of 
eachdesk. Thisisthesellingpricelessthevariablecort. 

Thecalculationforthecontributionofeachdeskis: 

Sellingprice - Variablecost = Contribution 
sso - S20 = S30 

EachdeskgivesacontributiontofixedcostsandprofitofS30. lnordertobreakeveneach 
week, the busine5S must make sufficient desks, contributing S30 each, to cover the fixed 
costsofS6000. 

Thefollowingformulashouldbeused: 

Total fixed costs 
Break-even level of production =----­

Contribution per unit 

S6000 
= - = 200 units per week 

130 

Activity 18.8: Is the restaurant breaking-even? 
Afastfoodrestaurantse llsmeals for S6each. The variablecosts ofpreparingand serving 
eachmeal a re S2. Themonthlyfixed costsoftherestaurantamounttoS3600. 
a) How many meals must be sold each month for the restaurant to break even? 
b) If the restaurant so ld 1500 meals in one month, what was the profit made in that month? 
c) If the cost of the food ingredients rose by S1 per meal, what would be the new break­

even level of production? 
(This question could be answered by using a break-even graph.) 

Internat ional business in foc us: break-even points of car producers 
The French car maker Peugeot and the American car maker General Motors (GM) are 
planningtoformanalliancetobuildcarsandcomponentsinEurope. Thisventurewouldbe 
onsuchalargescalethataveragecostsarelikelytobelowerthaninthefactoriesseparately 
operated by the two companies. Over-capacity in the global car industry has led to price 
wars which have raised the break-even point of production for both of these manufacturers. 
Both businesses reported a large loss in 2012. 

Another car maker, w./, is expanding its operations in Mexico. Lower labour and land 
costs, compared to Europe, help w./'s factories in Mexico operate at a lower break-even 
point of production. 

Djscussion points 
• Discuss why it is expected that the new Peugeot-GM combined factory will have lower 

averagecoststhanexistingfactories. 

• Asse5S ways in which car manufacturers could try to lower their break-even points of 
productioninordertoincreaseprofits. 



Exam-style questions 

Exam-style questions - Paper 1 

1 Sasha rents a market stall selling jewellery. She makes most of the jewellery 
herself but she also buys in items from large manufacturers. Her only other 
variable cost is the pay of her sales assistant who receives a small payment for 
each item she sells. Sasha wants to expand her business and she has found out 
that there is an empty shop near her home. The fixed costs of the shop are three 
times greater than those of the market stall. 
a) What is meant by 'variable costs'? [2) 
b) Identify two fixed costs that Sasha has. [2) 
c) Identify and explain two ways in which Sasha could reduce the 

break-even level of sales from her market stall. [4) 
d) Identify and explain two reasons why large jewellery manufacturers 

can produce jewellery at a lower average cost than Sasha can. [6) 
e) Would you advise Sasha to close her market stall and open a shop 

instead? Justify your answer. [6) 

2 Popsquash pie is one of the world's largest makers of soft drinks. Sales have 
increased in recent years but profits have not. Rising fixed and variable costs 
have meant that higher sales revenue has not led to higher profits. The Chief 
Executive recently said: 'Perhaps the company is just too big to manage 
efficiently'. A new factory is planned for Country Z. An incomplete break-even 
chart is shown. 
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a) What is meant by the term 'fixed costs'? [2) 
b) Identify two variable costs that Popsquash pie has. [2) 
c) Identify and explain two reasons why being 'too big' can lead to higher 

average costs. [4) 
d) Copy out and complete the break-even chart by adding: 

• Fixed costs of $2 million [ 1 J 
• Total costs [2) 
• Sales revenue assuming 4m drinks are sold at $1.50 [1) 
• The break-even point of production [1) 
• Profit made at 4 million drinks. [1) 

e) Explain two ways in which Popsquash pie could try to reduce the 
break-even level of output in the new factory. Recommend to the Chief 
Executive which one the company should use. Justify your answer. [6) 
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Revision checklist 

In this chapter you have learned: 

• the differences between fixed costs and variable costs 
• why cost data is useful to business managers 
• to understand the main causes of economies of scale and diseconomies of 

scale 
• to understand what the break-even level of output means 
• how to use break-even charts to find the break-even level of output and draw 

simple break-even charts 
• how to explain the uses and disadvantages of break-even analysis. 

NOW - test your understanding with the revision questions on the CD-ROM. 



@ Achieving quality production 

Definitions to 
learn 
Qua li ty means to 
produce a good 
or a service which 

expectations. 

Tips fo r success 
Remember that 
'quality'does 
not only mean 
producingahigh­
qualitygood or 

This chapter will explain: 
• what is meant by quality and why it is important to all businesses 
• the concept of quality control and how businesses implement quality control 
• the concept of quality assurance. 

What quality means and why it is important 
for all businesses 
Imagine you went to the shops and bought a pair of jeans, took them home and 
found that they had a hole in them - you would not be a very happy customer! The 
business would get a bad reputation ifthis happened very often and would lose sales. 
You would probably take rhe jeans back to rhe shop and expect a replacement. If the 
shop refused to replace the jeans you would feel this was unfair which is why in some 
countries there are laws to protect consLU11ers so that shops have to replace fuulry 
products or refund the price. A business needs to uy to ensure that all the products 
or services it sells are free offuulrsordetecrs. 

This will ensure that the business: 

• establishes a brand image 
• builds brand loyalty 
• will maintain a good reputation 
• will help to increase sales 
• atuacts new customers. 

But if quality is not maintained the business will: 

• lose customers to other brands 
• have to replace fu.ulry products or repeat poor service which raises costs for the 

business 
• have customers who tell other people about their experiences and this may give the 

business a bad reputation leading to lower sales and profits. 

What does quality mean? Quality 
does not just mean producing a 
high -quality product or service. 
Ask yourself this question - if you 
buy a low-priced remote·comrolled 
toy car would you expect it to work 
as well as an expensive roycar? 
The answer will probably be no. 
But you do expect the low-priced 
product to be perfect and not have 
anyfuulrs. 



Achieving quality production 

Definitions to 
leam 
Quali ty control is 
the checking for 
quality at the end 
of the production 
process,whetherit 
is the production 
ofa product or 

Activity 19. 1 
What do you, as a customer, expect from the following products or services: 

• amealat McDonald's 
• amealatarertaurantattheSailhotelinDubai 

• Tata's Nanocar 
• football lessons from a coach at a local football club 
• football lessons from the coach at Barcelona FC? 

A manufacturing business needs a product with a good design, then it needs to 
ensure that it is manufactured withour any faulrs and the product needs to satisfy 
the wishes of the customer. A service providing business needs to matd1 customer 
expectations with its level of customer service, delivery times and convenience. 

Therefore quality is a very important part of any business in both the 
manufacturing and service sectors. There are several ways businesses can ensure that 
they produce a good quality product or pro\~de a good service. 

Quality control 
A traditional way to make sure that products wem out of fuctories with no defects 
was to have Quality Control departments whose job it was to take samples at regular 
intervals to check for errors. If errors or faults were found then a whole batch of 
production might have to be scrapped or reworked. The Quality Control deparm1ent 
would check that quality was being maintained during the production of goods, rry 
to eliminate errors before they occurred, and find any defective products before they 
went out of the factory to customers. A business may also use a 'mystery customer' to 
test our the service to check if the quality is as expected. 



Definitions to 
learn 
Quality assurance 
is the checking 
for the quality 
standards 
throughout 
the production 
process,whetherit 
is the production 
of a product or 

Definitions to 
learn 
Total Quality 
Management 
(TQM) isthe 

improvement 
of products 
and processes 
by focusing 
on quality at 
each stage of 
production. 

Quality assurance 

Advantages include: 

• tries to eliminate faults or errors bcfurc the customer receives the product or 
service 

• less training required for the workers. 

However, there are drawbacks: 

• expensive as employees need to be paid to check the product or service 
• identifies the fault but docsn 'r find why the fault has occurred and therefore is 

difficult to remove the problem 
• increased costs if products have to be scrapped or reworked or service repeated. 

Quality assurance 
This takes a sliglnly different approach to quality. The business will make sure 
quality standards are set and then it will apply these quality standards throughout 
the business. The purpose of quality assurance is to make sure that the customer is 
satisfied, with the aim of achieving greater sales, increased added value and increased 
profits. To implement a quality assurance system, several aspects of production must 
be included. Attention must be paid to the design ofrhc product, the components and 
materials used, delivery schedules, after-sales service and quality control procedures. 
The workforce must support the use ofrhis system or irwill nor be cffcctivc. 

Advantages include: 

• tries to eliminate faults or errors before the customer receives the product or service 
• fewer customer complaints 
• reduced costs if products do nor have to be scrapped or reworked or service 

repeated. 

Howe\•cr, there are drawbacks: 

• expensive to rrain employees to check the product or service 
• relics on employees following instructions of standards set. 

Total Quality Management (TQM ) is one approad1 to implementing a quality 
assurance system. 

Total Q uality Management (TQM) 
Again it is the influence of the Japanese that has changed rhc way quality is ensured 
in many businesses today. It is the idea of Total Quality Management (TQM) rhar 
is at the heart of many practices. TQM is rhc continuous improvement of products 
and processes by focusing on quality at each stage of production. It tries to get it 
right first time and not ha\'c any defects. There is an emphasis on ensuring that the 
customer is always satisfied, and rhc customer can be other pcoplc/dcpanmcnts in 
the same business rhar you arc completing tasks fur, nor just rhc final customer. This 
should mean that quality is maintained throughout the business and no faults should 
occur, as all employees arc concerned with ensuring that a quality good or service is 
delivered. TQM should mean that costs will fall. It is closely linked ,vith Kaizcn and 
the use of quality circles. Quality circles are where groups of workers meet regularly 
and discuss problems and possible solutions. Workers are encouraged to suggest new 
ideas to reduce waste and ensure zero defects. 
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Tipt: for success 
Make sure you 
can discuss 
the difference 
between qua lity 
control and 
quality assurance 
and select an 
appropriate 
method in a given 
situa tion. 

Advantages include: 

• quality is built into every pan of the production of a product or service and 
becomes central to the ethos of all employees 

• eliminates all faults or errors before the customer receives the product or service as 
it has a 'right first rime' approach 

• no customer complaints and so brand image is improved - leading to higher sales 
• reduced costs as products do not have to be scrapped or reworked or service 

repeated 
• waste is removed and efficiency increases. 

However, there are drawbacks: 

• expensive to train employees to check the product or service 
• relies on employees followingTQM ideology. 

Case study example 

Activity 19.l 
Readthecasestudyabove. 

RollsRoycemanufacturesaircraftengines 
forinternationalairlines,suchas Emirates 
andCathyPacific. Theenginesareproduced 
individually using qual ity assurance 
methods.Newenginesarecheckedatevery 
part of the production process and also 
anadditionalinspectioniscarriedoutat 
variousstagesintheprocess. RollsRoyce 
uses a form of TQM where every employee 
isresponsibleforensuringquality, but in 
additiontothisitalsohasspeciallytrained 
employeestocarryoutfurthercheckson 
theenginestobecertainofzerodefects. 

a) Why is p roducing a high qual ity p roduct important to Rolls Royce? 
b) Do you think qua lity control would be a suitable method for ensuring qual ity at Rolls 

Royce?Justifyyouranswer. 
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Some examples of 
quality marks 

Quality assurance 

How can a customer be assured of a quality product or service? 
If a customer wants to be sure that a product or service will meet particular standards 
then they can look for a quality mark associated with the product or service. The 
business can apply to have this quality mark on their goods or services and they will 
have to follow certain rules to be able to keep this quality mark. An example is the 
ISO (International Organisation for Standardization ) which grants a business rhc 
right to use an ISO number in its litcramrc and advertising. 

Ensuring a good customer service is also important to service sector businesses. 
They may nor usually use a quality mark to show they provide a good service, but by 
having a good reputation and recommendations by satisfied customers they will keep 
repeat customers as well as gain new ones. Internet sites, such as TripAdvisor, arc 
useful ways for businesses to gain a good reputation if satisfied customers put positive 
reviews on the sire. Of course bad reviews will give rhc business the opposite effect 
and they will lose many potential customers as well as rhc dissatisfied customer who 
posted rhc review. 

Activity 19.3 
a) Look at products or services that are sold in your country. Do any of them have any marks 

on them to show that they are a quality product? 
b) Use the internet to find out what the International Organisation for Standardization (ISO) is. 
c) What does a business have to do to get ISO approval? 
d) Can you find any other similar standard bodies in your country or region? 
e) Why do you think a business would want to obtain one of these quality marks? 

Internat ional business in focus - quali ty at McDonald 's 
McDonald'srestaurantshaveachecklistforemployees 
to follow when serving customers. This is to ensure that 
acustomerisalwaysservedtothestandardexpectedby 
thebusiness. McDonald'shavefoundthatensuringthe 
samequalitystandardisachievedbytrainingemployees 
to follow the set of rules in preparation of food as well as 
the service of customers. 

Discussion points 
e ldentifywhichtypeofqualitycheckingsystem 

McDonald's is using. 

• Discusswhetherthisisthebestmethodfor 
McDonald's to use. 

• Consider why McDonald's want to ensure a quality 
service in their restaurants. 



Achieving quality production 

Exam-style questions - Paper 1 

1 DR manufactures low priced flip-flop shoes. It sells its flip-flop shoes through 
supermarkets across the country in towns and cities. 'We need to use quality 
control when we manufacture the flip-flops to make sure they are good quality 
or our customers will not be happy', said the Operations Manager. 
a) What is meant by 'quality control'? [2) 
b) Identify two other methods, apart from quality control, of ensuring quality 

flip-flops are manufactured. [2) 
c) Identify and explain two benefits of using quality control to DR. [4) 
d) Identify and explain two possible disadvantages of using quality control 

m~ ~ 
e) Do you th ink the owners of DR should gain a quality mark, such as the ISO 

quality mark, for its flip-flop shoes? Justify your answer. [6) 

2 LK is a private limited company and it owns and operates three cafes in a city 
centre. Customers expect the cafes to provide a quality service and also be 'value 
for money'. There has been an increasing number of customer complaints and 
the owners of LK are thinking of introducing quality assurance into their business. 
The city centre also has cafes which have a brand image of high quality and 
charge high prices. 
a) What is meant by a 'quality service'? [2) 
b) Identify two possible reasons for an increasing number of customer 

complaintsatthecafes. [2) 
c) Identify and explain two difficulties in introducing quality assurance 

intocafes. [4) 
d) Identify and explain two reasons why the owner of LK wants to 

introduce quality assurance. [6] 
e) Do you think the owner of LK should charge higher prices in the cafe if 

quality assurance is introduced? Justify your answer. [6] 

Revision checklist 
In this chapter you have learned: 

• what is meant by quality and why it is important to all businesses 
• about the concept of quality control and how businesses implement quality 

control 
• about the concept of quality assurance. 

NOW - test your understanding with the revision questions on the CD-ROM. 



@ Location decisions 

This chapter w ill ex pla in: 
• what factors affect the location of manufacturing business 
• what factors affect the location of a service sector business 
• what factors affect the location of retailing business 
• what factors a business may consider when deciding which country to locate 

operations in 
• the role of legal controls on location decisions. 

Location of industry 
The location of a business is usually considered either when the business is first 
setting up or when its present location proves unsarisfucrory for some reason. The 
business environmem is consranrly changing and a business's objccrh·cs, for example 
expanding or increasing profits, may result in a location no longer being suitable. The 
business may decide to look for an alternative site or may decide to set up additional 
factories/shops either in the home country or abroad. 

Many businesses operate on a large scale and look at location on a world level, 
nor just on a national or continental le\'el. This is often termed globalisation because 
firms plan many aspects of their business, such as location decisions, marketing and 
salcs,onaglobalscale. 

Factors affecting where a manufacruring business chooses to locate will usually be 
different from those factors affecting where a service sector business will set up, and 
so these are discussed separately even though some factors will be common to both. 

Factors affecting the loca tion of a manufacturing business 

Production methods and locati on decisions 

The type of production methods used in a manufacrnring business is going to have a 
significam influence on the location of that business. 

An example of flow production 

• If job production is used, the business is likely to be on a small scale and so the 
influence of the nearness of components, for example, will be of\ess importance to 
the business than if flow production is used. 
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• If production is on a large scale, the location of component suppliers might be 
of greater importance because a large number of components will need to be 
transported and the cost will be high. 

Market 

Locating a factory near to the market for its products used to be thought important 
when rhc product gained weight - when it became heavier and more expensive 
to transport than rhc raw matcrials/componcnrs. An example might be a drinks 
manufacturer, where rhc bottles and ingredients arc lighter than rhc filled bottles 
and so rl1c factory may have to be located near to rhc main markers for rhc product. 

Today, because transport is much improved, being near to markers is oflcss 
importance, even for weight-gaining or bulk-increasing products. Ifrhc product 
perishes quickly and needs to be fresh when delivered to the marker, such as milk, 
bread or cakes, the factory might be located close to its retail outlets. However, ways 
of preserving food for longer have reduced rhc importance of this factor. 

Raw materials/components 

Similar to the weight-gaining or bulk-increasing products discussed above, the 
raw materials may be considerably heavier or more expensive to transport rl1an rhc 
finished product. Where a mineral is processed from rhc ore, there will usually be 
considerable \\'astc produced in this process. It is often cheaper to process the ore 
near to rhc mining site than to transport it elsewhere. 

If a particular process uses many different components, a business might look very 
carefully at its location. If many ofrhcsc component suppliers arc located near to 
one another, it might be preferable to locate near to these suppliers. This was often a 
factor in car manufacmring, where many different components arc used to assemble a 
car, bur again improved transport has lessened this influence. 

If the raw material needs to be processed quickly whilst still fresh, locating near to 
the raw material source is still in1portant. An example is frozen vegetables or tinned 
fruits, which need to be processed quickly. There will also be a lot of waste generated 
which docs nor go into the packaging. 

External economies of sca le 

In addition to component suppliers, firms which support rhc business in other \\'ays 
might need to be located nearby. Support businesses which install and maintain 
equipment may be better if nearby so rhar they can respond quickly to breakdowns. 



Tips for success 
Make sure you 
can choose 
which location 
factors a re the 
most important 
fora particular 
manufacturing 
business. 

Location of industry 

The local education establishments, such as universities, might have research 
departments who work with the business on developing new products - being in 
close contact may help the business to be more eflCctive. 

Ava ilabili ty of labour 

To be able to manufucmre products at least some labour will be necessary, even ifit is 
not a great number. If particular skilled labour is needed, it may be easier and cheaper 
to recruit these employees if the business sets up in an area where people with the 
relevam skills live. If the manufucmring process requires a large number of unskilled 
workers, an area where there is high unemploymem may be more suitable. Also, the 
wage rates paid to employees might vary and an area where wages are lower might be 
preferable. 

Govern ment influence 

vVhen a goverrunem wants to encourage businesses to locate in a particular area it 
will offer state -funded grams to encourage firms to move there. If an area has high 
unemployment, the government might give money to businesses who locate in that 
area. H owever, the government influenc.e might be negative in that there might 
be regulations or restrictions on what businesses can do. In fuct , a government can 
refuse to allow a business to set up altogether. An example might be where the 
business produces a harmful waste product during the manufucmring process and the 
government will not want the waste product, for example nuclear waste, to poison 
the surrounding area. 

Transport and commu nicati ons 

Businesses usually need to be near to a transport system, be it road, rail, inland 
waterway, port or airport. Where the product is for export then the ability to easily 
get to a port will be importam. A nearby motorway can reduce costs by speeding 
up the time spent delivering the products to market even when the market is quite a 
distance away. 

Power and water supply 

Today electricity is available in most places and therefore the availability of power 
is not so imporram. But to some industries having a reliable source of power, and 
therefore no regular power cuts, may be essential. 
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The same could be said of water as for power-a reliable supply will be needed. If 
large supplies of water are needed as pan of the manufacturing process, for example, 
for cooling purposes with a power station, then being near to a water supply, such as 
the sea or a river, will be important. 

Climate 

This will not influence most manufacturing businesses but occasionally climate might 
be important. For instance , Silicon Valley in the US has a very dry climate which aids 
the production of silicon chips. 

Revision summary: factors affecting the location of manufacturing 
businesses 
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Case stud y example 

B&B pie manufactures food products. It wants to set up a factory to make a new ice cream. 
Thenewicecreamusesfreshingredients-mainlyfreshlypickedfruit-tomaintainthe 
fruits'flavour. Thefruitusedcomesfromoneparticularregionofthecountry.Thisregion is 
quite a long way away from the main cities where most of the country's population lives. 

The production process is mainly automated and requires only a few skilled workers to 
supervise the equipment. It uses a lot of water in the mixture and also a lot of water to 
washoutthemachineryeverydaytokeepitclean. 

The new ice cream is sold to domestic customers through supermarkets and other food 
stores. ltisnotsoldabroad. 

Activity20. I 
Readthecasestudyabove. 

a) Which factors affecting the location of manufacturing plants will be most important to this 
business when deciding where to locate? Explain why you think they will be important. 

b) Which do you think will be the most important factor and why? 



Location of industry 

Factors affecting the loca tion of a service sector business 

Customers 

Locating a service sector business near its customers will be very important for 
certain types of services. These are usually services where direct contact bet\\'een 
rhe business and the customer is required. If a quick response time is needed to 
serve rhe customers then rhe business needs to be located nearby. This would be 
tme for plumbers and electricians who serve the local area in whid1 they live. Other 
examples of personal services that need to be convenient for customers to use are 
hairdressers, beauticians, caterers, restaurants, cafes, gardeners, builders, post offices. 

Some services do nor need to be near to customers. Direct personal contact is nor 
necessary as these services can be contacted by telephone, post or the internet. These 
businesses can therefore be located in different parts of rhe country or in different 
countries to where their customers live. With the increasing use of IT and the imerner 
more and more firms are becoming free from the need to locate near to their customers. 

Personal preference of the owners 

The owners of businesses can influence where particular services choose to locate. 
They often locate their business near to where they live. 

Technology 

Technology has allowed some services to locate away from their customers. Some 
services are now conducted by telephone or via the internet and therefore rhe 
business itself does nor need to be near to customers, for example website designers. 
These service businesses can locate anywhere and can therefore choose to locate on 
the outskirts of cities or even in remote areas ( dependent on how many employees 
are required), so that they can rake advantage of cheaper rem. 

Ava ilability of labour 

If a service business requires a large mm1ber of employees then it cannot locate in 
remote areas. It will need to locate near to a large town or city. If a particular type of 
skilled labour is required then it may also have to locate near to where this labour is 
found. H owever, it is more likely that the particular skilled labour will move near to 
the business for work rather than the other way round. 
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Tips fo r success 

Make sure you 
can choose which 
location factors 
are the most 
important fora 
particular service 
sector business. 

Cli mate 

Climate will affect some businesses particularly if they are linked to tourism in some way. 
Hotels often need to locate themselves where the climate is good and near to a beach. 

Near lo other businesses 
Some services serve the needs of large businesses, such as firms that service equipment 
found in big companies. They will need to be nearby to respond quickly to a call to 
repair equipment. Services such as banks need to be near busy areas for the convenience 
of customers. Howe\•er, internet banking has made this less important today. 

Rent/ taxes 
If the service does not need to be on the main streets in a town or city cenrre , for 
example doctors, dentists or lawyers then the business will locate on the outskirts of 
town to benefit from lower rents and raxes. 

Revision summary: factors affecting the location of a service 
sector business 
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A ctivity 20.l 
Foreachoftheserviceslistedbelow: 

a) Choosefourfactorsthatyouthinkarelikelytoaffectitslocation. 
b) Explain how you think each factor will influence the location decision of: 

• Electrician (sole trader) serving domestic customers. 
• Computer software firm which writes computer games that are sold all over the world . 
• Small firm that trains people to scuba-dive and hires out scuba-diving equipment. 



T ips fo r success 
Make sure you 
can choose 
which location 
factors are the 
most important 
fora particular 
retailing business. 

Location of industry 

Factors affecting the loca tion of a retailing business 
Retail businesses are in the service sector but some special location factors often apply 
to these types of business. 

Shoppers 
Most retailers will wam an area which is 
popular, such as a shopping mall/cenue. 
The type of shopper an area atuacts will 
also influence the atuacriveness of the 
area toparticulartypesofretailers. If the 
retailer sells expensive goods, it needs to be 
in an area where people on high incomes 
might visit; if the goods are small gift-type 
products, the retailer might wam to be in an area visited by tourists. 

Nearby shops 

Being able to locate near to shops/ businesses which are visited regularly, sucl1 as a post 
office or popular fust-food outlet, will mean that a lot of people pass your shop on the 
way to other shops and businesses and may go in to make a purchase. There may be 
many competitors nearby. You may think that this is bad for business, but it can also be 
a positive siruation. If the business sells clothes, then being located near to many other 
clothes shops encourages people to visit the area as there is a lot of clmice, therefore 
increasing business. If the clothes shop is in a position where there are no other similar 
shops nearby, it may nor atuacr people to visit the shop as there will be limited choice. 

Customer parking ava ilable/nearby 

Where parking is convenient and near to the shops, this will encourage shoppers to 

that area and therefore possibly increase your sales. Lack of parking may put people 
off visiting the area and sales will be lower. 

Ava ilability of suitable vacant premises 

If a suitable vacanr shop or premises is nor 
available for purcl1ase or rem, the business 
may nor be able to locate in the area it wishes. 

Rent/ taxes 

The more central the site of the premises, 

the higher the rem and raxes will usually be. ~-···· If a retail area is popular, there will be a high 
demand for sites in this area and therefore 
the cost of renting these sites will be higher. If rhe area is less popular, such as on the 
edge of town, the demand and therefore the rents will be lower. 

Access for delivery vehicles 

Access for delivery vehicles might be a consideration if it is very difficult for them to 
gain access to the premises. 

Securi ty 

High rates of crimes such as theft and vandalism may deter a business from locating 
in a particular area. Insurance companies may nor \vanr to insure the business if it is 
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in an area of high crime. A shopping area which is parrolled by guards, even though it 
will be more expensive to rent the premises, might prove preferable. 

Leg islation 

ln some countries there may be laws restricting the trading or marketing of goods in 
particular areas. 

Revision summary: factors affecting the location of retailing 
businesses 
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Case study exa mple 
B&C Limited are going to open a new shop selling fashion shoes. The shoes are good quality 
and are a imed at young women. B&C Limited have narrowed down the choice of whereto 
locate the new shop to two nearby towns. 

Po pulation 

% in agegro up: 

Une mployme nt k,w high 

k,w 

Sho pping centre large-about100shops small about40shops 

Pa rking facilities largecarparbbutqueuesbuild plentyolparkingavailable-no 
up at bmy times problems at busy times 

Ty pes o f shops in the dothes shops, shoe sho~. banks, food shop1, household goods, 
sho pp ing centre householdgoocls,foocl">hops dothesshops,postoffice,banks 
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Activity 20.3 
Readthecasestudyon page 248. 
a) Read the information on the two towns and then select which one will be the best 

location for the new shop. Justify your choice. 
b) What other information is needed to help make the final decision? Explain why the 

information is needed. 

Locating in different countries 
Multinational (transnational) companies have offices, factories, service operations or 
shops in many differ em counrries. However, the rapid growth of newly industrialising 
counrries, increasing international trade, improved global communications and 
improvements in transport have meant that many businesses can now consider 
where in the world to operate rather than just considering a single country; often 
called globalisation. Therefore this means that many more businesses, other than 
multinationals, are considering moving to another country, either to expand their 
operations or sometimes to relocate entirely, many from developed countries to 
rapidly growing economies. 

A number of factors will affect whether a business decides to relocate to another 
country and which country to choose where to locate. 

New markets overseas 
\Vhen a business sees a steady increase in its sales overseas it may decide to relocate 
nearer to these markets rather than transport its products from the existing 
manufacturing base as it may be more cost effective. An example is JCB constmction 
equipment which has built additional factories in Brazil and China as well as keeping 
its existing factory in the UK. 

If the business is in the service sector, then locating near to its customers may be 
essential (for example Starbucks or ING financial services). The bener the forecasts 
for growth in these markets then the more attractive the location for business. 
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T ips fo r success 
Make sure you 
can choose which 
location factors 
are the most 
important fora 
particular business 
decid ing which 
country to locate 
operations in. 

Cheaper or new sources of materia ls 

If the raw material source runs out, a business must either bring in alternative 
supplies from elsewhere or move to a new site in a country where it can more easily 
obtain these supplies. This is particularly true of mineral sources such as oil wells -
these need to be in the country where the oil is found. Also it might be cheaper to 

use the raw materials at their source rather than transport them to another country 
to process. 

Difficulties w ith the labou r force and wage costs 

If the business is located in a country where wage costs keep on rising, there may 
come a point when the business decides it is more profitable to relocate overseas, 
particularly labour-intensive businesses, to reduce wage costs. This has been true of 
many Western businesses moving their manufacmring plants to developing countries 
where the wages paid are much lower (for example, Vietnam for textile products). 
If particular types of skilled labour are needed by the business, the business might 
need to relocate to a different country where it can recruit the right type of labour. 
This has been true for businesses which employ staff with IT skills being attracted to 

locate in India which has a large number of graduates from university with IT-related 
degrees. 

Rents/taxes considerations 

If other costs such as rem or taxes (on profits or personal incomes) keep increasing 
this might cause the business to relocate to countries where these rents or taxes are 
lower. 

Availabili ty of government gra nts a nd other incentives 

Governments may want to encourage foreign businesses to locate in their country to 

bring in invesunent and job opportunities. They may be willing to give grants, lower 
raxes or other incentives to businesses to induce them to come to their country rather 
than go elsewhere. Governments do this because the businesses will provide jobs and 
possibly teach new skills and import their technology into the economy. 

Trade and ta ri ff ba rriers 

If there are trade barriers, such as tarifls (tax on imported goods) or quotas (where 
a limit is placed on the quamity of imports of a particular good ), then by locating 
in that country there will be no restrictions. An example of this is the investment by 
Japanese car companies in Europe in order to get around the European Union's strict 
quotas for the import of cars. 
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Revision summa~y: factors that influence a decision 
to locate in a different country 
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Case study example 
MTFurniturelimitedwantstoexpand.Presentlyitislocatedinasmallfactoryintheold 
part of the city. New markets are opening up abroad and MT has experienced a steady 
increaseinitssalesforthelastfiveyears. Thereisnoroomtobuildontotheexisting 
factoryandnoneoftheadjacentfactoriesareforsale.Thebusinesshasbeenforcedto 
look for another site if it wants to grow. 

Because more and more of its sales are exported, it is considering whether to build a 
factory abroad or whether to build a larger factory in its home country. The following 
information has been gathered about two sites, one near MT's existing factory and one 
abroad in the country where most of MT's products are exported. 

Market 

Raw materials/ 
components 

Wage rates 

Skilled labour 

Unemployment 

Site A - onthe outskirts ofthe Site B- inthemain exportmarket 
city nearto exist ing fa ctoryin 
home count ry 

Large local market 

Good communications - main 
roads connecttoallpartsof the 
country andthemainport,which 
is several miles away 

Raw materials and components 
areclosetothesite - easily 
available 

High 

Skilledworkersemployedat the 
presentsite-nottoolarlrom 
thi1site.Alsoadditionalskilled 
workersareavailableinthearea 

largeexportmarketandgrowing 

Good communications - main roads 
connecttoallpartsolthecountryand 
portsareverydosetothesite 

Raw materials and components are not 
dosetothesite-not easilyavailable ­
wme will need to be imported 

l.ow - labourisverycheap 

Very few skilled workers are available 

High 

Rents/land taxes High 

No grants available 
g rants 

Grantsp;1idtoward1capital 
investmentwhenanewcompanyis 
setting up in their country 
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Tips for success 
Make sure you 
can explain why 
governments 
might intervene 
in the location 
decisions of 
businesses. 

Activity20.-4 
Readthecasestudyonpage251 . 

Study the information provided and then write a report to the Board of Directors of MT 
Furniturelimitedadvisingthemoftheadvantagesanddisadvantagesofeachofthesites. 
Include a recommendation of which you think is the best site to choose. Remember to give 
reasons for your choice. 

The ro le of legol contro ls on locotion 
decisions 
The decisions by firms about where to locate their business can have a very important 
eflecr on the firm's profitability. Managers will wanr to locate their businesses in 
rhe best possible area, raking imo accoum factors such as cost ofland, proximity 
to transport links and customers, availability of workers, and so on. Why do 
governments try to influence these location decisions? Usually for two main reasons: 

• to encourage businesses to set up and expand in areas of high unemploymem - in 
some countries these are called development areas 

• to discourage firms from locating in overcrowded areas or on sites which are noted 
for their narural beauty. 

Two types of measures are often used by government to influence where firms 
locate. 

• Planning reg11lationswill legally restrict rhe business activities that can be 
undertaken in certain areas. For example, a business planning to open a factory 
in an area of residential housing might be refused planning permission. It would 
then be against the law for the firm to build the factory on this site. In certain parrs 
of many coumries, especially in particularly beautiful areas, it is nor possible to 
establish any kind of business other than farming. 

• Many governments provide grams or subsidies to businesses to encourage them 
to locate in undeveloped pans of the country. This assistance could be in the 
form of financial grams, such as a non -repayable amoum of money paid to the 
business to locate in a particular area or subsidies paid to businesses (for example, 
low-rental factories ). These development areas which receive governmem 
assistance usually have a very high unemployment rate and there is a great need 
for new jobs. 



The role of legal controls on location decisions 

Case study example: DEF Chemicals announce plans to build a new factory 
Workers' leaders were delighted to hear today of plans by DEF Chemicals to build a huge 
new paint and chemicals plant in the Southern province. Many of the5e products will 
be sold abroad. The factory will create 1000 new jobs in an area badly affected by other 
factory closures. The new factory will require materials, components and supplies from 
many local firms . It is claimed that the Government is planning to offer substantial grants to 
DEFforlocatinginthisareaofhighunemployment. 

However, it has insisted that it should not be too close to housing estates and schools. 
Thegrantsbeingofferedhaveangeredotherfirmsinthesameindustryasbeingunfair 
competition for them. 

Local residents have mixed feelings about the plans. One elderly resident claimed: 'It will 
only bring more road traffic and risk of pollution. Don't forget that one DEF plant in the 
North was destroyed by an explosion a few years ago, killing several workers.' However, other 
local people welcomed the news as it will bring more businesses and wealth to the area. 

Activity20.S 
Readthecasestudyabove. 
a) Make a list of the stakeholders likely to be affected by DEF's plan to build a new chemical 

factory. 
b) Foreachofthegroupsthatyouhaveidentified ina),explainwhytheyarelikelytobein 

support of, or are likely to oppose, these new plans. 
c) Explain three reasons why, in your opinion, the Government ought to be involved in this 

decision . 

International business in focus - Chesapeake Bay Candle company 

Chesapeake Bay Candle, a US company with its factories based in China, have decided to 
open a new factory in the US to supply their growing American market for candles. Rising 
wagecostsofupto40percentinChinaanda6percentincreaseinshippingcostshaveled 
to this decision. 'In addition to cost considerations, to be successful in the American market 
thebusinessneedstobeabletoproduceandshiptheproductsthenextdaytomeetthe 
quickly changing fashions in the market', says Ms Xu, the co-founder of the company. Import 
tariffs are high for Chinese made candles being imported into the US. 

Discussion points 

• Why has Ms Xu decided to build a new factory in America? 
• How do you think Chesapeake Bay Candles might benefit from this location? 



Location decisions 

Exam-style questions - Paper 1 

1 ABC Limited produces fruit juice drinks. The fruit to produce the drinks is grown 
locally on nearby farms. However, the fruit can also be imported at a cheaper 
price, but the quality is not as good. When producing the fruit drink there is a lot 
of waste from the parts of the fruit which are not used to make the drinks. Land 
near to the farm is available at a cheap price and the company wants to buy this 
land to expand rather than relocate the factory to another country. The market 
for fruit drinks is both at home and overseas. 
a) What is meant by 'relocate the factory'? [2) 
b) Identify two reasons why ABC Limited buys its fruit from nearby farms. [2) 
c) Identify and explain two factors which influenced the location decision 

of ABC Limited when choosing its original site. [4) 
d) Identify and explain two reasons why ABC might want to buy land nearby 

to its existing factory to expand rather than relocate to another country. [6) 
e) The Government is offering grants to relocate to another area of the 

country. Do you think the managers of ABC Limited should take 
advantage of these government grants? Justify your answer. [6) 

2 SalesRUS is a chain of large clothes shops. The owners are looking for a 
location in the city centre for a new shop. The existing shops sell a range of 
clothes for men and women at low prices and are all located in busy shopping 
malls. There is a lot of competition from similar shops and the Managing 
Director thinks the new shop should not be located near to competitors. 
a) What is meant by 'competitors'? [2) 
b) Identify two advantages of a shop being located in a small town rather 

than the city centre. [2) 
c) Identify and explain two ways the Government might influence the 

decision of where to locate the new shop. [4) 
d) Identify and explain two ways in which the location chosen for the new 

shop might have an effect on its profitability. [6] 
e) Do you think the Managing Director is right in not wishing to locate the 

new shop near to its competitors' shops? Justify your answer. [6] 

Revision checklist 

In this chapter you have learned: 

• to identify the relevant factors that affect the location of a manufacturing business 
• to identify the relevant factors that affect the location of a service sector business 
• to identify the relevant factors that affect the location of a retailing business 
• to identify the relevant factors that a business considers when deciding which 

country to locate operations in 
• about the role of legal controls on location decisions. 

NOW - test your understanding with the revision questions on the CD -ROM. 



Operations management: end of section case study {Paper 2 style) 

Operations management: end of section 
case study (Paper 2 style) 

Premium Suits 
Sally owns a business called Premium Suits. It is a Private Limited Company. The business 
makes suits for men using batch production and the production workers are paid an 
hourly wage. Sally employs 100 people who work on the production of suits. She has five 
employees who help her in the office but she only has one manager who is responsible for 
finance. Sallycarriesoutalltheotherfunctionsforthebusiness. 

The business has grown quickly and profits have also grown rapidly over the last two years. 
Sallywantstocontinuetoexpandthebusinessandincreasethesalesofdifferentsuitsto 
add to her current range of medium-priced suits. There is a lot of competition for medium­
priced suits and the market is not growing. She has identified two other markets for suits, 
both of which have increasing demand. However, she is unsure which option to choose. 

• Option 1: Shecanstartsellingexpensivesuitsthatarehand-madeandofhigh-quality 
material. These suits would be made to measure for each customer and individually 
designed. The market for these suits is a niche market. She would need to employ more 
skilled workers . 

• Option 2: She can start selling low-priced suits to the mass market . However, to enter this 
market Sally will need to invest in machinery to produce suits on a large scale. She could 
gain from economies of scale which would be an advantage. 

Sally currently uses batch production. However, if she decides to follow Option 1 she will 
use job production and if she follows Option 2 she will use flow production . 

Appendix 1: added value fo r Premium Suits 
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(continued) 



Operations management 

1 a) A5 Premium Suits grows larger it could gain from economies of scale. Identify 
and explain two economies of scale the business might benefit from as it grows. [8] 

b) QualityisimportanttoSally. Considertheadvantagesanddisadvantagesof 
quality control and quality assurance. Recommend which method Sally should use 
to ensure quality suits are produced. Justify your answer. [12] 

2 a) Explain the main features of job production for Option 1 and the main features 
offlowproductionfor0ption2. [8] 

b) Sallybelievesthatnewmachinerywillhaveadvantagesforthebusinessbutno 
disadvantages. DoyouagreewithSa11y7Justifyyouranswer. [12] 

Optional questions 
3 a) Appendix 1 shows added value for Sally's business. Identify and explain two wa-,s 

Sallycouldincreasetheaddedvalueforhersuits. [8] 
b) Sally says that Option 1 would require a different marketing mix to Option 2. 

How do you think each of the elements of the marketing mix will be different for 
the two products in Option 1 and Option 27 Justify your answer. [12] 
• Product 

• Promotion 
• Place 





Business finance: needs and sources 

Definitions to 
le.tm 
Start-up tapita l 
is the finance 
needed by anew 
business to pay 
for essential fixed 
and current assets 
before it can 
begin trading. 

This chapter w ill explain: 
• why businesses need finance 
• the differences between short- and long-term finance 
• the importance of micro-finance in developing economies 
• the different sources of finance available to business 
• how managers choose between different sources. 

What do Finance departments do? 
Finance depamnents fulfil a very important role in business. They have the following 
responsibilities: 

• recording all financial transactions, such as payments and sales revenue 
• preparing final accounts 
• producing accounting information for managers 
• forecasting cash flows 
• making important financial decisions e.g. which source of capital to use for 

different purposes within the business. 

Why do businesses need finance? 
\Vhar is finance? Finance is money. We all need money to purchase rhe goods and 
services we require - everyday goods, like food, bur also more expensive items such 
as a house or car. Businesses need finance too - and this is ofi:en called 'capital'. 
Without finance they could nor pay wages, buy materials or pay for assets. Here are 
three examples of why capital is needed: 

• srartingupa business 
• expansion of an existing business 
• increasing working capital. 

Starting up a business 
When an individual plans to start their own business, they should consider all of the 
buildings, land and equipment they will need to buy in order to start trading. These 
are usually called fixed assets (see Chapter 24) and nearly all new businesses \\ill need 
to purd1ase some of these. In addition, the mvnerof rhe firm will need to obtain 
finance to purchase other assets such as inventories before go<Xls can be sold to the 
first customers. TI1e finance needed to laund1 a new business is o&en called start-up 
capital. 

Expanding an existing business 
The owners of a successful business will o&en rake a decision to expand it in order to 
increase profits. 

Additional fixed assets could be purchased - such as buildings and machinery. 
Another business could be purchased through a takeover. 



Definit ions to 
learn 
Workingtapita l 
isthefinante 
needed by a 
business to pay its 
day-to-daytosts . 
Capita l 
el!penditure is 
money spent on 
filled assets which 
will last for more 
than one year. 
Revenue 
Dpenditure is 
money spent 
onday-to<lay 
expenses which 
do not involve 
the purchase of a 
long-term asset, 
for example wages 

Why do busi nesses need finance? 

Other types of expansion include developing new products to reach new markets. 
This form of growth could require substantial amounts of finance for research and 
developmem. 

Additional working capitol 
Working capital is often described as rhe 'lifo blood' of a business. It is finance rhar 
is constantly needed by firms to pay for all their day-to-day activities. They have to 
pay wages, pay for raw materials, pay electricity bills and so on. The money available 
to them to do this is known as rhe firm's working capital. It is viral to a business to 
have sufficient working capital to meet all its requirements. Many businesses have 
stopped trading, nor because they were unprofitable, bur because they suffered from 
shortages of working capital. 

So, the third major business need for finance is often to raise additional working 
capital. 

In all three cases above, businesses may need finance to pay for either capital 
expenditure or reven ue expenditure. It is important to understand the difference. 

• Capital expenditure is money spent on fixed assets such as buildings which will last 
for more than one year. These assets are needed at the stan of a business and as it 
expands. 

• Re\•enue expenditure is money spent on day-to-day expenses, for example wages 

Revision summary: financial needs of business 
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Activity2 1. I 
Look at the list below of expenses for a sports centre. Copy out the table and tick whether 
youconsidereachiseitherrevenueexpenditureorcapitalexpenditure. 

Revenueel!penditure Capita l Hpenditu re 

Purchase of building 

Staff wages 

Office computer 

Gym equipment 

Maintenance of equipment 



Business finance: needs and sources 

Definitions to 
learn 
In terna l fin ance 
is obtained 
from within the 
business itself. 
Exte rna l finance 
is obtained from 
sources outside of 
and separate from 
the business. 

Activity 2 1.2: Pa ul's taxi business 
Paulhasdecidedtoleavehisjobtosetuphisowntaxibusiness. 

a) ExplaintoPaulwhyhewillneedfinanceforhisnewbusiness. 
b) Make a list of the likely set-up costs of this business for its first month of operation. 
c) lndicatewhichofthesecostsarerevenueexpenditureandwhicharecapitalexpenditure. 

Explain your answer. 

Sources of fina nce 
There are many different sources of finance available. It is common to split them up, 
or classify them, imo different groups. The two most common ways of doing this are: 

• internal or external sources of finance 
• short-term or long-term sources of finance. 

Internal finance 
The most conunon examples of internal financ.e are as follows. 

Retained profit 

This is profit kept in the business after the owners have taken their share of rhe 
profits. It is often called ploughed-back profit, and has the following advantages. 

• Retained profit does not have to be repaid unlike, for example, a loan. 
• There is no imerest to pay - the capital is raised from within the business. 

There are disadvantages too. 

• A new business will nor have any retained profits. 
• Many small firms' profits might be roo low to finance the expansion needed. 
• Keeping more profits in rhe business reduces payments to owners, for example 

dividends to shareholders. 

Sale of existing assets 

Existing assets that could be sold are those items of value which are no longer 
required by the business, for example, redundant buildings or surplus equipment. 

• This makes bener use of the capital tied up in the business. 
• It does not increase the debts of the business. 

However: 

• It may rake some time to sell these assets and the amount raised is never certain 
umil the asserissold. 

• This source of finance is not available for new businesses as they have no surplus 
assets to sell. 

Sale of inventories lo reduce inventory levels 

• This reduces rhe oppormniry cost and storage cost of high inventory levels. 

However: 

• It must be done carefully to avoid disappointing customers if nor enough goods 
are kept as inventory. 



Tips for success 
Remember that 
only limited 
companies can 
raisecapitalby 
sellingshares­
andthatonly 
publ ic limited 
companies can 
offer shares for 
sale to the public. 

Sources of finance 

Owners' savings 

A sole trader or members of a partnership can put more of their savings i.t1to their 
unincorporated businesses. As we saw in Chapter 4, the owners of these firms are nor 
separate from their businesses and therefore such finance is called internal. 

Advantages include: 

• It should be available to the firm quickly. 
• No interest is paid. 

Howe\'er: 

• Savings may be too low. 
• It increases the risk taken by the owners. 

Revision summary: internal sources of finance 
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INTERNAL SOURCES OF 
FINANCE 

Activity 2 1.3: Paul asks for your he lp 
Paulneedsadviceonsourcesoffinancebeforegoingaheadwithhisbusinessplan 
(Activity21 .2). Explaintohimwhy: 

a) Retainedprofitsarenot,tostartwith,apossiblesourceoffinance. 
b) Hissavingswillbelikelytobeanimportantsourceoffunds. 
c) Sellingoffinventoriesisneverlikelytobeanavailablesourceoffinancetohistaxibusiness. 

External finance 
The most common forms of external finance are as follows. 

Issue of shares 
This source of finance is only possible for lin1ired companies. 

• This is a permanent source of capital which would nor have to be repaid to 
shareholders. 

• No interest has to be paid. 

However: 

• Dividends are paid after tax, whereas interest on loans is paid before tax is 
deducted. 

• Dividends will be expected by the shareholders. 
• The ownership of the company could cl1ange hands if many shares are sold. 



Business finance: needs and sources 

Bank loans 

A bank loan is a sum of money obtained from a bank which must be repaid and on 
which interest is payable. 

• These are usually quick to arrange. 
• They can be for varying lengths of rime. 
• Large companies are often offered low rates of interest by banks if they borrow 

large sums. 

However: 

• A bank loan will have to be repaid cvcnrually and interest must be paid. 
• Security or collateral is usually required. This means the bank may insist that it has 

rhc right to sell some of rhe firm's property if it fails to pay interest or does nor 
repay rhc loan. A sole trader may have to put his or her own house up as security 
on a bank loan. 

Se lling debentures 

These arc long-term loan ccrrificares issued by limited companies. 

• Debentures can be used to raise very long-term finance , for example, 25 years. 

However: 

• As with loans, these must be repaid and interest must be paid. 

Factoring of debts 

A debtor is a customer who owes a firm money for goods bought. Debt factors arc 
specialist agencies that 'buy' the claims on debtors of firms for immediate cash. For 
example, a debt factor may offer 90 per ccnr of an existing debt. The debtor will then 
pay rhc factor and rhc 10 per cent represents the factor's profit - when rhc factor 
collects payment from the debtor. 

• Immediate cash is made available to rhc business. 
• The risk of collecting the debt becomes the factor's and not the business's. 

However: 

• The firm docs not receive I 00 per cent of the value of its debts. 

G ra nts a nd subsid ies from outside agencies 

O utside agencies include, for example, the government. 

• These grants and subsidies usually do nor have to be repaid . 

However: 

• They arc often given with 'strings attached', for example, the firm must locate in a 
paniculararea. 

M icro-finance 

In many low-income developing countries, traditional commercial banks have been 
very unwilling to lend to poor people - even if they wanted the finance to set up an 
enterprise. Banks did not lend because: 



Definitions to 
learn 
Micro-finance is 
providing financial 
services-including 
small loans-to 
poor people 
notservedby 
traditional banks. 

Sources of finance 

• The size of the loans required by poor customers - perhaps a few dollars - meant 
that the bank could not make a profit from the loans. 

• The poorer groups in society often have no asset to act as 'security' for loans -
banks are usually not prepared to take risks by lending without some form of 
security (assets they can sell if the borrower cannot repay). 

Specialist institutions have been set up in most developing countries to meet the 
financial needs of poor people - especially poor entrepreneurs. The most famous 
of these is the Grameen Bank in Bangladesh. These institutions, including postal 
savings banks, finance cooperatives, credit unions and development banks, focus on 
lending small sums of money to people - hence the term micro-finan ce or micro­
credit. 

Case study - 'micro-finance changed my life ' 
ParveenBaji livesin Pakistan. Shehasninechildrenandsheusedtoaskneighboursforfood 
to help feed them all. All it took to turn Parveen's life round was a S70 loan from the Kashf 
Foundation. The loan allowed her to start a jewellery making business which quickly took 
off. Now she also owns a restaurant and a catering business that employs eight people. She 
has repaid the original loan and interest on it. She is able to pay for her child ren to go to 
highschoolandcollege. 'Micro-financehaschangedmylife' Parveensays. 

Activit y2 1.-4 
Read the case study above. 

a) Why do you think that traditional banks would not lend Parveen money for her business? 
b) Explain the benefits that this example of micro-finance has given to Parveen, her family 

and her country. 

Revisio n summary: externa l sources o f fina nce 
bank ban, debentures 
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Activity 21 .5: Paul 's bus iness expands 
Paul's taxi business has now been operating for two years . He wants to expand by buying 
another taxi and employing two drivers on a shift system. 
a) ExplaintoPaulthebenefitsofusingthebusinessprofitstobuythetaxiratherthan 

taking out a bank loan. 
b) WhenwouldyouadvisePaultotakeoutabankloantoexpandhisbusiness7 



Business finance: needs and sources 

Short-term and long-term finance 

Short-term finance 
This provides the working capital needed by businesses for day-to-day operations. 
Shortages of cash in the short term can be overcome in three main ways. 

Overdrafts 

These are arranged by a bank. 

• The bank gives the business the right to 'overdraw' its bank accotmt ( that is, spend 
more money than is currently in the account). 

• The firm could use this finance to pay wages or suppliers but, obviously, it cannot 
do this indefinitely. 

• The overdraft will vary each month with the needs of the business - it is said to be 
a 'flexible' form ofborro,ving. 

• Interest \\ill be paid only on the amount overdrawn. 
• Overdrafts can mm out to be cheaper than loans in the short term. 

H owever: 

• lmcrcst rates arc variable, unlike most loans which have fixed interest rates. 
• The bank can ask for the overdraft to be repaid at very short notice. 

Trade cred it 

This is when a business delays paying its suppliers, which leaves the business in a 
better cash position. 

• It is almost an interest-free loan to the business for the length of time that payment 
is delayed for. 

However: 

• The supplier may refuse to give discounts or even refuse to supply any more goods 
if payment is not made quickly. 

Factoring of debts 
Sec page 261 under 'External finance'. 

Long-term fina nce 
This is finance which is available for more than a year - and sometimes for very 
many years. Usually this money would be used to purchase long-rerm fixed assets, 
to update or expand the business or to finance a takeover of another firm. The main 
sources of long-term finance arc as follows. 

Bank loans 

These arc payable over a fixed period of time. The advantages and disadvantages of 
these have already been considered under 'External finance'. 



Short-term and long-term finance 

Hire purchase 

This allows a business to buy a fixed asset over a long period of rime with monthly 
payments which include an interest charge. 

• The firm does nor have to find a large cash sum to purchase rhe asset. 

However: 

• A cash deposit is paid at rhe start ofrhe period. 
• !merest payments can be quire high. 

Leasing 

Leasing an asset allows the firm to use an asset but it does not have to purchase it. 
Monthly leasing payments are made. The business could decide to purchase rhe asset 
at the end of the leasing period. Some businesses decide to sell off some fixed assets 
for cash and lease them back from a leasing company. This is called sale and leaseback. 

• The firm does not have to find a large cash sum to purchase the asset to start with. 
• The care and maintenance of the asset are carried out by the leasing company. 

Howe\•er: 

• The total cost of the leasing charges will be higher than purchasing the asset. 

Issue of shares 

As we have seen already, this option is available only to limited companies. (See 
Chapter 4 for derails of how sole traders and pannerships can convert to limited 
company scams.) Shares are often referred to as equities -therefore the sale of shares 
is some rimes called equity finance. 

Public limited companies have the ability to sell a large number of shares to the 
general public. These new issues, as they are called, can raise very large sums of 
money but can be expensive to organise and advertise. A rights issue of new shares 
is a very common way for public limited companies to raise additional capital. This 
gives existing shareholders the right to buy new shares in proportion to their current 
holding. This avoids the problem of new shareholders changing the balance of 
ownership. 

See page 261 for the advantages and disadvantages of selling shares to raise finance. 

Long-term loans or debt finance 

Loans differ from share capital in the following ways: 

• Loan interest is paid before rax and is an expense. 
• Loan interest must be paid every year but dividends do not have to be paid if, for 

example, the firm has made a loss. 
• Loans must be repaid, as they are not permanent capital. 
• Loans are often 'secured' against panicular assets. 

The advantages and disadvantages of loans have already been mentioned under 
'Exrernalfinance'. 

Debentures 

See page 262 under 'External finance'. 



Business finance: needs and sources 

Revision summary: over w hat period of time is the finance 
required? 

Actlvityll.6 

~ I/ 
short term 

PERIOD FINANCE IS 
REQUIRED FOR 

long term 

Consider all of the following sources of finance . Are they short-term or long-term sources of 
finance?Copyoutthetableandticktherelevantcolumnforeachsource. 

Source of fin ance Short-te rm Long-te rm 

Overdraft 

Debentures 

Issue of shares 

Four-year bank loan 

Trade credit 

Hire purchase 

Sources of finonce: how business mokes 
the choice 
We now know the main sources of finance available to firms. What factors do 
managers consider before deciding where to obtain finance from? 



Sources of finance: how business makes the choice 

Purpose and time period 
What is rhe finance to be spent on? ls it to be used to pay for fixed assets or is it 
needed to pay for a short-term cash flow crisis/ 

The general rule is to march the source of finance to rhe use that will be made of ir. 

• If the use is long term, for example the purchase of a fixed asset, the source should 
be long term. 

• If the use is short term , for example the purchase of additional inventories to cover 
a busy period, the source should be short term. 

Think about the disadvantages of buying additional invemories, which will only be 
needed for a few months, with a long-term bank loan. Can you see why this would 
be unwise/ What source of finance would be suitable for this? 

Amount needed 
Different sources will be used depending on the amount of money needed. A 
company would not go to the expense of arranging a new share issue if only $5000 of 
capital was needed for a short time period. 

Legal form and size 
Companies, especially public limited companies, have a greater d1oice of sources 
of finance. Issuing shares or debenmres is not an option for sole traders and 
partnerships. TI1ese businesses, if they have plans to expand, may have to depend on 
the savings of their owners - personal capital. They also often have the disadvantage 
of having to pay higher interest rates to banks for loans than large and well­
established companies. 

Case study example - choosing the right source of finance 
Company A sells fashion clothing. It needs S 15 OOO to decorate its shop. A new issue of 
shares would be the wrong choice. This is because the issue of shares is complicated, 
expensive to arrange and would take a long time - the firm wants the shop decorated now! 

Company B owns three restaurants. It plans to take over another restaurant company and 
offersSSmillion. CompanyBalreadyhasa large bank loan. 

Activity2 1.7 
Read the case study above. 

a) Advise Company A on the sources of finance that would be suitable. 
b) Advise Company B on the sources of finance that would be suitable. 
c) In each case, which source of finance would be the most suitable to use? Explain why you 

wouldchoosethissourceratherthantheothersources. 
d) In each case, explain what other information would have been useful before giving your 

advice. 

Control 
Owners of businesses may lose control of that business if they ask other people to 

invest in their firm. Owners may have to decide: what is more important, expanding 
the business or keeping conuol of it? 



Business finance: needs and sources 

Tips for s uccess 
Which is the 
best source of 
finance for this 
business?'isavery 
common question. 
Be prepared 
to analyse the 
advantages and 
disadvantages of 
the main sources 
of capital-and 
give a justified 
recommendation. 

Risk and gearing - does the business a lready have loans? 
An important point about loan capital is that it will raise the gearing of the business -
and this is a common measure of risk that the managers arc taking. The gearing of a 
business measures the proportion of total capital raised from long·tcrm loans. If this 
proportion is very high - say more than 50 per cent - the business is said to be highly 
geared. This is said to be a risky way of financing a business. 

This is risky because interest must be paid on the Joans whether the business is 
making profits or not. When interest rates arc high and company profits are low, the 
firm may not be able to pay all of the inrcrest. The furnrc of the business will be at 
risk. Therefore , banks arc usually reluctant to lend to highly geared businesses which 
may have to use other sources of finance. 

Case study example 

• Asoletrader couldtakeonapartnertobringinextracapital-butcouldthatpartner 
start to take important decisions without the original owner's permission? 

• The directors of a private limited company could decide to 'go public' and sell shares to 
the public. This could raise very large sums of money for the business but would the new 
shareholders own a controlling interest in the business? 

• Anexistingplccouldarrangeanewissueofshares,butcouldthesebeboughtbyjustone 
o r two other companies who may put in a takeover bid? 

These problems could all be overcome by using loan finance instead. 

Ac tivity l l .8 
Readthecasestudyabove. 

a) Would you advise each of these three businesses to use loan capital instead of using the 
sourcesoffinanceoutlinedabove?Explainyouranswer. 

b) Considerallofthesefollowing reasonsfora privatelimitedcompanyneedingfinance. 
Copy out the table below and, for each type of need, fill in the gaps with: 
I) what you consider could be the most suitable source of finance 
ll) thereasonforyourchoice. 

Need for finance 

Plannedtakeoverofanother business 

Temporary increase in inventories 
over the summer 

PurchaseofnewcarfortheChief 

Researchanddevelopmentofnew 
product-tocomeonthemarketin 
fouryears'time 

Costofbuildingmodernfactory 
requi ringmuchlesslandthanthe 
present one 

Most suitable source Reason for choice 



Will banks lend and shareholders invest? 

Revision summary: choosing sources of finance - factors involved 
in the decision 
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Activity 21 .9: Joe's dile mma 
Joe Dagglio has S1S OOO in savings. He wants to buy shares in public limited companies 
becausehehasheardthathecouldearndividendsandmakeacapitalgain if the shares rise 
inprice. Hehasreceiveddetailsafaplcthatisarranginganewissueofshares. Thecampany 
wishes to expand. He makes a nate af the following information. 

• ThecurrentsharepriceisSSbutithasbeenashighasS7. 
• TheaveragevalueafsharesantheStackExchangehasrisenoverthelastyear. 
• ThegearingratioafthecampanyisSSpercent. 
• lnterestratesarelikelytariseinthenextmonthorsa. 
• Thecampanyisofferinghighdividendstoitsexistingsharehalders. 
a) Cansideringallaftherisksandpossiblegains,adviseJaewhetherheshouldbuythese 

sharesarnat. 
b) What ather information wauld yau find helpful in advising Joe? 

Will banks lend and shareholders invest? 
A business can ne\'er be sure of being able to raise finance. Banks often refuse to lend 
to businesses - and shareholders may be reluctant to buy more shares. A business 
owner, especially of a new start-up business, will increase the chances of obtaining 
Joan finance if the following is a\'ailable: 

• A cash flow forecast which shows why the finance is needed and how it will be 
used. 

• An income statement - for the last rime period - and a forecast one for the next. 
These should show the chances of the business making a profit in future. 

• Derails of existing loans and sources of finance being used. 
• Evidence that 'security' is a\'ailable to reduce the bank's risk ifit lends. 
• A business plan to explain clearly what the business hopes to achie\'e in the future 

and why the finance is important to these plans. 

Shareholders are most likely to buy additional shares when: 

• the company's share price has been increasing 
• dividends are high - or profits are rising so dividends might increase in the future 
• other companies do not seem such a good i.t1\•esm1ent 
• the company has a good reputation and has plans for future growth . 
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Revision summary: finance from banks and shareholders 
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International business in focus: Godrej Proper ties 
Indian property developing company Godrej Properties successfully raised over 
USS90 million from the sale of new shares. The founders of this Mumbai based company 
ownednearly84percentofthecompanybeforethesharesale-butonly73percentonce 
theshareshadbeensold. Thelndianstockmarkethasseenrisingsharepricesthisye.arand 
this helped to encourage investors to buy these new shares in Godrej Properties. 

Thecompanyisexpectedtousethefinanceraisedtoreduceitsbankloansandtobuy 
more land for the long-term development of further properties. 

Discussion points 
• Explain whether Godrej Properties raised internal finance or external finance from the 

sale of shares. 
• Why do you think shareholders were so keen to buy these new shares? 
• Explain why the company wanted to reduce its bank loans. 

Long-term finance is needed to pay for these building projects 



Revision checklist 

Exam-style questions - Paper 1 

1 Michelle lost her job when the sugar factory closed. She wanted to start 
her own business making and repairing clothes. All the main banks refused 
Michelle's request for a $100 loan even though she had a business plan. Finally, a 
development bank specialising in micro-finance agreed to lend her the capital she 
needed. That was three years ago - she now employs three other people and is 
planning further expansion of her business. 
a) What is meant by 'micro-finance'? [2) 
b) Identify two reasons why Michelle needed $100 to start her business. [2) 
c) Identify and explain two likely reasons why the high street banks turned 

down Michelle's request for a loan. [4) 
d) Michelle now wants to expand her business further. Identify and explain 

two benefits of using internal sources of finance to pay for this. [6) 
e) Ten years after setting up her business, Michelle converted it into a public 

limited company to raise finance for business expansion. Do you think 
she was right to do this? Justify your answer. [6) 

2 Akram owns a small farm. The income of the business varies greatly during the 
year. The farm makes a small profit but Akram is ambitious. He wants to take 
over a neighbour's farm and increase the range of crops he sells. He thinks that 
he needs long-term finance and plans to take out a bank loan to pay for the 
takeover. He has already borrowed money to buy a new tractor. A friend has 
advised him to form a company and sell shares. 
a) What is meant by 'long-term finance'? [2) 
b) Identify two types of short-term finance Akram could use when farm 

income is low. [2) 
c) Identify and explain two forms of internal finance Akram could have 

used to buy the tractor. [4) 
d) Identify and explain two pieces of information a bank would look at 

before granting a loan to Akram. [6) 
e) Do you think Akram should raise finance for the takeover by forming a 

company and selling shares? Justify your answer. [6) 

Revision checklist 

In this chapter you have learned to: 

• recognise the different reasons why businesses need finance 
• identify sources of finance as being either internal or external and also by the 

period of time for which they are available 
• analyse and compare the advantages and disadvantages of different sources of 

finance 
• analyse a firm's need for funds and make a reasoned choice between the 

different sources of finance available 
• make decisions on whether finance should be provided to a business from the 

viewpoint of shareholders, banks and other institutions. 

NOW - test your understanding with the revision questions on the CD-ROM. 



Cash flow forecasting and 
working capital 

D efinitions to 
learn 
The cash f low of 
a business is the 
cash inflows and 
outflows over a 
period of time. 
Cash inflows 
are the sums of 
money received by 
a business during 
a period of time. 
Cash outflows 
are the sums of 
money paid out by 
a business during 
a period of time. 

This chapter w ill explain: 
• the importance of cash flow to business operations 
• how a cash flow forecast is constructed and how it can be amended 
• how firms can run short of cash and the likely consequences of this 
• how a short-term cash flow problem can be overcome 
• the importance of working capital. 

Why cash is important to a business 
Cash is a liquid asset. This means that it is immediately available for spending on 
goods and services. 

Do you ever run out of cash? Have you ever been unable to pay for goods which 
you need at one particular rime because you did not have enough cash? Have you 
ever borrowed money or incurred bills which you cannor immediately pay? If you 
answered 'yes' to any of these questions, you have already experienced a cash flow 
problem! In business tenns, cash flow means the flow of money imo and out ofa 
business over a certain time period. 

If a business has too little cash - or even runs out ofit completely - it will face 
major problems: 

• unable to pay workers, suppliers, landlord, governmem 
• production of goods and services will stop - workers will not work for nothing and 

suppliers will not supply if they are not paid 
• the business may be forced imo 'liquidation' - selling up everything it owns to pay 

its debts. 

What is meant by cash flows? 
How can cash flow imo a business (cash inflow)? Here are five of the most common 
ways: 

• the sale of products for cash 
• payments made by debtors - debtors are customers who have already purchased 

products from the business but did not pay for them at the rime 
• borrowing money from an external source - this will lead to cash flowing imo the 

business (it will have to be repaid evemually) 
• the sale of assets of the business, for example unwanted property 
• investors - for example shareholders in the case of companies - putting more 

money into the business. 

How can cash flow out ofa business (cash o utflow)? Here are five of the most 
common ways: 

• purchasing goods or materials for cash 
• paying wages, salaries and other expenses in cash 



Definit ions to 
learn 
A cash flow cycle 
shows the stages 
between paying 
out cash for 
labour,materials, 
etc. andreceiving 
cash from the sale 
of goods. 

What is meant by cash flows? 

• purchasing fixed assets 
• repaying loans 
• by paying creditors of the business - other firms who supplied items to the business 

but who were not paid immediately. 

Activity 22. 1: Cash inflows or o utfl ows? 
Copy the table below. For each of the following transactions, tick the correct column to 
indicate whether it represents a cash inflow or a cash outflow for Good Hope Enterprises 
Ltd. 

Cash inflow Cash o utflow 

Purchaseofnewcomputerforcash 

Sale of goods to customers - no credit given 

lnterestpaidonbankloan 

Wages paid to employees 

Debtors pay their bills 

Additionalsharesaresoldtoshareholders 

Creditors/suppliers are paid 

Bankoverdraftispaidoff 

Cash flaw cycle 
The fo11owing diagram will help to explain the link bet\\'een some of the inflows and 
outflows mentioned above - the cash How cycle. It explains why cash paid out is not 
returned immediately to the business. 

The cash flow cycle 

2 rna1erlals. 
wages, refl. et 

3 goodsproduced 

4 good,,dd 

The diagram shows how cash is needed (I ) to pay for essential materials and other 
costs (2) required to produce the product. Time is needed to produce the products 
(3) before they can be sold to customers ( 4 ). If these customers receive credit, they 
will not have to pay suaighraway. When they do pay for the goods in cash (5), this 
money will be needed (1) to pay for buying further materials, etc. (2) and so the 
cycle continues. 

The longer the rime taken to complete these stages, the greater will be the firm's 
need for working capital (see below) and cash. 



Cash flow forecasting and working capital 

Definitions to 
learn 
Pro fi t is the 
surplus after tota l 
costs have been 
subtracted from 
sales revenue. 

The diagram also helps us to understand the importance of planning for cash flows. 
\Vhat would happen if: 

• A business did not have enough cash at stage 1? Not enough materials and other 
requirements could be purchased and so output and sales would full. 

• A business insisted on its customer paying cash at stage 4 because the business was 
short of money/ It might Jose the customer to a competitor who could offer 
credit. 

• A business had insufficient cash to pay its bills such as rem and electricity? It 
would be in a liquidity crisis and it might be forced out of business by its 
creditors. 

These three examples illustrate the need for managers to plan ahead for their cash 
needs so that the business is not pm at risk in these ways. 

W hat cash fl aw is na tl 
Cash flow is not the same as profit. This is an imporram distinction. 

Case study - cash is not same as profit! 
Good Hope Enterprises Ltd records the following transactions over the month of June: 

Goods sold to customers I $40000 I (50% cash; 50% on one month's credit) I 
Costs of goods sold 1 s1sooo l (paidforincash) 

• WhatwasthegrossprofitinJune? 
Sales revenue-costofgoodssold=S25000 

• Assuming the business started the month with no cash, how much cash did it have at the 
endofJune?(lgnoreanyothertransactions.) 
Net cash flow = cash inflow - cash outflow 
S20000(cashsales)-S15000 = SSOOO 

There is a clear difference between the profit made by Good Hope Enterprises Ltd 
and the cash flow over the same period. 

Q. Why is the cash figure lower than the gross profit? 

I 

A. Because, although all goods have been sold, cash payment has been received for 
only half of them. The customers buying the goods on credit will pay cash in later 
months. 

This important example leads to further questions: 

• Can profitable businesses run out of cash? Yes - and this is a major reason for 
businesses failing. It is called insolvency. 

• H ow is this possible/ In a number of ways: 
- allo\\ing customers too Jong a credit period, perhaps to encourage sales 
- purchasing too many fixed assets at once 
- expanding too quickly and keeping a high inventory level. This means that 

cash is used to pay for higher inventory levels. This is often called 
ovenrading. 



Defini t ions to 
learn 
A cashflow 
fo recas t is an 
estimate of future 
cash inflows and 
outflows of a 
business,usually 
onamonth-by­
monthbasis. This 
then shows the 
expected cash 
balance at the end 
of each month. 

Cash flow forecasts 

Case study example 
A business records the following transactions for one month: 

Sales of goods I S45 OOO (50% for cash; 50% on one month's credit) I 
Materials purchased and used I S 12 OOO (all pa id in cash du ring the month) I 

Assume no other transactions. 

Activity 22.l 

a) Calculate the gross profit made by the business in this month. 
b) Calculate the cash held by the business at the end of th is month (assume they had no cash 

atthestartofthemonth). 
c) Explainwhytheanswers toa)and b)aredifferent. 

Revision summary: cash fl ow 

Cash flow forecasts 

/ 

--------------
kxJofco.shconcouseo 
li quidity problem 

We have seen how important cash is to any business. Without sufficient cash to pay bills 
and repay loans, a business may be forced to stop trading by its creditors and banks. It 
is therefore very important indeed for the manager of a business to know what cash will 
be available month by month. A cash How forecast can be used to tell the manager: 

• how much cash is available for paying bills, repaying loans or for buying fixed assets 
• how much cash the bank might need to lend to the business in order to avoid 

insolvency 
• whether the business is holding too much cash which could be put to a more 

profitable use. 

Managers use cash flow forecasts to help them find out the future cash position of 
their business. 

Uses of cash flow fo recasts 
Cash flow forecasts arc useful in the following situations: 



Cash flow forecasting and working capital 

Definitions to 
learn 
Openingcash (or 
bank) balance 
is the amount 
of cash held by 
the business at 
the start of the 
month. 
Net cash flow is 
the difference, 
each month, 
between inflows 
and outflows. 
Closing cash (or 
bank) balance 
is the amount 
of cash held by 
the business at 
the end of each 
month. This 
becomes next 
month's opening 
cash balance. 

Tips for success 
There can be 
slight variations 
in the way 
businesses layout 
their cash flow 
forecasts.The 
examples used 
in this chapter 
willbethesame, 
or very similar 
to,onesused in 

• sraning up a business 
• running an existing business 
• keeping the bank manager informed 
• managing cash flow. 

Case study example 
Cash flow forecast - Good Hope Enterprises Ltd. January to March 2014 ($). Figures in 
brackets are negative. 

January February March 

Cashinflows(A) 

Cash outflows (B) 

Openingbankbalance(C) (5000) 

NET CASH FLOW (D) (= A - B) (20000) 

CLOSING BANK BALANCE(= C + D) (5000) 

Note the following points: 
• apositive netcashflow willincreasetheclosingbankbalance 
• anegativenetcashflow(asinFebruary)willreducethebankbalance 
• each c.losingbankbalance becomesthe openingbank balance forthenextmonth 
• thebankaccountwillbecomeoverdrawninFebruary. 

Starling up o business 

When planning to start a business, the o\\11er will need to know how much cash will 
be needed in the first few momhs of operation. This is a very expensive time for new 
businesses as premises have to be purchased or remed, machinery must be purchased 
or hired, inventory must be built up and advertising and promotion costs will be 
necessary to make consumers aware of the product or service. Many new businesses 
fuil because owners do nor realise how much cash is needed in the first few crucial 
months. A cash flow forecast should help to avoid these problems. 

Keeping the bank manager informed 

Banks provide loans to businesses. However, before bank managers will lend any 
money, they need to see rhe firm's cash flow forecast. This is particularly true of a 
new business, but also for an existing one. The bank manager will need to see how 
big a loan or overdraft is needed, when it is needed, how long the finance is needed 
for and when it might be repaid. 

It is very rare for a bank to lend to a business unless a cash flow forecast is 
produced whid1 shows these factors. 

Managing on existing business 

As seen from earlier examples, it is nor just newly formed businesses which need 
to forecast cash flows. Any business can run out of cash and require an overdraft, 
perhaps because of an expensive fixed asset being bought or a full in sales. Borrowing 
money needs to be planned in advance so rhar rhe lowest rates of interest can be 
arranged. Telling the bank today that a loan is needed tomorrow could lead to the 
bank either refusing rhe loan - because of poor business planning - or charging high 



Cash flow forecasts 

rates of interest. The bank will know that the business has little alternative but to pay 
these interest rates. Iftl1e business exceeds the overdraft limit from the bank without 
informing the bank manager first, the bank could insist that the overdraft is repaid 
immediately and this could force the business to close. 

Manag ing cash Aow 
Too much cash held in the bank accounr of a business means that this capital could 
be better used in other areas of the business. If it seems that the business is likely to 

have a very high bank balance, tl1e accountanr could decide to pay off loans to help 
to reduce inrercst charges. Anotl1er option would be to pay creditors quickly to rake 
advantage of possible discounts. These arc examples of actively managing tl1e cash 
flow of a business. 

Activity 22.3: Using a cash fl ow forecast 
Cash flow forecast for Sierra Promotions Co. January to April 2014 ($). Figures in brackets 
are negative. 

Janua ry Februa ry March April 

Cash inflows: 

Cash sales 

Payments from debtors 

Tota l cash inflows 

Cash outflows: 

Materials and wages 

Rent and other expenses 

Tota l cash outflows 

Opening bank balance 

Ne t cashflow (3000) 

Closing bank ba lance 

a) Calculate values for x,yand z. 
b) Suggest one reason why 'materials and wages' are forecast to be so much higher in 

Marchand April than in the previous months. 
c) In April, cash sales are now expected to be 10 per cent higher than shown. Material and 

wagesareexpectedtobe20percenthigherthanforecast. Amendthecashflowforecast 
forAprilandcalculatethenewclosingcashbalance. 

Case study example 
The manager of Capri Motors Ltd wants to plan the cash flows of the business over the next 
four months. She asks for your help in making a cash flow forecast. She provides you with 
the following information. 
• Forecasted sales are: January S22 OOO; February S25 OOO; March S20 OOO; April S22 OOO. 
• Customers always pay cash. 
• Materials are purchased each month and are paid for in cash. The materials used each 

month are 50 per cent of sales revenue for that month. 
• Other cash expenses (wages, rent, insurance, etc.) are forecast to be: January S4000; 

FebruaryS13000;MarchS15000;AprilS15000. 
• The opening cash balance in January is S2000. 



Cash flow forecasting and working capital 

Activity 22.<I: Creating a cash flow forecast 

Readthecasestudyonpage277. 

a) Explain to the manager the importance of a cash flow forecast. 
b) Using the same structure as in the examples above, draw up a cash flow forecast for this 

business over the four months from January to April. 
c) What do you notice about the closing bank balance in April? What action could the 

manager of Capri Motors Ltd take now that she is aware of this problem? 

Revision summary: cash fl ow forecasts 
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How con cosh flow problems be overcome? 
There are several ways in which a short-term cash flow problem could be overcome. 
These are explained below - and the limitations of each method are outlined too. 

Method of overooming cash How it works 
flow pro blem 

Increasing bank loans Bank loans will inject more Interest must be paid- this will 
cashintothebusiness reduce profits 

Theloamwillhavetoberepaid 
eventually-a cash outflow. 

Delaying payments to Cash outflows will decrease Supplierscouldrefusetosupply. 
supplie rs in the short term Supplier could offer lower 

discounts for late payments 

Asking debtors to pay more Ca1h inflows will increase in Customers may take their 
quitkly-orinsisting on only the!Jiortterm customtoanotherbusinessthat 
'cash sales' stilloffersthemtimetopay-

i.e.tradeaedit 

Delay o r cancel purchases o f Cash outflows for purcha..e The long-term efficiency of the 
capita l equipment of equipment will decrease bminess could decrease without 

up-to-date equipment. 



How can cash flow problems be overcome? 

ln the longer term , a business with cash flow difficulties will have to take other 
decisions to solve the problem. These could include: 

• Arrracting new investors, for example by selling more company shares - bur will 
this affect ow11ership of the business? 

• Cutting costs and increasing efficiency - bur will this be popular with employees 
and could product quality be affected? 

• Developing new products that will attract more customers - this could take a long 
time and needs cash in the short term to pay for development. 

Case study example - Gardene r 's Green 

Manuel Guitano set up in business as a sole trader nine years ago. He called his business Gardener's Green. Manuel 
designs and looksafterthegardensofhotels,officesand largeprivatehouses. Thebusinessisverybusyinthe 
spring, summer and autumn but not very busy in winter. Manuel employs six full-time employees. These employees 
have been with him for the past four years. Experienced gardeners are not always easy to find . Gardener's Green 
has a small amount of land with six greenhouses although there is space for more. Gardener's Green grows about 
SOpercentoftheplantsthatitsuppliestocustomers. Therevenueofthebusinessvariesthroughouttheyear,but 
expenses occur every month. 

Look at the cash flow forecast for the next financial year below. There is a cash flow problem. You have been 
asked by Manuel to consider this problem and make recommendations as to what he can do to solve it. 

Cash flow forecast for Gardener's Green 2014/2015. All figures in brackets are negative. 

Aug . SopL Od. Nov. Doc. Jon. Fob. Ma r. Apr. May Jun. Jui. 
S S S S S 5 S S S S S 5 

'" 376) 



Cash flow forecasting and working capital 

Definitions to 
learn 
Working tapita l 
isthetapital 
available to a 
busine5Sinthe 
short term to pay 
for day-to-day 

Activity 22.S 

a) Why is tash flow foretasting important to managers suth as Manuel? 
b) Who else, apart from Manuel, is likely to be interested in a cash flow fo recast for 

Gardener's Green? Give reasons for your answer. 
t ) Why do some tosts stay the same eath month? Use examples to explain your answer. Why 

do some costs vary each month? Use examples to explain your answer. 
d) Manuel has just been informed that his supplier of p lants and trees will raise prices by 

10 per cent in July 2015. Expla in how the cash flow forecast for Gardener's Green w ill be 
affected. 

e) Manuel wants to improve the cash flow of his business. Suggest three ways to Manuel, 
of improving the cash flow of Gardener's Green. Expla in their advantages and 
disadvantages. Recommend which way he should choose. 

The importance of working capital 
The term working capital refers to the amount of capital which is readily available 
to a business. That is, working capital is the difference ben\'een resources in cash or 
readily convertible into cash and the short-term debts of the business. After smdying 
Chapter 24, you will understand that: 

Working capital = current assets - current liabilities 

Working capital is the life -blood of a business. Having enough working capital assists 
in raising the credit reputation of a business. 

No business can run effectively without a sufficient quantity of working capital. It 
is crucial to retain the right level of working capital. 

A business enterprise with ample working capital is always in a position to take 
advantage of any fuvourable opportunity either to buy raw materials being offered at 
a discount or to implement a customer's special order. 

Working capital may be held in different forms: 

• Cash is needed to pay day-to-day costs and buy inventories. 
• The value ofa firm's debtors is related to the volume of production and sales. To 

achieve higher sales there may be a need to offer additional credit facilities. 
• The value ofinvemories is also a significant pan of working capital. Not having 

enough inventories may cause production to stop. On the other hand, a very high 
inventory level may result in high opportunity costs. 

The overall success of a business depends upon its working capital position. So, it 
should be handled properly because it shows the efficiency and financial strength of 
company. 



The importance of working capital 

International business in focus: dealing with cash flow issues in different ways 
Two busine5Ses in different industries have approached potential cash flow problems in 
different ways. Kodak - formerly the world's biggest supplier of camera film - has since 2003 
cut its workforce by 47 OOO as demand for traditional film collapsed as a result of the 'digital 
revolution' . It also obtained a S950 million loan facility from Citicorp to give it the cash to 
keep it going. 

Kier Group is a huge construction company based in Europe. The end of the property 
boom after the financial crisis of 2008/2009 meant that construction companies had less 
work and were having to wait for payment from customers for longer. Kier started to 
manage its operations to minimise cash outflows. The business has over 80 different 
suppliers for a typical large building project. Kier now holds no or very low inventories and 
demands that all of its suppliers deliver goods and equipment on the day they are needed -
or very shortly before. This means that valuable cash is not held up in inventories that will 
notbeusedforweeks. 

Discussion points 
• Explain how the following had an impact on cash flows: 

I) technologicalchangeforKodak 
11 ) Ending of the property boom for Kier Group. 

• Explain the different ways these businesses tried to resolve a potential cash flow problem. 



Cash flow forecasting and working capital 

Exam-style questions - Paper 1 

1 Bruno manages a hotel. Most of the hotel bedrooms are occupied during the 
main tourist season, which lasts for seven months. The hotel's ma in cash outflows 
are the same each month but food costs and some employee costs increase when 
there are more tourists. Bruno plans to have the hotel redecorated but he does 
not know whether the cost of this will mean the hotel exceeds its overdraft limit. 
The hotel's bank account is overdrawn for several months of each year. 
a) What is meant by 'cash outflows' ? [2] 
b) Identify two li kely cash outflows for Bruno's hotel. [2] 
c) Identify and explain two effects on Bruno's hotel if he offers hotel guests 

credit of one month following a stay in the hotel. [4] 
d) Identify and explain two likely benefits to Bruno of producing a cash flow 

forecast. [6] 
e) Explain the advantages and disadvantages of any two ways in which 

Bruno could improve the cash f low position of the hotel. Which way 
would you advise him to use? Just ify your answer. [6] 

2 Abbas Manufacturing produces wheels for cars. It holds high inventory levels so 
that one-off orders from major car manufacturers can be satisfied quickly. The 
world's big car manufacturers demand long credit periods from their suppliers of 
three months. Bruno has prepared the following cash flow forecast for the next 
three months: 

sooo July August September 

Cash inflows 

Cashfromdebtors'payments 

Sale of old equipment 

Tota l cash in 

Cash outflows 

Materials purchased 

Employee costs 

New computers 

Other costs 

Tota l cash out 

Opening bank balance (75) (25) (180) 

Net cashflow (155) 

Closing bank balance (25) (180) 

a) What is meant by 'net cash flow'? [2] 
b) Identify two reasons why Abbas Manufacturing needs high amounts of 

cash or working capital. [2] 
c) Calculate the values for x and y in the cash flow forecast. Show your 

working. (4] 



Revision checklist 

d) Amend the cash flow forecast for July assuming cash from debtors and 
material costs are going to be 1 O per cent higher than originally forecast. 
Show your working. (6) 

e) Using the cash flow forecast above, advise Abbas Manufacturing on the 
best ways for the business to reduce its bank overdraft (negative closing 
balance).Justifyyouradvice. [6) 

Revision checklist 

In this chapter you have learned: 

• the importance of cash to a business 
• what is meant by cash flow, cash inflow and cash outflow 
• the difference between the profit made by a business and its cash flow position 
• what the cash flow cycle is and how a business might improve its cash flow 

position 
• understand and amend a cash flow forecast 
• what working capital means and why it is important to a business. 

NOW - test your understanding with the revision questions on the CD-ROM. 



@ Income statements 

Definitions to 
learn 
Acoounts are 
the financial 
records of a firm's 

Accountants are 
the professionally 
qualified people 
who have 
respons ibility for 
keeping accurate 
accounts and for 
producing the 
final accounts . 
Flnal atcounts 
are produced at 
the end of the 
financial year and 
give deta ils of the 
profit or loss made 
over the year and 
the worth of the 
business. 

This chapter w ill expla in: 
• why businesses need to keep accounting records such as income statements 
• why profits are not the same as cash 
• why profits are important 
• the differences between gross, net and retained profit 
• what the income statement contains. 

What are accounts and why are they 
necessary? 

Case study example 
Shazad Nidal has been in business for ten months. He is a ta ilor making expensive suits. He 
operatesasasoletrader. 

Imagine what could happen to his business if he failed to keep a written record of all 
financialtransactions,suchaspurchasesandsales . 

• He could sell goods on credit to customers without keeping a record of the sale. As a 
result, he might forget that customers still owed him money. 

• He might order too many raw materials because no record was kept of previous 
orders. 

• He might pay all of the business costs, for example electricity, raw materials and 
wages,onthesamedayandthenfindoutthattherewasnomoneyinthebank. 

• The profits or losses of the business could not be calculated. 
• The government tax collector would not be able to check how much tax Shazad owed - a 

heavyfinecouldbechargedifthetaxisnotpaid . 

Without written financial records, the business would soon be in deep trouble. 

The financial records of a business are called its accounts. TI1ey should be kept up to 
date and with great accuracy - this is the responsibility of the accountants working in 
the Finance deparnnem. 

At the end of each financial year, the accountant will produce the final accounts of 
the business. These will record the main financial results over the year and the current 
worrh or value of the business. 

Limited companies are required by law to publish their final accounts and these are 
much more derailed than those required from non-company businesses, such as sole 
traders and parmerships. 

Recording accounting transactions 
ln most businesses, there are so many transactions each year that it would be very 
rime-consuming to record them all by hand in accounting books. This is one reason 
most organisations now use computers. Computer files store records of all the sales, 
purchases and other financial transactions made by a firm and the information can be 
retrieved or primed out when required. 



Difference between profit and cash 

How o profit is mode 
Profit is an objective for most businesses. In simple terms, profit is calculated by: 

Profit = sales revenue - cost of making products. 

This simple formula introduces the idea that profit is a 'surplus' that remains after 
business costs have been subtracted. If these costs exceed the sales revenue, then the 
business has made a loss. The profit formula also suggests that this surplus can be 
increased by: 

l increasing sales revenue by more than costs 
2 reducing cost of making products 
3 a combination of 1 and 2. 

Why is profit important? 
Profit is important to private sector businesses for several reasons: 

Why pro fitis importa nt Expla nati on 

Reward for e nte rprise Successful entrepreneurs have many important qualities and 
characteristi~andprofitgivesthemarewardforthese 

Reward for ri sk t a king Entrepreneursandotherinvestorstakeconsiderableriskswhenthey 

Sou rce o f fina nce 

Indicato r of s uccess 

providecapitaltoabusine1s - profitsrewardthemfortakingtheserisl::s 
by alla.ving payments to be made (e.g. dividends to shareholder1}. 

These payments provide incentives: to busines1 owners to try to make 
their business even more profitable; to inve1tor.; to put more capital into 
profitablebusine11e1 

Profits after payments to the ov.ners (retained profits) are a vecy important 
§OUrceoffinaocEforbusinesses-thisilllow:sforexpansion{seeChapter21 ). 

Whensornebusinessesare veryprofitable,otherbusinessesornew 
entrepreneursaregivenasignalthatinvestmentintoproducingsimilar 
good1orserviceswouldbeprofitable. lfallbusinesses inanindustryare 
making losse1, this would not be a good 1ignal to set up in that industry I 

In public-sector or state-owned businesses, profit might also be importam. The 
government might set profit as one of the targets to be achieved for these businesses. 
These surpluses could also be used as a source of finance to develop the state-owned 
business or make it more efficient. 

In social enterprises (see Chapter 4 ), profit also has an imponam role to play. 
Social enterprises cannot usually survive tmless they make a surplus from their 
operations b ut profit is not their only objective. The managers of social 
enterprises will wam to balance profit making with other aims such as protecting 
the environment and benefiting disadvantaged groups in society. 

Difference between profit and cash 
Do you recall from Chapter 22 that profit and cash are not necessarily the same? 
Re-read page 274. 

Q: Why is it important to remember this distinction when looking at a business's 
final accounts? 



Income statements 

Definitions to 
leam 

statement is a 
document that 
records the 
income of a 
business and all 
costs incurred to 
earn that income 
over a period of 
time(forexample 
oneyear). ltisalso 
known as a profit 
and loss account 
A gross profit is 
made when sales 
revenue is greater 
than the cost of 
goods sold . 
The sales revenue 
is the income to 
a business during 
a period of time 
from the sale of 
goods or services. 
The cost of goods 
sold is the cost 
of producing or 
buying in the 
goods actually 
sold by the 
business du ring a 
time period . 

A: Just because a business records a profit does nor mean it has plenty of cash. ln 
fact, it could have no cash at all! 

Anempr the following activity to confirm that you understand this important 
point. 

ActivitylJ . I 
Copyandcompletethefollowingtable. 

Pro fi t/ loss 

a) Sells 5000 items for ca1h O S2. Each S2500 {5000 
itemco1tthebusiness S1.50butithas itemsx SO.SO} 
notyetpaiditssuppliers 

Impact on cash 

b) Sells 25 OOO items on credit O $3. Outflow of $50 OOO (sales on 
Payscashtosuppliers(S2peritem} creditbutcashpaidfr,Jsupplies) 

c) Sells 8000 items for cash O S4. S 16 OOO 
Supplierspaidinca1h(S2peritem} 

Understanding income statements 
Income statements (also known as profit and loss accounts ) are importam business 
accounts. They indicate to managers, business owners and other account users, 
whether rhe business has made a profit or loss over a period of time. This time period 
is usually one year bur income statements could be consrrucred monthly too. 
If rhe business is making a profit, managers will want to ask themselves: 

• ls it higher or lower than last year? 
• If lower, why is profit falling? 
• ls it higher or lower than other similar businesses/ 
• !flower, what can we do to become as profitable as other businesses? 

lfrhe business is making a loss, managers will want to ask themselves: 

• ls this a short- or long-term problem? 
• Are other similar businesses also making losses? 
• What decisions can we take to rum losses into profits? 

You can begin to realise why income staremems are so important. 

G ross profit 
\Vhar information do income statements contain? Before we can answer this, we need 
to consider an important concept known as gross profi t - which is profit calculated 
before fixed costs are considered. Here is an example: 

If a business bought $270 OOO worth of goods during rhe year and sold them for 
$450 OOO, the gross profirwould be $180 OOO. 

Gross profit = sales revenue - cost of goods sold 

It is importam to note the following. 

• Gross profit does nor make any allowance for overhead costs or expenses. 
• Cost of goods sold is not necessarily the same as rhe total value of goods bought 

by the business. 



Definitions to 
learn 
A trad ing account 
shows how the 
gross profit of 
a business is 
calculated. 

Understanding income statements 

How is this information presented on an income statement? 
The followin g table shows a simple example with some notes to explain each item. 

It is for a limited company, as these are the only businesses that have to publish their 

lnoome statement fo r XYZ 
Limited 

Fortheyear ending31/10/13 $000 

Sales revenue 

Cost of goods so ld 

Gross p rofit 

The bu5ines5/company name should be shown 
clearly 

Thetimeperiodc:overed bythe inrome 
statement mUl"t be 5hown 

Thi5 i5 the value of good5 mid during the 
year. For example 900 OOO items O 50 cent5 
each 

This is the variable cost (materials and labour 
for example) of making the goods 50/d. For 
example, 900 OOO items costing 30 cents 
each 

Thi5 is the profit made = $450 OOO - $270 OOO 

This section of the income statement is often referred to as the tr.iding account. It 
shows the gross profit made from the normal rrading activities of the business. Why 
do you think it is not a complete income statement? There are several imporram 
items missing from this example: 

• other costs of running the business apart from the variable labour and material 
costs, for example fu:edcosts 

• raxes on profit paid by the company 
• paymem of a share of the profits to owners/ shareholders. 

Ca se study example 
The City Cafe Co. buys cans of drink from a wholesaler for S1 each. It sells them for S2 each. 
City Cafe Co. started the year with 200 cans in stock (opening inventories). It bought in 
1500cans. Attheendoftheyearithad300left(closing inventories). 

1 Howmanycansdidthebusinesssellduringtheyear? 
2 What was the cost to the business of the goods sold? 
3 Whatwasthegrossprofit? 

TheanswerstothesequestionsareasfolloW'l. 

1 Add together the opening inventory and the cans bought during the year: 
200+ 1500 = 1700cans. 
Thebusinessoouldhavesold 1700cansduringtheyear. Weknowthatitdidnotsellthis 
many. How? Because there were closing inventories of 300. Therefore, the business must 
havesold1400cans. 

Tips for wccess Goods sold = opening inventories + purchases - closing inventories 
You should be 2 As the goods were all bought by the business for S 1 each, the cost of goods sold was 
able to make S1400. 
suggestionson 3 Remember: 
how a business Gross profit = sales revenue - cost of goods sold 
might increase its In this example, sales revenue = S2 x 1400 cans sold = $2800 
gross profit. Gross profit = S2800 - S1400 = S1400 



Income statements 

Activity23.l 
Copyandcompletethefollowingtable(allfiguresinS). 

Sales revenue 

a) 3000 

b) 25000 

c) BOOOO 

d) 

Activity 23.3 
Copyandcompletethistable. 

Cost of goods sold Gross profit 

Cost per unit Opening inventories Purchases of goods dosing Cost of goods sold 

a) S3 19900 

b)S2 

rj SS 

d) S1 

Case study example 
This is an example of a typical trading account section of an income statement: 

ABC Ltd. For year ending 31/312013 

Sales revenue $55000 

Opening inventories $10000 

Purchases $25000 

Totalinventory ava ila ble $35000 

Les1closinginventorie1 $12000 

Cost of goods sold $23000 

Gross profit snooo 



Defini tion s to 
learn 
Net profit is the 
profit made by a 
business after all 
costs have been 
deducted from 
sales revenue. 
It is calculated 
by subtracting 
overhead costs 
from gross profits . 
Depreciation is the 
fallinthevalueof 
a fixed asset over 
time. 
Retained profit 
is the net p rofit 
re invested back 
into a company, 
after deducting 
tax and payments 
toowners,suchas 
dividends. 

Understanding income statements 

It is important to note that in a manufucruring business, rather than a retailing one, 
the labour costs and production costs directly incurred in making the products sold 
will also be deducted before arriving at the gross profit total. 

The gross profit is not the final profit for the business because all of the other 
expenses have to be deducted. Costs such as salaries, lighting and rem of the 
buildings need to be subtracted from gross profit. 

N et profit (a lso known os 'profit before tax') 
Net profit is calculated by deducting all expenses and overheads of the business from 
gross profit. Unlike gross profit, net profit will also include any non-trading income , 
such as the rem from an apartment above a shop. 

Case study ex.1.mple 
Newtown Garden Nursery Ltd. Income statement for year ending 31/3/2013 

Gross profit 
Non-trading income 

Wagesandsalarie1 
Electricity 
Rent 
Depreciation 
Selling and advertising expenses 

Net profit 

$12000 
$6000 
saooo 
$5000 
15000 

$;,1 OOO 

$6000 

Depreciation is the fall in the value ofa fixed asset over time. This is included as 
an annual expense of the business. For example , a new truck bought by a building 
firm will full in value with age and use. Each year, tl1is fall in value or depreciation is 
recorded as an expense on the income statemem. 

Reta ined profit 
The retained profit is the profit left, or reinvested back imo the business, after all 
payments have been deducted. 

The income statement for limited companies will also contain: 

• corporation rax paid on the company's net profits 
• the dividends paid out to shareholders (in some years, dividends might be zero ) 
• the retained profits left after these t\\'O deductions 
• results from the previous year to allow for easy comparisons. 



Income statements 

Tips fo r success 

remember 
the important 
differences 
between gross 
profit.net profit 
and retained 
profit. 

Case study exam p le 
Here is a typical income statement for a public limited company (pie). It is in a simplified 
form to help understanding. 

Income statement for Ace Engineering pie for the year ending 31/3/2013 

Sales revenue 
Cost of sales 
Gross profit 

Expenses including interest paid 

Net profit 

Corporation tax 

Profit afte r tax 

Dividends 

Retainedprofitfortheyear 

{SOOO) 

Activity 23.-4: ABC 's retained profi t 

(SOOO) 

a) Using the same pattern as the typical income statement shown above, calculate the 
retained profits of ABC pie for the year ending 31/312013 from the following data (which 
isnotinthecorrectorder!). 

(SOOO) 

Sales revenue 

Tax paid 

Operating expenses 

Cost of sales 

lntere1tpaid 

Dividends 

b) Explain why retained profit is important to ABC's future success. 

Howretainedprofitiscalculated 



Using income statements in decision making 

Revision summary: income statements 

,~~~~'djenoo k,,::;;;;,,~~ 

---------- -------INCOME STATEMENTS 

------- I ----------
,how, pdit/loss nol ca.sh flow usedbyroonogers bcomfXl re lmporn nt fX] rt af acomfXlny', 

M ne,. perlcxroonce p., l)1shedaccoonts 

Using income statements in decision making 
Managers can use the stmcmrc of income sratcmcms to help them in making decisions 
based on profit calculations. !fa manager has to choose whid1 ofrv.'o new pnxlucts 
ro launch, one way of making this decision is to constmct two forccastcd income 

Case study example 
Asif has to decide on which location would be best for a new shop. He has undertaken 
market research and forecasted the costs of these two locations. The information he has 
collected is shown below: 

Forecasted info rmation fo rnext yea r 

5alesrevenue S40000 

Cost of goods sold $16000 

Gross profit $24000 

s 10000 

Other expenses s sooo 

Net profit S9000 

Case study exam p le 
Asifalsoconsideredotherfactorsbeforemakingthefinaldecision: 

S6oooo 

$24000 

S36000 

S16000 

SBOOO 

s 12000 

• Annual rent at Location B is fixed for five years, but only for two years at Location A. 
• A new housing estate is planned to be built just six kilometres away from Location B. 
• A potential competitor has just closed a shop near Location A. 

Asif finally selected Location Bforthenewshop. 

Activity23.S 
Readthecasestudyabove. 

Do you think Asif took the right decision? Justify your answer. 



Income statements 

Tips for success 
Business managers 
o fte n ha ve to 
use calcula tions 
a s part of their 
job - don 't be 
a fra id of business 
calcula tions!This 
book explains a ll 
o f the ca lc ulations 
you will need at 
!GCSE - practise 
allofthe 
examples. Take a 
calcula tor into the 
examination with 
you! 

Case study example - Joe's important decision 
Joe is the new product manager at a chain of take-away food stores. He is planning to 
introduce a new type of 'fast food' - a pizza or a curry. He has two product options but the 
business can only afford to buy the equipment and advertising material needed for one of 
these options. 

He has undertaken some market research and forecasted the main costs for the two 
product options. He has asked you to help him complete the following income statements: 

Forecasts fo r o ne year 

Sales reve nue 

Cost of goods sold 

Gross profit 

Annual equipment costs 

Annual advertising costs 

Other expenses 

Net profit 

Activity 23.6 
Read the case study. 

Pizza opt ion Cur ry o ptio n 

50000 units O $3 40000units0$5 

Unit c~t ofS1 eMh Unitcostof S2each 

S1 3 000 $12000 

$1 5 000 s20000 

S13000 $15000 

a) Write out the two income statements. 
b) Fill in the totals for sales revenueandcostofgoodssold. 
t) Calculate the gross profit and net profit of both product options. 
d) Identify and explain two other factors Joe should consider before making this decision. 
e) Joe finally decides on the curry option. After one year, he finds that profit from this 

product is much lower than expected. Evaluate two ways which Joe could use to try to 
increaseprofitsfromthisproduct. 

International business in focus: Sun Resorts reve"ue and net profit down 
The second largest leisure group in 
Mauritiushasannouncedthatsales 
revenueandnetprofit(beforetax)were 
downlastyear. Totalsalesrevenuefrom 
itshotelandotherleisureoperationswas 
3.137billionrupeesin2010,downfrom 
3.533billionrupeesin2009. Net profit 
fell from 407 million rupees to 226 million 
rupees . However, the company has recently 
reportedthatrevenuesin2011 will be 
higherduetotheopeningofthehuge 
LongBeachdevelopment. Thecompany 
doesnotexpectnetprofittoincrease 
however,duetodifficulttimesforthe 

....... ._ _ __ _. internationaltouristindustry. 

ThefinancialcrisisandfallinglivingstandardsinEuropehavereducetouristnumbers. 
International hotel chains are increasingly using promotional pricing of room prices to 
attractabiggershareofthemarketfortourists,whichisnot,currently,expanding. 

Discussion points 
e WhyareprofitsimportanttoalargehotelgroupsuchasSunResorts? 
• Explain why the company expected revenue to increase in 2011 but not profits . 
• Explain how Sun Resorts could try to increase its profits in future. 



Revision checklist 

Exam-style questions - Paper 1 

1 lkram is a hairdresser. His sales revenue was 1 O per cent higher this year than 
last year. He earned a total revenue of $50 OOO last year. He charged an average 
of $5 for each customer last year and has not increased prices. He buys in 
materials such as shampoo and hairspray and has calculated that the cost is an 
average of $2 for each customer. He estimates that his overhead expenses are 
$1 O OOO this year. 
a) What is meant by 'sales revenue'? [2) 
b) Calculate lkram's sales revenue this year. Show your working. [2) 
c) Identify four costs likely to be included in lkram's annual overhead 

expenses. [4) 
d) Calculate lkram's net profit this year (using your result from b). Show 

your working. [6) 
e) lkram thinks that his net profit next year will be higher if he increases 

average prices to $6 per customer. Do you agree? Justify your answer. [6) 

2 Sue develops new computer games. She has developed two new games but she 
only has the capital to launch one of these. Game A is aimed at young children -
around 6-10 years old. Game Bis targeted at teenagers - around 13-18 years 
old. She has forecasted the following financial information: 

Forecasts for next year 

S;ilesrevenue 3000units OSS 2000units 0 $10 

Co1tofs.ales S1.50perunit $3perunit 

$4000 $9000 

~-•=m~-cl-= ~ 
b) Identify two reasons why retained profit of a company is not the same 

as its net profit. [2) 
c) Identify and explain two ways in which Sue could try to increase sales 

revenue for any one of her existing games. [4) 
d) Identify and explain two other pieces of information that Sue would 

find useful before making a choice between game A and Game B. [6) 
e) Advise Sue which game she should launch. Use calculations to support 

your answer. [6) 

Revision checklist 
In this chapter you have learned: 

• what is meant by accounting information and why it is important 
• why profi t is important to businesses and investors - and that it is not the same 

as cash 
• to explain the differences between such concepts as gross profit, net profit and 

retained profit 
• what the main features of income statements are and how these statements 

can be useful to managers when taking decisions. 

NOW - test your understanding with the revision questions on the CD-ROM. 



~ Balance sheets 

Definitions to 
learn 
The balance sheet 
shows the value of 
abusiness'sassets 
and liabilities 
at a particular 
time. Sometimes 
referred to as 
'statement of 
financial position' . 
Assets are those 
items of value 
which are owned 
bythebusine5S. 
They may be fixed 
(non-current)or 
short-term current 
assets. 
Liabil ities are 
debtsowedbythe 
business. 

This chapte r w ill explain: 
• the main elements of a balance sheet 
• the main classifications of assets and liabilities 
• how to use examples to illustrate these classifications 
• how to interpret simple balance sheets and make deductions from them. 

Balance sheets 
ln rhc previous chapter, we learned how a manager can calculate whether the 
business is making a profit or a loss. This is clearly of great importance. H owever, 
by itself, the income statement docs not tell us how much the business is worth. 
Business owners would be very interested to know how much their business is worth. 
This information, together with other details, is given on the balance sheet. 

The balance sheet is very different from the income statement. The income 
statement records the income and expenses of a business, and the profit or loss it 
makes, over a period of time - usually one year. The balance sheet records the value 
or worth of a business at just one moment in rime - at the end of the financial year. 

A personal balance sheet example will help to inrroducc the basic concept of this 

Case study example - a personal balance sheet 

Sanchez plans to start his own business. A government business adviser asked him 'how much 
money can you put into the business?' and Sanchez had to admit, he d id not really know! 

The adviser asked him for an approximate value of everything he owned including any 
bankaccounts-aswellasanydebtsorloansthathehad. 
Together they made these two lists: 

All items owned by Sanchez All debts owed by Sanchez 

ssoooo Loanonhouse(mortgage)S 18000 

S4SOO Sank loan on car S3000 

Savings $3000 Owes brother s1soo 

Sank account ssoo 
Tota l sssooo To ta l s22soo 

The adviser told Sanchez: 'The total value of what you own is S35S00 more than the value of 
whatyouc,we. Thisdifferenceiscalled'equity'andmeansthatyoucould,theoretically,invest 
this much of your own capital into your new business. Unfortunately, it is not all in a cash form!' 

Business balance sheets follow exactly the same principles. They list and give a value 
to all of the assets and liabilities of the business. It is important to understand these 
terms before the layout of the balance sheet is explained. 

• Assets arc those items of value which arc owned by the business. 

Land, buildings, equipment and vehicles arc examples of non-current or fixed 
assets. They arc likely to be kept by the business for more than one year. Most 
fixed assets, apart from land, depreciate over time so the value of these will full on 
the balance sheet from one year to the next. Intangible assets arc those that do not 
exist physically but still have a value - such as brand names, patents and copyrights. 



T ips for success 
You should take 
every chance 
to apply your 
answers to 
balance sheet 
questions to 
the business in 
the case. For 
example,ifasked 
for'twofixed 
assets of a shop' 
avoid suggesting 
'factory'orflow 
line production 
machines'!ln 
thiscase,shop 
premises and 
delivery vehicles 
are much more 
likely to earn 
marks! 

Tips fo r success 
There is more 
than one 
account ing term 
used for many 
balance sheet 
items(someof 
these are given 
in brackets). 
Cambridge use 
the standard 
international 
terminology 
asusedinthis 
chapter-but may 
give other terms 
aswelltoaidyour 
understanding. 

Balance sheets 

Cash , inventories (stocks) and accounts receivables (debtor customers who owe 
money to the business) arc only held for short periods of time and are called 

• Liabilities arc items owed by the business. Ag3in, there arc t\vo main forms of these. 

Non-current liabilities (or long-term liabilities) arc long-term borrowings which 
do not have to be repaid within one year. 
Current liabilities are amounts owed by the business which must be repaid within 
one year, for example, bank overdraft and accoums payable (suppliers/creditors 
owed money by the business). 

What is the importance of these terms? Refer again to the case srudy above giving 
derails of Sanchez's own personal finances. The value of his assets is greater than the 
value of his debts or liabilities, so he owns wealth. In the case of a business, this wealth 
belongs to the owners; in the case of companies, it belongs to the shareholders. This 
is why the balance sheet is so important to the users of the accounts ( the owners of 
the business). It shov.'S how much wealth or equity the owners have invested in the 
business. They would obviously like to see this increase year by year. 

Total assets - total liabilities = owners' equity (shareholders' funds in a limited 
company) 

Case study exam ple - company ba la nce sheet 
Thisisatypicalbalancesheet,forAceMachinesLtd. Thepreviousyear'sfiguresarealso 
usually shown to allow for easy comparisons. The terms that have not yet been explained 
are looked at in more detail below. 

~Machi=•Ltd.b.t/anc,,sheet a, at3113/2013($000) 

Non-current (fixed)assets 

Land and buildings 
Machinery 

lnventories(stocks) 
Accountsreceivable(debtors) 
Cash 

Cur rent li abilities 

Accountspayable(creditors) 
Bank overdraft 

Non t urrent(long-te rm) liab ilities 

Lon -term bank loan 

Tota l liabilities 

Shareholders'equity(shareholders'funds) 

Share capital 

ProfitandLossAccountreserves 

TOTAL SHAR EHOLDERS' FUNDS/EQUITY 

450 
__lQQ 

50 
_lQ 

140 

440 
_§QQ 

60 

----'-' 
125 

40 _.. 



Balance sheets 

D e finiti o n s t o 
le arn 

Non-current assets 
a re items owned 
by the business 
for more than one 
yea r. 
Current asse ts 
a re owned by a 
busine5Sandused 
within one year. 
Non-current 
liabili t ies a relong­
termdebtsowed 
by the business. 
Currentliabilit les 
a re short-term 
debtsowedbythe 
busine5S. 

Explana tion of balance sheet terms 
• Non -cu rrent and current assets , cu rrent and n on -current liabilities - see 

pages 294- 6. 
• Total assets less total liabilities is always equal to total shareholders' funds or 

equity - otherwise the balance sheet would not balance! 
• Shareholders' equity ( or shareholders' funds ) is the total stun of money invested 

into the business by the owners of the company - the shareholders. This money is 
invested in t\\'O ways: 
- Share capital is the money put imo the business when the shareholders bought 

newly issued shares. 
- Reserves arise for a number of reasons. Profit and loss reserves are retained 

profits from current and previous years. This profit is owned by the shareholders 
but has nor been paid out to them in the form of dividends. It is kept in the 
business as part ofrhe shareholders' funds. 

Activity 24.1 : Unde rstanding b ,llance s heet s 

A Managing Di rector of a company is trying to write out the balance sheet for the business. 
The following items have been listed. You have been asked to help the Managing Director 
byputtingthemallundertheir correctheading. Copyoutthetableandtickthecorrectbox 
for each item. 

Company 
vehicles 

Cash in the 
t ill 

Ten-year 
bank loan 

Ordinary 
share 
capital 

Money 
owed by 

Unsold 
goods 

Factory 
building 

Retained 
profit 

owed to 
suppliers 

Tax owed to 
government 

Current Share 
li abilities current capita l 

liabilities 



Interpreting balance sheet data 

Interpreting balance sheet data 
• Shareholders can see if'their' stake in the business has increased or fallen in value 

over the last 12 months by looking at the 'total equity' figures for two years. 
• Shareholders can also analyse how expansion by the business has been paid for - by 

increasing non -current liabilities (such as Jong-term loans); from retained profits or 
by increasing share capital (sale of shares). If inventories or stocks have been sold 
off to provide capital for business expansion then this will be clear by this figure 
declining on the balance sheet. 

• Working capital can be calculated from balance sheet data. This is a \'cry important 
concept (see also Chapter 22 ). It is also known as net current assets. It is calculated 
by the formula: 

Working capital = current assets - current liabilities 

No business can survive without working capital. It is used to pay short-term 
debts. lfthese debts cannot be paid because the business does not have enough 
working capital, the creditors could force the business to stop trading. 

• Capital employed can also be calculated by using data from the balance sheet. The 
following formula is used: 

Capital employed = shareholders' funds + non-current liabilities 

This is the total long-term and permanent capital of the business which has been 
used to pay for the assets of the business. 

• Balance sheet data can also be used to calculate ratios which are used to assess 
business performance - sec Chapter 25. 

Case study example - using balance sheets 
RefertothebalancesheetforAceMachinesltdonpage295. 

Ace Machines Ltd manufactures washing machines and vacuum cleaners. Over the period 
shownbythebalancesheets,thebusinessinvestedheavilyinnewlT-basedequipmentfor 
its production line. The retained profits of the business have been fal ling in recent years . 

Some shareholders were studying the company's 2013 balance sheet and the following 
questions were raised. 
Q: Thebusinessincreasedthevalueoffixedassetslastyear,buthowwasthisfinanced? 
A:.Thebusinessincreaseditsbankloans,soldnev,,-sharesandretainedprofitwithinthebusiness. 
Q: The value of inventories increased this year. Is this good? 
A:. Probably not if it resulted from not being able to sell a higher level of output to customers. 

Theseinventorieshavetobefinancedsomehow -andthereisanopportunitycosttothis! 
Themoneytiedupininventoriescouldhavebeenusedinotherwayswithinthebusiness. 

Revision summary: balance sheet 
llst,a.s.se!sand l,cl. lilles 

wOO.r1gcapul ­
currentassels-currentl i<Jbi litle, 

.hareholde,ifurds - 1o1olasse11 bti ll ,cb j;11 e, 

ooplalempk,yed ­
.hareldde,ih.oo. + kin~rm li<Jbi li tie, 



Balance sheets 

T ips fo r success 
A balance sheet 
is useful to many 
stakeholder 
groups-to help 
analyse the 
performance and 
financial strength 
of a business. 
They can also be 
compared with 
balance sheets 
from previous 
years or other 
businesses. See 
Chapter25for 
more detail of 
how business 
accounts can be 
analysed. 

Activity 24.l: Using ba lance sheet d.tta 
RefertoAceMachinesLtd'sbalancesheetsonpage295. 

a) Calculate the increase in working capital between the two years shown. 
b) Commentonyourresult. 
c) Whichsourceoffinanceprovidedmostcapitalduring2013: loans.shareissuesorretained 

profit?Explainyouranswer. 
d) Doyouthinkthatthisbusinessshouldreducethevalueofitsinventories?Explainyour 

e) Do you think the shareholders of Ace Machines Ltd should be pleased with the balance 
sheet data? Explain your answer. 

Activity 24.3: Comparing balance sheet data 
KL Co. Ltd and HK Co. Ltd are two businesses that manufacture gifts bought by tourists -
such as pottery and wooden carvings. The following table contains a summary of the two 
companies'balancesheetsfortheyearending31/10/13. 

lnventorie1 
Accounts rece1vable 
Cash 

Total assets 

Current liabilities 

Non-current liabilities 

Total liabilities 

Total assets-total liabilities 

Shareholders' equity: 

Sharec.apital 

Retained profit 

Total!.hareholders'equity 

KL Co.Ltd (SOOO) 

a) Calculatethevaluesforx,yand z. 

HK Co.Ltd (SOOO) 

b) Identify two types of non-current assets that these businesses are likely to own . 
c) ldentifythreeitemsthatarelikelytobeheldasinventoriesbythesebusinesses. 
d) Which company seems to be in a stronger financial position? Use the data above to 

support your answer. 



Interpreting balance sheet data 

International business in foc us: Hayley's balance sheet ~--Hay~ys 

We drive a business portfolio spanning 12 diverse sectors of enterprise . 

--ztllfllllJ 

.... , ...... .. _ .... .._., __ _ _,.....__. ___ ,,._ ..... _ . ..,..... ----11 __ .,_,,... __ .. ____ OIJm ......... ----... --~_.,,_T_ ... ~_ ... ____ _ 
----·""-"--·­___ u,t.Olilll.90 .... __ • ...,. ...... 

''"'·--
Hayley's is one of Sri Lanka's largest public limited companies. It is a very diversified business with divisions operating 
in agriculture, transport, consumer products and aviation. The company has recently completed a contract to install 
lighting at Hambabtota Cricket Ground, it has refurbished the Celyon Continental Hotel and invested in a project to 
generate green electricity from coconut shell charcoal. A summary of the Hayley Group balance sheet is shown below. 

All fi gures in rupees,'000000 

Total assets 

Non-current liabil ities 

Current liabilities 

Total liabil ities 

Totalequity{shareholders'funds} 

Diswssion points 
• Suggest two non-current (fixed) assets that the transport division of Hayley's is likely to own. 
• Suggest why the company increased non-current liabilities (long-term loans) in the period shown above. 
• Do you think that the shareholders in Hayley would be pleased with the 2011 balance sheet? Explain your answer. 



Balance sheets 

Exam-style quest ions - Paper 1 

1 An extract from Acme Builders Ltd latest balance sheet is shown below. During 
the period shown the government increased interest rates -the cost of borrowing 
money. A competitor business is for sale. The owners have asked the directors of 
Acme Builders if they wish to buy the business for $4 million. 

Extract from Acme Builders Ltd balance sheet 

Asat3 1/ 9/2013(Sm) Asat3 1/3/2012(Sm) 

Non-current liabilities 

Totalequity{shareholdersfunds) 

a) What is meant by 'non-current assets'? [2] 
b) Identify two current assets likely to be held by Acme Builders Ltd. [2] 
c) Identify and explain two possible reasons why the company increased its 

value of total equity (shareholders funds) during the period shown. [4] 
d) Identify and explain two ways in which the increase in non-current 

liabilities (long-term loans) might have been used by the company. [6] 
e) Consider how useful the information above would be to the directors of 

Acme Builders Ltd when they decide whether or not to take over the 
competing business for $4 million. Justify your answer. [6] 

2 An extract from Penang Garages pie latest balance sheet is shown below. The 
garage company sells cars and repairs old vehicles. It has many competitors. 

Extract from Penang Garages pk balance ~eet 

All fi g ure s in Sm 

Non-current lia bilities 

Current liabilit ies 

Totalequity(shilreholdersfunds} 

a) What is meant by 'total equity' (or shareholders' funds)? [2] 
b) Identify two current liabilities Penang Garages is likely to have. [2] 
c) Identify and explain two possible reasons why the value of current assets 

has fallen during the period shown. [4] 
d) Identify and explain the usefulness of two pieces of information, other 

than the data above, that a potential shareholder might need to analyse 
before investing in Penang Garages pie. [6] 

e) Do you think that the shareholders of Penang Garages pie would be 
pleased with the information shown above? Justify your answer. [6) 



Revision checklist 

Revision checklist 

In this chapter you have learned to: 

• understand what is meant by accounting information and why it is particularly 
important to business managers 

• list all of the users of a business's accounts and understand their need for 
accounting information 

• explain the main business accounting records and final accounts 
• explain the differences between such concepts as assets and liabilities; current 

and fixed assets. 

NOW - test your understanding with the revision questions on the CD-ROM. 



@ Analysis of accounts 

This chapter w ill explain: 
• how to interpret financial statements by calculating and analysing ratios 
• profitability ratios: gross profit margin; net profit margin; return on capital 

employed 
• the concept of liquidity and liquidity ratios: current ratio; acid test 
• how accounts are used; by which groups and their different needs 
• how users of accounts can use ratio results to help make decisions. 

Analysis of published accounts 
The company accounts we have smdied contain a great deal of information. These 
published accounts of limited companies are made available to all those interested 
in the performance of the business. There arc many stakeholders who will analyse 
company accounts. \Ve must now look at how these accounts can be used and 
analysed to give the information these groups need. 

Q: What is meant by 'analysis of accounts'? 
A: It means using the data con rained in the accounts to make some useful 

observations about the performance and financial strength of the business. 
Without 'analysis of accounts' it is often impossible to tell whether a business is: 

• performing better this year than last year 
• performing better than other businesses. 

Tips for success Case study example 
You should be Consider these results for two food retailing companies: 
able to explain 
why just one 
figure taken from 
the accounts of a 
business tells us 
very little about 
the performance 
or final strength 
ofthatbusine5S. 

I Freshfoods pie IFoodstoreple 

Netprofit{2013) I SJooooo I S30000 

Whatconclusionscanbedrawnfromthe5efigures7 

• Is Freshfoods pie much more succe5Sful than Foodstore ple7 You may think so just from 
these figures. 

• Is the management of Freshfoods pie ten times more efficient than the management of 
Foodstoreple7 

• lsfreshfoodsplemakingmuchbetteruseofitsassetsthanitscompetitoris7 
• Is the profit margin made on each item sold much higher in one company than the other? 

Definite answers to these questions cannot be given unless other information is considered. 
Take,forexample,thetotalvalueof capita l employed bybothofthesebusinesses: 

I Freshfoods pie IFoodstoreple 

Capitalemployed{2013} I S900000 I S60000 

Which company seems to have made more efficient use of the capital invested? We need to 
compare net profit made with capital employed in each company. 

Foodstore pie has made S30 OOO profit from an investment of S60 OOO and Freshfoods pie 
has made S300 OOO profit from an investment of S900 OOO. By comparing two figures from 
the accounts, Foodstore pie appears to have achieved a better performance even though its 
overall levelofprofitsislower. 



De finitio ns to 
leam 
Liquid ity is 
the ability of a 
business to pay 
back its short-term 
debts. 
Caplta l employed 
is shareholders' 
equity plus 
non<urrent 
liabilities and 
is the tota l 
long-term and 
permanent capital 
invested in a 
business. 

Analysis of published accounts 

It is impossible to tell which of these businesses is more profitable without analysing their 

This example shows how importanr it is to use more than one figure from the 
accounts when uying to assess how a business is performing. Comparing nvo figures 
from the accounts in this way is called ratio analysis. This is a very important way of 
analysing the published accounts. 

Ra ti o analys is of accounts 

There are many ratios which can be calculated from a set of accounts. This chapter 
concenuates on five of the most commonly used. These ratios are used to measure 
and compare profitability ( or performance ) and liquidity of a business. 

Profitability ratios 

Three conmmnly used profitability ratios arc: 

l Return on capital employed (ROCE). 
This is calculated by the formula: 

Net profit x 100 
Capital employed 

Case study example 
ABC Computing Ltd made a net profit of S280 million in 2013 and its capita l employed was 
S1065million.ltsreturnoncapitalemployedin2013was: 

Net profit 

Capital employed 

- ~ x 100 
1065 

Thismeansthatin2013,thecompanymadeareturnonthecapitalemployedinthebusiness 
of26.3percent. Thehigherthisresult,themoresuccessfulthemanagersareinearning 
profit from capital used inthebusiness. lfthispercentageincreasesnextyear, it means that 
the managers are running the business more efficiently - making higher profits from each 
dollar investedinthebusiness. 

This result should now be compared with other years and other companies to see if the 
managersarerunningthebusinessmoreefficientlyornot. 



Analysis of accounts 

2 Gross profit margin. 
This is calculated by the formula: 

Gross profit 
Gross profit margin (%) - ---x 100 

Sales revenue 

Case study example 

ABC Computing Ltd made a gr= profit in 2013 of S400 million. Total sales revenue was 
S1300million. 

Gross profit margin = 
1
::

0

0 
x 100 

This means that on every S 1 worth of goods sold, the company made on average 30.8 cents 
gross profit. Donotforgetthatthisisbeforeotherexpenseshavebeendeductedand is not 
the final profit of the company. Again, this result needs to be compared with other years 
and other companies. 

lfthispercentageincreasesnextyearitwouldsuggestthat: 

• prices have been increased by more than the cost of goods have risen 
or that 
• costsofgoodsboughtinhavebeen reduced. Possiblyanewsupplierisbeingusedor 

managershavenegotiatedlowercostprices. 

3 Net profit margin (also known as profit margin). 
This is calculated by the formula: 

Net profit 
Net profit margin (%) - ---x 100 

Sales revenue 

Case study exam p le 

ABC Computing Ltd made a net profit of S240m in 2013. 

Net profit margin = ~ x 100 
1300 

The company made 21 .5 cents net profit on each S l's worth of sales. This is lower than the 
gross profit margin because all other expenses including interest have been deducted from 
gross profit to arrive at net profit before tax. The higher this result, the more successful the 
managers are in making net profit from sales. What could this result be compared with? 
Again, it should be compared with with other years and other companies. 



Analysis of published accounts 

Profitability rati os - w hat do they tell us? 

One profitability ratio result is not very usefol. When a ratio result is compared with 
others, then some effective analysis can be done. Here are some examples taken from 
the same business: 

Ra tio results 

Gross profit margin 

Net profit margin 

Return on capital 
employed: 

2012 - 10% 

Observatio n 

Thismeansthatthegross 
profitoneach Slofsales 
hasincrea'i!!d. 

Thismeansthatthenet 
profitoneach$1ofsales 
has fallen - even though 
gro11profitmarginha1 
increa'ied. 

Theprofitmadeforeach 
$1investedinthebusine11 
has fallen 

Ana lys is 

Thebusines1ismoresua:essfulatrnnverting 
sales into profit. Either the price of goods has 
increa'i!!d(bymorethancosts}orthecostof 
goods sold hasfallen(butpricehas not been 
reducedatallornotbyasmuch} 

The business is less IDC:cessfulatconverting 
sales into net profit. The overhead/fixed costs of 
thebusinessmusthaveincreasedsignific.antly 
duringtheyear-reducingthecompany~net 
profitcomparedtosalesrevenue 

Thismustbebecauseeithernetprofithasfallen 
orcapitalemployedhasincreased.lfcapital 
employedhasincreased,thi1couldmeanthat 
themanager:softhebusinesshaveinvested 
more,hopingtomakehigherprofitinfuture. 

Activity 25. I: ABC Com putin2 Ltd - profitabili ty 

ABC Computing Ltd -2012 accoun ts s ummary Sm 

Sales revenue 

Gross profit 

Net profit 

Capital employed 

a) Using the 2012 accounting information above for Ace Computing Ltd calculate: 
• returnoncapitalemployed 
• grossprofitmargin 
• netprofitmargin. 

b) Refer to your results and the case studies on pages 303-4. Do you feel that the company 
performedbetterin2012or2013?Givereasonsforyouranswer. 



Analysis of accounts 

Defin itio ns to 
learn 
Illiquid means 
that assets are not 
easily convertible 
into cash. 

The concept of liquidity 
This measures a very important feamre of a business. Liquidity is the ability of 
a business to pay back its short-term debts. If a business cannot pay its suppliers 
for materials that are importam to production or if the business cannot repay an 
overdraft when required to, it is said to be illiquid . The businesses it owes money to 
may force it to stop trading and sell its assets so that the debts arc repaid. 

Liquid ity rati os 
Two commonly used liquidity ratios are: 

l Currentratio 
This is calculated by the formula: 

Curremassets 
Current ratio - ----­

Current liabilities 

Case study example 
ABC Computing Ltd had current assets valued at S125 million in 2013 and current liabilities 
ofS100million. 

125 
Currentratio =-= 1.25 

100 

This result means that the business could only just pay off all of its short-term debts from 
currentassets. Thisisanacceptableresultbutareally'safe'currentratiowouldbebetween 
1.5and2. lfthecurrentratioislessthan 1, itwouldmeanthatthebusinesscouldhavereal 
cash flow problems. It could not pay off its short-term debts from current assets. 

More effective analysis of liquidity is possible if results for previous years and other similar 
businessesareavailable. lfthecurrentratioisveryhigh,sayover2.0,itcouldmeanthattoo 
muchworkingcapitalistiedupinunprofitablecurrentassets. 

Thecurrentratioisusefulbutitassumesthatallcurrentassetscouldbeturned into 
cash quickly. This is not a lways the case. For example, it might be very difficult to sell all 
inventories in a short period of time. For this reason a second liquidity ratio is used. 

2 Acid test or liquid ratio 
This is calculated by the formula: 

Curremassets - invemories 
Acid test ratio= -------

Current liabilities 

Case study example 
ABC Computing Ltd had S50 million of inventories at the end of 2013. Its acid test ratio can 
now be calculated: 

Acid test ratio = ~ = 0.75 
100 

A result of 1 would mean that the company could just pay off its short-term debts from its 
mostliquid assets .Thisisusuallyconsideredtobeanacceptableacidtestresult. Thisresult 
of 0.75 means that it cannot do this . This might be worrying for the management and steps 
mayhavetobetakentoimprovetheliquidityofthebusiness-forexample,reducethe 
levelofinventoriesbysellingsomeforcash. 



T ips fo r success 
You should be 
able to explain 
why just one ratio 
result is of limited 
use in analysing 
the performance 
or liquidity of a 
business. 

Uses and users of accounts 

Liqu id ity rati os - w hat can they tell us? 

One liquidity ratio resulr is not \'ery useful. When a ratio resulr is compared with 
others, then some effective analysis can be done. Here are some examples taken from 
the same business: 

Ratio results 

Current ratio 1.0-2013 

Current ratio 1.S-2012 

Current ratio 1.75 - 2013 

Acidtestratio0.5-2013 

Observation 

The current ratio has 
fallen during 2013. 

The current ratio is 
acceptable and much 
higher than the acid 
test ratio 

Analys is 

This could be because the business has 
bought and used many more supplies, 
butnot yet paidlorthem.ltrnuldal'iObe 
becausethebminesshasusedc;ashtop;iy 
for fixed assets 
Thebusine11haslowliquidityandneeds 
toincreaserurrentassetsorreduc:ecurrent 
liabilities . 

Theacidtestratiomightbetoolow-the 
businessmightbeatrisl::ofnotbeingable 
topayit.s!.hort-termdebtsfromitsliquid 
asset1-c.a!.handaccountsreceivable 
(debtors) 
Thegreatdifferencebetweenthetwo 
result1isbecauseofarelativelyhighlevelof 
inventories 

Activity 25.2: ABC Computing Ltd - liquidity 

ABC Computing Ltd - 2012 accounts summary I Sm 

1 135 

Inventories I 40 

Currentliabilities I 95 

a) Using the information above for ABC Computing Ltd, calculate the follow ing ratios for 
2012: 

• acidtestratio . 
b) Do you think the management of ABC Computing should be sati sfied with the liquidity 

of the company? Justify your answer using your resul ts from a) and the 2013 results 
on page 306. 

Uses and users of accounts 
Who uses the accounts of a business? Which groups would analyse a company's 
accounts, such as by calculating ratios? As it is only the accounts of public limited 
companies that have to be published, we shall concentrate on the uses and users of 
these . T he following groups have an interest in a public limited company's accounts 
and the ratios based on them. 



Analysis of accounts 

User o f acco un ts 

Managers:theywillbeable 
tohavemuc:hmoredetailed 
and frequent accounting 
informationthananyofthe 
other groups 

Shareholders:limited 
companies are owned by 
shareholders and they have 
alegalrighttoreceivethe 
published accounts each 

Creditors: theseareother 
businesses which have 
supplied goods to the 
company without yet 
receiving payment. 

Banh:thesemayhavelent 
money to the company on a 
short-or long-term basis 

What they use theaccountsfor 

Theywillusetheaccountstohelpthemkeepcontroloverthe 
performanceofeachproductordivisionofthebusiness.Manager.; 
willbeabletoidentifywhichpartsofthebusinessareperforming 
well or poorly. 
Accounting data will help in deci1ion making, for example whether to 
expandthebusines:5,changepricelevelsorclosedownaproductor 
divisionthi!tisnotdoingwell 
Managers will c.alrulate accounting ratios too. Ratio1 are very u5eful 
and a quick way for managers to compare their company's profit 
performance and liquidity. Ratio resul15 may be compared with: 

• otheryear.; 
• other businesses 

It is important to compare accounting ratios in these ways. One ratio 
result on its own meam very little. Consider thi1 example· 
HurtwoodTrading Co. Ltd return on capital employed 2013 - 12%. 
Is this a good or a bad result? This question can only be answered by 
managerslool::ingatpastresultsandothercompanie:5.Forexample, 
here is some additional information: 
HurtwoodTrading Co. Ltd return on capital employed 2012 - S 8% 
We1tbayTrading Co. Ltd return on capital employed 20013- 20%. 
Now the managers of Hurtwood Trading can make realistic 
comparisons. Their company is performing more effectively than in 
thepreviousyearbutitstillneedstoimprovefurthertoequalthe 
performance and profitability of one of the company's doses! rivals 

Shareholders-andpotentialinvestors-wanttoknow,fromthe 
income statement, how big a profit or loss the company made. The 
profitability ratio results will be compared with last year's. The higher 
theprofitabilityratioresultsare,themorelikelyshareholderswillwant 
to invest by buying more shares in the company. They will want to 
know, from the balance sheet, if the business is worth more at the 
endoftheyearthanitwasatthebeginning.Theywillal50asseuthe 
liquidityofthebusiness - theydonotwanttoinvestinacompany 
withseriou1cashorliquidityproblem1 

Thebalancelheetwillindicatetocreditorsthetotalvalueofdebts 
thatthecompanyhastopaybackandthec.ashpositionofthe 
company. 
liquidityratios,especiallywhencomparedwiththepreviousyear,will 
indicatetheabilityofthecompanytopaybackallofitscreditor1on 
time. 
lfthe1eresultssuggestthecompanyhasaliquidityproblem,1uppliers 
may refuse to supply goods on credit. 

Theywillusetheaccountsinasimilarwaytocreditors.lfthebusine11 
1eem1 to be at risk of becoming illiquid, it is unlikely that a bank will 
bewillingtolendmore. 

Thegovernmentandthetaxofficewillwanttocheckontheprofit 
tax paid by the company. If the company is making a loss, this might 
be bad news for the government's control of the whole economy, 
especially if it means that workers' jobs may be lost 

{continued) 



Limitations of using accounts and ratio analysis 

User of atcounts W ha tthey use theattounts for 

Workers and trade uniom WOO:ers and trade unions will want to assess whether the future of 
the company is secure or not. In addition, if managers are saying that 
'they cannot afford to give workers a pay rise' it would be useful for 
workersandunionstoassesswhethertheprofitsofthecompanyare 
increasing or not 

Other bminesse1 ~ especially The managers of o ther companies may be considering a bid to take 
those in the same industry over the company or they may just wi!.h to compare the performance 

ofthebusinesswiththatoftheirown. 
Otherbusine11eswillcomparetheirperformanceandprofitability 
withothersinthesameindustry. 

All of these users of accounts need to remember rhar ratio analysis does nor provide 
'all rhe answers' to the many questions they have about the performance and financial 
srrengrh of a business. 

Limitatians of using accounts and ratio 
analysis 
• Managers will have access to all accounts data - bur rhe external users will only be 

able to use the published accounts which contain only datt required by law. 
• Ratios are based on past accounting data and may not indicate how a business will 

perform in the fumre. 
• Accounting data over time will be affected by inflation ( rising prices), and 

comparisons between years may be misleading. 
• Different companies may use slightly different accounting methods, for example 

in valuing cl1eir fixed assets. These different methods could lead to different ratio 
results, therefore making comparisons difficult. 

Revision summary: business accounts 
rroooge<5usehamlo,1aking rronoger,i usethemlorcont~ ll ng 

doc1,1arn ~ / ofab.isiress 

USERS OF IUSINESS ACCOUNTS 

/ ~ 
usedby.SOO rehold,m,cred iia<s, go,emment, otl-ercomfXlnlesuse tfemlo, 
1ochedooc001fXlnype<fcxroooce COOlfXl rlngperfom,aoce 



Analysis of accounts 

T ipt: for success 
Be prepared 
to explain 
why different 
stakeholder 
groups will find 
useful information 
from a company's 
published 
accounts-and 
why ratios will 
help in the 
analysis of these 

C ase study example - using ratios to he lp make decisions 
Gloria Hotels is a public limited company that owns three hotels in the capital city. The 
touristindustryinthecountryisexpandingbuttherearemanycompetinghotelcompanies 
in the capital city. The company accountant has calculated the following ratio results from 
the latest published accounts: 

Gloria Hote ls pie 

Return on capital employed 17% 

Gro~sprofitmargin 

Net profit margin 

Current ratio 

Acid test ratio 

Activity2S.3 
Readthecasestudyabove. 
a) Do you think the management of Gloria Hotels should be satisfied with the profitability 

ofthecompany?Justifyyouranswer. 
b) Explain why comparing these ratio results with other hotel companies would be useful 

for Gloria Hotels management. 
c) Do you think that Gloria Hotels' bank and creditors should be satisfied with the liquidity 

ofthecompany?Justifyyouranswer. 
d) Suggest and explain two ways in which the management of Gloria Hotels could increase 

the profitability of the company. Which way would you recommend and why? 
e) Suggest and explain two ways in which the management of Gloria Hotels could increase 

the liquidity of the company. Which way would you recommend and why? 

Revision summary: ratio analysis 
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Limitations of using accounts and ratio analysis 

International business in focus : BP pie 

BP is one of the world's largest oil companies. But is it also one of the most profitable? 
Ratio analysis of the company's accounts leads to some interesting results - which can be 
comparedwithotherbusinessesinthesamemarketsector. 

ln2011BP'sretumoncapitalemployedwas21 .33% -substantiallyhigherthanthe 
average for the sector of 11 .21% . The net profit margin was 6.84% which was a higher 
resultthanin2010andalsoslightlybetterthanoneofitsmainrivals,Royal Dutch Shell 
whichrecordedanetprofitmarginof6.58%. 

Is BP's profitability at the cost of low liquidity? It does not appear to be the case. In 2011 
the company recorded an acid test ratio of 0.85 and a current ratio of 1.16- both higher 
resultsthanthoserecordedfouryearspreviously. 

Will BP be able to maintain profitability and liquidity at times of world economic 
problemsandrisingoilprices? 

Discussion points 
• Which groups of BP's stakeholders would be interested in these ratio results and why? 
• Explain why it is important to compare ratio results with those of other years and other 

similar companies 



Analysis of accounts 

Exam-style questions - Paper 1 

1 The table below is an extract from the accounts of Triton Canning Ltd, a food 
canning and processing business. The company sells its products to the three 
main supermarket groups in the country. 

2013(Sm) 2012(Sm) 

Gross profit 

Net profit 

Sales revenue 

Capital employed 

a) What is meant by 'capital employed'? [2) 
b) Identify two possible reasons why sales revenue has increased. [2) 
c) Identify and explain two possible reasons why gross profit has increased. [4) 
d) Identify and explain two ways in which Triton Canning's management 

could increase net profit. [6) 
e) Do you th ink the management of Triton Canning should be satisfied 

with the profitability of the company? Calculate the return on capital 
employed ratio for both years to support your answer. (6) 

2 The table below is an extract from the accounts of Hi Fashion Ltd. This is a 
private limited company that sells quality fashion clothes. It purchases from some 
leading manufacturers. It recently started offering its customers two months' 
credit. However, sales have been falling due to increased competition. The bank 
manager is worried about the liquidity of Hi Fashion Ltd. 

2013 (SOOO) 2012($000) 

Inventories 

Current liab ilities 

a) Whatismeantby'liquidity'? [2) 
b) Identify two likely current assets of Hi Fashion, apart from inventories. [2) 
c) Identify and explain two possible reasons why the current liabilities of 

the business are increasing. [4) 
d) Identify and explain why any two stakeholder groups, apart from the 

bank, would be interested in Hi Fashion Ltd's accounts. [6) 
e) Do you think the bank is right to be worried about Hi Fashion Ltd's 

liquidity? Use ratios to support your answer. [6) 



Revision checklist 

Revision checklist 

In this chapter you have learned: 

• why ratios are important in analysing accounts 
• how to calculate gross profit margin and understand the result 
• how to calculate net profit margin and understand the result 
• how to calculate return on capital employed and understand the result 
• how to calculate the liquidity ratios - current ratio and acid test ratio - and 

understand the results 
• which groups use analysis of business accounts and ratio analysis and how 

these can help make decisions. 

NOW - test your understanding with the revision questions on the CD-ROM. 



Financial information and financial decisions 

Financial information and financial deci sions : 
end of section case study (Paper 2 style) 

Fruity Smoothies 

( ~ .~ 
I -

Fruity Smoothies is a public limited company which produces a range of fruit smoothies. 
The business operates in many d ifferent countries across the world. Fruity Smoothies 
is a successful company but the Directors want to increase its market share of the fruit 
smoothies global market . 

The following two ways of increasing market share have been identified: 

• Option 1: Increase sales of its most popular brand of smoothies by selling it in five new 
countries. The investment required to get the smoothies launched into new markets is 
estimated to be SSO million. This includes market research, marketing campaigns and 
building factories to produce the fruit smoothies in the other countries. 

• Option 2: Take over a competitor which sells a different range of brands of smoothies. The 
cost of the takeover to buy all the shares in the company is estimated to be S160 million. 

Appendix 1 
Summary of financial information for Fruity Smoothies 2013 

Existing business Smper year 

Capital employed 

Sales revenue 

Gross profit 

Net profit 

Option1 Smper year 

Predic:tedi.alesrevenuefromfivemorecountries 

Fixedcruts 

Variablecostsfor additionalsale1 

Option2 Smper year 

Predictedi.ale1revenuefromcompetitors'1ales 

Fixedco1ts 

Variable costs of competitor 



Financial information and financial decisions: end of section case study {Paper 2 style) 

Appendix 2 
Information on Country X and Country Y 

CountryX Country Y 

Average income per head $6000 S40000 

Population 

Competitors'sales S20mperyear S200000peryear 

Cliffiilte Seasons{hot insummerand Hot a ll year round 
roldinwinter) 

Averagewilgerate S2 per hour S20 per hour 

Ur.employment rate 

low high 

1 a) Identify and explain, usingexamples,thedifferencebetweenfixedcostsand 
variablecostsforFruitySmoothies. [8] 

b) Using the information in Appendix 1, consider the two options for increasing the 
market share of Fruity Smoothies. Recommend which one of the two options the 
Directors should choose. Justify your choice using appropriate calculations of 
profitability ratios . [12] 

2 a) 8oth0ption 1 and0ption2requirescapitalfortheexpansion. ldentifyandexplain 
fo ur suitable sources of finance the Directors of Fruity Smoothies could use. [8] 

b) Fruity Smoothies might take over a competitor which sells fruit smoothies. Consider 
how important the competitors' balance sheet and income statement would be in 
helping the Directors of Fruity Smoothies decide whether to take over the 
competitor. Justify your answer. [12] 

Optio na l questio ns 
3 a) The Directors of Fruity Smoothies want to increase its market share. Identify and 

explain two other aims the Directors might have for the business. [8] 
b) If Fruity Smoothies try to sell their smoothies in several new countries they will 

have a number of problems to overcome. Consider th ree problems for the business 
when entering a new market in a different country. Do you think each of these 
problems can be easily overcome? Justify your answer. [12] 

4 a) Fruity Smoothies sells a wide range of branded smoothies. Identify and explain 
two ways that Fruity Smoothies could create a brand image for a new fruit drink 
aimed at teenagers. [8] 

b) Fruity Smoothies is considering building a new factory to produce and sell fruit 
smoothies in one of the two countries shown in Appendix 2. Consider the 
advantages and disadvantages of the two countries. Recommend which country 
theyshouldchoosetobuildthenewfactory. Justifyyourchoice. [12] 





Government economic objectives 
and policies 

Definit ions to 
learn 
lnflation isthe 
increase in the 
average price 
level of goods and 
services overtime. 
Unemployment 
exists when 
people who are 
willing and able to 
work cannot find 
a job. 
Economic growth 
is when a country's 
Gross Domestic 
Productincreases­
moregoods 
and services are 
produced than in 
the previous year. 
The balance of 
payments records 
the difference 
between a 
country's exports 
and imports. 
Rea l income is the 
value of income, 
and it falls when 
prices rise faster 
than money 

This chapte r w ill explain: 
• government economic objectives 
• the main stages of the business cycle 
• the tax and spending changes that governments can make 
• the interest rate changes that governments can make 
• the impact these changes have on businesses and how they can react to these 

changes. 

Government economic objectives 
Most governments have rhc following economic objectives: 

• low inttation 
• low unemployment 
• economic growth 
• balance of payments between imports and exports. 

Low infla tion 
Inflation occurs when prices rise. Low inflation is an important objective. When 
prices rise rapidly it can be serious for rhc whole counuy. These arc rhc problems a 
counuy ,viii have if there is rapid inflation: 

• Workers' wages will nor buy as many goods as before. This means that people's 
real incomes ,viii full. Real income is the value, in terms ofwharcan be bought, 
of an income - if a worker rcc.cives a 6 per cent wage increase bur prices rise by 
10 percent in rhc same year, then the worker's real income has fallen by4 per 
cent. Workers may demand higher wages so that their real incomes increase. 

• Prices of the goods produced in rhc country will be higher than those in other 
coumrics. People may buy foreign goods instead. Jobs in that country will be Jost. 

• Businesses will be unlikely to want to expand and create more jobs in the near 
future. The living standards arc likely to fall. 

Therefore low inflation can encourage businesses to expand and it makes it easier for 
a counuy to sell its goods and services abroad. 

Highratesofinflationreducereal incomes 



Government economic objectives and policies 

D efinitions to 
learn 
Gross Domestic 
Product (GDP) is 
the total va lue of 
output of goods 
and services in a 
country in one 

Tips fo r success 

You will not be 
asked questions 
about the 
economy of your 
own country. 
However,itisa 
good idea to find 
out about g rowth, 
inflation and 
unemployment 
rates in your 
country. 

Low unemployment 
When people want to work but cannot find a job, they are unemployed. These are 
the problems unemployment causes: 

• Unemployed people do not produce any goods or services. The total level of 
output in the country will be lower than it could be. 

• The government pays unemployment benefit to those without jobs. A high level 
of unemployment \viii cost the government a great deal of money. This cannot be 
spent on other things such as schools and hospitals. 

Therefore, low unemployment will help to increase the output of a country and 
improve workers' living standards. 

Highunemploymentreducesoutputandcanreducelivingstandards 

Economic growth 
An economy is said to grow when the total level of output of goods and services 
in the country increases. The value of goods and services produced in a counrry in 
one year is called gross domestic product (G DP). When a counuy is experiencing 
economic growth, the standard of living of the population is likely to increase. 
When a country's GDP is fulling there is no economic growth. The problems this causes are: 

• As output is falling, fewer workers are needed and unemployment will occur. 
• The average standard of living of the population - the number of goods and 

servic.es they can afford to buy in one year - will decline. ln effect, most people will 
become poorer. 

• Business owners will nor expand their firms as people will have less money to spend 
on the products they make. 

Economic growth, however, makes a country richer and allows living standards to rise. 

be fo o 

: 
; 

Years 

Economic growth will make a country richer and will allow living standards to rise 



Definitions to 
learn 
Recess ion -a 
period of falling 
Gross Domestic 
Product. 
Exports are goods 
and services sold 
from one country 
to other countries. 
Imports are goods 
and services 
bought in by one 
country from 
other countries. 

Government economic objectives 

The bus iness cycle 
Economic growth is not achieved steadily every year - there are often years when the 
economy does not grow at all or when the value of GDP acmally falls. This pattern is 
shown below on the trade cycle diagram. 

The business cycle (sometimes known as the trade cycle ) has four main stages, as 
shown on the diagram. 

A business cycle diagram 

• Growth - this is when GDP is rising, unemployment is generally falling and the 
country is enjoying higher living standards. Most businesses will do well at this time. 

• Boom - this is caused by too mucl1 spending. Prices start to rise quickly and there 
will be shortages of skilled workers. Business costs will be rising and firms will 
become uncertain about the fumre. 

• Recession - often caused by too little spending. This is a period when GDP acmally 
falls. Most businesses will experience falling demand and profits. Workers may lose 
their jobs. 

• Shimp - a serious and long-drawn-out recession. Unemployment will reach very 
high levels and prices may fall. Many businesses will fail to survive this period. 

Clearly, governments will try to avoid the economy moving towards a recession or a 
slump, but will also want to reduce the chances ofa boom. A boom with rapid inffation 
and higher business costs can often lead to the conditions that result in a recession . 

Balance of payments 
Exports are goods and services sold by one country to people and businesses in 
another country. These bring money (foreign currency) into a country. Imports 
are goods bought in from other countries. These must be purchased with foreign 
currency so these lead to money flowing out of a country. Governments will aim 
to achieve equality or balanc.e benveen these over a period of time. The difference 
between a country's exports and imports is called the balance of payments. 

If the value of a country's imports is greater than the value of its exporrs then it has a 
balance of payments deficit. 

These are the problems that could result: 

• The cownry could 'run out' of foreign currencies and it may have to borrow from 
abroad. 



Government economic objectives and policies 

Definiti ons to 
learn 
The exchange ra te 
isthepriceofone 
currency in terms 
ofanother,for 
example£1 : S1 .5. 
Exchange rate 
dep reciation is the 
fallinthevalue 
of a currency 
compared with 
other currencies. 

• The price of the country's currency against other currencies - the exchange rate -
will be likely ro fall. This is called exch ange ra te depreciation . The country's 
currency will now buy less abroad than it did before depreciation. Exchange rates 
are explained funher in Chapter 28. 

A balance of payments deficit can lead to major problems for a country 

Activit y26. I 

a) The GDP of Country A was $500 million in 2010. The population was 1 million. The 
average income per person was therefore S500. By 2013, as a result of economic growth, 
GDP was $1500 million. The population had also risen to 2 million. What was the average 
incomeperpersonin2013? 

b) Joe earned S20 OOO in 2012. He had a pay rise of 10 per cent in 2013. Inflation was 15 per 
cent in 2013. 

I) HowmuchdidJoeearnin2013? 
ii) Didhisrealincomeriseorfallin2013?Explainyouranswer. 

c) For Country A, identify which of the following are imports or exports: 
I) washingmachinespurchasedfromCountryB 
Ii) carsmadeinCountryA:sfactoriesandsoldtoagarageinCountryB 

Iii ) machines sold to Country A from Country B 
Iv) tourists from Country B who spend two weeks on holiday in a hotel in Country A. 

Revision summary: economic objectives of government 
low 1nfkir 0<1 kiw'-">001pk,yment 

~ ~ 
ECONOMIC Ol.JECTIVES 

OF GOVERNMENT 

~ ~ 
bakr.ceaffXlymerl• - bng-larm 
bakr.cebetween lmportsaod e-

Government economic policies 

ecooomlc ,row'f11oralse 1Mng 
,lar>dards 

GoYernmems have a great deal of economic power. They raise caxes and spend 
this money on a wide range of services and state benefits. It is nor unusual for 
governments to have conrrol over 40- 50 per cent of a counuy's GDP through the 



Definitions to 
learn 
Fiscal policy isany 
change by the 
government in tax 
ratesor public­
sector spending. 

Definitions to 
learn 
Direct taxes are 
paid di rectly from 
incomes-for 
example.income 
tax or profits tax. 
Ind irect taxes 
a re added to the 
prices of goods 
and taxpayers 
pay the tax as 
they purchase 
the goods-for 
example.VAT. 

Definitions to 
learn 
Disposable income 
is the level of 
income a taxpayer 
has after paying 

Government economic policies 

taxes they raise. Governments use this power to uy to achieve the objectives we 
have just looked at. The decisions made by government can have a great effect on 
all businesses in a country. Business managers need to know how their firm could be 
affected by government economic decisions. The main ways in which governments 
can influence the economy - sometimes called economic policies - are: 

• fi scal policy - raxes and government spending 
• monetary policy - interest rates 
• supply side policies. 

Fi scal policy: taxes and government spending 
All governments spend money. They spend it on schools, hospitals, roads, defence, 
and so on. This cxpcndirure is very in1ponant to some businesses. For example: 

• construction firms will benefit from a nt.'W road building scheme 
• defence industries will gain if the government re -equips the army 
• bus manufucrnrcrs \\ill benefit from government spending on public uanspon. 

Q: Where do go\•crnmcnts raise this money from? 

A: Largely from taxes on individuals and businesses. 

Q: What arc the main types of taxes? 
A: Direct taxes on the income ofbusinesscs and individuals and indirect taxes on 
spending. 

Q: How do these taxes affect business activity? 

A: In a number of different ways. 

We will look at these effects by studying the impact of four common raxcs: 

• income tax 
• profits tax or corporation rax 
• indirect taxes, for example Value Added Tax (VAT) 
• import tariffs. 

Income lax 

This is a tax on people's incomes. Usually, the higher a person's income the greater 
will be the amount of tax they have to pay to the government. Income tax issctata 
certain percentage of income, for example 25 per ccm of income. In manycoumries, 
income tax is progressive. This means that the rid1 pay rax at a higher rate than the poor. 

How would businesses be affected by an increase in the rate of income tax? 
Individual taxpayers would have a lower disposable income. They would have less 
money to spend and save. Businesses would be likely to sec a full in sales. Managers may 
decide to produce fewer goods as sales are lower. Some workers could lose their jobs. 

t,oteoftox~ lodl,Sool '°'f<,>"" ~ lessmoneytospood ~ c:::::> bu,ine>Ses ~ un emPo,ment t 
pr<x:Juce 
fe=g=d, 

\Vhich businesses are likely to be most affected by this increase in income tax rates? 
Businesses which produce luxury goods which consumers do not have to buy arc 
likely to be the most affected. Businesses producing essential goods and services will 
be less affected. Consumers will still have to buy these products. 



Government economic objectives and policies 

Tips fo r succeu 
When a question 
asks about the 
impact of tax 

changes on a 
business. always 
refer to the type 
of good or service 
the business 
produces. 

Case study exam p le 
The government of Country A has set the followi ng rates of income tax: 

I lntome level I Tax ratepaidtogovernment 

l s1 -SSOOOperyear 

I More than$S000peryear 

How much tax would John, earning S 10 OOO per year, pay to the government? The answer is 
S2500. This is worked out as follows: 

20percentofthefirst$5000 = $1000 
30percentofthenextS5000 = $1500 

How much income has John left to spend or save after tax? The answer is $7500. This is 
called the taxpayer's disposable income. John can now 'dispose' of it (spend it or save it) as 
he chooses. 

Activity26.2 
Here are eight products: 
• bread 
• petrol 
• TV, 
• foreign holidays 
• cookingoil 
• jewellery 
• salt 
• homecomputers. 
The sales of four of these products are likely to fall follow ing an increase in income tax 
rates. Salesoftheotherfourwillnotbemuchaffected. ldentifythefourproductsl ikelyto 
be most affected. 

Profits lax (or corporati on lax) 

This is a rax on the profits made by businesses - usually companies. 
H ow would an increase in the rate of corporation tax affect businesses? There 

would be two main effects. 

I 
I 
I 

• Businesses would ha\'C lower profits a&cr rax. Managers will therefore have less 
money or finance to put back into the business. The business will find it more 
difficult to expand. New projects, such as additional factories or shops, may have to 
be cancelled. 

• Lower profits a&cr rax is also bad news for the owners of the business. There will be 
less money to pay back to the owners who originally invested in the business. Fewer 
people will wam to start their own business if they consider that the government 
will rake a large share of any profits made. Companies' share prices could fall. 

Indirect laxes 

Indirect taxes, such as Value Added Tax (VAT), arc added to the prices of the products 
we all buy. They obviously make goods and services more expensive for consumers. 
Governments o&en avoid putting these raxcs on really essential items, sud1 as food , 
because this would be considered unfair, especially to poorer consumers. 



Definitions to 
le~rn 
An import tariff 
isataxonan 
imported product. 
An import quota 
isaphysicallimit 
to the quantity of 
a product that can 
be imported. 

Government economic policies 

H ow would businesses be affected by an increase in an expenditure cax? Again, 
there would be two main effects. 

• Prices of goods in the shops would rise. Consumers may buy fewer items as a 
result. This will reduce the demand for products made by businesses. Not all 
businesses will be affected in the same way, however. If consumers need to buy 
a product such as a new battery for their alarm clock, then the price increase is 
unlikely to stop them from doing so. H owever, they might buy fewer ice creams as 
their prices have risen and they are hardly essential to anyone! 

• As prices rise so the workers employed by a firm notice that their wages buy Jess in 
the shops. It is said that their real incomes have declined . Businesses may be under 
pressure to raise wages, which \\ill force up the costs of making products. 

Import tariffs and quotas 

Many governments try to reduce the import of products from other countries by 
putting special taxes on them. These are called import tariffs and they raise money 
for the government. Many imernational organisations, such as the World Trade 
Organisation, are trying to reduce the number of governments which do this. 

H ow would businesses in a country be affected if the government put tariffs on 
imports into the coumry? There are three possible effects. 

• Firms will benefit if they are competing with imponed goods. These will now 
become more expensive, leading to an increase in sales of home-produced goods. 

• Businesses will have higher costs if they have to import raw materials or 
components for their own factories. These will now be more expensive. 

• Other countries may now take the same action and introduce import tariffs 
too. This is called retaliation. A business trying to export to these countries will 
probably sell fewer goods than before. 

Another method a government can use to limit imports is to introduce an import 
quota or physical limit on the quamity of a product that can be brought in. Quotas 
can be used selectively to protect certain industries from foreign competition that 
may be seen as unfair or damaging to jobs. 

Changes in government spend ing 

Governments in most countries spend the rax revenue they receive on programmes such as: 

• education 
• health 
• defence 
• law and order 
• transport - roads and railways. 

\Vhen governments want to boost economic growth, they can increase their spending 
on these programmes. This will create more demand in the economy, more jobs and 
GDP will increase. 

If governments want to save money - if they have over-borrowed for example -
they will often cut government spending. These cuts could have a considerable 
impact on businesses which, for example: 

• produce equipment for schools and hospitals and defence equipment 
• build roads, bridges and railways. 



Government economic objectives and policies 

Defin itions to 
learn 
Monetary policy 
is a change in 
interest rates by 
the government 
or central bank, 
for example the 
European Central 
Bank. 

Definitions to 
learn 
Exchange rate 
appreciation is the 
rise in the value 
of a currency 
compared to other 

Revision summary: government taxes and spending 
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Monetary policy - interest rates 
An imercst rate is the cost of borrowing money. In most countries, the level of 
interest rates is fixed by the government or the central bank via monetary policy. In 
some societies, the charging and the payment of imcrcst is against the customs and 
traditions of the population. In most counrrics, however, businesses and individuals 
can borrow money, from a bank for example, and they will have to pay interest on 
the loan. 

The following arc likely to be the main effects of higher imcrest rates. 

• Firms with existing variable interest loans may have to pay more in interest to 
the banks. This will reduce their profits. Lower profits mean less is available to 
distribute to the owners and less is retained for business expansion. 

• Managers thinking about borrowing money to expand their business may delay 
their decision. New i.twcstmcm in business activity will be reduced. Fewer new 
factories and offices will be built. Entrepreneurs hoping to start a new business may 
not now be able to afford to borrow the capital needed. 

• If consumers have taken out loans such as mortgages to buy their houses, then the 
higher imcrest payments will reduce their available income. Demand for all goods 
and services could fall as consumers have less money to spend. 

• In addition to the poinr above, if the business makes expensive consumer items 
like cars or if they build houses then they will notice that consumer demand will 
fall for another reason. Consumers will be unwilling to borrow money to buy these 
expensive items if i.tncrest rates arc higher. These businesses may have to reduce 
output and make workers redundant. 

• Higher interest rates in one counrry will encourage foreign banks and individuals 
to deposit their capital in that country. They will be able to earn higher rates of 
interest on their capital. By switching their money into this country's currency 
they arc increasing the demand for it. The exchange rate will rise - this is called 
exchange rate appreciation . This will have the effect of making imported goods 



Government economic policies 

appear cheaper and exports will now be more expensive. The opposite effect, 
if the exchange rate of a currency declines, is called an exchange rate depreciation. 

Revision summary: interest rates 
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Supply side policies 

EFFECTS ON BUSINESS OF 
HIGHER INTEREST RATES -----

--------
~ ... conscrner 
borrow1og1obvy 
e,peruM!product, 

ln recent years many governments have tried to make the economy of their country 
more efficient. They aim to increase the competitiveness of their industries against 
those from other countries. This would allow their businesses to expand, produce 
more and employ more workers. Some of the policies which have been used to 

achieve these aims are listed below - they are called supply side policies because they 
are trying to improve the efficient supply of goods and services. 

• Privatisation - privatisation is now very common. The aim is to use the profit 
motive to improve business efficiency. 

• Improve training and education - governments plan to improve the skills of 
the country's workers. This is particularly imporram in those industries such as 
computer software which are often very short of skilled staff. 

• Increase competition in all industries - this may be done by reducing government 
controls over industry or by acting against monopolies. 

Activity 26.3: Impact of econom ic policies 
You are the Managing Director of the largest computer manufacturing company in your 
country. Your business sells products at home and in foreign markets. Materials are imported 
from abroad . You employ hundreds of skilled workers to develop, assemble and test the 
computers. Your business is planning a major expansion programme. 

The government of your country has recently announced the following policies. Explain 
thelikelyimpactofeachofthesepoliciesonyourbusiness: 

a) areductioninincometaxratesonhighincomeearners 
b) lower corporation tax rates 
c) higherimporttariffsonall imports 
d) higherinterestrates 
e) higherexpendituretaxesonluxurygoods 
f) newtrainingcollegestoincreasethesupplyofqualifiedworkers 
g) strict controls on monopoly businesses to encourage new businesses to be formed . 
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Revision summary: govern ment economic policies 

e!,;,.,, ~~~' ~OOrge =~ 
~\ / 

GOVERNMENT 
ECONOMIC POLICIES 

I 
...,ppfy,Jdepolicy 

lnlerar rate. 

ma>etirypol lcy 

-----------

-----------

I 

--------
encouroge oompetition and f)"IWtisdloo tra lnl ",]andeducat0/1 
busines.s irwe"'1l ent 

Activity 26.<I 
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HugeprotestshavetakenplaceinSpainaspeapleandbusiness 
leaders voice their worries aver the government's economic policies. 

TheSpanishGovernment'sfinancesaredeeplyindebtsaitis 
havingtacutgovernmentspendingandincreasedirectand 
indi rect taxes. Thecountry'sGDP fell lastyearand isexpected 
todeclineagainin2013. Livingstandardsarefall ing-especially 
amongst the g rawing numbers of unemplayed. About 23 per cent 
of the tatal workforce are naw unemployed. 

Readthecasestudyabove. 
a) Explain what is meant by 'the country's GDP fell last year' . 
b) Explainhowfallinglivingstandardscauldaffect: 

• a farm producing milk 
• amanufacturerafluxuryleathergoads. 

c) Identify and explain twa reasans why the Spanish government might aim ta reduce the 
level of unemployment. 

How business might react to changes in 
economic policy 
The following table explains how businesses might react to some major d1anges in 
government economic policy. The business decisions and effects could be reversed if 
the government decided to reduce taxes or interest rates. 



How business might react to changes in economic policy 

Governmentpo licychange Possible business decision Pro blemswiththis decision 

lnc:rea'il' income tax - Lower price1 on existing Less profit will be made on each 
this reduces the amount products to increase demand item sold (reduces gross profit 
consumers have to spend margin) 

Produce'cheaper'productsto Thebrandimageofaproduct 
allow for lower prices might be damaged by using 

cheaperversiomofit 

lncrea'il' tarifh on imports F<x:us more on the domestic It might still be more profitable to 
market as locally produced export 
goods now seem cheaper 

Switch from buying imported Foreign materials and components 
material1 and components to might be of higher quality 
locally produced ones 

lncrea'il'intere1trates Reduce investment so future Other companies might still grow 
growth will be less somarketsharewillbelost 

Develop cheaper products that Depends on the product but 
consumerswillbebetterable couldconsumersstarttothink 
to afford thatthequalityandbrandimage 

are lower? 

Sellassetsforcashtoreduce Theassetsmightbeneededfor 
existing loam futureexpamion 

You will notice that all of these business decisions could have both negative and 
positive effects. The overall impact of these decisions may depend on: 

• how big the changes are in governmem policy 
• what actions competitors rake in response to these policies. 

International business in fo cus: Bangladesh motorbike ind ustry ready to 
power ahead 

Therapidlydevelopingmotorbikeindustryin 
Bangladeshcouldwinasignificantportionofthe 
growing Asian market. Major stakeholders in the 
industry-manufacturers,componentimporters 
and dealers - want government policy action 
tohelpencouragelocalmotorbikeassembly. In 
particular they want: 
• import tariffs on complete motorbikes 
• moregovernmentspendingonroadsand 

other infrastructure 
• low profits tax on small firms. 

China currently dominates Asian motorbike production with around 50 per cent market 
share out of the total annual sales of 17 million units (2012). Demand from most Asian 
countries is growing as economies continue to benefit from growth and rising incomes. 

Discussion points 
• Why is the demand for motorbikes growing in Asia as local economies continue to grow? 
• Explain how each of the government policy measures being demanded would benefit the 

Bangladesh motorbike industry. 



Government economic objectives and policies 

Exam-style questions - Paper 1 

1 The economy of Country A is growing rapidly. Unemployment is falling and the 
incomes of most consumers are rising. However, inflation increased to 8 per cent 
last year. Many business owners are worried that the government could increase 
interest rates. 
a) What is meant by 'inflation'? [2) 
b) Identify two likely economic objectives of the Government of Country A. [2) 
c) Identify and explain two types of taxes that a government can use to 

raise revenue. [4) 
d) Identify and explain two ways in which an increase in interest rates 

could affect businesses in Country A. [6) 
e) Do you th ink all businesses within a country benefit when the economy 

grows? Justify your answer. [6) 

2 The Government in Country Bis planning to increase taxes. It will use the revenue 
raised to build more roads and airports in an attempt to reduce unemployment 
and increase economic growth. The rate of inflation was very high last year but it 
has now started to fall. ADC produce exclusive branded fashion goods. Managers 
within ADC are planning to respond to the government policy of higher taxes. 
a) What is meant by 'economic growth'? [2) 
b) Identify two effects on business of increased unemployment. [2) 
c) Identify and explain two effects on businesses of high inflation. [4) 
d) Identify and explain two ways in which a business producing luxury 

products could respond to higher taxes. [6] 
e) Do you think that increased government spending on more roads and 

airports is a good idea? Justify your answer. [6] 

Revision checklist 

In this chapter you have learned: 
• to explain the economic objectives of governments 
• to understand the business cycle 
• to understand the different types of government economic policy 
• to explain the ways in which business activity might be affected by government 

economic decisions and how businesses might respond. 

NOW - test your understanding with the revision questions on the CD-ROM. 



@ Environmental and ethical issues 

Definitions to 
learn 
Socia l 
responsibi li ty is 
when a business 
decision benefits 
stakeholders other 
than shareholders, 
forexample,a 
decision to protect 
the environment 
by reducing 
pollution by 
using the latest 
and'greenest' 
production 
equipment. 
Env ironment is 
our natural world 
including.for 
example,pure 
air,cleanwater 
and undeveloped 
countryside. 

This chapter will explain: 
• how business activity can affect the environment and the concept of externalities 
• what sustainable development means and how businesses can contribute to this 
• how increasing concern for the environment and pressure groups are 

influencing business decisions 
• how legal controls can be used to influence business decisions to protect the 

environment 
• how ethical issues might affect business decisions. 

Business activity and the environment 
Consider these rwo sratcmcnts by different factory managers: 

• Manager A: ' I know that my factory pollutes the air and the river with waste 
products but it is very expensive to use cleaner methods. We make a profit from 
making cheap products and these arc what consumers want.' 

• Manager B: 'We rcccmly spcm$ 10 million on new low energy boilers that 
produce 90 per cent Jess pollution than the old ones. We now recycle 75 per ccm 
of our waste - consumers prefer firms that arc aware of their social responsibility.' 

Business activity aims to satisfy customers' demand for goods and services - but it 
often has an impact on the environment. TI1c 'environment' means our natural world. 

Here arc some examples of how business activity impacts on the environment: 

• Aircraft jct engine emissions damage the atmosphere. 
• Po llution from factory chimneys reduces air quality. 
• Waste disposal can pollute rivers and seas. 
• Transport of goods by ship and tmcks burns fossil fuels such as oil which create 

carbon emissions and may be linked to 'global warming' and climate cl1angc. 

Do these negative impacts on the natural cnvironmcm matter? Many people believe 
they do - bur other people think that all business should be worried about is 
satisfying customer demand as cheaply as possible. 

Did you find yourself agreeing with one of the rwo managers above? Whether 
businesses should be concerned about cnvironmcnral issues is a major current 
argument. Whic.h side do you come down on? 

Air pollution damages the Dirty rivers are expensive to clean up Road transport creates noise and 
air pollution and adds to global warming 



Environmental and ethical issues 

Tips for success 

make sure you 
understand 
what'socially 
responsible' 
means.Be 
prepared to 
discuss whether 
a business should 
be more socially 
responsible or 

Definitions to 
learn 
Private costs of 
an activity are the 
costs paid for by 
business. 
Private benefi ts 
of an activity are 
the gains to a 
business. 

Let's look at both sides of the argument: 

Argument A: 
Business should produce goods and 
services profitablyandnot worryabout 
the environment 

Protectingtheenvironmentcanbeexpensive. 
Reducingwaste,recyclingwasteandreducing 
pollutingsmokeallcostbusinessesmoneyand 
thisreduresprofill . 

Firmsmighthavetoincreasepricestopayfor 
'environmentallyfriendly'~icies 

Argument 8: 
Bus inesses haveasocialresponsibility 
towards theenvironmentandthis can 
benefit them too 

Globalwarmingandglobalpollutionaffectus 
allandbusinesseshavea§OCialre1.ponsibilityto 
reduce these problems 

Usingscarcenaturalresourceswhicharenon­
renewable,suc:hasrainfow;ttimber,leavesles1 
forfuturegenerationsandraisesprices 

This could make firms uncompetitive and they Most scientists and environmentalists believe that 
could lose rnles to businesses, perhaps in other busines1 activity can damage the environment 
countries, that are not environmentally friendly. permanently. 

Consumers will buy less if they have to pay Consumers are becoming more socially aware -
higher prices. theyareincreasinglydemandingproductsfrom 

'environmentally friendly' firms and this can 
become a marketing advantage 

If pollution is a problem, then governments If business damages the environment, then 
should pay to dean it up pressure groups could take action to harm the 

firm's reputation and sales. 

Some business owners claim there is not enough 
proofthatbusine1sactivityisdoingpermanent 
damage to the environment. 

Externalities 
Most business activities - such as locating a factory or producing goods and services -
lead to many different costs and benefits. It is important to distinguish between 
private costs and benefits and external costs and benefits. The following case srndy 
explains these differences. 

Case study - chemical firm expands 
A chemical firm plans to open a new chemical factory. It has chosen a site which it believes is the 
mostprofitableone.lncomingtothisdecision,themanagenconsideredonlythecostsandbenefits 
tothefirmitself. Thesearecalledthe privatecosts and privatebenefits. Thesearelikelytobe: 

Cost of land 

Cost of construction 

Labourco1t1 

Costsofrunningtheplantwhenithasbeenbuilt 

Tramportcostsofmaterialsandcompletedproducts 

Private benefits 

The money made from the sale of the 
chemical products 

Unfortunately,thesitechosenisnearahousingestate. ltiscurrentlypartofaparkusedby 
local residents . Waste products from the factory will be tipped into local rivers or quarries. 

(continued) 



Definitions to 
learn 
External costs are 
oostspaidforby 
the rest of society, 
other than the 
business,asa 
result of business 
activity. 
External benefits 
are the gains to 
the rest of society, 
other than the 
business.resulting 
frombusine5S 
activity. 
So tia l costs = 
external costs+ 
private costs. 
Sotial benefits = 
external benefits+ 
private benefits. 

Sustainable development 

The factory will create a lot of noise and fumes . The area is one with a high level of 
unemployment - people's incomes are below the national average. 

Before deciding whether or not to grant planning permission the government also 
considersthe externaloosts and external benefits -thatis,theimpactontherestofsociety 
otherthanthebusinessitself. 

Exte rna l costs Exte rna l bene fi ts 

Wa1teproduct1willc.ausepollution Jobswillbecreated 

Smoke and fumes may damage the Other firms may move into the area to provide services to 
health of residents the chemical firm 

Parkland cannot now be used by The chemical factory will pay taxes - government might 
local relidenl.l inaease spending on 1ocial projects e.g. more hospitals 

Thegovernmentwilltrytogiveavaluetoalloftheseoostsandbenefits.Thisiscalled 
cost-benefit analysis. This is not easy to do. For example, what is the cost of losing parkland 
for children to play on? Estimates are made and then the total costs and benefits of the 
decision are added up: 

• privatecosts,addedtoexternalcosts,giveatotal sotialcost 
• privatebenefits,addedtoexternalbenefits,giveatotal social benefit figure. 

lfthetotalsocialbenefitisgreaterthanthetotalsocialoost,theschemeislikelytobe 
accepted.lf,however,thetotalsocialcostisgreaterthanthetotalsocialbenefit,the 
government will probably refuse permission. 

Activity27. I 
Readthecasestudyabove. 
a) Whatismeantbytheterm'externalcosts'? 
b) Explain why any two stakeholder groups will be worried about the external costs from a 

new chemical factory. 
c) Explain why any two stakeholder groups will benefit from the possible external benefits 

fromthenewchemicalfactory. 
d) Assume you are the Government Minister responsible for planning decisions. Would you 

allow the new chemical factory to be built or not? Explain your answer. 

Sustainable development 
Look at the following information about the world's demand for energy and carbon 
dioxide emissions: 

...,. __ __ 

' million ba..,..J, per day of oil equivalent 

World energy demand 

N= 
Mlddk.Eos1 
lntln Amef<:a 

Emerging Asia 



Environmental and ethical issues 

Definitions to 
le.tm 
Sustainable 
deve lopment 
is development 
which does not 
putatriskthe 
living standards 
of future 
generations. 
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Globalpopulationandcarbondioxideemissionssince 1900 

These graphs show some of the problems that world economic and population growth 
is resulting in. Many economists and environmentalists argue rhar this rapid rare of 
energy use and pollution cannot continue if the world is to enjoy the same living 
standards as we have today. Using up scarce resources ar a very fusr rate will mean rhar 
there may be many fewer resources in the forure. Creating so much pollution may lead 
to health and climate problems that put at risk the wellbeing of millions of people. 

Sustainable development means trying to achie\'e economic growth bur without 
damaging the environment and society for future generations. 

Sustainable development: what con business do? 
l Use ren ewable energy - by fining solar panels or buying energy that uses 

renewable sources such as \\fad or tidal power. 
2 Recycle waste - by re-using water and other products rhar would otherwise be 

wasted or disposed of, total use of resources is reduced. 
3 Use fewer resources - lean production (see Chapter 17) is about managing 

production so efficiently that the minimum quantity of resources is used. 
4 Develop new 'environmentally friend ly' p rod ucts and production methods -

for example, replacing drink cans and bottles with biodegradable packaging that 
will not damage the environment. 



Definitions to 
learn 
Sustainable 
production 
methods are those 
that do minimum 
damage to the 

Definitions to 
learn 
A pressure group 
is made up of 
people who want 
tothangebusiness 
(orgovemment) 
decisions and 
theytakeattion 
suthasorganising 

boycotts. 
A consumer 
boycott iswhen 

decide not to 
buy products 
frombusine5Ses 
that do not act 
in a socially 
respons ible way. 

Responding to envi ronmental pressures and opportunities 

By using these sustainable production methods businesses respond positively to 
environmental pressures and oppormnities. 

Case study-Tunwe ni Drinks, Namibia 
This company was the first in Nam bi a to adopt the country's Zero Emissions Research 
Initiative (ZERI) . Examples of sustainable development initiatives at the Tunweni site are: 

• Fibres from grain used intheproductionprocessarerecydedand used in cultivating 
mushrooms. 

• Methane gas is produced from waste using a biodigester - the gas is used as energy 
within the plant. 

• Waste water is used to farm fish in a newly constructed pond. 
'This makes our business much more sustainable and gives us a competitive edge' said the 
ChiefExecutiveofTunweniDrinks. 

Activity 27 .2 
Readthecasestudyabove. 

a) Whatismeantbytheterm'sustainabledevelopment'? 
b) Explain why the th ree initiatives taken by Tunweni Drinks make the business 'more 

sustainable' . 
t) Explain whytheChiefExecutivebelievesthatthebusinessnowhasa'competitiveedge'. 

Responding to environmental pressures 
and opportunities 
How can society make business give the envirotmtent a higher priority? There are 
rhreemainways. 

Pressure g roups 
Bad publicity is bad news! If a finn is reported as destroying an important namral 
sire or dumping waste in the sea, then many consumers will stop buying its products. 
An increasing proportion of consumers are becoming concerned about their 
environment. Firms obviously want to sell goods profitably. If sales of a product 
fall because consumers think it is harmful to namre, then rhe business may ha\'e to 
quickly change its products or its production methods. 

Pressure groups are becoming increasingly powerful. They can rake some very 
effective actions against businesses that are nor socially responsible. Pressure groups 
such as Greenpeace and Earth First! have tried to block up firms' waste pipes or 
organise consumer boycotts. 

Pressure group activity is likely to change business actions when: 

• they have popular public support and receive much media coverage 
• consumer boycotts result in much reduced sales for the firm 
• the group is well organised and financ.ed. 

Pressure group activity is unlikely to result in a change in business actions when: 

• what the firm is doing is unpopular bur not illegal, such as testing drugs on animals 
• rhe cost to the business of changing its methods is more than the possible cost of 

poor image and Jost sales 
• rhe firm sells to other businesses rather than to consumers - public pressure will be 

less effective. 



Environmental and ethical issues 

Laws passed by government 
GoYernmems can make business activities illegal. For example: 

• locating in environmentally sensitive areas such as national parks 
• dumping waste products into rivers or the sea - though it is sometimes difficult to 

prove which firm is responsible for this 
• making products rhar cannot easily be recycled. 

It is often difficult for governments to find out which firms are responsible for dumping 
chemical waste 

Manufacmrers often complain rhar these laws make it more expensive for them to 
produce. This raises prices to consumers. For this reason some governments do nor 
pass strict laws on the environment, hoping that this will encourage firms to produce 
in their country to create jobs. Do you think it is socially responsible for a business to 
locate in a counuy rhar does nor have suict laws on protecting rhe environment? 

Fi nancia l penalties, incl uding pollution permits 
Pollution permits are licences to pollute up to a certain level. Governments can sell 
a permit to a factory that produces pollution. If it produces more pollution than the 
permit allm.vs, it must either buy more permits from 'dean' firms or pay heavy fines. 
Either way, the costs of rhe business increase. Firms producing much less pollution 
can sell their permits to 'dirty' firms. This encourages £inns to produce goods in 
Jess polluting ways. Other financial penalties could be additional taxes on goods or 
factoriestharcreare pollution. 

These three types of conuols help to explain why many businesses now respond to 
environmental pressures. Being 'environmentally friendly' can create a positive public 
opinion of a business and lead to opportunities for sustainable gro\\'th. 

Case study exam ple - should gove rnments use laws to protect t he environment? 
In Country X. there are very few government controls on business activity. The Government 
of Country X wants to encourage busin~s to start up and grow. A Government minister 
said that: 'Legal controls over pollution and disposal of waste add to business costs. This will 
discourage production in our country'. Country X sells many products, such as cars, clothing 
andchemicalsinworldmarketsatverylowprices. 

In Country Y, the Government has very strict laws to control the ways in which businesses 
dispose of their waste, how much pollution they can produce and where new factories 
are located. A minister in the Government said: 'We believe that busin~s have a 
social responsibil ity to our community not to damage the environment. These laws have 
encouraged businesses to use much cleaner production methods. They have also developed 
products that pollute the environment much less than cheaper products. Many consumers in 
the world today will only buy 'envi ronmentally friendly' products' . 



Responding to environmental pressures and opportunities 

Activity27.3 
Readthecasestudyonpage334. 

a) Whatismeantbythetermsocialresponsibility? 
b) Identify and explain two reasons why the Government in Country X does not have strict 

controls on businessactivitythataffectstheenvironment. 
c) Identify and explain two ways in which business activity can damage the environment. 

Use examples from your own country. 
d) Do you think that the Government of Country Y is right to use strict laws against 

businesses that damage the environment? Justify your answer. 

Revision summary: environmental constraints 

~~;;~; : pol llttioocla lr. rea . rlve<s 

~I/ 

/ 
Kl""'bcmn r1gcer1<J in 

wm1ed1'P""' I 

possible damage from 
busineH activity 

I 
BUSINESS AND THE 

ENVIRONMENT 

I 
why business re spends le 
e nvirenmentalpressuNs 

I 
permlts - ~gpol lJle" 

pay=e 

Case study example - Acme Oil Co mpany 
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For years Acme Oil Co. had been dumping waste products in the sea. The company argued 
that the dumping was far out at sea, and so it harmed no one. It was a much cheaper 
method of getting rid of the waste than buying equipment to treat the waste. Low costs 
helped the firm to keep down prices to consumers. 

Environmentalpressuregroupshadtakensomeactionbutitwasineffective. Then, 
oneday,thousandsofdeadfishandseabirdsstartedtobewashedupontheeastcoast. 
After examination it was found that they contained dangerous levels of oil-based poisons. 
Acme Oil denied all responsibility and blamed a recent oil spill from another firm's tanker. 
Environmental pressure groups started to blockade Acme's petrol filling stations. They 
gainedgreatsupportfromthepublic. Acme'ssalesfellbuttheyrefusedtochangetheir 
policy. Foreign news reporters were following the story closely. 

The Chief Executive was suddenly replaced and a press conference was announced for the 
following week. Perhaps the company was about to change its environmental policy after all? 



Environmental and ethical issues 

Definitions to 
learn 
Ethica l decisions 
are based on 
amoral code. 

referred to as 
'doing the right 
thing' . 

Tipsforsuccess 
Remember 
that there is no 
'right or wrong' 
answer when 
discussing ethical 
decision making. 
Be prepared to 
discuss the impact 
on a business 
being lessor 
more ethical in its 
decision making. 

Activity27.<I 
Readthecasestudyonpage335. 

a) Definethetermpressuregroup. 
b) Why was Acme Oil unwilling to change its dumping policy after the fish and birds were 

washed ashore? 
c) Explain tworeasonswhypressuregroupsmightbesuccessfulinchangingthebusiness's 

decision in this case. 
d) Do you think that Acme Oil should stop dumping waste and buy equipment to treat it? 

Givereasonsforyouranswe r. 

Ethical issues 
Should businesses always 'do the right thing'? Should businesses always rake decisions 
tharare fair and moral? 

Should businesses ever: 

• rake or offer bribes to government officials or people working for other firms, for 
example, to gain secret information? 

• employ child workers, even though it might nor be illegal in some countries? 
• buy in supplies that have led to damage to the environment, for example wood 

obtained from cutting down rain forests? 
• agree to 'fix high prices' with competitors? 
• pay directors large bonuses and owners of businesses large profit payouts at the 

same rin1c as reducing rhe workforce/ 

These arc all examples of'ethical decisions' that many businesses have ro face up 
to very frequently. People can have very different answers to rhc questions above. 
This is because people have very different moral codes and therefore diffcrcm ethical 
standards. The nvo most cxucmc views arc: 

l 'As long as a business docs nor deliberately break the law then any decision it 
makes is acceptable. Businesses wam to make profits, after all'. 

2 Even if certain activities are not illegal, it is unethical and therefore wrong to do 
them despite any increase in profits that might occur.' 

Impact on business of ethical decisions 
Assume a large multinational clothing business - 'Company X' - bought clothes 
from a factory in a low-income counuy. The managers of Company X know rhar the 
factory employs child labour - it is not illegal to employ workers as young as 12 years 
old in the country it is based in. 

Another business - Company Y - only buys clothes from suppliers who guarantee 
not to employ children and pay reasonable ,,rages and offer good working conditions . 
Company Y managers check that suppliers keep to these standards. What is the 
potential impact on Coumry Y of this ethical decision? 



Pote ntia l be ne fits of e thical 
dec isio ns - Compa nyY 

Consumersmaybeagainstbvyingclothing 
productsmadebychildrenand increase 
purchasesfromCompanyYandreduce 
purchasesfromCompanyX 

Good publicity about Company n ethical 
decisiomwillprovide'freepromotion'­
Company X may suffer from bad publicity 

Long-term profits of Company Y 
could increase 

Some worker1 and investors may want to be 
linkedtoan'ethical'business - CompanyY 
may find it easier to recruit the best workers 
and raise capital 

Thereislessriskoflegalactionbeingtaken 
agaimtCompanyY 

Po te ntiallimitations o f ethica l 
decisions - Compa nyY 

Ethical issues 

Higher costs - adult wmer1 will be paid more than 
child workers and good working conditions add to 
bus inesscoststo:J 

Company n prices might have to be set higher than 
thoseofCompanyXbecauseofhigherco1ts 

lfconsumersareonlyinterestedinlowprices ­
and not how products are made - then sales of 
CompanyYcouldfall 

Short-term profits of Company Y might fall 

It could be argued that, in some countries, if children 
are not employed the incomes of their families will 
lalltoverylowlevels 

Case study - directors paid 300 times more than workers! 
The average executive in the US earns around 300 times more than the average worker in 
their companies. Many people believe that this pay gap is unacceptable and unethical. 'How 
isitfairthatadirectorearnsinonedaywhataworkertakesawholeyeartoearn',isone 
criticism that is often heard. The Chief Executive of Whole Foods Inc. is an exception. He 
ispaidjust19timestheaveragewageinhiscompany. Heclaimsthatthegreatpaygapin 
other companies leads to low worker morale and loyalty. In addition many consumers feel 
thatthepricestheypayaretoohighbecauseofexcessivedirectors'salariesandbonuses. 
The Chief Executive of Kraft Inc., the multinational food company, recently had a 41 per 
cent increase in total annual pay - in the same year that the company made many of its 
employeesintheUKredundant. 

Many directors argue that it is essential to pay very high incomes to 'the best' managers 
so that the companies can be more successful in future . However, despite senior directors 
ofbanksintheUSandEuropemakingdecisionsrecentlythatledtohugelossesand 
govemmentbail-outs,theywerestillpaidlargebonuses!lsthisanexampleofanunethical 
decision or not? 

Source: theweekinethics.vvordpre:.s.com (S April 2010) 

Activity 27 .S 
Read the case study above. 

a) Whatismeantby'anunethicaldecision'? 
b) Identify and explain two likely reasons why directors are paid more than workers in most 

companies. 
c) Is it right that directors can be pa id up to 300 times more than average workers? Explain 

youranswerbyconsideringtheadvantagesanddisadvantagesofthissituation. 



Environmental and ethical issues 

International business in focus: Airbus reduces environmental cost of air travel 

Fue/-savingp/anesarepopu/arwithairlines 

Airbuslndustries,theworld'slargestmanufacturerofpassengeraircraft,isproducinga 
new range of planes. These planes are more efficient than the existing models in order to 
save fuel - they are 20 per cent more economical. They are also much quieter than earlier 
models. Many airlines want to buy these planes even though they are expensive. The airlines 
willsavefuelbutalsoimprovetheirimageof'socialresponsibility'. 

PlanemakersandairlinesareworriedbyGreenpeacepressuregroupactivity.This 
organisation claims that aircraft will cause 20 per cent of the world's air pollution by 2020. It 
is asking governments to put high taxes on aircraft fuel to make air travel more expensive. 
Airbus hope that the new range of planes will reduce the need for such taxes. 

Discussion points 
• Does all business activity lead to environmental damage? 
• Why do businesses often want to seem to be 'socially responsible'? 
• When should businesses respond to pressure from groups such as Greenpeace, do you 

think? 



Revision checklist 

Exam-style questions - Paper 1 

1 Jean-Luc is the Chief Executive of a furniture factory. He promotes his business 
as supporting 'sustainable development', as wood is better than plastic or metal 
for the environment. His company makes wooden furniture that is sold in many 
countries. Wood is bought from the cheapest sources - Jean-Luc thinks it comes 
from rainforests that are being cut down but he does not ask the suppliers about 
this. Furniture is transported by trucks and ships. Waste wood is burnt as this is 
cheaper than sending it for processing into other products. Air quality in Jean­
Luc's country is very poor but the Government does not know which the major 
polluters are. Jean-Luc's business employs 200 workers. 
a) What is meant by 'sustainable development'? [2] 
b) Identify two ways in which Jean-Luc's business impacts on the 

environment. [2) 
c) Identify and explain two ways in which Jean-Luc's business might be 

encouraged to be more 'environmentally friendly'. [4] 
d) Identify and explain two possible benefits to Jean-Luc's business of it 

becoming more 'environmentally friendly'. [6] 
e) Do you th ink it is right for Jean-Luc to promote his business as a supporter 

of 'sustainable development'? Justify your answer. [6] 

2 MST is a large steel making business. Sales and profits have fallen recently. The 
directors are under pressure from the owners to make the business much more 
profitable. One director has paid a bribe to a Government official to make sure 
MST gained a Government contract. MST has closed two steel works this year 
and opened a huge new works in a low-income country. Pollution controls are 
very weak in this country. Wages are low and some children are employed in the 
works - but in non-dangerous jobs. 'Profits must be increased as a priority' said 
Marie the Chief Executive of MST, 'ethical decisions can come later'. 
a) What is meant by 'ethical decisions'? [2] 
b) Identify two ways in which MST could be said to be operating 'unethically'. [2] 
c) Identify and explain two possible benefits to the company of operating 

in these ways. (4] 
d) Identify and explain two possible limitations to MST caused by paying 

bribes and employing ch ildren. [6] 
e) Do you agree with Marie when she said: 'profits must be increased as a 

priority, ethical decisions can come later'? Justify your answer. [6) 

Revision checklist 

In this chapter you have learned: 

• how business activity can damage the environment and lead to externalities 
• ways in which business can respond to the threats and opportunities of 

environmental issues such as aiming for 'sustainable development' 
• the role of pressure groups in influencing business decisions 
• what 'ethical decision making' means and why some businesses consider this 

important. 

NOW - rest your understanding with the revision questions on the CD-ROM. 



Business and the international 
economy 

Definitions to 
learn 
Globa li sation is 
the term now 
widely used 
to describe 
increases in 
worldwide trade 
and movement 
of people and 
capital between 
countries. 
Free trade 
ag reements exist 
when countries 
agree to trade 
imports/exports 
with no barriers 
such as tariffs and 
quotas 

This chapter w ill ex pla in: 
• how globalisation creates threats and opportunities for businesses 
• what multinational businesses are and the benefits to a business of becoming 

a multinational 
• the impact multinationals can have on the economies they operate in 
• how exchange rate movements can have an impact on business decisions. 

Globalisation 
ln many ways the world is becoming one large market rather than a series of separate 
national markers. The same goods and services can be found in many counrries 
throughout the world. Workers are finding it easier to move beti.veen countries 
and capital (finance ) is also moving more freely from country to country. There are 
several reasons for this increase in global trade and movement of products, people 
and capital (globalis.1tion). 

• Increasing numbers of free trade agreements and economic unions bewreen 
coumries have reduc.ed protection for industries. Consumers can purchase 
goods and services from other countries with few or no import comrols such as 
tariffs. 

• Improved and cheaper rravel links and communications between all pans of the 
world have made it easier to transport products globally. In addition the internet 
allows easy price comparisons beti.veen goods from many countries. Online or 
e-commerce is allowing orders to be placed from any,vhere in the world. 

• Many 'emerging market countries' are industrialising very rapidly. Countries in SE 
Asia and China used to import many of the goods they needed. Now their own 
manufacmring industries are so strong they can export in large quantities - ar very 
competitive prices. 

Globa lisa tion - opportunities and threats 
Increasing free trade and the rising mobility of labour and capital (for example 
the gro\\'th of multinational corporations ) is having many effects on businesses all 
over the globe. Some of these effects are positive - opportunities - and some are 
potentially negative - threats. 



Globalisation 

Globa li sation: potentia l opportunities for businesses 

Opportunity 

Startsellingexportstoothercountries ­
opening upforeign markets 

Impact on businesses 

Thisincreasespotentialsales,perhapsinrountries 
with fast growing markets. Online selling allows 
ordersforgooclstobesentinfromabroad 

but itcanbeexpens.ivetosellabroadandwill 
foreignconsumersbuyproducts,eveniftheywere 
popular'athome'? 

Open factories/operat ions in other countries It could be cheaper to make some goods in other 
(become a mult inational) countries than 'at home' 

r-~~~~~~~~~----, 

but will the quality be as good? Might there 
be an ethical issue {e.g. over poor working 
conditions}?ltisexpensivetosetupoperationsin 
other countries 

Import products from other countries to sell to With no trade restrictions it could be profitable 
customer.; in 'home' country rir:Nl to import goods and services from other 

countriesandsellthemdomestically 

but theproductswillneedmaintenanceand, 
perhaps,repairs-willthepartsandsupport 
beavailablefromtheproducerintheforeign 
country? 

Import materials and components from other It could be cheaper to purchase these supplies 
countries - but still produce final goods in from other countries rir:Nl that there i1 free trade -
'home' country this will help to reduce costs. These supplies could 

bepun:hased'online' 

but willthesuppliersbereliable7Willthegreater 
di1tanceaddtoomuchtotransportcosts? 

Globali sation: potentia l threats lo businesses 

Threa t 

Increasing imporu into home market from 
foreign competitors 

Impact on businesses 

If these competitors offer cheaper products (or of 
higherquality)5alesollocalbusinessrrightfall 

but theincreasedcompetitioncouldforcethelOG1I 
businesses to become more efficient 

Increasing investment from mult inationals to This will create further competition - and the 
set up operations in home country mult inational may have economies of scale and be 

abletoaffordthebestemployees 

but Mime local firms could become suppl iers to 
thesemultinationalsandtheirsalescouldinc:rease 

Employees may leave businesses that cannot In some professions, employees will now have 
pay the same or more than international more choice about where they work and for which 
competitor.; bus.iness - businesseswillhavetomakeeffortsto 

keeptheirbe1temployees 

but thismightencouragelocalbusinessestouse 
arangeofmotivationalmethodstokeeptheir 
worker1 



Business and the international economy 

Definitions to 
learn 
An import quota 
isarl!'lt rict ionon 
the quantity of a 
product that can 
be imported. 
Protectionism 
is when a 
government 
protects domestic 
firms from foreign 
competition using 
ta riffs and quotas . 

Globalisation has Jed to more choice and lower prices for consumers. It has forced 
businesses to look for ways of increasing efficiency. Inefficient producers have gone 
out of business. Many firms have merged with foreign businesses to make it easier to 

sell in foreign markets. This is one ofthe reasons behind the growth of multinational 
organisations. 

This process of more and more free trade does lead to some problems. Many 
workers, often in the poorest countries, have lost their jobs owing to globalisation. 
Big foreign corporations can often produce goods more cheaply and efficiently, so 
other countries' workers lose out. As governments can no longer 'protect' their own 
industries against foreign competition , this process can lead to serious economic and 
social problems. 

Why some governments introduce tariffs 
and quotas 
ln Chapter 26, import tariffs were explained as being one form of raxes that 
government can use to raise revenue. There is another important reason why 
governments might introduce tarifli; and quotas on imports. 

They are forms of protectionism - to protect domestic industries from 
competition that might ocl1erwise close them down. Foreign competitors might be 
able to produce products much more cheaply and if cl1ey were allowed to import 
without any restriction then local firms might be forced out ofbusiness. This would 
reduce employment and incomes. 

This is a simple argument to understand - b ut many economists believe it is 
wrong. They believe it is better to allow local consumers to buy imported goods 
as cheaply as possible (to increase their living standards ) and for local businesses to 
produce and export goods and services in which they have a competitive advantage. 
ln cl1is way, living standards across the globe can be increased. This is the free trade 
argument. 

Case study - IBM takes advantage of globa lisation 
IBM is one of the largest corporations in the world, manufacturing and selling computer 
hardwareandsoftware.lthastakenfulladvantageoftheopportunitiesofferedby 
globalisation. Notonlyareitsproductssold innearlyeverycountrybutithasinvested in 
factories and other operations in many low-cost countries with skilled IT employees - such 
as Romania. Most of the computers that it assembles in the US use low-cost imported 
components. The company is well positioned to take advantage of g rowth in emerg ing 
market countries such as Brazil and Vietnam. However, IBM faces huge competition 
from newly developing computer businesses in China and India. IBM cannot ask the US 
government to protect its US market with tariffs because of free trade agreements. 

Activity 28. 1 
Readthecasestudyabove. 

a) ldentifyandexplain threebenefitsto lBMofglobalisation. 
b) Identify and explain one potential risk to IBM from continued global isation. 



Definitions to 
learn 
Multinational 
businesses 
a re those 
with factories, 
p roduction or 
service o perations 
in more than one 
country. These a re 
sometimes known 
as transnational 
businesses. 

Multinational businesses 

Multinational businesses 
It is imporram to remember that a multinational business is not one which just 
sells goods in more than one country. To be called a multinational, a business must 
produce goods or services in more than one counuy. 

Multinational businesses are some of the largest organisations in the world. TI1ey 
include: 

• oil companies: Shell, BP, Exxon 
• tobacco companies: British American Tobacco, Philip Morris 
• car manufacrnrers: Nissan, General Motors. 

Activity 28.l 
Make a list of at least four businesses operating in your country which a re mult inat ional. 
You can check th is list with your teacher or by contacting some businesses themselves. Ask 
whichothercountriestheyoperate in. 

W hy do firm s become multinational? 
These are some of the reasons why firms become multinational organisations: 

• to produce goods in countries with low costs, such as low wages. For example, most 
sports clothing is produced in SE Asia because wages are lower than in Europe 

• to extract raw materials which the firm may need for production or refining. For 
example, crude oil from Saudi Arabia is needed to supply oil refineries in the US 

• to produce goods nearer the market to reduce transport costs. For example, riles 
and bricks are expensive to transport so the producer sets up a factory near the 
market in another country 

• to avoid barriers to trade put up by countries to reduce the imports of goods. 
For example, sales of cars made in Japan are restricted in Europe. Japanese 
manufacrnrers now make cars in Europe too 

• to expand into differ em market areas to spread risks. For example, if sales are falling 
in one counuy the business may move to another coumry where sales are rising 

• to remain competitive with rival firms which may be expanding abroad. 

So, there is no doubt that businesses gain from becoming nmlrinarional. But what 
is the impact on the coumries they operate in? There are both advanrages and 
disadvantages to the coumries as a result of nmlrinarionals operating there. 

Adva ntages of multinationa ls operating in a country 

• Jobs are created, which reduces the level ofunemploymem. 
• New invesnnem in buildings and machinery increases output of goods and services 

in the counuy. New technology can benefit the country by bringing in new ideas 
and methods. 

• Some of the exua output may be sold abroad, which will increase the exports of the 
coumry. Al.so, imports may be reduced as more goods are now made in the counuy. 

• Taxes are paid by the nmlrinarionals, which increases the funds to the government. 
• There is more product clmice for consumers and more competition. 

Disadvantages of multinati onals operati ng in a cou ntry 
• The jobs created are often unskilled assembly-line tasks. Skilled jobs, such as those 

in research and design, are not usually created in the 'host' countries receiving the 
multinationals. 
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• Local firms may be forced our of business. Multinationals are o&en more efficient 
and have lower costs than local businesses. 

• Repatriation of profits - profits are often senr back to a multinational's 'home' 
country and nor kept in the country where they are earned. 

• Multinationals often use up scarce and non-renewable primary resources in the 
hosrcountry. 

• As multinational businesses are very large they could have a lot of influence on 
both rhe govenm1ent and the economy of the host coumry. They might ask the 
governmem for large grams to keep them operating in the country - threatening 
to lea\'e rhe country with big job losses if these are nor paid by rhe government. 

Activity 28.3 : Should we a llow the XVZ Corporation t o set up a factory 
in o ur country? 

• The XVZ Corporation is applying for planning permission to build a factory in your 
country. The factory is expected to be very profitable. One thousand new jobs should be 
created for assembly-line work. Many of the goods made could be sold abroad . Some of 
thesuppliesforthefactorywillcomefromyourcountry. 

• In your country unemployment is high, especially amongst skilled workers . The Government 
cannot afford any new building projects. There are several local competitors producing 
goods similar to the XVZ Corporation. Import levels are very high. Land for new building is 
very limited. New developments would have to be built in beautiful countryside. 

a) Identify three stakeholder groups in your country who may benefit from allowing the 
XVZ Corporation to build the factory. 

b) Identify th ree stakeholder groups in your country who may lose from the building of the 
factory. 

c) Would you advise your Government to allow the new factory to be built? Explain your 
answerbyusingalloftheevidence. 

Revision summary: advantages and disadvantages of multinational businesses 

obti ln row o><>idtrode bwbboor 

~~~ 00rr~ / ~ Hi~ 

o clvontages to the 
Rrm 

MULTINATIONAL 
BUSINESSES 



Definitions to 
learn 
The exchange rate 
isthepriceofone 
currency in terms 
ofanother,for 
example £1 : S1.5 

Defin it ions to 
leam 
Currency 
appreciation 
occurs when the 
value of a currency 
rises-it buys 
more of another 
currency than 
before. 
Currency 
depreciation 
occurs when the 
value of a currency 
falls-it buys 
less of another 

Exchange rates 

Exchange rates 
If you have ever travelled abroad then you will know that it is usually necessary to change 
your money into foreign currency. Every counrry has its own currency and to be able to 
buy things in other countries you have to use the local currency. How mud1 of another 
currency do you get in exchange for your own country's money? This will depend on the 
exchange rate between your currency and the foreign currency you wish to buy. 

Assume that the exchange rate between the euro (€ ) and the US$ is €1: $1.5. 
This means that for each €1 being changed into dollars, $1.5 would be received in 
exchange. In effect, this exchange rate is the price of one currency in terms of another. 

How are exchange rates determined? 
Most currencies are allowed to vary or float on the foreign exdiange market according to 

the demand and supply of each a1rrency. For example, if the demand for €s was greater 
than the demand for $s, then the price of the € would rise. Compared to the exchange 
rate in the first example, the new rate might now be €1: $1.75. Each€ now buys more 
$sthan before. 

How are busi nesses affected by changing exchange rates? 
Changes in the exchange rate affect businesses in several different ways. 

Exporting businesses 

ln the following case study example, consider the impact of changing exchange rates 
on an exporting business - one which sells goods and services abroad. 

Case study example 
Lion Trading Co. produces washing machines. The retai l price of these machines is S300. The 
company exports many machines to France and the price there has to be in euros (€) . The 
current exchange rate is S 1: €1.6. The firm will therefore set a price of €480 for its machines 
inFrance(ignoringadditionaldistributionandmarketingcosts). 

Assume that the exchange rate for Ss now rises compared to the euro and S 1 is now 
worth €2. The Marketing Manager for Lion Trading now has two main options: 

• to keep the price in France at €480 - this will mean that each machine is only earning the 
businessS240,notS300aspreviously 

• to raise the price in France to €600 and continue to earn S300 from each machine. This 
higher price in France could now lead to fewer sales and exports to France are likely to fall. 

The change in the exchange rate described in the case srndy above is called a 
$ appreciation because the value of the$ has increased. Exporters have a serious 
problem when the currency of their country appreciates. 

Case study exam p le - exchange rate changes 
A business currently sells men's coats for S 100. It also exports them to Japan. It sells them 
therefor8000yenastheexchangerateiscurrentlyS1 : 80¥. 

• The exchange rate for the Snow appreciates to S 1: 100¥. The new¥ selling price for the 
coats, assuming that the Marketing Manager wishes to earn the same amount of S from 
each coat will be: 10000¥. 

• What might be the effect if the exchange rate for S fell? This is called a depreciation. The 
new¥ price if S 1 falls to 60¥, assuming that the same amount of S is earned from each coat 
will now be: 6000¥. 
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Tips for succeu 
Do not worry 
about exchange 
ratecalculations­
you will not be 
examined on 
these. But you will 
have to remember 
what happens 
to import and 
export p rices 
when currencies 
appreciate or 
depreciate in 
va lue. 

Importi ng businesses 

Now consider how an importing business - one which buys goods and services from 
abroad - might be affected by changing exchange rates. 

Case study 
Nadir Imports Co. is based in the UK and buys fruit from other countries to sell to 
supermarkets. One tonne of bananas from abroad costs S250 and at the current exchange 
rateof£ 1: S2.Sthiscosts Nadir lmports£100. 

If the va lue of the£ were now to depreciate what would happen to Nadir Imports' costs? 
Assume that the value of the£ now falls to £1: S2, how much will a tonne of bananas now 
cost? The answer is £125, which is a substantial increase in costs for the importing firm . 

Activity28.4 
Readthecasestudyabove. 

a) Explain what would happen to the cost of Nadir's imports if the £ depreciated. 
b) Explain what would happen to the cost of Nadir's imports if the £ appreciated. 

We have shown that an importing firm will have higher costs if the exchange rate of 
its currency depreciates, but will have lower costs if the exchange rate appreciates; 
whilst an exporting firm will be able to reduce its prices with a currency depreciation, 
bur might have to raise prices with a currency appreciation. 

You can now see how seriously businesses can be affected by exchange rate 
movements. This helps to explain why some international organisations such as the 
European Union (EU ) have tried to reduce exchange rate movements. In the case of 
the EU, it has introduced a common currency (the euro ) which removes the need for 
separate currencies and exchange rates between member countries. 

Revision summary: exchange rates 
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Since arriving in2008,StarbuckshasbeenopeningnewlocationsinArgentinaatarateof 
12peryear. Thecompanyjustopenedthe36thlocationinRosario,reflectingtheshiftof 
consumers in rural Argentina towards global brands. Starbucks new business plan aims to 
double the number of locations it opens in Argentina per year. Some people in Argentina 
have very mixed feelings about the growth of this huge multinational in their own country. 
A local newspaper listed some effects of this expansion: 

Positives: 1) Starbucks employees here have an American customer service approach 
which is cheerful and helpful.2)Yourcoffeeisnormallyreadyveryquickly,andprepared 
using the correct method. 3) The opening of a Starbucks often leads to local competing 
cafesimprovingareassuchascleanliness,service,andpricing. 

Negatives: 1) Buenos Aires has a deeply rooted traditional cafe culture, and Starbucks 
could threaten this. 2) They are practically identical to Starbucks everywhere in the world. 
3) All major decisions, such as new investments, are taken outside of Argentina. 

Discussion points 
• Explain why Starbucks is referred to as a 'multinational' . 
• WouldyouprefertousealocalcafeoroneoperatedbyStarbucks?Askeveryoneinyour 

classthisquestionandseewhattheresultsare. 
• On balance, do you think the expansion of Starbucks is good for countries such as 

Argentina? 
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Exam-style questions - Paper 1 

1 PaintCo manufactures specialist paints for aircraft. It has taken advantage of 
globalisation. The research department recruits scientists from several countries. 
Until ten years ago it only had one large factory in Europe . Now PaintCo has four 
factories in low-cost countries. Raw materials are imported and the paints are 
exported to aircraft manufacturers in the US, Brazil and China. 
a) What is meant by 'globa lisation'? [2] 
b) Identify two reasons for increased globalisation . [2] 
c) Identify and explain two possible threats from globalisation to PaintCo. (4] 
d) Identify and explain two benefits of globalisation to PaintCo. [6] 
e) Do you think PaintCo should build its next factory in Europe or in a 

low-cost country? Just ify your answer. [6] 

2 Seema is a successful business that makes shoes in Country B. It imports some 
of the leather and the machines it uses and exports 30 per cent of its output. 
Recently the currency of Country B has fallen in value (depreciated). Beema's 
managers are planning to open a second factory. This will be located in 
Country C which already has several shoe manufacturers. Country C has just 
agreed to stop using protectionism by removing trade barriers such as import 
tariffs. Many of its industries are inefficient. 
a) What is meant by 'exchange rate'? [2] 
b) What is meant by 'exports' ? [2] 
c) Identify and explain two reasons why Seema is planning to become a 

multinational business. (4] 
d) Identify and explain two effects on Beema of a depreciation of 

Country B's currency. [6] 
e) Do you think the Government of Country C should encourage 

businesses such as Seema to start operations in its country? Justify your 
[6] 

Revision checklist 
In this chapter you have learned: 

• to explain what globalisation is and why it is important 
• to explain why multinational businesses are created and understand the impact 

of them on the countries they operate in 
• to understand what exchange rates are and how changes in them can affect 

businesses, especially importers and exporters. 

NOW - test your understanding with the revision questions on the CD-ROM. 
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External influences an business activity: end of 
section case study (Paper 2 style) 

FirstElectricity 
FirstElectricity is a large company that generates electricity. The company has ten power 
stations which use coal and two power stations which use water to produce electricity. The 
directors of FirstElectricity are considering building a new power station near Main City. 

MainCityisthecapitalofCountryZ. lthasbeengrowingrapidlyoverthelastfiveyears 
asnewbusinesseshavesetupandexistingbusinesseshaveexpanded. Thepopulationof 
the city also has grown as people from surrounding towns and villages have moved into 
Main City in search of jobs. Wages of skilled workers have been rising but unemployment 
for unskilled workers is high. The supply of electricity has become a problem with more and 
more power cuts occurring. 

Fi rstElectricityisplanningtobuildadamacrossawideriver nearthecapitalcityifitgets 
permission from the Government. A dam blocks a river and creates a reservoir of water. 
Electricity is made as the water passes through the dam. This new power station would 
providealltheelectricityneededbyMainCityandwouldbeveryprofitable. 

Thereservoirbehindthedam,ifbuilt,willbeusedbyFirstElectricitytoprovideleisurefacili­
ties for people from Main City. They are consider ing having either the hire of rowing boats 
orswimmingfacilitiesinthe reservoir. 
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Appe ndix 2 

Extract from Main City Times, 3 November2013 
Will we benefit from the new power station? 

Environmental groups have been protesting as FirsrElecrricity plans to build a dam 
overrhe counuy'swide river. lfthe dam is nor built then the Government claims 
there will be more power cuts. Businesses may lose a lot of output and profit if 
they cannot manufucmre products. Environmental groups claim rhe dam will 
destroy thousands of acres of excellem agriculmral land and food supplies will be 
reduced. Food imports will increase and this will have a negative effect on Country 
Z'sexchange rate. 

Many people will be forced to leave their homes and move to another area . 
A Governmem spokesperson said rhe future gro\\'th of the country could be 
reduced if the dam is nor built. Multinational companies may be put off locating in 
Coumry Z if the power station is nor built. 

1 a) Identify and explain t wo external costs and two external benefits of building 
the dam. [8] 

b) Do you think the Government should encourage the location of a multinational 
company in Country Z? Justify your answer. [12] 

2 a) ldentifyandexplaintwoeffectsonabusinessinCountryZifitsexchangeraterises 
(appreciates). [8] 

b) FirstElectricityisconsideringofferingbribestogovernmentemployeestoget 
permissiontobuildthedam. lsthisright?Justifyyouranswer. [12] 

Optiona l ques tions 
3 a) FirstElectricity will need to recruit construction workers to build the dam. Outline 

fourstagesoftherecruitmentandselectionprocessFirstElectricitywillneedto 
follow to employ these workers . [8] 

b) Using all of the information available to you from the case study, consider the 
advantages and disadvantages of building the dam. Recommend whether the 
dam will be beneficial to Country Z. Justify your answer. [12] 

4 a) Identify four stakeholder groups affected by the building of the dam. [4] 
For each of the stakeholder groups identified in (i), explain how they would be 
affectedbythebuildingofthedam. [4] 

b) FirstElectricityplantousethereservoirbehindthedamtoprovideeitherthehire 
of rowing boats or swimming facilities for the people of Main City. Consider the 
advantagesanddisadvantagesofprimaryresearchandsecondaryresearchto 
find out which activity will be the most popular. Recommend which research 
method they should use. Justify your choice. [12] 
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