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Get the most from this book

Everyone has to decide his or her own revision strategy,
but it is essential to review your work, learn it and test your
understanding. This Revision Guide will help you to do
that in a planned way, topic by topic. Use this book as the
cornerstone of your revision and don't hesitate to write in
it — personalise your notes and check your progress by
ticking off each section as you revise.

|erick to track your progress

Use the revision planner on pages 4 and 5 to plan your
revision, topic by topic. Tick each box when you have:

@ revised and understood a topic

® tested yourself

® practised the exam-style questions

You can also keep track of your revision by ticking off each
topic heading in the book. You may find it helpful to add
your own notes as you work through each topic.

My revision planner
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Features to help you succeed

Throughout the book there are tips from the experts on
how to maximise your chances.

Definitions and key words

Clear, concise definitions of essential key terms are provided
on the page where they appear.
Key terms from the syllabus are highlighted in bold for you
throughout the book.

Revision activities

The activities will help you to understand each topicin an
interactive way.

Questions and answers

Use the exam-style questions and answers to consolidate
your revision and practise your exam skills.

Now test yourself

These short, knowledge-based questions provide the first

step in testing your learning. Answers are at the back of

the book.

reses [l
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Countdown to my exams

@ Start by looking at the syllabus — make sure you
know exactly what material you need to revise
and the style of the examination. Use the revision
planner on pages 4 and 5 to familiarise yourself
with the topics.

Organise your notes, making sure you have
covered everything on the syllabus. The revision
planner will help you to group your notes into
topics.

Work out a realistic revision plan that will allow
you time for relaxation. Set aside days and times
for all the subjects that you need to study, and
stick to your timetable.

Set yourself sensible targets. Break your revision
down into focused sessions of around 40 minutes,
divided by breaks. This Revision Guide organises
the basic facts into short, memorable sections to

make revising easier.
veised [l

@ Read through the relevant sections of this book
and refer to the expert tips and key terms. Tick
off the topics as you feel confident about them.

at them again in detail.

Test your understanding of each topic by working
through the ‘Now test yourself’ questions in the
book. Look up the answers at the back of the
book.

Make a note of any problem areas as you revise,
and ask your teacher to go over these in class.
Look at past papers. They are one of the best
ways to revise and practise your exam skills. Write
or prepare planned answers to the exam-style
questions provided in this book. Check your
answers with your teacher.

Use the revision activities to try different revision
methods. For example, you can make notes using
mind maps, spider diagrams or flash cards.

Track your progress using the revision planner and
give yourself a reward when you have achieved
your target.

Revised

Highlight those topics you find difficult and look m—

1 week to go

Try to fit in at least one more timed practice of
an entire past paper and seek feedback from your
teacher, comparing your work closely with the
mark scheme.

Check the revision planner to make sure you
haven't missed out any topics. Brush up on any
areas of difficulty by talking them over with a
friend or getting help from your teacher.

Attend any revision classes put on by your
teacher. Remember, he or she is an expert at
preparing people for examinations.

veised [l

The day before the exal

@ Flick through this Revision Guide for useful
reminders, for example the expert tips and key
terms.

Check the time and place of your examination.

Make sure you have everything you need — extra
pens and pencils, tissues, a watch, bottled water,
sweets.

Allow some time to relax and have an early
night to ensure you are fresh and alert for the

examination.
reised [l

Paper 1
Date:

Time:

Location:...

Paper2
Date:

Time:

Location:..

Paper 3
DAME! o R

Time:

Location:...
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1 Business and its environment

Enterprise

Enterprise is the qualities and skills needed to start up and create a new business
venture. It involves understanding the nature of business activity and the
conditions required for business success.

The nature of business activity mj

Purpose of business activity

Business activity can be looked at in two ways:

The transformation of inputs into outputs. The inputs are resources:
the factors of production (land, labour, capital and enterprise). These
incur financial costs: rent, wages, interest on loans and payments to business
owners. The outputs are physical products or services represented by sales
revente o profits. D —
The use of resources to supply goods and services to meet the needs
and wants of consumers and society. These may be private needs from
individuals and households, or social needs like medical services, transport
and education.

~

Car production

Each stage of production shown below
adds value by transforming inputs into
an ourput.

In doing these activities, jobs and incomes are created, goods and services

are produced and the lives of individuals and society are improved. Enterprise
involves the process of taking decisions about the best way for a new business
to transform inputs and meet the needs of individuals and society. Taking these
decisions always includes elements of risk, and enterprise deals with assessing

these in relation to possible rewards.
Steel s rolled into a sheet
/ \
Factors of production: these are the following resources used to produce
goods and services: Sheet cut into pieces
Labour — work done either manually or mentally in managing and
decision making. Pleces formed into car doors

Land, including buildings, minerals, oil and forests.
Capital — machinery and equipment, including intellectual capital such as
education and qualifications.

Enterprise — the qualities and skills needed to start up and create a new Car doors added to car body

business venture.

Iron ore, coal, minerals, energy

Engine, gearbox, windows, other
components added

The concept of adding value

‘When transformation of inputs to outputs takes place to produce goods and Wheels added

services it occurs in a number of stages. Each stage is more valuable than the
one before as work will have been done on the inputs (economic added value).
This value will also be the added value that consumers place on a finished

product (marketing added value). The example opposite shows how value is
added at each stage of production in car manufacturing.

Enterprise @



The nature of economic activity, the problem of choice

and opportunity cost

Economic activity means taking decisions about the transformation of inputs to

outputs and always involves choices. This is because resources are always limited

i relation to needs and wants. Individuals, businesses and society generally

always want more than they can afford so choices must be made.
Opportunity cost: the next best |
alternative given up when a choice is
made.

Opportunity cost is the real cost of making a decision about using resources.
The real cost of something is what is given up when you choose it

Table 1 Opportunity cost examples
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Studying A levels Not taking a job 2 y
1 Draw up alist of five different
Taking a holiday by the sea Not visiting mountains Bl e ol Howeach
Buying a shirt Not buying some shoes business adds value.
Oppormunycost 2 Usng e sane s
up a list of decisions each business
Buying a new computer network Not buying new lorries

might have to make and show the
Spending on research and development | Not increasing advertising possible opportunity cost of making
each decision.

Hiring some workers Not being able to lower price
Society examples Opportunity cost
More hospitals Fewer soldiers and weapons NEWEStyalrEElr
Powerful cars Safer roads A7 BenineAd R valGes
2 Define ‘opportunity cost’
Lower taxes Less government spending on
education Answers on p.207

Businesses need to be aware of the opportunity cost of any action before they
‘make final decisions.

Business environment is dynamic
Businesses operate in an environment that includes:
the actions of other businesses

the labour market

government economic and social policies
consumer tastes and demand

the legal framework

political factors

social and demographic factors

changing technology

Al these change over time. Some changes may take place slowly, such as an ageing
Ppopulation, increasing incomes or consumers wanting increasingly better-qualicy
products. Some change is quick, such as a new competition law or a competitor
decreasing price. Businesses have to monitor their environments and be ready, able
and willing to change what they are doing in order to adapt to changing markets.
Carrying on in the same way is an option that often leads to failure.

What a business needs to succeed

The keys to business success are effectiveness in the following areas:

@ Enterprise — the ability to see possible opportunities in the market for
transforming inputs to outputs and gaining a reward that takes into account
the risks and choices involved.

Organisation — the ability to choose the appropriate resources and
combine them together profitably to produce products at a price the
consumer is willing to pay.

Financial monitoring — keeping track of the flows of money in the
organisation so that decisions on resources can be made knowing the real
opportunity cost.

Cambridge International AS and A Level Business Studies Revi:



Human resource management (HRM) — so that the right number of
appropriately skilled and trained people are hired.

Marketing — so that products meet the consumers’ needs in terms of
design, price, availability, information and value.

Objectives — so that appropriate organisation structure and strategy can
be used.

Coordination — so that all the functional areas (finance, marketing,
operations, HRM) work together to achieve corporate objectives.

Why many businesses fail early on

As many as 60% of businesses fail in the first 2 years. Common reasons include:

lack of well-researched objectives and business plan
oo little cash (cannot afford appropriate resources), or too much cash
(spent on wasteful resources)

too much borrowing, leading to high interest payments

cash-flow difficulties (spending at the wrong time or not getting payments
quickly enough)

unexpected growth too soon, which stretches resources

unplanned-for competition and lack of market knowledge and research
poor marketing, i.e. too much, too little or not appropriate

poor initial location decision or credit arrangements

lack of experience and underestimation of time and money pressure

not enough passion, commitment or risk assessment

A friend visits and tells you about a
new idea she has for a business selling
toy animals made of plastic. Draw

up a list of ideas that might help her
business to succeed.
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he role of the entrepreneur

An entrepreneur is a person willing to take a risk and start a new business by

bringing together all the resources necessary for success. This may be done by:
@ producing and selling a new product

@ building an existing business in a different way

@ extending an existing brand into different markets

To avoid the reasons why a new business might fail it is essential to have
particular skills and abilities.

Qualities an entrepreneur is likely to need for success
Determination, drive and energy.

Passion, initiative and self-confidence.

Good leadership — being able to persuade and involve others.

Good network-forming skills.

Low fear of failure.

Good assessor of risk and moderate risk taker.

Clear goal- and vision-setting.

Good organisation.

The ability to determine and focus on market needs and wants.

The role of business enterprise

Business enterprise is essential for starting and then making a business grow.
If there is no vision and organising mechanisms, a business will drift and
increasingly poor decisions will be taken. Workers will become demotivated,
efficiency falls and costs rise, sales become harder to achieve and cash flow
becomes less manageable.

New businesses are usually small. Typically small businesses supply 40-70% of
the jobs in a country and 20-30% of the wealth created. Many countries

=l )

Entrepreneur: a person willing to
take a risk and start a new business
by bringing together all the resources
necessary for success

Revision activity
You are trying to interest the
government in starting a new

college to encourage enterprise and
entrepreneurs. Prepare notes for a
government minister that include

two reasons why this is important for
your countryfregion together with an
explanation of the sort of students

that you would hope the college would
attract.
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1 Business and its envi
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therefore encourage new businesses by tax incentives, providing infrastructure
and advice and low cost start-up finance or development loans.

Enterprise in the form of new businesses generates:
new ideas, new products and new ways of working

the seeds for future growth into large businesses

competition that ensures markets are efficient and existing firms are not
complacent

employment opportunities and training

Now test yourself

Identify three characteristics of a
successful entrepreneur.

Identify three changes that could
occur in the business environment.

reses [l
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Social enterprise

Business enterprise measuires risks and rewards, Private enterprise focuses on
financial reward. Social enterprise focuses on improving society.

The range and aims of social enterprise

A social enterprise is a business that trades for a social or environmental

purpose and uses its profit for this, rather than distributing it to the owners.

Social enterprises:

® are set up to make a difference to society with a clear social/environmental
mission

@ gain income from selling goods and services, not from donations

® reinvest profits for their social purpose/impact

@ operate in a range of sizes and structures

Examples might include:

® providing employment for drug addicts and recovering addicts

® increasing employment for women

® improving the local environment by clearing litter, and fandscaping

® recycling fumiture to low income households or making new products from
old ones

® providing IT resources to charities and low income households

@ providing coffee producers with a fair income and market outlets

Social enterprises have to have a business structure that is different from the
normal partnership or joint stock companies because social objectives, the
requirement to reinvest the profits and the need to pass on any assets to similar
enterprises, have to be written in. Examples include cooperatives, community
enterprises and not-for-profit companies. They are found in many countries,
often working with development agencies or charities.

Triple bottom line

The bottom line of many businesses is to achieve targets related to profit.

Social enterprises use targets in relation to all these areas:

@ Economic or financial performance — costs, revenue, surplus.

® Social impact — related to their core objectives.

@ Environmental sustainability — relating to their effect on the
environment in the long term.

national AS and A Level Business Studies Revis
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Social enterprise: a business that
trades for a sodial or environmental
purpose and uses its profit for this,
rather than distributing it to the
owners

Now test yourself

5 Give three examples of social
enterprise.
Briefly explain the meaning of triple
bottom fine.

Identify three differences between
a profit-making business and a
social enterprise.

Answers on p.207




Business structure

Businesses have to have a legally recognised formal structure. There are various
possibilites linked to business size, finance requirements and the type of product
and market.

Primary, secondary and tertiary sectors

Economic activity can be divided into three sectors, each one with industries
of a particular type. Businesses generally operate in one of the following three
sectors:

@ Primary sector businesses are those that deal with the extraction of
natural resources so they include farming, forestry, fishing, oil, gas, quarrying
and mining. These industries form the first stage in the chain of production.
Secondary sector businesses are those that manufacture products or
process raw materials. They turn raw materials and components made from
raw materials from the primary sector into semi-finished or finished goods.
Examples include manufacture of cars, furniture, buildings and processed
food.

Tertiary sector businesses are those that provide a service. No physical
product is provided. Examples include banking, insurance, education and
travel services.

As economies develop they tend to move from being focused on employment
and output in the primary sector to the manufacturing sector then the tertiary
sector.

Public and private sectors

Economic activity is carried out by private sector businesses that are owned by
individuals or public sector businesses that are owned and run by the state
(local or central government).

Private and public sector businesses often have different objectives, eg. public
sector businesses do not have the objective of maximising profit. They also have
different legal structures and financial arrangements.

=l )

Primary sector businesses deal
with extracting natural resources, e.g.
farming, forestry, fishing, ol gas,
quarrying and mining

Secondary sector businesses
manufacture products or process

raw materials, e.g. to produce cars,
furniture, buildings, processed food.

Tertiary sector businesses provide
a senvice, e.g. banking, insurance,

education, travel.

Private sect

: contains businesses

that are owned and run by individuals.

Public sector: contains businesses that
are owned by the state (local or central

government).

Now test yourself
8 State two examples of businesses from each of the primary and tertiary sectors.
9 State two examples of businesses from each of the public and private sectors.

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

Answers on p.207
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Private sector legal structures for a business

The factors that influence the choice of a particular legal structure include

size, owners’ responsibility, financial arrangements, the level of owners' isk and
possible sources of finance. The ability to raise finance is a crucial factor. A small
firm with one owner will find it harder to raise finance than a large business
with a record of sound borrowing. A key factor is the ability of the business to
become a complete legal entity, separate from the owners.

Business structure
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The importance of limited liability

Limited liability means that the responsibility of the owner of a businessfor —
business debts is limited only to the specific amount invested in the business, Limited liability: the financial liabilty
and does not include all their other assets. This means that an owner cannot ofthe ownens of a business i inited 1o
lose more than the money invested in the business and is therefore | e anat they Fave Wivisted.

to invest. It enables shares to be issued and large amounts of money to be raised.

It occurs because the business is registered as a separate legal entity, capable of

suing and being sued in a court. This also means that possible lenders to the Now test yourself

business are more fikely to lend, knowing their oan is ot dependent on 11 Define limiced iabily.

individual persons.

12 Briefly explain one reason why
Unlimited liability means that the responsibility of the owner for business fimited liability is so important
debt is not limited to the amount invested so business debts might have to be when a business has to raise large

bank
paid from ot jus: the assets of the business bu al the assets of the owner #4ms o money chrotghi s ban

Main features of private sector legal structures Answers on p.207
Sole trader

A sole trader is an individual who owns and runs a business, taking final
decisions. A few sole traders are large businesses with many employees, many - \
others have a small number of employees or none. The owner has unlimited Sole trader: a business owned and run
liability and few administrative or legal requirements. The business is not a by one person responsible for decisions
separate legal entity so finishes if the owner dies. Typical examples are smal S sk e s

retailers and personal services. — -
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Advantages of being a sole trader

® Cheap, quick and easy to set up.

® Owner controls business and has confidentiality.
® Flexible.

Disadvantages of being a sole trader

@ Unlimited liability — might lose house to pay business debts.
@ Difficult to raise finance from loans.

@ Demands owner be skilled at all aspects of business operation.
® Difficult for owner to be absent from business — no sick leave.

Partnership

A partnership is when two or more people own and run a business together.
Many countries have a maximum number of partners allowed. There is no
requirement for formal documents or agreements, but these are common and
set out how much each partner has contri what ibilities they have
in running the business and how the partnership may be ended. Partnerships
generally have unlimited liability and are not legal entities so individual partners
have legal responsibility. Some countries allow some partnerships to have limited
liability and be a separate legal entity. In this case, there will be formal
procedures to go through. Common examples are in the professions, e.g.
medicine, law and architects.

Partnership: a business owned and
run jointly by a number of partners
who share the profit, )

Advantages of a partnership

Easy and cheap to set up.

® More capital raising ability as more than one person and extra partners can
be recruited.

Possibility of ‘sleeping partners' to raise finance.

Shared responsibility, workload and stress.

Wider range of skills.

@ Cambridge International AS and A Level Business Studies Revision Guide



stadvamagrzs of a partnership

Unlimited liability restricts ability to raise capital and partners may be forced
1o use personal assets to pay business debts.

Slower decision making and less control for individuals.

Possible arguments about work arrangements and share of profits.
Partnership finishes if one partner leaves so no continuity.

Limited companies

Private or public limited companies share the following features:

® Incorporation — the company is a separate legal entity from the owners
and can sue and be sued.

Ownership s through share issue and can be sold.

The company continues when shareholders change.

Limited liability of owners.

Management is by a board of directors elected by the shareholders.
Setting up requires formal registration, regular filing of accounts and reports
open to the public.

Limited liability and share issue enable large amounts of capital to be raised.

This means that limited companies are more expensive to set up but have access
1o greater sources of capital, are seen as more secure and continue until wound
up or taken over. Generally, private limited companies are smaller than public
limited companies.

Private limited company

® Often relatively small family owned businesses.
@ Relatively cheap to set up.

@ Shares can only be traded privately, not advertised for sale.

@ Nor all accounts and reports are open to the public.

® Cannot be taken over without agreement of shareholders.

Public limited company (plc)

@ Usually large businesses.

@ Shares issued for sale publicly to anyone via a stock exchange.

@ Expensive to set up.

® Accounts, reports and AGM open to anyone.

® Easier to take over as shares available in open market.

@ Huge amounts of capital can be raised via share issue.

® Complex to run, directors separate from shareholders so directors might
seek different objectives from shareholders.

Franchises

A franchise is a smaller business that uses the advantages of a large well-known
brand in return for payment. The franchisor often supplies a name, logo, generic
marketing and lays down conditions for the product. The franchisee supplies the
premises, equipment and staff. Typical examples are McDonald's, The Body
Shop, Holiday Inn.

The franchisee gets:

access to a successful marketing model and product, but this may be
restrictive

low cost starting up but weak negotiating position for further supplies
cheap resources due to access to economies of scale but could have
franchise withdrawn if conditions are not met

Incorporation: occurs when a business
is set up as a limited company, meaning
it is a separate legal entity and its
owners have limited liabilty.

Board of directors: elected by the
shareholders of a company to take
dedisions about running and managing
the business.

Now test yourself

13 Identify three differences between
a private and a public limited

i
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Answer on p.207

Identify the exact structure of a
business when you consider the above
issuies. Remember that a company is

a specific business structure: not all
businesses are companies.

Franchise: a smaller business that
uses the marketing advantages of a
large well-known brand in return for

payment.
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The franchisor gets:
guaranteed regular income, assuming the success of franchises

access to local knowledge, but brand name could be damaged if a franchise
is poorly run

control over the final product or service, but high cost of monitoring and
coordination

Cooperatives

A cooperative is a business that is owned and run by its members.
Cooperatives may be consumer-based, with members being customers, or
produce-based or worker-based with members being workers. Members own
and run the business and share in the profits.

Cooperative: a business that is owned
and run by its members.

An example of a small-scale cooperative may be several people who decide to
buy their weekly food together or several people who set up a shop and
work in it. Revi

n ac es

1 Draw up a table showing the

Cooperatives enable their members to: X
advantages and disadvantages
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® achieve economies of scale to lower costs or prices

@ control their own business activities

@ gain greater power in markets, e.g. farmers wanting control over planting
or selling

It is difficult for a cooperative to become a large business but there are
examples in many countries. Raising finance on a large scale is not easy and
taking decisions can be complex as all the members are entitled to have a say.
Cooperatives are often set up as social enterprises.

Other structures

There are other models for business structure. In the private sector these are
often social enterprises and take the form of community enterprises, or not-
for-profit companies. In the public sector these may be public corporations or
chartered businesses set up by government.

Problems resulting from changing from one legal
structure to another

A common progression as a business grows is from sole trader to partnership
to private limited company to public limited company. Any change from one
legal structure to another involves a change of ownership and management.
Sole traders are the only form of structure that can be dissolved without going
through administrative and regulatory requirements. These will cost time and
money to fulfil. Setting up a new structure will also cost time and money to
complete the regulatory requirements.

For businesses with multiple owners, these owners must agree to dissolve the

business and set one up with a new structure, and getting this agreement can be
difficult. It can also be difficult to find new owners or shareholders for a different

structure.

Size of business

N

of the following types of legal
structure:

® private limited company

® publiclimited company

® franchise

@ cooperative

Giving reasons, recommend an
appropriate legal structure for the
following:

® Alarge transnational
corporation setting up a new
steel plant in another country.
Five neighbours who embroider
shirts and dresses for sale.

Agroup that wishes to set up a
wind farm to supply electricity
toavillage.

A restaurant owner who wants
t0 expand by taking over

two other restaurants and a
vegetable supplier.

Anewly qualified hairdresser.

Six engineers who want to go
into business designing bridges.

Measurements of business size

Different methods of measuring the size of a business
Methods of measuring business size are shown in Figure 1.

Cambridge Ir
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Figure 1 Measures
of business size

Sales turnover

Number of outlets

2 Market share

Capital employed I:

s environ
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Market capitalisation |

Numbers ermployed |

Difficulties of using these methods

The various methods are not a definitive measure of the size of a business for &3 y

the following reasons: Make a list of three small businesses
and three large businesses. Identify the
factors that allow you to judge the size
of each particular business. Write out

n ac

® A business using a highly mechanised process will employ fewer workers
than a business using labour intensive methods.
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® A high value of capital employed might reflect the fact that very expensive your reasons for each judgement.
equipment is essential for the business to function.

@ A business could have a large market share but the market itself might be
very small. Now test yourself

® The current market value of a business might be due to a sudden surge or FTEr——————
decline in its share value, eg. some of the dot.com companies. the size of a business.

@ Sales turnover can be high due to the sale of only a few but very high value 15 Explain two problems that might
items such as highly specialised computer control mechanisms, eg. parts occur when measuring the size of a
being used on space exploration missions. business.

® A large business might produce a very small profit if market conditions are Answers on p.207
difficult.

Significance of small businesses

Advantages and disadvantages of being a small business
Advantages

@ Small businesses are often able to respond quickly to market changes
because they do not always have highly specialised equipment that is specific
o a small range of products.

Itis often the small businesses that are providing a personal and/or
specialised service to customers, eg, hairdressers and local independent
shops. They know their customers personally and are able to help and advise
them on an individual basis.

The owner(s) of a small business might be able to retain more power and
control over the business than if it grew larger and involved more people in
management and/or ownership of the business.

Employees in a small business might all be known to the owner, leading to
a better working relationship that can in turn lead to more loyalty from the
employees.

Disadvantages

® Small businesses sometimes find it difficult to obtain bank loans because
they have fewer assets to offer as collateral. This can lead to a lack of finance
for growth or development of the business.

@ A smaller number of employees might mean that the business lacks the
opportunity to employ a range of specialist workers.
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® A combination of a lack of finance and specialist knowledge could mean
that a small business might not have the opportunity to undertake market
research and therefore might be unable to maximise its presence in the
market. Opportunities might be missed.

Due to not enjoying economies of scale, the cost of goods and materials
might be higher than those paid by larger businesses. This could mean that
a small business must charge a higher price and therefore could struggle to
remain competitive with larger businesses.

The business might have to specialise in one product or a small range of
products. This could leave it exposed to larger businesses, who can offer
more variety.

Strengths and weaknesses of family businesses

Strengths

The family business is more likely to have members that will be loyal to each
other and therefore to the business.

The family bonds should lead to a stronger working relationship.

The family employees will all know how to approach one another when
discussion is needed.

Weaknesses

Family feuds might affect the working relationship.

Family members who are not performing well at work might resent any
discipline from another family member. Alternatively there could be a
hesitancy to discipline another member of the family. This can cause
resentment from other non-family employees.

Family members are likely to be in the managerial roles and this can prevent
the introduction of employees from outside the business who might have 17 Explain one weakness of family
expertise that could prove very beneficial to the business. businesses.

The emotional involvement of family members might make some decisions
difficult. For example, if one family employee is worthy of promotion another
relative might resent this.

Now test yourself

16 Give one advantage and one
disadvantage of being a small
e

usiness.

Answers on p.207

The importance of small businesses in the economy

@ Small businesses act as suppliers to large businesses.

@ Collectively small businesses provide a large number of jobs in an economy.
@ Today's small businesses might be the big businesses of the future.

The role of small businesses in some industries

® Small businesses are often a crucial part of the supply chain, eg, small
’ Now test yourself

manufacturers supplying various car parts to a large car manufacturer.

® In some industries small businesses might provide some specialit services for | 18 Explain b ik g

° A e overnment might encourage the

the larger business, eg. IT updates and servicing or conflict resolution in the & il
case of industrial unrest Herp ofsmaTbisnnes

° Answer on p.207

Recruitment of staff is often undertaken by small businesses working to
meet the needs of the large businesses in many industry situations. Tested .

Internal growth

Internal growth means that the business will increase its scale of operation
by producing and selling more, by opening new outlets or factories and by
employing more workers. Internal growth is often a slower means of growth
than external growth but it avoids some of the problems associated with
external growth.

al AS and A Level Business Studies Revision Guid



Why a business might want to grow internally

To gain the benefits of economies of scale.

To increase potential for sales and hopefully profit.

To become a more influential business in the market and therefore perhaps
have more power over the price of the goods/services sold.

To gain more bargaining power with its suppliers.

To gain a larger market share and therefore more influence in the market.

By becoming larger a business might be less vulnerable to takeover by a
larger business.

Internal growth is usually a gradual process and allows management changes
to take place at a more leisurely pace.

Because of the slower rate of growth, internal growth can help a business to
avoid the dangers of overtrading,

How a business might grow internally
The business might actively seek more orders for its products/services.

More equipment andor premises might be purchased.

Finance might be obrtained to allow additional premises and equipment to
be purchased.

When more orders and additional production capacity have been secured,
the business can increase its scale of production.

A business might diversify into other products/services as a means of growth
allowing it to appeal to a larger range of customers.

Business objectives

Business objectives in the private and public sectors

Now test yourself
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19 Explain why a business might want
to grow internally.

Answer on p.207

Business objectives are goals or targets that a business will work towards. The
objectives will determine all activities that the various sections of the business
undertake.

The nature and importance of business objectives at
corporate, departmental and individual levels

Al objectives and targets must be SMART:

Specific in what they want to achieve.

Measurable so that progress or ultimate achievement can be assessed.

Attainable/agreed so that everyone involved willfeel capable of reaching the
goal and, hopefully, will be motivated to achieve that aim.

Realistic because setting unrealistic objectives can demotivate a workforce. It
might be that it is the timeframe that must be realistic; some goals will take
longer than others. For example, it is likely to take longer to grow a business
by 100% than to increase sales by 10%.

Time-specific — without this element the objective would lack an essential
element against which the business success would be assessed. For example,
an objective to increase market share by 10% would be meaningless if it was
not to be achieved within a stated time, eg, 3 years.

Typical business objectives

Typical business objectives may be:

® profit related; either to maximise profits or to be profit satisficing
® growth of the business

® 1o increase market share

Business objectives: goals or targets
that a business will work towards.

Now test yourself

20 What does the acronym SMART
stand for?

Answer on p.207

Business objectives (17)
\_/
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® 1o increase sales revenue
® survival

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

® The business culture. Some businesses are risk-takers while others are more
cautious.

The current economic environment. Is the economy buoyant or is it in
recession?

How long the business has been in existence. New businesses might

not have the financial resources to support some objectives. In the early
stages of a business its only aim in the short term might be to survive. Once
established, its focus might change to increasing sales or market share.
Whether the business the private or the public sector. An
organisation in the public sector might aim simply to provide more people
with better products/services. This is unlikely to be an aim of a profitseeking
business in the private sector.

Objectives can be set at a corporate level, eg. to increase market share by 10%
in 5 years; at a departmental level, eg. the production department might aim to
increase output by at least 10% through increases in efficiency, and an individual
‘might be set short-term targets, eg. to increase productivity by 10% and achieve
zero defects.

Objectives are important to businesses because:

® they provide a focus and a framework for business activity

® they ensure that all departments or divisions within a business are working
towards the same ultimate goal

Business objectives

Departmental Individual targets
Corporate objectives targets Set in fine with

Long-term goals Set in line with departmental and
corporate objectives orporate goals

Corporate responsibility as a business objective

Corporate resporsibility, also known as corporate social responsibility, is
increasingly important to businesses because customers are becoming more
aware of how businesses behave. Buying decisions can be influenced by the level
of corporate responsibility demonstrated by a business.

Businesses can benefit if they can be seen to be behaving in a socially
responsible manner, eg. that they are aware of and working to avoid causing
any environmental damage. Also many businesses strive to behave in an ethical
manner. For example, a business selling face creams will ensure that the product
has not been tested on animals and a business manufacturing car batteries will
aim to ensure that it does not cause any pollution or environmental damage.
Social responsibility is demonstrated by a business that considers the local
ccommunity and tries to minimise the impact on local people by aiming to limit
the amount of noise and traffic caused by business activities.

Businesses can use a high level of corporate responsibility as 2 marketing tool.

A failure to demonstrate corporate responsibility can lead to adverse publicity
that can severely damage the reputation of the business.

Cambridge International AS and A Level Business Studies Revis

Now test yourself

21 Identify two business objectives.
22 Identify two factors that can
influence business objectives.

Answers on p.207

Figure 2 Business objectives

Corporate social responsibility: the
action, legally required or voluntary,
needed for an organisation to act
responsibly to all its stakeholders.

Now test yourself

23 Briefly explain what is meant by
“corporate social responsibility’.

Answer on p.207




Relationship between mission statement, objectives,
strategy and tactics -
A mission statement is a public statement of the overall intent of an organisation Mission statement: sets out an

and is often displayed in a public area of the business. For example, a school or organisation’s purpose, identity, values
college might have as its mission statement To educate the next generation to be and main business aims.
highly skilled and meaningful contributors to society. The objectives or long-term | Strategy: an overall plan designed to

goals would be set to achieve that mission. One objective might be to increase the | achieve objectives.

number of A-level passes by 20% over the next 2 years. A strategy would then be Tactics: the methods a business uses to
devised to help to achieve this. This might involve a change i teaching methods, carry outa strategy.

which might also create the need for more training for the teachers. ~
it could mean that more up-to-date facilities would have to be acquired and this
could mean some financial decisions would have to be taken.

2

The tactics involved could be to increase the rate at which students learn. This
could be achieved by extending the number of teaching hours or by setting
more home study, which students could be encouraged to undertake by the
setting of individual objectives.

The same approach is used in business. The corporate objectives are set, then
the ways in which the objectives are to be achieved are decided followed by the
setting of departmental and/or individual targets that will all contribute to the
achievement of the overall objective.

Objectives and business decisiol mj

The different stages of business decision making and the
role of objectives

The stages in the decision-making process include:

Identify the problem or the goal to be achieved.

Collect relevant dara.

Analyse and evaluate the data in the context of the identified goal/problem.
Discuss the advantages and disadvantages of strategies that could be used to
achieve the goal.

Implement the chosen strategy.

Review the effectiveness of the strategy and possibly refine or change the
approach used.

AW oN oo

o n

Decisions made in a business will be made with the corporate objectives in mind.
All decisions must contribute to the achievement of the overall business objective.
For example, businesses must decide what resources are needed and where.

How objectives might change over time

Business circumstances change and so does the economic environment in
which businesses operate. This can cause a business to change its corporate
objective of increasing market share to focusing on survival in the short term.
A new competitor might arrive in the industry or the existing competitors
might begin to be more aggressive. A business might change its objective
from increasing market share by 10% to merely maintaining market share in
the face of the increased competition.

Translation of objectives into targets and budgets
Business objectives are usually achieved in stages. These stages are the basis of
shorter-term targets that must be achieved if the business objective is to be
reached. The targets can be departmental or set for an individual employee.

Business objectives (
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The business objective will have an overall budget, which will then be divided
into smaller budgets that are allocated to each department or division. The

size of the budget will be determined by the requirements placed on each
department. If a department is expected to increase its output and/or its
contribution to the overall business objective, then it is likely that the budget for
that department will be increased.

ironme;

The communication of objectives and their likely impact
on the workforce

Objectives are usually communicated to the workforce through the agreed
channels of communication within a business. This might be through line
managers or via a staff meeting at which all staff are informed of the key aim(s)
of the business.

@ A workforce s likely to be informed about objectives when those objectives
will have an impact either on the way in which they work or on the output
they will be expected to produce.

The objectives might be motivating to the workforce by making them aware
of their contribution to the overall aims of the business.
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Being aware of business objectives might give the employees a feeling of team
spirt as they willall be working to achieve the same overall goal for the business.

There could be a demotivating effect on the workforce if the declared aim of
the business involves an increase in the use of machinery that could lead to
some of the workforce being made redundant.

How ethics may influence business objectives and activities

Ethics are not limited to matters of legality but can be a moral guide to howa | Ethics: a moral guide to business
business might conduct itself. Ethics can influence business objectives because behaviour. Ethics consider what is
consumers are becoming increasingly aware of when a business s thought to morally acceptable behaviour rather
have behaved in an unethical or immoral way. than what s legal.

Ethics might influence a business objective or activities in the following ways:

@ A business seeking to increase its profits might lower its labour costs by
employing child labour. As customers could view this as unethical it might
deter them from purchasing the product(s).

When answering a question about
ethics do not restrict your answer
to discussing pollution. Ethical and

® Using non-polluting methods of production could be much more expensive - environmental issues are connected
than a method that causes substantial pollution. A profitmaximising business | but can require some different content
might be tempted to use the cheaper option but this would not be ethical. from youin your answers.

@ Some businesses choose to locate in countries where the laws restricting
business activities are very limited or weak. Some might argue that such a
move makes good business sense whilst others might argue that it is Consider any business that you are
immoral/unethical because the move was made purely in order to exploit familiar with and the extent to which
the weaker laws of that country. lLSalibess S bED ey

. ethical manner. Make a list of the
® The testing of products on animals is seen as morally unacceptable by some factors that might determine whether

customers. However, a business might be trying to confirm the safety of or not it is an ethical business.
their products before selling them. Is such a business unethical?

In order for a business to succeed, it must have customers. If modern businesses CUANALEAN LU 1Y
are judged to be unethical it islikely that they will lose customers. Increased 24 Briefly explain how ethics might

press coverage and the increased use of the internet means that customers are flaenee the cuspmers ofa
usiness.

much better informed about the behaviour of businesses now than ever before.
Answer on p.207

nal AS and A Level Business Studies Revi

(/Fv?) Cambridge Ir
Z/



Stakeholders in a business

A stakeholder is any individual or group of individuals who have an interest in
the activities of a business. These may be internal or external.

Groups involved in business activity mj

Stakeholders include:

e Stakeholder: an individual or a group

of individuals who have an interest in
shareholders the activities of a business.
customers -

local community

lenders of finance, eg. banks
suppliers

the government
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s of the stakeholders

@ Employees use their skills and expertise to work in the business and to help
the business to achieve its stated aims. They expect to be paid fairly and

on time and to be treated in a way that complies with employment law.
Employees have a responsibility to the business to work efficiently and not
to breach their contract with the business.

Shareholders provide permanent finance for the business in return for a
share in the ownership of the business. They expect to receive dividends

on the shares they hold if the business makes a profit. The shareholders are
expected to use their voting power to appoint the best people to the board
of directors and to ensure that the business follows ethical policies.
Customers justify the existence of a business; without customers there is no
reason for the business to exist. Customers can expect to receive a product
in good condition and that is safe to use. In return customers are expected
o pay on time for goods and services received and not to make any false
claims against the business. For example, customers should not claim that
they had been injured as a result of using a product if that claim was untrue.
The local communiity allows the business activity to take place and
possibly supports the business by providing local goods and services to the
‘main business. The local community will expect a business to carry out its
activities in such a way that it is not harmful to the local inhabitants, e.g.
noise or water pollution.

Lenders, eg, banks, provide finance for the business and have a right to
expect that repayments will be made by the business in accordance with
the lending agreement. The banks will be expected to make funds available
10 a business once an agreement has been reached. The banks might also
be expected to allow only reasonable loan agreements to be made. If a bank
lends more than a business can afford to repay, this can result in severe
financial difficulty for the business and might result in its closure.

Suppliers are the providers of goods and services required by businesses.
They expect to be paid for all goods and services provided and within an
agreed time limit. Suppliers are expected to supply goods and services of

holders in a busi




arequired standard or to a standard agreed between the supplier and the

Now test yourself
purchasing business. H

25 Identify two stakeholders in a

vironmen

® Governments create the legal framework in which businesses operate. They B and ety ol it
also manage the economy of the country and so can influence the economic they would expect to gain from the
environment in which a business operates. Governments expect any business business activities.

operating in their country to abide by the laws affecting business activity and

Answer on p.207
employment laws.

ns/actions on stakeholde

Impact of business de

Employees — a business might decide to switch from labour-intensive
production to capital-intensive methods. Employees might resist this change
due to some workers fearing that their work will be done by a machine and
that they will lose their jobs. Other workers might see this as an opportunity
1o be trained to use the new equipment and therefore to gain new skills and
experience.

1 Business and its en

Shareholders — an announcement of a large investment in a research

and development programme might be received with mixed feelings by
shareholders. Some shareholders will see profit being put into the new project
rather than being given to them as dividends. Others might take a longer-
term view and feel that reduced dividends in the short term could result in
even larger profit and dividends in the future if the project is successful.

Customers — the launch of 2 new product gives customers more choice.
However, if the new product replaces an existing one, some customers might
be unhappy if they preferred the original product.

Local community — if a large business announces that it intends to relocate
to another part of the country, the local community is likely to feel betrayed.
Local employment is likely to suffer and the local support businesses will
probably lose the business of the larger business. Alternatively, the expansion
of a business can put a lot more strain on the local infrastructure and can
negatively impact on the lives of the community around the business.

Lenders — the ability of a business to repay loans can be jeopardised if the

business decides that it wants to pursue rapid growth. The result might be Remember that some stakeholders are
that if the business grows too fast, it becomes financially unstable. A business internal, e.g employees, managers and
might decide to move some of its resources from credit control to what directors, and some are external, e.g.

it sees as more profitable activities. This could result in the debts of some the government, nearby residents and
suppliers, and that all of them might

be affected by business operations.

customers remaining unpaid and therefore the cash flow of the business
could be negatively affected.

Suppliers — a relocation decision might cause suppliers to lose orders,
which could in turn mean that they will require fewer workers. The size of
the suppliers' businesses might have been in response to the orders placed
by the relocating business, and to lose a significant number of orders might
cusesubsneal i @ . 26 Briefly explain how stakeholders of
Government — the growth of a business can lead to an increase in the a business might be affected by a
number of people being employed. This helps the government because one decidion to ciose alocal branch of
of the aims of government is to reduce unemployment. In addition, when a the business.

business has growth as an objective there is the hope that this will result in
the business becoming more profitable, which means the government
should receive more tax revenue from the business.

Now test yourself

Answer on p.207
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Why a business needs to be accountable to its stakeholders Revised

Businesses must meet the needs of their stakeholders if they want to continue
1o have their support.

@ Employees will seek employment elsewhere if they are not treated fairly and
lawfully. This could cause frequent recruitment and selection to take place,
which adds to the costs of the business.

Shareholders might sell their shares and purchase shares in other
businesses. This might result in competitor businesses being strengthened as
they receive additional funds from the issue of new shares.

Customers might cease to purchase products or services from the business
if their expectations are not met. Competitors might benefit as customers
switch to their products.

The local community might be less tolerant towards the business activities
if they think that a business is not considering the impact of its actions on
the local inhabitants. For example, if a business does not take care to prevent
water pollution, the local community might object strongly to any proposal
from the business to increase its scale of activity.

Lenders might refuse further loans or, in the case of an overdraft, might
demand that any money owed is repaid immediately. Many businesses need
asource of loan funds in order to be able to achieve their objectives.
Suppliers might be more willing to supply goods at short notice if the
business has treated them well by giving them regular orders and by paying
them on time.

Gwer‘nme!-ts might restrict the activities of a business that has not 27 briefly explain why businesses need
complied with the legal framework of the country. For example, a business tsisahety their stakehalders

could face large fines if it constantly breaches employment legislation and.

fails to treat employees according to the laws in force. Businesses that do not
comply with legislation are ot likely to be considered for government loans
and/or grants.
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Now test yourself

Answer on p.207

Stakeholders might have different expectations of a business. For example:

® Customers want good-quality products at low prices, but if the highest
possible profit is to be gained then higher prices might have to be charged.
Higher profits will be desired by shareholders because high profit can mean
higher dividends being paid to them.

@ Shareholders want the business to have large profits but this might be in
conflict with the employees who want to be paid higher wages. Higher
wages will increase costs but reduce profit.
@ The government usually aims to have lower unemployment and will
therefore be in conflict with a business that wants to increase its use of
machinery and reduce the number of people employed. However, a change  sIlAARIS 11
in production methods might make the business more profitable and Makea lst of stakeholders in a business
therefore liable to pay more tax to the government. AT iite lonpie e h one I o
the possible causes of confiict between
® Ifsuppliers charge higher prices for their goods, a business will have increased  different stakeholder groups.

costs, so reducing profits and dividends paid to shareholders.

1olders in a bu
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A change in business objectives can impact on stakeholders, either positively or
negatively.

From profit maximisation to increasing market share

The aim of profit maximisation would satisfy the needs of shareholders to
receive dividends paid out of profit. On the other hand, a change in objectives
1o increase market share of the business might result in a reduction in profit
due to more money being spent on building an image or perhaps a unique
selling point (USP) that might allow a business to gain a stronger position in the
market.

From survival to growth

In the early stages of a new business survival might be its only goal. However, as
a business becomes more established it might change its aim to that of business
growth. This can give some security to the employees and might ultimately
produce a larger profit that can be paid to shareholders in the form of dividends.
The change of objective might also be beneficial to suppliers because they might
expect an increase in the size of orders received as the business achieves its goal
of growth.

Revision activity
Make notes on other possible changes in business objectives and which
stakeholders might be affected. Note whether the impact s likely to be positive

or negative.

ional AS and A Level Business Studies Revision Guide



2 People in organisations

Management and Ieadershlp

It is not always easy to distinguish between a leader and a manager. ~
® A leader might be able to inspire people to goals that they would not have Lertlaf: Soriecnt who L rispie arid
; 2 drive other people to achieve a goal or
thought possible, but the leader might rely on a good manager to organise e
the day-to-day activities that make the achievement of those goals possible. .
A leader might have a vision of where the business could be at some time
in the future. Once that overall strategic aim has been determined, the
‘managers of the business make the tactical decisions (short-term strategies) tactical decisions to enable a business
designed to move the business in the desired direction. 5 ki s vl oot
The leader might be the originator of overall business objectives but objectives.
managers will implement decisions on a day-to-day basis in order to make
the 'ision' of the leader a reality.
Managers will use the resources of the business as efficiently and effectively
as possible in order to achieve the leader’s goal.
Good leaders are sometimes also good managers but not necessarily. Some
good managers do not have the personal characteristics of a good leader
but they can manage resources effectively and efficiently. Similarly, a good
leader might be able to inspire their managers and workforce and might
also be able to develop excellent long-term goals for the business, but they
might be less able to implement decisions and manage resources on a
day-to-day basis.

Management and agers mj

The functions of management

Fayol

The functions of management as described by Henry Fayol are:

Planning — to outline tactical strategies and to set and implement short-
term objectives.

Manager: someone who can
control and direct within a business.
A manager can develop and implement

® Organising — allocating resources as efficiently as possible. Make sure thar  QUSUEILIEIS AN
the business has the resources that it needs, at the right time and in the 1 Write down an example of actions
ight place. that might be taken by a manager/
@ Commanding — give clear direction to ensure that workers know what is ewnEowittinde aking cachon

expected of thern. the functions outlined by Fayol.

® Coordinating — prevent duplication of effort and ensure that al 2 Lo
departments within a business are working to achieve stated objectives be constantly ‘controlling and
within an agreed timescale. monitoring'in a food processing
@ Controlling and monitoring — check progress towards agreed targets. factory.
This could require a reassessment of the resources being used and perhaps a
change to motivational techniques being applied. Now test yourself
Mintzberg 1 Exphain three of the functions of
2 - ; management.
Mintzberg identified three distinct roles of management: the interpersonal role,
the informational role and the decision role. Answer on p.207

Management and leadérdhip



Table 1 Mintzbergs management functions

,‘g Interpersonal role involves: Informational role involves: Decisional role includes the role of:

" ® Being a figurehead —people | ® Being a monitor of information ® Entrepreneur — change managing.
2 expect managers to guide, lead | — decide whid is ideas.

T and inspire them. important (both internal and external | managing innovation.

(O8] | Beinga leader — makeit cear information). ® Disturbance handler — resolving any

o 10 everyone what is expected of | ® Disseminating information — make actual or potential disagreements within

(=} them. sure that relevant information is the business or with outside agencies.

c © Liaison — ensure that effective | passed to the appropriate peopleina | ® Resource allocator — ensuring efficient
. communication can occur within | suitable way. and effective allocation of all resources
2 the business and with outside ® Being a spokesperson — passing (finance, people and/or equipment).

o agencies. relevant information to the appropriate | ® Negotiator — in disputes between

=] agency, for example, when dealing departments or individual workers or with
g with local authorities or trade unions. |  other businesses or customers. Negotiate

with trade unions.
~

Write down an action that a manager might take when performing each of the Be prepared to relate any

management functionsfroles identified by Mintzberg. For example, a business management functions to a specific

might wish to expand the size of its factory and so managers would need to business contex, e, to a retail ora
icate with the local planni ity to gain the relevant permission. manufacturing situation.

a=)

The purpose of leadership
Leaders are those individuals that drive and inspire the people around them IS"Z"B 'eﬂdm:ff: "°L"‘f""‘ w:ﬂ
towards a specific objective. They inspire others to trust them and to support eaccisol good fnabudness TIey

" might have the charisma to get the
them in their pursuit of targets or goals. RO e e h ke sl o

. e . follow them by working towards a
Leadership roles within a business particular Z‘,:ybu( ,hafgoﬂ may be

Within a business the leaders might be the directors, managers, supervisors or not be sensible nor achievable. Leaders
worker representatives, each of them interacting with the people around them sometimes need to listen to others.
as described above by Fayol and Mintzberg.

Now test yourself

The success of any business can depend on the ability of the leaders wichin it to
communicate with and to drive their teams to work as a cohesive unit towards

achieving the overall business objectives. This is true whether a leader s guiding
100 people or 10.

2 Explain two of the characteristics
of a successful leader.

Answer on p.208

Table 2 The qualities of a good leader

Self-confidence and self-belief | Leaders need to believe in their ability to make the right decision and to drive a business in
the right direction.

Intelligence They must have sufficient intelligence to be able to determine when their ideas are realistic
and achievable. They must also have some idea how their goals might be achieved.

Creativity They might need to be able to find new solutions to old problems and be able to create
innovative ways of improving and presenting an existing product. They need to be able to
set their business apart from others in the same industry by devising something to make it
different.

Charisma ‘They need to be able to inspire the workforce and to make them want to follow the leader
because they believe i the leader and what he or she believes the business can achieve.

Multi-skiled Leaders need to know and understand the tasks within a business. Some leaders cannot
perform all of the tasks but they need to be able to hire the people who can.
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Leadership styles

The chosen style of leadership can influence the efficiency of a business and

the level of motivation of the workforce. Different styles of leadership can be
appropriate for different business situations. For example, an authoritarian style is
appropriate in an emergency situation when decisions need to be made quickly.
Tables 3 to 5 outline the characteristics plus advantages and disadvantages of
the autocratic, democratic and laissez-faire styles of leadership.

Table 3 Autocratic leadership

Characteristic | Advantages Disadvantages

One-way Time is not taken waiting for feedback Workers might not feel valued or trusted. Often only given

communication | to information or instruction given to information essential to their work. Some employees.
employees. would enjoy feeling more involved and knowing the overall

direction of the business.

Close Workers are told what to do and are Workers do not ‘think for themselves' s they are always

supervision supervised to make sure that the job is told what to do. Can stifle their potential creativity.
completed as expected.

No feedback | No time is spent seeking the views of Perhaps the employees can contribute ideas that are better

from employees | employees. than those of the leader.

Leader makes all | Quick decisions can be made.

Involvement in decision-making can be motivating and can

decisions provide some job satisfaction.

Table 4 Democratic leadership

Characteristic Advantages Disadvantages
Two-way communication Workers get feedback and leaders | Sometimes a quick decision is needed and there
will also hear what the employees | is not the time to consult the employees.
believe about some decisions or

information.
Participation of employees in Can be very motivating as the Some employees might feel that it is not their
decision-making employees wil feel valued and job to be making decisions.

e Some issues cannot be discussed with
employees, e.g. proposed takeover plans of
another business.

Feedback taken from employees | Better ideas can sometimes come | Getting feedback can be time-consuming.

from the employees.

More general information is given | Higher levels of involvement due o | Employees might not like or agree with the long-
to employees about the business, | understanding what the business is | term aims of the business. This might affect their
i.e. its long-term goals aiming to achieve. motivation or the labour turnover.

Table 5 Laissez-faire leadership

Laid-back, hands-off approach by | Workers feel trusted and therefore this | Workers might retain too much control
management approach can be a positive influence over how work is to be done.
on motivation. Workers do not need
constant supervision.
Employees work within parameters | It allows employees to have some. Lazy managers can use this leadership
laid down by management; workers | flexibility about how their work is carried | style as a means of avoiding making
are not free to do as they please outand the structure of their decisions about work-related issues.
working day.
Workers are free to make their own | Employees are likely to increase their Managers might become remote from
decisions about how they work self-discipline and to work as ateam to | some decisions and become out of
achieve the desired outcome. touch.
High level of trust given to employees | Time is saved because employees can | Wrong choices in terms of organisation
take decisions. policy may be made.
Typically used with highly skilled Employees motivated because they can | Employees may pursue their own
and motivated employees such asin | achieve personal goals. objectives using organisation resources.
design or research businesses

Management and leadérdhip @



Douglas McGregor: Theory X and Y

The way that managers view their workers' attitudes to their work can
determine or influence how managers treat those workers. McGregor divided
workers into Theory X and Theory Y workers.

A manager who sees his or her employees as Theory X workers i likely to
believe the workers to have a negative attitude to their work and might choose
10 use an autocratic leadership style to manage them. A manager who believes
his or her workers to be Theory Y workers might place more trust in them and
adopt a democratic style of leadership (see Table 6).

Table 6 McGregor's Theory Xand Y

Theory X Theory Y

® Such workers need to be given clear instructions of what to | ® Such workers enjoy their work and are likely to enjoy some.

do and require close and constant supervision. involvement in decision-making.
@ They will avoid taking on any responsibilty if at all possible. | ® They are not afraid of responsibility and will accept it in the
© They do not particularly enjoy their work and will avoid hope that their efforts will be recognised.

doing anything more than the minimum required of them. | ® Workers might be creative and be willing to offer ideas to
the business.

Now test yourself

3 :de:riﬁ;‘ two bleneﬁts to a business of adopting a democratic Read queshionssuchyas those opposie
leadership style. carefully. Make sure that you write

4 Explain two disadvantages of using a democratic leadership style. about the advantages andor the

5 Explain two advantages of using an autocratic leadership style. disadvantages as required by the

question. It is not unusual for students
to write about advantages when

the question required discussion of
disadvantages.

L)

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

Answers on p.208

Paternalistic leadership/management style is not currently assessed on the CIE
syllabus.

Emotional intelligence (EQ) w

1's four ¢ ies of i e
Goleman's theory is based on a need for managers to know and understand
their own feelings and those of their employees. Managers need to be aware
of what motivates them and what are their hopes and aspirations. If managers
understand this about themselves then they might be able to understand the
emotions of their employees.

Emotional intelligence: the ability to
recognise and understand your own
feelings and those of others.

Goleman's theory is based around four key ‘domains' self-awareness, self-

‘management, social awareness and social skills.

@ Self-awareness. Managers must be able to recognise and understand their
own emotions if they are to understand those of others. They need to
understand how they feel, when and why.

® Self They need to be self-motivated and to appreciate how
their behaviour can affect the feelings and performance of their employees.
They need to be able to control their emotions and the way in which they
treat their employees so that their employees are not negatively affected. An
obviously angry or fearful manager is likely to convey those feelings to his or
her employees. Keeping extreme emotions under control can be a positive
influence on employees, Managers should be aware of what motivates them
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and so appreciate that their employees might share those same
motivation needs.

® Social awareness. Managers need to understand the emotions of their Now test yourself k=1
workers and be sensitive to their different needs. They must be aware of the 7 State the four key competencies of 0
aims and ambitions of their workers because these will affect their attitude Goleman's emotional intelligence e
to their work. This can also apply to customers. theory. u"b

® Social skills. Managers who are aware of the emotions of others are more Explain one advantage to managers =
likely to be able to manage those people effectively because they will realise of understanding the emotions of e
that they perhaps need to adapt their approach to some employees. theiremployees. =
Understanding the cause of certain emotions, eg. disappointment, can Answers on p.208
enable managers to deal with situations more i and effectively.
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Motivation

Motivati

n as a tool of management and leadersh

Motivated workers are likely to feel more involved in the workplace and can also
feel as though they are an important and valued part of that business rather
than ‘just an employee’.

The need to motivate employees
Employers and managers spend a lot of time and money trying to ensure that

their employees are as motivated as possible. Motivated employees are more Motivation: a desire to do something;

likely to work as hard as possible to help the business to achieve its stated aims a desire to work willingly towards a

and objectives. These might include: stated aim or goal.

® Anincrease in productivity. Motivated workers will work harder and Productivity: outpuit per person per
produce more output during each work period. time period (per hour or per shift

® Improved levels of customer service possibly leading to: | eked)

The ability to differentiate one business from another. This is particularly
s0 in retail businesses but also applies to manufacturing businesses. All Now test yourself
businesses have customers whether they are purchasing a product or
receiving a service.

9 Define ‘motivation’.

An increase in returning customers. Answer on p.208
@ Better quality goods.
@ Fewer mistakes due to employees being eager to do the best possible job
for their employer or manager.
@ A possible decrease in production costs due to lower levels of faulty
goods being produced and therefore less wastage of materials.
@ Reduced labour turnover. Motivated employees are less likely to look for
work elsewhere because they are happy and satisfied in their current post.
This can also be described as an increase in the loyalty of employees. This Make sure that you discuss
can have the benefit of reducing the recruitment and selection costs caused motivation issues in the context of
by the need to replace employees when they leave. the given situation. If the business is
& L e — a retailer, avoid discussing points in a
ower levels of absenteeism. Employees are less likely to be absent from e o
work if they are happy and satisfied at work.
Human ni

Human need: the wants or desires of

people whether at work or in their life
in general.

A simple explanation of human need
You need to understand the human needs that can be satisfied in the
workplace and the ways in which this might be achieved.




in organis:

=
S
$

o
o~

Common needs

These include the need to:

be able to enjoy the basic requirements for life, ie. food, clothes and shelter
be part of a social group

have the respect of the people around you

feel useful and valued at work and in life in general

@ have the potential to improve yourself and also your standard of living

How human needs may or may not be satisfied at work
You need to be able to discuss how and to what extent human needs might be
met by employers/managers. For example, a person might feel more valued and
important at work if they are given some extra responsibility as this shows that
they are trusted by their employer.

Re:

n activity

1 Take each of the common needs
mentioned opposite and suggest
ways in which a business might meet
that need in the workplace using the
examples opposite as a guide.

Now take this one step further. Try
to think of any possible problems or
disadvantages that a business might
experience when trying to satisfy
the human needs of employees.

For example, when giving extra
responsibility to one employee this
might upset other workers who
might feel that they should have
been given more responsibility too.

~N

Motivation theories

The specified motivation theorists are:

Abraham Maslow — the hierarchy of needs.

Frederick Taylor — the notion of ‘economic man’.

Elton Mayo — the Hawthorne experiment.

Frederick Hertzberg — the two-factor theory.

Douglas McClelland — achievement, authority and affiliation.
Victor Vroom — the expectancy theory.

You must be able to explain the content of the theories of each of the theorists
above and be able to apply their ideas to an actual business situation. You
should also be aware of any possible key differences or similarities between the
ideas of each of these theorists.

The ideas of motivation theorists

Abraham Maslow
Maslow’s theory is based on successive human needs. He arranged these needs

in the form of a pyramid with their order indicating the priority that they would

take in the eyes of most employees (Figure 1). He identified a range of needs
that he believed applied to employees. The basic needs must be satisfied first,
then a series of needs arranged in a hierarchy. Satisfying these in turn can be
used to motivate employees.

Self-actualisation —
the abllity
oppertuniy toteach
one's ullpotential

Esteem needs — the need for
recognition from managers,
employers and fellow workers

Soclal needs —the need to have a sense of

belonging and sodal Interaction

Security needs — the securty that basic needs can continue to
be met.

Baslc needs —food, dothes and shelter

Figure 1 Maslow’s hierarchy of needs
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A comparison of the ideas of various
theorists can be a useful analytical
approach to use when answering
examination questions.

Now test yourself

10 Explain the difference between
‘social’ and ‘esteem’ needs on
Maslow's hierarchy of needs.

Answer on p.208




Key points

@ The needs at the bottom of the pyramid need to be satisfied first.

@ Once a need has been met that need will no longer motivate.

@ Needs are likely to change throughout a working life.

@ People wan different things out of life, and therefore each employee is likely
to be motivated by wanting to satisfy different needs.

What implications does this have for employers and managers?

You need to be able to discuss how
employers/managers might meet the
needs of their employees. For example,
the basic needs of food, clothing and
shelter can be met by earninga wage
thatis sufficient to purchase them.

ways in which employers might try to

® Managers might need to change the ways in which they try to motivate
workers.
@ Workers are unlikely to all be motivated to satify the same need at the same
time. This implies that there might be a need for managers to employ For each of the ‘needs’ identified on
a different method of motivation for each employee. Maslow’s hierarchy suggest possible
® Managers also need to recognise that what might motivate workers is likely
3 i meet them.
to be different at various times in their working life.
Frederick Taylor

The basis of Taylor's theory was that employees will give a fair day's work for a
fair day’s pay and that they are motivated by financial incentives. Put simply —
find the best way of completing a task, train employees to employ the best
method and pay them according to their output, i.e. piece work.

Taylor's theory assumed that people work harder in order to earn more

money. Such ideas of motivation were believed to be more appropriate in a
manufacturing environment where an actual measurable product was made.
However, some people may strive for promotion in order to earn more money
‘whilst at the same time they might be gaining greater job satisfaction and
could be meeting their ‘security needs' as identified by Maslow. Equally, whilst
promotion might yield a higher rate of pay, it might also serve to satisfy the
esteem needs of the employee due to being deemed suitable for a more
responsible position. Success might earn the respect of his or her employees and
co-workers.

As incomes rise people change their lifestyles as they aim to buy a bigger house,
a better car and perhaps go on more holidays. This can then lead them to
wanting to earn still more money to afford an even better lifestyle. Perhaps then,
Taylor's ideas are still relevant for the increasing service sector of today.

Elton Mayo

Mayo’s ideas developed out of the ‘Hawthorne’ experiment at the General
Electric Company in Chicago. Mayo believed that the motivation levels of
employees could be influenced by changes in their working conditions. However,
he found that even when changes were made to the physical environment the
level of output remained constant. This led him to conclude that employees
were reacting to the attention being paid to them rather than to any changes

in their working environment. They felt important to be part of the experiment
and had also developed a team spirit that had a positive effect on their output.

Frederick Herzberg

Herzberg is known for his ‘two-factor theory!, the two factors being hygiene
factors and motivators (see Figure 2 overleaf). He believed that hygiene factors
do not motivate but that they prevent dissatisfaction, whereas the motivating
factors can actually inspire people to work harder and better.

Revision ac

137
Draw up a table of how an owner/manager might ensure that the hygiene
factors and motivators identified in Figure 2 overleaf can be satisfied.

Piece work: workers are paid a stated

Now test yourself
1 Explain what is mean by the term
“piece work'
12 Explain how piece work might
motivate employees.

Answers on p.208

amount for each unit produced.
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Now test yourself

13 Identify and explain the difference

between the two factors of

Pay and working conditions Herzbergs two-factor theory.

Cormpany policy
Relationships: either with co-workers or Answer on p.208

with owners or managers
Supervision: the amount and type used

Motivators

“The type of

The prormotion uppcnunmss available
Being valued and apprediated by managers
Job satisfaction or feeling of achievernent
‘The opportunity to be given responsibility

atio

in organis

2 People

Figure 2 Herzbergs two-factor theory

Douglas McClelland

McClelland's theory is based on the idea that employees need to feel a sense of

achievement, authority and affiliation.

@ Achievement is wanting to meet targets and goals that have been set either
by the individual or by the business.

® Authority for employees i the need for power or influence over other
employees or having some power over the way in which they undertake MNSW test yElEsElr
their work. 14 Explain the three key elements in
@ Affiliation is seen as being the need of most employees to work in a e oy of Dougss McClebn
‘fiendly’ environment and to be lied and included in formal and informal | Answer on p.208
groups.
Victor Vroom

Vroom's thesis was that employees would be prepared to work hard if they
received suitable reward — hence the name of his expectancy theory. The
three key factors in this theory are valance, an

Table 7 Vroom’s factors

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

Relates to The extent to which The level of belief by which theorist(s), do not atempt to
howmuch | employees believe thata | employees that if their efforts write about all of them. Select one
employees feel | better performance can be | are increased and their o perhaps two that relate best to.a
the needfor | achieved if they increase | performance improves they will | situation that might be given in the
reward. their efforts. be rewarded appropriately. question.

Certain conditions are required in order for Vroom's theory to be used
effectively:

The employees must be capable of increasing or improving their
performance. They might lack the required skills or they might already be
working as hard as they possibly can.

@ |t must be possible to assess the performance of the workers in order that Now test yourself
any increase in effort and performance can be rewarded. ? ' 5
15 Explain why an effective appraisal
@ The rewards offered must be such that the employees want to obtain them. system is essential if Vroom'’s
@ Finally, it is essential that the rewards offered are actually given when motivation theory is to be successful.
performance improves as expected. A falure to deliver expected rewards wil | Answer on p.208

undermine the motivational benefits of this approach.
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'erent payment methods
@ Piece work — employees will strive to produce more units in order to
receive more pay.

Commission — paid to sales staff to encourage higher sales, usually giving a
stated amount or percentage of the sale price for each sale made.

Bonuses — often paid for hitting targets for levels of output or for meeting
completion dates.

Salaries — monthly payments for work done can give employees a feeling
of security about their level of earnings.

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

Profit-related pay and share ownership schemes — both of these are
based on unifying the aims of the business with those of the employees.

If the business is profitable, the employees receive a share of the profit or
receive shares in the business as a reward for their efforts.

Fringe benefits such as the use of a company car. This reduces the costs to
the employee of running a car.

erent types of non-financial motivators

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

® Training — induction training or in-service training that might be on-the-

job or off-the-job.

Promotion opportunities — the possibility of future promotion can

encourage employees to work with more effort in order to be noticed and

hopefully rewarded.

Staff development — opportunities to obtain new skills and experience

that can improve job satisfaction and can also increase the status of the

employee as well as improving their chance of promotion in the future.

Status — this appeals to the ‘esteem needss’ of employees and can be

achieved by giving an employee a job title, e.g, team leader. This can also be

achieved by giving an employee more responsibilicy. This is not a promotion
but gives the employee a feeling of higher status and importance.

Job re-design — restructuring a job or changing some of the tasks involved.

This can include job rotation where a team of warkers periodically change

the task they perform within the group. This can help to prevent boredom

and can include job enlargement (job widening) where an employee is given
other, different tasks to complete.

Job entichment — an employee is given a wider range of tasks that are

more complex and therefore more challenging (job deepening). Being asked

to perform tasks requiring higher-level skills s likely o raise an employee’s
sense of importance.

Teamworking — encouraging groups of employees to work together

towards a common goal, eg. cell production and quality circles.

@ Empowerment — allowing employees to make some of the decisions
regarding their tasks, eg. let them decide how a particular task should be
carried out or who, within a group, will carry out which task. ‘Empowered’
teams are also expected to solve any problems that they encounter by
discussing the issue within the group and agreeing on an appropriate solution.

Piece work: where payment is made
to workers based on the number of
units produced, i.e. payment per unit
produced.

Commission: a payment made
according to the number of sales
achieved. This is usually a percentage of
the selling price of a product.

Salary: a monthly payment made to
employees as a reward for their work. It
is usually a fixed and agreed amount.
Performance-related pay: a payment
made to employees, usually half-yearly
or annually, that rewards them for
achieving or exceeding expectations in

their performance at work.

A possible analytical approach might
be to consider the relative costs of
various incentives. The financial
incentives might be too costly

for a business particularly i it is
experiencing a downturn in demand or
if the economy is in recession.

Frequently candidates write about all
the incentives that they can remember.
Make sure that you only write about
incentives that are relevant to the
question and the context given.

evision activity
Draw up two tables, one for financial
motivators and one for non-financial
motivators. Using one column for
each type of motivator write in as
many work situations as you can

think of where each motivator

might be appropriate. For example,
teamworking might be effective in a
production facility or in a retail store
where different departments can work
together as one team.
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Participation — involvement in decision-making, e.g. by inviting some
employees to management meetings or through the use of regular
departmental meetings and works councils.

Perks, eg, giving some extra days holiday to employees, improving the
canteen facilities or by offering them subsidised meals.

Ways in which employees can participat the
management and control of business activity

These are outlined under ‘participation’ above and can also include worker
directors. Whether using financial or non-financial motivators, it is important
that the method used is appropriate to the employee and to the type of work
being undertaken.

Now test yourself

16 Explain two financial motivators
that might be used by a retail
business.

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

Answers on p.208

Human resource ma nagement

Human resource management (HRM) aims to ensure that a business has the
appropriate number of employees with the appropriate skills at the time and
place that they are required.

The role of HRM in meeting organisation objectives
Recruit and select new staff when additional personnel are required.
Induction: arrange for new staff to be familiarised with the organisation,
structure, policies and working practices.

Organise any necessary training. This might be for new or existing personnel
who might need to acquire new skills or improve existing ones.

Record key performance indicators and conduct staff appraisal.

Advise management and employees on issues such as staff training and
development needs and opportunities, promotion routes, employment
contracts and redundancy issues.

Disciplinary and grievance procedures — provide advice to employees and
managers.

Monitor staff morale and welfare.

Negotiate with employees, management and trade unions.

Workforce planning — anticipate the future labour requirements,
comparing those needs with the current workforce and making plans to
correct any imbalance so that the business will have the correct number of
employees when required and with the appropriate skills.

Dismiss staff when necessary.

Administer a redundancy procedure if required.

Ensure that employment legislation is complied with and deal with issues
arising if the legislation is breached.

Workforce planning: anticipating and
acquiring the number of employees
with the knowledge and skills that

will be required by the business in the
future compared to those currently
employed.

Now test yourself

18 Explain three of the functions that
would be undertaken by a human
resource management department.

Answer on p.208

Recruitment and selection

Labour turnover

The rate of labour turnover within a business will determine the amount of
recruitment and selection that will need to be undertaken.

The possible causes of a high rate of labour turmnover include:

@ employees leave to work for another business

@ employees retire

Studies Re
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Labour turnover: the number of
people leaving a business in a specified
time period as a percentage of the
average number of employees. It is
calculated by:

number of employees leaving in ayear

%100
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® dismissal
® redundancy

Methods of recruitment and
A business might need to recruit worker
growth of the business

workers have left to work elsewhere

the business has relocated or is now

selection
rs for the following reasons:

operating in an additional location

changes in the business’s activities mean that the business labour

requirements have changed either in numbers or with regard to the

knowledge and skills required

Recruitment

Internal and external recruitment
Internal recruitment is filling a vacant
‘within the business.

Table 8 Ady d di

post with a person already working

internal

The business already knows the
candidate.

There might be a better candidate
externally.

Saves time and advertising costs.

Prevents new ideas being brought in
from outside of the business.

Faster: the selection process is likely
10 be much shorter due to so much
already being known about the
candidate.

it can be difficult for someone to have
to supervise their former colleagues.

Motivating: employees see that their
efforts might be rewarded by internal
promotion.

It can be demotivating for
unsuccessful internal applicants.

Table 9 Adh d di

External recruitment means appointing someone from outside of the
business, Le. someone who is not currently working for the business.

external

Advantages

The business can gain from new ideas
being brought in and can possibly
benefit from knowledge and skills
acquired in other businesses.

Can be more expensive and time
consuming.

Avoids the potential for line
management problems that can occur
when recruiting intemally.

An unsuccessful internal candidate
might be demotivated and might look
for work elsewhere.

The new appointee will not be.
familiar with the internal structure and
systems of the business; an internal
appointment would already have that
knowledge.

Revision ac es

1 Draw up a st of reasons why a retail
business might benefit from using
internal recruitment to filla shop
manager’s post.

N

Draw up a lst of reasons (for

and against) a business in a high
technology industry sector using
external recruitment to fill a vacancy
for someone to join its research and
development team.

Now test yourself

Answers on p.208

19 Explain two reasons why a business might prefer to recruit internally.
20 Distinguish between internal and external recruitment.

Human resource management
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ns, person specifications, job advertisements

Once it has been decided that there is actually a post that must be filled,

[ the HRM department will find out exactly what tasks and responsibilcies will be

| involved in the job. A job description and a person specific ile will be S
hﬂh written. Job description: outlines the tasks and
= . — responsibilties of a particular job. It also
(=} Purposes of job descriptions outlines who reports to the person and
c A job description includes deails such as the tasks and responsibilities that who they report to.

© the successful candidate would be expected to undertake. It can also include Person specification: details

_D. the pay for the job and any holiday entitlements. It also usually explains who a the personal qualities, experience

=} person would report to and who they will be responsible for. and qualifications required to fill a

g . vacant post. Essential and desirable
Purposes of person specifications requirements are likely to be stated.

(B A person specification describes the qualities kils and qualfications that Sol S s e
applicants should have if they are to be considered for the advertised post. Some in appropriate places, e.g. newspapers
aspects might be declared as essential and others as desirable. and notice boards, designed to

= s encourage suitable applicants to apply
Purposes of job advertisements for a vacant post. Job advertisements
A job advertisement must be written so that only suitable applicants are should give sufficient information to
atracted to apply. There should be sufficient detail to attract appropriate attract suitable candidates and to deter
candidates and to deter those who do not have the relevant qualities, skills, unsuitable ones.

qualifications or experience.

Details required in a job advertisement
These include:

@ job title

® where the job is (some larger companies might have several branches)

@ essential skills, qualifications and personal qualiies (and sometimes desirable
ones)

@ brief details of what the job involves

® the pay and conditions package

® how to apply, ie. by letter, by telephone or online, application form or
curriculum vitae 21 Explain the difference between

@ who to address the application to, eg, the HR manager or to a recruitment : ggz ;if:cﬁf:_“““ and'a person
B 22 Describe two methods of

When drawing up a job advertisement the business musc comply wich all advertising that a business might

relevant employment legisiation and should ensure that the advertisement does use o attract applicants to a

vacant post.
23 Identify three methods of reaching
potential applicants for a job.

Methods of reaching potential applicants Answers on p.208

not imply any disadvantage to any applicants because of their religion, gender,
any disability or their sexual orientation.

@ Recruitment agencies including online agencies. @ l
@ Head-hunting — poaching experienced peaple away from other businesses.
® Government funded careers/job centres — many countries have a
network of offices to support job searches. m
® Internet sites — ‘[hl? might be through the business’s own website or e ansieri z lcstongon  RA)
others specialising in job searches. ke sl ac oty ot onfute he
°

Personal contacts — the people already in the business might know of recruitment process with the selection
suitable friends and/or family. process.
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Selection

Once a business has received applications for the vacant post it must decide if
any of the applicants are suitable to be offered the post. After any unsuitable
applicants have been rejected the process of selecting the most suitable
applicant begins. This might be achieved by:

@ Interviewing all suitable applicants. Interviews can be formal or informal.
Questions can be asked by both the interviewer(s) and the applicant and the
body language of the applicant can be assessed, unless a telephone interview
is used. However, some people perform well in interviews and can mislead
the interviewers about their ability to perform the task in question. Effective
interviewing is not easy and the success of interviews depends on the skill of
the interviewer(s). Interviewing can also be very time-consuming.

Aptitude tests — short tests designed to test the suitability of the
applicant to the actual tasks to be performed.

Psychometric tests to assess, for example, how an applicant might react

1o a highly stressful situation or whether he or she is likely to be an effective
member of a team.

Demonstrations or presentations given by the applicant. For example, a
person applying for a supervisory post might be asked to take part in a role
play to show how he or she might deal with a difficult situation or conduct a
staff meeting.
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Now test yourself

24 Explain two methods of selection
giving examples of how each of
them might be used.

Answer on p.208

Employment contracts

In many countries the law requires that a new employee, or one that has had a
change of position within a business, must be given an contract.

o= )

The main features of a contract of employment

@ Details of the job including the job title and the main tasks and
responsibilities involved.

@ The agreed working hours — hours per week or month or perhaps
annualised hours.

@ How long the contract will be valid for if it is a short-term contract.

@ Details of pay and how payment will be calculated and paid, eg. weekly or
monthly.

@ Holiday entitlement.

® Derails of how the contract can be ended, e.g. the norice required to

terminate the contract by either the employer or the employee.

The benefits of an employment contract

The contract ensures that the employer and employee are both clear about the
terms and conditions that have been agreed. In the case of a dispute arising this
can be resolved by checking the details of the employment contract.

Reasons for terminating an employment contract
Agreed changes in the contract of employment as a result of negotiation or
promotion.

Resignation of the employee.

Breach of the terms of the contract by either the employee or the employer.
A short-term contract might have reached the end of the time period
agreed.

contract: a legally
binding document outlining the terms

and conditions of employment such as
pay, holidays, tasks and responsibilties.

Now test yourself

25 State two features of an
employment contract.

Answer on p.208
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D nary procedures

The importance of disciplinary procedures

To avoid claims of wrongful or unfair dismissal. If an employee is dismissed
without appropriate procedures being followed they might argue that they
should not have been dismissed.

To inform employees of the process that they and the employer must follow
in the case of any failure to comply with rules and systems in place.

To comply with employment legislation. If details of the disciplinary
procedures are outlined in the contract of employment and are not then
followed when disciplinary action is taken, the employee can deem that the
employer is in breach of contract. This can result in the employer having to
pay compensation to the employee who was a victim of unfair dismissal.

The information an employee needs to know

® What rules and regulations they must follow.

® Who they report to in the case of disciplinary action being taken or who
they should appeal to if a decision is taken that they do not agree with.
What steps will be followed during the procedure and as a result of
disciplinary action being taken, e.g. the number of verbal and written
warnings that will be given before dismissal becomes a possibility.

® What kind of behaviour can result in immediate dismissal.

Behaviour that might lead to dise

taken

@ Persistent lateness or absenteeism. The need for punctualicy and regular
attendance at work is often an implied contract term and although not
stated explicitly can be the subject of disciplinary action.

® A persistent failure to meet targets for work completed. This could be
interpreted as an inability to complete the work required in a particular job.
Perhaps the employee is not capable of working faster or more accurately.
Further training may be needed in some cases rather than disciplinary action.

@ Unacceptable behaviour. This can include acting in a way that might
cause damage to property or injury to fellow workers or acting in a way that
humiliates another worker.

@ Theft of goods or property from the business.

linary action being

Grievance procedures

@ These are sometimes caused by disciplinary action being taken against an
employee. A grievance can be pursued either informally or formally through
the official channels available within the business.

@ Employers must make the details available to employees. This might be
via an employee handbook or they can be included in the contract of
employment. Employers are required to ensure that employees know of the
existence of such procedures and where details of them can be found.

@ Employees feeling that they have a valid grievance are often advised to speak
o the person or persons involved on an informal basis first. Sometimes the
reason for the grievance might be seen to be unreasonable once a thorough
explanation of any action has been given to the employee.

@ A formal procedure is likely to involve a meeting between the employee
and the manager or other involved parties to determine the facts of the
grievance. Issues can often be resolved at this stage by each party recognising
the facts and reaching some form of compromise.

Unfair dismissal: when the
employment of a worker is terminated

without just cause.

ional AS and A Level Business Studies Revision Guide
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® |Ifan initial meeting cannot resolve the issue, the manager(s) must investigate
the problem and make a decision about any action that might need to >
be taken. g
@ Employees should be made aware of how they can appeal if they do not o
agree with the decision made. s
@ The rules affecting grievance procedures can vary from one country &
to another. s
=
Redundancy and dismissal Mj %
. - R \ o
Difference between redundancy and dismissal Redundancy: when a business no [
Redundancy is when the business no longer requires a particular job to be longer requires a particular job to be ]
done. Itis important to remember that it is the job that is no longer needed not done, which means that the worker ~
the person doing the job. doing that job is no longer required by
" . the business.
Dismissal is when the employment contract of a worker is terminated by the 2o
i Dismissal: when the employment
employer. contract of a worker is terminated by
Reasons for dismissal e emploger

These include:

failing to work to a required standard

persistent absenteeism if absence was unauthorised
persistent late arrival for work

using violent or threatening behaviour

being dishonest during the recruitment and selection process
damaging the goods or the property of the business

stealing goods or property from the business

Now test yourself

26 Briefly explain the difference
between redundancy and dismissal.

Answer on p.208

The last four reasons in this list would justify instant dismissal without the
payment of any monies in lieu of notice being given.

Staff morale and welfare

The human resource management department aims to ensure high levels of staff
morale and welfare. Low levels of staff morale and welfare can result in a poorer
standard of work and can also cause an increase in absenteeism and labour
turnover as well as poor punctuality. The welfare of workers is also important
because if, for example, an employee is experiencing problems in their private life
this can negatively affect their ability to work well.

The relationship between HRM and staff morale

and welfare

The HRM department should do the following:

@ Ensure that health and safety legislation is followed. The department should
also deal with any problems that arise if there is a breach of health and

safety laws.
® Offer help and guidance to employees who e being affected by problems  For the purpose of analysis,staff
outside work such as housing or personal issues, eg. a serious ness in morale and welfare can often
i il be developed in the context of
@ Encourage and monitor the provision of some level of health care within mogyacion Btde notwic ol you
know about motivation — keep the
the business. focus on the precise question set —
® Monitor the levels of motivation in the business and encourage appropriate . HRM in this case.

action when necessary.

ment
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SE staff training reises [}
=]
-
ﬁ The purpose of staff training and development
o raining and development takes place in order to ensure that employees have
v Tr d devel kes pl rde hi l h:
E the required knowledge and skills to perform their tasks to the best of their
10| ability. Training needs can arise for a variety of reasons:
L] en a person is newly appointed to work for a business they will need to
H When a p ly appointed kfor a b hey will need
c be made familiar with the structure and systems in the business.
'; ® When an employee takes on a new role if the business diversifies either
- into new products or into totally new business activities. For example, a
= i prod Ily new busi ivities. F pl
) food manufactunng business might begin to pr‘oduce ((x?kmg utensils When writing about training, make
g and therefore existing staff might need to acquire new skills and sure that you are answering in context
knowledge. and that the training you suggest
N @ Ifan employee is under-performing and it is believed that additional training is relevant to the situation given in
hiikete ke the bt the case study or question. Do not
8 = e - . write all you know about training if
® The promotion of an employee to a more senior post. It could be that the the question is about a specific type
employee will need to acquire some supervisory skills and to understand of training in a particular business
some management issues that he or she did not have to deal with in the situation.

previous post.

Types of training
Training can take various forms:

@ Induction training — given to new employees to help them to familiarise
themselves with all aspects of the business and their role in it.
@ On-the-job training — carried out at the place of work and involves
learning by watching an experienced worker or by being given instructions
about how to perform the required tasks.
@ Off-the-job training — carried out away from the place of work, for
example, at a local training centre or college.
Table 10 g d
On-the-job ® Training will be directly ® The ‘trainer’ is being drawn
relevant to the work to be away from his or her own
done and to the business. work, resulting in lower
® It can be motivating for the output.
worker chosen to train the ® The trainee learns how to
new worker. perform specific tasks but may
® Employees are contributing to | lack any understanding of
production while training. what else the business does.
© Generally cheaper than off- | ® Costly production errors can
the-job training. be made during training.
Off-the-job ® Employees are not taken away | ® The employees are not
from their work to train new producing anything for the
people. business while away being
@ Trainers are likely to be more trained.
experienced in teaching. @ Notall of the skills and
® Employees might acquire a knowledge might be relevant
broader skills and knowledge to the business.
base than on on-the-job ® It can be expensive.
training.
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A disadvantage of any type of training is that more highly trained employees
become more attractive to other employers, so they are more likely to leave. In
addition, the employees might judge themselves to be worthy of a higher level
of pay.

ions
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In organisal

An advantage is the increased level of motivation that employees might feel
because they are likely to feel more valued and important if their employer is
willing to spend money on training them. They might also feel more able to
apply for higher level posts and therefore feel more fulfilled in their working life.

Now test yourself
27 Briefly explain two benefits to a business of training its employees.
28 Distinguish between on-the-job training and off-the-job training.
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Answers on p.208-9
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3 Marketing

What is marketing?

Marketing is the process of identifying, anticipating and satisfying customer
requirements profitably. To market a product a business must: Marketing: the process of identifying,
@ Find out through market research what customers want and how much they | anticipating and satisfying customer
are prepared to pay. requirements profitably.
@ Use this information to produce appropriate products at a cost that will
make the selling price acceptable to consumers and enable the business to
make a profit.
Communicate information about the product, its price and how to buy it
o potential customers through a range of marketing activities in such a way
that they decide to make a purchase.
@ Ensure that the marketing functional area works together with other areas
including production, human resources, finance and operations planning to
make sure that the 4Ps — product, price, promotion and place — are right.

Marketing integrates a range of ideas;
itis not just about advertising and
Disposable barbecues will be made of inexpensive materials, sold at a low price in it e
many shops, garages and holiday destinations and be promoted with in-store signs other functional areas, e;g production,
and posters. finance and HRM.

Marketing objectives and corporate objectives

Corporate objectives are the goals or targets the whole business is trying to
achieve. These provide a framewark for all activities and set the purpose for
all employees. The marketing objectives should be related to these and help
to achieve them. In 2011, Unilever set an objective of doubling the size of the
business while reducing the environmental footprint. This involves marketing

objectives of selling increasingly environmentally friendly products and aD

packagmg, using promotion and advertising £ encourage consumers to puy e bar e rnarkerstp objeetes
more envirormentally friendly products sourcing sustainably, not increasing should be SMART —— Specifc,

prices and increasing the number of places Unilever products are available in. [Maasurable; Attainable/sgresd,

. x Realistic, and in a Timeframe.
Marketing objectives may relate to sales revenue, sales volume, customer

awareness, changes in product ranges, market share, brand loyalty, repeat
purchases, new markets, customer satisfaction and new products.

Now test yourself

1 State a possible business objective and identify two appropriate marketing objectives.
2 For both of these marketing objectives identify an appropriate objective for each of the four P elements — product, price,
promotion and place.

Answers on p.209
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Supply and demand

Businesses sell their products in markets. A market is a place or system that
enables producers of a good or service to meet potential buyers and exchange
these products for money. Producers supply goods or services, customers
demand goods or services.

Factors influencing supply

Supply is the quantity of goods or services being made available for sale at a
particular price and time. Supply depends on how much profit businesses think
can be made, so the main factors influencing supply are:

Price — if the price of a good rises, a greater quantity will be supplied to the
market (greater profits act as an incentive) and vice versa.

Costs — if the cost of producing a good rises, a smaller quantity will be
supplied to the market (less profits act as a disincentive) and vice versa.

As an example, the price of oil is rising, so many companies are exploring
increasing oil production by fracking (using high pressure water to force oil from
oil shale deposits). The cost of producing batteries and charging systems for
electric cars s falling and the supply of these is increasing.

The cost of a product is influenced by:

the costs of production (labour, materials, fuel and rent)

advances in technology resulting in lower costs, eg. IT systems reduce
administration costs

taxes, which increase costs, e.g. increasing taxes on tobacco products, and
subsidies, which decrease costs

government regulations, e.g. health and safety requirements

The supply curve in Figure 1 shows the effects of these influences on supply. It
plots the quantity of a good supplied against the price of the good. The curve
slopes upward left to right (S;) showing that as the price increases so does the
quantity supplied.

If any of these four influences change, the supply curve will move its position.
A fall in costs will move the supply curve to the right (an increase in supply) ;
0 S, and arise in costs will move the supply curve to the left (a decrease in
supply) S, 05,

Factors influencing demand

Demand is the quantity of a good or service that customers are willing and able
o buy at a particular price and time. Price is a key determinant of demand, as
generally the cheaper a product is the more people will wish to buy it and vice
versa because:

@ with their income they can afford to increase their purchases

® it becomes relatively cheaper compared to other goods

Examples are foreign holidays and electric cars.

Other factors that influence demand are:

The price of related goods, eg as computer prices have fallen, the sales
of printers have risen (negative relationship), or as price of milk rises, sales of
soya substitute milk also rise (positive relationship).

Income — a person with increasing income will usually buy more of a
product, eg. foreign holidays, coffee or restaurant meals. But for some
products demand falls as income rises, e.g. margarine, low-quality shoes.

ezl )

Market: a place or system that enables
producers of a good o service to meet
potential buyers and exchange these
products for money.

Supply: the supply of a good is the
quantity of goods or services being
made available for sale at a particular
price and time.

Quantity

Figure 1 Supply curve shifts

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

Now test yourself

3 Identify two factors that might
influence the supply of breakfast
cereals.

What effect do the following have
on the supply curve for taxi services?

IS

(a) the price of taxi rides
(b) the introduction of very cheap
electric cars

Answers on p.209

Demand: the quantity of a good or
service which customers are willing and
able to buy at a particular price and
time.

What is mark




@ Fashion and attitudes — these are influenced by the media, government Now test yourself
actions and advertising, eg, smoking is decreasing as increased regulation 5 ity chieé Faceors thatiofisics
and advertisements stress its harmful effects. Conversely, advertising and the demand for fashionable boots.
promotion are used to shift the demand curve to the right to increase 6 What effect do the following have on
demand for many products. the demand curve for taxi services?
® Seasonal factors, eg, ice cream is demanded more in summer, while the (a) price of taxi rides
demand for Christmas decorations increases in November and December. (b) train fares are reduced by a
@ Demographic factors — age and gender distribution affect demand, as large amount
different groups demand different products. Answers on p.209

In Figure 2, the demand curve shows the effects of these influences on demand.
It plots the quantity of a good demanded against the price of the good. The
curve slopes downwards left to right (D;) showing that as the price increases the ~ Price
quantity demanded fals.

If any of the factors infiuencing demand change, the demand curve will move s
position, either to the left (D to D, a fallin demand) or to the right (D to Dy,

an increase in demand). e

i 3 T
Interactions between price, supply and demand
Supply and demand interact in a market to produce an equilibrium quantity o o
bought and sold at a particular market price. Unless there are changes to the Quantity

factors influencing supply and demand, the quantity and price will remain the Figure 2 Demand curve shifts
same. Any changes will alter the quantity and price. This means that businesses

must pay attention to market conditions and be ready to respond to changes Price
in costs, competitor’s actions, government policies and changes in society. They
may wish to be proactive and try to change the demand or supply curves by
investing in lower-cost equipment or increasing spending on advertising and
promotion. I

I Figure 3, at point A, S, and Dy cross, giving a quantity bought and sold of g Py
at a price p,. Then a factor influencing demand changes and demand increases,

shifting the demand curve to D,, crossing the supply curve at B, giving a new

quantity and price of q, and p,. Finally, a factor influencing supply changes and

the supply curve shifts to S, crossing the demand curve at C, giving a final a @ 9 quantity
quantity and price of q; and ps.

Figure 3 The operation of supply and
demand curves

1 Consider Figure 3 above showing the operation of supply and demand curves in the car market.
(a) Suggest two possible reasons for the shift of demand from D to Dy.
(b) Suggest two possible reasons for the shift of supply from S, t0'S,.

N

Choosea product you are familiar with. Outline the main factors that determine its demand.

Eazicut is a hairdressing shop, with separate facilities for males and females. It offers low price services and for 10 years
has worked at nearly full capacity with a profit margin of 17%. ers and have fallen. The
landlord has increased the rent and the semi-skilled workforce has succeeded in gaining a significant pay rise. Profits have
started to fall. Two new hairdressi have opened and they both offer other services including manicure, head
massages and henna tattoos. Family incomes in the town have risen and a fast main road to a city 25km away has been
open for 6 months. The owner of Eazicut is seriously worried. She is considering the following options:

® an advertising campaign

® better equipment to reduce the time taken for each customer

w

(a) Explain two supply factors that might have contributed to Eazicut’s falling profits.
(b) Explain two demand factors that might have contributed to Eazicut’s falling profits.
(9) Using supply and demand diagrams, show how each of the owner's two options willincrease the number of customers.
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Now test yourself

) ) ) 7 Define the following terms:
Supply and demand diagrams may be drawn with no numerical axes but make
sure you clearly label the axes, the supply and demand curves, the equilibrium () supply
prices and quantiies. (b) demand
(c) market price

Answers on p.209

Features of markets mj

A market brings buyers and sellers of a product together. However, it is not
always easy to decide exactly how a product may be defined. For example, there
is a market for footwear. Within this market there are submarkets for various
types of shoes and boots. Very few people would think the market for ladies’

Now test yourself

8 Is a company supplying steel
toe safety boots in the building/

fashion shoes is the same market as for work boots or golfing shoes. A business CamsehLceion mbisteg it the
must be able to define its market for its own products in order to make sure ‘what to wear on your feet’ market?
that they are appealing to the correct type of customer when the business 9 Suggest one way your answer to

carries out marketing activities and takes account of its competitors. Businesses the above question might affect
have a choice; their products can be either product- or market-orientated: the way the business carries out its
@ Product-orientated. This means producing a product and then trying to farketing;

sell ic. This will involve a focus on research and development. Answers on p.209
® Market-orientated. This means finding out the needs of the market and

then producing a product to meet those needs, whatever they are. This will
involve a focus on market research.

Consumer/producer markets

Defining the buyer in a market is very important because this will determine
how to market a product. The seller must try and meet the needs of the

buyer. Many products are designed to be sold to consumers. Consumers are

the end-users and buy goods such as shoes, cell phones, fizzy drinks, furniture
and household items. They typically buy from a store or increasingly online

and are looking for products that make them feel good. Other products are
bought by producers who will use them in production. These include goods like
tractors, office equipment, lathes and other machinery. Producers are looking for
technical performance, efficiency and low cost. They will often buy from sales
staff, from dedicated wholesale stores or direct from the seller.

Selling in a consumer market involves marketing to many peaple who the Consumer market: a market where

seller does not know and arranging suitable distribution channels. Selling in a the main customers are individuals or
producer market involves marketing to a smaller number of buyers, many of households.

whom can be approached directly and are less influenced by advertising and Producer market: a market where the
more by specification and price. main customers are other businesses.

Now test yourself
10 Consider the following products. For each, decide whether it is a consumer
ora producer product.
(a) shrink wrapping machine
(b) evening dress

(¢) bubble gum
(d) large computer system
(¢) spreadsheet When answering a marketing question
make sure you identify the type of
market the product is being sold in
nswers on p.. efore considering marketing methods.
A p-209 befe idering marketing method:

(f) saloon car

keting? (45)
>/
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Location

A market may be found in a national, regional or international setting. Each has
customers with different needs and businesses must be aware of this. Some
markets are extremely local with buyers looking for sellers who are nearby. Services
such as small shops, restaurants and garages are often located close to where
customers might be. Businesses in local markets are finding that the internet means
that consumers far away may be able to buy online, and the increase in the size of
businesses means many local services are now provided by large national firms.

National, regional and international markets

National markets — many countries have consumers with national
characteristics and needs. A country forms a distinct unit that makes it a
target for marketing to. National transport systems, laws and behaviour
mean that businesses that are large enough to market to the whole country
can use mass media to do so.

Regional markets — these are the next step up geographically. A regional
market may cover a set of countries that have something in common, eg.
belonging to a free trade area like ASEAN, a political group like the EU

or being close together geographically or culturally like the Middle East
countries. Selling to a region means that the products offered across the
region must be similar and marketed in similar ways.

International markets — many consumers across the world have the same
needs. Globalisation has meant that products that appeal to human needs
are now marketed across the world. Soft drinks, coffee, fashion wear and cars
are now globally marketed, with the same techniques possibly adjusted for
small differences between countries and regions. This means that the global
message must be the same in every place a product is sold.

Market size, market share and market growth

® Market size is the total sales by all the businesses supplying that market. It is
usually expressed in sales revenue that will equal total consumer spending on
all products in that market. Sometimes sales volume is used as a measure of
size. This could be total tonnes, litres or unit numbers. Market size measures
how large a market is.

Market growth is the percentage or absolute increase in the size of a
market. This is a measure of how fast the market is growing.

Market share is the percentage of the total market held by a business or
product. Usually this is measured by value.

. sales value or volume of business X100
total market sales value or volume
Problems associated with measuring market share and growth
@ It may be difficult to define a market accurately.
@ Data will never be totally up to date and are difficult to obtain.
@ Products may change rapidly.

Implications of changes in market growth

and market share

Understanding market growth is important because:

@ the faster a market grows the more attractive it is to firms who might decide
o enter it

@ firms in a growing market are likely to see sales rise with the market growth

® firms in a growing market are likely to face more competition

® a declining market may mean falling sales and more competition

nal AS and A Level Business Studies Revi
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Now test yourself

11 Assign these products to one of the
following types of market — local,
national, regional or international.
(a) jeans
(b) painter/decorator
(¢) chocolate bar
(d) golf club
(¢) ol driling equipment
(f) sports car
(g) cigarettes

Answers on p.209
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Market size: the total sales revenue or
volume in the market.

Market growth: the absolute or
percentage increase in the size of a
market.

Market share: the percentage of
the total market held by a business or
product.

Make sure that you do not confuse
the growth of a market (changes in

market size) with changes in market
share (changes in % of sales held by

one firm).




Understanding market share is important because:

it enables a business to compare performance with competitors and its own

targets

ahigh market share generally means a business has been successful in

meeting customer needs and gaining some control over the market

a high market share may mean either competition is likely or that any

competition has been minimised

@ alow market share may indicate a new product or that a product is near the
end of its life, or possibly a market with a large number of businesses

Market share data must be analysed carefully in order to decide which
explanation fits. This understanding will enable a business to make decisions
about its marketing activities.

Now test yourself

Revision activity
12 Define the following terms:
Computer tablets: Worldwide sales quarter 2, 2011-12, 000s units (@) market share
Market (b) market growth
share (%) (<) consumer market
2012 (d) national market
Apple
e Answers on p.209
Samsung o |
Amazon
ASUS
Acer -39
Others 3,668 2 3,067 -16
Total 15,042 24,994 ?
Source: www.idc.com
1 Outline reasons why this data may not be accurate.

N

Calculate the following:
(a) the missing market shares

(b) total market growth, absolutely and as a percentage

To what extent s the worldwide tablet market growing?

Explain which company would be most pleased with these figures.
Explain which company would be least pleased with these figures.
Discuss whether the tablet market is becoming more competitive.

Nowusw

Choose two of the five named companies. Using the data, suggest possible
objectives for each of them in the next year.

Industrial and consumer markets

Many products and services are sold to meet consumer needs, Consumers
sometimes buy direct from a producer (restaurant meals, craft fairs) and often
from a distributor, ie. from a shop or market stall. It is difficult for a producer to
ccommunicate to all consumers who may buy on the basis of emotion or envy
and be heavily influenced by fashion or advertising.

Producers are looking for different products, often components or machinery,
and will buy in an industrial market, often referred to as business-to-business or
B2B markets. Buyers are seeking performance, efficiency and low cost as they will

What is marketing?



use the products in their business to produce finished goods for sale. Suppliers
will only need to find ways to market to appropriate businesses rather than
engage in mass marketing.

Now test yourself
13 Decide whether these products are sold in consumer or industrial markets:

(a) cough sweets
(b) 30 tonne lorry
(€) Wellington boots
(d) pocket radios
(¢) brakes for cars
14 identify one difference in the way a product may be marketed to a consumer market compared to a producer market.

Answers on p.209

Product differentiation and unique selling point (USP)

Product differentiation is the degree to which customers perceive a product Product differentiation: the degree

or brand to be different from the competition. It enables a business to build 1o which customers perceive a product

value and customer loyalty. or brand to be different from the

USP is the one particular factor that makes a product different. Consumers then | competition.

feel that only this product meets their needs and will often be willing to pay a Unique selling point (USP): the one

premium price. particular factor that makes a product
different.

Product differentiation or a USP can be achieved through: X

@ advertising, marketing or price

@ individual design or performance

® packaging and branding Be prepared to llustrate your answers

® distribution methods with an example you have researched

or know about.

Now test yourself
15 Define USP.

16 State two ways a business may create a USP.

Answers on p.209

Niche marketing is when a business satisfies the needs of a small segment of a
larger market. It is vital to identify the particular needs of this segment before
marketing the product. Niche markets often:

Niche marketing: when a business
satisfies the needs of a small segment
of a larger market.

@ are concerned with specialist products i
§ Mass marketing: selling to the whole
@ enable the first company to enter to build a dominant position o e,
@ allow businesses to charge a premium price and are thus very profitable S—
@ are relatively small with restricted growth potential and little opportunity for

reducing average production costs
@ become competitive as businesses are attracted to high profit margins
Mass marketing is selling to the whole of a market. This means a business must
be able to supply large quantities of a product that appeals to all the market.
Mass marketing businesses often:
@ supply large quantities at low prices
@ create a brand that customers can easily identify
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need to spend large amounts on advertising
need mass distribution channels

operate in competitive markets

try and build up a USP

Segmentation methods

Niche marketing is a particular form of segmentation. Segmentation is the
process of identifying particular groups in a market that have similar needs and
wants. It requires market research to establish the segments. These groups are
likely to have the same characteristics meaning that:

marketing can be aimed specifically at these groups and not at people
unlikely to buy

the product can be differentiated to appeal to the segment

other niches may be found that have little or no competition

Important segmentation methods

Demographics

@ Age: different ages tend to have different needs, eg. most mobility
scooters are used by older people; younger people have particular needs for
entertainment.

@ Gender: cosmetics are primarily used by women.

@ Type of household: people living on their own have different needs from a
family group with children.

Socioeconomic factors

® Socioeconomic group (SEG): measured by a mixture of income, education
and occupation — different SEGs might read different newspapers.

® Types of products purchased: a detailed database may show variation in
the timing of purchase and type of product bought.

Psychographics

@ Personality and attitudes: psychologists identify different types, eg. early
adopters will buy new products as soon as they come out, for a high price.

@ Lifestyle: full-time workers need different things from those who have
retired.

@ Geographical location: different areas may show different preferences.

Once a segment has been identified, appropriate marketing methods can be

used to influence those in the segment to buy.

Portfolio analysis

Portfolio analysis considers the range of products a business produces in the
light of the markets it operates in. It considers market growth, market share and
segmentation in order to plan the best range of products to meet objectives.
The marketing activities can then be applied to this range.

Portfolio analysis can ensure that there is:

@ always another product to replace one that is losing sales or market share

® flexibility in a changing market situation

@ revenue to cover loss from a failing product

= )

Segmentation: the process of
identifying particular groups in a market
that have similar needs and wants.

Do not assume that using marketing
methods or selling into a niche market
will automatically be successful.
Identify the factors on which success
may depend.

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

Now test yourself

17 Explain the meaning of the
following terms:
(a) niche marketing
(b) segmentation

18 Suggest two ways amarket may be
segmented.

19 Give one advantage of portfolio
analysis.

Answers on p.209

What is marketing?




4 Market research

Prim: d secondary research

Market research is the process of gathering information about markets,
customers, competitors and the effectiveness of marketing methods.

The purpose of market research

Market research attempts to find out the characteristics, wants and needs of
customers in a market. It is invaluable in providing information to enable market
segmentation and appropriate marketing methods. It might involve:

identifying a gap in a market

forecasting likely demand or sales for existing or new products

finding information about market trends

providing information on consumer characteristics

measuring the effect of marketing methods

It does this by using primary or secondary research methods that generate
quantitative (expressed in numbers) or qualitative (expressed in relation to
quality, not numbers) information.

Market research: the process of
gathering information about markets,
customers, competitors and the
effectiveness of marketing methods.

Now test yourself

20 suggest four things a business
selling a $30 doll might like to find
out about possible customers.

Answer on p.209

Methods of information gathering

Primary or field research is gathering information for the first time, directly
from sources in the market. It is under the control of the business carrying it out
s0 the information should be accurate and relevant. Primary research can be
expensive and time consuming so many businesses choose to pay a specialist
market research agency to carry it out. Secondary or desk research is using
information that has been gathered already, either by the business or by other
organisations, often for a different purpose.

Any research may be quantitative (seeking information that can be analysed
numerically) or qualitative (seeking information about attitudes or opinions).

Primary research methods of gathering information

Primary research involves contacting customers directly. The most common
methods are outlined below.

@ Observation — the researcher watches the behaviour of people via a
camera or directly. Observation gives information on how consumers behave
when they are deciding what to buy and when faced with, for example,
product displays, price information or differing shelf heights.

Surveys through questionnaires or interviews — these may be face-to-
face, over the telephone, by post or websites. Questionnaires may have
closed questions that have a list of possible answers or open questions
that allow the respondent to reply as they feel. Interviews may be
structured (the respondent answers specific pre-set questions) and the
results are easy to analyse, or unstructured (the interviewer may ask any
questions and is free to allow the discussion to take a different course) and
the results are more difficult to analyse.

Surveys often have a low response rate unless the respondents have agreed to
take part beforehand.
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Primary or field research: gathering

information for the first time, directly

from sources in the market.

Secondary or desk research: using

information that has been gathered

already, either by the business or by
other organisations.

Now test yourself

21 Define the following terms:
(a) market research
(b) primary research
(c) desk research
(d) qualitative research

Answers on p.209
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Make sure you carefully consider the
advantages and disadvantages of types
of research. Primary and secondary
may be applicable in different
situations, both give useful information
and both may be expensive or
relatively cheap.




Focus groups or panel discussions — selected small groups take part in
discussion led by a researcher. Typically the group s selected to represent a
target market and the aim is often to find out consumer attitudes and views
about a new or an existing product.

Test marketing — a new product is actually sold in a small selected area,
often before a full-scale launch. Potential problems can then be solved before
they become too costly. Test marketing gives information about real buying
behaviour.

Store cards and databases — the information from these tells a business
exactly what consumers are buying and can be linked to information from
other databases to give a detailed picture of customer trends. Sellers can use
this to target offers and products to particular people, based on their
purchasing behaviour.

Secondary research

Secondary research involves using existing information. This may come from:
government produced data

trade journals

internet sites

business libraries

ccompany reports

internal customer and production records

Now test yourself

22 Identify two disadvantages for each
of the following research methods:
(@) surveys
(b) observation

23 Identify two advantages for each of
the following research methods:
(a) focus groups
(b) test marketing

Answers on p.209
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If you are asked to recommend a
method of market research explain

at least two and comment on their
advantages and disadvantages in
relation to the objective of the
research, then make a choice based on
your analysis of the methods.

Sampling methods

There are two reasons for not asking everybody from the group of peaple a
business is interested in:

@ it is expensive

@ not everybody needs to be asked to obtain a statistically valid result

So market research generally uses a sample selection of people drawn from the
target group. The larger the sample, the more accurate the results are likely to
be. The correct method of sampling (choosing the people to ask) must be used
50 that the sample represents the group a business is interested in. The target
group is the population and a random sample will mean that every member
of the population has an equal chance of being chosen. The sample will then
represent the population.

Stratified sampling is an attempt to obtain a random sample by dividing the
population up into sections (strata) that are distinct. For example, a chair
manufacturer may be interested in the views of likely buyers. The population
could be divided into a number of strata — by gender (male/female), age
(grouped into 10-29, 30-39, 40-49, 50+) and house type (number of rooms). A
sample is chosen so that the percentage of people in each strata is the same as
in the population. The people who would be asked are then chosen randomly,
perhaps by computer.

Quota sampling

Quota sampling is an attempt to obtain a random sample by dividing the
population into a number of similar groups. A quota or set number of people
with each characteristic is then decided, eg. 18 men aged 2029, 16 women
aged 20-29, 29 men aged 30-39, 17 women aged 30-39, giving a sample size of
80. Choosing the individuals can be done in a variety of ways — picking people

Population: the target group of
people for the research.

Random sample: a sample in which
each member of the population has an
equal chance of being chosen, which
means the sample wil represent the
views of the population.

Stratified sample: a sample formed
by dividing the population into groups
with shared characteristics so that

the number of people chosen reflects
the percentage of that group in the
population.

Quota sample: a sample in which
set numbers of people with different
characteristics have been chosen for the
sample.

Market research  (




from the street until the quota is reached is less random than using a computer
o generate address lists which are then visited.

Choosing a sampling method

There is a trade-off between the cost and ease of gaining a sample and its
accuracy. It becomes more expensive to obtain a more random sample. Some
methods of choosing who is to be sampled are:

® Convenience sampling — researchers choose people in the easiest way for
themselves. Not very random.

@ Snowball sampling — a small number of people are chosen and asked to
suggest other people. Not very random.

® Systematic sampling — a systematic choice is made, eg. every tenth house
in a chosen street and area. More random.

@ Multi-stage sampling — a starting selection is chosen. Those who do not
respond are substituted by another similar person. Random if systematic
methods are used.

Revision activity

1 Peter Pope is thinking of selling shirts made of a new, expensive, synthetic
material that s easy to wash, needs no ironing, wears well and is extremely
warm.

(a) Suggest two possible objectives for Peter’s market research.

(b) Produce a table showing th d

24 Exphain the term ‘sampling’

25 Exphain the difference between a
quota and a stratified sample.

26 Explain the importance of
obtaining a random sample.

Answers on p.209-10
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Do not confuse the method for
gathering information with the
sampling method used to choose who
toask.

fpossible
information gathering methods he could use:

Draw a spider diagram tollustrate the advantages and disadvantages of

possible sampling methods.

~N

Limitations of sampling

@ More random methods will be more expensive but more accurately reflect
the population.

@ The population may change between selecting a method, carrying out the
research and the final results.

@ A random sample will take longer than a non-random sample to design and
carry out.

Design primary market research to
find out the most popular student
drink in your school or college. You
must choose and explain your choice
of gathering information and the
sampling method you will use.

Market research results

Reliability of data collection

The reliability depends on the methods used to collect information. Results will
be less reliable if:

questionnaires had questions that were difficult to understand or led
respondents to give certain answers

interviewers did not have enough training

respondents deliberately did not give their real views or said what they
thought the interviewer or other group members wanted to hear

the sample size was too small

the sampling method failed to give a representative sample
inappropriate analytical methods were used

It is important to consider these when planning market research or analysing
results obtained.
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Presenting and analysing information

Market research information is usually presented in the form of a report
containing graphs, charts, tables and diagrams. Careful choice of the
method of presentation will enhance the points being made in the written
sections.

Table 1 Presenting and analysing information

Tables © Organises large amounts of data ® Not visually interesting
 Connections between variables easy | ® Quantity of information difficult to
to see understan
Pie charts ® Easy o see percentage occurrence | @ Only one variable displayed
® Can show absolute values ® Only useful for 3-7 categories
Bar charts o Visually interesting o Difficult to interpret if more than two
© Simple to interpret variables are shown
® Quantity of information difficult to
understan
Pictographs o Easy to read  Absolute numbers difficult to show
 Connections between variables easy | ® May be misleading as 2D illustration
may not represent a number exactly
Scattergraphs ® Clear visually  May require complex statistical
® Trends o relationships may be easy analysis to detect trend or relationship
to see  Quantity of information difficult to
understand
Line graphs. ® Clear visually and enable comparisons | ® Possible to be misled by not checking
® Show changes over time clearlyand | values of axes
enable forecasts ® Limited to set values on axes

Now test yourself

27 Outline two advantages and two disadvantages of using the following
methods to display information:
(a) line graph
(b) pie chart

Answers on p.210

The way information is presented is
important. The method used must be
clear and appropriate for the purpose
and the particular business situation.

Analysis of market research results
The important aspects of data are the central tendency and the spread from the
highest to the lowest value.

Measuring the central tendency

@ Mean or arithmetic mean — the mean is calculated by adding up all the
numbers in the data and dividing by the total number of numbers in the
data, eg. if there are 20 numbers in a set of data and the total sum of them
all adds to 260 the mean will be 260/20 = 13.

Median — the median is the middle number when the numbers in a set
of data are arranged in ascending or descending order, eg. the median of
50 numbers will be a value half way between the 25th and 26th highest or
lowest number.

Mode — the mode is the most commonly occurring number in a set
of data.

Mean: an average calculated by adding

up all the numbers in the data and
dividing by the total number of the
numbers in the data.

Median: the middle number when
numbers in a set of data are arranged
in descending or ascending order.
Mode: the most commonly occuring
number in a set of data.

Market research
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Hours worked by employees in a business

Number employees | Total hours worked

20 3 60
25 15 375
35 24 840
40 12 480
45 6 270
Total 60 2,025

Mean. The mean hours worked i calculated by finding the total hours worked
and dividing by the total number of workers. The total wage column shows the
total hours worked at each wage level and these are added to give a total of 2025
hours. This s divided by the number of workers (60) to give a mean of 33.75 hours
per employee per work.

Median. There are 60 employees so the middle number will be between the 30th
and 31st employee when arranged in ascending or descending order. This will be
in the 35 hours worked per week so 35 hours is the median.

Mode. The most commonly occurring hours worked is 35 per week(24 employees).
Range. The range measures the difference between the lowest and highest values.
“The lowest hours worked are 20 and the highest are 45 so the range is 25 hours.
Inter-quartile range. The worker one-quarter of the way through the data from
the lowest hours worked will be the 15/16th employee and will be working 25
hours. The worker three-quarters of the way through the data from the lowest
hours worked will be the 45/46th employee and will be working 40 hours. The
inter-quartile range is 40-25 = 15 hours worked.

The main focus in examinations is the

use of data in providing information

to solve a problem, not in carrying out

specific calculations. You may be given

data in the form of tables or charts

and will be expected to apply your
analysis to the question set.

Measuring the spread
@ The range — the range is the difference between the lowest and highest
values in a set of data. It gives an idea of how spread out the data is.

the data. It is the number that is one-quarter from the lowest value subtracted
from the number that is three-quarters towards the highest value. A high value
for the inter-quartile range indicates more spread out data than a lower value.

Revision activity

Weekly spend by consumer households on cosmetics

Weekly Number Total spending
spend (5) households | (5)

0 5
2 15
4 18
6 6
8 6

Using the information in the table calculate:
(a) the mean weekly spending by households on cosmetics

(b) the median weekly spending by households on cosmetics

(€) the mode weekly spending by households on cosmetics

(d) the range of weekly spending by households on cosmetics

(¢) the inter-quartile range of weekly spending by households on cosmetics

The inter-quartile range — the interquartile range contains the midle 50% of

Range: the difference between the
lowest and highest values in a set of
data.
Inter-quartile range: the middle 50%
of a set of data. It the difference
between the 25% and the 75%
numbers when the data s arranged in
ascending or descending order.

>

28 Define the following terms:
() mean
(b) mode
(©) range

Answers on p.210

@ Cambridge International AS and A Level Business Studies Revision Guide



Cost effectiveness o ket research

Market research can cost a great deal of money. It may go out of date quickly.
The results may be inaccurate and not truly reflect what is actually happening
in the market. However, it can give a large amount of information about market
trends, customer attitudes and the competition. This means that costs can

be saved, products designed to meet needs, and marketing methods can be
designed for maximum effect.

Planning is necessary to make sure that the real benefits are realised. This means:

@ setting clear objectives
@ deciding appropriate methods
® clear presentation and analysis of results

The marketing mix

The marketing mix is the combination of product, price, promotion and place
(the 4Ps) that is used to make sure that customer requirements are met.

Marketing mix: the combination of
product, price, promotion and place
that enables customer requirements to
be met.

he elements of the marketing mix (the 4Ps Revised

Marketing is the process that identifies, anticipates and supplies customer

requirements profitably. The elements of the marketing mix must be

combined together in an integrated way so that each one reinforces the

other three.

@ Product includes design, function, colour, level of service and quality.

@ Price may be high or low in relation to costs or competitors’ prices.

® Promotion is the methods used to inform or persuade consumers,
including advertising, offers and sponsorship.

@ Place is the methods used to get the product to the customer. It includes
physical means of transport and where and how customers can obtain the
product.

Marketing: the process that identifies,
anticipates and supplies customer
requirements profitably.

When discussing the marketing mix,
make sure that allthe elements are
integrated, g, an expensive jacket

is made of high-quality cloth, is sold
in exclusive stores and promoted in
magazines read by people with high
incomes. Showing how marketing mix
elements are integrated is analysis.

he role of the customer (the 4Cs)

The 4Ps deal with the practice of the business. The 4Cs consider the customers’
point of view and force the business to give a real reason for people to buy its
product. The 4Cs are customer solution, cost to customer, communication with
customer and convenience for customers.

@ Customer solution sets out the customer's perception of the product and
the value they place on it.

Cost to customer is not the price but the real cost as the customer

sees it. Buying one product means another one will not be bought so a
business must offer something more than the competition to make

sure the customer sees value in the product and will be prepared to pay
forit.

‘Communication with the customer means not just telling them about a
product but engaging in a dialogue and interacting with the customer to
form a real relationship.

Convenience for customers means making it as easy as possible for the
customer to obtain the product.

29 Define the marketing mix.

30 State the four elements of the
marketing mix.

31 Identify the 4Cs.

Answers on p.210 ['

Revi ity
Produce some notes for a new
marketing intern in a holiday company
to inform him or her about the
relationship between the 4Ps and the
4Cs and how these might be used to
increase sales.

n ac




@ Cambridge International AS and A Level Business Studies Revisi

léb Table 2 How the 4Cs relate to the 4Ps
S s [Meaning fas[Meaning |
_E" Prodict e sicd o Beomer satitonivake e el el oer
= produced by the business. places on the product.
E Price What the business charges Cost to customer The cost the customer sees.
customers for the product.
0 Promotion What the business tells Communication with How businesses and
customers. customer customers relate to each
other.
Place Where the business sellsits | Convenience for customer | How customers obtain
products. products in the easiest way
for them.

Ways in which customer can be i
The key to improving customer relations is for a business to create a close
relationship with its customers. This means more than just integrating the 4Ps
and 4Cs. It means a focus on customer-friendly activities and making sure that
all employees have a real commitment to customer service. Here are some ways
that this can be achieved:

Customer relations: the result of the
ways in which a business interacts with
its customers.

@ employees use non-aggressive language in speaking and writing

® clear ordering instructions

@ contact pages on websites

® fast answering of e-mails Now test yourself

® fe RS Or e 32 identify three ways customer
. - relations may be improved.

@ incentives and free gifts

Answer on p.210

These will create a bond with customers and encourage customers to always
think of buying from that business first.

Product includes goods and services and products as well as the many products
thatinclude both. A good may be a hat, a pen or a car. A service may be
haircutting, insurance or shipping. Products including both may be a restaurant
meal, servicing a car or travel with meals provided. Al aspects of the product
must give customers satisfaction if customer relations are to be good.

Product attributes R
Product attributes are the characteristics that make a product what it is.
These can be tangible, physical attributes such as shape, materials used or size.
They can also be intangible invisible attributes such as quality, how fashionable a
product is or customer perception.

Product attribute: a characteristic
that makes a product what it s. It can
be tangible (physical) or intangible
(non-physical).

Table 3 Attributes of an expensive car

Tangible attributes

Intangible attributes
® ownership shows owner is rich
® may impress opposite sex
o freedom to drive fast

® engine size and power
® seat cover material
o trunk size

The importance of product development

Product development is the creation of products with new or different
characteristics that offer added value to the customer. This can happen either
with an entirely new product or through modifying an existing product. Product
development can take place with products or services.

Product development: the creation
of products with new or different
characteristics that offer added value to

Product development takes place: the customer.

® o maintain or improve sales or market share in a competitive market
@ (o build 2 brand image

v




@ to make it difficult for competitors to enter the market
@ naturally in the case of technology-based products
@ due to managers' desire to develop new ideas

Asset-led product development (product-focused) Now test yourself
Product development may be asset led. These products will be developed by 33 List two possible tangible and two
research and development within a business and then markets. The business will possible intangible attributes of the

then seek markets to sell them in. following products:

(a) electric kettle

Market-led product development (customer-focused) (b) restaurant
Businesses use market research to find out what customers are interested in. 34 Define product development.
They then design a product that will meet these needs. 35 State two reasons it may be

important for a business.

Product development is essential in markets where customers’ needs are
changing and where competitors are always looking for an advantage. Failure to Answers on p.210
develop new products will mean a business is likely to close unless it constantly
re-invents its products in the eyes of the consumer.

Product life cycle

Product life cycle theory describes five stages from development to decline. )

Many products fit this pattern but have different time scales. Cassette players Product life cycle: describes five

lasted 30 years and Coca-Cola is st selling after over 100 years. stages from development to dedline,
showing sales over time.

The stages of the product life cycle
® Development — a new product is researched and created but is not put on
general sale, though there may be limited test marketing.

® Introduction — the new product is launched into the market. Sales will be
slow to start with and there may be heavy advertising and promotional costs
to make consumers aware of the new product. Price may be high, especially
if the product is technologically advanced or very different to existing
products. But price may also be set low to encourage consumers to buy.
Introductory offers are common. Many products fail at this stage.

® Growth — once established, sales increase fast as promotion, media
attention and consumer awareness take effect. Profitability increases. There
may be the beginnings of significant competition as other businesses see an
opportunity for similar products.

® Maturity — sales will plateau out as most of the consumers interested in
the product are now buying it. There may be intense competition and heavy
promotion costs. However, these may actually fall as consumers develop
brand loyalty and do not have to be persuaded so much to buy the product.
It is likely that a mature product generates significant sales, profits and
market share.

@ Decline and extension strategies — sales fall quickly as consumers are less

interested and the product may be becoming replaced by newer technology,

increased competition or changing consumer tastes. A business has a choice

between:

—letting decline continue without spending much on marketing. This will
still produce profits for a time but may mean consumers associate the
firm with decline.

— stopping selling. This will require other products to be sold to ensure 36 Define the term ‘product life cycle'

sales and profits continue. 37 State the five stages in the product

engaging in an extension strategy to enable continued or improved sales. life cycle.

This may include special offers or promoting new uses for a product. This | 38 What is an extension strategy?

will often mean altering the marketing mix by heavy promotional Answers on p.210

spending to rebrand, eg. s Lucozade did by changing a drink for sick

people into a drink for active trainers.

Now test yourself
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Figure 4 The product life cycle

The product life cycle only gives guidance about how to market a productat
each stage. In making a decision other factors must be taken info account.

How product life cycle stage influences marketing
activities

The product life cycle gives an indication of what marketing a business might
carry out for products at different stages. All the marketing activities should be
designed to meet consumer needs and expectations.

Table 4 Product life cycle and possible marketing mix

Product Developing ideas | Initial designor | ® Modified Continue existing | Possibly sell
and prototypes. | service. model inlight | models, or stop | profitable models.

of introduction | lower selling only or extend

feedback models, or brand | with low cost

® More models | extension to other | changes.
models.
® High (skimming) | Possibly lower to | Possibly lower Lowered or heavily
® Low attract more sales | to keep sales discounted.
(penetration) as competition
@ At going market arrives.
rate.
Promotion Awareness raising | Heavy advertising | Continuing: to | Possibly heavy to | Much reduced
before launch. | and promotion to | capture salesand | fight competition | to save costs or
raise awareness | loyalty. or less with good | special offers.

customer loyalty.

Could concentrate | Wider distribution | Continuing wide Possibly continued

on key test areas. | to gain more distribution or wide distribution
access to concentrate on | or concentrate on
consumers. profitable areas. | profitable areas.

Types of pricing strategies mj

A pricing strategy is how a business sets its prices over a medium- to long-term
time scale. Demand and supply theory indicates that lower prices will mean more
sales, but the reality is more complicated. Prices are linked to consumer perception
of quality, and a high price may be seen as showing a quality product so more
sales follow. A business can consider setting a price within a range from highest
possible (what the market will bear) to lowest possible (just covering costs).
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Factors influencing setting a price
Competition: consumers are aware of a range of prices so a business must decide
where to place its price in relation to competitors — the same, higher or lower.

Costs of production: a business must set a price that covers the cost.

Price elasticity of demand: the effect on demand of a change in price (see
below).

Quality: a higher price can be charged if consumers can be led to see the
product is high quality or unique to that business.

Demand: it may be possible to sell a product in high demand at a high price.
Pricing strategy: the overall plan to achieve objectives will include decisions
on pricing.

Pricing strategies for new products

Market skimming

A skimming price is set very high, well above costs. This strategy is likely to be
used for innovative technology based products or fashion items, so lack of
competition allows a high price to recover research and development costs.
Price can then fall when competition begins.

Market penetration

A penetration price is set very low, with low profit margin to attract as many
buyers as possible, gain brand loyalty and prevent competition in the market.
The price may be raised later. This strategy is suitable for products in a mass
market where price is an important factor in the buying decision. An extreme
form of penetration pricing is predatory pricing, ie. selling goods at below cost
for a time in order to drive competition away. This may well be illegal in many
countries under competition law.

Pricing strategies for existing or new products
Competitive pricing

Competi ing is setting a price based on what competitors charge. The
price may be higher, lower or similar. A higher price, called premium o prestige
pricing, is linked to higher quality, a lower price aims to appeal to consumers'
desire for low spending, and a similar price will mean other marketing mix
elements are important in obtaining sales.

Price discrimination

Price discrimination means setting a different price for the same good to

different types of customer. This may be based on

@ geography — charging a different price in different regions

® time — charging peak-time users more than off-peak or seasonal variations
or by age

This method is only possible when those paying lower prices cannot resell to
those faced with high prices.

Cost-based pricing

These methods (full-cost pricing and contribution costing) use cost as a basis

for setting a price but market conditions must also be taken into account. It is

not effective to add a high mark-up on costs if consumers are seeking very low
prices.

@ Full-cost pricing adds a percentage o fixed amount onto the average full-
cost of producing a product. This is simple to calculate and will give a certain
profit level assuming the costs are accurately known and all production
is sold.

Skimming price: a skimming price

market share and customer loyalty.

price.

strategy sets the price of a new product
high to gain high profit margins and
allow a price fall as competition arrives
Penetration price: a penetration

price strategy sets the price for a new
product very low to quickly gain sales,

Competitive pricing: setting a price

based on what competitors charge.
Price discrimination: setting a
different price for the same good

to different customers, based on
geographical, time or age separation.

Remember the difference between
pricing strategies used for a new
product and those suitable for a new
or existing product.

Full-cost pricing: adds a percentage

on to the average full cost to give a

The marketi
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® Contribution costing makes sure al variable costs are covered by Cotib G G SR

adding a percentage or fixed amount onto these costs. It gives a percentage on to the variable cost of
contribution to the fixed costs and often a lower price than producing a good, giving a price that
full-cost pricing, It is particularly used when there is a wide product ensures a contribution is made to fixed
range. costs.

Now test yourself

39 State two pricing strategies that might be particularly suitable for each of
the following:
(a) a new computer operating system
(b)ashirt
(¢) a business especially concerned with making sure it covers its costs

Answers on p.210

Pricing tactics or methods . -
Once a strategy has been decided on, a business has to use a tactic to actually Loss leaders: goods sold below cost to
set the price over a short time. attract customers who are likely o buy
® Loss leaders — setting the price of some products so a loss is made to other goods.
encourage consumers to buy additional products. Sup: often do jical pricing: setting a price
this by selling essentials like bread and sugar very cheaply. just below a whole number, e.g. $3.99.
@ Psychological pricing — setting a price just below a whole number to Bait and hook pricing: selling a
make the customer feel the product is much cheaper, eg. a price of $3.99 product at a low price but charging
rather than $4.00. a high price for essential connected

products.

Bait and hook pricing — selling a product at a low price but charging a
high price for connected essentials, e.g. printers are cheap but ink cartridges

o i ( Expert tip ]

Now test yourself Make sure you are clear on the
difference between pricing strategies

: 3 S o (medium/long term) and pricing

41 Identify three pricing strategies suitable for an existing product. et Gt

42 state two possible pricing tactics.

40 Identify two pricing strategies suitable for a new product.

Answers on p.210

ty of demand (PED) mj

A price rise wil usually cause a fall in demand, a price fall will usually cause a rise
in demand. PED deals with how much demand changes when price changes,
not whether demand rises or fals.

Price elas!

Price elasticity of demand: measures
the degree of responsiveness of
derand for a good to changes in
PED measures the degree of responsiveness of demand for a good to a changein | its price. This is percentage change
its price and is calculated as follows: in quantity demanded divided by
percentage change in price.
percentage change in quantity demanded S

PED =
percentage change in price

Demand can be price elastic or price inelastic:
Price elastic goods are sensitive to price changes, that is, a change in price
results in a more than proportionate change in demand. The PED of price
elastic goods will be greater than 1.
Price inelastic goods are not sensitive to price changes, that is, a change in
price results in a smaller proportionate change in demand. The PED of price
inelastic goods will be smaller than 1.

1al AS and A Level Business Studies Revit
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A game player was priced at $100 and it sold 400 units per week in a town. The
price fell to $80 and the quantity sold rose to 440 units. The PED is calculated by:

_ % change in demand

PED =
% change in price
440 - 400/400 x 100
PED = ——
$80 ~ $100/100 x 100
40/400 x 100
PED=— X
-20/100 x 100
PED = — = 05 (the minus sign s usually disregarded)

502 20% price fall has resulted in a 10% rise in demand. This means the good
is price inelastic, showing a smaller percentage change in demand than the
percentage price change.

Using price elasticity of demand in pricing decisions
PED tells a business something about its market. A good with a high PED
(elastic) is likely to have many possible substitute goods, so a price rise will lead

t0alarge fall in sales and a price fall to a large rise in sales. A good with low PED

(inelastic) is likely to be a necessity or have no or few possible substitutes and
will continue to be bought even if the price rises.

Table 5 PED and revenue

Price elasti Price elasti Price inelasti
price fall price rise price fall

You need to be able to calculate PED.
Practise this until you are confident.
Always show your workings as a wrong,
final answer can still gain some marks
if the method shown is correct. You
may well have to use the results of
your calculation to analyse or evaluate
the implications of a price change.

Price Inelastic: | PED PED
price rise pricefall | price rise

T Increases Falls by a bigger | Increases Falls by asmaller | Increases by | Increases by
by a bigger percentage | byasmaller | percentage than | the same the same
percentage than | than price percentage than | price change. percentage as | percentage as
price change. | change. price change. price change. | price change.

Sales revenue Increases. Falls. Falls. Increases. Constant. Constant.

(price x quantity)

For example, a product has a PED of 3 (price elastic). If the business cuts its
price, sales will rise by three times the price change. This will lead to an increase
in revenue. But there are other questions to consider:

@ Can the business supply this demand?

@ Wil average costs rise as production rises?

® Wil there be additional marketing costs?

® Wil profits also rise?

Businesses are usually keen to try and lower the PED of their products in order
to make price increases possible to raise revenue and lower the effects of
competition. Methods that may be used to do this include:

@ branding to gain customer loyalty

® differentiating products to obtain uniqueness

@ using advertising or promotion

Now test yourself

43 A shop selling light fittings has
forecast that a price rise from $20
to $21 will result in a fall in sales
from 600 to 540.

(a) Calculate PED and state
whether this product s price
elastic or price inelastic.

(b) Calculate the change in revenue
resulting from this price change.

© Idenufy three other possible

s the business might take
into account when deciding
whether to increase prices.

Answers on p.210
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Promotion method

Promotion is a range of activities that communicate and interact with
consumers in order to inform and/or persuade so that attitudes and buying
behaviour changes.

=l )

The marketing mix @
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Above-the-line promotion

Above-the-line promotion methods use paid-for media space, often in the
mass media. Often the purpose is not to persuade a consumer to buy, but to
raise awareness of a brand or product and create a desire to buy. It includes:
Television advertising — expensive but reaches a mass audience in a
non-selective way, though targeted adverts in the middle of particular
programmes may be effective.

Newspaper advertising — less expensive, reaches mass audience, can be
kept.

Radio advertising — can target specific groups who listen to particular
stations.

ing — targets specific groups likely to be interested in

Billboards — large mass audience but little information and likely not to be
noticed.

Internet advertising — can target small groups or even individuals but
easy for consumers not to notice.

ema advertising — only reaches cinema audiences.

Below-the-line promotion

Below-the-line promotion is a range of activities that communicate with
consumers without paying for media space. It is often more closely targeted at
the desired market segment. It includes:

@ Direct selling and direct mail — direct customer contact face to face in a
store, by telephone, home calling or sending material by mail.

Point of sale promotions — in-store posters, displays and demonstrations,
flyers, dump bins, and racks all draw the attention of customers to the
product or to sales promotions.

Sales promotions — used to persuade a customer to actually buy.
Methods include buy one get one free (BOGOF), sales (10% off this week),
free gifts and samples, competitions, prize draws, money-back coupons and
introductory offers.

Sponsorship — giving money in return for a variety of ways of obtaining
recognition, eg. name/logo on shirts, television credits, product placement
and mentions in programmes.

Public relations/publicity — press releases, media stories about

the business, conferences with media invited, activities for charity and
community.

Trade fairs and exhibitions — attending these can be a way of drawing
customers’ attention to a business.

Packaging — this is what the consumer sees when they consider buyin
Packaging acts as protection, for security, control and transport convenience
and giving information about the contents. It can reinforce messages from
other promotional methods.

Factors influencing the promotional mix

Promotion: a range of activities

that communicate and interact with

consumers to inform and/or persuade

o change attitudes and buying

behaviour.

Above-the-line promotion:

marketing methods that communicate

with the consumer using paid-for mass
media space.

Now test yourself
44 Define promotion.

Answer on p.210

Below-the-line promotion:
marketing methods that communicate
with the consumer without paying for
media space.

Now test yourself

45 () Explain the difference between
above-the-line and below-the-line
promotion methods.

(b) State two methods of each
type and list an advantage and
a disadvantage for each.

(€) State three factors that
influence the choice of
promotional mix.

Answers on p.210

mix: the integrated

The promotional mix is the integrated, of

promotional methods used to achieve marketing objectives. Factors influencing

the choice include:

® Purpose — to inform, to persuade, or to build a brand image?

@ Target audience — consumers in general, a mass market or a niche,
household consumers or commercial buyers?

[
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coordinated combination of
promotional methods used to achieve
marketing objectives.




Finance — how much money is available and what is the cost of the
methods being considered?

Product life cycle — what stage is the product at?

‘Competition — how competitive is the market and how are competitors
promoting?

® Legal constraints — what trade description and similar laws are there?

Branding
Branding is creating a name, symbol or design that identifies and differentiates
a product or business from others in the mind of the consumer.

Having a brand image means that customers will build up loyalty to the
product/business so that a higher price can be charged and/or there will be
increased confidence in sales forecasts. It will be easier to get distributors

1o stock the product and new products can be marketed successfully using
the brand name and image, as Mars and other chocolate bar manufacturers
have done with their ice cream products. Successful branding takes time and
concerted marketing using a coherent integrated marketing mix.

Make sure you write about
promotional methods in relation
to the factors influencing the
promotional mix and the objectives
of the promotional methods being
discussed.

Branding: creating a name, symbol or
design that identifies and differentiates
a product or business from others in
the mind of the consumer.

Place includes the location where products are sold and the ways in which
products are moved from producer to buyer.
Some producers sel directly to customers. Many others use intermediaries
through which goods or services pass in a number of stages. Many businesses
use more than one distribution method (see Figure 5).
Producer ————————— Wholesaler —» Retailer —» Customer
Producer ————————————— Retailer —» Customer

Producer Customer

Producer —» Agent— Wholesaler —» Retailer —» Customer
Figure 5 Common channels for distribution

Intermediaries

® Wholesalers — link producer and retailer, break large units to smaller units
and provide storage.

Retailers — sell directly to consumers, providing storage and an outlet.
Agents — arrange sales without taking ownership of the product, often for
import/export.

Advantages of using intermediaries

® Lower marketing costs as sales have to be made to a smaller number of
customers.

® Lower storage costs.

Disad of using inter
@ Loss of profit to the intermediary.
® Loss of control over selling conditions.

Factors influencing choice of distribution channel

® Cost — a short distribution channel will have a lower cost.

Product type — perishable or short shelf-life products must reach
customers quickly. Large, bulky products are likely t be sold direct to the
customer by the producer.

Market type — mass-market products will need intermediaries, niche
products may be sold more directly. National, international and local markets
require different approaches.

o= )

Now test yourself
46 Define the following:
(2) wholesaler
(b) agent

(€) retailer
47 Give two reasons why a producer
would not sell directly to the

public.

Answers on p.210
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@ Customer preference — customers want different things, so producers
must use channels that appeal to different customer wants, eg. a luxury car
is usually sold via a dealer who can provide after-sales service.

Producer preference — producers may wish to keep control of the selling
process or they may wish to hand this over to intermediaries who are more
specialised in selling,

The role of the internet is now changing these methods as it enables producers
and intermediaries to more easily sell directly to the public.

Selling through intermediaries

Producers who sell through intermediaries must make sure that the selling
conditions are right for their product. They can do this by providing:
product displays and equipment they have designed

incentives for intermediaries, eg. prizes for reaching sales targets
promotional materials for intermediaries to use

special offers, higher short term commission or discounts

training in product knowledge or selling

e internet and the 4Ps/4Cs

The internet has radically changed distribution. Large firms such as Amazon

and eBay now provide selling services for businesses and individuals of all types.

Internet sales are rapidly increasing in all types of countries and often provide

30-40% of sales revenue for a producer. The internet provides:

@ Online advertising — pop-ups, banner or hover adverts target particular
sites or users.

® Websites — these allow online catalogues, product displays, forums and
interaction between sellers and buyers.
@ Dynamic pricing — different buyers are offered different prices, eg. airline
ticket prices may depend on when the booking is made. Make sure that you link together the
@ Direct sales — digital products can be downloaded directly to buyers and elements of the marketing mix in a
tieerspiovied onfng consistent way that is appropriate to
N . . - the product/service being marketed.
® Social networking — sites allow easy two-way communication and access

1o specific consumer groups.

The impact of the internet allows direct communication between producers
and customers and increases the importance of the 4Cs.

Consistency in the marketing m

The marketing mix elements must be integrated and reinforce each other to

give the same message. The message must relate to the business, the product i AIARIAINLYS
and the market to form a coherent whole. For example: Mr Patel has designed an umbrella
@ Product — awarm but light shirt made of high tech synthetic material. ERCEoakiihere s o lorRrlinhs
; : and transparent if the day becomes
® Price — more expensive than cotton work shirts and approximately the dark or rainy. This feature can also be
same price as competitors' shirts. controlled by the user with a switch
® Promotion — adverts in outdoor magazines, websites, in-store promotion mechanism. The umbrella will cost $25
material each to manufacture. Draw up a table
) ; to show an appropriate marketing mix
@ Place — sold online and in specialist outdoor/climbing/sailing shops. vt teascns forynur suggedtions
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4 Operations and project

management

The nature of operations

Inputs, outputs and the transformation process Revised

Operations and its role

0 ions or i focuses on inputs to N . )
5 - G Operations or operations

outputs and covers a range of activities dealing with the practicalities of eGSR e designing arid

praducsici "?d“d"‘g: controlling of systems that produce

contributing to decisions on product ranges goods or services to meet customer.

implementing production methods requirements.
designing equipment b
selecting suppliers who can deliver the right quality and price
making sure quality standards are upheld

ensuring health and safety standards are maintained 1 State three processes involved in
deciding on appropriate levels of stock operHiongIanagenent.
arranging for productivity levels to meet cost targets Answer on p.210

Now test yourself

Large businesses may have a defined operations department with dedicated

managers, while smaller businesses may make these decisions without a formal
operations functional area. In all cases, the operations function must work with
other areas, eg. human resources, marketing or finance. Expert tip |

Process: from idea/need to final product/service Operations is about EZE way e
Operations deals with the process by which an idea is turned into a finished feSoLTeESare MAndpech contnorio

N . i . S and integrated to achieve business
item or service ch‘ac is put on sale. A key part is identifying and bringing together objectives.

all the necessary inputs.

The operations process: from idea to product
The operations process is shown in Figure 1.

[ 1dea or consumer need identified |

‘ Business decldes to produce |

‘ Resources needed for production Identified |

@&

¥ ¥ v

Labour Capltal suppliers of:
Amount Machinery | | Capital
Qualifications and experience? | | Equipment | | Materials
Training Outsourced labour
Health and safety

3 Y

Figure 1 The operations process:
from idea to product

The nature of operations @

@utput — product or service of appropriate qualty for sale or stock/nventory)
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Resources: land, labour, capital

Operations deals with the way in which inputs of land, labour and capital are
combined to give an output of a product or a service.

® Land includes land, buildings, minerals, oil and wood.

® Labour s the work done by people, either manually or mentally in managing
and decision-making.
® Capital is machinery and equipment, including intellectual capital such as

qualifications.

Operations determines how the transformation of inputs to an output will take
place. It decides how inputs may be combined in different ways and in differing
proportions to produce a final product or service.

The transformation process

Inputs can be combined in differing quantities. Labour-intensive
production uses relatively more labour than capital so labour costs are a
higher proportion of total costs than capital costs, e.g. a craft producer like a
potter.

Capital-intensive production uses relatively more capital than labour so
capital costs are a higher proportion of total costs than labour costs, eg. an oil
refinery.

The combination of land, labour and capital will determine how the
transformation process leads to final product (see Figure 2).

Tnputs Outputs
Land Products
Goods
Capital induding intellectual capital | transformed into o | Services
Financial Inputs P | sales revenue
Rent Profits
Wages
Interest

Figure 2 The transformation process

Effectiveness, ef

Now test yourself

2 Explain what is meant by the
following:
(@) fand
(b) labour
(©) capital
Include an example for each.

Answers on p.210

Now test yourself

3 Identify two inputs used in the
production of each of these
products:

(a) theatre production
(b) sock manufacturer
(€) financial adviser
(d) haulage business

Answers on p.210

ncy and productivity
Difference between effectiveness and efficiency
Operations efficiency measures the quantity of resources used in producing
a given quantity of product. Efficient producers use fewer inputs for a given
quantity of output so that unit costs are lower.

Operations effectiveness is a measure of how well the final product meets the
needs of customers, eg.

@ Function — how well the product does the job for which it is designed.

@ Availability — how easy it is to obtain the product.

® Price — related to efficiency of production (costs).

® Value for money — a combination of price and function.

Produc

Productivity is an efficiency measure usually applied to labour.

b BRI = output in units per time period
number of employees

al AS and A Level Busine
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Operations efficiency measures the
quantity of resources used in producing
a given quantity of product. Efficient
producers use fewer inputs for a given
quantity of output so that unit costs
are lower.

Operations effectiveness: a measure
of how well the final product meets the
needs of customers indluding function,
availability, price and value for money.
Productivity: output per worker

per time period and measures labour
efficiency.




A garage employs six mechanics who work for nine hours per day and are paid
$60 per day each. In one day they can, on average, repair or service 15 cars. Their
labour productivity is:

% = 25 cars per mechanic per day

Productivity helps determine the costs of production. In the above example the
costs are as follows:

total cost per day for 15 cars = 6 x 60 = $360.00

average labour cost = %" = $24 per car

If productivity rises so that each mechanic can deal with three cars per day the
costs are as follows:
total cost per day for 18 cars = 6 x 60 = $360.00

averae Ghourscosr= 2 baaprricar
18

This means the business has become more competitive and may be able to reduce
its price and maintain its profit margin or maintain price and increase profit margin.
Ifany of the factors of production can be made more efficient the same will be true.

Ways to increase productivity

Ways to increase productivity include:

® investing in more efficient capital or better maintenance and use of existing capital
investing in more training for employees so there are fewer mistakes, faster
working and better problem solving, This may be expensive and must be
applied correctly

improving employee motivation

changing the culture to build efficiency improvements into all processes

Al these methods incur costs, e. to buy new machinery, training costs, wage
increases or change, and to be must be chosen
correctly and implemented effectively.

Make sure you remember that
productivity is measured over a time
period.

Now test yourself

Define labour productivity.
Outline two reasons why an
increase in productivity may be
beneficial.

(L

@

Explain three methods to improve
productivity.

Calculate labour productivity for an
accountancy business that employs
five accountants who each work

40 hours per week and deal with a
total of 20 accounts per week.
What s the difference between
efficiency and effectiveness?

Answers on p.210
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lue added

A business adds value when it transforms inputs to output. At each stage the
partly finished good is worth more than at the previous stage. Customers are
also looking for their own added value — this is the additional value to the basic
product that might persuade them to buy it.

Value added and marketing

Customers see added value as meeting their needs based on:
improved performance and design

discounted prices

@ extras or accessories, quality assurance

@ personal attention and after-sales service

This added value is often what differentiates a product from that of the
competition and enables a business to charge a higher price and gain customer
loyalty. This can be achieved through the product itself or by promotional
activities that make a product appeal to customers.

en

The nature of operations (67)
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Value added and the operations process

The operations process transforms a number of inputs into output via a number
of stages. Each stage will become more valuable than the previous one because
of the work that has been done. These stages may take place within one
organisation or across several. For example, selling a cake involves taking basic
ingredients, combining them and then arranging for distribution of the finished
cake to a sales outlet (see Figure 3). Each stage adds value to the stage before
and this is represented by an increase in money value. If the product is sold at
one of the stages this added value is represented by sales revenue and profit.

Added value and operations de ns

Operations decisions aim to achieve a target added value or maximise added
value so as to:

increase efficiency and effectiveness

lower unit costs

increase sales revenue and/or profits

meet customers’ value added needs

Now test yourself
9 State two reasons why added value is important for:
(a) a business
(b) a customer

10 Explain three ways in which a business might add value to a product.

Answers on p.210-11

g capital versus labour inten

Products may be produced with a variety of combinations of capital and labour.
Mass-produced cars are built on assembly lines with a large investment in
machinery relative to the cost of employing people — robot lines require very
few employees. On the other hand, custom sports cars are often built largely by
hand with a much higher relative use of labour. The factors that decide the
relative amounts of labour and capital include:

® Production methods/the product — mass production tends to be
capital intensive, craft products labour intensive.

Relative costs of labour and capital — low labour costs tend to lead to
labour-intensive production as in agriculture and factories in developing
countries.

Business size — larger businesses tend to have more finance so can afford
o be more capital intensive.

1o be labour intensive, whilst manufacturing shampoo is capital intensive.
Customer’s needs — markets where personal service is important to the
customer tend to be more labour intensive; compare a high-class restaurant
service with a drive-thru’ one.

Benefits and limitations of labour-intensive production
Benefits

® Personal services can be delivered well.

® Possible to produce one-off or custom-made products.

@ Low start-up costs.

® Lower unit costs if labour is relatively cheap.

@ Easy to alter labour force by recruitment or retrenchment.

1al AS and A Level Business Studies Revi
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Operations process.
Wheat, sugar cane and other
agricultural products

Processed agricutural products,
e.g. flour, sugar, butter

Cake mixture

Cake baked

Taken to retail outlet

Cake sold

Figure 3 Added value and the operations
process in sellinga cake

Labour-intensive production: uses
relatively more labour than capital so
Iabour costs are a higher proportion
of total costs than capital costs, e.g. a
craft producer such as a poter.
Capital-intensive production: uses
relatively more capital than labour so
capital costs are a higher proportion of
total costs than labour costs e.g. an oil
refinery.

The level of personal service involved in the product, eg, manicures tend  (E SakROD)

Businesses can achieve added value
and success by choosing a variety

of capital intensities. What is most
important is that the choice matches
the business objectives, market, and
product type.

~————————— Added value




Limitations
@ Difficult to produce on large scale.
@® Economies of scale are difficult to achieve.

en

and limitati of capital-i ive production
Benefits

@ Mass production is possible on assembly fine.

@ Lower unit costs if capital is relatively cheap.

@ Economies of scale are possible.

® Labour force is less skilled so recruitment is easy and labour costs low.

o Re: n aci
Limitations
@ Not suitable for varying product types or short runs. Draw up a table to show the factors
o NECEUIEbIER 1 . that influence a business in the choice
o suitable for personal sefvices: of capital intensity for production.
@ High start-up costs due to cost of machinery.
@ Machine-dependent so breakdowns are expensive and may stop production.
@ Lack of variety might lead to unmotivated employees.
® Cannot vary capital in short run.
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Now test yourself o
S

1 Explain why the following might be capital intensive:
(a) a shipyard building ocean liners
(b) a major sweet manufacturer

12 Explain why the following might be labour intensive:
(a) an estate agent
(b) a market stall selling vegetables

Answers on p.211

Operations planning

Operations planning deals with taking decisions about methods of production,
process innovation, location and the scale of operation.

Through market research a business gains information to inform the following

decisions:

® Ideas and R&D — discovering and developing ideas that meet customers’
needs.

® Production methods — showing what customers will pay and what quality

is required. This will inform production methods and the labour/capital
balance.

Location — deciding on location in relation to consumer buying patterns
and cost constraints.

Availability of resources

Availability of resources at an appropriate cost includes the following:

® The presence of an R&D department will enhance the generation and
development of ideas.

® Access to suitable land, labour and capital may be a constraint on
production and location decisions.

Operations plar
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Availability of technology
Technology is vital in operations decisions, especially IT-based systems. Examples

include: HevisioRTREHUIY.
® Computer Aided Design (CAD) is faster and more accurate for design; IT ol e e fora bisiness
processes marketing information rapidly. developing a new drill that sets out
® Computer Aided Manufacture (CAM) links design and production at low cost, how the following may influence the
5 3 operations decisions it has to make:
® T systems reduce labour and payroll costs, make quality consistent, reduce 3
stock and allow more efficient production planning. New materials enable o WEL
et products ® avalability of resources
@ Advanced communication systems have enabled many businesses to locare @ @vailability of technology

almost anywhere.

Flexibility and innovation mj

Flexibility is the ability of a production system to adapt to a changing market.

The need for flexibility in volume, delivery time and
specification

Volume flexibility is the ability to operate efficiently, effectively and
profitably over a range of output. In the short run, this means being able to
meet a sudden change in orders, either an increase or a decrease, and still
supply quality and at the price the customer requires.

Delivery time — in the long run, this means being prepared for varying
demand at different stages of the product life cycle. Flexibility in just-in-time
() production methods and being able to deliver at a time that suits the
customer is increasingly important as this flexibility may secure a sale.
Specification — increasingly businesses and consumers demand products
that differ slightly from each other, and the ability to provide a range of
specifications to order may be vital.

4 Operations and project managem
L]

Process innovation —_—
Process innovation is using a new or improved production or delivery method. | Process innovation: using a new

This may be a new technology, e g, robots, or a new way of organising or improved production or delivery
production, eg. cell working, Process innovation: method.

® lowers total and average cost B
@ matches product to customer needs more exactly

@ motivates employees

However, process innovation requires planning and management for change.

Solutions to problems must relate to the business concerned in its specific
situation. There are no set answers. The best solutions are supported with
sound reasons.

Now test yourself

13 For each change, state whether it i due to new technology or new organisation:
(a) Sales staff use a tablet to send orders and sign contracts on the spot.
(b) A school organises students in groups by ability instead of age.
() CAD/CAM enables designs to be directly produced.
(d) A bank offers a loan on the spot instead of referring to a regional office.
14 identify one benefit of each innovation.

Answers on p.211
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Operations or production methods w

Job production

Job production is producing unique or small-scale products oneata timeby
skilled workers. Job production: producing unique or
small-scale products one at a time by ‘

\

Advantages Disadvantages il oy
@ Flexibility. @ Labour intensive and slow. % »
@ Meets customers’ needs exactly. @ High unit costs.

Batch production

Batch production is production in stages where several of the same tem are

put together at the same time. Each batch goes through one stage of the Batch production: production in
production process before moving onto the next stage, eg, batches of bread ina | Stages where several of the same item

bakery. It is a more capita-intensive method than job production. are put together at the same time. Each
batch goes through one stage of the

® Lower unit costs. ® Time taken to reset machines between | the next stage.

© Equipment may be able to batches.
produce a range of products. | e Higher inventory costs in batches.

 Less flexibility.
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Flow production
Flow production is continuous production. Products pass directly from stage -
to stage, often on an assembly line for standardised products. Flow production: continuous

e e
Al sl directly from one stage to the next,
 Low unit costs. o High capital start-up costs. often on an assembly line.
® Quality easy to monitor. | @ Limited flexibility. S
@ Can be mechanised and ® A fault means the whole assembly line stops.
automated.

® Not motivating for workers.

Mass production and customisation
Mass production produces high output at low unit cost using standardised - e ™y
parts, machines and products, usually in flow production. Mass customisation: uses mass
production to meet individual
Advantages Disadvantages customer's needs by setting
@ Very low unit cost and large volumes. | @ Not flexible. workstations to produce a range of
pre-set options.

® Not motivating for workers.

To overcome these disadvantages mass customisation meets individual
customer’s needs by setting workstations to produce a range of pre-set options.

IT systems enable products to differ as they pass each stage. Decisions on production method and
location should involve setting out the
Problems of changing from one method to another appropriate theory and then applying

Changing from one method to another incurs costs due to: L4 the spedfic srmtion ofa budhess

® redesign of product

@ redesign and re-equipping production equipment - -
redesign and re-equipping production eqipmen eV SRty

@ training of employees R Tt S the alvanE

® diffcuty in meeting quality standards n a different method,eg. computer BB AE IR S T AL RS
screens are batch-produced, taking hours for each coating Flow production  production methods for the following;
would be very expensive, slow and difficult to standardise. ® & bt ks

@ a computer keyboard manufacturer

Operations planning @



Now test yourself

15 Explain the meaning of the following:
(a) job production
(b) mass customisation
16 List two advantages and two disadvantages of each of the following
operations methods:
(a) job production
(b) batch production
(©) flow production

Answers on p.211
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Location factors depend on the type of business in question. The factors
1o consider include geographical, demographic, legal, political, availability of
resources and the surrounding infrastructure.
@ Geographic factors — these include climate and the likely occurrence of
earthquakes, floods, tornadoes, snow and rain as well as landscape features

4 Operations and project manageme

such as hills, rivers and the coast. Revision activity
@ Demographic factors — employees are essential for any business. e Il e A bauktd makes
A chosen location should have enough people who have the right skills, location decision:
experience and qualifications. Demographic factors may also be important ® afurniture shop
for determining local wages and salary levels. @ a furniture manufacturer
@ Legal factors — the legal framework that business operates in varies from -
one place to another. Laws on tax, government assistance, planning, waste @ an accountant
disposal, health and safety, employment and industrial relations are all e
important for costs or business operation. the factors that influence location.
® Political factors — businesses will take into account political stability and
governmental non-interference.
® Resources — close access to resources such as raw materials or components @ PSR yourself
reduces transport costs. This is particularly important if these are bulky or
expensive to transport. The availability of suitable land may also be a factor. 17 Define ‘infrastructure’
® Infrastructure — infrastructure is the uilities, transport networks, finance, Wisa TSR EeE A e
g o determine a location decision.
educational and health facilities in a location.
® Marketing — being close to the market for products reduces transport Answers on p.211

costs and finding similar businesses or customers nearby may reduce
marketing costs.

Relocation and industrial inertia
A relocating business faces the same factors as a new business. But it may
choose to stay in the same place because the costs of moving are greater than

the benefits of the move. This is industrial inertia. Relocating costs include: T T ]

@ finding and training new employees stays in its current location even though

@ finding new suppliers the factors that led it to locate there no
longer apply.

additional marketing costs \ .
® the cost of moving and setting up again

Decisions on location at different levels

@ Local location decisions — the decision to set up in one particular place is
determined by specific factors relating to that place. Considerations include
the cost of renting or buying, availability of components, materials and
labour and the closeness of the market. Government policy may also be
important.

1al AS and A Level Business Studies Revit
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@ Regional location decisions — the same factors operate but at a wider
level related to the region and its links with other places.

National location decisions — a business deciding to operate ata
national level must make sure that it has sufficient funds for investment and
marketing, supply chains, and distribution channels. 19 Define ‘industrial inertia.
International location decisions — firms entering international markets 20 State three factors that might
will focus on cost reduction through lower wages and freedom from make it difficult for a business to
government regulation (particularly in labour markets), global markets, relocate.

avoiding/reducing taxes, supply chains, outsourcing possibilities and Answers on p.211
government incentives. The economic, political and legal wil

also be important factors.

Scale of operation

The scale is the size of production. An increase in scale is not only an increase in
output but a change to a different scale involving an increase in capital.

Now test yourself
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Factors that influence the scale of production

Position in the product life cycle — as sales rise, new investment might be
needed to provide output to sell.

Finance available.

Business objectives — if these do not include expansion there will be no
change in scale.

@ The market — increasing scale involves increasing output that must be sold.
® The possibility of reducing unit costs.

L]
4 Operations and p

Economies and diseconomies of scale

Economies of scale are falling average costs (costs per unit) as the scale of
output increases. This enables lower process or higher profit margins to be
achieved and makes it harder for competitors to enter the market. At a certain
level of output, the minimum efficient scale is reached. As scale and output
increase further, diseconomies of scale appear. These are increasing average
costs as the scale of output increases (see Figure 4).

Economies of scale: falling average
costs as the scale of output increases.
Average costs: the costs per unit
of production. Calculated by dividing
total costs of production by quantity
produced:
total costs of production
average costs=— — —————
quantity produced
Minimum efficient scale: the scale
seconemies of output at which average costs are at
scle their lowest.
Diseconomies of scale: rising average
costs as the scale of output increases.

Minium effcent scae of
production

Quantity of output
Figure 4 Economies and diseconomies of scale

Causes of economies of scale

Generally, as scale increases fixed costs are spread over more units of output and
variable costs may fall as increasing size enables more efficient organisation. Both
these will decrease average costs.

Internal economies of scale arise from inside the business
Purchasing economies of scale (bulk buying) — larger orders often
artract a discount and this is true for borrowing money. Discounts are also
given for orders above a certain size.

Technical economies of scale — new technology or advanced equipment
will be more efficient and [T systems enable more efficiency. There are also

Ie]




physical reasons for economies, eg. heating 20 tonnes of steel may cost the
same per tonne as heating 1 tonne but a 20-tonne block will keep hotter for
longer, saving on energy costs, so variable costs per unic fall

Managerial economies of scale — larger businesses use specialists who are
more efficient. They can also afford more expert managers.

[ inis ive and i ies of scale — a particular task
often uses the same paperwork or process, whatever its size. Advertising for
20 new staff costs the same as for 100 new staff. Ordering one item costs the
same as ordering 1,000. An advertising campaign costs the same if 20 or
2,000 sales result.

External economies of scale arise from outside the business
® Infrastructure economies of scale — new infrastructure reduces average
costs. Possible examples include faster broadband and new roads or airports.

Research and development economies of scale — access to nearby
universities or research facilities can lower average costs.

Marketing economies of scale — similar businesses operating in the
same area may need to advertise less as customers visit knowing there will
be somewhere to buy from. So individual firms do not need to promote
themselves as much. Streets of fast-food shops are an example.

/A promotional campaign by an organisation representing an industry may
resultin less need for individual businesses to promote themselves. For
example, a meat producers' association may advertise the benefits of eating
meat, resulting in an increase in demand for all meat producers.
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Production economies — if suppliers are nearby, there will be lower
transport and communication costs. This explains the concentration of
financial services in Singapore and of engineering in Seoul.

Causes of diseconomies of scale

® Communication difficulties — as a business grows, communication
between all the employees, departments, divisions and functional areas
becomes more difficult, slower and requires more resources. This raises
unit costs.

Duplication and coordination costs — as size increases it becomes more
difficult and expensive to make sure that the same work is not being done in
different places, and more resources are devoted to liaison and coordination.
Large businesses often have a higher percentage of managers rather than
employees directly engaged in production. This raises unit costs.

Less motivation and control — larger firms find it more difficult to
motivate employees, as workers feel more remote from managers and the
business as a whole. More resources may be devoted to control of
employees. Unit costs are raised.

Inventory management

Inventory management deals with the way various types of inventory are held
and their levels controlled. Another commonly used word for inventory is ‘stock’
or ‘stocks’

Economies and diseconomies of
scale are a result of the scale of
production. They may change as the
scale of production changes but are
always linked to it, usually through
the employment of more capital
investment.

Now test yourself

21 Explain the difference between:

(a) economies of scale and
diseconomies of scale

(b) internal and external
economies of scale

22 identify:
(a) three causes of economies of
scale

(b) three causes of diseconomies of
scale

Answers on p.211

e purpose of inventol

Inventory is the raw materials, work in progress (partly finished goods) and
finished products. There must be enough inventory to enable production to
take place — if there is too much inventory unnecessary costs are incurred.
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Inventory: the raw materials, work in
progress and finished goods held by a
business to enable demand to be met.

1 Guide



@ Raw materials — these are essential for the production transformation
process. They are also held so that a sudden order can be started on withour QB ALl
waiting for more raw materials, i.e. they act as a buffer that will enable 23 Define the following:
unexpected orders to be met. (a) raw materials &
® Work in progress — these are goods that are partly finished but are not yet (b) workin progress ]
ready for sale, eg, an assembled car with the wheels still to go on. (€) finished goods =
® Finished goods — these are goods that are ready for sale. Businesses hold Answers on p211 £
them so customers can be supplied immediately, i.e. they act as a buffer that restecl . k=]
enables demand to be met, e.g. goods in a retail store. 5

roj

Costs and benefits of holding inventory

All inventory has come from resources used in production that have to be
paid for. Inventory does not generate any revenue to recover these costs until
itis sold. Holding too much inventory results in unnecessary expense; holding
100 little may mean loss of customers. Holding inventory is essential for the
transformation process and a business has to balance the conflicting costs and
benefits.

Costs of holding inventory

These include:

rent for space or interest on money borrowed for storage costs

the cost of maintaining storage — employees, equipment and buildings
insurance and security

losses due to inventory becoming out-dated and unsaleable at a profit
inventory may be damaged, stolen or perish
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occupying space that could be used for another purpose — a sign of inertia (LSRRI

slowing down needed change T e et
and benefits of holding inventory for
each of the three types of inventory.

In addition, holding inventory involves the costs of ordering, monitoring,
tracking, inspecting and transport.

Benefits of holding inventory

@ Ability to meet demand — holding inventory means a business is in a
position to supply a customer as quickly as possible when an order arrives.
Varying demand makes holding inventory essential for flexibility.

@ Ensuring production is not interrupted — holding inventory enables Now test yourself
production and sales to continue even if supplies of raw materials cannot be 24 4 "
obtained for a while. Explain three reasons for holding
Gaining a discount — economies of scale in transport or bulk buyin s

o Glinga @ PO Ving 25 Explain three reasons for holding as
of raw materials at a discount may save more than the cost of holding little inventory as possible.
inventory. ¥ 1

® Reducing inflation effects — buying raw materials before price rises or nswWerson:p:

producing goods before costs rise may produce savings or higher profic
margins.

)

Inventory is a key part of the transformation process. Managing it must be
linked to the other functional areas. Sales determine how much production is
needed as inventory must be ordered and the number of employees to work
must be set. The production process may also determine inventory levels. IT
systems enable these functions to be interrelated in the most efficient way,

Buffer inventory: the minimum

often based on the buffer inventory model. Buffer inventory s the minimum inventory that prevents variations in
inventory that prevents variations in supply, production or demand stopping supply, production or demand stopping
production o sales. production or sales.

ntory management (75 )
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Construction and interpretation of inventory

control charts

The buffer inventory model uses inventory control charts that enable sufficient
inventory to meet demand while minimising costs. Inventory is used over time;
the model assumes this occurs evenly. It assumes a minimum inventory level to
be held — the buffer inventory. In order for this to be maintained, inventory
must be ordered at the reorder level, which will be before the buffer level is
reached. The time taken from then until i arrives is the lead time. This means
that inventory never falls below the buffer level and reordering is triggered when
the reorder level is reached. The inventory control chart in Figure 5 shows this
graphically.

Masimum
inventory level
! quantity level
! Buffer
£ inventory level
— Time
Lead time
Buffer inventory.

Figure 5 Inventory control chart

Reorder level: the level of inventory at
which more inventory will be ordered.
Lead time: the time taken for
inventory to arrive after it has been
ordered.

ow test yourself
26 Define the following terms:
(a) buffer inventory
(b) reorder level

(©) lead time

Answers on p.211

time for orders arriving is 4 weeks.

A business has a maximum inventory of 3,600 units and a buffer inventory level of 1,200 units. It uses 300 units per week. The lead

“This lead time means that the reorder level must be at least 1,200 units (4 x 300) above the buffer inventory level at 2,400 units.
“This will mean that the new inventory arrives as the buffer inventory level is reached, assuming no delays.

Inventory control methods

There are two principal approaches to dealing with inventory:

® Have inventory at high levels ensuring inventory will never run out —
managing levels is easy but it is expensive to hold.

@ Have small inventory levels ensuring very small inventory holding costs —
high inventory management costs.

Both approaches may be made more efficient by using:

@ Inventory rotation — old inventory is used before new.

® IT systems of inventory control — including electronic point of sale
(EPOS), which links sales at the till to stock levels.

Setting a buffer inventory level and using an inventory control chart will be

appropriate for either of these approaches. The second approach is typified by

just-in-time (JIT) production methods.

Inventory control and just-in-time (JIT)

JIT operates with as low a buffer inventory level as possible. Raw materials are
ordered only when needed for production, efficient production methods
minimise work in progress and finished goods are supplied immediately to
customers, minimising finished goods inventory. IT requires:

® low reorder level

@ low order quantity

® short lead time

tional AS and A Level Business Stuc

ge Intern
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n activity

1 Using the information in the
example, construct an inventory
control chart to llustrate the data.

N

Explain the effect of the following

changes, each taken in turn.

® lead time is reduced to 3 weeks

® buffer inventory isincreased to
1,600 units.

Explain how using an inventory

control chart may reduce costs.

w

Reducing the costs of holding
inventory may involve changes to
other areas of operations, e.g. number
of employees, different systems of
monitoring inventory, new IT tracking

systems.




reliable suppliers for delivery time and quality
accurate forecasts of customer demand

integrated production process

enterprise resource planning (ERP) systems to integrate suppliers, production
and customer demand

The resuit will be very smal buffer inventory levels,lead times, order quantities and
reorder levels. This applies to raw materials and finished goods. Overall the costs of
holding inventory will be small.JIT relies on finding reliable suppliers and integrated
processes, linking demand, the production process and the supply chain. It is
difficult to reduce inventory to zero but JIT production minimises inventory costs.

Now test yourself

27 Outline three reasons why JIT production may reduce inventory costs.
28 Identify possible problems for a business using a JIT production system.

Answers on p.211

Revision activity
Rush plc manufactures quality motor bike clutches. It sells varying quantities
each month. Rush must cut costs because competitors have reduced prices and
only goodwill has maintained sales. The business relies on components supplied
by a number of firms and holds 4 months' stocks because it cannot afford to
lose production time or sales.

Using a spider diagram, analyse the factors that Rush might consider when
deciding whether to adopt a just-in-time inventory control system.
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5 Finance and accounting

The need for business finance

Business start-up

When a business is first set up, the owners will need finance to buy premises

(if not renting), equipment and/or raw materials. Service businesses will also
need some initial finance. For example, a business consultant is likely to require
an office that will need to be furnished and equipped, perhaps with chairs,
desks, telephones and computers. These need to be purchased or leased; either
way money will be needed.

Businesses usually experience other expenses such as wages before any income is | startup capital: the money thata |
received, Sufficient finance must be avalable to cover these initial costs. Thisis | business requires o begin operating,
known as 'start-up capital’. e.g. to purchase or rent premises, to

| purchase equipment or raw materials.

Business expansion

Established businesses frequently make the decision to expand. This might
be acquiring additional premises or equipment. In some cases, finance might
be required in order to buy another existing business. This differs from start-
up capital because this type of finance is only required after the business is
operational.

Different needs require different sources of finance

The need for finance might be for a long-term project and therefore long-term
sources of finance are likely to be used. For example a business may need
finance for:

new product development

the exploration and development of new markets

an increased level of promotion in response to the arrival of a potentially
serious competitor — this could be a long-term issue for a business if the
‘competitor stays in the market

Alternatively the need for finance might be related to temporary short-term
shortages of finance, for example while waiting for payment from customers,
causing short-term sources of finance to be more appropriate. For example to:
@ purchase materials

@ pay wages or uiity bills

® pay for promotional activities

Now test yourself
Define the term ‘startup capital’

Explain why the reason that
The amount of money required, regardless of the length of time involved, might finance is required might influence
also influence the source of finance that would be used. thesqurce pffinance tsed;

m Answers on p.211

In answering any question related to this topic make sure that you take note of
the reason why the business needs finance, i.. for start-up capital or to expand
an existing business. This will influence the sources of capital that would be
used. Take note also of the size of the business and its form of ownership as this
also influences sources of finance.

@ Cambridge International AS and A Level Business Studies Revision Guide



Working capcal ez |-
. : . . .5
The meaning and significance of working capital as a g
source of finance - ~ Q
® Working capital is used to finance the day-to-day activities of a business. Working capital: the excess of current 2
It finances the purchase of materials and the payment of wages to the assets over current liabilities: also L
employees. Working capital is current assets minus current liabilities. known as et current assets. -
@ Current assets consist of liquid assets, ie. inventory (stock), trade Liquid assets: the assets that can be =
receivables (debrors) and cash and cash equivalents. quickly and easily converted into cash. P
@ Current liabilities consist of trade and other payables (creditors) and For example, bank accounts and stock 9
e although stock is the least liquid of the g
) current assets. J c
Positive working capital 3 " i
Where a business has positive working capital this means that the business has W
more current assets than current liabilities. Too much working capital means
that the business has assets that are not working hard enough. It could be that
too much money is tied up in stock and is therefore creating an opportunity
cost. The money held in stock could be used more productively elsewhere in
the business.
Negative working capital
In this situation, current liabilities exceed current assets. Too little working capital
could mean that the business s unable t0 pay it short-term liabilities such a5 (" ghor.tem labilties: debts that are
suppliers and wages. This could lead to the business becoming illiquid and expectsito Benepailwiina
ultimately failing. Liquidity means the ease with which an asset can be turned 12-month period.
into cash. N —
A shortfall in working capital is often resolved by agreeing an overdraft to enable
the business to continue to function.
Many businesses fail due to a lack of working capital even though they are
profitable.
Now test yourself
3 Explain what is meant by the term ‘working capital’. s
n ac
4 Explain why too much working capital might cause problems within a " 4
Bugihesss Make a list of the current assets and
5 State one disadvantage and one advantage of positive working capital. Azl s dinedizami
might have.
Answers on p.211
The working capital cycle Working capital cycle: the time
Many businesses carefully monitor their working capital cycle which isshown | between purchasing stock and/or raw
in Figure 1. materials and the receipt of payment
from customers for the goods or
services received. )

Figure 1 The working capital cydle

The need fo!

business finance @



Ways of improving the cycle

These include:

Shortening the time customers take to settle their debts.

Speeding up the production process so that the time between receiving

materials and delivering products to customers is shortened. The length

of time goods are in production before being sold will affect the working
capital cycle.

unt
LN}

Remember that a positive working capital does not always mean that a
business has lots of cash to spend. Although it means that current assets
are greater than what the business owes in the short term, high levels of
inventory (stock) are included in the working capital figure and a business
cannot use that stock to pay the wages of its workers or to settle its debts
with suppliers,
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icance of the distinction between revenue
ure and capital expenditure

Revenue expenditure Revenue expenditure: money used
Revenue expenditure is expenditure on everyday running costs within a to pay for everyday running costs of
business. Such costs might include the purchase of raw materials, the payment a business such as raw materials and
of wages to employees or the payment to an electricity company for the power wages. They are short-term costs.
10 run the machinery. They are generally items that will be used in the short Capital expenditure: money used to
term. Revenue expenditure is shown as an expense in the income statement acquire non-current assets (fixed assets)
(profit and loss account). that will be used in the business over a
long period, e.g to purchase machinery
Capital expenditure | or premises.

Capital expenditure is expenditure on non-current assets (fixed assets) such as
bildings or machinery. These icems will be used in the business for along time. (TS TETYRESN™
It is recorded in the statement of financial position (balance sheet).

6 Explain the difference between
If a business purchases new machinery and pays for it with cash, the payment revenue expenditure and capital
will show as a reduction in the cash balance of the business. If a bank loan is expendicure.

used to pay for the machinery, then this will be seen as an increase in the non- Answer on p.211

current liabilities (long-term liabilties).

The new machine will also appear as an increase in the non-current assets (fixed
assets) of the business.

Revision ac

Make a list of items that might be
included in revenue expenditure
and another list of items that might
be included in capital expenditure.

Sources of finance P s
Legal structure and sources of finance mj

The sources of finance available to a business can be influenced by the legal
structure of an individual business, the size of the business and the reason for
which finance i required, and the amount required and the length of time for
which the finance is needed.

A sole trader or a partnership would not have access to share capital unless they

changed the structure of their business to a private limited company or a public

limited company. Remember that the sale of shares in a private limited company -

is limited and it cannot be sold to members of the public. A public limited Stock exchange: the place where
company is able to sell shares to anyone through the stock exchange. stocks and shares are bought and sold.

1al AS and A Level Business Studies Revit
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-term and long-term sources of fi e Revised
tinction between short- and long-term sources of
finance - =
® Short-term finance: usually defined as being repayable within 12 months, Short-term finance: money that is to
eg.an overdraft or short-term bank loan. be repaid within one year.
® Long-term finance: repayable over terms as long as 10 or 20 years, eg.a Long-term finance: money that is
mortgage or a long-term bank loan. L repaid over several years.

The sources of finance can be internal or external to the business.

Internal sources of finance mj

Internal sources of finance are those sourced within the business itself. Examples
include retained profit, working capital and the sale of assets. Table 1 outlines
the advantages and disadvantages of the various kinds of internal sources of
finance.
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Table 1 Advantages and disadvantages of internal sources of finance

Retained earnings (retained profit) | ® Does not require interest payments | @ Is dependent on previous years having

tobe made. been profitable.
;:?::?Y;:g:gyme business 0 PIEVIOUS | & s not have to be repaidto | @ If shareholders prefer larger dividends,
anyone. they might not agree to its use.
o s instantly available,
® Does not create a debt to anyone
outside the business.
Sale of assets @ The finance does not have to @ The amount raised might not be large; it
S S, be repaid to anyone — tis a a business no longer needs the asset will
Buingss e be comvaread into money | _ permanent source of finance it have a high value?
e fmomee for othet pooects | ® It does not incur interest © The asset and it use is permanently lost
payments. to the business.
Some assets can be sold without the | It can be a fast method of @ If the asset s sold and leased back this
business losing the use of them. If obtaining finance although this will require regular payments to be made
assets ate sold and then leased back the | - depends on the asset being sold, | by the business in the future.

initial inflow of funds must be balanced
against the lease payments that will
have to be made.

e.g. buildings can take some time
to be sold.

The business must be sure that it does
not need to own the asset that is to be

sold.
Working capital o tis a permanent source of  The current assets might be reduced to
st of fitanios cony e ol finance. a point that makes it difficult to cover
b i et © By having a special sale, old current liabilites.
customers sette thelr debts. Inventory | InVentery can be sold off, making | @ Customers might not be happy about
can be sold off perhaps on special terms | _ room for more up-to-date stock. | being asked to settle their debts earler
i S ® it can be a fast way of raising than usual.

finance.  Potential new customers might prefer to

Portibd epitaataliable deal with a business that offers a longer
credit period.

o It might not produice a large amount of
finance.

Internal sources of finance might be insufficient to satisfy the financial needs of
the business. If the finance is required for a large project then it is possible that
internal sources alone will not be sufficient.

Sources of finance (81)
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It is possible that a business might have sufficient retained earnings to finance
alarge project, but most businesses will have been using their retained earnings
10 help to generate larger future income rather than letting it accumulate.

Retained earnings: retained earnings
are the profit earned by a business in
previous years.

Now test yourself

7 Explain what is meant by ‘short-term finance’.

8 State two reasons why a business might prefer to use long-term rather than short-term finance.
9 Identify one advantage and one disadvantage of using working capital as a source of finance.

10 Outline two advantages of using retained earnings as a source of finance.

Answers on p.211-12

External sources

Examples of external sources of finance include overdrafts, bank loans,
mortgages, introduction of new partners or sale of shares, Table 2 outlines the
advantages and disadvantages of these sources of finance.

Short-term sources

Table 2 Advantages and disadvantages of short-term sources of finance

Bank overdraft ® Usually quick to put in place.

® There is no loss of ownership or control.

® Flexibility — business does not need to
use the full amount of overdraft agreed
and will not incur charges for the unused
amount.

The bank agrees to allow

a business to draw money
greater than the amount in the
account. A limit is placed on the
additional amount that can be
drawn, Overdrafts should be
agreed before they are used. An
unagreed overdraft isfikely to
carry even higher interest rates.

® Often expensive due to high rates of
interest being charged.

® Overdrafts can be recalled at short
notice — this might mean the business
is unable to meet its short-term
financial obligations.

® The business will need evidence that
it will receive funds shortl, e.g. from
‘customers.

® The final amount to be repaid is often
uncertain.

Short-term bank loan ® Security (collateral) is not always required.
® Usually a cheaper option than an
overdraft.

® The term of the loan will be fixed and

Money loaned to a business to be
repaid usually within 12 months.

® Regular repayments aid budgeting.

® The amount agreed cannot be varied
unlike an overdraft.

® Interest is payable on the whole
amount.

 Early repayment might incur a financial
penalty.

Now test yourself

13 Identify two possible sources of short-term finance.

Answers on p.212

1 A business sells its good on credit and is awaiting payment from a number of customers. It is short of funds to pay the
wages of its employees. Explain which source of finance you would recommend the business uses to pay the wages.
12 Identify one advantage and one disadvantage of using a short-term bank loan as a source of finance.

Long-term sources

Long-term sources of finance are often used when finance is required for a
project that is likely to take a long time before it becomes profitable. These
sources can be permanent or non-permanent sources of funding. Some sources
will require repayment at some time in the future, whilst other do not require
any repayments to be made. Table 3 outlines the sources of long-term finance
and their advantages and disadvantages.




Table 3 i [

f finance

Introduce new partners

A source of long-term permanent
finance. A sole trader might become a
partnership or an existing partnership
might invite additional people to

foin the business. If a new partner is
admitted, the existing partners must
agree.

;

© Usually a quick method of acquiring
additional finance.
® Itis a permanent source of finance.

® Some ownership and control of the
business is lost.

® A sole trader taking in partners loses
some independence.

Share capital

Available to incorporated businesses
and can involve the sale of shares to
new or existing shareholders. Sale of
shares results in the sale of part of the
ownership of the business.

Private limited company: existing
shareholders must agree if shares are to
be sold to new shareholders.

Public limited company: shares may be
bought by new or existing shareholders
through the stock exchange and can be
sold to the general public.

® Itis a permanent source of finance
and does not have to be repaid.

® It can potentially raise large sums of
money.

 The ownership of the company
is diluted if new shareholders are
introduced.

 The amount of authorised share
capital will limit the amount of shares
that can be issued.

Long-term loans

Usually used for large and/or expensive
projects when it might take a long time.
before the sum borrowed can be totally
repaid.

The higher the risk to the lender, the
higher will be the rate of interest that
must be paid on the money borrowed.

@ The amount and time of the loan is
fixed.

® There is a possibility a fixed rate of
interest can be agreed, removing
the threat of future interest rate
increases.

© Ownership and control of the
business is unaffected.

® The regularity of payments aids
budgeting.

® Interest must be paid. This varies
according to the risk involved, the
length of the loan and current rates
of interest.

® Repayments usually begin as soon as
the loan is taken, but some projects
might not yield returns for some time.

® Lenders require a guarantee, i.e.
security or collateral.

® Assets used as security wil be seized
and sold if the loan is not repaid
as agreed.

Mortgages

Usually used for the purchase of
premises. They are often repaid over
20 or 30 years or even longer.

The security to the lender will be the
value of the premises being purchased
and perhaps other property owned

by the borrower until the value of the
mortgage is fully repaid. The borrower
has full use of the property throughout
the term of the mortgage.

® Large amounts can be raised.

® Ownership and control remain
unaffected.

® The asset can be sold but the
mortgage debt must be cleared.

® Once the value of the asset exceeds
that of the amount borrowed,
an additional mortgage might be
possible if extra funds are required.

Debentures

Debentures do not give the holders any
ownership in the business. They are
issued for a specified time period and
vield a fixed rate of interest each year.
The capital sum is repaid to the investor
when the maturity date is reached.

® Ownership and control is unaffected.

© Large amounts of finance can be
raised.

® Repayment of the loan is not made
until the maturity date.

® If the value of the asset falls below
the value of the original loan, the full
value of the mortgage i still due.

® Interest payable on the loan will
be determined by the current rate
of interest unless on a fixed term
agreement.

 Mortgage payments must be made
whether or not a profit is made.

® The asset can be seized if repayments
are not made as agreed. If the amount
recovered is less than the outstanding
debt the borrower is liable to pay the
difference.

® Afixed rate of interest must be
paid whether or not the business is
profitable.

© A debenture might be linked to a
specified asset that can be sold if the
business is unable to repay the lender
at the maturity date.

® A large amount of finance raised
through the issue of debentures (non-
current liability) might deter other
potential lenders.

Continued

Sources of finance
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Continued
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Venture capital @ Business advice i also frequently
available as well as the finance.

® The loan might be a permanent
source of finance or is only repayable
if the venture s profitable.

® It provides a last resort for businesses
that are unable to provide proof of
their ability to repay a loan, e.g. new
business.

Venture capitalists are generally
associated with riskier ventures that
other lenders might avoid. Although
more willing to take risks, they might
demand a higher return on their capital.

Venture capitalists will often require
some share in the ownership of the
business in order to protect their
investment.

® There might be some loss of
ownership and control.

® The venture capitalist might want the
business to take a direction about
which the original owner(s) is not
happy.

® Future profits might have to be shared
with the lender.

Government grants and loans © Permanent finance.

© Grants do not have to be repaid.

® Loans can have a lower rate of
interest than loans from a bank.

® Can be available to businesses that
might not be able to get finance
elsewhere.

A grant does not have to be repaid
unlike a loan. Governments use
grants to stimulate specific aspects
of an economy, e.q. to encourage
employment or to stimulate activity
within, say, the building sector of an
econormy.

 There could be strict guidelines about
how the money can be spent, e.g. to
purchase new equipment.

® The business might be required
torelocate to an area of high
unemployment.

® Loans have to be repaid with interest.

There is often confusion over whether or not the sale of shares is an internal or
an external source of finance. Shares are an external source of finance because
they are purchased with money drawn from accounts outside the business.

Authorised share capital: the total
amount of shares that a business is
allowed to issue.

long-term loans made to

Now test yourself

14 identify two possible sources of long-term finance.
15 Explain why a business might decide not to use venture capital.

Answers on p.212

Factors influencing the sources of finance and the
selection of the source of finance

Different sources of finance are appropriate in different circumstances. The
chosen source of finance might be for many reasons:

The financial history of the business. The financial history of the
business includes the length of time that the business has been in existence
and also the evidence that shows how well or not the financial affairs of
the business are and have been managed. A business that already has high
levels of debt will be considered too great a risk for a lender to agree to any
additional finance.

Whether the finance is required for the short term or the long
term. A short-term need for finance would be advisable, for example, to
pay suppliers and wages until customers settle their debts. The time for
which the finance is required should be matched by the repayment period
of any loan.

The use to which the finance will be put. Large projects, such as the
building of a new factory, are usually financed by long-term sources because
it is likely to be a long time before profits from the new factory are gained.

Need to retain control. Ownership and control of a business must also
be considered. Current owner(s) might prefer to choose a source of finance
that does not involve any dilution of ownership and control, in which case
options such s issting shares would be ignored.

Cambridge Ir 1al AS and A Level Business Studies Revi

a business, which earn annual interest

and the capital sum is returned to the

lender at the maturity date.

Venture capital: money received from

individuals who are willing to take a

tisk in offering financial support to a
business.

Now test yourself

16 Describe one example when
short-term finance would not be
appropriate.

Answer on p.212
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® The cost of various options. The rate of inerest to be paid isan obvious Gl ARDD

consideration. Fixed interest loans are sometimes available, but if interest The contextin a question should be
rates in general were to fall then the loan repayments will be higher than considered when suggesting various
sources of finance. Is the project short
they might have been if a variable interest rate loan had been taken. :
% o 3 i or long term? Is the business a sole
Debentures incur lower payments iitially because only interest is paid unti trader, partnership, private limited

the maturity date when the capital sum must also be repaid to the holders of company or public limited company?
debenture certificates.

@ Flexibility. A bank loan is likely to offer more flexibility in the ways that the
money can be used than a government loan or grant. Governments often
insist that a business receiving a government loan or grant meets certain 1 Analyse the sources of finance that
criteria. For example, the business might be required to locate i a specific asole trader might consider when

requiring some extra finance to pay

area o help to reduce unemployment, The business might also be given el

finance on the understanding that i is used for building new premises or for
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, 2 Analyse the sources of finance
purchasing new equipment. available to a private limited
Flexibilicy can also be required by a business in terms of how and when ic company that wants to build new
can repay the debt. Some businesses might ask to delay the start of any premises and launch a totally new
repayments until the project has begun to yield some returns. A business prosct

w

Analyse the sources of finance that a
public limited company might use if
it finds that it has insufficient funds
to pay the suppliers this month.

might also want the flexibility to repay the debt earlier than agreed without
any penalty, although some banks will penalise early repayment of loans

by requiring interest that would have been paid for part of the remaining
duration of the loan to be added to the final payment.

Forecasting cash flows and managing
working capital

Purposes of cash-flow forecasts mj

A cash-flow forecast is produced to estimate or predict the amount of cash
that a business can anticipate having in a particular period. It helps a business
prepare for times when it might experience a shortfall in cash and can therefore
make arrangements for an injection of cash in time to cover the shortfall.

Cash-flow forecast: a prediction

or estimation of future inflows and
outflows of cash to a business during a
spedific future time period.

The estimare could prove to be inaccurate. A cash-flow forecast is not based on ——
cash inflows and outflows that have already happened. It is an educated guess

about what can reasonably be expected to happen in the future.

Difference between cash and profit
@ Cash is money i the form of notes and coins or money held in bank Make sure you do not confuse a
accounts that is readily available to pay for a business's purchases. cash-flow forecast with a cash-flow
statement. A cash-flow statement
is a record of transactions that have
already taken place.

Profit is the difference between sales revenue and costs. Profit is not
necessarily money that is available to spend because some sales might have
been credit sales and payments have not yet been received. Some customers
might never settle their debts and therefore that ‘profit’ will never be
available for the business to spend.

The importance for a business of holding a suitable
amount of cash

Cash allows a business to pay for items such as wages and payments to
suppliers. Employees would not continue to work for a business that did not
pay their wages and suppliers would not continue to supply a business that
did not settle its debrs.

A business must have access to sufficient cash to enable it to meet short-
term financial obligations.

sting cash flows




A profitable business can be declared insolvent if it cannot honour its short-
term liabilicies.

Holding too much cash creates an opportunity cost because the money
might have been used in a way that produced a beneficial outcome for the
business, e.g. investment in new equipment or by placing it in an interest
yielding account.

It is the production of a cash-flow forecast that allows businesses to monitor
the level of cash in the business and to take timely action to ensure that an
appropriate level of cash is maintained.

A profitable business can fail because it has a cash-flow problem. New
businesses are particularly vulnerable due to suppliers refusing to sell on
credit terms until the business is more established. However, the customers
of the business are likely to expect credit terms to be given to them, causing
a cash-flow problem.
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Now test yourself
17 Exphain the difference between cash and profit.
18 Explain two reasons why businesses need to hold some cash.

19 Exphain one disadvantage of holding too much cash.

Answers on p.212

Cash-flow forecasts in practice

Uses of cash-flow forecasts

@ To predict times when there might be a shortage of cash in the
business. This is particularly important when a large payment has to be
made, for example, the premises insurance. Regular weekly or monthly
payments do not tend to have a disruptive effect on cash flow, but a large
quarterly, half-yearly or annual payment might be forgotten, and therefore
not planned for, causing a shortfall in the cash balance of the business.
Businesses must be prepared for these less regular payments.

To plan for foreseeable variations in cash flow. Seasonal variations can
have a large impact on the cash flow of some businesses, e those involved
in the tourist industry. Fixed costs will still have to be paid, whilst the inflow
of cash is severely reduced at certain times of the year.

To set targets. A business can set reduced targets for spending to ensure
that outflows do not exceed inflows. Expenditure can perhaps be delayed
until the cash situation is improved.

To show to a potential lender. When a business requests an overdraft or
a bank loan, the lender usually needs proof that the business will be able to
make the repayments. A cash-flow forecast can be used to show that the
cash flow is sufficient to allow the loan repayments to be made.

To undertake ‘what if’ analysis. The potential impact of predicted
changes to sales and/or costs can be anticipated. It could also illustrate
the impact of changing the credit terms given to debtors or received
from creditors.

Now test yourself

20 Explain two reasons why a business might construct a cash-flow forecast.
21 Identify one possible cause of a shortfall i cash within a business.

Answers on p.212
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Construction of cash-flow forecasts
Various formats are used for cash-flow forecasts. A simple example of what is
contained in a cash-flow forecast is shown below.

$

Cash inflows

Payments from customers 3,500
Bank loan 10,000
Cash injection from owner 4,000
Total cash inflow 17,500
Cash outflows

Rent 3,400
Purchase of vehicle 9,500
Payments to suppliers 2,800
Wages 3,500
Total cash outflow 19,200
Net cash flow (total cash inflow - total cash outflow)  (1,700)
Opening balance 2,000
Closing balance (net cash flow + opening balance) 300

Note that:

The closing balance becomes the opening balance for the following month.
Cash-flow forecasts are usually constructed on a month-by-month basis to
cover a 12-month period.

Cash-flow forecasts are based on historic fact and what is expected to
happen in the future, eg, the arranged purchase of a new vehicle or an
insurance premium that must be paid annually. Some figures will have to
be estimated, eg. the cost of raw materials or transport costs that might be
subject to change due to market forces such as demand, supply or inflation.
A new business faces a particular difficulty because it does not have the
previous financial data on which to base its forecasts.

Cash-flow forecasts must be as realistic as possible because they are often
required by banks when a bank loan is being requested. They can also mislead
a business owner into overspending if the forecast was too optimistic.

Interpretation of simple cash-flow forecasts from
given data

A cash-flow forecast allows businesses to assess the following:

® Are there likely to be times when a cash shortfall is expected?
@ How long is a shortfall predicted to last?

@ How big is the shortfall expected to be?

® Can a cause for the shortfall be identified?

@ Are there any months in which the business has a cash surplus?
® How large are the surpluses forecast to be?

Businesses must have strategies to deal with cash-flow issues. For example:
@ Ifthere is a predicted cash surplus, make sure that surplus cash is put to
profitable use rather than lying unused in the business.
® Ifthere is a predicted cash shortfall (this will be a negative figure shown in
brackets):
— Arrange funds to cover periods of cash shortfall, eg, arrange an overdraft
or short-term bank loan.
— Check to see if any cash inflows are being delayed, eg. payment from
credit customers.
Perhaps postpone any planned spending or arrange a longer credit period
with suppliers.

Forecasting ca:

h flows and managing working ¢

Net cash flow: total cash inflows
‘minus total cash outflows.

Be prepared to fillin some missing
figures from a prepared cash-flow
forecast.

Revision activity

Practise finding missing figures by
removing random figures from cash-
flow forecasts that you have prepared
in class and completing the forecasts
again.

Now test yourself

22 A business has a net cash flow of
$3,000and a total cash inflow of
$12,000. Calculate the total cash
outflow for the business.

23 The total cash inflow of a business
is $15,000, the net cash flow is
$4,000, the closing balance is
(51,000). Calculate the total cash
outflow and the opening balance
for that month.

Answers on p.212
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— Do nothing. It might be that the cash shortfall is expected to be very
short term and will be compensated for in the following months.

Amendment of cash flow in the light of changed
circumstances

Forecasts are predictions or estimations of what can reasonably be expected

to happen in the future. However, the future is never certain and therefore
assumptions made might have to be changed in the light of changing
circumstances. Forecasts, predictions and estimations that might change include:
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® the forecast value of sales
@ the credit terms offered to customers
@ the credit terms from suppliers
® price changes either of own goods/services or those of suppliers
o e L voert o 3
® interest rates Be prepared to comment on trends
® requirements for new equipment, eg, a new delivery van shown in a cash-flow forecast, eg.an
R . increasing or decreasing cash shortfall,
The more realstic a cash-flow forecast i, the less need there might be t0 make and what sceps can be taken if any

amendments to the estimated figures. It is generally accepted that some changes  action is required.
are beyond the control of the business, eg. the price of suppliers’ goods.

Methods of improving cash flow

Short-term methods

Reduce the credit period given to customers (debtors)

® Ask customers to pay more quickly, eg. reduce the credit period from

60 days to 28 days. Businesses would have to be prepared to lose customers
1o businesses that offer a longer credit period. They might not want to lose
the business of customers placing very large orders and might consider a
longer credit period for them.

Discounts for earlier payment can be offered but this means that the total
amount received will be reduced by the amount of the discount.

Reduce costs

Reducing cost may mean renegotiating prices with suppliers or finding cheaper
suppliers. For example, Carole and Dougie run a small building company and
their supplier had just announced a 10% increase in the price of bricks, cement
and sand. Carole found another supplier that could supply them at the original
price for the same quality materials. A quick phone call to the original supplier
resulted in the prices charged to Carole and Dougie being unchanged.

Increase the price of goods or services sold

The success of this action is likely to depend on the reaction of customers. If
price elasticity of demand is inelastic, an increase in price will lead to an increase
in sales revenue, i.e. increased positive cash flow. If there are a lot of competitors
then a price increase might result in a substantial fall in sales and sales revenue.

Increase sales revenue

This might need an initial cash outflow. For example, f sales are low due to a

lack of awareness in the market, advertising expenditure might be needed. 'fY:"ﬂﬂfe =skeb<f o w"l'(m"t o
However, if the resulting sales revenue is greater than the advertising expenditure e (OWPIPIEM Make e (hat |
iy e ¥ you identify the potential cause an
then cash flow will be improved. then that your suggested solutions are
consistent with your stated cause and

Existing old inventory (stock) can be sold at a reduced price. It may be better : . :
e yidd P % with the business context given.

1o sell at a low price and receive cash than to have the goods sat in storage
incurring storage costs.
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Extend credit periods to creditors (suppliers)

A balance must be achieved between the credit period given to customers and
that received from suppliers. If a business allows customers 45 days in which to
pay for goods but pays its suppliers in 30 days, a potential for a cash shortfall is
being created.

Suppliers might also experience cash-flow problems and therefore would be
unlikely to agree to an extended credit period. They might prefer that the
business obtained its materials elsewhere. This is likely to depend on the size of
orders being placed.

Debt factoring

The debts of credit customers can be sold to a third party who will then recover
the value of the debt. The business selling the debts will receive a proportion of
the original invoice value with the debt factor keeping the remainder.

Customers might resent having their debts sold to another business, and
therefore this can cause a lack of trust between a business and its credit
customers, resulting in the loss of some customers.

Longer-term methods of improving cash flow

Sometimes a longer-term approach to improving cash flow is required:

® Sale and leaseback: assets can be sold to another business but then leased
back from the purchaser in return for regular payments. The seller will
receive an inflow of funds but will not lose use of the equipment. However,
lease payments wil form a regular cash outflow in the future.

Leasing: leasing equipment means that the business never owns the asset —
it remains the property of the lease company — but it has full use of the asset
in return for regular payments.

Sale of assets: unused or under-used assets can be sold if the business is
certain that it will not need them in the future.

Hire purchase: instead of paying the full cost of an asset at the time of
acquisition, the asset can be paid for over an agreed period. The business will
make agreed regular payments until the asset plus interest is paid in full. At
this time the business becomes the owner of the asset.

The link between cash flow and working capital

Working capital is current assets minus current liabilities. Current assets consist
of inventory, trade receivables (debtors), bank balances and cash in hand.
Current liabilities consist of short-term loans and trade payables (creditors).
The effective management of working capital can help to improve cash flow. For
example:

@ the amount of inventory is restricted

debrors are carefully monitored

the best possible credit terms are agreed with suppliers — this can also
include renegotiating loan or overdraft agreements

Situations in which various methods of improving cash
flow can be used

Steps taken to improve cash flow or working capital will be dependent on the
perceived cause of the problem. For example:

Debtors delaying payment might require stricter control over which
customers are given credit.

If the problem is increasing costs, then cheaper alternative suppliers might
be the answer or some other cost-cutting measures, such as taking steps to
reduce wastage of resources.

@ A review of marketing strategies might solve a problem of falling sales revenue.

Forecasting cash

lows and manz

Debt factor: a business or individual
that buys the outstanding invoices from
a business. The debt factor will pay a
proportion of the invoice value to the
seller of the debts and then recover the
debt from the debtor.

Now test yourself

24 Explain one short-term and one long-
term method of improving cash flow.

25 Explain why it might not be
advisable for a business to sell
outstanding invoices to a deb factor

26 Explain why suppliers might not be
willing to extend their credit period.

27 Explain two ways of improving cash
flow into a business.

Answers on p.212

Trade payable (crediitor): a business
that has allowed another business to
obtain goods and/or services on credit
terms — the debt will be settled at a
later date.

Revision activity
Draw up a table listing all of the
methods of improving cash flow. Use
three headings: method, advantages,
disadvantages. List the advantages
and disadvantages of each method.
Consider each method in as many
business situations as you can.

Trade receivable (debtor): a customer
of a business that has purchased goods
on credit terms and will pay at a later
date.
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Costs
= )

Costs are the financial payments for resources used in production. The level of
costs is a measure of efficiency.

The need for accurate cost data

For pricing

Businesses need to make sure that the price charged will cover all costs and,
hopefully, provide some profit for the business.
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To calculate profit
Profit = total revenue — total costs
(revenue = price x number sold; total costs = fixed costs + variable costs)

Inaccurate cost information might lead a business to anticipate a profit when,
in reality, the revenue received will not cover the total costs of producing the
product or providing the service.

Accurate cost information might also alert a business to the fact that it is
spending too much on a particular aspect of producing its product or in the
provision of its service. It also allows a business to calculate the impact of a
change i price of its own product/service or of those supplied to the business.

To prepare cash-flow forecasts

A cash-flow forecast is a prediction and therefore might prove to be inaccurate.
That possibility increases if the cost information on which the forecast is based
is not accurate. This could lead a business to prepare for a shortfall or a surplus
of cash that does not happen. An overdraft facility might have been agreed that
would be insufficient to meet the actual needs of the business, which could
cause severe liquidity problems.

When preparing final accounts for a business

The annual financial statements of a business must give a true representation of
its financial position. This cannot happen if the business is using inaccurate cost
information. This can give a misleading picture to possible investors and to all of
the stakeholder groups linked to the business.

For comparisons of cost information over time
It will be impossible to make an accurate comparison of costs over different time
periods if one or other of those periods was using inaccurate cost data.

Types of costs

® Fixed costs (FC): these do not vary with the level of output. Fixed costs
must be paid regardless of whether any output is produced or not. Examples
include rent, rates and salaries. A landlord will still want his rent for the
factory even though production has not taken place.

Fixed costs: costs that do not vary
according to the level of output, e.g.
salaries and rent.

Variable costs: costs that vary directly
according to the level of output, e.g.

@ Variable costs (VC): these change or vary according to the level of OUTPUL. | raw materials, piece rate payments.
Examples include raw material costs and the wages of workers paid by Piece | marginal cost: the costof producing
e one additional product, e.g. the cost of

® Marginal cost: the change in the total cost of producing one additional the extra raw materials.
item of a product or of providing a service to one extra person. Direct costs: costs that can be

@ Direct costs: these can be linked directly to the making of a specific specifically linked to the production of
product or provision or a specific service. Examples include the raw materials | @ particular item, e.9. raw material or
used in a product or the direct labour costs (rate paid per unit produced). direct labour costs.
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@ Indirect costs: these costs cannot be attributed to the making of a
particular product or provision or a particular service. Examples include the
wages paid to administrators in the business.

Now test yourself
28 Define fixed costs’
29 Explain what is meant by variable costs, giving an example.

30 Explain what is meant by direct costs, giving an example.

Answers on p.212

Problems of allocating costs in given situations

® Semi-variable costs: some costs contain a fixed and a variable element.

An electricity bill generally consists of a standing charge (FC) and a charge
for the amount of electricity used (VC).

Multi-product businesses: a business that produces a variety of products
might find it difficult to know exactly how much of the administration
costs have been incurred by one specific product. In such cases, businesses
will usually decide to apportion a part of the costs to each product based
on factors such as factory space used or the number of employees involved.

Indirect costs: costs that cannot be

linked to a specific product or service,
.. wages paid to administrators.

1 Makea ist of possible costs that
oceur in your school or college.

Divide your list into fixed costs and

variable costs.

N

Make a st of possible fixed costs
and a st of possible variable costs
for a business that manufactures
mobile (cell) phones.

The situation described opposite is
‘apportioning of costs. Try not to
confuse this with ‘allocation’ of costs
which, in accounting terms, means
that a portion of costs can be linked
toa specific product and is therefore
allocated to that product.

ses of cost information

Cost information for decision making

Whether or not to produce a particular product

Before committing to the production of a product, businesses calculate the
likelihood of a profit being made. In order to be profitable, the price that can be
charged should be sufficient to cover all the production costs and provide some
profic. The total cost divided by output gives the average cost, which must be
lower than the price to be charged if a profit is to be made.

Special order decisions

Occasionally a business receives a one-off order for its products but at a lower
price than usual. The order should be accepted if the extra cost of making the
additional goods is lower than the price being offered. The business would take
into account the additional materials costs, labour costs and transport costs.
Fixed costs need not be part of the calculation if they are already covered by the
orders from existing customers.

Should a business cease trading?

The relationship between costs and revenue can determine whether or not a
business continues to exist. In the long term, revenues must cover costs for a
business to survive. Businesses might look at the trend of costs when making
such a decision — are they rising or falling? An unprofitable business with a
trend of falling costs might be profitable in the long term and should probably
continue.

How costs can be used for pricing decisions

In the short term, it is essential that variable costs are covered, but in the longer
term, fixed costs must also be covered by the revenue received. Pricing decisions
are usually based on average cost ie. (FC + VC) + output.

For example, a business that produces bicycles has fixed costs of $200,000 per
annum and variable costs per bicycle of $50. If the business produces and sells
3,000 bicycles each year the average cost per bicycle would be (FC + VC) =
output:

Total cost: fixed costs plus variable
costs.

Average cost: total costs divided by

output.
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000 (50 x 3,000)
3,000

=$11667

The desired profit of the business would then be added to determine the price
of each bicycle, eg. if $15 per bicycle is the desired profit, the price of each
bicycle might be rounded to $130.

How an analysis of costs can help in the calculation of
payments for resources

Analysis of costs can identify where costs are rising, perhaps unnecessarily.
Increases in the cost of raw material might be removed by renegotiaring with
suppliers, by finding new suppliers o by using a lower standard of material, The
decision between labour and capital might be reviewed and a change in policy
might result in more machinery and fewer employees being used. High levels
of wastage might be identified as a contributor to cost increases, and therefore
appropriate measures would be introduced to reduce this.
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How costs can be used to monitor and improve business

performance

When costs and profits can be identified accurately within a specific part of .

business activity, the business might be divided into cost centres, each being Cost centre: a section within a
responsible for their own costs, and profit centres, each of which must be able business for which costs can be
to demonstrate that it is profitable. identified.

Profit centre: a section within a
business for which the profit can be
calculated.

The performance of each cost and profit centre can then be measured usually
against pre-set targets. Senior management can then take action against a
specific part of the business that is judged to be underperforming.

Part of a business that is unable to control its costs or to produce the required
level of profit s likely to be required to improve quickly or the management
within those sections might be replaced.

Now test yourself
31 Explain two occasions when cost information would be used in business decision making.
32 From the f calculate total cost, cost and profit.

Fixed cost = $100,000, variable cost = $5 per unit, output = 4,000, and price = $36.

Answers on p.212

Breakeven analysis Mj

Determination of the minimum level of production
needed to break even

Breakeven analysis is a means of calculating the level of output at which the
business makes neither a profit nor a loss and at which total costs equal
total revenue. It can also be used to calculate the amount of profit made at a
specified level of output.

Production of output above the breakeven level will yield a profit, while
production levels below the breakeven level will produce a loss for the
business.

The breakeven level of output can be found by calculation or by using
g Contribution: the difference between
Coritrbutio inethiod selling price and variable costs that can

y g & N " then be used as a contribution towards
The information required is the selling price, the variable cost per unit and the
covering fixed costs.
total fixed costs. \
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If the contribution method is used to calculate the breakeven level of output
the following formula is used:

toral fixed costs

contribution per unit (selling price per unit — variable costs per unit)

For example, if the fixed costs for a product are $28,000, variable costs
per unit are $10 and the selling price is $17 then the breakeven level of output
will be:
total fixed costs (28,000)
contribution (17 - 10)

= 4,000 units

Formulaic method
Breakeven level of output can be calculated using the simple formula
of TC=TR.
Total costs = fixed costs + variable costs (variable costs per unit x
quantity produced)
Total revenue = price per unit x quantity sold. As the quantity is still
unknown we can call that Q.
Using the same figures as for the contribution method the calculation
would be:
TR=TC
17Q = 28,000 + 10Q
17Q - 10Q = 28,000

7Q = 28000
_ 28000

&=

Q=4000

This business will break even when 4,000 bicycles are produced and sold.

By diagram
Costs/revenue SR
)
profit e
B
Ve
Loss
FC
—
Margin
of safety
o SOP
Output (units)

Figure 2 Breakeven

Figure 2 ilustrates breakeven. When drawing a breakeven diagram, you need to:
® Giveitatitle, eg ‘Breakeven diagram for the Belltyre Bicycle Co. Lid:.

® Make sure that you label the axes and each of the lines.

@ Label the breakeven point.

If an examination question requires
you to calculate a breakeven level of
output, using a calculation method

is usually much quicker than drawing
a diagram, and can therefore save
valuable time.

Now test yourself

33 Explain what is meant by the term
“breakeven level of output!

34 Give a formula that can be used
to calculate the breakeven level of
output.

Answers on p.212

Revision activity

Practise drawing breakeven diagrams
and then change the price or one of the
costs and redraw the lines to find the
new breakeven level of output.

There will not be sufficient time in the
examination for you to be asked to
draw a complete breakeven diagram
but you should be able to redraw any
line and to identify the impact of any
changes on the breakeven point.
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® Mark the margin of safety (the difference between the achieved level of S
Margin of safety: the amount of

. output and the breakeven level of output when the achieved level of output

= output produced above the breakeven
= is higher than the breakeven level of output). feiel of Gutgit

‘3 @ Check your breakeven point by also using  calculation method.

o 3 g

% Calculation of the margin of safety
- Using the examples of bicycles again, if the current level of output at the

*=1 | factory was 6,500 bicycles each year, then the margin of safety is 2,500 bicycles.

(| This means that if the sales of bicycles fell by 1,000 units per annum then the (TSN AT To]

fif|  business would stil be profitable because the falln sales i within the margin B ey a Abeiing

[ of safery. breakeven diagrams using a variety
] p of figures (a diagram without labels is
£ Uses of breakeven analysis of little use). Practise checking your
Lo @ To calculate the level of profit achieved at any given level of output. breakeven level of output by using a
w

calculation method. Once learned,
this is a quick method of checking the
accuracy of your graphs.

@ To calculate the level of output that would be required in order to achieve a
specific level of profic.

It allows the calculation of the impact of any changes to price and/or costs
on the breakeven level of output.

The limitations of breakeven analy:
It is assumed that all output is sold when in reality businesses often have

unsold finished goods held in stock.

The accuracy of breakeven calculations is dependent on the accuracy of the (IR ISI B LAEI L]
cost and revenue information. Inaccurate data will result in an inaccurate
breakeven calculation.

35 Define the ‘margin of safety’

36 Outline one use and one limitation
The cost and revenue lines are assumed to be linear when, in reality, they of breakeven analysis.

might not be. For example, a customer might receive a discount on the price
if a large order is placed. In addition, as output increases, bulk purchases of
‘materials might be made, therefore variable costs might reduce.

Fixed costs can also increase over time due to increased production levels
requiring the purchase of additional equipment.

Breakeven analysis is only useful for one product. For a multi-product
business, breakeven analysis would be very complex to achieve.

Answers on p.212

Accounting fundamentals

Accounting is concerned with the accurate recording of the financial
transactions of a business (financial accounting) and the use of this information
in decision making (management accounting). Different stakeholders will be
interested in different aspects of accounting.

Income statement mj

An income statement (profit and loss account) records the revenues and .

expenses of a business over a period of time, usually 1 year, and shows if the aat shows the coste-an revenuos foria
business is making a profit or a loss. An income statement has the heading business and the profit or loss achieved
‘Income statement for the year ended DD/MM/YYYY" Itis a financial statement | in  given fime period (usually 1 year.
of what has actually happened in the stated period of time. This means that the .

figures are not estimated; they are fact.

Income statement: the document

Contents of an income statement
An income statement shows the gross profit and the profit for the year (net
profit) and the way in which any profit or loss has been calculated.

) Cambridge Int
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The trading section shows gross profit. This is calculated by:

$ $
Sales revenue 00000
Opening inventory 0000
Purchases 0000

0000
Closing inventory o)
Cost of sales o))
Gross profit X000

Cost of sales is calculated by adding purchases to opening inventory and
subtracting closing inventory.

All other expenses, e.g. transport costs, wages and rent etc, are deducted from
gross profit. This gives us the profit for the year (net profit).

$ $
Rent XXX

Heat and light 000

Wages XX

Office expenses oo (0000
Profit for the year 000

The profit for the year is used to cover any interest payments due and any tax
on profits that must be paid to the government. Dividends will then be paid to
shareholders. The remaining amount is retained earnings (retained profit).

The final section of the income statement shows how the profit after tax is
shared between the shareholders and retained profit.

$

Profit before interest and tax X0
Interest (xx
Profit (before tax) for the year X0
Tax at say 20% (x00)
XX

Dividends paid to shareholders X000
Retained earnings XX

Trading section: part of an income
statement that shows the gross profit
by recording sales revenue and the cost
of goods sold.
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Now test yourself

37 State two items that are in the
trading section of an income
statement.

38 State two items that are deducted
from gross profit to give net profit.

Answers on p.212

Retained earnings (also know as
retained profit: the amount left in the
business after all expenses and interest
and tax obligations have been met.

Now test yourself

39 Define retained earnings.

Answer on p.212

A statement of financial position (balance sheet) documents the net worth of
a business including a list of the values of the assets and liabilities. The assets
and liabilities are recorded as either short term or long term. The balance sheet
values are correct on one particular day, usually the last day in the business's
financial year. The heading is ‘Statement of financial position at DD/MM/YYYY"

Contents of a statement of financial position
(balance sheet)

® Non-current assets (fixed assets): examples include premises, equipment
and vehicles that will be in use for more than 1 year.

Current assets: examples include inventory, trade receivables and cash and
cash equivalents — items that are expected to be used within 1 year.
Non-current liabilities (long-term liabilities): examples include a
mortgage or long-term bank loan, which would be repaid over a period in
excess of 1 year.

Asset: something that the business
owns or is owed to the business,

e.g. equipment, inventory or trade
receivables (debors).

Liability: something that the business
owes to another person or business,
e.9. overdraft or trade payables

(creditors).
W 4
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® Current liabilities: debts to be repaid within 1 year, for example, an

ing.

overdraft or trade payables.

From this information the net assets (total assets — total liabilities) and the
working capital (current assets — current liabilities) of a business can be
calculated.

Reserves and equity

® Comprises all permanent share capital (ordinary shares and preferred shares)

and all reserves.

5 Finance and accounti

® Revenue reserves are profits retained out of ‘normal’ trading activities; capital
reserves are profits retained from capital transactions and adjustments to the
capital structure of the company.
Statement of financial position (Balance sheet) for
XXX plc at 31 May 2013
$000s
Non-current assets
premises xxx
equipment xxx
vehicles X0
X000
Current assets
inventory xx
trade receivables x
cash and cash equivalents xx
xx
Total assets X000
Non-current liabilities
long-term bank loan (repayable 2032) (xxx)
Current liabilities Now test yourself
cheidiaft ® 40 State two items that are current
trade payables 009 assets and two that are non-
) current assets.
Total liabilities (009 41 State two items that are current
Net assets X0 liabilicies.
Equity 42 Explain the difference between an
ordinary shares - income statement and a balance
sheet.
preferred shares X0
reserves X0 Answers on p.212
X0

Ratios are a way of using the financial statements of a business to assess and
compare its performance either with earlier years or with other businesses in
the industry.

Liquidity ratios and how they are used

Liquidity ratios are a measure of the ability of a business to meet its short-term
financial obligations and, for example, show if it is able to pay its suppliers for
materials.

on Guide
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Current ratio

The current ratio is calculated by taking the total of all current assets and
comparing them to the total of current liabilities. It is calculated using the
formula:

Current ratio: a comparison of the
assets that are expected to become
cash within 1 year with the liabilities
current assets (CA) : curren liabilities (CL) that are due to be paid within 1 year.
This measures a business's ability to

meet its short-term debts.
current assets \ )

or

current liabilities

The result shows how many times the current assets could cover the current
liabilities. If the result is 3, this indicates that for every $1 of current liabilities
there s $3 of current assets: the ratio is 3:1.
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The current ratio figure wil vary according to how much credit businesses
extend to their customers. A business that deals mainly in cash can safely have a
lower current ratio than one that allows all customers to purchase on credit.

Acid test ratio
The acid test ratio ignores the value of inventory due to the possibility that these
assets might be difficult to tumn into cash. The acid test ratio is calculated by:

Acid test ratio: compares current
assets minus inventory (stock) with
current liabilities, and measures a
current assets less inventory : current liabilities business’s ability to meet its short-term
debts.
or \
current assets less inventory

current liabilities

A low figure may indicate that a business could have difficulty in paying its bills
or meeting its short-term debts.

Now test yourself

43 A business has inventory of $1,000, trade receivables $2,500 and cash equivalents of $1,000 with an overdraft
of $1,000 and trade payables of $2,000. Calculate the current ratio for the business.

44 Using the figures given in the question above, calculate the acid test ratio.
45 Explain the significance to a business of the difference in the results from questions 43 and 44.

Answers on p.212

Profitability ratios and how they are used
Stich ratios can be used to analyse the quality of the profit of a business. The - ~

two profitability ratios are the gross profit margin and the net profit margin. Gross profit margin: measures gross
These figures can then be compared with those of previous years and with profit as a percentage of sales revenue.
other businesses. This can determine if the profit is good, acceptable or Net profit margin: measures net profit

unsatisfactory. Proficability ratios give more information than a mere statement as a percentage of sales revenue.
of profit in dollars. —_—

Gross profit margin
The formula used to calculate gross profit margin is:
gross profit

x 100
sales revenue

Gross profit margin will be affected by changes in the cost of sales and/or the
price charged by the business.

Net profit margin
The formula to calculate net profit margin is:
profit for the year

x 100
sales revenue

j fundamentals (T;\)
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Net profit margin will be influenced by any changes to the level of expenses
incurred by the business. For example, an increase in wages paid to employees
or an increase in the cost of electricity would reduce the net profit margin.

The profitability ratios can show the ability of a business to reward its
shareholders by the payment of dividends. Potential lenders are likely t use
both liquidity and profitability ratios to judge the ability of the business to make
regular repayments (liquidity) and the ability of the business to generate profits
(previous profitability ratios).

Now test yourself

46 Calculate the gross profit margin for a business that has sales revenue of
$80,000 and a gross profit of $30,000.

47 Calculate the net profit margin for a business that has sales revenue of
$75,000 and a net profit of $15,000.

Answers on p.212

You are unikely to be asked to
calculate a ratio without commenting
on the significance of the result.

Make sure that your comments are
meaningful. To say a ratio is ‘good"

or ‘bad" does not convey any real
meaning To say it is ‘better’ or ‘'worse|
showing an increasing or decreasing
trend, than the previous year gives
more useful information.

Practical use of analysi

C i between k

A business can compare its ratios with those of other businesses and assess
whether or not it is performing as well as other businesses in the same industry.
Negative differences might indicate that action must be taken if the business

is to remain competitive. It might need to look more closely at the expenses
incurred and see if there are any inefficiencies that are causing costs to be higher
than necessary.

A lower-than-average gross or net profit margin could be as a result of the price
charged by the business being too low.

Comparison with previous years

Information is obtained from a comparison between the ratios from previous
years. Net profit margin is used as an indication of how well a business is
controlling its expenses. Trends in the profit margins might signify an improving
or a worsening business situation.

For example, if the trend showed that the net profit margin was decreasing,
then the business might need to take action to control its expenses. The
shareholders might look at the final accounts to judge the impact of an
investment project on the overall profitability of the business.

To get financial support

When a business is asking for a bank loan it is likely that the lender would look
at the liquidity ratios in order to judge the ability of the business to repay the
loan.

If a business is seeking additional funds from shareholders, the investors would

possibly analyse the profitability ratios as they would be looking for a reasonable
return on their investment.

itations of accounting ratios

They are based on past information and might not be a good indicator of
future performance.

The interpretation of ratios can be influenced because published accounts
give the detail required by law but avoid information that is not required and
which might help a business’s rivals.

Ratio analysis is a quantitative technique and other qualitative factors might
also need to be considered.

e eor
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Ratios measure an outcome of business performance but do not convey
information about the possible causes or solutions to any potential
problems.

The use of different accounting techniques can make comparisons between
businesses difficult. Different techniques mean that you cannot compare like
with like.

The published accounts are an overview of a whole business and do not
reveal departmental performance.

The statement of financial position (balance sheet) records the value of 48 Briefly explain two possible uses of
assets and liabilities on a particular day, but those values tend to vary finasicial radog.

throughout the year.

Other factors, such as the relative size of a business, can make the
comparisons difficult or of less value for reasons such as the ability to bulk Answers on p.212
buy or not.

Main users of accoun

Identification of the information that stakeholder groups
might seek

The owners of a business

Sole traders and partnerships will use their financial statement to calculate the
amount of tax that is due to be paid, as well as for checking that they have been
running cost effectively.

Now test yourself

49 Explain two possible limitations of
using financial ratios.
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The shareholders of a private limited company or a public limited company will
use the final accounts to see the profit that has been made and to assess the
likelihood of them receiving a dividend on their investment. They can also assess
the efficiency of the management team in managing the business.

Lenders of finance

It is usual for a potential lender to ask to see the financial statements of a
business in order to assess its suitability for a loan. They would want to assess
the ability of the borrower to repay the loan in the time allocated. The lender
would look for evidence, most probably the cash-flow forecast and income
statement, that the potential borrower manages all financial aspects of the
business efficiently.

The government

The government will want to assess the amount of tax due to be paid by

the business. The financial statements might also be used to ensure that the
business is worthy of an investment if the government is considering awarding
ita grant. It is likely that the income statement would be of most interest to a
government.

Customers

Customers are reassured if they can see that a business is going to survive.
People might be concerned about buying goods from a business that appears to
be on the edge of financial disaster.

Local community

Locals seeing an expanding business might welcome some reassurance that
employment will remain in the area and, hopefully, that more workers might be
required in the future.

The managers of the business

The managers of a business are likely to use the income statement and the
statement of financial position (balance sheet) to assess the performance of the

Accountir
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business. They are likely to compare the performance of their business with that
of other businesses in the industry. Their aim will be to outperform the industry (@ YPSFRFPS yourself
average. Managers might fight to reduce costs if they can see that other similar
businesses are more effective is that area.

50 Identify two possible users of
financial accounts, and explain how
the accounts would be of use to
them.

Suppliers

Suppliers will use final accounts to assess the liquidity of businesses seeking
credit, iee. to see if a business is in a position to pay for any goods or services
supplied to it.

The limitations of published
® Published accounts cannot be taken as an accurate predictor of the future
because they are based on past data and future trends might be very ~
different, ‘Window dressing: presenting
accounts in such a way that they seem
more attractive to users.

Answer on p.212

g
=]
£
3
S
«
T
=
«
@
Q
£
]
=
S
w

The financial contain itati and not qualitative
aspects of the business. Information about the motivational levels of the
employees cannot be deduced from financial statements.

@ Window dressing of the accounts might present an unrealistically positive (T RoT S I e
set of figures. For example, a business rjvgh{ sell off some assets so that it 51 Briefly explain two limitations
appears to have a ot of cash in the business. of using published financial

® A weak performance in one department might be masked by an statements.

financial pe e in another The final Answer on p.213
accounts give an overview of the business as a whole.

Distinction between financial and management
accounting

Financial accountants keep accurate records of all financial transactions within
the business. They are also responsible for producing the final accounts to
portray a ‘true and fair” picture of the financial performance of the business and
o provide the financial information to the shareholders and the managers of the
business.

Using any sets of financial accounts
that you can obtain, practise
calculating the financial ratios covered
i the syllabus. Analyse your results and
try to explain the possible significance
of them for future business activity.

Management accountants are users of financial information as a basis for
future business decisions. The information might be used for monitoring and
evaluation purposes.
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AS questions and answers

This section contains exam-style questions for each AS
level topic followed by example answers. The answers are
followed by expert comments (shown by the icon () that
indicate where credit is due and areas for improvement.

1 Business and its environment

Paper 1-style questions

Lausion | SR

(a) State two qualities of an entrepreneur. (pi]

(b) Explain two business objectives that an
entrepreneur might have when starting his
or her new business. 3]

Candidate answer

(a) Creativeness and confidence in their ability:

@ This answer scores the full 2 marks for two accurate
qualities. The candidate has merely stated the answer
and has not wasted time in giving an explanation that is not
required by the question.

(b) The most important objective is survival in the short term.
Ifthe business does not survive the early stages then other
possible objectives, eg. profit maximisation, cannot occur.

Asecond objective might be to obtain a specific market
share. For a new business enterprise this objective might be
to gain a 10%share of the market within 2 years. This could

depend on the strength of competition already in the marke.

This answer scores 3 marks. The candidate gives two
O ceor objectives and an appropriate explanation of each
of them.

am——————

Discuss the possible effects on stakeholder groups
of a large manufacturing business planning to scale
down its operations on two of ive sites. [20]

Candidate answer (extract)

A stakeholder is anyone who has an interest in the activities of
abusiness.

The effects on stakeholders of the proposed scaling down will
depend on how much the two sites are to be reduced. Are
they to close completely? If the two sites are to close, then

employees would be concerned about their jobs. Some might
hope to move to one of the other ites. Their reaction would
depend on how easly they might get another jobin the area.
Ifjobs are hard to find, trade unions might try to persuade
the business to help save as many jobs as possible, perhaps by
offering to transfer workers to other stes.

Shareholders would warry that the businessis in financial
difficulty and that profis are ikely to be reduced. This would
mean that shareholders might receive lower or no dividends.
“The local community might suffer because the job losses in
the area could result in less money spent in the local area,
causing local businesses to suffer asa result. This could have a
downward spiral effect on the local economy.

“The extent of the impact on any stakeholder group would
depend on how much the sites are scaled down. ff the scaling
down is very minor then the impact might be minimal.

This extract shows good practice by defining stakeholders
at the start of the answer. Three stakeholder groups are
mentioned, which is sufficient unless a question states that
more should be discussed. The answer is analytical and makes a
judgement. The candidate concludes correctly that the effect
on stakeholders would be dependent on how big the scaling
down was. The complete answer would gain a grade A and
would be awarded marks in the top level, e.g. 17-20 marks.

Paper 2-style question

Lausion s B

Superior Cosmetics Ltd (SC)

SCLed es a range of
skin care products. Following an investi
by a national newspaper, a recently published
article accused the business of using unacceptable
methods of testing its products and also
questioned the safety of some of the ingredients
used in its skin care range. The mission statement
for the business is ‘To provide the best and purest
products to the population’. The article claims
that the business is not an ethical one and that its
customers are being misled because its behaviour
contradicts its mission statement.

Discuss the extent to which SC Ltd should be
concerned about the newspaper article and the
dangers of being seen as an unethical

company. [10]
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Candidate answer (extract)

Ethical behaviour is not always governed by law but also by
what is morally acceptable and what is perceived as good and
fair practice. SC Lid needs to worry about the newspaper article
ifit believes customers buy from it because of its chim to be

an ethical company. However, if it believes that customers buy
their products for other reasons, e low prices, then perhaps

it should not be too worried. It might feel that customers

will continue to purchase SC Lid's products because they are
cheaper than substitute goods avalable in the market
However, if SC Ltd's customers are very aware of business
ethics, then the business would need to take action to prevent
sales from falling, This could depend on how many people
read the article. If the newspaper is popular and is read by
many of SC Ltd's customers then it needs to act quickly to get
its side of the story published. If the allegations are true, then
SC Ltd needs to change its testing methods and ingredients
quickly and make customers aware of the changes. It takes
years to build a good reputation but it can be destroyed in
days. Therefore SC Ltd must thoroughly investigate its tescing
methods and ingredients. It must ensure it conforms to its
customers' expectations and that it does not contradict its
mission statement. More customers are aware of ethics in the
modern business world, therefore these allegations need to be
dealt with quickly. The internet allows news to spread globally
very quickly. Therefore, if SC Ltd sells worldwide, it might not
be only readers of the newspaper in their own country that are
made aware of the issue. Sales could fal in other countries too.

u This extract has analysis and judgement in both
paragraphs. Note: not all evaluation is at the end of
answers. The candidate questions correctly the number of
people who might see the article and whether or not the
allegations are true. The extract then discusses the need for
action and also introduces the idea of how far news can
travel via the internet. This is a well-balanced answer that
focuses directly on the issue in the question. If all of the
answer is of this quality, the candidate would score the full
10 marks.

2 People in organisations

Paper 1-style questions

D

(a) Explain whatis mean by ‘worker
participation’.

(b) Explain why employees who are viewed as
Theory X might not welcome the introduction
of worker participation. 3]

Candidate answer

(a) Worker participation means to involve employees in
decision making in the business.

2]

@ This answer gains the 2 marks, although an example
could have been given, eg. the use of worker directors.

vel Busine
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(b) Theory X workers resist responsibilicy and prefer to be given
dlear instructions about what s reqired of them. They
do not want or seek responsibiliy that would include any
involvement in decision making.

e This is a short but lear answer showing good
understanding of Theory X and how this relates to
worker participation. The full 3 marks is awarded.

czD——————

Discuss the importance of a human resource
management department in helping a business
to achieve its objectives.

Candidate answer (extract)

Abusiness needs to have the best employees in order to
achieve its objectives, The right number of workers with
appropriate skills and experience are required and they must
bein the right place at a time. The HRM department finds out
what workers are currently employed and then compares that
with the workers that are required to meet business objectives.
The dep: then either makes dundant if the
business has too many or it recruits workers if the business does
not have enough. The HRM department does the recruitment
and selection of new workers.

[20]

‘The HRM department gives induction training to new
I hey can quickly become with the

business and s systems. It also keeps records of employee

performance. It works with ine managers to organise extra

trainingif any workers needed it

Without the HRM departmen, a business might not be able to

achieveits objectives because it might not have the right quantiy

and quality of employees to meet departmental targets. However,

ifthe business is small it might not need a HRM department to
2

it has th B

ould be done by the owner or a prodction manager.

U This extract shows the candidate is focused on the
question throughout the answer. He or she restricts the
answer to the HRM activities that are most relevant to the
question and does not deviate into a discussion of functions,
such as the management of grievance and disciplinary issues.
The candidate stresses the importance of the role of HRM in
ensuring that the business has the right quantity and quality
of employees to allow its objectives to be achieved but also
recognises that a small business might not have or need a
HRM department. The complete answer would achieve marks
in the top level, i.e. 17-20 marks, due to its analytical and
evaluative content.

Paper 2-style question

auesion

Best Bakery Ltd (BB Ltd)

Robert and Cecilia have run BB Ltd for 10 years,
employing 10 local people in the bakery and shop.

ss Studies Revision Guide



The gradual increase in trade over the years means
that their current site is now too small. They plan
to relocate BB Ltd to a larger town 30 minutes drive
from the current site. Some of their employees are

U The candidate gives a clear definition with two key
points about wants of particular groups (2 marks)
although he or she could have commented that individuals in
the groups share similar characteristics.

(b) i lower bec dy is limited

unhappy about the move and are not
can continue to work for the business.

Discuss the incentives that Robert and Cecilia
might consider using to persuade their workforce
to move with them to the new site. [10]

Candidate answer (extract)

Robert and Cecilia could offer financial or non-financial
incentives. They might realise that their employees could be
worried about the costs involved i travelling to the new bakery
and could offer extra money to cover the transport costs or
provide daily transport to the new site. They could also offer
promotions to their loyal staff; the expansion of the business
might mean that they also need to employ more people. This
increase in status might persuade the promoted employees to
move with them.

They might consider increasing the wages of employees to

reward their loyalty. The incentives used! will depend on what
motivates their workers. I their employees are criven by money,
the increased wage and/or help with transport costs might be
sufficient. However, if money is ot the main motivator, the offer of
promations might be the bestincentive.

Ieis possible that the staff will not be motivated by the same
thing, Therefore, Robert and Cecilia might have to use a range
of incentives to encourage employees to make the move.

u This extract retains focus on the question set and does
offer some judgement at the end. The extract does not
investigate all incentives but concentrates on those that
directly relate to the situation in the scenario. The suggested
incentives are explained in context throughout which adds to
the quality of the answer. The complete answer would be
given full marks for knowledge and application and 5/6 marks
for analysis and evaluation. To gain full marks the candidate
could have discussed the incentives in terms of if Robert and
Cecilia could afford financial incentives. In total this response
would be awarded 9/10 marks.

3 Marketing

Paper 1-style questions

D

(a) Define the term ‘market segmentation’. (2]
(b) Briefly explain two of i
a market. [E]]

Candidate answer

(a) The way businesses identify particular groups in a market
that have similar wants and needs.

o places the target segment looks at. Competition may
be less as many firms aim at other segments or the whole
market, 5o sales may be higher.

Two lear statements (2 marks) are given with an
1C explanation of why these are advantages (3 marks).

Discuss the most appropriate methods of market
research a shoe manufacturer might use when
developing a new fashion shoe.

Candidate answer (extract)

Market research is gathering information about markets,
customers and their reaction to the marketing mix It involves
secting an objective. Developing a new shoe involves finding
out what potential customers are looking for, what price they
will pay and where they migh buy the shoe.
Primary research is gathering information directly; secondary
research is using information already gathered. As it is customer
focused, primary research will be essential, though it may be
useful to look at caalogues and information from competitors.
Primary research methods include observation (not

2 = e

[20]

appl
Asuitable number of customers of varying ages, gender and
socioeconomic groups can be chosen, or particular types. They
can be questioned using closed or open questions, or using
structured or unstructured interviews. It would be best to do
this face to face, over the telephone or using the existing website
for a questionnaire. This will give information about the type of
shoe that is demanded. A focus group would be more useful
once a particular design is available based on the initial research.
The questions must be easy to understand and not lead
respondents in a particular direction.

The sample must be large enough to represent the whole of
the target market — a random sample, e, a shoe is aimed.

at rich females, aged 30-55, The sample could be stratified
(divided into distinct section) — age ranges (30-39, 40-49,
50-55), gender (female) and income (high).

Ashoe based on this research and made at a cost that suits the
target customer may be test marketed: sold for real toa small
part of the market. Changes can be made to the marketing mix
toimprove sales.

@ This extract contains definitions of key terms, gaining
knowledge marks. It is organised and contains key
research methods, with explanations and comments as to
their advantages or disadvantages. The methods are explicitly
related to a shoe firm and there are comments as to their
appropriateness. The complete answer would achieve marks
in the top level, i.e 17-20 marks.
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Paper 2-style questions

amm———

Paper Systems plc

Paper Systems makes paper products for packaging
and protection. These include envelopes, bags,
and crushproof fillings sold to retail shops. The
chair opened the last board meeting by saying:
‘We cannot continue as we are. We import raw
materials and these are rising in price. Interest
rates are rising and all our costs have gone up.
The economy is slowing and businesses are selling
less; demand for our products s falling and sales
revenue is likely to fall. Reducing prices by 10%
could lead to an increase in sales of 15%."

The marketing director responded: ‘I agree broadly
we must change. Market research shows retail shop
sales are falling but e-commerce is growing. We
must change to supplying businesses selling goods
through the internet. These are likely to want
lower prices, better quality and certain delivery.’

(a) Calculate the price elasticity of demand for

the products of Paper Systems. 3]

(b) Explain how Paper Systems might use this
PED information when setting prices

Candidate answer

(a) PED = % change in q/% change in price = 15/10 = 15

B3]

~), The definition of PED gains 1 mark and a correct answer
3 marks. One error, e.g. PED = 15/10 = 1.2, is likely to
gain 1-2 marks. Always show your workings

(b) PED of 15 i elastic. If prices are reduced, saes revenue will
rise, 501if Paper Systernsis concerned about falling revenue
it should reduce price assuming all other factors, such as
competitor behaviour, are the same.

@ This response shows understanding of the implications
of PED for revenue change and notes the possible
relevance of other factors. It gains all 3 marks.

|

Question 10

Discuss how Paper Systems might respond to these
market changes by altering its marketing mix. [10]

Candidate answer (extract)

A marketing mix is the combination of product, price, place
and promotion that meets consumers' needs. The market
changes include rising costs, a slowing economy and

the replacement of retail shops by online selling, Paper
Systems could consider promoting its products to online
sellers rather than street recailers. The potential clents are

Cambridge Internat AS and A Level Busi

not final consumers, so general advertising is not effective.
Advertising could take place in e-commerce trade journals.
Personal selling by visits to online retailers is more likely to
result i sales. For the first buyers, discounts or free sample
offers with each purchase s recommended. Rising costs make
it difficult for price and quality to match expectations, s0a USP
could be the quality of the products. Adverts and publicity
material should emphasise this. Public relations may play a big;
role as it is cheap and articles in the trade press using Paper
Systems products could be set up. E-commerce businesses are
likely to use social media so these could be used to generate
interest by setting up online events or invitations to try
samples. Suitable e-commerce trade conventions could be
attended.

Itis important not to neglect existing customers. Personal
selling and offers may be important in keeping them and
delivery times must be reduced. A different direction may be to
offer produicts to consumers. This could be gift-wrapping paper,
document storage systems, filing, photograph boxes etc. This
would mean promating in a different way, to reach individual
customers.

Changing the marketing mix will be successful if the product
matches the promotion. Sales will increase but it will be:
important to respond to the competition.

U This extract starts well with definitions. It is structured,
with all components of the marketing mix explained
with relevant possible examples. These are linked to the
target market and its needs and are integrated (analysis). An
attempt is made to qualify points and explain factors that
success might depend on (evaluation). Comments show the
likelihood of success (evaluation). The complete answer would
be expected to score 8-10 marks.

4 Operations and project
management

Paper 1-style questions

Lausion 1 SRR

(@) Explain the term ‘flow production’. 2

(b) Briefly explain two advantages of flow
production.

Candidate answer

(a) Continuous prodiction on an assembly line for standard
products.

131

The candidate gives a clear definition (2 marks) but
\:’ could have referred to cumulative stage-by-stage
processing.

(b) Low unit costs due to mechanisation, quality easy to check
asonline.

Abrief and accurate response that gains all
3 marks.

udies Revision Guide



Discuss the factors managers of a chocolate-
making business should consider when deciding
where to locate a new factory in their country. [20]

Candidate answer (extract)

Employees with the right skills and experience are essential
so the availability of these is important. Chocolate making

may not require highly skilled people initilly so it s more
important that there are people. The managers must consider
any locallaws tha might affect the operation of the factory.
Infrastructure is crucial — materials must be able to reach

the factory cheaply and products must be able to be sent to
market easily. There must be power and other utiities as wel as
the availabilty of financial advice. State assistance in the form
of tax incentives, low rent or training costs may be important.
There must be land with planning permission. Finally, from a
marketing view, the factory must be able to send products to
market easily and quickly.

U Relevant factors are listed in this extract with brief
comments. Some attempt is made to explain why
these are important or not but little detail or application to
chocolate manufacture is given. The complete answer could
be expected to score 11-15 marks. Ranking factors or
discussion of chocolate as a consumer product and the
nature of materials or market conditions would increase the
score.

Paper 2-style questions

Lauesion 13 S

Office Ideas Ltd

Office Ideas produces a range of custom-built
office furniture. It buys in components and

basic raw materials such as wood, screws and
metal sheets. It uses these to produce its products
to order, selling from a shop, the internet and a
catalogue. Eight employees can usually produce
36 typical fittings per week. The firm s finding

it increasingly hard to compete on price. To gain
discount prices Office Ideas hold between 8 and
40 weeks’ worth of sales in different materials.

(a) Calculate the labour productivity in Office
Ideas. 3]

(b) Comment on the significance of this figure
for Office Ideas. 3]

Candidate answer

(a) 36/8 per week = 45 fittings per week.

~ The workings are shown, the calculation is correct and
O ime period i indicated. This response gains all 3 marks.

(b) Labour m ficiency of the
workforce. Office Ideas needs to lower costs and if
productivity can be increased from this figure costs willfal,
orders can be completed quicker and its competitiveness
will improve

The candidate demonstrates knowledge of the term, with

two reasons why it might be important, in general and as
applied to Office Ideas. It gains all 3 marks.

Lausion 1« SRS

Discuss why Office Ideas might change to just-in-
time inventory control. [10]

Candidate answer (extract)

Just-in-time inventory control is operating with as low a level of
inventory (raw materials, work in progress and finished goods)
as possible, It means only ordering materials when they are
needed for production, working efficiently and sending finished
goods immediately to customers. This means that inventory is
held at a minimunm level. This lowers all the costs of holding i,
eg storage costs, insurance, security, space and the possibiliy
ofloss or damage. But JIT does mean that sudden orders may
not be able to be met, production could be disrupted and it
‘would not be possible to buy materials in advance of price rises.
Office Ideas does take advantage of discounts for large orders
and the materials are durable and unlikely to perish. However it
does build to order and could get the precise inventory it needs
for each job without having to incur the costs of holding it
840 weeks is a long time. A considerable saving would follow
ifinventory was reduced to 4 weeks' worth of sales of less.
Office Ideas needs to lower costs and assurming it can train its
employees and have reliable suppliers it would be advantageous
o move toIT inventory control.

® JIT is explained in this extract and some of its
advantages and disadvantages are discussed with
particular application to Office Ideas. Judgements are made,
supported by reasoning (evaluation). The complete answer
would be expected to score 810 marks.

5 Finance and accounting

Paper 1-style questions

Lausion 1s S

(a) Define working capital. [2]

(b) Explain two reasons why a new business
might use a cash-flow forecast. 3]

Candidate answer

(2) Working capical s the money used to finance the day-to-
day activities of a business. I is calculated by subtracting
current labilties from current assets.

Juestions and answers
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=), This is a short but precise answer to the question. The
O Gondicare clearly understands what working capital is
and gains both of the 2 marks.

(6) To apply fora bank oan. New businesses often need =

U This extract shows a clear focus on the question. It
refers to both grants and loans and considers small
businesses throughout. The second paragraph offers some
analysis of the possible impact of providing finance to small or
large business and ends with a judgement that links to what
the

loans for part of start-up capital. Bank
for a cash-flow forecast to see whether the business wil be
capable of making the required repayments. To make sure
that the business will not run out of cash.

@ This answer gains 2 out of 3 marks. The first reason
given is correct and well explained. However, although
the second reason is correct the candidate has not offered
any explanation. This answer would have scored the full

3 marks if the candidate had explained that the predicted
inflows and outflows of cash could help to predict any times
when there might be a shortfall of cash so that early
preventative action could be taken.

 Quesion 1 SR

Many small businesses fail in their first year of
business. Discuss the arguments that a government
might consider when deciding whether or not to
give grants and/or cheap loans to small businesses
in its country. [20]

Candidate answer (extract)

Many small businesses do fal in the first year but many others
survive and make a contribution to the economy. They provide
jobs, service the needs oflarger businesses and,f proftabl,
the tax revenue of I a country
high levels of the
might believe that helping small businessesis the quickest way
o get people into work because once set up they will hopefully
employ others.

Governments need to consider other demands on their
spending and whether money given or loaned to large
businesses might be more benefical o the economy. However,
farge businesses might buy more machinery with the money,
making some workers redundant. Small businesses are

more kel to employ people rather than machines because

of limited finance n the early years. it is the aim of the
government to increase employment it might be betcer to give
or loan the finance to the smaler businesses.

Governments need to know that grants and loans given to
small businesses wil benefi the economy. If giving loars then
they need to be sure that small businesses will be able to make
the necessary repayments, Given the high faiure race of smal
business,giving loans might be risky — some loans might never
be repaid.

When giving grants to any business arge or small the money is
not reqired to be repaid, therefore the government must have
sufficient funds t be able to make the finance available.

Cambridge International AS and A Level Business Stud

might hope to achieve. An answer that
demonstrated this quality throughout would be expected to
score marks in the highest level (17-20 marks).

Paper 2 style question

[ Quesion 17

Homely House Builders Ltd (HHB Ltd)
Cash-flow forecast for HHB Ltd

item Month1 Month2  Month3

($000s)  (5000s)  ($000s)
Cash inflows 500 475 525
Cash outflows 450 530 615
Net cash flow 50 (s5) ”n
Opening balance 110 160 105
Closing balance 160 105 n

(a) Calculate the net cash flow and closing
balance for month 3. 2]

(b) Discuss the significance of the cash-flow
forecast to HHB Ltd and to its plans to apply
for a long-term bank loan to finance a new

house building project.

Candidate answer

(a) The netcash flow for month 3 is ($90,000) and the closing
balance is $15,000.

8]

This answer scores the full 2 marks. The calculations
have been completed accurately and the amounts are
correctly written as being $000s.

(b) The cash inflows appear to be unstable and there s an
estimated upward trend in the cash outflows. As a result
the net cash flow i predicted to worsen each month
causing the closing balance to reduce each month, The
business might need to prove to the bank that this trend
is not expected to continue, The bank might worry that
the business will be unable to meet the repaymentsif a
long-term loan was given to HHB. The bank's decision
might depend on other factors. For example, i the house
buiding project is expected to be completed quickly and
the houses are predicted to sell quickly for a large profi, the
bank might not place oo much importance on the cash-
flow forecast.

(€ This s a good answer showing a dlear understanding of
cash-flow forecasts and the link with a loan application.
There is some analysis of the trends shown and the significance
of them to the loan application. An answer of this quality is
awarded marks in the top level i.e. 7/8 marks.

Revision Guide




6 Business and its environment

Business structure

ocal, national and multinational businesses

Main differences between local, national and
multinational business

Local businesses are active in a specific town, area or region within a country.
They tend to be small- to medium-sized businesses that meet local customer
needs, eg, hairdressers, independent food shops and repair shops, such as radio
and television repairs.

National businesses operate on a country-wide basis and might have branches in
many regions of a country. Due to operating in several parts of a country, these
businesses tend to be larger than the majority of local businesses. Although
branches might exist to serve a small area, the business itself is one of national

standing. -
Multinational businesses operate in more than one country. They frequendy | Multinational businesses: operate
produce and sell products in several countries, sometimes adjusting their in more than one country. The head
products to meet the specific preferences of different countries. Multinational office is located in one country but
businesses produce and trade across national boundaries. branches of the business exist in several
countries. |
\. >

The growing importance of international trade links and
their impact on business activity

International trade links can be formed between businesses or as a result of
governments reaching trading agreements. Links will be pursued and agreed
when both parties believe that they can benefit. For example, coffee growers
will form links with a coffee processing business if they can secure a market for
their coffee beans at a fair price. The coffee processing business will benefit from
knowing that they have a secure supply of coffee beans and of a quality that
they can trust.

Governments might reach trade agreements with different countries in order to
enlarge the potential market for goods produced in their own countries.

The benefits to business of international trade links

A larger potential market — possibly a global marker.

The potential for growth of a business.

Economies of scale.

Possibly fewer restrictions placed on the import/export of goods to and
from other countries.

Lower import duties might be agreed by the participating governments.

There could be a beneficial sharing of expertise.

Possible disad to business of i i trade links

® Businesses are likely to be exposed to competition from businesses in other
countries. For example, if import duties are reduced, then overseas
businesses will be able to sell goods at a cheaper price than previously. This

Business structure @
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can put pressure on the price that the national businesses can charge. This

can potentially reduce their profit.
® Meeting the needs of a wider variety of customers might mean a greater

variety of products need to be produced, causing a lack of economies of scale.
@ Some countries have lower wage rates than others, therefore this is likely to
influence the price charged for finished goods that might be significantly cheaper
than home produced goods. This could lead to a loss of jobs in some countries.
Not all goods are acceptable for sale in all countries, e.g. alcohol. Therefore,
businesses must be fully aware of any restrictions on the type of goods that
can be sold.

Now test yourself

1 Distinguish between a national and
a multinational business.
Briefly explain one advantage
and one disadvantage of the
development of international trade
links

Answers on p.213

Multinationals

Multinationals and the state: advantages and
disadvantages

Benefits to a country

@ The multinational business might bring substantial investment into a country
in terms of technology and skills development.

Increased employment if the multinational recruits locally.

The infrastructure might be improved to accommodate the multinational
business. It might make some improvements as part of an agreement with
the host government.

An increase in the variety and possible quality of goods offered for sale in a
country.

Lower prices for goods produced or sold by the multinational.

If the multinational is profitable, the host country can benefit from an
increase in tax revenue paid to the government. Tax paid can be income tax
from employees as well as tax on profits.

Disadvantages to a country

The arrival of a multinational business might prevent infant industries in the
host country from becoming established.

The multinational might demand tax concessions for locating in a particular
country, therefore depriving the government of potential tax revenue.
Multinationals often bring their managerial staff with them and therefore
the jobs offered in the local market might only be the lower-skilled ones.
This can dilute the benefits to the host country in terms skills development.
Some multinationals have a larger turnover than the gross domestic product
(GDP) of some host countries. This can produce an unequal balance of

Now test yourself

Briefly explain one reason why
a government might encourage
a multinational to locate in its

country.

power in favour of the multinational that might cause some to
allow activities that would otherwise not be acceptable. For example, a
multinational that breaches employment legislation or causes pollution
might not suffer the same consequences that a smaller business might. The
multinational might threaten to withdraw from the country.

y i toa
country of a multinational locating
there.

Answer on p.213

Privatisation/nationalisation

In recent years it has been more usual, in most countries, for privatisation to
occur rather than nationalisation. In virually all economies there are now
privatised and nationalised businesses/organisations.

Many governments prefer market forces to determine business activity providing
that all relevant laws are complied with. This means that business activity that
previously took place under public ownership now occurs in the private sector.
Examples in the UK include the production and supply of gas, electricity and
telecommunications.

al AS and A Level Busine
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of privatisation or

Advantages of privatisation
® When a previously state-owned business is not privatised as one business, S
increased competition between the smaller privatised units should resultand | Privatisation: the transfer of

that should improve the service and drive down prices to customers. TRl e Busiress)
organisation from the public sector to

@ Privatisation allows access to different sources of finance through the stock the private sector (from government
exchange and banks. ownership into ownership by private
@ The sale of state-owned businesses provides an inflow of finance for the individuals).
government that can be used to meet other priorities. Nationalisation: the transfer of

Dieadvarnitpesof rivatiat ownership and control of a business/
acvanREEs of prvEsation organisation from the private sector

Once the business is sold to the private sector, and if it becomes highly 1o the public sector (from private
profitable, that revenue is lost to the government. ownership to government/state
Privatised businesses will be run to make a profit and the needs of customers | ownership).

might not be a priority. This is particularly possible when there isa lack of

competition within an industry or when movement between businesses is

difficult.

Once a state-owned business has been sold, the government no longer has

control over how it operates and what its objectives are.

Economies of scale might be lost s large and perhaps unwieldy businesses

are broken up into smaller units.

s
£
>
e
Q
£
-]
<
<
w
n
Q
c
R}
3
@
L]

Advantages of nationalisation

Essential goods and services can be provided at a price that the population
can afford.

Strategic industries, such as the provision of electricity or gas and the
defence industry, can be kept under state control, removing the possibility of
them being controlled by a hostile country.

Employment levels can be influenced by the number of jobs provided
through state-owned businesses.

Now test yourself

Disadvantages of nationalisation Identify one advantage and one

® Decision making can be very slow due to the i of of
departments. Briefly explain why a government
@ The businesses might not be run as efficiently as possible because a priority might not want to privatise a
is the provision of essential goods and services rather than the profit motive. strategic industry.

@ Any funding will be provided by the government, which reduces the amount | Answers on p.213
that can be spent elsewhere. This will probably be taken from tax revenues.

Governments in many countries have seen the benefits of some businesses/
organisations being jointly owned and controlled by the government and private
organisations. These are known as public/private partnerships.

Public/private partnerships are in cases where a p would
not be in the best interests of the population but where some input from
private businesses can be beneficial. The benefits can be in terms of business
skills or in the form of financial support.

The nature of public/private partnerships including private
finance initiatives (PFI)

In many countries, the provision of services such as health, education and
transport have been judged appropriate for joint ventures between the state
and private businesses/individuals.

Business structure  (109)
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Some organisations are funded by governments but the day-to-day activities are
carried out by private organisations. For example, some health provision is sub-
contracted to private individuals or organisations but the funding is provided by
the government. This removes the government from the need to provide the
actual services on a daily basis. The private sector has been judged to be more
efficient in the provision of some services.

Some agreements involve government initiatives being funded by money from
the private sector. For example, some schools and colleges in the UK have been
funded by private investors.

Size of business

Re y
Draw up a table with three categories
across the top: healthcare, education
and transport. For each category, list
as many advantages and disadvantages
(@) of it being purely state-owned and
controlled and (b) of it being totally
privately owned and controlled.
Finally list the possible impact on
each of these services of public/private
partnerships andor PFI.

n ac

External grow:

External growth is usually a faster means of expansion than internal growth. It
involves either mergers with other businesses or takeovers of other businesses.
Growth achieved in this way is often referred to as horizontal integration or
vertical integration.

Many modern businesses have grown in a way that has allowed them to
diversify and therefore gain some protection from a downturn in one particular
market. Other businesses have sought to secure their supply chain by merging
with or by taking over their suppliers.

The different types of merger and takeover

Horizontal

Horizontal growth is the merging with or taking over of a business in the same
economic sector, eg, if a tea packaging business merged or bought out a coffee
packaging business and if a chain of restaurants merged with another restaurant
chain. The merger of two restaurant chains might, for example, make them
stronger and more likely to survive.

Vertical

Vertical integration takes place between businesses in different economic
sectors, eg, if a coffee processing business merged or took over a coffee
plantation or if a furniture manufacturer merged with a large forestry business. In
both of these cases, the joining of the businesses would be to ensure a supply of
the raw materials by the manufacturer and might equally be to secure a market
for the raw materials on the part of the primary sector business.

Conglomerate
Conglomerate integration is when businesses from different industries and often
also from different stages of production merge or are taken over.

Integration does not need to be within the same industry. A clothes retailer
could decide to diversify and buy an existing chain of coffee shops — different
type of business but both in the tertiary sector.

A clothes retailer could decide to buy into a forestry business because it believes
forestry to be profitable. There is not any link between the businesses other than
their common ownership.

Friendly and hostile takeover

A merger is a joining of two or more businesses when both sets of owners
consent. A takeover can be either agreed by all parties involved, a friendly
takeover, or it can be against the wishes of the owners of the business
being bought, i.e. a hostile takeover. A friendly takeover occurs with the
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Merger: the joining together of the
ownership of two or more businesses
with the full consent of all the
businesses involved.

Takeovers: when the ownership and
control of a business is acquired by
another business. The takeover can be
by agreement or can be a forced or
hostile takeover.




knowledge and often the agreement of the owners of the business that

is being taken over. However, a hostile takeover is seen as an aggressive
act on the part of the business that is forcibly acquiring another business.
This can be achieved by buying sufficient shares on the stock exchange to
gain a controlling interest in the other business. A business can buy shares
in another business often without the target business being aware that

a takeover is in progress until it is too late and the predator business has
acquired sufficient shares to gain control, though there may be laws that
require the predator to declare its intentions once a certain percentage of
shares have been purchased.

Impact of a merger on the various stakeholders

Table 1 Potential impacts on some stakeholders of a business
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Advantages ERV T a T ® Promotion. ® Status of working | ® Potential for | ® More variety.
® Larger more o More for a larger larger orders. | ® Lower prices
competitive responsibilty. business. as economies
business. ® More status. of scale are
o Realisation of gained.

capital gain.

Disadvantages Rt td ® Fear of job ® Fear of losing job. | @ Suppliers of the | ® Product
control. loss as fewer ® Employment other business | quality might

® Relocation — managers might | practices might might be change.
the merging be required. change. retained. ® Product range

businesses might | ® New, unfamiliar | ® Location of job might change.
relocate on one systems might be | could change.
site. introduced.

Now test yourself

7 Briefly explain the difference between a merger and a takeover.
8 Give one di fa takeover to the employees of a business.

Answers on p.213

LExport i Revision actvity
Q ften ask i t0.abusiness Draw up a table with stakeholders
or to the employees or it sk e Maké st you take note not in Table 1 and list the possible
of that focus in your answer. Students frequently explain advantages when advantages and disadvantages that
disadvantages are required. This does not seem to happen the other way round they might experience as a result ofa

as often! merger.

Why a merger may or may not achieve objectives

A merger might be successful because:

® The new, larger business can achieve economies of scale and become more
competitive due to:
~ more purchasing power with suppliers
— managerial economies, e, the new, larger business would only require

one finance director

@ The status of the business might be raised in the eyes of customers, making
their products more appealing.

A merger might not be successful because:

® The larger business becomes difficult to control, ie. diseconomies of scale are
experienced.

@ The feeling of insecurity among employees might continue as new systems
are introduced, perhaps leadling to a higher labour turnover.

Now test yourself

9 Briefly explain one reason why the
merger of two businesses might
not be successful.

@ The businesses might find that their cultures are too different to allow Answer on p.213
Tesied [

effective collaboration.

Size of business @
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The importance of joint ventures and strategic alliances as
methods of external growth

An alternative means of growth that does not involve any change in ownership
is the formation of joint ventures and strategic alliances. These occur when two
or more businesses believe that working together, perhaps only on one specific
project, can be beneficial to each business.

Joint ventures can involve businesses sharing resources to produce a product
for sale or to provide a service. The venture must yield benefits to all the
businesses involved in order to be worthwhile.

A strategic alliance would also be mutually beneficial but it might, for
example, be in the form of medical care and education being provided to a
part of the world that a business relies on for some of its materials. This form
of alliance benefits the local inhabitants because they receive better education
and healthcare. The business benefits because the local community is healthier

Joint venture: when two or more

businesses contribute their expertise
to.a business venture. The businesses
do not merge but work together for
the purpose of the separate business
activity/project.

Strategic alliance: an agreement
between two or more businesses or
organisations to link their activities as
in the example of the coffee processor

and the coffee growers.

and better educated. The business can also ensure that the local labour force s (EFISARTD

educated in the skills that are required by the business.

The businesses can benefit from:

@ pooling their financial resources

@ sharing expertise that each business individually might not have

Ajoint venture or strategic alliance
allows each business to remain asa

separate operation, able to withdraw
or change the relationship if needed.

@ gaining access to different markets, e if an allance was formed between 2 (TYETPTYERIE]

business in the UK and one in India or China

One example of a strategic alliance that might be formed is between a coffee
processor and some of the farmers growing the coffee. By forming this alliance:
@ The coffee growers can be given the financial help and perhaps some
additional input of expertise to enable them to increase the amount and the
quality of their crop.

The coffee processing business might provide the initial cost of planting and of
some of the equipment that can improve the growing and harvesting process.

The coffee processing business would be having some control over the
quality of the coffee beans that it received as well as some assurance that the
coffee grower could continue to grow the beans.

External inf

External influences affect the business environment and determine the
framework businesses operate in. They include the actions of the state and
governments and their associated policies, relevant laws and international
agreements, technology, and social and environmental factors. Businesses have
1o take all these into account when making decisions. Analysts use the acronym
PESTLE to summarise these influences:

Political
Economic
Social
Technological
Legal
Environmental

Think of other businesses that might
benefit from joint ventures or strategic
alliances and make notes of the ways
in which the arrangement might be
mutually beneficial.

Now test yourself

10 Outline one benefit of joint
ventures.

Answer on p.213

uences on business activity

Economic constraints and enablel

The role of the state
The state and government play a major role in determining the business
environment. Governments have large spending programmes and these have
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to be financed from taxes and borrowing. A government has a responsibilicy
to make sure that the country it is governing has an appropriate environment
for businesses to operate in, e.g. that the population is well educated, prices
are not rising too fast, infrastructure is in place and relations with other
countries are good. Objectives like these are macroeconomic, i.e. concerned
with managing the overall economic conditions. Governments can also act
to create the right conditions for individual businesses and consumers at
their level.

How the state might intervene to help or constrain
businesses

Macroeconomic level — helping businesses

Governments try to create the right conditions for businesses by ensuring that: m

the finance system is able to make money available to businesses
the right number of educated workers are available

prices do not rise too fast

consumers have enough income to spend on goods

exchange rates do not vary quickly or too much

different regions do not differ too much in terms of income or
unemployment

Individual businesses level

At an individual business level, governments will help businesses by providing:

@ grants, subsidies and low-cost loans for investment

@ roads, railways, airports and broadband

® skilled government consultants and agencies to assist with business problems

® advice to different sized businesses or those in rural or high unemployment
areas

State intervention to constrain businesses

State intervention and constraints on business include:

@ taxes, which reduce profits or increase costs

® laws to promote or enforce health and safety and consumer protection
@ regulations on presenting fair and accurate accounts

How the state might deal with market failure

Market failure occurs when the price mechanism and the laws of supply and
demand fail to produce an outcome that is socially desirable. Examples include:

® education for all

® streetlights

@ refuse collection

@ utilicy networks

@ consumer protection and labelling

@ medical and hospital services for everyone
® roads, railways, ports and airports

@ alegal system and police forces

® defence and national security

@ public open spaces

In all these cases, it is very unlikely that a privately owned business will be
able to provide these facilities and make a profit. The state will step in and be
the provider. It can do this directly by providing these things as in the case of
a national health service, an army or local government taking rubbish away.
Another option is for the state to use private businesses to provide these
services by contracting out (outsourcing), franchising or licensing.

Macroeconomic: describes decisions
or objectives that relate to the economy
of a country as a whole and deal with
the overall framework of economic
activity.

In many countries there is an
assumption that the private sector
produces goods and services most
effectively. There must therefore be a
reason why the state would provide
these goods and services or intervene
to regulate or support private sector
businesses.
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Now test yourself

1 Give two reasons why the state
might intervene to help or

constrain businesses.
reses [l

Answer on p.213

Market failure: occurs when the price
mechanism and the laws of supply and
demand fail to produce an outcome
that is socially desirable.

Now test yourself

12 identify three areas of market
failure.

Answer on p.213

nces on business activity
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Governments’ key macroeconomic objectives and their
impact on businesses

Governments set objectives for the economy, which they try to achieve by using
policies. The priority placed on each objective will determine which policies
are implemented, when and by how much. It is this implementation that is
important for businesses rather than just the setting of objectives. Important
government objectives include achieving:

low unemployment

low inflation

stable exchange rates

growth

transfer of wealth

Low unemployment

Unemployment: occurs when some
workers who want to work cannot find
jobs.

Inflation: a persistent increase in the
general level of prices.

Exchange rate: the price of a currency
in terms of other currendies.

Growth: an increase in economic
activity, usually measured by a rise in
gross domestic product (GDP).

Gross domestic product (GDP): the
total value of the output of a country
in 1 year.

Transfer of wealth (or wealth

People who want to work should be able to find work. The reason

have an objective of low is because high

COSt tO a country as it causes:

@ a waste of human resources that lowers overall production and economic
growth

@ social problems like drug taking and personality problems

® acost to the whole country in benefits, lost taxation and increased crime levels

isa

Possible impact of high unemployment on businesses
High unemployment means there are relatively more workers seeking the
available jobs. In turn this causes:

® alow consumer income, which means sales are lower and competition is greater,

to another.

Now test yourself

when
use taxes, subsidies or regulation to
move wealth from one group in society

13 Identify and define three key
government macroeconomic
objectives.

Answer on p.213

leading to low output, low profits and pressure to cut costs and lower prices

redundancies and rationalisation

a consumer switch to lower-priced, lower-quality products

employees fearing the loss of their jobs, which means they will work harder
and complain less

easy recruitment of already skilled employees

low wages as scarcity of jobs means workers will work for less

investment falls

Low inflation

Inflation is a persistent increase in the general level of prices. Rising prices mean
that the value of money in a country falls. The reason governments have an
objective of low inflation is that a high level means uncertainty because it:

® erodes the value of savings and makes borrowing more attractive

@ makes planning and fixing contracts difficulc

@ might lead to hoarding

Possible impacts of high inflation on businesses

Possible impacts of high inflation on businesses are:

increased borrowing for investment as asset values will rise with no effort
increased costs of materials, fuel and labour

it is easier to increase prices and pass on price rises of materials and labour
consumer spending lowers as prices rise

price becomes a more important marketing mix element

increased pressure from employees for higher wages

increased difficulty in tracking and setting prices

a country's products become less competitive and less attractive to foreign
investors

Cambridge Int
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Re:

n ac

Use a flow diagram to show how rising
unemployment might affect a garage
selling petrol.

Remember that a decrease in inflation
means that prices are rising less
quickly, not that they are falling,

Now test yourself

Re

14 Define inflation.

Answer on p.213

e [l

n activity

Write a short article for your school/
college magazine to explain how a
business selling accountancy services
might react to a period of high
inflation.




Stable exchange rates

The exchange rate of a country's currency is its price in terms of other
currencies. A stable exchange rate means that this price is remaining the same
over time so that the price of exports and imports will not keep changing.
This makes planning easier. Exchange rates are only one factor in decisions on
exporting and importing.

Possible impact of unstable exchange rates on businesses

Stable exchange rates make planning easier and more certain for importers and
exporters.

Rising exchange rates mean that exporting businesses become less
competitive. Prices of exports rise in the importing country and the volume
of exports falls. The extent of the fall will depend on the price elasticity of
demand.

Rising exchange rates mean that importing businesses become more

competitive. Prices of imports fal and the volume of imported goods increases.

The extent of the increase will depend on the price elasticity of demand.
Falling exchange rates mean the reverse of the above.

Growth

Growth is an increase in economic activity, usually measured by a rise in gross
domestic product (GDP). Economic growth means there is more wealth, and on
the whole consumers will be able to buy more and governments can provide
more facilities such as education, health services and infrastructure. Growth can
be achieved by more use of resources, higher investment, a more skilled
workforce, higher exports, or higher consumer spending.

Pumblu impact of economic growth on businesses
sales and profits increase as consumers' incomes rise

sales of luxury items rise relatively more than basic products
new product launches are likely to increase

investment and more new technology is more likely
employment increases, unemployment falls

tax revenues increase

it may be more difficult to recruit suitable skilled labour

Transfer of wealth or redistribution

Governments are concerned not just with the level of GDP and income but
with which groups in the country have the wealth and income. Governments
generally have objectives related to this. For example, they might wish to:

pay benefits to those on low incomes, the unemployed o disabled

get those on high incomes to pay relatively more taxes

transfer wealth and income from richer to poorer parts of the country
provide cheap housing for those on low incomes

encourage or discourage certain products or industries

Possible impact of wealth transfer on businesses

Income tax, wealth/property taxes and benefits wil redistribute income and
wealth from richer to poorer and spending patterns will alter.

Profit taxes may vary by the amount of profit made.

Businesses in areas of low unemployment may be able to receive subsidies or
grants.

Certain industries may get subsidies, eg. renewable energy suppliers, or have
to pay more taxes, eg. fossil fuel businesses.

Groups who gain o lose will have certain spending characteristics and these
will affect businesses in those areas.

Now test yourself

15 State the effect on prices for each
of the following changes:

(a) price of imports f exchange
rates rise

(b) price of exports if exchange
rates rise

Answer on p.213

Re y
Use a spider diagram to show the
possible effects on a business selling
furniture domestically and for export of
a rising exchange rate for s country's
currency.

n ac

Now test yourself
16 Explain economic growth.

Answer on p.213

Revision activity
Economic growth is ising rapidly.
Constructa table to show the different
effects of this on a yacht manufacturer
and a match manufacturer.

You need to understand economic
theory and use it to explain the impact
of change on businesses and the
decisions they make.

Now test yourself

17 Outline two reasons why a
government might wish to transfer
wealth from one group in the
country to another.

18 For each of your two reasons, give
an example of how two specific
groups might be affected.

Answers on p.213




gi acroeconomic objectives mj

Governments face different situations at different times so their objectives will
change. An economy with full employment and economic growth is more likely
to emphasise objectives such as low inflation or wealth transfer. An economy
with low unemployment, some inflation but facing wildly changing exchange
rates might focus on stabilising the exchange rate. An economy with high
inflation may focus on this first and see growth and employment fall.

A complicating factor is that macroeconomic objectives often conflict. It is very
difficult to achieve all five objectives at the same time, as a policy to achieve one
often leads to being unable to achieve another.

Typical conflicts in achieving objectives
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® Achieving low unemployment may mean high growth but also high inflation.
@ Transferring wealth from rich to poor may mean it is not worth low-income riEctivity
groups working so Unemployment rises. List the current macroeconomic
St AR } o and high ’ objectives of the government in your
jieving low inflation may mean low growth and high unemployment. ST Cinyo ver ity ) Eeriees
@ Stabilising exchange rates may mean low growth. in these objectives?

Policy instruments used to achieve macroeconomic
objectives

Governments have a range of economic policies they can use to achieve
objectives but these mostly fall into monetary, fiscal or exchange rate policies.

Monetary policy 7

Monetary policy is using government controls over interest rates or the Monetary policy: using government
amount of money (money supply) to achieve policy objectives. The rate of controls over interest rates or the
interest s the price of money. Changing interest rates will alter the cost of amount of money (money supply) to

borrowing for those who wish to take out a loan. If rates rise, it will be more | JAshievepolicy objectives

expensive to borrow so less will be borrowed. This has the effect of:

Reducing investment spending because it is more expensive to borrow to
pay for the money to fund machinery or equipment.

Reducing consumer spending because interest on mortgages, credit cards
and loans will increase and so fewer goods will be purchased. Repayments

of existing loans, such as credit cards, rise so there is less money left over for
spending, In addition, saving will become more attractive s less will be spent.
Raising exchange rates because rising interest rates will make a country more
attractive for foreign financial institutions to put money into.

Changing the amount of money in the country will also influence the total
available for banks to pass on for consumer spending or investment. Increasing
the money supply can be done by:

Selling more government debt to the banks (quantitative easing) to enable
more money to be available to businesses.

Reducing the amount of secure reserves banks need to hold, so freeing up
more money for lending.

@ Lowering restrictions on bank lending.

Lowering interest rates or expanding the money supply will lead to increased
consumer spending and investment and higher economic growth. Inflation may
increase if this growth is small, and the effect on exchange rates will depend on
by how much imports increase as growth may lead to greater exports too.

Fiscal policy

Fiscal policy is the use of taxation and government spending to achieve
economic objectives. Governments can choose from a range of possible taxes,
each one with its own effect on different groups. Major taxes include:

Fiscal policy: the use of taxation
and govermment spending to achieve
economic objectives.

1al AS and A Level Business Studies Revit
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income tax on individuals
profit taxes on businesses
taxes on sales or value added

taxes on particular goods, eg. alcohol, petroleum, carbon or tobacco
duties

Major government spending areas include education, health, defence, transport
and benefits to individuals. Businesses may gain from subsidies or grants.

Increasing taxes will have the effect of taking money out of the economy
so growth is reduced, unemployment may grow and inflation may fall.
Increasing government spending may result in inflation, growth and a fall in
unemployment. The precise effects depend on what taes are changed and
which areas of government spending change.

Exchange rate policies —_—
Exchange rate policies are actions taken to influence the exchange in a Exchange rate policies: actions to
desired way. Monetary policy will have an impact on the exchange rate because | influence the value of the exchange
lowered interest rates will make a currency less attractive to foreign investors. rate.

They take money out of the country’s banks so the exchange rate will fall. It

is possible for a government to use exchange controls to limit the amount

of money moving in and out of a country, but in today's global world this is

effectively very difficult. Some countries tie the value of their currencies to

stronger currencies or use public relations to try and influence opinion about

their strength.

Table 2 The effects of exchange rate changes on business

Effect on exporters Effect on importers Effect on domestic market

® Export price rises. ® Import price falls. © Import price falls.
@ Sales volume falls. ® Import quantity rises. ® Lower costs for imported
® Sales value change depends | @ Sales value change depends | materials.

on price elasticity of on price elasticity of ® Increased competition for
demand. demand. domestic producers.

Exchange rate rises

e R B o Export price falls.  Import price rises.  Higher import prices.

@ Sales volume rises.
® Sales value change depends

on price elasticity of

® Import quantity falls.
® Sales value change depends
on price elasticity of

® Higher costs for imported
raw materials.
® Decreased competition for

demand.

demand.

domestic producers.

Choice of policy instrument

Governments have to address economic issues they currently face and choose
appropriate policy instruments. First, the cause of the problems must be
established before choosing a policy to address the cause. These decisions are
usually difficulc and have different possible solutions to achieve the objectives.
Other possible policies include supply side policies. These focus on freeing up
businesses to become more efficient by relaxing regulations, providing efficient
infrastructure and helping provide a well-trained, skilled workforce. The key
thing for business studies students is to consider what effect a given policy
might have on businesses.

-
Supply side policies: policies that
atternpt to make businesses run more
efficiently and have lower costs. They
include: better infrastructure, relaxing
regulations, lowering trade union
influence, grants and subsidies for
investment and helping provide a better
skilled workforce.

The effect of changes in macroeconomic performance and
policies on business behaviour

There are infinite combinations of macroeconomic variables and policies. It is
important to look at the effects of each variable on its own, assuming all other
variables are constant. Table 3 sets out some possible effects of changes in
macroeconomic variables and policies but there are many others.

When analysing the effects of changes
in the economic environment consider
one change at a time and imagine that
all other factors are constant.

External influences on business activity
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ié‘ Table 3 Possible effec policies on business behaviour
Q Macroeconomic
£
= High unemployment or | Monetary — lower interest | ® Loans become cheaper. © More investment.
) L A T & Hotsmaliaepent marsas | & Mors borawing
'S supply borrowing becomes cheaper | ® Production increases to meet
c and more spending money is | extra demand.
] available. @ More employees are hired.
2 @ Exchange rate falls as foreign | ® Exporters face higher prices.
2 money leaves banks. ® Importers face lower prices,
-] Fiscal policy ® Lower income taxes so ® Increase production to meet
= el ne e Shie
- especially on luxury products. | ® Producers of luxury goods
- increase production.
c @ Lower sales taxes so prices | ® Increase production to meet
= fall demand.
g ® Lower profit taxes. ® Lower prices.
® Production increases to meet
) demand.
 Higher government spending | e Production increases,
leads to an increase in especially government
consumer demand and contractors.
government contracts. ® Businesses move to seek
government contracts.
High inflation Monetary policy— raise | ® Borrowing becomes more | ® Production falls.
interest rates expensive. ® Marketing increases.
 Households spend less ® Prices are reduced.
as borrowing gets more @ Search for new markets.

expensive and less spending
money is available.

Fiscal policy ® Higher income taxes so ® Prices fall to encourage
households spend less. purchases.
® Production falls.
® Marketing increases.
® New products.
® Search for new markets.

® Higher sales taxes cause price | ® Lower profits.
rises. ® Cost cutting.
® Higher profit taxes. ® Profits fall.
® Investment falls.
® Cost cutting.
® Relocation to lower tax

country.
© Decreased government ® Profits fall.
spending causes less ® Redundancies/rationalisation
consumer demand and in government suppliers.
government contracts. ® Search for new markets.

Re Now test yourself

1 Usea diagram to show how lowering interest rates might help a government
toincrease employment.

on activity

19 A country is facing high
unemployment, low growth, low

2 Explain how lowering interest rates might conflict with an objective of inflation and a stable currency.
lowering inflation. (a) Identify two appropriate
3 Produce notes to show the effect of lowered interest rates on a medium- macroeconomic objectives for

the government.
(b) Outline two policies a
government may adopt to
achieve these objectives.

Answer on p.213

sized producer of electronic consumer goods that exports 30% of
production.

n Guide
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Corporate social responsibility (CSR)

Corporate social responsibility is the actions, legally required or voluntary,
needed for an ion to act responsibly to all its CSR
includes acting in an ethical way, respecting the people, communities and
the environment that the business affects and balancing the claims of
stakeholders. Acting on CSR might:

reduce environmental problems such as pollution and climate change

'mean long-term needs are put ahead of short-term goals

be behaving in the right way

reduce exploitation of one group by another, eg. profits for shareholders may
mean very low wages for employees

CSRincludes:

@ accurate accounting procedures that reflect the true value of assets and cash
flows

not paying bribes to win contracts

paying a fair wage and providing healthy and safe working conditions
buying raw materials from sustainable sources

acting to reduce pollution beyond the legal requirements

making suppliers conform to an ethical code of conduct

not outsourcing to poorly paid or child workers or where low health and
safety standards operate

a social audit or CSR report of stakeholder objectives, establishing CSR
indicators, measuring these and regularly reporting on them

Arguments for CSR

Better financial performance as customers are attracted and costs are looked
at carefully.

Can be a marketing advantage in brand image and reputation.

Lower costs, eg. recycling or lowering waste.

Customer loyalty.

Arguments against CSR

Expensive and raises costs and prices.

Makes businesses uncompetitive, especially in a global marketplace.
Stakeholders cannot agree on ethical/socially responsible behaviour:
Aluxury in a time of recession.

Itis a fashionable, cynical way to market a business.

fluences on business ac

Government and the law

Governments have a responsibility to make sure that the business environment
is one where competition is fair, workers have healthy and safe conditions,
consumers are given accurate information and are protected from faulty or
dangerous products and that businesses are encouraged to set up in the best
places to contribute to the life of the country. They do this through passing laws
and using regulations to achieve these objectives. Much of this is aimed at the
primary objective of improving the way that markets work so that they are fair
1o everyone involved — producers, suppliers, advertisers, consumers, employees,
investors, society as a whole.

Employment and conditions of work law
Employment law varies from country to country, but most countries have laws
that deal with most if not all of these topics:

Corporate social responsibility: the
actions, legally required or voluntary,
needed for an organisation to act
responsibly to all its stakeholders.

Now test yourself

20 Explain the meaning of corporate
social responsibility.

21 identify three stakeholders ina
business manufacturing shoes,
including at least one external to
the business.

22 Give one reason why it might
be difficult for a business in a
developing country to actina
socially responsible way.

Answers on p.213

Many profitmaking businesses also
have some social objectives. Achieving
these may incur costs but may give
marketing advantages.

Laws vary from one country to
another. Make sure that you
understand the areas of faw that
governments use and how laws in
general might affect business activity.
You do not need to know specific
details of particular laws, but you
might want to check out the faw in

this area in your own country to gain a

deeper understanding.
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protection of health and safety of employees

minimum pay or wage levels

contracts of employment, unfair dismissal and redundancy arrangements
prevention of discrimination against certain groups of people based on their
characteristics, eg, disability, age, religion, gender, sexual orientation
parenting rights and workplace harassment/bullying

@ membership of trade unions

These laws add costs, and create the need for record keeping and employees
to monitor them, but they also lead to more committed and secure employees
and less costs as there will be fewer accidents, legal costs and court cases.

reting behavi

=, protection law

Businesses are very often large or small enough to disappear easily if there is a
problem. This means that compared to consumers, they have a lot of power
if there is a problem. Businesses may be tempted to sell faulty or unsafe
products or to use persuasive unethical selling techniques to get consumers
o buy. Most countries have laws that relate to these areas ensuring that:

@ goods are not faulty, are safe and are fi for the purpose for which they are sold
goods and services provided are as they are described

weights, measures and sizes are accurate

food products are safe to eat and prepared in hygienic conditions

advertising gives accurate descriptions of the products or services and does
not exploit anyone, e.g. children

These may add costs or limit the way a business may behave, but governments
have a responsibility to make sure that consumers are protected. Having laws
means businesses quickly adapt to the requirements and consumers can have
more confidence when they buy.

Goods and services are sold in markets where there is competition between
providers. Businesses might be able to limit competition to their own advantage,
eg. by getting together and all agreeing to sell at a high price, forcing consumers
to pay more than if there was real competition. Competition law aims to bring
about as much competition as possible so that suppliers are encouraged to
become more efficient, lower costs and prices, and provide choice to consumers.
Competition law usually deals with fair trading requirements and pro-
competition laws.

Fair trading requirements banning unfair practices
Unfair practices include:

@ price fixing and price agreements

® information sharing agreements

® producers refusing to sell to retailers unless minimum prices are set

@ sole supplier arrangements — suppliers only supply if no competitors are
allowed

@ predatory pricing

Pro-competition laws

These include:
banning cartels

investigating monopolies to make sure that these are not acting against
consumer interest

investigating proposed mergers and takeovers to make sure they will not
result in unfair monopoly power

Cambridge International AS and A Level Business Studies Revis

Competition law: aims to produce

as much competition in markets as
possible by banning anti-competitive
practices and encouraging competition.




Competition law is a cost to government and businesses that have to check they
are in line. It requires sophisticated analysis of markets and may take time to be
introduced in a way that works.

Other laws, including location decisions and particular
products

Governments have a range of other laws that affect businesses. For instance,
there may be planning requirements to be met when setting up a factory, office
or shop. There may be restrictions on pollution that require equipment to clean
up smoke or chemicals. There may be noise limits on industrial premises, limits
o lorry movements or business operations may be restricted to daytime hours.

Particular products may have specific laws that apply to them, eg, explosive
substances, drugs, chemicals that require safe particular storage solutions.

The impact of internati gl 1ts on |

Most countries have signed up to a number of international agreements setting
up common regulations and behaviours. Businesses must then act in line with
the agreements. Examples include:

® World Trade Organization or regional trade agreements on freeing trade
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@ United Nations-based Kyoto agreement on restricting carbon emissions

[ Labour Organization standards on empl conditions
e ¢ Now test yourself
@ United Nations Law of the Sea setting out mineral rights, fishing rights and
ownership rights 23 Give two reasons why governments
@ internationally agreed accounting standards have pasted laws thataffect
business behaviour.
Particular examples include businesses having to: 24 identify two areas of business
@ design products to meet particular standards of safety activity that are affected by law.
@ reduce pollution or use less energy Answers on p.213
@ set out their accounts to include corporate social ility factors

fluences on business act

Technology is now key to business success in all areas.

Production

® Design based on information collected from market research using IT and
the internet.

Computeraided design.

Manufacturing using computer-aided manufacturing and robotics.
Fracking to produce previously unobtainable gas supplies.

Genetically modified plants and animals.

3D printers.

Operations

@ Enterprise resource planning.

® Electronic point-of-sale systems to link sales, stock and ordering.
® Access to online information and data.

Communications
@ Mobile computing and home working.
® Video conferencing.

Marketing

@ Databases to sel to particular identified groups or individuals.

® E-mail and social networks to communicate with customers directly.
® E-commerce — global on-line sales outlets.

nal influences on business activity
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Table 4 The benefits and problems of introducing technological change
Benefits

More efficiency, less waste. Cost of researching new technology.

Improved products and services Cost of new technology that may date

directly tailored to consumers’ needs. | quickly.

New materials, designs, products. Investment in wrong technology is
easy and expensive.

Faster more detailed instant Jobs disappear; retraining and

communication. new skills needed; resistance from
employees.

Increased quality and quality control. | More pressure on employees.

Revision activity

Draw up a list of the benefits and
problems for a supermarket considering
introducing a point-and-press scanning
system for shoppers, which will record
all purchases and generate a detailed
database of purchases linked to
payment methods and e-mail addresses
of customers. It will mean that nearly
all the tills will not be needed.

Other businesses and business activity
Businesses are constrained by and rely on other
businesses

Businesses never operate on their own. They are always part of a supply chain,
either as  supplier or purchaser. They may rely on agency staff, use marketing
agencies, consultants, energy suppliers and transport businesses. They will use
internet providers, search engines and telephone networks. The actions of
competitors will affect their behaviour and plans. Government agencies may
place legal requirements on activities and pressure groups, trade unions and
consumer groups may have a large influence.

=l )

Social influences on business activity

The need to consider the community and pressure groups
Businesses operate in a society that may be affected by business activity. Society
is a stakeholder and increasingly acting as an influence on business decision
making. Businesses are not separate from social change and have to take
account of social needs including:

the changing role of women

environmental issues

sustainabilicy and energy concerns

ideas of fairness and equality

perceptions about wealth and income distribution

Many of these needs are reflected and articulated by pressure groups such as
Greenpeace, Oxfam or a trade union. These groups gain publicity in the media
that both reflects and affects consumers’ buying behaviour. It may be in the
interests of a business to engage with pressure groups and work with them to
change so that social needs and attitudes are reflected better. Failure to engage
may lead to the government forcing change by passing laws following lobbying
by pressure groups. Examples might include the pressure for:

® more women to enter the workforce.

@ a higher percentage of women to become senior managers

@ more environmentally friendly processes of production

Failure to respond may lead to fewer sales and less profit, lowered employee
motivation, difficulty in recruitment, poor public relations and internal conflcts.

Many businesses are finding that having an ethical approach or engaging
in corporate social responsibility has a positive effect on sales, consumer
perception and the employees, and use this as a marketing tool, eg. line caught
tuna fish is sold as a sustainable catch and fair trade products appeal to an
increasing number of consumers in richer countries.
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Demographic change and business activity

How a business might react to a given demographic
change

Demography is the study of population structure and its changes. It is
concerned with age, gender, ethnic origin, migration and education levels. It deals
with how birth and death rates and migration affect these. Demography is vital
o business activity because it is related to patterns of demand and empl

Demography: the study of population

structure (age, gender, ethnicity,
education levels) and its changes.

Demand and demography

People with different characteristics, such as age or gender, have different
demands for products — men and women buy different types of clothes and
read different types of books.

Effects of age

A society with increasing percentages of older people will:

spend relatively more on holidays and travel, health products and eating out

® need more care homes and medical services but spend less on music,
electronic goods and entertainment

@ require governments to pay more Pensions so taxes may rise

On the other hand, a society with a high percentage of people aged under 15 will:

@ have relatively high demand for toys, baby food and children's clothes

® face increasing demand over time for products appealing to young adults
then families

Effects of changing ethnic mix
A more ethnically diverse population will demand a wider range of clothing,
food and possibly of religion related products.

The demographics in a particular country will affect the opportunities for
business activity, some firms will find their products in a declining market, some
in a growing market

Employment and demography

Effects of age

@ Older workers tend to be loyal to the employer, have experience, be less
likely to move jobs or location, and are possibly more reliable and less likely
to be absent.

@ Younger workers tend to cost less, be flexible, willing to move and able to
learn new skills but may need more family/parenting leave.

Effects of education levels

A society with a low percentage of people with school or university
qualifications will have a low-skilled inflexible workforce that forces employers to
offer training programmes.

Effects of changing ethnic mix and migration

@ Different ethnic groups may have different expectations regarding facilities at
work, or working hours.

@ Immigrants may have different skills or be willing to work for lower wages.

Ret

n activity
A country has a high and growing
percentage of population aged 45 and
over. Prepare a table that compares the
effect this might have on the following:
® afurniture manufacturer

® ahotel chain

® achildeare provider

Itis important to be able to
understand that demographics affect
demand and employment patterns and
to be able to apply this understanding
toa specific situation involving a
specified business.

Use a spider diagram to explain possible
consequences for the labour market in
a country with a high immigration rate.

Influence of environmental issues on business activity

Al business activity will change the physical environment. Concerns are growing
that this process has reached a point that is not healthy for human beings or the
planet. There are many pressure groups acting to try and reduce the impact on

the global and local environment, and governments are passing laws and putting
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pressure on businesses to try to reduce the impact of business activity on the
environment.

Ever more businesses are changing their policies and practice to reflect these
concerns and regulations. Examples include:
® A more explicit focus on corporate social responsibility in relation to
pollution, waste disposal and recycling.

Building environmental audits into planning.

Focusing on environmental policy in marketing material.

Changing to obey new environmental laws and regulations.

Engaging with and responding to environmental campaigners and pressure
groups.

Developing more energy-efficient, sustainable solutions to raw material
supplies, operations planning and product design.

Re
Prepare notes for a presentation to the board of directors of the following
companies on how their operations might be affected by a greater concern for
the physical environment:
® 2 computer manufacturer
® alawfim

on activity

® aforestry company
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7 People in organisations

Human resource management

Measures of employee perfor: e

Staff appraisal

Staff appraisal plays a key role in measuring the performance of employees.
The appraisal is usually carried out by the line manager. Performance is assessed,
targets can be set and training needs and the potential for career progression
identified. The HRM department is where all records of such appraisals are kept.
Appraisals are carried out at agreed intervals — quarterly, half-yearly or

annually — and measure:

@ the extent to which pre-set targets have been met

® the achievement of key competencies

@ the successful undertaking of identified training needs

The benefits of staff appraisal
Training needs or a need for new equipment might be identified.

Possible ambitions of employees, for example for promotion, might be
identified and perhaps appropriate actions can be taken to help the
employee to progress.

Pay levels and incentives can be adjusted appropriately.

Bonus payments can be determined based on the extent to which targets
have been met or exceeded.

The causes and consequences of poor employee performance can be set out
(see Figure 1).

 Lack of relevant * Low output. » Offer training to
skills « Poor quality employees

olackoftainng | output _, * Replaceold

+ Inadequate » Loss of orders equiprent
‘equiprment « High level of a0

< Pok e mciiton e « Review financial

« Inappropriate pay Sl
structure  Review approach

= ‘to supenvision

Figure 1 Causes and f poor empl

o= )

Staff appraisal: when the
performance of employees is measured
against pre-set targets or expected
outcomes.

Now test yourself

1 Outline two advantages of using

staff appraisal.
e [l

Answer on p.213

Management by objectives (MBO)

Implementation of MBO

Staff appraisal is usually part of the management by objectives process. The

appraisal session is when future objectives will be agreed. The objectives can be:

@ agreed between the employee and their manager or set by management
without discussion with the employee

Management by objectives:

an approach used to ensure that
employees are all working towards the
overall business objective. Objectives for
individuals are either agreed or imposed
by managers.

4

Human resource management



@ individual or for a whole department
@ direct from senior management or as part of a departmental target

The objectives should be achievable and realistic if they are expected to
motivate. There is a view that objectives are more likely to be met when they
have been agreed rather than imposed. Generally, all objectives should be:

@ SMART if they are to be an effective management tool

in line with the overall business objectives

able to be monitored and measured so that immediate action can be taken
if targets are likely to be missed

recognised when met so that appropriate reward or recognition can be
given. This is an encouragement to all other employees to meet or exceed

their targets too
objectives. Make notes that could be
The usefulness of MBO given to supervisors working in the

Employees feel involved when objectives are discussed and agreed. Enenmid e e

Having specific objectives to achieve can be motivating. the benefits that both they and the
busi Id hope to gain.

in organisat
L]

A clothes manufacturing business has
decided to introduce management by
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Employees are more likely to be to object that they
have been involved in agreeing.

Employees know exactly what is expected of them and how they are
contributing to the overall business objectives.

Employees are likely to be motivated by having their training needs and
potential for promotion recognised.

Possible disadvantages of using MBO

@ Itis time consuming.
® A business might not want to discuss some of its overall objectives with all

employees.
® Employees might suggest and agree very easy targets to ensure that financial - (fYPSFE PSS

rewards will be achievable. 2 Explain what i %

25 . xplain what is meant by the term

@ Targets that are too difficult to achieve can be demotivaring. Any forecast of ‘management by objectives’,

what is to be achieved must be as accurate and reasonable as possible. Qutline g WA RThicl MBS
@ It can be inflexible because any change in the business environment might might help a business to achieve its

require agreed targets to be changed, eg, the recent worldwide objectives.

financial crisi. Answers on p.213
@ Any discussion of training needs might make employees feel inadequate or

might give them unrealistic expectations of future promotion.

bour le;

laf

The need for labour legislation

Labour legislation governs how employees are to be treated. Workers are given
some protection against exploitation and employers are given some form of
legal support if employees fail to meet their contractual terms. The adherence to
labour legislation is monitored by the HRM department, who will also deal with
issuies arising when laws may have been broken.

Without legislation, some businesses might expect workers to work in an unsafe
environment that could put their health and physical safety at risk.

(/’F:) Cambridge Ir
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Broad principles underlying labour legislation
The broad principles for labour legislation are shown in Table 1.

0

environment, outlining the steps that can be taken when a business fails to meet the legal
requirements.

Table 1 Areas for labour legislation a
jontene _________________________________Jc
Hours of work Masxirmum hours work allowable per week or averaged over a given time period. Age restrictions also '.,b
apply to hours worked in some instances. Legislation wil also outline exemptions, e.g. armed forces. =
Remuneration issues Outlines the national minimum wage if there is one. Also details how and when employees e
including minimum wage | should expect to be paid and the rate at which any overtime should be paid. £
Discrimination issues Designed to prevent employees experiencing discrimination for reasons of gender, race, religion, 2
disability or sexual orientation. In some countries, employees cannot face discrimination due to a
trade union political affiliation or being HIV positive. 8
Health and safety Designed to protect employees while at work. Legislation ensures a safe and healthy working (-4
~

Employment contracts | Legislation outlines the required details of employment contracts and how and when they might
be terminated.

Holiday entitlement Some governments wil dictate a minimum holiday entitlement. Employers may give more as an
incentive, but must at least meet the minimum required.

Employment relations | Covers the right to be a member of a trade union. Can also include details of national collective
bargaining agreements. Legislation would also outline the type of action that workers can take.

Minimum age issues This can limit the type of work that can be done below a stated age. All work is prohibited below
a certain age in some countries.

Now test yourself

4 Briefly outline two reasons why labour legislation is necessary.
5 Explain what is meant by anti-discrimination legislation.

Answers on p.213

Cooperation between the m:

gement and the workforce Revised

The benefits of cooperation

® Employees and managers might learn to respect and understand each other.
® It can produce a useful exchange of ideas.

@ It helps to remove the feeling of ‘them and us.

Methods of achieving cooperation

Cooperation can be achieved:

@ through the use of worker participation

@ by recognising the value of input from employees that can lead to a more
motivated workforce

Workforce plan wj

Workforce planning is the process of deciding how many workers will be - N
needed and what skills are required to allow the business to meet its future Workforce planning: the process of
business objectives. deciding how many workers will be

needed and what skill are required to
Reasons for and role of workforce planning allow the business to meet its future
Workforce planning: business objectives.

® avoids having too many employees, resulting in a wasted human resource
® improves the potential for the business to run efficiently because the right
numbers of workers with the right skills are employed

Human resource management 12



What does workforce planning involve?

® Acdlear idea of what is to be achieved in order to determine accurately what
workforce is needed.

An audit of the current workforce to determine if the business has too many
or too few workers, and whether the employees have the skills required to
meet the business objectives.

What steps can be taken if the business does not have enough
employees with the right skills?
@ Recruit more staff — permanent or temporary, full- or part-time.

in organisatic

@ Retrain existing staff.

What steps can a business take if it has too many employees? Now test yourself

Make some existing workers redundant. 6 Explain what is meant by
Perhaps do nothing. Workers might leave or retire and reduce the workforce “workforce planning’

to the desired size naturally. Answer on p.213
Make sure that the employees needed by the business are kept — persuade
them to stay.

he role of trade unions in HRM

Purpose and value of trade unions

A trade union works on behalf of its members to protect their rights at their

place of employment. It is intended to create a balance in the power between

workers and their employers. Trade unions might:

@ represent their members at meetings with business representatives

@ seck changes if a business is requiring its employees to work outside legal
guidelines, eg, to exceed regularly the number of hours that should be worked

@ work to resolve grievances between workers and their employers
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Reasons for joining a trade union

To gain the protection of a larger organisation that speaks on behalf of
employees.

To benefit from legal advice, support and representation when needed.

To benefit from the improved conditions of employment that a trade union
might negotiate with businesses.

Trade unions will negotiate on behalf on an individual, all the employees of a
particular business or the whole union membership.

Main processes involved in negotiation
@® Deciding what is the actual issue for discussion.
® Deciding who should be involved in discussions.
@ Deciding the procedures t be followed.
°
.

Now test yourself

7 Explain two reasons why a worker
might choose to join a trade union.

Answer on p.213

Gathering information from all parties involved, perhaps including legal advice.
Following procedures until agreement is reached.

Situations in which negotiation might be effective
@ Determining wages and conditions of employment.

@ Resolving grievance issues.

@ Determining redundancy strategies.

® Discussing proposed changes in company policy.

rational AS and A Level Business Studies Re
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Collective bargail

ing

Collective bargaining means that discussion takes place between trade unions,
on behalf of employees, and management. This means that discussions with
individual employees are ot required.

Benefits of collective bargaining

The business deals with one party rather than individual employees.

@ The trade union can intervene to resolve problems with employees.

@ Employees can benefit from having a representative to present their views to
management because the trade union representatives would be more skilled
in such situations and might therefore achieve a better outcome.

Sometimes a good working refationship can build up between the business
and the trade unions enabling some issues to be discussed and resolved
amicably and not always requiring a formal approach.

The processes involved in conciliation and arbitration

An impartial outside view can sometimes help towards a speedier resolution
of problems between a business and its employees. Conciliation is where

an independent outside body enters the discussion in an attempt to help
negotiations and suggest a way in which a satisfactory outcome can be
reached. Solutions reached through conciliation are not binding and are merely
suggestions.

However, arbitration involves an outside, independent body in making the final
decision about how a dispute should be resolved. In such cases, both the
management and the trade unions are bound by the agreement. The parties
involved must agree to arbitration as they will be bound by the decision of

the arbitrator.

In the case of a dispute between the managers or owners of a business and its
employees the following stages might occur:

® The managers and workers would try to reach an agreement between them.
@ |fagreement is not reached they might seek the help of an intermediary
(condiliation).

The intermediary attends a meeting with representatives from both sides of
the dispute present or meets with each party separately.

If a face-to-face meeting is not appropriate, the intermediary might convey
information from one group to the other.

allow agreement to be reached.

If the dispute cannot be resolved by conciliation, arbitration might be used.
Both sides need to agree to arbitration.

The arbitrator will examine all of the facts of the dispute and make a
judgement that can be binding if both parties have agreed to abide by

the decision.

In the UK, concilfation and arbitration is provided by ACAS (Advisory,
Conciliation and Arbitration Service) which offers help and advice to prevent
or resolve workplace disputes.

Situations in which either conciliation or arbitration might
be useful

Resolving disputes about pay issues.

In disagreements about proposed redundancies.

In cases where an employee believes that he or she has been dismissed unfairly.
When a disagreement has arisen and the employer and/or the employees
believe that they cannot find a solution without outside help.

Collective bargaining: where
discussions take place between
businesses and trade unions on behalf
of a whole group of workers.

Condiliation: an impartia, outside
body assists employers and employees,
by facilitating negotiations and
suggesting a solution to the problem.
Arbitration: an impartial, outside
body makes a decision after hearing
evidence, which will be binding
between employers and employees.

Now test yourself

8 Distinguish between ‘conciliation”
and ‘arbitration’.

Answer on p.213

reses [l

Condiliation aims to find some compromise and common ground that can Revision activity

1 Makealist of possible situations
that can be the cause of a dispute
between employers and their
workers.

N

Draw up a table outlining the
advantages and disadvantages of
trade union membership for both
employers and employees.

Human resource management
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7 People

gle union deals

The meaning of single union deals

A business that recognises and deals with only one trade union is said to have a
single union agreement. This is usually the largest union that works on behalf of
workers in that particular industry.

Why they might be used
Discussions only need to be held with one trade union.

@ |t might increase the potential for reaching agreement as only two parties are
involved.

Once agreement has been reached, the deal would be binding on all
employees.

However, members of trade unions that have not been included in a single
union deal might feel that they are not fully represented.

Organisation structure

Relationship between business objectives, people

and organisation structure

An organisation structure should be designed to meet the changing needs of
the business in terms of growth and development and should allow levels of
authority and responsibility throughout the organisation to be identified.

An organisation chart will give an overview of the number of levels within a
business and the scope of responsibiliy at each level.

Purposes and attributes of an organisation structure

An organisation structure provides a framework for decision making, allowing
flexibility, growth, development and a structure for meeting the needs of a
business. In particular, an organisation structure:

illustrates who is responsible for whom and who is accountable to whom
‘within a business

allows employees to know which task should be their priority when given
work from more than one person

shows who the decision makers are in an organisation

shows the official chain of command

illustrates the official channels of communication

can also show the different functional departments/divisions within a
large business

gives employees some idea of their promotion or progression route within
a business

Now test yourself

9 Briefly explain whya business might
prefer to have a single union deal.

Answer on p.213

Authority: the power to direct and
control the actions of others.
Responsibility: being accountable for
any action taken.

Chain of command: the route through |
which orders will be passed down from
senior managers to employees on the
lower levels of the hierarchy.

ypes of structure

The performance of a business can be influenced by the type of organisation
structure it adopts.

Factors influencing choice of organisation structure

@ Some businesses organise their structure according to the functional
activities taking place within the organisation, e.g. production, finance,
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human resource management or marketing. Each department has a clear
function and its own internal hierarchy.

Other businesses divide the organisation into product groups or
geographical regions depending on the nature of the business involved.
A multi-product business might have a structure for each product,
whereas a business operating in several geographical regions might

have a separate structure for each region, eg. North America, Europe and
southeast Asia.

The structure must be appropriate for the size of the business. Larger
businesses tend to need functional departments. An organisation structure
can the i ip between and the levels of
authority within and across departments.

An organisation structure must be compatible with the aims and objectives
of a business. For example, if the overall aim of a business is growth, the
organisation structure must allow growth to take place without sacrificing
any level of efficiency. When frequent changes need to be made to an
organisation structure this can be very unsettling for many employees.

Functional structure

Figure 2 shows a functional organisation structure.

Chief
Executive
[ I I 1
Finance e Production Marketing
director L director director
director

Financial Management
accountant accountant

Marketing

manager

Figure 2 A functional organisation structure

Advantages and disadvantages of a functional structure
Advantages of a functional structure

@ Specialists will be employed for each functional area.

® There will be a clear hierarchy and chain of command in each department.

® Employees will know how they contribute to the overall business structure.

Disadvantages of a functional structure

@ Communication between departments can break down.

® A lack of communication between departments can lead to a lack of
coordination and a duplication of effort.

It is possible that employees focus only on their department, meaning that
an understanding of the whole business is not developed. In some cases,
actions taken by one department can have a detrimental effect on another
department without the consequences having been considered.

Competition between departments can develop which might not be in the
best interests of the business as a whole.

nisation structure (1
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Organisations structured by product

Many multi-product businesses create cost and profit centres for each product,
with each product having its own organisation structure and specialist teams to
support it.

Advantages of structure by product
@ Employees become specialised in one product.
® Itis straightforward to allocate costs and revenues to a particular product.

Disadvantage of structure by product

There s duplication of effort if each product or area has its own specialist
finance or marketing department. These specialist departments could work:
across different products or could serve more than one geographical region.

Organisations structured by geographical region

d of structure by | region
A business with a division dedicated to one geographical region is more likely to
understand the needs of the local customers.

Disadvantages of structure by geographical region

@ The business might not gain the maximum possible benefit from economies
of scale i business activity is divided between different regions.

@ Local influences might cause geographically remore divisions to move away
from the intended image for the business as a whole.

10 Identify two functions of an

Hierarchical structure

A hierarchical structure demonstrates the levels of authority in a business, with

those with the most authority at the top of the structure and those employees
with the least authority and responsibility placed at the bottom. It can be either
narrow (tall) or flat.

Narrow (tall) organisation structure

This structure is associated with bureaucratic organisations and has many levels,
typically with a small number of personnel reporting to each line manager (see
Figure 3), Examples might include organisations such as the armed forces.

Advantages of a narrow (tall) organisation structure

There are several levels with delegated decision making,

Several levels in the structure mean that employees can progress in small
steps towards higher levels of responsibility.

There s usually a narrow span of control for each manager/supervisor. The
ideal span of control depends on the skill of the employees and the type of
work being undertaken. Highly skilled workers tend to need less supervision
than unskilled workers and therefore could work under a wide span of
conrol.

Senior management has some of the burden of decision making taken on by
managers below them in the hierarchy.

Disadvantages of a narrow (tall) organisation structure

® Some loss of control by senior managers.

® Poorer decisions may be made at lower levels.

® The bureaucratic nature of tall structures requires communication through
several levels, which can be very slow and time consuming.

Span of control: the number of
people directly reporting to one person.

Figure 3 Example of a narrow (tall)

Cambridge International AS and A Level Business Studies Revision Guide



® Higher levels of management can become distanced from lower levelsand (TSP PTSwe——T
might be unaware of sses concerning employees on the lower levls of the[=3" "B TERE
hierarchy. ‘ disadvantage of a tall organisation
® Due to the many layers through which communication must pass, there is a structure.

danger that some communication is ineffective, leading to lack of contact
and/or some duplication of effort or lack of coordination.

Flat organisation structure

A flat structure is frequently found in new businesses, which have small
numbers of employees (see Figure 4). Alternatively, delayering might have

Answer on p.214

only
produced a flat structure due to the removal of some management levels. Ll B
2 | levels of
Advantages of a flat organisation structure hierarchy
@ A fla organisation can aid fast decision making because shop-fioor workers 3

ccommunication has to pass through fewer levels.
® The feeling of ‘them and us’ can be reduced because there is a closer
link between senior managers and the lower levels.

Wide span of control
Each manager is responsible for many ernployees
Figure 4 Example of a flat organisation structure
ion structure

Disadvantages of a flat organis:

® There are limited opportunities for promotion.
@ Usually a flat organisation structure means a much wider span of control. Now test yourself
Managers might find it difficult to communicate directly with a large 12 Identify one advantage and one
number of staff without holding frequent meetings. disadvantage of a flat organisation
® The decision-making responsibility rests with a smaller number of managers, structure.

‘which might prove to be a great burden. Answer on p.214

Formal and informal organisations

Features of a formal structure

® A formal structure is hierarchical. All relationships and levels of authority
and responsibility will be illustrated by the structure. The person with the
most power will be at the top of the hierarchy and the people with the least
power will be at the bottom.

The chain of command will be that which passes from one level to the level
immediately below in the hierarchy. This will also be the official channel of
communication.

The organisation structure can also illustrate the route for delegated tasks.
Tasks should only be delegated to those working on the level immediately
below. Tasks should not usually be delegated across departmental lines.

An organisation structure also illustrates the centralised or decentralised
nature of the business. Centralised structures involve decisions being made
at the top of the ion, while a I has some
decision-making power delegated to the lower levels.

Features of an informal structure
@ Refationships may develop that do not conform to the offical chain of command (MRS T eaa 1]
or channels of communication. These might be between departmental managers | 13 Distinguish between a formal and

who meet and discuss business issues outside the organised meetings. an informal structure.

@ Informal structures can be beneficial if a useful exchange of information 14 Briefly explain what is meant by
takes places. However, sometimes the informal communication can be a channels of communication.
disruptive influence and can be seen as subversive and as undermining the Answers on p.214

official structure or hierarchy of the business.

Organisation structure
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Span of control

The span of control can be narfow o wide (see Figures 5 and 6). The skill level of
employees or the nature of the work being done can determine which is most

appropriate. 1 2 3
Advantages of a narrow span of control Spariaf contiol =3

@ A narrow span of control allows employees to be closely supervised. N —
® There are fewer people for each manager to communicate with. control

® Each manager has fewer employees t be responsible for.

Disadvantages of a narrow span of control ,_l_l_rL'_'_'_l

@ A narrow span of control is frequently used in a bureaucratic organisation
and gives little opportunity for lower levels to contribute to decisions.
L Span of control = 8

® Communication is frequently only one way.
i Figure 6 Example of a wide span of
Advantages of a wide span of control conitrol
@ Employees often have some involvement in decision making, which makes
them feel more satisfied and valued.
® Some management costs might be saved as fewer managers/supervisors are
required.

Disadvantages of a wide span of control

® Large numbers of workers might be difficult to monitor and control and can
lead to mistakes being overlooked.

@ |t can be time consuming to communicate with every individual employee
so more frequent meetings might be required, which might be unpopular.

Matrix structure mj

A matrix structure overrides the normal chain of command. It functions wichin
an overall formal hierarchical business structure. Matrix structures are used to
carry out a specific project and will bring together expertise from a range of
departments. The project leader is not always the most senior person in the
team, but for the purpose of that project they will direct the team regardless of
their ‘normal position in the business hierarchy.

Table 2 lllustration of a matrix structure — functional areas involved in a project

Research & development Production Marketing Finance Human resources
Project Linus v v v v v

Project Relay X | % | 7 | v | % |

Advantages of a matrix structure

The best team will be chosen for a project.

It might improve cooperation and communication between departments.
The most effective use is made of the skills within the business as employees
move from one project to another.

This structure may improve the flexibility of a business, making it more
responsive to changes in the business environment.

Now test yourself

15 Explain one advantage and one
disadvantage of using a matrix

) . structure in a business.
Disadvantages of a matrix structure

@ Employees will temporarily have more than one boss — their usual line Answer on p.214
manager and the project manager.

® Employees might find it difficult to prioritise their work if they are working
on more than one project at a time.

on Guide
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Delegation and accountal

ty

The relationship k el 1 and acc
Delegation is when a task is passed to an employee on a lower level of the
hierarchy of a business. It can spread the workload of a business and lead to
more effective and efficient use of resources.

The authority to complete a task can be delegated, but the ultimate responsibility
for its successful completion remains that of the manager who delegated the task.
The person undertaking the delegated task will be accountable to the manager
but they do not bear the final responsibility. If the employee was not capable of
completing the task, then the fault lies with the manager for delegating a task

to complete that was beyond the employee’s skill level. The chief executive of a
business will be held accountable by the shareholders if the business does not
meet its targets, regardless of who was given various tasks to complete.

Advantages of delegation
@ Employees can feel more valued if they are asked to undertake a job usually
done by their manager, therefore increasing their level of motivation.

Delegation can increase the confidence and skills of workers and prepare
them for promotion in the future.

The manager has time to spend on more complex issues.
Delegation can highlight those employees who are ready for a more
responsible role.

The tasks might be completed quicker, so increasing the efficiency of the
business.

Disadvantages of delegation

@ Managers might fear some loss of control.

@ The manager might keep checking that the task is being done correctly, so
wasting time.

Employees might be jealous if they are not chosen.

Some managers are afraid that their employees will complete tasks more
efficiently and can feel threatened.

When a delegated task involves an employee supervising colleagues, some tension
can be caused that can negatively affect the group of workers and their output.
Time and resources can be wasted if the chosen employee does not have
the necessary skills to complete the task to the required standard.

The impact of delegation on motivation
Delegation is one of the non-financial motivators that a business can use.

Why delegation can be motivating

Delegation can be part of job enrichment and exposes employees to a wider
range of more complex tasks.

Employees feel trusted and might begin to believe that they could be
promoted. This increases their self-esteem.

Delegated tasks can also lead to an employee gaining the respect of their
colleagues, therefore meeting their need for the esteem of co-workers.

Re:

n activity
Using the headings Retail’ and
‘Manufacturing list the advantages and
disadvantages ofa wide and a narrow
span of control, making sure that you
relate each point to the particular
context. This will help you to retain
focus on the context in an examination
question. Make a st of the type of
tasks you expect might be delegated in
a retail and a manufacturing situation.
Make notes of the potential benefits and
drawbacks of using delegation in each
situation.

Now test yourself

16 Outline one advantage and one
disadvantage of delegation.

17 Explain how delegation might
motivate employees.

Answers on p.214

ority and trust

The relationship between span of control and levels of
hierarchy

Many people in any business will be responsible for others in the organisation.
Direct control is exerted over those immediately beneath a manager and
indirect control is exerted over those employees in the levels below that.

Organisat
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The higher levels in a hierarchy usually have a narrower span of control
than those closer to the bottom of the structure. This is because the higher
levels generally have more complex and responsible jobs to complete. Less
complicated tasks that are completed lower down the hierarchy might not need
regular discussion or supervision to take place.

The difference between authority and responsibility

/A manager can have the authority to require employees to perform tasks. By
delegating, a manager might give an employee the authority to carry out a
particular task but the final responsibility for the task being completed correctly
remains with the manager.

in organi

Conflicts between control and trust in delegation

Trust is a two-way process when delegation takes place. The manager must trust
the employee to complete the task satisfactorily. The worker must feel free to
get on with the task without interference from the manager. It is not always
easy for a manager to give up part of their work but, once the decision has been
made, frequent checking on the employee is wasting time that the manager
could spend on more important matters.

ation mj

Centralisation means that decision making is kept at the top of the organisation.
The amount of decision making lower down the hierarchy is very limited.

=
o
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Cent

Advantages of centralisation

® Faster decisions can be made without a need for discussion at lower levels.

@ Clear goals will be given by those in charge, removing the possibility of
departments digressing from the stated aims of the business.

® Decisions will be consistent across all departments or divisions.

® The desired image can be maintained due to the consistency of decisions.

Disadvantages of centralisation

@ There is a larger decision-making burden on only a few individuals at the top
of the business.

® Some better ideas might have been forthcoming from lower levels of the
hierarchy.

@ It does not allow less senior managers to develop their decision-making skills,
50 making them less well prepared for a more senior role.

@ Centralised decision making can prove to be a problem if managers are later
promoted to more senior decision-making roles.

Line and staff management Mj

Line management is defined by the hierarchy of a business. It is demonstrated
by the chain of command and the channels of communication. A manager takes
responsibility for the employees beneath them either directly or indirectly.

Line management: follows the
chain of command as indicated on an
organisation structure. Managers are

Staff management involves those who might offer specialist advice to any responsible for employees beneath
department, product group or regional division within a business. They offer them either directly or indirectly.

advice without having any managerial responsibility for the people they are Staff management: when speciaist
currently advising Staff management is linked to the supporting role offered by | support or advice is offered to departments
some sections of a business, for example, the IT department or finance without any manageril responsbilty for
department. the people being advised.
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Business communication

Communication can be one or two way and is the transfer of information
between two or more parties.

In order for communication to be effective it should be transmitted via

an appropriate medium, and needs to be received and understood by the
intended recipient. In a business situation it can be dangerous to assume that
just because information has been sent, it has been received and understood.

Purposes of communication

The purposes of communication are to:

give instructions

gain information from customers about what they expect from a business
inform customers about the products or services that the business offers
inform employees about the goals of the business

act as a means of involving employees in some decisions

coordinate activities between departments

Methods of communication

The communications methods sed in any business will depend on what
information is being communicated, who is sending the information and who is
receiving it.

What can affect the choice of methods of communication?
@ The type of information that is being communicated. Is the information
sensitive or for general circulation?

® Whether or not the information is being communicated within a business or
between organisations. More formal methods of communication are likely to
be used when information is being passed between organisations than if the
‘communication is only internal.

@ How many people are involved.

® |If feedback is required.

@ Ifa permanent record of the communication is required, eg. confirmation of

ameeting.

lard hods of ¢ ication

Communication might be between individuals, or between an individual and a
group of people.

Written

Letter: a formal means of communication, eg. to confirm the success of a job
application or to confirm a future meeting date with the representatives of
another business.

Report: this is also a formal means of communication. Reports are used in
schools and colleges to give information about the progress and attainment
of students. In business they are used to report on business activities to the
shareholders and other stakeholder groups or to report to managers on the
progress of a project.

Business communicatiol
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Advantages

© There is a permanent record of th

Disadvantages
©Th

® Detailed information can be given because the reader
will be able to reread if necessary. For example, detailed
diagrams can be included in the annual report of a
business.

might take some time. Not all countries
have rapid postal systems. The communication might be
subject to delays.

® If there is too much information, the reader might not read it
all and therefore important information can be overlooked.
“This s particularly true of lengthy reports.

 Handwritten communications are not always legible although
business correspondence is usually typewritten.

® itis possible that the i is misi

Notice board
This method might be useful if the information is intended ¢
peaple within an organisation. It could be used to announce

Advantages

® Alarge number of people have access to the
information.
© Itis a cheap method of communication.

o reach many
a staff meeting.

Disadvantages

© There is no guarantee that the intended recipients will see
the information.

© The way in which people react to the information cannot be
gauged.

Spoken — meetings

Meetings can be smal or large scale. They can be held to pass on information,

1o gain information or for appraisal purposes.

® They allow interaction between those attending.
© Instant feedback can be received.
® The reactions of people can be seen and interpreted.

® Can be time consuming.
® Sometimes other issues are raised that divert the focus of the
meeting.
® Output is lost if meetings take place during normal working
ours.

Spoken — by telephone

between different organisations.

Advantages

® Immediate communication with an instant response.
® Questions can be asked about the information; this can
prevent future misunderstandings.

Telephones can be sed to communicate with people within an organisation or

® The caller cannot know if the person on the other end of the
conversation is actually listening or not.

© Usually a record is not kept of what was said.

® The reactions of the parties involved cannot be seen. Facial
movements and body language can indicate how well the
i is being received.

E-mails

® Fast and global communication both inside the business
and between businesses.

® Detailed information can be sent quicKly, i.e. attached
documents.

® The message might be one of many others and might be
overlooked.

® Information overload if too many e-mails are received. Do the
tight ones get prioritised?

 The information might be accessed by someone other than
the intended recipient.

® They might be seen as less formal by some businesses.

® Their continual use might undermine the abilty of people to

with their colleagues.

Web:

Websites can be used to give information to stakeholders. They can be used
T portray a certain image, eg. to show that the business is an environmentally

friendly and socially responsible organisation.

Cambridge International AS and A Level Business Studies Revision Guide



® Alot of information can be passed on.  The business cannot control who views the website and

© A well-designed website can help to project the image |  therefore care must be taken about the information that is
of the business. placed on it.

® Once a website has been established, it is low cost. ® itis possible for information to be altered, which could be

© Abusiness can reach people that it is not even aware of. | harmful to the reputation of the business.

® Websites must be kept up to date.

Video conferencing

® Video conferencing saves time as people do not need to | @ Physical samples or demonstrations are not possible.
travel to a meeting.  Can be difficult to arrange due to different time zones

© The travel costs are saved. around the world.

® People from different parts of the world can participate
creating better coordination between geographical
divisions within a business.

® The equipment i relatively inexpensive.

© It allows for reactions to be seen.

Mobile phones

® Employees can be contactable 24 hours a day, 7 daysa | @ Employees can feel that they are always at work.
week

® Employees can still be in contact with their office while
away from their workplace.

Channels of communication mj

How communication works within an organisation
Channels of communication often follow the chain of command. There can
be times when the usual channel of communication will not be followed,

eg. if an employee wishes to make a formal complaint about his or her line
'manager. Most businesses require communication to occur both vertically and
horizontally.

The difference k y and ty y, vertical
and horizontal communication

Vertical and horizontal communication can both be one or two way. One-way
communication s used in the passing of orders when a responise or feedback
is not required. Two-way communication can also involve the passing of orders
but some feedback is expected.

Horizontal communication is when information is passed between people on
the same level of the hierarchy.

Vertical communication is when information is passed from one level of the
hierarchy to the next level, either above or below.

Commurication can be one or two way. This will depend on the culture and
the leadership style in the business. Vertical downward communication might
be the passing down of orders, while vertical upward communication could be
giving some feedback on progress on a particular project.

Barriers to effective communication mj

@ Inappropriate medium — it would not be appropriate, for example, to put
a message on a notice board saying that five people in the department were
o be made redundant. A face-to-face meeting would be more appropriate.

Business communication



® Information overload — important messages might be overlooked if too
much information is being received. The increased use of e-mails has been
recognised as a possible cause of information overload.

Too many communication stages — a tall organisation structure

has many levels through which information must travel. This can cause
distortion of the meaning of the original message.

Noise — this can consist of noise from machinery or other conversations
taking place. In meetings, too many people speaking at the same time

can prevent some information from being heard and received. The ‘noise’
might not be a physical noise but might be a distraction such as something
happening elsewhere i the office, which draws your attention away from
your conversation.

Language — inappropriate use of technical language or jargon can prevent
some people from understanding the information given. Communication
between countries must be free of any words that have a different meaning
in another country. Local dialects and expressions are unlikely to be
understood by people outside of a particular region. 18 Briefly explain two barriers to

® Attitudes, perceptions and emotions — our interpretation of a message f:;‘m::&f;‘;’:;xj:fﬁ:f‘;ﬁ
can depend on how we feel emotionally when we receive the message.

Anger can lead s to interpret information differently from when we are Answer on p.214

calm. Anger can also cause some people to ‘stop listening’.
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Now test yourself

he role of management in facilitating commu

[Management must determine what form communication will take to ensure

that it is effective. Points to consider will include:

@ whether communication will be one way or two way, i.e. whether or not
feedback is required

® how many departments are involved

® how many people will be involved in the communication

Communication networks
The different kinds of communication networks are wheel, circle, chain and
connected, as outlined below.

A wheel network

A wheel network is useful if one person is in control of the information and
the recipients do not need to communicate with each other. The person in the
centre of the ‘wheel'is usually the leader of the group and will pass information
1o all other people involved.

A circle network

In a circle network information is not freely exchanged between the members
of the circle. Each person within the circle maintains contact with two others.
Information has to be passed on to those who are not in direct contact with

each other.

A chain network
The chain network follows the hierarchical structure within an organisation.
Communication can be either one or two way.

A connected network

In a connected network, everyone involved has the opportunity to

communicate with each other. Information passes freely between all those g

involved without any set pattern or official channels of communication. All ideas N . Figure 10 A connected network
can be voiced and will be heard, although agreement can sometimes be difficult :f[:’:i“ chan

toreach.
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Re
Make sure that you know the difference between each of the communication
networks mentioned above and practise relating them to different work
situations.

on activity

The role of informal c ications within a k

The standard methods of communication outlined above are formal means of
communication. Most businesses will also experience some informal
communication. Employees meet in various situations inside or outside of the
workplace and their conversations will often involve the place of work.

Discussion can be factual or based on unsupported rumour. Informal
‘communication can be positive or negative for a business. Sometimes managers
can gain important information about the morale of the workforce by using
informal communication. There may be times when management needs to act
1o stop incorrect and damaging rumours being communicated throughout the
business.

Ways in which communication can influence the efficiency

of a business

@ By managers making sure that the people who need information have the
correct information.

Effective communication can minimise the time wasted in decision making.

Time and money can be saved by ensuring that the most appropriate means
of communication are used.

Interdepartmental communication can prevent the duplication of effort and
increase the level of coordination.

Giving relevant information to employees can raise their level of motivation
because they feel involved in the business.

Ways of improving communication in a given situation

Informal communication: information
being passed outside of the official
communication channels.

Now test yourself

19 Explain the difference between a
chain network and a connected
network, giving an example ofa
situation when each might be used.

20 Explain the difference between
formal and informal methods of

communication.
Answers on p.214
= |

n activity

1 Make alist of situations when
informal communication might be
used in a retail situation and in a

ing business.

Communication can be improved by carefully assessing the o be
conveyed and the people who need to receive it so that an appropriate medium
can be used. Care should be taken to provide information in a written format if
alot of details or facts need to be communicated.

It should not be assumed that the same method of communication will be
appropriate in all circumstances. Managers should always assess each
communication need as it arises and should be prepared to change their usual
methods of communication if necessary.

N

Make notes on ways in which the
managers of a business might
communicate information. Try to
include as many business situations
as you can, eg. passing down work
instructions or notifying workers of
redundancies.

Business communication (141)
N



8 Marketing

Marketing planning
=)

Marketing planning is the systematic approach to developing marketing
objectives and setting out specific activities to implement the marketing strategy
o meet those objectives. The result will be a marketing plan.

Marketing planning: the systematic
approach to developing marketing
objectives and setting out specific
activities to implement the marketing
strategy to meet those objectives.

The marketing plan

Figure 1 shows the layout of a typical marketing plan. »

‘An analysis of the organisation,
the market it operates
competitors and consumers

Marketing objectives set in line
with corporate objectives

Target markets chosen after
market research
Marketing mix strategy with a Make sure you know the difference
given budget between a marketing plan (the
systematic approach to organising
TR marketing activities) and a marketing
N ol strategy (the overall integated
approach to marketing a product,
eg, the 4Ps).

Figure 1 A typical marketing plan

Benefits of a marketing plan

A marketing plan can be complex, take time to prepare, be difficult to understand
and lead to inflexibility. However, a properly drawn up marketing plan will make
sure that:

Now test yourself

@ marketing activities contribute to achieving corporate objectives

@ marketing activities are integrated 1 Identify two benefits of a

® resources are used efficiently in a planned way marketing plan.

@ employees are informed and committed to the plan Answer on p.214

® the review and monitoring stage prepares the organisation for change Tested .

Price elasticity of demand considers the effect of a price change on demand.
There are three other measures of elasticity — income elasticity of demand
(YED), promotional elasticity of demand (PrED) and cross elasticity of demand
(CrossED) — and these can all help a business to plan. Knowing the values can
help decide what marketing decisions to make.

Income elasticity of demand (YED)
Consumer income s a huge factor in demand. A recession, unemployment or
economic growth wil affect how much consumers are willing to buy. A rise in

@9 Cambridge International AS and A Level Business Studies Revision Guide



income willlead to a rise in demand for most goods (normal goods). Income Income elasticity of demand (YED):

elasticity of demand measures the degree of responsiveness of demand for a measures the degree of responsiveness
good to a change in consumers' income. of demand for a good to a change in
consumers' income. Demand can be
change in quantity demanded income elastic or income inelastic. |
YD = % change in quantity demanded )

9% change in income

Income elastic demand

Income elastic goods are sensitive to price changes, ie. a change in income
results in a more than proportionate change in demand. The YED of price elastic
goods will be greater than 1.

Income inelastic demand

Income inelastic goods are not sensitive to income changes, that is, a change
in income results in a smaller proportionate change in demand. The YED of
income inelastic goods will be smaller than 1.

Demand may rise with an increase in income (normal goods) or fall with an Normal good:  good with a positive

increase in income (inferior goods). YED, meaning that demand changes
in the same direction as an income
change.

Inferior good: a good with negative
YED, meaning that demand changes

in the opposite direction to an income
change.

9 change in income »

A tallor sold 80 suits at $100 a month. His town suffered a rise in unemployment
and income fell by 10%. His sales of sits fell to 60.

Vep - % change in quantiy suis demanded

YED :%: x 100 divided by ~10 = +2.5

“The positive sign means that demand fell as income fel (suits are a normal good).
As the value s greater than 1, the sits are income elastic, meaning revenue wil

also have fallen from $8,000 o $6,000. Meedepu e ot

measure of elasticity is appropriate.
All measures of elasticity assume that
other factors remain constant, so make
sure you checkif any have changed.

Using income elasticity of demand

@ Ifincome levels are changing, a business can use YED to predict what will Chek thcynubavenored arrecrly
happen to its sales and alter its marketing mix appropriately. For example, if ~ whether the elasticity is positive or
unemployment is forecast to rise, a business may consider lowering price or negative.
using lower quality resources to cut costs and prices.

® Ifa business s selling an inferior good at a time of rising incomes it may need

1o consider improving the quality.

Promotional elasticity of demand (PrED) - -

Promotional activity is a key factor in increasing sales. i elasticity i elasticity of demand
of demand (PrED) measures the degree of responsiveness of demand for a (PrED): measures the degree of
good to a change in promotion spending. responsiveness of demand for a good

10 a change in promotion. Demand

Blomotion:dasiicdemand can be promotion elastic or promotion
inelastic.

Promotion elastic goods are sensitive to changes in promotion, i.. a change in \ )
promotion results in a more than proportionate change in demand. The PreD of
promotion elastic goods will be greater than 1.

Promotion inelastic demand

Promotion inelastic goods are not sensitive to promotion changes, i.e. a change
in promotion results in a smaller proportionate change in demand. The PrED of
promotion inelastic goods will be smaller than 1.

9 change in quantity demanded
PrED = !
% change in promotion spending

Marketing planning @)



A shop sold 40 kettles a week for $10 each. The manager increased spending on
local newspaper adverts from $30 to $36 and sales rose to 44.

iD= % change i quantity kettles demanded
% change in advertising spending
PrED = 10 =405
20
“The positive sign means that demand rose as promation spending increased. As
the value s less than 1, the kettles are promotion inelastic but revenue has still
risen from $400 to $440. The adverts have been effective in raising revenue.

Cross elasticity of demand

The price of other goods may be important in determining the demand for a
good. A rise in the price of margarine may cause an increase in demand for
butter (substitute good). A rise in the price of fuel may cause a decrease in the
demand for large engine cars (complementary good). Cross elasti
demand (CrossED) measures the degree of responsiveness of demand for a
good to a change in the price of another good.

A positive value indicates that the two goods are substitutes for each other.
A negative value indicates that the two goods are complementary. A very low
value means that the two goods are not related.

9 change in quantity demanded

CrossED = ¥ change in quantity demanded
105552 = 3% change in price of another good

Sales of books i a ity fel from 60,000 per week to 50,000 when the price of
e-readers fell from $200 to $160.

Crosgn  .change in quantity books demanded

9 change in price of e-readers
CrossED = —16.67 divided by —20 = +0.83

“The positive sign means that demand for booksis positively related to changes in
the price of e-readers so these are substitute goods.

Now test yourself Tested

2 State two advantages of using demand elasticities to a marketing manager.
3 Calculate the value of the following elasticities:
(a) Income elasticity of demand when income falls by 10% and demand for
good A falls by 15%.
(b) Promotional elasticity of demand when sponsorship costs increase by
6% and demand for good A rises by 10%.
(¢) Cross elasticity of demand when the price of good A rises by 15% and
the demand for good B falls by 10%.

Answers on p.214

Make sure you know the definitions of all the measures of elasticity and what
they mean. Practise calculating them and pay attention to the value of the
result and whether it s positive or negative. Show all your workings.

Q a4
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Check carefully as this determines the
effect of the changes on demand.

Cross elasticity of demand
(CrossED): measures the degree of
responsiveness of demand for a good to
achange in the price of another good.

n activity

1 Producea table to show the effects

on revenue of each of the following:

(2) Anincome elasticity of demand
of 2 when income rises.

(b) A promotional elasticity of
demand of 1.5 when $50k s
spenton advertising.

(©) Cross elasticity of demand of 0.5
for good A when price of good B
tises by 10%.

Write notes tollustrate any

marketing recommendations you

would make based on the table.

n Guide



Product development

Product development involves creating products that are new or different so
that consumers can see new or added value. It is important because all products
will eventually enter the decline stage of their life cycle and need to be replaced.

The product development process
The product development process is shown in Figure 2.

Consider existing products and
market threats and
opportunities with objectives

Create new deas for
products - from suggestions,
market research or R&D

Develop the idea —having
considered the market, design,
production possibity and current
products, the business must be sure
that all costs can be covered before
prototype and inita testing

Final testing by testseling in the
market and market research

Product launch

st launch — monitoring the stages|
in the Ife cycle

Figure 2 The product development process

Sources of new product ideas

Ideas can come from inside or outside a business, but many will come from
research and development programmes, which generate and develop ideas from
elsewhere. Other sources include:

research and development department

universities and government research centres

market research and customers

sales and production staff

meetings to generate ideas

It is important to check that ideas will be saleable in the market. Few initial ideas
become selling products.

motional campaign model

These provide a framework for deciding what kind of promotional methods to
use and how to measure their effectiveness.

AIDA

The AIDA (Attention, Interest, Desire, Action) model takes a business
through the stages a customer goes through when deciding to buy by analysing
the objectives of a promotional campaign and generating ideas matched to each
stage so that consumers are taken along until they decide to buy.

Revi

Product development: the creation
of products that are new or modified
so consumers will see new or additional
benefits.

Now test yourself

4 Briefly explain the product
development process.

5 State two reasons why product
development s important.

Answers on p.214

n activity
Use a diagram to show how product
development is linked to the following:

® product life cycle
® business objectives
® product portfolio
® market research

AIDA (Attention, Interest, Desire,
Action) model: a model describing the
stages a customer goes through when
deciding to buy a product.
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Table 1 The AIDA model

© Introduce product or brand.
® Make consumer aware and
interested in learning more.

colours, repeated words, logo.

@ Bold words, striking graphics, bright

® E.g. television advert, billboard

® Awareness of product/ brand.
® Remembers later when deciding
o buy.

® Describes features.
© Promises rewards/satisfaction.
® Technical attributes.

® Compares with competition
@ Eg. Clip coupons, info ads

® Make consumer think about
how the product might meet
needs.

® Possibil
introdu

ity of buying
ced.

® Consumer actively thinks of

product.
® Consumer makes inquiries.

® Make consumer think product | ® Offers/ddemonstrations.
meets his or her needs.
® Make consumer think he or she

‘must have’ the product.

buy.
© Unique benefits shown.
o Eg. instore display, selling.

® Information on where and how to

® Consumer finds out how to buy.
@ Serious thought about buying.

® Make consumer decide to buy. |  Purchase point.
o Order form.
© Personal selling.

® E.g. sales staff, order forms.

® Consumer buys or takes action
towards buying.

e

Now test yourself
6 What do the initials AIDA stand for?
7 What do the initials DAGMAR stand for?

Answers on p.214

DAGMAR

DAGMAR (Define Advertising Goals for Measured Advertising Results)
builds on AIDA, assuming consumers will move through the stages, then goes
on to measure how effective a promotional campaign is. At the start, attention
will be zero but should rise as the promotions take effect. Successive stages will
see smaller percentages of consumers in them and this measurement can inform
the way the campaign progresses.

Revision activity

Prepare a presentation to explain how the AIDA model might help a business
plan marketing activities for the launch of a new range of DIY tools. Include an
answer to a question about the value of DAGMAR.

Revision activity

For each of the AIDA stages, find an
advert or promotional method from
the press or other media that matches
the purpose of that stage. Prepare a
poster to illustrate this.

DAGMAR (Define Advertising Goals |
for Measured Advertising Results):
a model that s used to measure

how effective advertising or other
promotional methods are, using AIDA
as part of DAGMAR.

When using AIDA or DAGMAR,

make sure you relate these models to
marketing objectives, methods and
ways of measuring effective marketing.

Forecasting marketing data

The need to forecast marketing data, especially sales
Forecasting may:

@ enable a business to determine what changes are taking place in the market
® detect business opportunities and what marketing mix may be appropriate
@ help pinpoint position on a product life cycle

® enable a business to analyse the actions of competitors

g average method
Trend analysis or moving average forecasting assumes that the patterns or
trends of the past will continue into the future. For products affected by regular
changes, eg, seasonal variation, time series analysis combines the moving average
of past data in order to arrive at a forecast for the next few time periods.

=l )

Moving average forecasting: a

method that takes account of regular

variations (typically seasonal) by

combining the moving average value of
| a set of data over time.

on Guide



A typical application isfor sales. It does this by dealing with three components ("~
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: - time perod, which shows the overal
® the underlying trend pattern of movement of a set of data.

@ predictable cyclical or seasonal variations from the trend. Cyclical o seasonal variation: the
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® random, unpredictable events regular variation from the trend, often

. ) due to seasonal factors, which is the
Moving average calculations value for each time period minus the
The data is inspected to see if there is a regular pattern of changes in time and trend.

then the moving average period is chosen accordingly, eg, over a 3-year cycle
(3-year moving average) or quarterly (4-quarter moving average).

Calculatinga 3-period moving average, cyclical variation and forecasting

Average
Sales cyclical

Year | (5000) | 3-period total d variation
2004 |60
2005 |54 60+54+48=162 | 54 0 ~-0.65
2006 |48 54+48+64=166 |55.3 =73 =78
2007 |64 167 55.7 +8.3 +9.5
2008 |55 169 56.3 ~1.3 ~0.65
2009 |50 175 58.3 -8.3 ~7.8
2010 |70 180 60 +10.7 +9.5
201 60 182 60.7 -0.7 ~0.65
2012 52
2013
2014

The 3-period moving average will be the underlying trend of the data over time.
1 To calculate the 3-period totals add up each set of 3 years in tum and place
the total opposite the middle year (col 3).

N

Divide each total by three to give the 3-year moving average or trend (col 4).

Calculate the cyclical variation by yearly sales minus trend (col 5)

B w

For a graphic representation plot on a graph the 3-period moving average or
trend and extrapolate this into 2012 and for each year in the 3-year cycle, add
the average cyclical variation to the forecast point on the trend line for each
year (see Figure 3).

7 Forecast sles
o 2013
68
6 Y

e i Profected rend lne

2 Forecast sales

g 62 - 2014

260

ﬁ 58
56
54
52 Sl Calculations can take a long time.
50 Examiners are likely to present you
28 with a partially completed table and

o ask you to finish it, or ask you to
2004 2006 2008 2010 2012 2014 Time. comment on the way the moving

P —— average method s used in forecasting,

Marketing planning
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Very often quarterly figures show a seasonal variation and the same procedure
is employed except the quarters have to be centred by adding the four quarter
totals in pairs and dividing by two.

Evaluating moving average method of forecasting

This method produces a forecast that takes account of regular variations so is
‘more accurate than simply projecting a trend line. Like any forecast it assumes
that:

® the data used is accurate

® the future will behave in a similar way to the past

Revision activity
Produce a table to show the advantages and disadvantages of using time series

analysis for a toy retailer.

Coordinated marketing m mj

Developing a coordinated marketing mix in relation to
objectives

A marketing mix is only successful if it achieves the marketing objectives set out
in the marketing plan. These objectives must be clear and relate to the overall
business objectives.

The 4Ps must be integrated and reinforce each other.

@ The marketing mix must take account of position in the product life cycle

and market conditions. When discussing the marketing mix,

make sure you relate the 4Ps to each

® There should be research and development for new products to replace St o tsarated e, shesing

older ones. a strategic understanding in relation
® Marketing strategies should be within their set budgets. 0 objectives and/or models such as
@ Flexibility to respond to change should be buil in. AIDA

Globalisation and international marketing
a1 )

Globalisation is the growing integration and interdependence of economies
and cultures and involves increased trade, movement of capital and people. It
results in:

large increases in trade between countries
@ large increases in money moving between countries and in foreign direct
i (FDI) by sand

increasingly similar products and services being sold across the world

a large increase in outsourcing to different countries for components or
services

large increases in international travel and instant communication across the

world 4 -
Globalisation: the growing integration

and interdependence of economies and
cultures and involves increased tradle,
movement of capital and people.

increasingly similar cultures and attitudes across the world

converging income levels across the world

In particular, economic globalisation includes:
® decreasing barriers to trade
@ increasing ease of moving capital and money across countries

Foreign direct investment(FDI):
when a business sets up production or

! distribution facilities in another country.
@ increased incentives for foreign direct investment 4

1al AS and A Level Business Studies Revit




Increased globalisation: the implications for marketing m

Globalisation is a developing phenomenon. It brings great opportunities and

also more risks as businesses are increasingly able to operate in more than one Globalisation means that foreign
country.
Opportunities 1 7
PE i e ard-oic b A h ) i 1 increased competition but also
® Falling tariffs and other barriers to trade mean it is cheaper and easier to sel e o e
to other countries. abroad.

® Costs fall as more efficient, lower-cost labour and materials can be accessed,
5o products can be priced lower.

@ Increasing incomes and access to information sources mean consumers are
exposed to marketing activities and are more able to buy.

@ Large markets are expanded, eg, in Brazil, China, India and Africa.

® Internet-based marketing enables international marketing, even for smaller
businesses.

@ Global branding becomes possible.

Now test yourself

8 Identify four features of
globalisation.

9 State one implication of

Risks globalisation for marketing in:
@ Small or nationally based businesses face increasing competition from global (3) a business’s own country
businesses.

(b) other countries
® Global businesses have to fund ever more expensive marketing campaigns. Answers on p.214

@ People focus on their own culture and reject global products.

Strategies for international marketing mj

The importance of international marketing

In today's world of interdependent economic relationships, even smaller
businesses can consider expanding into selling in another country, especially
as the internet enables communication to particular target groups with cheap
promotion and distribution. This widens the marketing opportunities to
possible customers. Many developing countries offer growing consumer bases
for businesses to sell to. These emerging markets are now actively encouraging
businesses to set up and sell to their populations.

Any business considering international marketing should be aware of the
possible costs and resource implications, as well as making sure that this move
matches their business objectives.

Factors that influence a decision to enter an international
market

A business thinking of entering an international market might consider the
following:

Escaping the risks of competition at home by finding new markets abroad.
Meeting objectives of growth and expansion by finding new markets abroad.

Finding demand that may not exist in the home market, especially for
specialist products.

Increasing size to find economies of scale and lower costs.

The availability of finance and business expertise.

Risks of operating in different cultures, legal arrangements and marketing
environment.

Identifying and selecting an international market

Once a business has decided to enter an international market it must decide International marketing: marketing
where to market. Most businesses begin by looking at one or a small number of | Products andr services to more than
countries to export to, the choice being based on the following: e Couirdry

fig (‘@T)
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Business objectives of growth, product development, and sales.
Business attitude to risk.

Availability of resources including finance and personnel.

Product type — aircraft have fewer sales possibilities than jackets.
Marke research into:

— the size and growth of the market

the economic arrangements including tariffs, exchange rates, laws and
regulations, incentives available

market competition

—  costs of marketing and distribution

— possibility of partnership agreements

political and cultural arrangements

Using this information a small number of countries can be investigated in detail
before a final choice is made.

A business that wishes to expand quickly, has a variety of products, is prepared

1o take a risk and has large amounts of finance, a skilled marketing department

and other managers is likely to choose a different new market than a small

business that cannot afford to take a risk and is prepared to expand slowly

over time. Re:

n activity

i . Finns Furniture manufactures office
Methods of entering an international market i sy ek and orans

® Merging with or taking over an existing business — this has the units. It produces budget low-cost
advantage that there will be production and distribution networks and pieces and a more expensive luxury
trained staff. The disadvantage is that two different organisation culturesand ~ range as well as offering a one-off

workforces have to be put together. peingeyce e dreco AP
considering selling these products in

® Exporting — exporting means marketing and selling products in another Siheio et e ki
country. It involves finding an importer/agent and transport and possibly international presence.
dealing with the government. There may be trade tariffs or quotas to take Produce a report for the board of Finns.
account of but the business wil retain control of the marketing process. Furniture that briefly:

® Licensing — this is when a business licenses another business to distribue @) Sets out the factors they might
and sell a product in return for a fee. Costs are low and there is no risk to the consider in choosing other countries
business. However, there is also no control over the marketing process. I whieits operste

® Franchising — the business charges a fee to other businesses for the righ  (?) Considers three different methods of

. entering the international market.

o use trademarks, logos, promotional material and all that goes with a
brand. Many services are sold internationally in this way, eg. McDonald's and
Avis. Set-up costs are small but income is limited to what has been agreed.

® Joint ventures — this occurs when two businesses contribute resources

toa project. Knowledge, technology and marketing are shared and so are Pk Adubdekatl

the risks and rewards. Trust is essential as there may be conflict about
information or decision making.

Foreign direct investment (FDI) — FDI involves building factories and/or 11 state two advantages of each
offices. There must be an associated marketing plan. FDI can get round trade Ethad

barriers, use lower labour costs, reach lower tax rates and government
incentives and provide direct access to another country’s market. Many large
businesses now take this route despite the high initial costs and the time
taken for investment.

10 Identify three possible methods
a business might use to enter an
international market.

Answers on p.214

The choice between developing pan-global or local

marketing

Pan-global marketing is marketing products and/or services to global markets | Pan-global marketing: marketing
in many different countries. All marketing activities must be integrated across products and/or services to global
national boundaries and global branding developed using the same logos, | markets in many different countries.

advertisement and promotion messages so that everyone receives the same
global message about the business and its products. Businesses such as Suzuki
and Samsuing spend large amounts of money in doing this.

national AS and A Level Business Studies Revis
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An international marketing business has to decide between:

® Pan-global marketing — little or no marketing variation across the world.
® Maintaining local differences within a pan-global approach.

® A multi-domestic strategy, which treats each country as a separate market.
Maintaining local differences in marketing might be needed because having a
standard marketing approach in every country ignores variations between
countries and consumers’ needs may not be met. Local marketing takes
account of these differences. It maintains the global approach but may adopt

varying practices adapred to local markets. For example, adverts in one country

may feature people who are obviously from the country in question, names
may vary, recipes use local ingredients. A business engaging in local global
marketing must make sure that it does not lose the overall global branding
message.

Factors encouraging pan-global marketing

Large size and global presence.

A technical product with high development costs that can be spread.
Experience of being involved in international marketing.

Consumer behaviour/segment similar across world.

Standard distribution methods.

Factors ging. local diff in
Small size and limited international markets.

@ Little experience in international marketing.

@ Varying regulations and cultural attitudes in product area.
® Local distribution methods.

Choosing a strategy to develop a global market
Planning an international marketing strategy is the same process as planning a
domestic marketing strategy but on a bigger scale (see Figure 4).

Select possible Counties and Conduct
thorough market research, Incuding
gal, polticaland cultural factors

Use the market research 1o gecide target
market and segments n selected countries

Investigate and then select entry
methods to markets n chosen countries

bal marketing mix stategy
ptations, all within budgets

implement
wih local

‘Monitor and review In relation to
objectives

Figure 4 Stages in choosi

Now test yourself

o
g
+
[
=
@

12 Define pan-global marketing.

Answer on p.214

All applications of international
marketing should be approached with
the concepts outlined here but these
must be applied to the individual case
of the business and markets in the
situation in question.

Revision activity

Former pilot Guan Lee set up Airgo,a
small airline company, using a number
of contacts in a range of finance
companies, airlines, airports and
government aviation ministries. Airgo
flew passengers and freight between
local airports, offering cheap flights. It
was able to do this because it provided
no inflight services and internet-only
ticketing and checking-in plus charging
for baggage. The number of inflight
staff was the minimum needed for legal
requirements.

Guan soon realised the domestic

market was saturated. He be;

investigating flying to and from other
countries, and research indicated that
there were real possibilities to get
business in an international market. He
made the decision to go ahead.

(@) Explain how Airgo might set about
deciding which international markets
to operate in.

(b) Evaluate the most appropriate
method for Airgo to use in entering
the international market.

7N

Globalisation and international marketing (151



9 Operations and project

management

Operations planning
g (ERP) = )

ERP is software that integrates management information from all business
functions into a single [T-based system. It allows relevant information to
be assessed and dealt with by the organisation, suppliers, customers and
government so that costs and resources are minimised.

Enterprise resource plan

Main features of an ERP programme

An ERP system will be broken down into stand-alone or fully integrated

modules, reflecting the functional areas such as marketing or finance. All the

modules draw from and contribute to a central database, allowing shared
Specialists supply off-the-shelf software or ERP systems.

Without ERP the production department may not know details of orders or the

finance department may be unaware of component costs. ERP deals with:

@ supply chain management — ordering of raw materials and energy

® production — transforming inputs to output

@ customer relation management — dealing with customers’ enquiries, orders

and delivery

Every business involved in production will be able to find out:

® what has been ordered
@ how many components/raw materials of what type are needed
® whether raw material is in stock Now test yourself
@ the progress of an order ‘What do the initials ERP stand for?
® stocks available to meet orders State three benefits from
@ whether payment has been requested or paid introducing ERP.
R o State one disadvantage of
The advantages of ERP are that it leads to lowered costs, greater communication introducing ERP.

and integration, lower inventory levels and quicker decisions. The disadvantages
are that ERP systems are expensive and can take many months to become fully
operational.

Answers on p.214

How ERP can improve business efficiency
Better inventory control
Inventory is the raw materials, work in progress and finished goods held. ERP
allows all areas to know precisely what inventory is held, what materials are
needed for planned production and levels of unsold stocks. ERP matches fatedals, work Inproptessiand fnished
i - i goods.
incoming orders to unsold stock and/or plans the required production, including . )
using or ordering raw materials or labour. The finance for these will automatically
be released and customers informed about progress and delivery times.

Inventory: made up of stocks of raw ‘

More accurate costing and pricing

Because ERP contains information on all the resources needed for production,
the exact cost of each order and unit is known, making setting a profit-making
price easier. Prices can be varied to suit individual customers.

Cambridge International AS and A Level Business Studies Revision Guide



Higher capacity uti jon
Capacity utilisation (see below) is the proportion of full capacity currently being
produced. The higher it is, the more efficient the business.

ERP tells the business exactly what orders are confirmed or possible, when they
might have to be delivered and what resources are needed to meet them. This
information allows as full a capacity as possible to be planned for, especially as
finance can be planned into the process.

Faster responses to change
Any changes in orders, stocks, prices or availability of supplies or employees will be
quickly picked up and decisions can be made on this information. Decisions will

link all areas together in a planned, coherent way and enable flexible fast responses.

Better use of management information

ERP is the organisation of information in all business functional areas, enabling
managers to take decisions based on the whole production process rather than
individual isolated parts. This enables waste to be reduced.

Capadity utilisation

Capacity is the maximum output that can be produced using currently available
resources. Capacity utilisation is the proportion of full capacity of a business
unit currently being produced. It is important because operating at under or
over maximum capacity results in higher costs and less efficient use of resources.

Measurement and sig| ce of capacity

Maximum capacity is determined by the available resources of land, labour and
capital, When these are being fully used, a business operates at full or maximum
capacity. If there is spare capacity, resources will not be used but they might still
incur costs, eg. staff not working may still be paid, machines may attract interest
payments. These fixed costs still have to be paid for. The lower capacity
utilisation is, the higher the fixed cost per unit of output is, and it will be more
difficult to make profits as the selling price will cover less of the fixed costs
(lower contribution per unit to fixed costs and profit).

How capacity utilisation can be measured
Capacity utilisation is calculated by the formula:

. o current output x 100
capacity utilisation = =
maximum possible output

A factory can produce 1,600 units per day and is now producing 1,200, Capacity
utilisation will be 1,200 x 100/1600 = 75%

Implications of operating under maximum capacity
Operating under maximum capacity means there are unused resources that
have to be paid for but do not contribute to generating an income.

Causes of under utilisation

Falling demand, possibly due to a new competitor, a failure to achieve
marketing targets or changes in consumers’ tastes or incomes.
Seasonal variations.

Increasing capacity in the business.

Inefficiency in production.

ERP is only really effective if it s fully
operational across all areas of business
operation. It is not a magic answer to

operations problems in every business.

Capacity utilisation: the proportion of
full capacity of a business unit currently
being produced.

Revised

Now test yourself

4 Define capacity utiisation.

Answer on p.214

Capacity utilisation

ect manageme
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Table 1 Implications of under capacity operation

Positive implications

Negative implications

® Ability to take and meet sudden
large orders quickly.
® Flexibility in production.

® Higher unit fixed costs leading to
pressure to increase prices.

® Under or unemployed resources
leading to poor motivation.

 Unsold output leading to higher
inventory costs.

® Inefficiency in production leading to
higher costs.

Implications of operating over maximum capacity

If demand is greater than full capacity, a business can take steps to increase
production in the short term. This may mean:

some customers are disappointed or receive late delivery

quality may fall

employees and managers may become stressed

regular machinery maintenance may be difficult

costs increase because of steps taken to increase production

Increasing capacity utilisation

Operating at just below full capacity, e.g. 85-95%, is often seen as optimal as it
lowers fixed cost per unit while retaining some flexibilicy to meet new orders,
maintain equipment or train employees. Businesses must identify the reasons
for under capacity operation. If it is market-related, a new marketing campaign
o get more orders may be wise; if it is related to falling long-term sales, cutting
capacity may be required.

Methods of improving capacity utilisation

Rationalisation and downsizing

Rationalisation is reorganising resources to increase efficiency and reduce
capacity. It is often used when demand falls and is expected to remain lower.
Three possible methods are:

reducing labour force through redundancy, cutting working hours, stopping
recruitment and/or redeploying staff to other jobs

reducing the cost of assets by closing factories/offices and/or selling or
leasing them

@ selling leasing or mothballing machinery and equipment

Increasing production

A business can start using underemployed or unemployed resources if extra
orders arrive. There are other possibilities:

adding labour by extra shifts or paying for overtime

using zero hour contracts that only pay employees when they are actually
working

outsourcing or subcontracting work to other businesses that can deliver the
right quality; this is often achieved by permanent arrangements with other
businesses that can be called on when required

Now test yourself

5 Abusiness has output in May of
400 units and maximum possible
output per month of 600 units.

(a) Calculate its capacity utilisation.

(b) Explain two reasons why the
business might be operating at
this level.

(€) Explain two reasons why the
business might want to increase
capacity utilisation to 90%.

6 Outline three ways a business
might be able to increase capacity
utilisation.

Answers on p.214

Benefits of outsourcing
Outsourcing successfully requires careful checks on quality, reliability and prices.
Assuming these are carried out the benefits may be:

Cam|
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part of its production,
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Outsourcing: when a business pays

another firm to supply components or
services instead of providing them as




® Access to specialised equipment and expertise, lowering costs. Now test yourself

® Enabling a focus on core activities, not worrying about those outsourced. 7 Explain why many businesses
@ Sharing risks with the other business. outsource some of their

@ Lower operational, recruitment and overhead costs. praducion;

@ Flexibility to bring in additional resources when required. Answer on p.214

Lean production and
ity management

Lean production is an approach to production tha stresses efficiency through
the systematic examination of all processes to try and achieve quality with
minimum waste. Quality management is how a business tries to achieve the quality

qua

that the customer wants.

These concepts apply to whatever production method a business uses.

Lean production

Lean production uses resources as efficiently as possible to achieve desired
quality with minimum waste. It employs a range of techniques including kaizen,
cell production, justin-time, flexible specialisms and simultaneous engineering.

Using these will produce:
higher quality

lower costs and lower waste
greater efficiency
improved cash flow

more employee involvement and motivation required by the customer in terms of

=l )

@
g
So
g
&
=
et
v
2
2
s
°
c
<
w
c
2
®
S
3
2
o
(-}

Lean production: a way of operating
that uses resources as efficiently as
possible to achieve desired quality with
minimum waste.

Quality: the fitness for purpose as

design, relabiliy, level of faults and
durability.

Lean production is not a method like batch or flow production. It is a set
of techniques and attitudes that are applied in a business to make it more

efficient.

Lean production requires an effective supply chain, trained and motivated
employees and can reduce the opportunities for economies of scale and
flexbility to meet sudden changes in demand.

Table 2 Lean production and links with production processes

Inventory control Low inventory levels using just-In-time

Quality

Continuous quality assurance using total
quality management

Employees’ roles.

Highly skilled, teamwork, flexible in roles,
responsible for quality using cell production.

Capacity management

Flexible production when required to meet
orders using flexible specialism and time-based
management.

Efficiency

Lower costs, lower waste, planned movements
of materials.

Methods of meeting customer demand more effi

Cell production: a production
technique that uses teams (cell) of

ently

@ Cell production — Cell production is using teams (cells) of employees who | employees who make their own
make their own decisions about the task they have to perform. The cellis decisions about the task they have to

for dealing with

orders, work rotas, quality | perform.

Lean production and quality management Qtj)



9 Operations and project managenm

and use of equipment. This motivates employees, gives them control and
enables better quality.
® Time-based — Products are
produced in response to consumer wants. New products have
10 be developed over time. This method arranges for development
processes to occur at the same time whenever possible, rather than
in a sequence. This enables a business to bring a new product to the
market to meet consumers' demands to the market much more
quickly.
Flexible specialism — Flexibilicy in equipment and employees enables
a basic product to be produced with a range of options. Cars can have
different colours, engine sizes, internal features and wheels. Flexible specialism
allows this to happen on a single minimum cost production line to the exact
specification ordered by each customer.

Revi

Time-based management
(simultaneous engineering):
system for enabling development
processes to happen at the same time
whenever possible, saving time in
bringing a product to the market.
Flexible specialism: producing a
basic product with a limited number of
variations.

n activity
Use a spider diagram to show how lean
production might achieve these aims:
® meeting customer needs more exactly
® lowering the level of waste

@ reducing business costs

Kaizen in the context of lean production

Kaizen (continuous improvement) involves all workers being responsible for
making improvements in production processes. It relies on workers taking on
this responsibility and managers being prepared to allow them to do so. The
changes are often on-going, regular and small but add up to significant large
scale improvement. Kaizen is simple and cheap to implement. The regular small
changes and the constant seeking for improvement lead to:

improvements in productivity

less waste

alower breakeven level of output

more responsiveness to customer needs

greater employee motivation and involvement

Costs of kaizen
® Training employees and managers in new attitudes.
Setting up teams and empowering employees.

o= )

Kaizen: continuous, regular, small
improvements suggested by all
employees as part of a culture of
improvement.

Now test yourself

8 Define kaizen.

9 Identify two reasons why many
businesses have implemented
kaizen.

10 Give two requirements for a
successful introduction of kaizen.

Answers on p.214

°
@ Dealing with employees who do not want greater ir
® Making sure that all staff are involved.

Just-in-time (JIT) and its implications for lean production

Just-in-time (JIT) systems use s little inventory as possible. Raw materials are
ordered as required for production, work in progress is minimised by only
producing for firm orders and finished good are despatched immediately.
Production is ‘pulled through from the customer, not ‘pushed’ by the business
producing goods that then have to be sold. The result is:

® low inventory holding costs and no overproduction
® time saved in moving supplies about

® less waste

@ immediate delivery to customers

@ improved quality and lower costs

Successful IT depends on:

® reliable raw material suppliers on quick delivery time, quantity and quality
accurate forecasts of customer demand

a flexible workforce and reliable machinery

enterprise resource planning (ERP) to integrate demand, production and
suppliers

onal AS and A Level Busir
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Just-in-time (JIT): JIT systems minimise
inventory holding by producing goods
1o order using raw materials obtained
for that purpose.

Remember that quality is about
meeting customers’ needs, not about
the expensiveness or cost of a product.




Quality control and quality assurance

Quality in terms of customer demands

There is no absolute quality measurement. A quality product is one that meets
the requirement of the customer. This may be defined in terms of either a set
of standards or specifications or in the sense of being fit for use’as a minimum
standard. A cheap, throw-away razor will be less well made and durable than

a more expensive, metal razor but each may be acceptable to the customer in
terms of quality in relation to the price. This means it is vital to know what the
customer is demanding and to produce this at minimum cost to the business.
Any relevant legal requirements must also be met.

ect managel
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The importance of quality assurance PT—— T
Quality assurance is a system for assuring customers that processes exist to assuring customers that processes exist -]
maintain quality at every stage in production, including raw material supplies. It to maintain quality at every stage in w
is often based on the idea that each production process acts as a supplier to an production. c
internal customer — the next stage. This means that faults are picked up during Quality control: the methods used -g
production and quality control is built into production. Waste is minimised as | to check quality is assured, including [
faults can be corrected at each stage, instead of having to throw away a finished inspection, testing random samples and I
product. Quality assurance is closely linked to kaizen and is essential for lean involving the workforce g =
production. If quality assurance is not in place, businesses face waste, dissatisfied 2 O
customers, lost orders and inefficient production. (-2

Advantages of quality assurance

@ Greater employee involvement and motivation.

® Lower costs as defects can be corrected as they occur (right first time).
@ Employees are in the best position to detect and correct faults.

Now test yourself

Disadvantages of quality assurance 1 Explain the difference between
@ Greater demands on employees may reduce motivation. quality assurance and quality

@ Conflicts with focus on levels of output. control.
@ Cost of training and time for checking at each stage. Answer on p.214
@ Not all products need high standard of quality so time wasted.

150 9000 guarantees a documented quality assurance system and there are
other government or industry awards for businesses that demonstrate quality
assurance procedures.

Methods of quality control mj

Quality control is the methods used to check that quality is assured. These
include inspection, testing random samples and involving the workforce.

Traditional quality control has focused on quality inspectors testing examples of
the finished products to check they meet the quality standards. The examples
are chosen at random and if faults are found more checks are carried out on the
rest of the products.

Advantages of traditional end result quality control

® Experts check quality.

@ Regular production problems can be highlighted and corrected.
@ Faulty products are removed.

Revision activity
Disadvantages of traditional end result quality control e tbito compare theadvantages
® Not every product is checked — method relies on statistical techniques. and disadvantages of quality assurance

@ Negative for employees as the focus is on detecting faults. and quality control.

Lean producti jement (1
\
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@ No responsibility on employees for quality so they are less likely to monitor
their production.
@ Waste results as faulty products are only found when finished.

Involving the workforce in quality control

Quality control need not be carried out at the end of production. It can be
done at each stage by employees checking that they have met the quality
standards involved in their task. This requires employees to be trained in quality
standards and how to apply them. This kind of quality control is found in quality
assurance or total quality management

Remember that: quality control s used
to check quality, quality assurance
involves setting up procedures to
assure quality and TQM involves
setting up a corporate culture of
quality improvement.

Total quality management (TQM)

Aims and effectiveness of TQM

Derning set out TQM in the 1980s as a formal plan for quality assurance
requiring commitment from the whole organisation and its employees to quality
control in every task. This applies throughout the production process, from
quality of raw materials to finished product. Its main points are:

Get it right first time consistently.

All staff must be committed to continuous improvement in quality.
Build partnerships with suppliers.

Al staff are educated and trained in responsibility for quality.
Supervisors should encourage, not find fault.

Problem solving to be shared.

Clear achievable goals for each employee and task.

Workers to take pride in their work.

An organisation structure and culture to support the above.

The potential of kaizen in TQM

TQM incorporates kaizen as a key part of its plan. TQM demands that all
employees:

@ are committed to continuous improvement

@ share problem solving

® are educated and trained to take responsibility for quality

These are vital components of the kaizen approach to continuous improvement.
Methods used to enact this include quality chains of internal supplier/customer
relationships and quality circles where groups of employees meet to discuiss
quality improvement ideas.

o= )

Total quality management (TQM):
involves changing corporate culture
50 that all employees are involved in
continuous quality improvement.

Now test yourself
12 Define TQM.
13 Briefly explain the link between

kaizen and TQM.
Answers on p.214

reses [l

Benchmarking is comparing a firm's procedures or products with the best
practice in other businesses. The firm can then change its procedures or
products to be at least as good as the best practice.

The importance of benchmarking in quality control
Successful benchmarking results in an improvement in quality. Being at least
equal to the best will mean a business can present its products as market leaders
and gain a reputation for reliability and quality.

Advantages of benchmarking
@ By using information gained from observing other firms a business can
improve quality.

Cambridge Int: onal AS and A Level Busines:
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Benchmarking: comparing a firm's
procedures or products with best
practice in similar firms in order
toidentify and carry out possible
improvements.




@ Best practice standards can lead to setting clear targets.
® Costs and waste can be reduced.

Disadvantages of benchmarking

® Itis difficult to gain accurate information from other businesses.
@ The temptation is to copy rather than build on best practice.

@ The cost of collecting information may be more than any gains.

Project management

A project is a particular business scheme with a specific objective, time scale
and budget. It usually contains a number of activities and tasks that must be
completed, some in a particular order. Project management deals with how
resources are planned, organised and managed to complete the project
successfully from start to finish in the set time allowed. Examples of projects
include the building of a stadium or installing a new IT network. A-level project
management focuses on managing time.

e need for projects and projec nagemel

Businesses operate at two levels. One is the day-to-day activities involved in
finance, production, marketing and dealing with employees. The other is the way
in which new activities for change are thought of, planned for and implemented.
Many of these changes take the form of projects and need planning, Business
environments are always changing, and projects are often a result of the need to
react to change, eg. prices change so a business decides it is worthwhile opening
afactory in another country. This becomes a project.

Project failure

Project failure includes one or more of the following:

@ The project is not completed at all.

@ The project is not completed in the time allowed.
® The project costs more than the amount budgeted.
® Quality is not what was planned for.

Reasons for project failure

@ Changes in the business environment, eg. a ferry terminal baggage handling
system has to be redesigned halfway through the project because two major
new ferry routes are opened.

Poor project management or interference by other managers.

Weaknesses in the project management team.

Cost overruns because prices rise unexpectedly.

Loss of focus on the business benefits, g, a new building is designed well
but not all its facilities are used.

Warning signs on lateness or cost overruns are ignored.

Now test yourself
14 Define benchmarking.

15 Identify two advantages and two
disadvantages of benchmarking.

Answers on p.215
rescd [l

Project: a series of activities with

a defined beginning and end that

are designed to achieve a particular
objective.

Project management: planning,
organising and managing resources to
complete a project within a set time
scale and budget.

Now test yourself
16 Define project management.
17 State three reasons why a project
may fail and give an example for
each.

Answers on p.215

Network diagrams

Network or critical path analysis (CPA) uses a network diagram of the activities
needed to complete a project. The diagram shows the time taken for each
activity and the order in which they must be completed.

Network diagram: a diagram that
identifies all the activities in a project,
the time they take and the order in
which they must be completed. The
diagram is a key tool in network
analysis or critical path analysis (CPA).

t manag
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Constructing a network diagram
To construct a network diagram, you need to:

identify all the project activities and the time taken for each

identify which activities must follow another and which can be done at the
same time
use this information to draw the network

Building a studio art gallery

Activity Lengthindays | Must follow
A Lay foundations and floor 10

B Build walls 8 A

€ Add roof 5 B

D Plaster walls and ceiling 1 G

E Install electrics 4 B

F  Fit wooden doorframes 2 D

G Fit windows, door and paint 4 D

H _Install hanging technology 6 D,E

| Fit outside fixtures 4 &

be done at the same time.

Some activities need to follow another, eg. C must follow B. Some can be done at the same time as others, eg. F, G, H and | can all

Main elements of the network diagram

Activities: are the tasks to be completed. Shown as a line with their
duration and an arrow to show direction.

Nodes identify the start and end of an activity. Nodes are shown as circles,
with earliest start time (EST) possible for the next activity and latest
finish time (LFT) possible for the previous activity. The LFT shows the
latest time an activity can be started without delaying the whole project.
Dummy act jes occur when an activity cannot start until two other
activities have finished and these have the same starting and ending nodes.
To avoid ambiguity, the dummy has a duration of zero and is shown as a
dotted line.

Minimum project duration is the shortest possible time in which a project
can be completed,

Critical path lysis: d the network di.
To draw up a network diagram you need to work from left to rig!

@ drawa start node
® draw activities as lines, each one starting and ending at a node.

make sure that activities that require a completed previous one follow from
the correct node

check for any dummy activities and show as a dotted line
® show a finishing node to draw all activities to the conclusion

Using critical path analysis

@ Work from left to right and enter the ESTs, taking the highest EST where
there are two routes to a node.

This will give the minimum project duration. Note that this s usually less
than the total time for all the individual activities as some can be carried out
simultaneously.

Activity: one of the specific tasks
involved in completing a project.
Node: identifies the start and finish of
an activity. Each is given an identifying
number.

Earliest start time: the earliest
possible time an activity can start after
the beginning of the project.
Latest finishing time: the latest
possible time an activity can finish
without delaying the whole project.
Dummy activity: an activity that has
a duration of zero and indicates when
an activity cannot start until two other
activities with the same starting and
ending nodes have finished.
Minimum project duration: the
shortest possible time in which a
project can be completed.

Now test yourself

18 On a network diagram explain
what is shown by the following:
(a) aline
(b)acircle
(€) two parallel lines
(d)an arrow

Answers on p.215
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® Work from right to left and enter the latest finishing times, starting with the
EST in the finishing node as the LFT at that point. Use the lowest LFT at
each node.

The critical path is the sequence of activities that cannot be delayed
without delaying the whole project. The activities on this path are critical
acti s shown with two parallel lines on each critical activity.

® (itical path nodes and activities will have EST = LFT.

whole project.

Critical path: the sequence of activities |

that cannot be delayed without
delaying the whole project.

Critical activities: activities that
cannot be delayed without delaying the

Building a studio art gallery
Figure 1 shows the network, ESTs, LFTs, a dummy activity and the critical path.

y(

Anwny
i y @ <y

5 0 18 )T 7)1

ammy

node duration

number
//: Critical path
— — — = Dummy activity

Figure 1 Network diagram: building a studio art gallery

Finding minimum project duration and critical path

® Minimum project duration is 30 days.

® Activities A, B, C, D, and H are critical activities.

 Activities E, £, G, and | are non-critical and can be delayed without delaying the
whole project:

® Note that the critical path goes via the dummy activity.

Calculation of total and free float

 Total float and free float enable the calculation of how long an activity can be
delayed before the next activity o the whole project is delayed.

® Total float is the maximum length of time an activity can be delayed without
delaying the whole project = LFT — duration — EST.

® For activity E total float = 24 — 4 — 18 = 2, meaning that E can be delayed for
2 days and the project will il finish in 30 days.

® free float is the maximum length of time an activity can be delayed without
delaying the next activity = EST next activity - duration — EST.

® For activity E free float = 24 — 4 — 18 = 2, meaning that activity € can be delayed
for 2 days until day 20 because H must start on day 24.

without delaying the next activity.

Total float: the maximum length
of time an activity can be delayed
without delaying the whole project.

Free float: the maximum length
of time an activity can be delayed

&

Revision activity
Produce a brief guide to critical path analysis for a student on work experience.
Include brief explanations of the following:

nodes
minimum project duration

earliest start and finish times

free and total float

the critical path

the value of critical path analysis in carrying out a project

Using critical path analysis can be
time consuming. You must be able to
draw and interpret network diagrams,
complete them if there are missing
elements and understand how critical
path analysis is useful when carrying

outa project.

Project management @
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CPA as a management tool

CPA enables planning of complex projects with an indication of the times by
which activities must be completed and how important meeting those times is.
This enables efficiency and minimising costs. CPA can do the following:
Calculate project duration, enabling deliveries for supplies and other
resources to be planned.

Show when activities are scheduled to happen, enabling resources to be
available ar exactly those times, prioritising the critical activities.

Use EST and LFT to monitor progress and transfer resources from non-
critical to critical activities if necessary to prevent lateness.

Use total and free float to help decide which activities might need to be
focused on. Those with high floats can spare resources for more criical activities.
Decide which tasks can be carried out simultaneously.

Indicate when there might be resource constraints, especially labour. It may
be possible to carry out a number of activities at the same time but will
there be enough resources to do this? CPA can show how to use a minimum
of resources for the project.

Be easily programmed into software packages to enable lean production and
good supplier and customer relations.

Use ‘what i analysis to judge the effect of different possible scenarios, eg,
the effect of taking more time for one activity.
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Problems with CPA
Relies on accurate data; this may not be available, especially as many projects
are new.

® Encourages rigid thinking and does not guarantee success.
@ Needs constant review, monitoring and management to be effective.
@ Encourages focus on timing and speed rather than quality or flexibility.

Revision activity

An earthquake happens at 6.45 p.m. and a television company plans to feature the results on the 10 pm. news. The producer
draws up a st of the tasks that need to be done in order to make this possible.

Production tasks for earthquake report

A Communicate with local broadcasters 15
B Interview earthquake expert 20
C  Film and interview in earthquake area 60 AB
D Emergency planning officer interviewed 20 C
E  Studio review 30 C
F  Prepare film 25 &
G Edit film 30 A, B, C,DEF
1 Draw a network diagram.
2 identify the following:
(2) minimum project duration
(b) critical path
3 Calculate free float and total float for Activity D.
4 Will the television company be able to show its programme on the 10 p.m. news?
5 The emergency planning officer cannot be located at once, and his interview takes 45 minutes. How might the company
still be able to show the programme on the 10 p.m. news?
6 Evaluate the usefulness of CPA to the television company.

on Guide
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10 Finance and accounting

Costs
= )

Businesses take differing approaches to how they calculate the cost of a
particular product. A business might be divided up into sections, with each
of them being required to monitor and control their own costs as well as to
function profitably, i.e. cost and profit centres.

‘When calculating costs, it is essential that all costs are included. As well as
the identifiable variable costs, businesses will also need to cover their fixed
costs (overheads).

There are two main methods that businesses use to calculate the cost
information required for decision making.

Differences between absorption and contribution costing
Absorption costing

Absorption costing requires all of the costs of a business to be ‘absorbed”
into the costs of the products made by the business. The variable costs
identifiable with a particular product or service together with identifiable
indirect costs must both be covered. Indirect costs that cannot be directly
linked to one product or another also need to be covered. Some means of
sharing out (apportioning) those costs between the various products or
departments must be found.

Absorption costing is used when a business produces a range of products
or services and needs to calculate the price it should charge for a specific
product or service. The business needs to know the full cost of each product
that must be covered.

Absorption costing: requires that all
costs (fixed and variable) are included in
the cost of production of a product.

The apportioning of indirect costs can vary depending on which indirect
cost is involved. The cost of rent of a business might be apportioned
according to how much space each of the products uses. The cost of the
human resources department is more likely to be apportioned according to
how many people are employed in each cost centre.

A business might also decide to allocate all indirect costs based on the
number of employees in each department.

The business can use the full cost of a product to decide what price can be
charged that would cover all of the costs involved. Some businesses will also
include a desired level of profit into their calculation of full costs.

Contribution costing (marginal costing)

@ Contribution costing s the calculation of the cost of producing one extra | o .

; i , Contribution costing: when only
product. Any revenue gained above the marginal cost is a contribution to the variable costs of a product are
fixed costs and will be profit after all fixed costs have been covered. T,

@ In contribution costing the business is only concerned with the total variable

costs for a product or service. Fixed costs or overheads are not included so



the 'full cost’ of making a product is not covered. The role of contribution (TP R T g YES)
costing is to consider whether the product makes a positive contribution to
fixed costs or not. If a positive contribution is made, it is worth the business
manufacturing the product or providing the service.

Contribution costing is only used in exceptional circumstances because
ultimately all costs have to be covered. Answers on p.215

1 Whatis meant by the term
‘absorption costing”?

2 Define ‘contribution costing.

Appropriate circumstances for using contribution costing
‘One-off’ special orders

A business has been asked to supply a batch of products at a price much lower
than they would normally sell for. If the business were to use the absorption
costing method, the order would be rejected because the total costs (FC + VC)
of producing the order would not be covered by the price that the customer is
willing to pay.

Compot Lt makes ready meals that sel to retailers for $2 each. A major supermarket has approached Compot Lid to supply
10,000 ready meals but it is only willing to pay $1.50 per meal. The planned output per year is 150,000 units. Fixed costs per annum
are $80,000.

Based on the planned level of output, the costs of production are as follows:

® direct labour cost s $0.25 per unit

® materials cost $0.95 per unit

 fixed costs are $050 per unit
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Should Compot Ltd accept the order from the supermarket?
“The ful cost of production is §170 (0.25 + 095 + 0.50) meaning that it would make a loss of $0.20 per meal sold. However, the
fixed costs are already covered by the planned output.

Using contribution costing it is only the marginal cost of the order that needs to be considered. Therefore, the costs of the extra
order for 10,000 ready meals would be §120 (0.25 + 095) meaning that a contribution towards fixed costs and profits of $0.30

would be made per meal. $ ~
(

This type of costing for an additional order can only work if the business has some Contribution: the difference

spare capacity andifis current regular custorers do ot hear that it has been sellng | Betiteen seling price and

ready meals at this lower price. L )
‘Make or buy’ decisions
A business might need to make a decision whether it should continue to

> Now test yourself
manufacture all its products or whether it would be more profitable to buy
them in from another business. 3 state two situations in which a
i X . } . . business might use contribution

The business will be getting a contribution to fixed costs if the price that it costing,

receives for the product is higher than the variable cost of its manufacture.

If it decided to stop production and buy the products in from another
manufacturer, the contribution to fixed costs would be lost. The remaining
products manufactured by the business would have to cover more of the fixed
costs than previously.

Answer on p.215

Creative Arts manufactures large wooden ornaments that it sels to retallers ata price of $25 per item. Its planned output for the
year is 6,000 ornaments. Fixed costs are $24,000. The variable costs per omament are:

® direct labour $8

® direct materials $10

Creative Arts has recently been approached by a local artist who has offered to supply it with identical ornaments but at a price of
only $21. Should Creative Arts stop manufacturing ornaments and buy them from the local artist?

Using absorption costing, the ornaments cost Creative Arts $22 to manufacture, giving it a profit of §3 dolars per ornament.

n Guide




Ifit orders from the local artist it would pay $21 per ornament. IFit continues to sell the ornaments at $25 it now has a profit of
$4 — or does it? I still has to cover i fixed costs. Therefore,it has achieved a contribution to fixed costs of $4 per ornament not a
$4 profit.

Fixed costs are 24,000, which is $4 per ornament, and still need to be covered whether or not Creative Arts manufactures the
ormaments. This means that the actual cost of each ormament bought in would be $25 (521 + $4).

Creative Arts might still consider buying in the ornaments rather than make them if the production capacity could be used to
produce another product that could make a greater contribution to fixed costs.

To decide whether to stop production of a product

The revenue from the sale of a product might not cover the full cost of
production but should a business stop production of that item? Contribution
costing can be used to make the decision.

Jamelee Ltd manufactures coordinating leisure wear. It makes trousers, shirts and jumpers in matching colours.
The fixed costs for Jamelee are $60,000, which are apportioned to the three items 50%, 30% and 20% respectively.
“The business produces 18,000 shirts, 10,000 pairs of trousers, and 4000 jumpers per year.
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The costs and revenues are as follows:

m 30,000 18,000 12,000

5 N

Trousers provide a total profic of $150,000 and the shirts produce a profit of $54000. The jumpers produce aloss of (§12,000).
Should Jamelee Ltd cease production of jumpers?

“The answer is no. The jumpers are not providing a profit but they provide a positive contribution to fixed costs of §3 each,
meaning that jumpers give a contribution for the year of $12,000. If the production of jumpers ceased, the $12,000 of fixed costs
would need to be covered by the remaining two products.

The shirts would need to cover extra fixed costs of $7500 (12,000 x 50/80) and the trousers an extra $4,500 ($12,000 x 30/80). The
$12,000 fixed costs would be apportioned between trousers and shirts by calculating, 50% of 80% and 30% of the 80%.

‘The profit per unit for trousers would be $4.25 rather than $5, and the profit per unit for shirts would then be $275 rather than §3.
“The profitability of the two remaining products has decreased as a result of having to cover more fixed costs.

Revision activity
Draw up a table as i the example above to show the new figures per unit for
trousers and shirts if jumpers were no longer produced. Calculate the total
profit for the business after stopping production of jumpers.

A business might have other possible reasons, besides profitability, to
continue the production of a loss-making product. In the case of the
jumpers, it might be because customers buying a shirt and trousers prefer to
buy the matching jumper from the same producer. In this case, if production
of jumpers ceased, the business could find that demand for its shirts and
trousers would fall.

The business would also be maximising the use of its production capacity in
terms of both labour and equipment.

Costs




To decide between the production of two competing options
Sometimes there is insufficient production capacity to produce the whole range

of products that has been made by a business. A decision must be made about

which product to stop producing.

In such a case the business could calculate the contribution to fixed costs and Total contribution: contribution per
profits made by each product by multiplying the predicted production/sales by | unit multiplied by the number of ftems
the contribution per unit. The product with the lowest total contribution produced/sold.

would no longer be produced.

When entering a new market

Contribution costing can be used when a penetration price is to be charged
on products when entering a new market. In the longer term, the fixed costs
must also be covered but in the shorter term, the business might only focus on
covering all of the variable costs, such as direct labour and materials. Once the
product has become established in the new market, the price can be raised so
that all costs will be covered in the long term.
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Difference between contribution and profit

Contribution should perhaps be more accurately known as ‘contribution to
fixed costs and profit. Contribution per unit is a contribution towards covering
the fixed costs of production. Once the fixed costs have been fully covered, the
remaining contributions are profit. Contribution only becomes profit after all
fixed costs have been covered.

Now test yourself

For example, a business producing 10,000 units of a product has fixed costs of
$5,000 and a contribution per unit of $2. It will take 2,500 contributions of $2 to 4 Distinguish between contribution
cover all the fixed costs. The 2501st unit and subsequent units produced will and profit.

make a $2 contribution to profit because the fixed costs have now been fully Answer on p.215

covered by the first 2,500 contributions per unit.

Budgets
=)

Budgets are future financial plans drawn up with the aim of giving some focus
and parameters for business activity. They can encompass financial budgets and
non-financial activities.

Performance

Budgets are frequently set for:
cash

sales

marketing

production
administration

The use of budgets can improve the performance of a business because they can:

@ help with overall business planning
@® provide targets and/or limitations for the business and/or its departments
@ aid the effective allocation of resources to the various business functions
Now test yourself

® add an element of control as actual figures can be compared to the

budgeted ones 5 Identify two reasons why a business
® act as a motivational tool as departmental managers will aim to work within might set departmental budgets.

their budgets Answer on p.215
® help departmental managers to understand their role in the achievement of

overall business objectives
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Benefits and drawbacks of the use of budgets

Benefits

They introduce an element of financial control.

They allow senior managers to identify parts of the business that are
underperforming and to take corrective action.

Targets can be motivating if they are realistic.

They can allow managers to see the impact of their budget and those of
other managers on the overall aims of the business.

Drawbacks

Unrealistic budgets can be demotivating.

Managers might argue a case for a higher budget than is necessary.

/A manager who has under-spent might buy unnecessary items to avoid
having the budget reduced the following year.

Inflexible budgets might prevent a business from reacting to a sudden 6 Explain one benefit and one
change in the market. drawback of using budgets.
Lack of information can make it difficult to draw up a realistic budget for a Answer on p.215

new business or for a one-off project.
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How budgets might be produced

@ Budgets can take the overall business objective(s) as a starting point.

They can break down the business objective(s) into departmental or
divisional budgets.

They are frequently based on what has happened in previous years together
with what the business realistically expects to happen in the future.

® Discussion often takes place with the budget holder(s) to agree the budget (" g,get holder: person responsible for
based on the business objective(s) and other available relevant information, | e implementation of a given budget.
eg. current material costs. He or she might be involved in the

@ Budgeted figures often use last year's figures as a starting point. This often setting of the budget or it might be

results in the current year's budget being last year's figure plus a small increase. | handed down to him or her.
@ They are set perhaps monthly or quarterly. -

Use of flexible budgets and zero budgeting

Flexible budgets

Itis usual to flex budgets when differences appear between the budgeted and
the actual figures, eg. if actual output or sales are higher or lower than expected.
The costs associated with the output or sales would be flexed to match the
actual level of output or sales achieved. If output were lower than the budgeted
level, it would be unrealistic for the production department to budget for the
same amount of materials. If 1,000 metres of fabric was budgeted for to make
800 shirts and only 600 shirts were actually produced, the amount of fabric
required and budgeted for should also be lower. The budget would be flexed to
reflect the lower level of output. The budget would include only 750 metres of
fabric if only 600 shirts were being produced.

Zero budgeting Now test yourself

Zero budgeting ignores any previous budgets and requires that each budget Briefly explain the difference
holder puts forward a case for the next period's budget. They need to produce Gotaber fedisandsre

a plan for what they expect to achieve and what they need to achieve it. They budgeting.

must be able to justify al of their figures. Identify one situation when
flexible budgeting might be more

This method prevents ‘budget creep’ when departmental budgets are increased e

slightly each year without any detailed analysis taking place into whether or not
an increase is necessary. This can be wasteful and might not reflect the changing | Answers on p.215
needs of the different deparcments in a business. Tested .
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Purposes of budgets for allocating resources and
controlling and monitoring a business

Resource allocation

The setting of budgets is likely to encourage a detailed plan of what resources
will be needed and how resources are to be allocated in order to achieve the
best outcome for the business.

For example, budgeting can cause a business to identify that if a market
becomes more competitive, it might be sensible to allocate more resources to
the marketing department. The marketing department might see its budget
increased to allow it to react to the market situation.

Controlling and monitoring

® Inefficient use of resources can be identified and corrected.

@ Progress towards achieving corporate or department objectives can be measured.

@ Over-spending budget holders can be identified and the cause of any
over-spend can be investigated (not all over-spending is unnecessary;
circumstances might have changed since the budget was set).

@ The performance and progress of a department or division can be measured
against the budget.

@ Departments requiring additional funding can be identified.

Role of budgets in appraising a business

The success of a business can be measured by how well it meets the targets
contained in its budgets. These budgets may be closely related to business
objectives. A business that exceeds the expectations in the budgets would be
judged to be successful, while one that continually fails to meet the expectations
outlined in its budgets would need to investigate the reasons for the
underperformance. It might be that the budgets were set at an unrealistic level.

Vai

Now test yourself

9 Briefly explain one way in which a
budget might be used to control
the business activity

Answer on p.215

ces: adverse, favourable

The meaning of variances

‘When an actual outcome is different from the budgeted outcome it is said to
vary. The difference between the budgeted outcome and the actual outcome is
known as the variance.

An actual figure achieved can be better or worse than the budgeted figure.
When the actual figure is worse, the variance is said to be ‘adverse’ and when
the actual figure is better than the budgeted figure, the variance is said to be
‘favourable’.

Variance analysis is the when the causes of any differences are investigated.

Calculation and interpretation of variances
A restaurant has the following information regarding its budgeted figures and
the actual figures for the month.

Table 1 Calculation and interpretation of variances

Favourable (F)

or
Budget (§) | Actual (§) [ Difference (5) | Adverse (A)

Rent 1,850 1,850 0 Neutral
Ingredients 2,450 2,800 350 A
Heat and light 320 300 20 F
Wages 600 630 30 A

= )

Variance: the difference between the

budgeted figure and the actual figure
achieved.

Variance analysis: the process of
determining the cause of any difference
between budgeted and actual figures
and whether the variance is favourable
or adverse.

Adverse variance: when the actual
figure is a poorer outcome for the
business than the budgeted figure.
Favourable variance: when the actual
figure achieved is a better outcome for

the business than the budgeted fiure, |

on Guide



Often a higher actual figure indicates an adverse variance but not always. In the (TSR eI R T o]
case of output, a higher actual figure than the budgeted one is a favourable
variance because this indicates that the business achieved a higher than
expected level of output.

10 Explain what is meant by a
“favourable variance’

11 Explain what is meant by an

In the case of the restaurant above, if the budgeted number of meals had ‘adverse variance’.
been 1,000 but actually 150 meals were prepared and served, this would be 2 Answers on p.215
favourable variance on the budgeted meals. An increase in the number of meals
served could also account for the higher cost of the ingredients and wages.
Such variances in costs should also be assessed in terms of the output that they
contributed towards.

Revision activity
Investigate and make a lst of the various types of budgets that might be
produced in a business. Using that list, write down as many reasons as you can
for why the actual figures for each of the budgets might vary from the budgeted
ones.
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Contents of published accounts

Construction or amendment of an income statement

AS Accounting fundamentals looked at the contents of an income statement
but for A level you are required to be able to make changes based on
information given. For example, if a business had to pay a higher price to
purchase goods for sale, the cost of goods sold would increase. If the selling
price of the goods was left unchanged, the gross profit for the business would
decrease.

This would be recorded in the trading section of the income statement. For
example, the price of goods to the business is increased by 10%. The effect on
the trading section would be as follows:

Before the change After the 10% increase
$000 $000 $000 $000
Sales revenue 300 300
Opening inventory 80 80 Now test yourself
Purchases 100 1o
— — 12 Calculate the new gross profit if the
180 190 cost of purchases had increased by
Less closing _40 40 15% and the selling price had been
inventory increased by 10%.
Cost of goods sold 140 150 Answer on P.21 5
Gross profit 160 150

Some changes will impact on the profit and loss section of the income
statement rather than the trading section. For example, if the cost of electricity
1o the business or the wages of its workers increased, this would increase the
value of the expenses borne by the business and as a result would reduce the
profit for the year (net profit). So, if wages and electricity increased by 10%, the
profit and loss section would be affected as follows:

Contents sublished acco




Before change After price increases Now test yourself

so00 $000 s000 $000 13 Based on the ‘before change’
=L Gross profit 160 160 figures, calculate the new profic
Han it - for the year if the cost of office
supplies was to increase by 25%
Wages 80 88 and wages increased by 20%.
Electricity 10 1 Answer on p.215
Office supplies 8 8
Sundry expenses 3 110 5 119
Net profit (profit for 50 P

the year)

Any changes affecting the income statement will affect the statement of
financial position (balance sheet). An increase in the recorded expenses will
decrease the retained earnings to be carried forward to the statement of
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financial position.

The balance sheet (statement of financial position) records the value of assets and
liabilicies on a particular day. The values recorded in the statemnent of financial
position (balance sheer) will change, eg. if an asset is sold or if a new asset is
purchased.

The sale of a non-current asset would reduce the value of non-current assets
(fixed assets) and increase the value of cash and cash equivalents. If the asset
had been purchased using a long-term loan, the loan would be repaid, therefore
reducing the value of non-current liabilities.

The purchase of a non-current asset would have the reverse effect. The value of
non-current assets would increase and the value of cash and cash equivalents
would fall if the asset was purchased using money from cash or bank accounts.
If aloan were used to purchase the asset, there would be an increase in the
liabilities of the business.

Now test yourself

14 A business purchases a new machine for $40,000 using a long-term bank loan. Explain the changes that would take place
on the statement of financial position (balance sheet).

15 A business sells some of its production equipment for $20,000. There was an outstanding loan of $5,000 from the purchase
of the equipment. Explain what changes would take place on the statement of financial position (balance sheet).

Answers on p.215

Intangible assets mj

How intangible assets are treated in the balance sheet
(statement of financial position)

Examples of intangible assets include a trade mark, goodwill, patents and fiitarig bl asent i st bt b
copyright. Intangible assets have a perceived value to the business, but it can be assigned a monetary value but which
difficult to put an accurate value on them. does not have a physical presence, e.g.

goodwill, patents and copyright.

The price paid to acquire a business is usually much higher than the value of
Goodwill: the difference between

the assets being obtained; the difference is goodwill. This might be to take into
2 the purchase price paid for acquiring a
account the value of the reputation of the business being purchased but there is
" A business and the actual value of the net
no guarantee that the reputation will be maintained by the new owners.
assets purchased in the acquisition.

al AS and A Level Busine
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Intangible assets appear on the statement of financial affairs (balance sheet) as
an asset. Potential investors are likely to ignore the value of any intangible assets
when analysing the financial statements of a business because their stated value
cannot be verified or guaranteed in future and, if the business was to become
insolvent, the intangible assets might have little or no value.

Inventory valuation mj

The value of inventory is recorded in the statement of financial position (balance
sheet). This is done at the end of a financial period, which is usually 1 year.

. Net realisable value: the actual or
It is important that the inventory valuation is as accurate as possible. It should estimated selling price of an item less all

be valued at cost or its net realisable value, whichever is the lower value 55 it el bR AL

The difficulties of valuing inventory | Eithenaket )

The price paid for inventory (historical cost) would give a factually correct
value but that was in the past. The current value might be higher or lower.
Items that are no longer fashionable are likely to fall in value, whereas items
that are sought after and now in short supply might have risen in value.
Damaged stock s unlikely to sell unless repairs are undertaken. This adds to
the cost of the inventory. Therefore, the cost of repair must be added to the
price paid for the items.

Inventory is valued on one day. The value might be different on every other
day due to issues mentioned in (1) and (2) or because purchases or sales of
inventory had taken place.

Some items might never be sold and so their value is of little or no benefit to
the business.

If the inventory valuation is not completed on the day stated on the
statement of financial position, the actual value of inventory might differ
from that on the financial statement.
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Now test yourself

16 A sportswear retailer buys in trainers at a cost of $20. They are usually sold at $35 per pair. Due to poor storage conditions
the trainers have discoloured. They can now only be sold at a reduced price of $15. What figure should be used to value
the trainers?

17 Some jackets were purchased at a cost of $30 but, after a fire and smoke damage, some specialist cleaning at a cost of $3
per jacket was required to bring them back to a saleable condition. The expected selling price of the jackets after cleaning
is $50 each. What figure should be used in a valuation of inventory?

Answers on p.215

Depreciation

The role of depreciation in the accounts

Depreciation is a ‘me(hod that spreaqs the cost of a non-current asset over its Degreciation: the sppertianing of
estimated economic lfe. Depreciation is recorded as an expense and can be seen | g ot TR T
to reduce the profit for the year. However, the taxation department of most . —

countries will dictate how much depreciation can be applied to a specific asset. >
For example, if a government wants to encourage investment, higher rates of

depreciation might be allowed. This will reduce the profit for the year (net

profit) further and therefore reduce the tax to be paid by the business.

Depreciation allowances are set so that businesses cannot overstate the amount

of depreciation simply to reduce their tax liabilicy.

Contents of published accounts




The straight line method assumes that the cost of an asset is spread evenly over (R TIaRT D
its expected lifetime. It also assumes that the equipment is likely to have a You are only required to know the
residual value (resale value) at the end of that time. straight line method of depreciation
K for this CIE syllabus.
The formula is:
cost of equipment — residual value

estimated life of the asset

An asset is purchased at a cost of $40,000 and is expected to have a useful life of 8 years when it is believed that the machine will

have a residual value of $8,000.

40,000~ 8000
8

The depreciation would be: 4,000 per annum

$4,000 depreciation would be recorded as an expense on the income statement each year. On the statement of financial position,
the original costs, the accumulated depreciation and the carrying amount (net book value), would be recorded, which after the
$ $
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first year would be:
Equipment 40000 4,000 36000 (carrying amount)

There are other methods of calculating the depreciation of assets. It can be

difficult to compare the financial statements of different businesses if they use

different methods. It is important that businesses are consistent with the Remember that depreciation is a non-

method used so that comparisons made between the financial documents of c1sh xpense i the ncome Feerient
: It is NOT money put aside to replace

different years can be useful and more accurate. If not, it is not possible to Sy

compare like with like.

The estimared useful life of an asset is the basis for the depreciation calculation,

but this can be difficult to estimate due to varying rates of obsolescence. For

example, computers and other high technology equipment are likely to have a

short useful life due to the rapid pace of change in such assets.

18 A business buys a machine for
$60,000 with an estimated useful

Revision activity §
; . o - life of § years. After 5 years the
1 Draw up alist of the possible users of financial information and the type of mashin leemerted 6 hayera
information that they would be most interested in. ressle value of $5,000, Using the
2 From any sets of published accounts, practise identifying the various straight line method, calculate
elements, e.g. the value of non-current assets, the value of trade receivables, the annual depreciation for the
trade payables, current and non-current liabilities. The more often you look machine.
at financial statements the more familiar you will become with the terms.

used. Answer on p.215

Analysis of published accounts

Interested parties often use ratio analysis to gain more information about
the performance of a business from the limited data contained in published

accounts.

Profitability ratio mj
Return on capital employed (ROCE) T ——
ROCE measures the rate at which the assets of a business generate profit. It Return on capital employed (ROCE): |
shows how efficient the assets of a business are at generating profit and can be measures the rate at which assets

an indicator to potential shareholders of the return they might expect fromany | generate profit.

money invested in the business.

(172) Cambridge International AS and A Level Business Stuc
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The calculation of ROCE uses net profit (operating profit), i the business profic (R TaARUD

after all overhead expenses have been deducted. The capital employed is the
shareholders’ equity plus long term loans, reserves and debentures.
T profit before tax and interest (net profit) %100
capital employed

For example, the ROCE of a business with a profit for the year (net profit) of

$500,000 with capital employed of $7150,000 would be calculated as follows:

500,000

750,000
=6.99% (69930069)

To judge whether or not 6.99% s a good return, this figure would need to be

considered in terms of the:

@ return that could have been gained from placing the money in a bank

account or by investing it in an alternative venture

@ return from previous years

@ return enjoyed by other businesses in the same industry

@ prevailing economic diimate

ROCE = x 100

Net profit might also be referred to as
“profit for the year' or ‘operating profit.

Now test yourself
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19 Briefly explain why shareholders
might be interested in the ROCE
calculation for a business.

reses [l

Answer on p.215

Financial efficiency ratios

Inventory turnover
Inventory turnover is a measure of the rate at which inventory enters and
leaves the business. It can be calculated as follows:
cost of goods sold

inventory
It is usual to use the average inventory figure for the year, ie. the average of the
opening and closing inventory.

inventory turnover =

The calculation reveals how many times the amount of average inventory is sold
each year or, on average, in how many days inventory sold.

Inventory turnover: measures the
rate at which inventory enters and

leaves a business.

A business has the following inventory information:

$
Opening inventory 40,000
Purchases 200,000
240,000
Closing inventory 30,000
Cost of goods sold 210,000

210,000
35000 (340,000 + $30,000 divided by 2, i.e. averaged)
=6 times per year or every 61 days (365 + 6 = 60.83)

inventory turnover =

acceptable buta television might be acceptable.

Is this inventory turnover efficient? This can depend on the type of inventory involved, e bread sold after 61 days would ot be

“This ratio must also be compared to rates from previous years and also with those of other businesses in the industry.

Trade receivables turnover (days’ sales in trade
receivables)

This is the average number of days that trade receivables (debtors) take to settle
their debts with a business. It is calculated by:

Trade receivables turnover (debtor
days): measures the average number
of days taken by debtors to settle their
debts with a business.

published accounts Qi)

Analysis




trade receivables (debtors) Now test yourself

: %365
2 credit sales 20 Explain why an inventory turnover
=1 For example a business s §325,000 of credit saes n a year and trade aslow as 18 days might not be
receivables of $48,000 at the end of the year. acceptable for a shop selling fresh
de receivabl - 8000 365 - 539076 = 54 ded ckes
TR BT = S 365'= S3076 < SUABATARASUD | 29 by imporia fora
Can the business be happy that its trade receivables are settlingits debrs after an i
average of 54 days? This can depend on: Sren b arethe bntss

The credit that is extended to the business by its suppliers; if it has to pay
for its supplies within 30 days then the 54 day period could cause liquidity
problems.

If the business does most of its business on a cash basis and the $325,000 of
credit sales is a small proportion of the total sales revenue, it might not be a
problem to the business.

One or two large customers who might take a long time to pay and who
distort the overall picture.

Answers on p.215
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Gearing

The gearing ratio shows the relationship between the amount of capital that ”
has been supplied by peaple or businesses external to the business that requires | Gearing: measures the relationship

interest payments to be made and the capital provided by the owners of a between the amount of capital supplied
business from outside a business that requires

interest to be paid and the capital
It shows how dependent a business is on money borrowed from an external supplied by the owners of a business.
source: s

non-current liabilities (long-term loans)
gearing = L0 UITETt TEDPMES TOME oMM 3™ x 100

shareholders’ equity + long-term loans
A gearing ratio above 50% is usually considered to be high; one lower than 50%
is usually considered to be low. A high gearing ratio can put a business at risk if
interest rates are high because the business might find it difficult to repay the
loan and the interest.
@ high gearing + high interest = high risk
@ low gearing + low interest = low risk
® the lower the ratio, the lower the risk to the business

The gearing ratio can determine the sources of finance that are available to a
business. A business with a high ratio is likely to experience difficulty obtaining Now test yourself
aloan from a bank. Shareholders might hesitate to buy more shares if they fear . .
5 . 22 Calculate the gearing ratio for a
the business will be unable pay reasonable dividends on the money invested basiness chat has on term loans
because high interest payments must be made. of §75,000 and shareholders’ equity
of $125,000.

23 State whether the same business
would be considered for a bank
loan and briefly explain why.

If a business is yielding high profits, the interest payments might not pose a
problem. When profitability is lower, the business might find itself unable to
service its debt. Interest payments must be made regardless of how profitable a

business is and can threaten the liquidity of a business.
. . Answers on p.215
The trend for interest rates might be a factor in any decision made by a

potential lender.

Investor ratios

Investor ratios are used by existing and potential shareholders to determine the
financial benefits of retaining or buying shares in a particular business. They can
assess the level of dividends received and compare them to other investment
opportunities.

al AS and A Level Business Studies Revi:
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Dividend yield

The return on a‘n ordinary share based on the current market value is knownas [ oo g yield: shows the return on
the dividend yield. an ordinary share in relation to the
P Lo LT | current market value of the share.

market price per share

- total amount of dividends
dividend per share =
number of issued ordinary shares
The dividend yield might be considered in terms of:
the return that could be obtained by placing the money in an interest
yielding bank account
the dividend yield of other companies
the level of risk involved — a higher yield might be required to encourage
investment in a high risk company
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Now test yourself

24 Calculate the dividend yield for a company that has a dividend per share of $0.4 and a current market price per share of

25 Calculate the dividend yield for a company that has a total dividend of $320,000, 400,000 issued ordinary shares and the
current market price of its ordinary shares is $5.80.

Answers on p.215

Dividend cover =

The dividend cover is a calculation of how many times the total dividend Dividand coversshows howiny
could be paid out of the company's profit after tax and interest. This can give an | times the total dividend could be paid
indication of the ‘quality’ of the dividend cover and how likely it is that the level | out of the company’s profit after tax

of dividends being paid can be maintained in future years. | and iterest

profit after tax and interest
dividend paid

dividend cover =

For example, a company pays out a total of $184000 in dividends to the holders
of ordinary shares. The profit for the year after tax and interest was $568,000.
dividend cover = 253990._ 31 imes (3,086 rounded up)
184,000
In this example the profi earned by the business can cover the dividend to be
paid to shareholders 31 times,

Price/earnings ratio -
The price/earnings ratio illustrates the relationship between the earnings per Price/earnings ratio: the relationship
share and the current market price of an ordinary share. Shareholders tend to between the eamings per share the
have more confidence in shares that have a higher ratio. current market price of an ordinary

share.
current market price per share L -
pricefearnings ratio = SuITeNt MATket price per share
carnings per share
In an examination you might be given the value of the earnings per share but if
not, you will need to calculate it as follows:
carnings per share = ___Profiafter tax
number of ordinary shares
For example,a company has a profi after tax of $370,000 and 400,000 issued
ordinary shares with a current market price of $5.50.
70,000
i s e
400000
Analysis of published accounts (175)
G
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pricefearings ratio = 2 = 5,95 (rounded up from 59459)

0925
This shows that the current market price of the ordinary share is 5.95 times
larger than the earnings per share.

Practical uses of ra

Practical uses of ratio analysis includ
To identify any trends over time.
® To allow comparisons to be made either of the ratios from the financial
statements of previous years or with those of other businesses.

To help with the investment decisions of the current and potential
shareholders of the company.

To judge how efficiently resources are being used in a business.

To allow potential lenders, such as banks, to assess the risk involved in
offering  loan t a business.

Strategies to improve ratio results
A business trying to improve liquidity ratios might: m
® arrange for extra funds into the business, eg. from the owner(s) or a bank Sl LG ey

improve ratio results, analysis could

aar ) ‘ be to discuss the implications of
® decide to sell some unused equipment to bring more cash into the business the actions taken. For example, ifa
@ sell or lease unused premises to another business — leasing would bring a business reduces spending on R&D and
regular flow of cash into the business is in a fast-moving, high-technology
Y industry, it is likely that it will fall
@ sellinventory, perhaps offering a dxs(‘oun( to encourage purchases — this behind the competition in terms of
would only improve the acid test ratio and not the current ratio product development and lose market

A business seeking to improve profitability ratios might: share as a result.

® ry to increase labour productivity to decrease costs per unit produced, or
perhaps reduce labour costs through the introduction of more machinery
and the use of fewer employees

@ increase the selling price of the product/service

® cut or reduce spending through cutting budgets to departments, e.g, reduce
expenditure on research and development

Comparison of ratio results between businesses

Stakeholders frequently compare the results of the ratios for different When eomparing the ratios ofdifferent

companies. They hope that comparisons show that their business is businesses, it is important to be aware
performing at least as well as others in the industry. If not, they will analyse of any key differences between the
the possible reasons for the under-performance of their company. Thisallows ~  businesses, e, i size or whether they
them to make some judgement about how efficiently the business is being operate in different markets.
managed.

Internal factors could be the inefficient use of resources or an increase in the
cost of resources such an increase in wage rates or an increase in the rate of
inflation that has caused the cost of purchases to increase.

Some disappointing comparisons are due to internal factors. Although poor
results can be explained by internal inefficiencies, sometimes they are due to
external factors outside the control of any individual business. For example, poor
ratios might result from a global or national recession.

Any cause for a worsening of a company's ratios should be analysed to
determine if it indicates a trend, perhaps reflecting the overall performance of
the economy, or is the result of a one-off event, such as a natural disaster.

nal AS and A Level Business Studies Revi
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Limitations of accounting ratios

Ratios are used to assess the performance of a company and any changes
in performance that has occurred over time. Although they can be used to
compare the performance of one company with another, there are some
recognised limitations of their use.

Difficulties with using ratios

The accuracy and usefulness of all of the ratios can be influenced by the way
in which the profit for the business has been calculated. Different accounting
techniques might have been applied when producing the financial
statements for earlier years.

Different companies might be using different methods of calculation of
items such as depreciation.

Comparisons with companies in a different industry are unlikely to be of
value.

Comparing the ratios of businesses of differing sizes can be misleading.
Ratios are calculated based on published financial information and a
ccompany might have adjusted its financial statements to present a particular
financial condition to any stakeholders.

Economic conditions might have had an impact on the ratios for a particular
year and could produce unfair and/or unrealistic comparisons with other
years.

Ratios are quantitative and ignore the qualitative aspects of business activity,
eg. whether the business is ethical in its activities and whether it uses
renewable resources for its materials.

Investment appraisal

Revi

Now test yourself

26 Identify two limitations of using
ratio analysis.

27 Briefly explain two reasons why
shareholders might compare the
ratios of different businesses.

Answers on p.215

n activity
Using the financial statements of
several business accounts, practise the
various ratio calculations. Make notes
about why your results might be good
or not. This will help you to develop
analytical skills based on calculations.

The concept of investment appraisal

Most businesses exist to make a profit. Investment appraisal involves a
business in trying to assess the likely profitability of undertaking a particular
course of action usually involving the purchasing of premises and/or
equipment. Businesses need to know that if they undertake a specific project
it will be financially safe and will allow them to reap some reward from the
venture.

The need for investment appraisal

@ To compare the expected outcomes of competing options.

@ To estimate the costs, eg. the cost of new premises, equipment or
training. For example, if a business had to choose between installing two
different types of production equipment, the business would compare the
initial cost of the equipment together with any running and maintenance
costs.

To estimate the revenue in terms of timescale and size of any return on the
investment.

To assess the possible risk involved in a venture or to compare the relative
risks of two or more possible investment opportunities.

Different projects can have very different outcomes in terms of the profit
received after all costs have been covered.

The future value of any costs and revenue must also be considered as far as is
possible. It is accepted that $500 today will be worth more to us than if we have

Investment appraisal

10 Finance and accountil




o wait 5 years to receive the same amount. The $500 could have been put in an
interest-bearing bank account and received interest.

The significance of risk in investment decisions

All investment decisions carry an element of risk but the potential risk.
can be minimised or avoided if businesses fully explore the possible
implications of their decisions before embarking on any one course of
action.

When investment decisions are being made, the business is only able to
estimate the costs and revenues associated with the project. Investment
appraisal is an attempt to formalise those estimations and to compare
alternatives.

A sudden economic downturn can change everything that has been
predicted — anticipated sales might not occur and costs might prove to be
much higher than expected if a period of higher inflation occurs. Businesses | 28 Identify two reasons why a business
use as much information as they can to assess the possible risk of any would undertake investment
particular investment. a':o"f;'f' before beginninganew
Investment decisions wil be based on past information and what can o T —
reasonably be expected to happen in the future. However, even consistent 50 -

and stable past trends cannot guarantee that the same trend will continue in
the future. For example, the financial crash of 2008 caused a lot of changes
in the financial trends in many businesses.

Forecasting cash flows

An important part of investment appraisal is the prediction of future cash
inflows and outflows.

Now test yourself
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Answers on p.215

Interpretation of cash-flow forecasts

Cash-flow forecasts are drawn up to show the predicted costs of an
investment project and the anticipated revenue.

The costs will include the cost of purchasing premises and equipment, and
any maintenance costs (this might be annual servicing and repairs).

@ Wage costs and utility costs, eg, electricity and water, will be estimated.
® Market research should be used as a basis for the predicted revenues.

Uncertainty in cash-flow forecasts
The further into the future predictions are made, the more possibility there is
that the estimations will be wrong.

What can change?

® Customer tastes and preferences might change, making a previously popular
product undesirable.

Competitors' actions or technological change might alter revenues or costs.
The rate of inflation may go up or down, making cost predictions unreliable.
Particular costs of materials or labour might change.

The general economic environment — a national or worldwide recession or
boom period could change spending patterns.

Trade union action might result in wage rates being increased above the
previously anticipated rate of increase.

For these reasons, once a project has begun, it is important that constant
reviews are undertaken to assess whether any corrective action is needed.

There might be times when, even though a lot of money has been invested into
a project, the project should be abandoned and all monies invested should be
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written off. It is sometimes more expensive to continue with an unprofitable
project than to stop and to bear the loss of any money already invested.

Some changes are unpredictable and would make it impossible for some
investment projects to be profitable. The financial crisis of 2008 caused many
businesses to fail — the extent of this crisis could not have been predicted.
Once something happens to change the environment in which the business
operates, the business must react to the new situation rather than continue
with the planned activities that might no longer be viable.

When using cash flows for investment appraisal purposes, the cash flows are at
today’s values and have not taken the effects of inflation into account.

Basic methods: payback and average rate of return

Payback method
This method calculates the time it will take for the revenues (cash inflows) to
fully cover the cost of the investment (cash outflows).

o % Now test yourself
The time of the initial investment is usually termed year 0. In year 1 the cash

outflows and the revenuies are added together to give a net cash inflow (this 30 Define the term ‘payback when
could be a negative figure in early years and would therefore increase the money referring to investment appraisal.
o be eventually recouped from future sales and profit). The net cash flow is Answer on p.215

deducted from the cost of the initial investment to give a ‘cumulative cash flow’
for year 1.

“The table below indicates that in the first year production must have stil been very low. Perhaps a lot of training on using new
equipment was required or perhaps there were some early diffculties and possibly modification needed. The revenue from the
product gradually increased and the cost of the initial investment and running costs was recovered in the Sth year of this project.

Cumulative cash
Year | Cash outflows ($) | Cash inflows ($) | Net cash flow ($) | flow ($)

0 (450,000) 0 (450,000) (450,000)
1 (40,000) 45,000 5000 (445,000
2 (40,000) 80,000 40,000 (405,000
g (40,000) 160,000 120000 (285,000)
4 (40,000) 240,000 200,000 (85,000)
5 (40,000) 270,000 230,000 145,000
6 (40,000) 310,000 270,000 415,000

“The caleulation of the precise payback period is achieved by using the amount stil required at the end of the year before payback
is achieved s follows:
amount still o be recovered

ayback period =
paybacke net cash flow in following year

_ 85000
230,000
= 44 months

x 12 (months) or 52 (weekg)

The investment pays back in 4 years and 44 months.
This is acceptable if the business has an objective of payback occurring within 5 years. However,if the objective s to undertake a
project that needs to pay back within 3 years, this particular project should not be undertaken.
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Average rate of return (ARR)
This method calculates the expected return as a percentage of the cost of the
original investment over the anticipated lifetime of the project.

The formula for average rate of return is:

average annual profic
average rate of return = — 2L PO
initial cost of investment

Therefore:
145,000
=29000
29,000
% 100 = 644%
450,000

Using the example above, the investment costing $450,000 yields a cumulative cash flow over S years less the cost of the initial
investment (which we take as profit at this level of study), i.e. $595,000 — $450,000 = $145,000.

You are unlikely to be asked to calculate ARR without being required to make
some comment about whether the return is acceptable or not. The business
might have a minimum return that it requires on all investments — if that is 5%
then this investment meets that criterion. However, if the required return is 7%,
this investment would not be pursued.

The ARR would also be compared to the return that could be gained if the
money was used in a different way. For example, i placing the money in an
interest-bearing bank account could yield 7%, or even 6.44%, the bank account
would be the better option, assuming that this return lasts the length of the
project. Placing the money in a bank account would avoid all the time and effort
of a business project and would probably carry a lower risk.

Alevel accounting students might
know the ARR as the ‘accounting rate
of return’ and will have been taught
aslightly different formula. For the
purpose of your A level business
studies examination, use the method
outlined above.

Discounted cash flow method:

The investment appraisal methods above assume that money received in 5
years’ time has the same value as money today. That is not true. $145,000 will be
worth more to us today than the same amount in 5 years' time. Inflation in an
economy reduces the purchasing power of money over time. The money in our
possession today could be placed in a bank account where it could earn interest
over the 5 years.

In investrment appraisal, we use a discounting factor to allow us to judge the
value of money that will be received in the future compared to its value to us if
we had the money today. It is commonly believed that the discounting factor
used is to reflect the rate of inflation. Whilst it is accepted that inflation does
reduce the future value of money, the discounting tables are based on the cost
of capital or the prevailing rate of interest for that business.

Discounted payback and net present value (NPV)

Discounted payback recognises that money received in 3 or 4 years will not have
the same value as if the money was in our possession today. If we had the
$145,000 today we could place it in a bank account and, if the rate of interest
was 5% at the end of 1 year, we would have $145,000 + $7,250 = $152,250. In the
second year, the interest would result in us having $152,250 + 5% = $159,862.50.

Discounted payback
Taking the net cash flows from the example above, you need to multiply each
one by the discounting factor relevant to each year.

Although there are formulae for
working out the various discounting
factors, there is no need for you to
learn them. Any discounting factors
required to answer a question will be
given to you in the examination paper.
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Using an interest rate of 10%, the calculation would be:

Present value

Discounted net cash flow

Discount factor at 10% (net cash flow x discount | Cumulative discounted
Year | rate of interest Net cash flow ($) | factor) (5) net cash flow
0 1.00 (450,000) (450,000) (450,000)
1 0.91 5,000 4,550 (445,450)
2 0.83 40,000 33,200 (412,250)
a 0.75 120,000 90,000 (322,250)
4 0.68 200,000 136,000 (186,250)
5 0.62 230,000 142,600 (43,650)
6 0.56 270,000 151,200 107,550

Discounting the net cash flows shows that, in this example, the cost of the
investment would not be recovered until part way through the 6th year,
whereas without the discounting the payback period occurred during the 5th
year of the project.

Net present value (NPV) Now test yourself
Net present value refers to the discounted value of net cash flows at the end of
the investment period after discounting has been applied. In this case the

investment project has a net present value of $107,550 after 6 years. This means
that it would be appropriate to go ahead with the project if i life span is

anticipated to be 6 years. If it is only 5 years, the NPV will be negative, indicating
that the project is not worthwhile. Answers on p.215

31 Briefly explain what is meant by a
discounted cash flow.

32 What is meant by the term net
present value’?

Internal rate of return (IRR)

IRR is the point at which the NPV (using discounted cash flows) is equal to zero.
If the IRR is 14% and the prevailing interest rate is 7%, the project would be
profitable. The bigger the difference between the prevailing rate of interest and
the IRR, the more profitable a project is likely to be. Alternatively, the higher the
IR, the higher the profitability of a proposed investment.

Qualitative factors

Qualitative factors that might influence investment
decisions

The investment appraisal methods outlined above are all quantitative methods.
However, there are qualitative factors that should also be taken into account.

Some qualitative factors might even override the financial aspects: Now test yourself
@ Pollution.For example, if project will polute the environment,f woud 3 dentity one qualcative factor that

hopefully not be pursued even though it might be highly profitable. < biins Wit comides s partof
@ Employment levels. Social considerations are sometimes judged to be investment appraisal.

important, eg. the negative impact on employment levels if workers are
replaced with machinery.

Is the quality of the product likely to be the same?

Will staff training be required?

Answer on p.215

e [l

C ison of i it isal hods and their
li ions

Payback method does not take into account any profit achieved after the
payback period, nor does it consider the time value of money. This method is
also considered to be very simplistic and at best only a basic guide to assessing
the potential viability of an investment.
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Discounted cash flows attempt to take account of the time value of money but
they can only be based on what is realistically expected to happen. Sudden or
unexpected changes can mean that all assessments of potential investments are
now inaccurate.

Investment appraisal methods that are based on profit can have different results
depending on the method of depreciation used because this would influence
the amount of profit.

Calculations based purely on projected returns do not consider the amount

of risk involved in a project. Some businesses are more inclined to undertake
risky projects than others. A high-risk project might be required to give a higher
return than a low-risk one. This would be seen as a reward for the amount of
risk taken.

Modern businesses need to consider the qualitative aspects of an investment
as well as the quantitative factors due to increased media and pressure group
activity. The increased use of the internet means that customers are quickly
informed if a business is acting in an undesirable way, and customers might
boycott the business.

Re
1 Using as many past papers as you can and any cash-flow information given,
use each of the methods of investment appraisal to calculate the potential
return for a business. You need to practise your arithmetic accuracy as much
as possible.

on activity

N

Practise explaining why a business should or should ot undertake a
particular project. You will always be expected to discuss the result of any
calculation and the possible implications fora business.
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11 Strategic management

What is strategic management?

Understan

g what strategic management

Strategic management is the analysis, decisions and actions an organisation

3 . . Strategi t: the lysis,
takes in order to create and sustain competitive advantage. TRl management I e

decisions and actions an organisation

C cics:and ic management takes in order to create and sustain
Strategic management sets out a framework that businesses can use to achieve | ©°MPeIVe adaritage; )
success. It deals with the answers to these questions:
® Where are we now? An analysis of the market and the economic

environment in relation to available resources and the competition. Mission, vision, objectives
® Where do we want to be? Choosing between the options that the analysis

highlights as possibilities. Strategic analysis of rrarket,

: 2 competition and econorric
7

L[] How‘do we get there? Implementing actions that will lead to the chosen SIrITeRE and oE

position. internal resources available

Strategic management begins by setting out a vision and objectives for the
business. This will help determine the route taken through the strategic
decision-making framework. This is shown in Figure 1.

Strategic choices considered
and decided

Levels of strategic management

Strategic choices implemented
Strategic thinking takes place at three different levels — corporate, business and
functional. These have to be integrated and work together to reach the overall

Evaluation of strategy
corporate objective. Communication between the different parts of the business

is essential for success. Figure 1 Strategic management framework

Corporate strategy

Corporate strategy sets out the overall objective and questions for the business
in working through the strategic framework. All parts of the business then have
1o plan their actions in the light of this overall strategic thinking. Examples of
corporate strategy issues are:

@ Should we grow by integration o by increasing sales?

@ Does our future lie in domestic or export markets?

Business strategy

Business strategy applies to a part of the whole business, for instance, the Now test yourself

dorvesnc building depam?wenc of a construction business. Each part of»chs 1 Give one reason why setting an
business must make decisions that will lead to the overall corporate objective appropriate objective is important
being reached. for strategic management.

. 2 Outline the stages of strategic
Functional strategy management.

Functional strategy applies to each functional area, ie. marketing, finance or
production. Decisions in these areas must take account of the corporate
objective and work towards achieving it.

Answers on p.216

What is strategic management?



Strategic management and tactics

Strategic management gives the framework for the way a business will develop.,
Tactics are the methods used to achieve each objective in the framework. They Tactics: the methods a business uses to
provide the means by which the strategy is implemented and are usually carried | carry out a strategy.

out by divisions or functional areas. Tactics can be altered within a strategy X

framework when needed. For example:

@ Objective: to become the third largest retail store in the world by 2017.

@ Strategy: open branches in ten new countries.

@ Tactic: position new stores in the five largest cities in each country.

The need for strategic management
Strategic management enables a business to decide essential information
about the:
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@ reasons it exists

@ market environment it operates in Now test yourself

@ opportunities and threats facing it 3 Using an example, outline the

® possibilities for achieving objectives difference between strategy and

It then enables a business to: factics. )
- Outline three areas about which

® plan and carry out methods to achieve objectives strategic management can provide

@ coordinate activities of departments and functional areas information.

® detect and respond flexibly to changes Outline three changes strategic

@ evaluate and review progress towards objectives management might achieve.

Strategic management enables a business to have clarity and certainty about Answers on p.216

what it is doing, It enables a clear, planned response to change and effective use

of resources, Each stage of the framework is key to this process.

Table 1 How strategic management is important

Stage Content Result

Vision, mission, | Sets out purpose. Gives a measure to check | Gives purpose to Defines clear
objectives progress. employees. goals.

Analysis of Sets out legal, political and | Sets out competitors’ Sets out customer Informed
external economic frameworkand | actions. information. decisions.
environment changes.

Analysis of Defines business strengths | Defines resources Enables understanding of | Informed
internal resources | and weaknesses. available. factors within control. | decisions.
Strategic choice | Sets out possible actions. | Considers advantages | Ensures resources match | Informed

and disadvantages. actions. decisions.

Strategic Planned actions taken. Matches plans to market | Tactics carry out strategy. | Planned actions.
implementation conditions.

Evaluation Measures degree of success. | Gives flexibllity in change. | Continuous feedback. | Better decisions.
Revision activity

You have just been appointed as the first strategic executive manager in a
medium-sized furniture making company. Prepare a brief presentation to the
board that sets out what strategic management is and why it is important.

Chandler’s assertion that strategy should determine Remember that strategic management
organisational structure deals with the whole business. Make
According to Chandler strategic management is ‘the determination of the basic sure, even with a brief comment, that

long-term goals and objectives of an enterprise, and the adoption of courses Yol Show fowifncronal e anc
business unit strategy contribute to

of action ?"d the allocanoh of resources necessary f?r carrying out {he goals’ the corporate strategic objectives and
and organisation structure is ‘the design of organisation through which the framework.
enterprise is administered’.

n Guide
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Chandler's study of large businesses made him believe that once strategic

management was in place, the organisation structure was changed to reflect

how the strategy would be conducted. His key findings were:

@ Strategic management should be decided at the top or centre of an
organisation.

® Individual business units then decide tactics to carry out the strategy.

@ Structure follows strategy.

He studied US conglomerates and found every one had grown by diversification,

i.e. by entering successive new different product markets. All adopted a similar

structure that Chandler called the ‘M form’ where:

@ Corporate strategy was set by top management.

@ Product or geographic business units adopted their own tactics.

@ Central management coordinated.

Chandler’'s model (Figure 2) relates structure to strategy.

External environment and its changes

Opportunities in Innovation in Threat from
the technology competition
| Corporate strategy developed |

| ‘Organisation structure changed to reflect strategy |

Figure 2 Chandler’s model

How business | ines competiti d

On the world scale, globalisation is making markets more competitive with
improved communications, freer trade and businesses entering international
‘markets. Domestic markets are becoming more consumer driven, with existing
firms facing new competitors, more widespread and sophisticated marketing
methods and wider consumer choice. Being successful involves meeting
consumer needs with a competitive advantage.

This advantage is what strategic management can give a business by providing
planned methods linked to a full understanding of market conditions, internal
resources and possible actions. If there is no strategic management, a business
will not know its strengths and weaknesses, be able to detect opportunities or
threats or be effective in its choice of methods.

Strategic analysis

Strategic management analysis is what comes after deciding a mission statement
and objectives. It analyses the resources available and the external environment
the business is operating in. Finally, it considers factors resulting from these
influences that will act on a business. This is done by using a variety of methods
that answer the question ‘where are we now?'

Now test yourself

6 What s Chandler's conclusion
about the relation between
strategy and structure?

7 Explain the ‘M form' structure of
large conglomerates.

Answers on p.216

Re y
Yousef produces leather shoes, wallets
and purses to selling to tourists as
souvenirs. Because they are good-
quality, handmade items, he has
expanded by adding a small factory
for his outworkers. He uses the low
level of wages and government grants
to keep costs down. He thinks he
might be able to sell directly abroad
at significantly higher prices and has a
relative in Germany who has offered to
help him. He is aware of the costs and
risks in exporting, including the effect
of exchange rates and competition, and
he thinks he might have to move toa
more efficient production system.
Discuss how Yousef might use strategic
management at this stage in his
business.

n ac

SWOT analys

Undertaking SWOT analysis
SWOT analysis examines the controllable internal strengths and weaknesses of
a business and the non-controllable external threats and opportunities facing

SWOT analysis: examines the
internal strengths and weaknesses of a
business and the external threats and
opportunities facing a business.
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a business. It should be undertaken as part of a strategic planning process.
Once carried out, a business can use it to build on the strengths, minimise the
take advantage of opportunities and avoid or minimise threats.

SWOT analysis i presented in a grid s shown in Figure 3.

strengths (Internal)
Finance available
Customer loyalty
Skilled motivated employees

‘New health and safety laws

Figure 3 SWOT analysis

The SWOT factors must be drawn from the actual situation facing a business.

Advantages of SWOT analysis
@ Itis relatively quick, cheap and easy to understand.
@ |t can generate specific objectives and actions as part of strategic planning.

Disadvantages of SWOT analysis
® |t may become out-dated quickly.
@ Simple conclusions may be misleading — the situation may be more complex.

Developing a SWOT analysis into strategic objectives

Once all the relevant SWOT factors have been set out, they must be ranked in terms
of importance. This can be used to develop plans for action, starting with setting
objectives that relate to the most important factors. If poor motivation and high
labour turnover have been identified as major weaknesses, objectives such as lower
labour turmnover, fewer complaints and higher employee satisfaction might be set.

Now test yourself

8 Listan additional possible factor
for each of the SWOT factors in the
grid.

9 State one advantage and one
disadvantage of using SWOT
analysis.

10 Choose one strength and one
threat from the grid. Identify an
appropriate objective a business
might set in response.

Answers on p.216

When dealing with SWOT or PEST
analysis, make sure that you apply
the analysis to the specific situation,
i.e. explain the concept, set out the
reasons for the analysis and then use
information given to you.

PEST or external environment ai

ly:
PEST analysis examines the external environment consisting of political and legal,
economic, social and technological factors facing a business. It should be undertaken
as part of a strategic planning process. Environmental factors may be included in
social factors. Once carried out, a business can use it to see how these non-
controllable factors might be important, especially if changes are being considered.

PEST analysis s often presented in a grid as shown in Figure 4.

Political and legal
(government actions)
Health and safety laws
Cormpetition policy
Change of govemment

Technologlcal X
cent rachinery

Figure 4 PEST analysis

Advantages of PEST analysis

@ Relatively quick and cheap to carry out and present.
® Encourages strategic thinking.

® Can develop strategic responses to change.

a=l )

PEST analysis: examines the exteral
environment consisting of political
and legal, economic, social and
technological factors facing a business
————————

SWOT or PEST analysis provide ideas
t0 add to other factors when decisions
are made. They do not provide answers
to problems or set out actions to take.

on Guide



Disadvantages of PEST analysis
® Might date quickly.

@ Too simple analysis or conclusions may lead to poor decisions. £
@ Relies on assumptions that may be incorrect or change. %
(]
Now test yourself £
1 List an additional possible factor for each of the PEST factors in the grid. £
12 Choose one factor from each of the PEST categories and explain how a business might respond to that factor. v
13 State one advantage and one disadvantage of using PEST analysis. B
]
Answers on p.216 B
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Vision and mission statements explain the central purpose of a business. Vision
statements set out in broad terms where a business would ideally like to be; Vision statement: sets out a broad,
mission statements give an indication of how a business will try and achieve aspirational view of where the business
its vision in general terms. Not all businesses use these terms and some do not would like to be in the future.
have these statements, preferring to set out goals or aims. Mission statement: sets out its
purpose, identity, values and main
For example, a shoe manufacturing business might have: i

@ avision statement ‘to become the leading provider of footwear’ y
@ amission statement ‘o produce high quality shoes at an affordable price’

From these statements it is possible to develop specific objectives that reflect

the statements. The shoe manufacturer might go on to consider objectives in

relation to cost, skilled workers, distribution channels and marketing methods.

Now test yourself

Ad
of 1 its
@ Define the real purpose of the business. 14 Outline the difference between a
@ Enable specific objectives to be set to achieve the vision/mission. vision statement anclan objective:
3 15 Explain the difference between
® Provide motivation and clarity for employees. o R
a vision statement and a mission
® Enable strategic planning framework to follow. Statement:
. 16 State one advantage and one
"
Di of visio disadvantage of using vision or
® Can be very general — difficult to develop objectives from. il SIS,
L[] ’Can limit fcrareg;c planning, e.g. the shoe manufacturer has been limited to Answers on p.216
‘footwear'.
. — e [l
@ Can take up time and resources for little benefit if not used in planning.
Boston matrix — product portfolio analysis Revised

The Boston matrix (Figure 5) is useful for a business with a number of products
10 assess its position. The matrix uses a comparison of market share and rate of
market growth for each product. It provides pointers for marketing decisions for
products, and considers what might happen if there are too many products in
one element leading to possible problems in the future.

High Low
marketshare  market share

High market RISING
growth STAR

Low market
growth DoG

Figure 5 The Boston matrix

gic analysis (187)
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Undertaking and interpreting Boston matrix analysis
Rising star: high market share in a fast growing market

@ Often new products in a new market.

® Likely to have high marketing costs and face strong competition.

@ Likely to face falling unit costs of production.

@ Possibility of large revenues and profits if all goes well.

ic manageme

Cash cow: high market share in slow growing market
Generates large revenues and profits in mature saturated market.

High share might reflect past marketing and R and D spending.
Customer loyalty so reminder advertising often used to maintain this.

Might need extension strategies if there is a possibility of competition or
consumer tiredness.
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Problem child: low market share in fast growing market

® Often new products or ones with inadequate marketing.

@ Potential for revenue and profits given investment in marketing.

® Might succeed with little extra marketing as growth occurs with the
market.

Dog: low market share in low growth or declining market

@ Often outdated products or high competition.

Profit may still be generated as effective production, distribution and
customer satisfaction may all exist — in this case continue as long as
profitable with little marketing costs.

® May discontinue to free up resources for products with a future.

Many businesses try to have products in all sectors of the matrix to provide
a balanced portfolio of cash-producing products and possible high growth
products to replace those in maturity. However, care must be taken, e.g. a
high market share might not mean high profits as high marketing costs are
necessary.

Advantages of Boston matrix

® Itis simple and easy to use and pinpoints the position of products.

® Itindicates possible appropriate actions to maintain cash flows and decide
on portfolio composition.

Disadvantages of Boston matrix

@ Using it might lead to simplistic thinking — the model indicates possibilities.
It does not lay down set answers to situations.

® Market situations might change quickly.

Porter’s 5 forces analy a framework for s

Porter's 5 forces model (Figure 6) analyses five external influences that help
determine the strength of competition. It helps a business to judge how likely a

market is to be profitable, and identifies factors to focus on changing in order to

weaken competition. It may also be used by a possible new entrant to a market
10 assess existing competition and then produce ideas on how to weaken this.
A low level of competition makes a market attractive to stay in or enter.

(/1;‘\?> Cambridge Int
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When applying the Boston matrix, do
not just refer to products as problem
children or dogs. Explain what these
terms mean when you analyse the
situation, and link them to market
conditions. Make sure you include
possible alternative actions.

Revision activity

‘The majority of Business A's products
are cash cows and dogs. Business B has
an equal number of cash cows, dogs
and problem children, but no rising
stars.
1 Draw aBoston matrix for each
business to illustrateits position.
Use these to develop a suitable
strategy for each firm.
3 Exphain why a business should take
care when using Boston matrix
analysis.

N
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The 5 forces

Threat of new competitors

Eargammg power Bargaining power
suppliers mmpetmun of customers

Threat of substitute products

Figure 6 Porter’s 5 forces model

The four forces or factors outlined below influence how competitive a market is
likely to be:
@ Threat of new competitors — new competitors arriving in a market will
increase the competition and reduce possible profits for existing businesses
by increasing marketing costs and/or price reductions. Threat of increased
competition makes the market less attractive. Barriers to entry, including
high start-up costs, patents and copyrights and customer/brand loyalty, will
reduce the threat of competition.
Threat of substitute products — substitute products will reduce prices
and increase the price elasticity of demand for existing products. It is likely
that sales and profits for existing businesses wil fall. An example may be
artificial fibre fleeces entering the garment market.
Bargaining power of customers — many customers will mean a more
attractive market than if there are a few customers who have high potential
buymg power. This is particularly true if the few customers are large powerful
suchas or major
Bargaining power of suppliers — if suppliers of materials, components,
communication or distribution systems have power, their prices will be high
and so will business costs. This makes competition much less likely.

Using Porter’s 5 forces analysis
Competition may exist however many businesses there are in the market. It is

shown by price competition, high marketing activity and differentiated products.

If there is little competition, the market will be attractive to stay in or enter. If
competition is high, an interested business might think of producing for a
particular market segment, selling a differentiated product or marketing to build
abrand image.

The four factors influencing the degree of competition in a market are shown in
Table 2 along with the possible decisions a business might take in response.

Table 2

05 for

® Increase brand loyalty.
© Develop new products.
® Develop dedicated distribution.

Threat of new competition

Now test yourself

17 Identify Porter's 5 forces
18 Suggest one possible use of Porter's
5 forces model in decision making

Answers on p.216

Low

Continue existing strategy.

© Develop new products.
® Re-market existing products.

Threat of substitute products

Continue existing strategy.

Bargaining power of customers.
® Forward vertical integration.

 Produce products with no substitutes.

Continue existing strategy.

Bargaining power of suppliers ® Backward vertical integration.

@ Cooperation with others to bulk buy.

Continue existing strategy.

Strategic analysis
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n activity

Eatup produces ready meals, selling its products in one country. As many ofits customers also buy sauces for cooking, Eatup is
considering manufacturing a range of sauces. It carries out a Porter's 5 forces analysis on the sauce market.

Low

Threat of new competition Several large producers compete heavily | No bariers to entry.
on price and marketing. Less competition in high-price, quality
end of market.

L L T N X ST Several similar mass-produced sauces. | High-price sauces differentiated.

T L LA CTuIa Supermarket customers have high Small shops have less power.
power.

T IS Quality raw material suppliers are few. | Can use existing suppliers.

Use the analysis to prepare a report for the board setting out:
1 How competitive the sauce market s ikely to be.
2 Arecommendation on whether Eatup should enter the sauce market.

Advantages of 5 forces analysis

® It enables assessment of market position or potential for market entry.
@ Itenables a: sment of ive strengths and
@ It can show possible actions to reduce threat from competition or use
opportunities. The models in this unit are designed to
. give indications for analysis and action.
advantages of 5 forces analysis They should all be used along with
@ Itis simplistic so it is difficult to apply to complex markets. other factors to make fully informed
. . decisions.
® Analysis may quickly become out of date.

Revised

haled and Hamel’s core competencies

ly:
Core competencies are the unique capabilities a business needs to be 5
competitive. They ilustrate the key concepts that make a business, product or Core competencies: the unique
brand valuable to a customer and may be found in any functional area. Core capabilities a business needs to be
competencies make one business stand out against the rest. Examples include | <omPetitive.

Apple, which makes IT devices that are distinctively designed and easy to use,

and Walmarc which sells groceries and consumer goods at low prices. These

core competencies have been used in marketing to build up a distinct brand

image and identity.

Checklist for deciding core competencies in an
organisation
@ Gives customers a positive view and benefit.

. Now test yourself
® Provides access to a wide range of products and/or markets.

@ Difficult for competitors to imitate. 19 Explain core competencies.
- i . . 20 How might a core competency be
Developing unique core competencies will enable a business to focus on what it identified?

needs to do to make customers buy its products. There are resource costs in
determining the core competencies and simpler models, such as SWOT analysis,
may possibly perform the same function.

Answers on p.216

Core competencies and products

Core competencies may also be used in developing a product range strategy.
They can lead to the production of a core product that is not sold directly
but is embedded in all the products in the range. Black & Decker has core
competencies in design and technical performance at low cost. It has focused
on the production of electric motors. These are found in drills, garden
equipment and machine tools.

on Guide




Strategic choice

Once a business has analysed its position, it can act. Strategic choice deals
with three tools that can be used to choose a strategy that answers the
question ‘how do we get to where we want to go?’ It is important to
remember that these methods have limitations. They only apply for a short
time-scale and are only as good as the accuracy of the information they
use. Other factors should also be taken into account in making a strategic
choice.

Ansoff’s matri choice of strategy and risk Revised

Ansoff’s matrix (Figure 7)is useful for a business seeking to expand. It analyses
choices in terms of types of markets and products and gives four possible
choices, with an indication of their risk. Any expansion will carry some risk
because consumer behaviour and competitors’ actions are not fuly predictable.

PRODUCTS
Existing New
Product
EXIStng | penatration development
MARKETS é
]
Market
New development Diversification
— =

Figure 7 Ansoff’s matrix

Market penetra ing products and markets

The fact that the business already has products in the market means there is low
risk. Methods for market penetration in an existing market may include:

@ increasing frequency of purchase

@ finding different new customers

® gaining more brand loyalty and repeat purchases

® taking sales from competitors

One or more of these will be selected as an objective, and a strategy developed &5
n £ % 0 not confuse market

using appropriate methods, such as increasing advertising and promotion, penetration as a strategy in

extending distribution channels, making special offers and increasing the sales force. Ansoff's matrix with the tactic of

penetration pricin;

Do not think that the level of risk

shown is a set level determined

purely by the elements of Ansoff’s

matrix.

Factors making for success
® An unsaturated market.

® Low competition.

@ Growing size of market.

Market development — existing product and new market
The fact that the business knows its products but is introducing them to a new
market means there is medium risk. Methods for market development may
include:

® anew use for the product

® anew area for sales

@ targeting a different type of consumer

One or more of these will be selected as an objective, and a strategy developed
using appropriate methods.

Strategic choice (191)
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Factors making for success
@ Thorough market research.
@ Core competencies are linked to the product.

Product development — new product in existing market
The fact that the business already has customers in the market means there is
medium risk. Methods for product development may include:

® altering existing products to appear new

@ producing new products

One or more of these will be selected as an objective, and a strategy developed
using appropriate methods.

Factors making for success
@ Thorough market research.
@ Strong brand identity and customer loyalty.

Diversification

The fact that the business has no experience of the product or market means
there is high risk. Methods for diversification may include:

@ use of R&D linked to market research

@ integration with another business

One or more of these will be selected as an objective, and a strategy developed
using appropriate methods.

Factors making for success

@ A real driving force for diversification exists, eg, failing existing market,
management growth objectives.

@ Thorough market research and advice from product/market experts.

@ Flexible organisation culture and high resource availability.

Ansoff’s matrix — strategy and risk

Ansoff's matrix indicates levels of risk associated with each of the four strategic
choices. These levels are only indications as it may be difficult to define a market,
and there may be factors other than the product and the market affecting
success. A business can use the matrix to lower the risk of whatever strategy

is chosen. For example, a business thinking of market development will make
sure that market research is thorough and accurate, and a business thinking of
product development will make sure that the product matches the brand image
in the existing market. Using Ansoff's matrix is not a guarantee of success.

Advantages of Ansoff’s matrix

® Itis simple and easy to draw up.

® Clear choices and associated levels of risk are shown.

@ It enables strategic choice within a strategic planning framework.

Disadvantages of Ansoff’s matrix
® Itis simplistic and ignores many relevant factors.
@ Indications of risk are general guidance only.

Make sure that you apply Ansoffs
matrix to the information given about
a business and its market, relating this
to the factors making for success in
each choice and its advantages and
disadvantages.

Now test yourself

21 Explain what is meant by each of
the following and state the level of
risk associated with each:

() market penetration
(b) market development
(€) product development
(d) diversification

Answers on p.216

Draw a table to show the advantages
and disadvantages of using Ansoff’s
matrix to a business manufacturing
bicycles that is considering growth.

Now test yourself

22 Identify one advantage and one
disadvantage of using Ansoff’s
matrix.

reses [l

Answer on p.216

Force field analy:

Force field analysis is used when deciding on a particular change. It identifies
and compares the forces acting against the change with those acting in favour
of it. Unfavourable forces can then be reduced and favourable ones made
stronger.

al AS and A Level Business Studies Revi:
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Force field analysis: analysis that
compares forces acting to make a
change with forces acting against a
change.




Using force field analysis

Add all the scores for each column. change.
Make a decision based on the total scores. N
Identify ways to strengthen the drivers and reduce the restrainers.

1 Setout two columns.

2 Usethe fft column colist all the forces in favour of the change (drivers). Brvers:Tocrsading b Brourcia
3 Use the right column to list all the forces against the change (restrainers). change.

4 Show the strength of each force with a score from 1 (weak) to 5 (strong). Restrainars: factors acting against
5

6

7

8

Repeat the analysis.

Advantages of force field analysis

® Itis simple to carry out, easy to understand.

® It identifies clearly forces acting on a decision.

® |t enables drivers to be strengthened and restrainers to be reduced.
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Disadvantages of force field analysis

@ Some forces may be omitted.

® Scores are subjective and could be inaccurate.

@ Simplistic addition of scores ignores other factors.

Revision activity
A college is considering giving students access to all their records. The table below sets out the results of a force field analysis

undertaken by the senior managers.

Technology makes it possible 3 Additional cost of IT software 2
College’s need for transparency 3 Cost of change to record system 4
Student expectations 4 Confidentiality fears 4
Lecturers in favour 2 Lecturers not in favour 3
Total +12 +13

1 Using the analysis, should student access to records go ahead?
2 How confidentare you that this decision is correct?
3 Suggest how the drivers might be strengthened and the restrainers weakened.

These techniques cannot make a decision. They are used together with other
information to produce good decision making.

Decision trees mj

Decision trees enable a choice between possible actions to be made especially
when there are:

@ clear alternative choices

® numerical costs and benefits of the choices

® probabilities of success or failure for each choice

This enables calculations to determine the action giving the greatest monetary return.

Construction of a simple decision tree

Working from left to right, a decision tree is drawn by setting out: Expected money value (EMV): value
® A square decision node showing the decision to be taken. of a possible outcome in money terms,
N L N N N based on forecasts.
® Option choices indicated by lines ending in a decision node or outcome. \ )

® Outcomes indicated by a circle (chance node) followed by probabilities of
possible outcomes.
® The expected money value (EMV) of the outcome.

Strategic ch




Figure 8 Decision tree

This decision tree shown in Figure 8 deals with whether to buy a new or a
second hand packaging machine.

Calculations are made from right to left.

Expected value for each option possibility = EMV x probability (A).

Add the expected values for each option (calculation shown at (B)).
Added expected values for each outcome (chance node) (C).

Expected value minus cost of each option (D).

Highest possible recurn (E).

The new machine has a higher return (5235,000) than a second hand one
(6176,000) so the analysis recommends this option. There may be other
qualitative factors involved that also affect the decision. In this case, these may
be the condition of the second hand machine, maintenance levels and relative
life spans.

Other possible factors may include:

availability of finance

® how the options relate to business objectives

accuracy of the monetary information and probabilities
® external economic environment

Advantages of decision trees

@ They demand clear thinking and analysis.

® They set out choices and their value in money terms clearly.

® They take account of risk and probability of an outcome.

® They demand detailed and thorough research into costs and benefits.

Disadvantages of decision trees

® The use of data may disguise poor or faulty research.
® They require reliance on accurate data and forecasts.
@ They may become out of date.

@ They may not take into account all relevant factors.

What-if analysis

The disadvantages of decision trees can be reduced by using sensitivity or what-
if analysis. Asking the question ‘what if? of each of the outcomes can produce
more information that takes account of different possibilities by having different
assumptions. For example, sales are forecast to rise by 20% with a probability of
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[ Expected value: the value of a
possible ouitcome, taking into account
the probabilty of it occurring — equals

EMV x probability,

Decision trees show decision points as
a square, points with differing possible
‘ooutcomes as a circle, probability of

an outcome and expected money
value of an outcome, and should
include no change options where
appropriate. Work left to right to set
out probabilities and right to left to
calculate expected values.

Now test yourself

23 Identify three advantages of using
decision trees.

24 Identify three disadvantages of
using decision trees,

Answers on p.216

pert tip

Decision trees take a long time to
draw up. You need to be familiar with
the process and be able to extract key
information from a decision tree as
‘well as show understanding about how
decision trees are used.
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this happening of 60%. What if an unexpected change in government reduced
the probability to 40%? Carrying out this exercise for a range of scenarios will
increase the accuracy of the decision tree analysis.

Revision activity
Regal Ltd specialises in making metal forming machines. The R&D department has designed an easy-to-programme, computer-
controlled machine (Cammill) costing $6m, which would be attractive to manufacturers. Market research information is set
out in a decision tree (in Figure 9). The operations department would like to move production from the town centre to a
cheaper purpose-built, modern factory on a greenfield site, even if this means risking the loss of the skilled staffin the town.
Maybe managers would not want to move and planning permission would be needed. The more expensive new machine
would mean selling to larger businesses at a higher price, but export markets look promising. A new strategy would be needed

Econorric
e autcarnes
conomic__—qar
recession
06 Postive
rarket response
Economic 1o
Carmmill__ ($6m) 05 boom
Econormic >0
recession
Negative
0.4 market response
Econorric
+86m

Cammil___ ($om)

ot approved

Figure 9 Cammill investment decision tree
1 Explain how either Ansoff’s matrix or force field analysis might be useful in deciding whether to go ahead with the
Cammill product.
2 (a) Calculate the expected return from manufacturing Cammill. Show all of your workings.
(b) Discuss how useful decision tree analysis is to Regal when taking the decision to commit to Cammill

Strategic implementation

Once a strategy has been decided upon it is implemented through a business
plan. The strategy must take account of corporate culture and the organisation
should be prepared for managing necessary change, including planning for a crisis.

Business plans mj

Business plans are designed for an external audience — banks, venture capital
suppliers, potential buyers or partners. A business plan sets out corporate

objectives, functional area strategic and tactical plans, financial forecasts and

market analysis.

Business plan: sets out objectives
and how an organisation intends to

Key elements of a business plan forecasts.
@ Summary of basic information — a brief overview of organisation

name, history, legal structure, product description, sources of resources and

objectives.
@ Product or service — more detail on what is being produced and how it

meets the needs of the market. Differences from competitors’ products are

included, especially patents or copyright.

achieve them by strategic and tactical
plans, market information and financial
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® Market analysis — a description of the market including the size,
Q competition, market trends, target customers and possible future changes,
£ based on documented market research.
e’a ® Marketing plan — this sets out the planned marketing mix and how this m
(] will meet customers’ needs. S sions: th
=1 e Production plan — this contains detais about how the product or service 1 e
£ will be produced. It includes buildings, machinery, production methods, answer the questions:
v supply arrangements and quality assurance methods. ® Whatis the purpose of the
%71 @ Organisational plan — this often contains an organisational structure business? (values/mission
o statement)
o chart and describes how the workforce will be organised and structured, A
] h management and training arrangements. ectis b Y
i wid g g arrang (objectives)
B3| © Financial forecasts — furure monthly cash flows and income staternent @ How will it get there? (functional
forecasts demonstrate how finance is to be raised and managed. areastrategies)
b= o Conclusion — this is an overall summary of the whole plan looking LR )
forward.

The value of a business plan

Any size of business will find a business plan valuable, especially for obtaining
finance, as it sets out exactly why a lender or partner should be interested. It
also provides a detailed framework to act as a focus. This is why small businesses
starting up usually find the planning process invaluable. Larger organisations
proposing expansion or change may also prepare a business plan and many
regularly maintain and update their business plans. This is because a business
plan enables:

@ close checking that an idea will be successful in reality, indicating how to
overcome possible problems
@ successful applications for a loan, grant, subsidy or other finance
® detailed i of the financial and organisati implications of a
proposal based on thorough research
@ detailed assessment of the internal resources needed for success and exactly
what external resources will be needed Now test yourself
@ afocusand sense of direction . N .
25 Briefly explain what a business
@ constant review of progress planis.
26 Identify three advantages of
Possible disadvantages of a business plan drawing up a business plan.
@ The cost of producing it and the possibility of inaccurate forecasts. Answers on p.216

® It may become inflexible if it is followed stavishly without being adapted to
changing conditions.

Corporate culture and strategic implementation
Types of corporate culture

Corporate culture is the values and behaviours shown by employees as
they work. It appears in dress codes, attitudes to work, organisation structure,
leadership styles, ways of communicating, and how employees relate to each

Corporate culture: the values and
behaviours shown by employees as
they work to get tasks done. These can

other, suppliers and customers. Any type of culture may be appropriate to a also be determined by the attitude of
successful business. The organisation must match its culture to its objectives and managers and owners.
markets. - >

The types of corporate culture include power, task and entrepreneurial
cultures.

1al AS and A Level Business Studies Revit
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Power culture

The power is located in the centre or at the top, with small numbers of people
responsible for decisions. Typically:

@ leadership is autocratic

® decision making is centralised

@ organisation structure is narrow and tall

® communication channels are defined in a hierarchy

Advantages Disadvantages
® Decisions are made quickly and clearly. ® Creativity is limited, little group or team work.
® Decisions are put into practice exactly. @ Some employees are unmotivated as they have little control.
Task culture
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Focused on team working, and power is located in what people contribute, not
their formal position. Typically:

@ leadership is democratic and empowering

@ decision making is delegated

@ organisation structure is flat, wide or a matrix

°

communication channels are informal

Advantages Disadvantages
o Creativity is high. @ Slow decision making and team rivalry.
@ Many employees are motivated by ibility and team working. | ® Changing teams is costly and disruptive.

Entrepreneurial culture

Entrepreneurial cultures are focused on generating ideas from all levels. Change
and risk taking are encouraged. Typically:

@ leadership is democratic o laissez-faire and empowering

® decision making is delegated

® organisation structure is flat, wide or a matrix, able to change

°

communication channels are informal and fast

Advantages Disadvantages
® Many ideas, quick to react to change. ® Time and resources are wasted in unworkable ideas.
® Many employees are highly motivated. Little control over employees.

Strong and weak cultures
Whatever the culture type it may be strong or weak. Other corporate cultures are possible,
eg. person and role. These are not

Strong cultures are ones in which employees alk: ki Ml

® understand the culture and conform to it but any discussion of them will be

@ agree on the values and behaviours rewarded in examinations. Research
them and produce notes on their

Weak cultures are ones in which employees: advantages and disadvantages.

@ do not fully understand the culture and need detailed and rules

@ may have different ideas about the culture and this may lead to conflict and
different ideas

The importance of corporate culture

Businesses have their own objectives and market environments. Corporate
culture should maximise the chances of reaching the objectives, so it
important to choose the most appropriate type, including the possibility of
changing it as the business develops.

Strategic implementation
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Power corporate culture may be very appropriate for markets that have: Now test yourself

@ products with a long life 27 Explain three different types of
@ prospects for expanding internationally corporate culture.
® agreat deal of competition 28 Suggest two reasons why an

; appropriate corporate culture
and may be less suitable for markets with an emphasis on high and new yight betnoftant s bushiess
technology for new products. to achieve its objectives.
Task corporate culture may be very appropriate for markets that have an Answers on p.216

emphasis on high and new technology for new products, and less suitable for
markets that are growing, or face a lot of competition, where products are long
lived or where there is the chance of international expansion.

Entrepreneurial corporate culture may very appropriate for markets that have:
@ an emphasis on high and new technology for new products

@ high growth

® agreat deal of competition

and may be less suitable for products that have a long life.

Revision activity
Facebook offers an online social media site that is al jces and facilites to keep ahead of the
competition in a high technology, growing interational market. | Ptk e deliberately encouraged a particular corporate
culture that includes:

@ shared desk spaces and team working on short-term projects
@ games rooms, free food and child care

@ time and resources for employees to work on their own ideas

@ flexible working hours and the possibility of working from home

@ induction programmes, mentors and access for all to senior staff

Some employees were critical because working hours were long, pay was low, the perks offered tied employees to the company
and it was possible to waste lot of time.

1 Giving reasons, explain the type of corporate culture Facebook has.

2 Explain whether you consider this culture to be strong or weak.

3 Inwhat way is this type of culture appropriate to the business Facebook operates?

4 Discuss the advantages and disadvantages for Facebook changing its corporate culture.

Developing a change culture s importance Revised

Businesses can never be static. Their employees, markets, suppliers, competitors
and the economic environment are always changing. It is vital that a business
also changes to adapt with this process, whether seen or unpredicted change.
Flexibility must be built into the corporate culture, whatever this is. Processes
for making change happen when necessary are crucial, i.e. a culture of change
should be built into the corporate culture.

Basic methods for successful change
@ Create a positive working environment by focusing on what is going well.
Identify committed change leaders in important management positions.

Make sure that every employee knows and works t new values and beliefs
by writing and communicating objectives and mission statements that really
apply.

Involve every employee in problem analysis and solving, building change into
every role.

Give every employee the chance to comment on the implications of change.
Train all employees in change management at an appropriate level.

Studies Re
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Techniques to implement and manage change successfully
Overcome resistance to change

Resistance to change is natural. People fear loss of security, power or the
unknown. The first step to successful change is to overcome resistance.
Managers can minimise resistance by:

helping employees to talk about their fears

giving reasons for change

giving employees full information about the change
providing support and training

inviting comment on the proposals

Techniques to implement change

Any corporate culture can manage change successfully. Those with structures
that focus on people will already have open communication channels and
involvement of employees in decision making, Organisations more focused on
central decision making can use this to communicate change processes clearly
and successfully. Techniques that apply to any organisation include:

Give good advance notice of change coming.

Make resources available for change processes.

Give a very clear vision using mission statements that are explained in a way
that shows a need to change and a new direction.

Get key leaders at the top committed to the change — project champions
are a possible way to do this.

Communicate reasons and proposals for change clearly to every employee.
Give every employee the chance to comment on the proposals — this
involves everyone, giving ownership, and may generate positive suggestions.
Provide appropriate training and support for all.

Change management and organisation structures to reflect the new
position.

Devel ofa y to change
The techniques of managing change can be used within each step of a strategic
approach for managing change.

Kotter’s eight-step strategy

Some of these steps may take place at the same time.

Create urgency. All employees need to know there is need for change and
expect it to come.

Create a change team. Prepare committed and respected manager/leaders
a all levels.

~

3 Create a vision. Decide on new values and beliefs contained in value/
mission statements and objectives.

Communicate the vision. Use all the communication channels in all
functional areas.

Empower people and remove obstacles. Identify reasons for resistance to
change, and minimise these using leaders or project champions. Restructure
and reward those working for change.

Create short-term gains. Small steps for change mean all employees can
see benefits and progress.

Build on the change. Continue the process of change after each small step.
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Anchor change into corporate culture. Build change into whatever
culture there is by getting leaders to support change, telling success stories,
inducting staff into change and rewarding change.
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Revision activity
A manufacturing company faced the prospect of going out of business due to intense new competition from low cost
businesses. Only the directors were aware of this as the factories were running 24 hours and the workforce was happy. The
directors held meetings with senior managers and supervisors, and convinced them of the very real threat. Research showed
that the rest of the workforce still did not realise this. Foreman supervisors were seen as key employees, in charge of translating
management requirements to the workforce. Meetings with head foremen were held in which they had the chance to make
contributions in debate. Following these meetings, most of them were in favour of change and were willing to promote change
o their teams, Team meetings for all employees were held in company time. Major changes in working practices that reduced
costs followed.

1 Outline two techniques for achieving change used by this business.

ic manageme

2 Analyse the strategic change management approach taken by the business.
3 What role did having a strategic approach play in this successful change management?
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Contingency planning and crisis management Revised

Events that threaten a business may occur suddenly. Most of these are foreseeable,
even if they are unlikely. A well-prepared business will take steps to be ready for
these events. Crisis management is the process by which a business deals with a
major event that threatens its operation. Examples include floods, a fire,
equipment failure or mass resignations. Contingency planning is the process of
planning for foreseeable but unlikely events (crises) that wil threaten a business.
Correct planning will make the negative effects of a crisis as small as possible.

Crisis management: the process by
which a business deals with a major
event that threatens its operation.
Contingency planning: the process
of planning for foreseeable but unlikely
events (crises) that will threaten a
business.

Contingency planning stages

The first essential stage is to recognise the need for planning for crisis.
Identify foreseeable events that may threaten the business.

Give each event a probability to identify which of them is the most likely.
Decide which events will have the biggest negative effect.

Prepare a contingency plan to deal with these events. The plan must include
specific actions for immediate problems and actions to return the business
to normal working.

Test the contingency plan and how well it functions.

Review and update the plan.

woa W

N o

Advantages of contingency planning
® Quick response.

® Reassures stakeholders. Now test yourself

@ Helps senior managers generate favourable public relations. 29 Define contingency planning,

@ Maintains confidence. 30 Outline the process for successful
contingency planning.

Disadvantages of contingency planning 31 State three advantages and three

® Uses valuable time and resources in preparing and training. disadvantages to contingency

@ Cost of reviewing procedures. planning.

® May lead to less planning to avoid disasters. Answers on p.216
@ Likely never to be used so could be a waste of resources.
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A level questions and answers

This section contains exam-style questions for each A level
topic followed by example answers. The answers are followed
by expert comments (shown by the icon () that indicate
where credit is due and areas for improvement.

6 Business and its environment

czD—————

Bright Hair and Nails (BHN) plc

BHN produces a range of chemicals and other
products for hair and nail care. It sells mainly to
18-40-year-old, middle-income women. Sales are
rapidly rising as this group’s disposable income
increases. Last year BHN introduced a new organic
sustainable range called Care, aimed at teenagers.
BHN closed a factory so that Care and some other
products could be manufactured in another
country, where prices of land and labour are much
lower. The bad publicity from the closure and
redundancies has recently been made worse by
environmental pressure-group claims that Care

of these s forecast to rise at an even higher rate (4%),
producing a larger number of potential buyers, a good
indicator for higher sales. However, prices are forecast to rise
ata faster level than GDP or population. This willlead to
increasing costs and pressure on profit margins or prices. Both
of these will tend tolead to a fallin sales and profits. The fall

in profit tax s likely to more than offset these effects and lead
to.an increase in profits. The fall in the exchange rate wil lead
toimport prices rising. This might increase the costs of Care, as
it is manufactured elsewhere, and lead to pressure to increase
prices or cut margins.

With increasing concern for environmental factors BHN has
done well tointroduce an organic range and islikely to increase
sales. However, it will have to demonstrate that the crticisms
about ingredients and advertising are not true, otherwise the
pressure group actions may convince potential and existing
customers ot to buy. Misleading adverts may also attract legal
action from government or regulatory bodies, costing BHN
money and reputation, which i the personal care market is
crucial. Itis very difficult to assess the overall effects of these
factors as they are complex and act in different directions. The
actions of competitors and movement of ingredient prices will
also be important n the future success of BHN.

In the extract, Table A information is considered, along
(S th ther extema factors drawn from the case study.
of the concepts and their possible effects is

uses hemical i and
that adverts have been mi: ling. Ce i
are i ing new

in brief chains of argument (analysis) and these

advanced products. The directors are considering
the following information.

Table A

Annual GDP growth rate in next 3 years +4%
Annual population growth rate in next 3 years | +2%
Annual population growth 10-18 year olds in | +4%
next 3 years

Forecast annual inflation +6%
Forecast change in tax on profits -8%
Forecast change in external exchange rate 5%

Discuss the ways in which the information in
Table A and other external factors could affect
how successful BHN is in the future.

Candidate answer (extract)

BHN produces consumer products. Its target group has
rapicly rising incomes so sales are likely to continue to increase.
Population growth at 2% pa. also supports this conclusion,
though this assumes that the target group s likewise increasing in
size. The new Care range is aimed at teenagers and the number

[20]

are related to BHN and its products (application).
Understanding that the effects of one change may depend on
other changes is shown (evaluation) and an attempt to weigh
up the relative importance of these effects is made
(evaluation). The complete answer would be expected to
achieve marks in the top level, i.e. 17-20 marks.

7 People in organisations

quesion S

People First Ltd

People First Ltd manufactures a range of kitchen
equipment including cooking utensils, plates and
cups and ovens. The business is American-owned
but has its manufacturing base in India. The senior
managers areall from the USA and many of the
workers feel that they do not understand the
needs of the local employees. The managers realise
that they have a serious issue with the low level of

A level questions and answers (201

—/



§
3
2
£
«
-
B
®
“
e
.2
-
2
o
S
T
@
>
A
<

morale among the workforce and they have noticed
asignificant increase in the level of faulty products
being produced. The managers have also been made
aware that some departments have performed
much better than others; some have consistently
met their targets while others have not achieved as
much as 75% of what was expected of them. One
departmental manager has said that he has not
been able to meet targets set for his department
because he does not have enough suitably qualified
staff to undertake the tasks required.

Discuss the extent to which a lack of workforce
planning might be responsible for the high
level of faulty products and the failure of some
departments to meet their set targets.

Candidate answer (extract)

Workforce planning involves ensuring that a business has
the right number of employees with the right skils,in the
right place at the right time. According to one

[15]

arp—————

Excelsior Ltd

Excelsior Ltd, a producer of office equipment based
in the UK, has experienced rapid and substantial
growth over the past 2 years. The business has

had production facilities in the UK for 25 years

but more recently has built factories in India and
Indonesia.

A recent e-mail sent to all departmental managers
in the UK factory asked them to instruct their
staff to look at the notice board as soon as possible
because an important message had been posted
there that all employees needed to read. The
notice informed employees that the business

was considering closing the factory and moving
production to the more modern factories in
Indonesia and India.

Assess the extent to which the chosen method
in this

of was

manager, targets were not met in his department due to a
lack of employ appropriate skils. If the di

does not have enough staff, that could explain the failure to
meet targets and more workers should be recruited. If there
are sufficient employees but without relevant skills that might
explin the increase in faulty products and the failure to meet
cargets. This could indicate that workforce planning had not
taken place o ifit had, then the requirements for the number
and quality of employees had not been met.

The business also recognised a problem of low morale
amongst employees so it is possible that it s poor motivation
that has caused the increase in faulty products, Low levels
of motivation might be due to the feeling that the senior
managers do not understand the needs of the local workforce.
Itis possible that inappropriate methods of motivation are
being used. The HRM department should meet with some:

pl what could so that
managers can adjust their approach to their workers.

Discussion with the employees is essential to understand which
of these factors s likely to have caused the problems identified.

U This extract identifies the two key issues from the case
study that could have caused a department not to meet
set targets and the increase in the production of faulty
products. The candidate recognises that it might not just be a
workforce planning problem and that there might be another
cause, i.e. poorly motivated workers. There are other possible
causes of the faulty goods that could have been discussed,
e.g. poor materials or faulty equipment. These might have
added some depth to the answer. Howevey, the candidate
does show a good understanding of workforce planning and
motivation issues and how this can impact on the output of a
business. Some evaluation is included but has limited
development. For example, the idea of HRM meeting
employees to discuss motivation issues could have been
further discussed and would have strengthened the
evaluation at the end of the answer. The complete answer
would gain 13/15 marks.

mbridge International AS and A Le

vel Business Studies Rev

situation. (8]

Candidate answer (extract)

The managers of Excelsior Ltd wanted to convey the
information quickly and a notice board can achieve that. This
is information that every member of staff should have, and
there is no guarantee that every employee willlook at the
notice board. The information means that workers in the UK
factory will probably lose their jobs; the use of notice boards
is too impersonal when communicating such potentially
devastating news. The workers do not have an opportunity
to understand the reasons behind the decision o to give
feedback to the managers about how they feel about the
news. It might have been more appropriate to hold  staff
meeting so that senior managers could explain in more detail
‘why this decision is being made and when it islikely to occur.
They can give the employees an opportunity to ask questions.
Potentially lfe-changing news should have been delivered in
amore personal manner. Perhaps departmental meetings
could have been held meaning fewer workers in each meeting
giving each of them a better chance to give feedback or ask
questions. Departmental meetings might each give a slightly
different message causing confusion amongst workers who
discuss what they have heard.

Letters could have been sent to employees giving deails of the
proposed closure, the reasons and timescale. This would mean
they would have a permanent record of the facts but does ot
give the opportunity to ask questions unless a staff meeting s
held after workers have received the letters.

@ In this competent answer, the extract shows the
candidate is considering the content of the information
and the way in which it might affect employees. The
candidate also considers the amount of information that
employees might want, e.g. the timescale involved. There are
some evaluative comments within the answer and the
complete answer would gain 8/8 marks.

sion Guide



8 Marketing

auesion «

TecWear

TecWear, owned by Jameen, manufactures
waterproof coats and trousers. Tecware has been
in business for 3 years and has already built up

a growing customer base that appreciates the
distinctiveness, quality and design of the clothes.
Sales to customers are made through 18 specialist
clothing stores and an internet site and show a
seasonal variation. Jameen uses moving averages
and other methods to ﬁorecast future sales There
are several large s

(b) TecWear uses moving averages to forecast sales. This
method is useful because sales vary by season and
calculating a trend and adding seasonal variation will give
an accurate prediction. It will not be able to determine
random changes to sales, nor predict the effect of
changes in the market, such as a competitor bringing
outa new design or promotional campaign. But it wil
enable Jameen to have a clear idea of sales revenue in the
future, enabling investment decisions such as developing
the new fabric to be well made. Other methods might
include asking outlets their views on the market and
expected sales and using customer information from the
websice, looking at the percentage of people who visic
and buy. These forecasting methods are not expensive
and will give a clear idea of expected sales quantity and
revenue. This will enable production plans to be accurate,
costs to be minimised, and cash flows and any borrowing

similar clothing which have much larger promotion
and research budgets than TecWear. They are
continually bringing out new products and fabrics.
Jameen now feels that TecWear needs to develop or
fail. She employs a part-time fabric scientist who

is working on a new unique lightweight, washable
fabric that could be used for outdoor garments.
Without the waterproofing ingredient it would
also be suitable for indoor clothes, including shirts
and dresses. Financing further development will
require borrowing. Brief market research indicates
that a paper catalogue in addition to the website

to be forecast. However, in a rapidly
changing marke, sales forecasts must be constantly
revised and treated with care.

() T extract discusses th role of forecasing, showing

knowledge of possible methods, with some reference to

TecWear’s situation. Benefits and drawbacks are considered,

with reasons for each. Some attempt is made at a conclusion.

The complete answer would be expected to achieve 12-14
marks.

9 Operations and project
m t

might be a means to attract more

(a) Analyse the benefits to TecWear of product
development. [10]

(b) Evaluate the importance of sales forecasting
for TecWear. 4]

Candidate answer (extract)

(a) TecWear's business s buic on seling to people who
want something different from the large firms' products.
In order to compete, TecWear has to offer something
that cannot be bought elsewhere. R&D will enable it to
continue to keep ahead of the big companies. Failure to

&

Lausions S

Problems at Bikki Ltd

Jon and two associates left their jobs with a food
manufacturing firm to set up their own business,
Bikki Ltd, making biscuits. They took up an offer
of leasing a factory with the equipment needed for
mixing, baking and packaging. They hired workers,
engaged in a marketing launch and achieved all
their sales targets, selling to small shops and one

develop new products means that the will
soon copy TecWear's fabrics and their big research and
promotion budgets will attract business from TecWear.
The performance clothing market demands clothing that is
waterproof and light and TecWear needs new designs and
fabrics to keep up with market changes. The new fabric wil
maintain competitive advantage and enable expansion into
anew market. All TecWear has to decide is whether the
potential benefits are bigger than the investment needed.

_ ) This extract considers the benefits, so addressing the
U question. Several benefits are suggested, with reasons
given for their importance, all in relation to TecWear's

situation. The complete answer would be expected to achieve

8~10 marks.

I chain. After a year several
problems appeared:
The began
numbers of packets because biscuits did not
meet the quality criteria.
® Stocks of ingredients and finished packets built
up and some spoilt.
The equipment began to break down
frequently.
Labour turnover rose and many employees
complained of boredom.

Jon was warned that repeat orders were in danger
unless quality improved. Employees became aware
of this and their motivation fell even further. The

stions and answers
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supermarket buyer had a quiet word: ‘Unless
quality is improved within three months you
lose our order. Why not try lean production?’ Jon
quickly investigated this idea.

Evaluate the introduction of lean production at
Bikki Ltd.

Candidate answer (extract)

Lean production is using resources to produce in the most
efficient way to minimise waste. It keeps costs as low as
possible and enables consistent quality criteria to be achieved.
It does this by focusing on four areas.

First, justin-time production. This involves only ordering
materials when they are needed for production, and sending
finished goods to suppliers quickly so that inventory at all
stages is kept to as near zero as possible. This is exactly what
Bikki Ltd needs to introduce to stop the costs of holding too
muuch stock as a present. However,JIT requires some setting
up and there are dangers. There must be accurate forecasts
for demand, otherwise it might not be possible to suddenly
obtain raw materials. In Bikk’s case the supermarket will be:
able to supply demand requirements. Suppliers must be reliable
in terms of quality and delivery, there must be flexibilty in

the equipment and workforce and some kind of enterprise
resource planning (ERP) to enable resources to be matched

exa((ly to orders. All this will require |n|ua| costs in lms of

[20]

be achieved. Advantages and costs of lean production are
discussed and there is some attempt to reach a conclusion,
but this is not fully justified by the arguments. The answer is
general in tone and could be more focused towards the issues
faced specifically by Bikki Ltd, though there is some reference
to particular case study points. The mark for the complete
answer would be in the range of 14-18 marks.

10 Finance and accounting

arm——————

Exploration Equipment plc

Exploration Equipment plc specialises in drilling
and mining equipment that is sold worldwide. It
has its headquarters in Malaysia with production
sites in Malaysia, China and Indonesia. The

board of directors has recently decided to open
another factory in Europe but is undecided about
its location. The following figures have been
estimated for each proposed location:

Predicted net cash flows $000s

[ Tt v veurs v

¥ o0 [120 [250 [300 [325 350

seting
an ERP system. There will e ongamg costs of monitoring In
Bikk’s case, where production is relaively simple and materials
easily obrainable, setting up JIT should be possible and willlead
to much cost savings. It will ot really address the quality issues.
These can be tackled by introducing total quality management
(TQM) — a plan for getting quality assurance by all employees
Pu(ung quaityfirst from start o fnish. This will mean making
ommitted to giving quality and empl
iz pride in achieving qualicy. This means
changing the culture of Bikki and supporting workers in their
jobs. This sounds easy but will require management of the
change. This can cost time and energy. To get employees
involved in TQM means changing their roles. This can be done
through increasing the importance of teamwork through cell
production, providing flexible roles and giving workers more
responsibility This will reduce the complaints about boredom,
lower labour turnover and its costs and increase quality. There
will be costs and the total commitment of the owners and
managers will be needed. Work patterns have to be changed
and it may be necessary to invest in different machinery that s
less prone to breakdown.
Changing to lean production involves cost. In Bikki's caseiitis
difficult to see how it can survive unless a big move towards
lean production is made.

u In this extract, the candidate addresses the question.

A clear understanding of lean production is shown,
though there are omissions, e.g. capacity management, the
role of kaizen, benchmarking and how quality assurance may

Cambridge International AS and A Level Busi

T35 100 (235 [350 [375 |a25 |

(a) Calculate:
(i) the average rate of return and 3]
(ii) the net present value 3]

Discount factor for 10% rate of interest

[o75  |oss  |o62

|os1

(b) Analyse the factors, other than financial,
that the board should consider when making its
decision. Y]

(a)(i) ARR for France = (1,345 ~ 800) + 5 = 109 average profic
peryear
ARR =109 + 800 x 100 = 13.63% rounded
ARR for UK = (1475 — 875) = § = 120 average profit for
the year
ARR = 120 + 875 x 100 = 1371% rounded

(i) Net present value (NPV) France = $179.700

NPV UK = $183,750

These calculations are correct and score the full 3 marks
for each,

dies Revision Guide



(b) The board might consider the attitude of the governments paid to workers reducing profits and therefore the net profic
in France and the UK to overseas companies locating, margin. fworkers had negotiated a significant wage increase
within their countries. Some governments encourage this could cause such a downward trend. Over 5 years the
foreign inward investment, while others discourage itin net profit margin fell by 3% but in 2010 it increased. Heppack
order to protect domestic industries. Led needs to discover how it achieved this increase and try to
Will the company be able to locate where it wants toor will  introduce measures (o repeat this. Over the last 3 years net
hi et chctice whete the factory i be bkt profit margin has steadily declined. Have increases occurred on

several items or s it one particular expense that is the cause? It

Both the ARR and the NPV indicate that the UK would be :
might be a result ofinflationary pressuresin the economy.

the most beneficiallocation but legal restrictions might

be stricter than in France. The business must consider the

This extract focuses on the question and on the
U elements that determine the profit for the year. It shows
an understanding of the relationship between expenses,

age rares an
in both countries. If France has generally lower wage rates
than the UK, the business should locate in France. The

level of trade union activity might be an important factor profit for the year and the net profit margin. The impact of
in the decision. If there s a chance that production can inflationary pressure and the question of one or several cost
be frequently disrupted by industrial action then EE plc increases needs some explanation to make it relevant to the

§
i
c
«
-
€
<
w
c
=)
b
o
3
L
°
>
L
<

might lose too many days of work and be unable to meet
deadiines for delivery of equipment.

Some governments give grants and/or cheap loans to 11 Strategic management

businesses that locate in their countries but often dictate

where in the country the business should locate. This might

Theinfrastructure is imporant. Is there a good road

answer. The complete answer would achieve 6/8 marks.

and rail network? Can the business locate close to a port Rack Radios (RR) plc
because the equipment is ikely to be large and heavy and X
will be exported to the final customer? Rack Radios (RR) plc produces a range of radios

that sell at a low price. The range includes portable
battery, solar power and wind-up models plus

This answer does mention some financial factors, ie.
| C Jdvmubuiisimiminiioisiotss some small mains radios. It has had great success
identifies several non-financial valid factors, e.g. the in sales through large, low-price retailers, gaining
infrastructure and the level of trade union activity. There is a good market share. It has achieved this by
some analysis of the possible impact of trade union activity. keeping the cost of materials down, using low-tech
More analysis of relevant factors would be required in order specification circuits to enable low prices but low
for higher marks to be gained. It gains 7/10 marks. profit margins. RR has two concerns:

1 G i i and RR’s

m_ sales are levelling off.

Disposable incomes in the country are
increasing and research shows that many
Heppack Ltd financial data people are not satisfied with cheap, low-quality

PR .-
) (%) %) The directors have an idea that it is time to
40 44 46 49

~

42 produce a higher-quality, more expensive radio
to sell to people with greater disposable income.
Net profit | 15 12 16 14 12 Components, cases and finishes would appeal to
margin the new target market. The radios would be sold

in department and specialist stores. Manufacture
would be outsourced to specialists in low wage
economies. There would be a new brand name
— Real. This would complement the existing
brand but would have to be marketed differently
to ensure that there was no confusion with the
cheaper model ranges. Consultants were employed
The most likely explanation i that Heppack Ltd has allowed and they carried out some strategic analysis for RR.
costs to increase. This could be an increase in the cost of ® Boston matrixanalysis considered the position

Analyse the possible reasons why the net profit
margin of Heppack Ltd is decreasing when the
gross profit margin is increasing. 8]

electricity o fuel for the company's vehicles. It could be due to of the current models in the market.
anincrease in any of the items listed in the income statement. © A SWOT analysis established where RR was at
This could have been caused by an increase in the wages the moment.
A level questions and answers (205)




§
3
2
e
G
-
£
]
«
e
2
S
2
3
3
T
o
>
L
<

® Porter’s 5 forces model was used to assess the

Using this can help RR o pinpoint a possible direction
thac will build on s strengths, bypass the weaknesses, use
ities and avoid the threats. SWOT analysis does not

possible competition.
® APEST analysis h I factors
related to the market for radios.
Consider the
ied out. Assess how analysis
might be for RR to be successful in introducing
the Real range. [20]

Candidate answer (extrac

Strategic analysis is a business setting out where it is with
resources, the market and the external environment. It follows
the secting of objectives and enables strategic decisions to be
taken abou the future using the information from the analysis.
The consultants used four tools of analysis, The Boston matrix
considers the range of products a business has and assigns
thern to a matrix with four parts, high or low market share and
fast or slow growing markets, RR's products have a medium
market share in a slow or declining market — a cash cow that
is generating money in a consistent way. This could be used to
finance the development of another product ike the proposed
Real.Real would be a problem child — low market shareiin

a growing market, giving the possibilty of future revenues.

The Boston matrix does not make a decision but indicates
possbiliies — markets may change.

ASWOT analysis considers the strengths, weaknesses,
opportunities and threats facing RR.

give prescriptive answers but indicates simple conclusions.
Both these tools indicate that the proposed move to Real has
a definite possbiliy of success and that continuing as RR is at
the moment is not really an option.

Porter's 5 forces can be sed t assess the degree of
competition in an existing market or in a market a business
may wish to enter. In RR's case the existing market has a threat
of competitors, customers are increasingly likely to switch

to other products, there are substitute products available

and there is lcte information on the bargaining power of
suppliers, though outsourcing may put greater power to
them. This means that there is liely to be some competition
that willincrease. In the proposed market there appears to
beless competition as there will be fewer available substitute
products and customers will have less bargaining power. This
indicates that R s likely to face less competition by selling
more expensive upmarket radios.

PEST analysis considers the political, economic, social and
technological aspects of the external environment, Relevant
factors would be that disposable incomes are growing (£),
people are less happy with cheap radios and want more
expensive quality (5) and the technology exists to make better
quality radios. Again, this indicates that the proposed move
may well be a good one

Strategic analysis enables a business to set out where it is now,
with an indication of what it might face in the future. However,
all of them are simplistic and the situation may chany

rapidly, making the analysis outdated and faulty. RR should
build on the conclusions by carrying out detailed market

market sector likely | segment. Sales likel,
share. todecline. | e ey
Good distribution

products channels.

Good

reputation.

G

distribution

networks.

research, it suppliers’ costs and quality, drawing up
production plans for costs and making initial approaches to
department and specialit stores.

’U This extract shows a comprehensive answer that covers
all four tools. Knowledge and understanding of these
tools is good and is applied to RR's situation. The advantages
and disadvantages of the tools are considered and the
conclusion sets out other things that R would need to do.
The complete answer would be expected to achieve 16-20
marks.

Cambridge International AS and A Level Business Studies Revision Guide



Now test yourself
answers

1 Added value s the additional value gained at each stage of
production. It can be economic (work done on inputs) or
marketing (consumers see more value).

N

Opportunity cost is the next bes alternative given up when
achoice is made.

w

Characteristics of a successful entrepreneur include:
determination, drive and energy; passion,initiative and self
confidence; good leadership — being able to persuade and
involve others.

IS

Three possible changes in a business environment include
a new law; a new product from a competitor; a new
technology; a change in taxes.

A shelter for homeless people; a food growing cooperative;
a Grameen lending scheme for women-led businesses.

w

Triple bottom line is used to assess business performance
in all of financial, social and environmental targets/
achievements.

~

Profit-making businesses aim to make profits but social
enterprises aim to achieve social impact; profits belong to
owners in the profit making business and to the business
in a social enterprise. The assets in a profit making business
that stops trading belong to the owners. The assets in a
social enterprise that stops trading have to be passed to
similar businesses.

Primary: marble quarry,rice farm, palm oil plancation, gold
mine.

Tertiary: accountant, clothes shop, doctor, car mechanic.

Public sector: local government car park, council refuse

collection, government school.

Private sector: market stall, Coca-Cola, clothing manufacturer.

10 Private sector businesses often have profit objectives; public
sector businesses have other objectives such as providing a
service at a set standard.

11 Limited liability means that the financial liability of the
owners of a business is limited to the amount they have
invested.

12 Owners of the business will not be personally responsible for
paying the loan back so they will be wiling for the company
to take the loan our. Also, a bank will be willing to lend to a
company, knowing the business is legally responsible and wil
use its resources to pay the loan back.

13 Shares in plcs may be traded in public, including a stock
exchange, plc accounts and reports are open to the public
and large amounts of finance can be raised by share issue.
Private limited companies cannot sell shares on a stock
exchange, can keep their accounts private and cannot raise
very large amounts of finance by share issue.

14 Number of employees, capital employed, market share, sales

revenue.

15 Large market share might be of a very small market. High
capital employed might be due to capital intensive methods
used by a small business.

16 Advantages: quick response to changes in customer tastes;
personal service.

Di of finance; difficult to employ a range of
ll range of g¢ ices etc.
17 Emotional involvement or family feuds affecting the
business.

18 Small businesses can be an important part of the supply
chain supplying larger businesses with components and
services. Small business today can be big business of
tomorrow. Small businesses can create a lot of jobs.

19 To gain economies of scale; to increase potential for sales; to
gain status; to increase market power through larger market
share.

20 Specific; measurable; agreed/achievable; realsti; time-
specific.

21 Profic maximisation; profit satisficing; increase market share;
increase sales revenue; growth; survival.

22 The state of the economy; the culture of the business,ie.
tisk averse or not; size of business; public or private sector;
length of existence.

23 CSR means that a business considers the potential
impact of s activities on society; it aims to behave in an
environmentally friendly and ethical manner

24 Customers might refuse to buy the products of a business
that s judged t be behaving in an unethical manner,
espedially if alteratives are available from ethical businesses.

ployees; suppliers local
of finance; government. Examples include:

lenders

~ Shareholders expect the business o be proficable and

give a return on their investment, . dividends.

Employees hope that they will continue to have

employment and to be paid a fair wage.

26 Employees might lose their jobs; shareholders might fear
lower profitsin the future; the local community migh suffer
a muliplier effect as those now without work cannot afford
tospend in the local shops.

27 Bxamples include: shareholders might sell their shares
if they do not receive dividends; employees might seek
employment elsewhere if their needs are not met; the local
community might fight any plans that the business has if
they have not been treated wellin the past.

1 Controk: to be able to determine the activities in a business
to ensure that all effort is working towards the business
abjectives. Monitoring: checking constantly that all individual
and departmental objectives are being met and if not then
0 take corrective action. Commanding makes sure that
clear instructions are given so that everyone knows what is
expected of them. Planning: being responsible for deciding
on the business objectives and how they might be achieved.
Coordinating: ensuring that duplication of effort does not
occur and that all departments are working a¢ the required
pace and towards the appropriate targets.

Now test yourself answers
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Characteristics could include: charisma, self-confidence,
inteligence, creativity, being multi-skilled. Example
explanation: charisma means that the leader will be able

to get people to believe in him or her and to follow in the
pursuit of business goals. Self-confidence might be essential
when no one else can understand the path being taken but
the leader can see the desired outcome and how it can be
achieved.

More ideas because employees can make valuable
contributions. More highly motivated workers because they
feel valued and included in business decisions Workers

get feedback from managers and are able to feed back to
managers on ideas put forward.

w

IS

Consulting with employees can be very time consuming.
Emergency situations and some business situations cannot
afford time to consult when quick decisions must be made.
Times when management do not consuit employees can
cause resentment. Employees might not know best how

to deal with a particular situation; they do not have the
experience or skills, unlike the managers.

w

Quick decisions can be made, which is essential in some
situations. Employees are told what to do and time is not
wasted gaining the feedback from them. Some employees
do not want to be included in decision making and would
be more comfortable being given instructions.

Highly skilled and seff.motivated. This means that they

do not need constant supervision as they are probably
doing highly technical work, eg. R&D. They are driven by
their interest in what they do and therefore do not need
supervising. They are motivated by the nature of the work.
Self.awareness; self-management; social awareness; social
skills

@

~

They are able to deal with the situation/employee in the
most appropriate manner thereby gaining the best possible
outcome.

Motivation is the desire and willingness to work towards a

stated goal.

10 Social needs: people usually need to feel part of a group and
to have interaction with other people. Esteem needs: people
need to feel the respect of their peers; they need to feel
recognised and appreciated either as a worker and/or asa
person.

11 Piece work means that employees will be paid a stated
amount for each unit or piece of work completed.

12 The more employees produce then the more they will earn.
“This will motivate those workers who are motivated by
money and desire a higher income.

13 Hygiene factors do not motivate but their presence prevents
dissatisfaction. Motivators are the factors that will create a
desire and willingness to work among employees.

14 Achievement: the need to reach goals and be recognised for
doing so. Authority: the need of employees to have some
control and power over the way they work. Affiiation: the
need to be part of a group, to be liked — the desire to work
in a friendly atmosphere.

15 Without an effective appraisal system it would not be

possible to deermine whether targets had been achieved

and who had met them and who had not. The system

©

must be fair so that people who do achieve their targets are
rewarded and those who do ot reach pre-set targets will
not receive rewards. Without this the expectance of workers
is undermined.

16 Commission: sales people could receive a percentage of the
total sales that they achieve. This would motivate them to
sell more. Profit-related pay: if the retail business becomes
more profitable due to the efforts of its employees it could
reward its workers with a share of the profits. This ensures
that all employees strive to make the business as profitable
as possible.

17 Employee of the month awards. Participation: the workers
could be involved in making production decisions.

18 Disciplinary and grievance procedure: in the case of
disciplinary action being taken against an employee, the
HRM department would arrange for the employee to be
notified and would arrange any necessary meeting. Similarly
with a grievance procedure. Training: induction training and
any other required training would be organised through
the HRM department. It would also identify training needs
in some instances, eg. when new equipment is acquired.
Recruitment of workers when required.

19 To motivate existing employees; to save advertising costs;
because the recruit would be familfar with the business and
its systems; faster recruitment process.

20 Internal recruitment is when a vacant position i filled
by someone already working in the business. External
recruitment is when a vacant post is advertised outside the
business and the applicants do not currently work for the
business and are ikely to be unknown to the business.

21 Aj details the tasks and that
will be performed by the person doing the jobs It might detail
hours of work, place of work and holiday entitlements. A

j details th nd qualities that
the applicants are expected to have. These can be personal
qualicies, such as patience and confidence, or could be the
amount of experience that they should have in similar work.

22 Advertise in local or national newspapers; place details
on a job search intemet site; advertise in a specialist trade
magazine etc.

23 Using recruitment agencies; posting the vacancy on
jobinternet sites; through personal contacts of existing
employees; by head-hunting people from other businesses.

24 Interview: pre-planned questions asked of each candidate
and compare responses — enables body language to be
seen plus follow-up questions if necessary. Aptitude tests:
give each candidate a test on the skills that they will need in
the job — can see if the candidate is physically/mentally able
o do the work.

25 Detais of the work job title, working hours; length of

contract; holiday entitlement; how the contract can be ended.

26 Redundancy occurs when the work is no longer required

and so the person doing that work is also no longer
required. Dismissal is when the contract of employment is
terminated by the employer and the person is asked to leave
the place of work.

27 Employees more skilled from acquiring more skill and

knowledge; motivated employees because they feel valued if
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the business invests in them; helps to prepare employees for
promation.

28 On-the.job training takes place within the business and is
often done by watching other workers doing their work.
Offthe-job training takes place in a school or college away
from the business premises and is usually given by external
specialists.

Business objective: increase profits by 10% in the next year.
Marketing objectives: increase customer recognition of the
product by 20% and increase sales by 10% over the next
year.

2 Toincrease customer recognition:

~ Product — produce a brighter range of colours.

-

~ Price — sellat a price no higher than the comperition.
~ Promotion — increase advertising by 10%.

~ Place — increase the number of sales outlets by 10%.
Toincrease sales by 10% over the next year:

~ Product — produce updated design.

~ Price — reduce price by 5%.

~ Promotion — increase in-store promotions.

~ Place — introduce online seling

w

Price; costs of corn, rice and wheat; taxes on cereals.

(2) Noeffect.

(b) Supply curve moves to right.

Price of boots; income of consumers; attitude of consumers

to wearing boots; how fashionable boots are; advertisement

campaigns for boos.

(a) Noeffect.

(b) Demand curve moves to left.

(2) The supply of a good s the quantity of goods or services
being made available for sale at a particular price and
time.

(b) Demand is the quantity of a good or service that
customers are willing and able to buy at a particular
price and time.

(c) Market price is the price of a good resulting from the
interaction between demand and supply in a market.

Either may be correct.

Building market: advertise in building/trade magazines and

construction. Footwear market: advertise as an accessory to

clothing and sell in high street shops or malls.

10 Consumer products: evening dress, bubble gum, saloon car,

possibly spreadsheet

&

w

o

~

Producer products shrink wrapping machine, large computer
system, spreadsheet

11 Answer may depend on exactly what the product is

Local market — golf club, painter/decorator

National market — jeans, chocolate bar, sports car,

cigarettes

- Regional market — jeans, chocolate bar, sports car,
cigarettes

— International market — oil drilling equipment, jeans,
chocolate bar, sports car, cigarettes

12 (a) Market share i the percentage of the total market held
by a business or product.

(b) Market growth i the absolute or percentage increase in
the size of a market.

() A consumer market is one in which consumers are the
buyers.

(d) A national market is the market within a particular
country.

13 Consumer markets: cough sweets, Wellington boots, pocket
radios.

Producer markets: 30 tonne lory, brakes for cars.

14 Place of sale: consumer market sold in shops, malls, market
stalls, producer market sold by sales staff,in trade fairs/
exhibitions.

Promotional methods: consumer market by television

adverising, producer market by targeted fiyers.

15 Unique selling point (USP) is the one particular factor that
makes a product different.

16 Targeted advertising; specific unique design; branding,

17 (a) Niche marketing is when a business satisfies the needs of

a small segment of a larger market.

(b) Segmentation is the process of identifying particular
groups in a market that have similar needs and wants.

18 By age, household income, gender, personality type.

19 Portfolio analysis arranges replacement products for failing
ones, gives flexibility.

20 Age, gender, reason for buying, place dolls are bought from,
income.

21 (2) Market research is the process of gathering information
about markets, customers, competitors and the
effectiveness of marketing methods.

(b) Primary or field research is gathering information for the
first time, directly from sources in the market.

(€) Desk research is using information that has been
gathered already, either by the business or by other
organisations.

(d) Qualicative research s gathering information that is
expressed in words, eg. about feelings and attitudes.

22 (a) Surveys — take time to set up, carry out, and analyse
results, respondents may not tell truth.

(b) Observation — interaction between observer and
observed, usefulness limited to a few research objectives.

23 (a) Focus group — allows discussion of reasons, detailed
responses, consumer sees products.

(b) Test marketing — real marketing situation, expensive
mistakes can be corrected before full launch.

24 sampling s the process of gathering information from
a representative group of all those you are interested in
(sample from the population).

25 A strarified sample is taken by dividing up the population
into groups of shared characteristics and choosing from
them. A quota sample chooses a set number of people with
different characteristics.

Now test yourself answers
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26 It is important to obtain a random sample because it will

represent the total population exactly.

27 (a) Line graph — advantages are it is clear, can show
more than one variable and shows change over time;
disadvantages are that it is limited to choice of scale and
may be misleading if the axes are not checked.

(b) Pie chart — advantages are that it is easy to read and
shows percentages; disadvantages are that it can only
show one variable and is limited to 3-7 categories for a
clear display.

28 (2) The mean is an average calculated by adding up all the
numbers in the data and dividing by the total number of
the numbers in the data.

(b) The mode is the most commonly occurring number in a
set of data.

() The range measures the difference between the lowest
and highest values.

29 The marketing mix is the combination of product, price,

promotion and place that enables customer requirements to

met.
30 Price, product, promotion, place.
31 Customer ; Cost to customer; C

with customer; Convenience for customer.

32 Website contact e-mails/phone numbers, free product trials,
free gifts, clear ordering instructions.

33 (a) Electric kettle: tangible artributes — polished metal case,
water level indicator; intangible attributes — design
awards, brand name.

(b) Restaurant: tangible attributes — fresh vegetables, silver
cutlery; intangible artributes — noted cheF, celebricy
diners.

34 Product development is the creation of products with new
o different characteristics that offer added value to the
customer.

35 Reinforces brand image, gives USP, enables entry to new.
markets.

36 Product lfe cycle describes five scages from development to
decline, showing sales over time.

37 Development, introduction, growth, maturity, decline.

38 An extension strategy is marketing activities designed to
maintain o increase sales of a product in decline.

39 (a) Penetration or skimming
(b) Full cost or competitive
(c) Full cost or contribution
Other answers are possible — it is important to be able to
give reasons for a choice.

40 Market skimming, penetration.

41 Competitive, contribution, full cost.

42 Loss leaders, psychological, bait and hook.

43 (a) 2 elastic
(b) Fall of $660.

(©) Changes in costs for new level of output; planned

44 promotion s a range of actvities that communicate and
interact with consumers in order to inform andjor persuade
so that attitudes and buying behaviour changes.

45 (2) Above-the-line methods use media space that is paid for,

below-the-line methods do no
(b) ATL (TV advertising) reaches many people but at a
high cost ATL (billboards) reach many people but in
restricted locations often not noticed.
BTL (in-store posters) re cheap but only reach people
i store. BTL (BOGOF) attracts buyers but may make
product seem cheap, low quality and desperate for a sal.
(©) Objective of promotion; cost of methods; type of
product.

46 () Awholesaler s an intermediary between a producer and

a retaller

(6) An agent acts on behalf of the seller without taking
ownership of the product.

(©) A recailer sells products produced by other businesses
direct to the public.

47 Cost of storage and distribution too high selling to retailing
can be done i bulk; product may be perishable.

Topic 4

o

Designing equipment; selecting suppliers, maintaining health

and safety; setting stock levels; hitting quality criteria.

(@) Land includes land, buildings, minerals, oil and wood, eg.
fuel oil.

N

(b) Labour is the work done by people, either manually or
mentally in managing and decision making, eg. metal
machinist.

(©) Capitalis machinery and equipment, including
intellectual capital such as qualifications, eg sewing
machine

w

(@) actors scenery; props; the theatre

(6) wool; knitting machine; machine operator

(©) computer, electricity; adviser; paper

(d) lorry; dieset; hoisc

Labour productivity is output per worker per time period
and measures labour efficiency.

IS

output in units per time period
labour producivity = P i

w

Lowers unic costs 5o price can be lowered o profits raised;
may enable fewer workers to be needed.

Capital investment in more efficient machines training
for employees; decentralised decision making to motivate
employees.

~

4 accounts per person per week or 0.1 accounts per person
per hour.

Efficiency measures the way resources are used (cost)
effectiveness measures how well the product meets
customers' needs.

@ Prod i fciency.

©

portfolio changes; long:term reactions of

(b) Is key decider on whether to purchase; enables product
comparison.
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10 Transforming inputs; branding; advertising; after-sales service;
personal selling.

11 (a) Large scale; availabilicy of efficient machinery.

(b) Large scale; batch production; identical products.

12 (a) Personal service; small scale; individual products;

customer needs.

(b) Personal service; small scale; customer needs.

13 (3) new technology and new organisation
(b) new organisation
(c) new technology
(d) new organisation

14 Quicker and more certain deals made; motivation of
students increased; faster overall production times; better
customer relations as decisions clear, fast and personal.

15 (a) Job production is producing unique or small-scale

products one at a time by skilled workers.

(b) Mass customisation uses mass production to meet
individual customer's needs by setting workstations to
produce a range of pre-set options.

16 (a) Job: advantages — flexibility, high customer satisfaction,
high added value; disadvantages — high cost, slow.

(b) Batch: advancages — low unit cost, range of products
possible; disadvantages — high inventory costs per
batch, less flexible, time lost resetting machines.

(c) Flow: advantages — very low unit costs, easy to
automate; disadvantages — high start-up costs, faults
stop whole line, unmotivating work.

17 Infrastructure is the utilities, transport networks, finance,
educational and health facilities in a locarion.

18 Laws on tax; availability of workforce; closeness to resources;
policical stability; nearness to market.

19 Industrial inertia is when a business stays in its current
location even though the factors that led it there no longer
apply.

20 Alreadly paid for buildings; cost of finding new employees
and materials; costs of setting up in new place; losing
existing local contacts.

21 (a) Economies of scale result in falling unit costs;

diseconomies of scale in rising unit costs.

(b) Internal economies of scale result from conditions inside
the firm, e.g, new machines; external economies of scale
result from outside the firm, eg, similar firms in the same
area.

22 (a) Technical, eg. new equipment; managerial, e g, specialist
managers; bulk buying; marketing, e g, advertising costs
the same whatever quantity is produced.

(b) Communication difficulties; control and coordination
costs; less motivation.

23 (a) Raw materials are the basic physical resources needed for
production.

(b) Work in progress s partly finished goods in the process
of being transformed into final product.

(€) Finished goods are products ready for sale:

24 Enables production to continue even if no raw materials are
avalable for a time; enables sudden demand to be met; large
orders gain discounts.

25 Reduce storage costs; reduce insurance costs; avoid
inventory becoming out of date, damaged or absolete.

26 (2) Buffer inventory is the minimurm inventory that prevents
variations in supply, production or demand stopping
production or sales.

(b) Reorder level i the level of inventory at which more
inventory wil be ordered.

(©) Lead time is the time taken for inventory to arrive after
it has been ordered.

27 Lictle inventory held so costs of providing buildings,
insurance, inventory staff are less.

28 If suppliers do not deliver, production s stopped; may
ose sudden orders; requires expensive IT systems to link
suppliers, orders and inventory monitoring; accurate
demand forecasts essential

1

Start-up capital is the money that a business needs when
firs setting up. It is used to acquire premises and equipment
50 that the business can begin to operate.

N

The length of time the finance is required for will determine
the source used; an overdraft would not be used for longer-
term projects because the inerest rate payable would be
extremely high. If a project does not give a return for a long
time a long-term source is used, if money is required for a
short period, eg. until customers settle their debrs, then
short-term sources could be appropriate.

Working capital is the money used for the day-to-day
business activities. Working capital is current assets minus
current liabilities.

w

IS

Too much working capital means that the business is
experiencing an opportunity cost; the extra working capital
could be invested in an interestbearing account or could be
used to purchase equipment that could increase business
profic.

w

One disadvantage is that the money is not earing anything
for the business. One advantage is that s gives the business
security that it can settle its short-term debs.

el

Revenue expenditure is on day-to-day items that will
be used in the business in a short period of time (less

than 1 year). Capital expenditure s spending on assets
(equipment or premises) that will be used in the business for
several years.

~

Short-term finance is finance that will be repaid within
1year.

A return on the project for which the money was acquired
might not occur for some time. The amount borrowed
might be very large and so the business needs longer to
repay.

Advantage: no interest will be payable on the money used.
Disadvantage: the business might not have sufficient funds
to meet shortterm debts.

Now test yourself answers

B
]
H
@
B
]
=
[
w
-
g
]
>
7
kA
]
3
o
=z




o
F}
3
&
2
&

o=
[
o
-
5
]
>
-
2
V
!
3
3

=

10 I does not require any interest to be paid. It is available
instantly.

11 Overdraft: the money should be available when the
customers settle their debrs and so the money is only
required for a short period.

12 Advantage: regular payments help with budgeting.
Disadvantage: interest will have to be paid to the bank.

13 Bank overdraft; short-term bank loan.

14 Long-term bank loan; debentures.

15 Might not want to lose any ownership and control toa
venture capitalist. Venture capitalists often require some
ownership of the business to protect their investment.

16 When a business is undertaking a major new project that
will not be very profitable for a long time, eg. a few years.

17 Cash is notes and coins or bank accounts and is available
immediately to settle debts. Profit is the difference between
sales revenue and costs and might include payments from
customers that have not yet been received.

18 To be able to settle their short-term debs, eg. to pay
suppliers. Cash is needed to be able to pay wages. Too little
cash can cause a business to become insolvent.

19 The money could have been used in a way that could
benefit the business, eg. buy new machinery.

20 To set rargets; to show to a bank when applying for a bank
loan.

21 The failure of customers to settle their debrs; a sudden
increase in the price of materials.

22 59000

23 Total cash outflow = $11,000 and the opening balance was
(5,000).

24 Short term: debx factoring — the outstanding debrs of
customers are sold to a debx factor who takes a percentage
of the money repaid as commission. Businesses typically
receive approximately 80% of the value of the debr. Long
term: sale of assets — unused assets can be sold if the
business will not require them in the future.

25 Customers might object to their debts being sold toa
third party and might not buy from the business again.

In addition, the business only receives a proportion of
the outstanding debr.

26 suppliers have to pay their suppliers, and the credit period
given to them could make them unable to extend the credit
period to their customers,

27 Reduce the credit period given to customers — this does not
bring in more money but speeds up the flow of money into
the business. Cut costs — this reduces the cash outflows.
This can be achieved by changing suppliers o buying
cheaper materials. Need to be careful that quality does not
suffer.

28 Fixed costs are costs that do not vary according to the level
of output.

29 Variable costs vary directly according to the level of output,
eg, raw materials.

30 Direct costs are costs that can be specifically linked to the
production of a particular item, eg. direct labour costs.

31 When deciding on what price to charge for a product/
service — the price charged would need to cover all costs

incurred and possibly some profit. Businesses use cost
information to monitor the performance of different parts
of the business to identify inefficient areas and examples of
good practice.

32 Total cost = $120,000. Average cost = $30. Profit = $24,000.

33 The breakeven level of output s the level of output where
the business makes neither a profit nor a loss — total
revenue = total costs.

fixed costs

34 Contribution method = rairiiaioc
contribution per unit (SP — VO)

35 The margin of safety is the difference between the actual
level of outpu and the breakeven level of output when the
actual level is above breakeven level of output.

36 One use: to calculate the level of profit at any given level of
output. One limitation: it is assumed that all output is sold
whereas some might stay as inventory.

37 Opering inventory and purchases:

38 Wages, heat and light expenses.

39 Retained earnings and shareholders’ dividends is the amount
left in the business after all expenses, tax and interest
payments have been deducted.

40 Current assets: inventory; bank accounts; cash; debtors. Non-
current assets: premises; vehicles; machinery.

M1 Current liabilities: trade payables (creditors); bank overdraft.

42 An income statement is the document that shows the
costs and revenues incurred by a business and the resulting
profit or loss for a specified time period — usually 1 year.

A balance sheet (statement of financial position) shows
the net worth of a business listing the value of assets and
liabilities on one specific day.

45 The acid test ratio shows that once inventory is ignored,
the business is only just capable of meeting its short-term
finandial obligations. If the customers of the business do not
settle their debts on time, the business might be unable ©
pay its suppliers or to finance the bank overdraft. It could
become insolvent.

46 Gross profit margin = 375%.

47 Net profit margin = 20%.

48 When a business applies for a bank loan the bank might
analyse the liquidity ratios to confirm that the business will
be capable of making regular repayments. Ratios can be
used to make comparisons between businesses. A business
would hope to see that it is performing at least as well as
other similar businesses in the same industry. Shareholders
would make the comparison to decide which company they
should purchase shares in.

49 They are based on historic data and cannot predict what
can happen in the future. Comparisons between businesses
might not be useful f different accounting techniques have
been used. The ratios cannot reveal qualitative information,
eg if the workforce is motivated.

50 Shareholders: check the financial efficiency of a business and
the profit to estimate the return that they can expect on
their investment. Government: uses the financial documents
o calculate the amount of tax payable by the business.
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51 They are based on past information and the econormic
situation might have changed significantly making future
estimates based on financial documents unreliable. Window
dressing means that the financial documents have been
prepared 50 as to give a more favourable impression of the
financial state of the business. This makes them less reliable
for external users.

A raiona business opeates withinthe geographicl
y. whereas a multi business

-

17 To help poorer families afford basic goods and services; to
help high technology industries start and grow.

18 Poor families would have enough income to support
children's education; knowledge/IT businesses get money for
investment to provide work and exports.

19 (2) Raising employment; lower price rises.

(b) Monetary policy, eg lowering interest rates to make
borrowing costs lower so more equipment and thus
jobs are provided:; fiscal policy, eg. lowering income tax
© provide more incentive to work and more consumer
spending.

has ke e iy b Gpsates (b
and/or sell) in several countries.

N

Advantage: an increased market enables achievement
of economies of scale; access o cheaper and/or beter
materials reduced import duties. Disadvantage:increased
competition for domestic producers; higher costs in
producing for specific countries.

Increased employment levels as the mulinational employs
local workers, reducing the burden on government.

Tax concessions might be demanded; prevents the growth
of infant industries.

w

IS

w

Advantage: essential goods and services provided at an
affordable price. Disadvantage: slow decision making.

Government might prefer to keep a strategic industry, such
asth of electricity,in rship to protect
the supply. I foreign-owned then the government loses
control and cannot prevent very high prices being charged
or supplies being reduced.

A merger is the joining together of the ownership of two

or more businesses with the consent of al parties involved.
A takeover is when ownership and control is acquired by
another business and might be with or without the consent
ofall parties.

~

The business doing the taking over might want its own
workers in place or might move the business to another
location, causing employees to lose their jobs.

9 The new business might be too big and experience
diseconomies of scale such as lack of coordination.

10 The businesses can gain access to expertise and skils that
they do not have in-house; they can embark on bigger
ventures than they could individually.

11 Toincrease the health of the population; to provide good
transport systems.

12 Education; refuse disposal; the justice system; bridges.

13 Low inflation — a small rise in prices over time. Stable
exchange rate — a constant value for the price of the
currency. Low interest rates — keeping the price of
borrowing money low. Increasing employment — a greater
number of people with paid work.

14 Inflation is a persistent rise in the average level of prices.

15 (a) Price ofimports falls.

(b) Price of exports rises.

16 Economic growth is an increase in the total value of a

country’s output, normally measured by gross domestic

product (GDP).

2 c ] is the actions,legaly required
cEmlibiin il o a garatoe s o)
toallts stakeholders.

21 employees, shareholders, customers (external), government
(external).
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22 C5R can be very expensive and a large increase in costs may
not be possible. This is especially true if the business gets
orders from foreign firms becauseit is cheap.

23 To protect workers' health and safety; to encourage
competition; to ensure consumers are given accurate
information.

24 employees working conditions advertising claims; mergers
and takeovers.

1 Training needs can be identified; the ambitions of
employees can be identified and discussed and appropriate
steps taken.

2 Management by objectives is a management approach used

t ensure that all employees are working towards the overall

business objective. Objectives can be agreed or imposed.

Employees know what is expected of thems if objectives

have been agreed rather than imposed, employees are likely

t be more committed to achieving the business objectives.

w

&

o protect the workforce from exploitation by unscrupulous
employers; to support employers against being exploited by
their workforce; to guide businesses regarding appropriate
behaviour towards their employees.

w

Anti-discrimination legislation is designed to prevent any
worker being discriminated against on grounds of their
gender, race, eligion, disability or sexual orientation.
Workforce planning is planning ahead to ensure that

a business has the right number of employees with
appropriate skill in the right place at the right time.

To gain the protection of a arge organisation; to have access
to legal advice and support.

@

~

Conciliation is using an impartial outside body in an attempt
to arrive at a mutually acceptable agreement. Arbitration

is when an impartial outside body hears the evidence and
then makes a decision that will be binding on the parties
involved.

©

it would only have to negotiate with one organisation and
S0 save time.

10 i shows the chain of command and who is responsible for
and to whom.

Now test yourself answers
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11 Advantage: usually a narrow span of control therefore
easier supervision. Disadvantage: danger of distorted
communication due to many layers.

12 Advantage: easier communication due to fewer layers.

fewer promotion it

13 Formal structure conforms to the hierarchical and
established organisation structure. An informal structure
might mean that relationships do not always conform to the
agreed structure and the official chain of command might
not be followed.

14 Channels of communication are the agreed paths that
official communications should follow. They generally follow
the chain of command.

15 Aduantage: specialists can be brought together to contribute
to a project. Disadvantage: employees working on more
than one project find work difficult to prioritise and have
more than one manager.

16 Advantage: senior managers have more time to dedicate to
complex ssues/decisions. Disadvantage: managers might fear
aloss of control.

17 Employees are motivated by delegation because they feel
trusted and valued if tasks are delegated to them.

18 Noise: physical noise can be avoided by taking discussions
away from noisy machinery. The use of jargon or technical
language should be avoided. Information should be given
in a form that all can easily understand.

19 A chain network is communication in a hierarchical
structure with information passing from one level to the
next, e, communicating an architect’s plan to building
workers, This can be two-way. A connected network is where
information passes between all people involved without
having any set pattern. Information can be exchanged as
required, eg, discussions on an advertising campaign by
employees from different functional areas.

20 Formal methods of communicarion follow the chain of
command whereas informal methods could be employees
meeting in the canteen and discussing business issues.

The marketing objectives in the plan will contribute to
overall objectives resources can be planned for and used
efficiently.

Enables planning for predicted changes; avoids unnecessary
spending on marketing activicies.

~
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Product development is the process of planning a new.
product, from market analysis and the first idea, through
to development and testing to a market-tested product
launched with a marketing strategy:

&

w

o ensure a business does not get left behind competitors’
new products; to be able to enter new markets ahead of the
competition.

@

Awareness, Interest, Desire, Action
Define Advertising Goals for Measured Advertising Results

~

8 Increased trade; more FOI; increasingly similar culture; more
outsourcing; increased capital movement.
9 () Increased from global b ke
selling more difficult

(b) Easier to set up or sell to other countries but needs
thorough market research.
10 Merging with domestic business; franchising; exporting; FDI.
1 Merging — existing production, supply chains and marketing
in place; cost savings.
Franchising — low start-up costs; marketing strategy already
in place.
Exporting — keep control of selling and distribution process;
less costs to other businesses; not tied in to agreements
FDI — possible lower tax rates; lower labour costs; more
government incentives; direct marketing access.
12 Pan-global marketing is marketing products and/or services
to global markets in many different countries.

pic9

Enterprise resource planning.

2 Berter inventory control lowers costs, more accurate
knowledge of costs, higher capacity utilisation, faster
response to change, more integrated information,less waste.

w

The time taken to implement it plus the cost of design,
setting up and training

Capacity utilisation is the proportion of full capacity of a
business unit currently being produced.

Iy

_— current output x 100%
capacity utilisation = — :
maximum possible output

@ 7%

(b) Demand may have fallen; may be slack seasors; firm may
have invested in production facility for the future

(©) Lower fixed cost per unit; motivate employees; use
inventory more efficiencly.

Extra shifts for employees, more efficient ways of organising

work to use equipment more, outsourcing some production

and re-organising.

@

~

Allow specialists to produce; lower costs; more flexibilty;
share risks; gain access to skills outside the firm.

Kaizen is continuous regular small improvemens suggested
by all employees as part of a culture of improvement.

©

Simple and cheap to implement; generates efficiency ideas;

motivates employees.

10 Training and teamwork — all scaff must be involved,
overcoming resistance.

1 Quality assurance is a system for making sure that processes
are in place to maintain quality; quality control is the
methods used to do this.

12 TQM involves changing corporate culcure so that al
employees are involved in continuous qualicy improvement
so quality assurance is guaranteed.

13 Kaizen means every employee is continually involved in

suggesting small improvements; TQM involves the whole

workforce in reaching quality standards so kaizen enables
quality to continually improve.
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14 Benchmarking is comparing a firm's procedures or products
with best practice in similar firms in order to identify and
carry out possible improvements.

15 Advantages: quality improved where a company lags
behind other firms; clear targets generated; costs reduced.
Disadvantages: difficult to get accurate information from
other businesses; expensive to collect information; may just
copy not improve further

16 Project management is planning, organising and managing
resources to complete a project within a set time scale and
budget

17 A weak project management team who cannot control
contractors and make workers keep to time; sudden
unexpected price rises in materials or scarcity of skilled
Iabour; change in the business environment, such as a new
technological development, making the project outdated.

18 (2) line = activity
(b) circle = node
(©) two lines = critical path
(d) arrow = direction of activity

Absorption costing requires that al of the costs are included
in the cost of producing a product (FC and VC).

~

Contribution costing is when only the variable costs of a
product are considered.

w

When considering whether or not to accept a one-off order;
when deciding whether to make or buy a product.

IS

Contribution is the difference between seling price and
variable costs. The difference is put towards covering the
fixed costs. When al fixed costs have been covered then,
and only then, is the contribution dlassed as profit

w

To monitor the performance of a particular department;
to motivate departmental managers who will aim to work
within budget.

@

Benefit: they allow managers to identify sections of a
business that are financially inefficient by moritoring
expenditure compared to the budget. Drawback: managers
might plead for a higher budget than is necessary — wasting
financial resources.

~

Flexible budgeting allows changes to be made to a budget
if circumstances change, eg. a nationally agreed increase

in wages. Zero budgeting ignores any previous budgets and
requires budget holders to justify what finance they require
for the next period.

®

During periods of unstable prices, eg. periods of high
inflation. Adjustments to the budgets can be made as
appropriate.

©

Budgets guide individuals and departments. Inefficient
financial management can be identified and corrective
action taken. Departments will be required to stay in budget
and this can restrict their activities, eg. the marketing
department might not be able to embark on a large
promation campaign f the budget does not allow it.

10 A favourable variance is when the actual outcome is better
for the business than the anticipated outcome:

11 An adverse variance is when the actual outcome is worse for
the business than the anticipated outcome.

12 $175,000

13 $32,000

14 The figure for non-current assets (fixed assets) would
increase by §40,000 and the non-current liabilicies (long-
term liabilities) would increase by $40,000.

15 Non-current assets would reduce by $20,000. Cash and cash
equivalents would increase by §15,000. Non-current liabilities
(assuming long-term loan) reduce by $5,000.

16 $15 as this is the net realisable value of the trainers.

Now test yourself answers

17 $33 — the purchase cost of the jackets plus the cost of
cleaning to make them saleable.

18 511,000

19 To compare it with the return they could have gained
elsewhere.

20 The cakes would not be edible if they were sold after an
average of 18 days.

21 Businesses have to settle their own debts within a specified
period. They need the money from their customers to be
able to pay the suppliers to the business.

22 60%

23 The businessis unlikely to be considered for a bank loan
because it s highly geared and might be unable to maintain
the required repayments. The business is highly dependent
on borrowed money.

24 10.96% (rounded)

25 13.79% (rounded)

26 Different businesses use different methods of depreciation
affecting the net profit margin; there might have been a
one-off event that influenced the ratios for one particular
year

27 To make sure that they are getting the best return possible
on their investment. Shareholders might also judge the
efficiency of financial management by comparing the ratios
of different businesses.

28 To reduce or assess the risk involved and the potential for
proficability; to estimate the costs involved in a proposed
project to check whether or not it is affordable.

29 A sudden downturn in the economy can mean that the
predicted sales do not occur due to spending cutbacks.

30 Payback method of investment appraisal calculates the time
it wil take for revenues from the project to cover the costs
of the investment.

31 A discounted cash flow discounts the predicted cash
inflows by the anticipated prevailing rate of interest to make
allowance for changes to the future value of inflows.

32 Net present value is the discounted value of net cash flows
at the end of the investment period after discounting has
been applied to all projected cash inflows.

33 The level of pollution that might be caused by a project:
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An objective gives a specific aim that enables resources to
be organised to achieve it. Objectives provide a framework
for a strategy to be implemented.

Mission, vision, objectives; strategic analysis of market,
competition and economic environment and internal
resources available; strategic choices considered and decided;
strategic choices implemented; evaluation of strategy.

A strategy is an overall aim, eg, ‘to grow by increasing sales
in export markets. A tactic is a method used to implement
a strategy, eg. o obtain government contracts in another
country.

The market operated in; the threats faced; the resources
available.

Better coordination of functional areas; faster flexible
response to external change; determining appropriate
methods to achieve objectives.

Strategy determines structure.

Top management sets corporate strategy and coordinates
the tactics of product or geographical divisions.

Strength: good location. Weakness: reliance on one supplier.
Opportunity: new technology available. Threat: strong trade
union.

Advantage: quick and cheap. Disadvantage: very simplistic.

10 Customer loyalty: maintain or improve this. Rising

unemployment: maintain current sales level.

11 Political: targets for energy efficiency. Economic: interest rates

rise. Social: increased emigration. Technological: new power
sources.

12 Health and safety laws: increase resources to health and

safety; rise in sales tax: reduce profit margins; ageing
population: research new products aimed at older people;
more efficient machinery: investment rises.

13 Advantage: quick and cheap. Disadvantage: relies on

changeable assumptions.

14 Vision statements deal with the overall view of where a

business is aiming for; objectives are particular defined goals
to be achieved in order to fulfil the vision.

15 A vision statement sets out a broad view about where a

business might like to be. A mission statement outlines the
main values and purpose of a business.

16 Advantage: enables specific objectives to be set.

Disadvantage: can take up resources to little effect:

17 Threat of comperition; threat of substitutes; bargaining

power of customers bargaining power of suppliers; degree
of competition.

18 In deciding on whether to start selling a product aimed at a

particular market segment.

19 Core competencies are the concepts that make a business,
product or brand unique and valuable to customers.

20 They give customers a posiive view of the business, access
and application to products and markets the business is in,
difficult for competitors to imitate.

21 (a) Market penetration is selling an existing product into an

existing market: low risk.

(b) Market development s selling an existing product into a
new market. medium risk.

(€) Product development is selling a new product into an
existing market: medium risk

(d) Diversification is selling a new product into a new
market: high risk.

2 simple, dlear i tisk. Di
simplistic and gives guidance not certainty.

23 Producing them requires rigorous analysis; they set out
choices and money values they take account of risk.

24 Research used may be faulty or inaccurae; may date quickly;
may not take all relevant factors into account.

25 A business plan sets out objectives and how an organisation
intends to achieve them by strategic and tactical plans,
market information and financial forecasts.

26 Sets out possible problems so these can be anticipated
and avoided or solved; obaining finance — successful
applications for a loan, grant, subsidy or other finance; sets
out resources needed so these can be put in place; provides
focus and direction; sets out organisation structure required
for success.

27 Power culture: autocratic, hierarchical, centralised decision
making, Task culture: team working, democratic delegated
decision making, flat structure. Entrepreneurial culture: ideas
focused, democratic empowered decision making, flexible
flat or matrix structure.

28 Appropriate culture avoids different parts of the
organisation having different objectives; enables structure to
be matched to objectives.

29 Contingency planning is the process of planning for
foreseeable but unlikely events (crises) that will threaten a
business.

30 Recognise need for planning for crisis; identify foreseeable
threatening events; give each event a probability; decide
which will have the biggest negative effect; prepare a
contingency plan to deal with these events; test the plan;
review and update the plan.

31 Advantages: quick response; reassures stakeholders; helps
senior managers generate favourable public relations;
maintains confidence. Disadvantages: uses time and
resources in preparing and training; cost of reviewing
procedures; may lead to less planning to avoid disasters;
likely never to be used so resources wasted.
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