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The IB DiplomaProgramme Business and Managementis
designed to develop an understanding of essential busi-
ness theory and the ability to apply business principles,
practices and skills. It encourages students to analyse
the diverse range of business organisations and activities
and the cultural and economic context in which busi-
nesses operate. The emphasis is placed on strategic deci-
sion-making and the business functions of marketing,
production, human resource management and finance.
Business and management is the study of both the way
in which individuals and groups interact in an organisa-
tion and of the transformation of resources. It is, there-
fore, perfectly placed within the group 3 subject area
(individuals and societies) of the IB Diploma Programme
hexagon.

Thisbookaccuratelyand comprehensivelyfollows the Inter-
national Baccalaureate (IB) higher level (HL) and standard
level (SL) syllabus for Business and Management.

If you are a student preparing for the assessments
based on this syllabus, or a teacher preparing students
for the assessments, you can be confident that the book
provides comprehensive coverage of the course. Other
students of business management courses at equivalent
levels could also greatly benefit from the subject content,
activities and advice that this book contains.

Apart from providing the appropriate subject content
for the IB Business and Management course, the book
aims to:

e introduce business and management as a study of the
ways in which individuals and groups interact in an
organisation and of how resources are transformed by
businesses

e explain that business and management is a rigorous
and rewarding subject that examines dynamic deci-
sion-making processes and assesses how these deci-
sions impact on and are affected by internal and
external environments

e help students to develop an understanding of busi-
ness theory and the ability to apply business princi-
ples, practices and skills

e encourage students to consider the activities of business
in a global market and appreciate cultural diversity

e evaluate the diverse range of business organisations
and activities

e develop in students an awareness of the cultural and
economic context in which businesses operate

e encourage the appreciation of ethical issues and the
concept of social responsibility in the global business
environment

e enable the development of decision-making skills
through the use of case studies that enhance students’
ability to make informed business decisions

e make a clear distinction between higher level and
standard level content

e help students improve their performance on the
internal and external assessments used in the Business
and Management syllabus

e show how the Business and Management syllabus
relates to the Theory of knowledge part of the IB
Programme.

The focus on the higher level topic of business strategy
in Chapter 38 also means that the book highlights
the following very important aspects of business
management:

e Strategic decision-making is holistic and cannot be
undertaken effectively by studying a series of discon-
nected subject areas.

e There is no single perfect solution to a business
problem — a variety of strategic solutions might exist
that reflect the objectives of the business, the external
environment and the cultures of both the organisa-
tion and the countries in which it operates.




Introduction

e Learning objectives — identifying the key syllabus-
related topics and concepts covered in each chapter.

e ‘Setting the scene’ case studies — raising important
areas for discussion on business issues through case
studies drawn from many different countries. These
provide a context to the business applications of the
material to be covered in each chapter.

® Clearly laid out text — with easy-to-follow subsec-
tions and many tables of data and key advantages and
disadvantages.

e Examiner’s tips — helping to avoid common errors
made by candidates in examinations.

e Activities — based on business case studies, these give
practice at applying learning.

e Revision checklists — allowing monitoring of under-
standing of key issues.

® Revision case studies and examination practice
questions — testing the skills of application, analysis
and evaluation, using international business situ-
ations.

o Theory of knowledge assignments — these reflect
the very close relationship between theory of know-
ledge and Business and Management.

The skills acquired and developed by successful students
of Business and Management interlink with the IB
Learner Profile. In particular, decision-making, risk-
taking and thinking skills are needed to weigh up and
make judgements on a wide range of business strategies,
and options will be transferable both to other disciplines
and to higher level undergraduate study at university.

The assessments used in the IB Business and Manage-
ment course will test the following skills:

o Knowledge and understanding of business termi-
nology, concepts, principles and theories.

e Application of skills and knowledge learned to hypo-
thetical and real business situations.

® Analysis and evaluation of business decisions
and business strategies and practices using critical
thinking.

e Decision-makingbyidentifyingtheissue(s), selecting
and interpreting data, applying appropriate tools and
techniques, and recommending suitable solutions.

e Synthesise knowledge in order to develop a frame-
work for business decision-making.

The HL course in Business and Management differs from
the SL course in a number of important ways. These are
reflected in this book by the subject content in Chapter
38 (Business strategy) and in the use of more evaluative
questions and strategic decision-based tasks based on
the activities and examination practice questions.

The exam practice questions at the end of each chapter
are IB-style questions designed to give students prac-
tice at answering examination questions. Additional
case studies with differentiated Standard and Higher
Level questions and markschemes are provided on
the Cambridge IB teacher support website (ibdiploma.
cambridge.org) along with sample schemes of work for
Standard and Higher Level, and revision materials.

The final chapter of the book gives clear guidance
on the forms of assessment used at both SL and HL. It
explains the requirements for the extended essay course-
work, internal assessment and examination papers.
Written by a senior IB examiner with many years’ expe-
rience in preparing students for both levels of the IB
Diploma, it is essential reading for all those preparing for
the assessment in IB Business and Management.

Peter Stimpson
Alex Smith
February 2011



1 BUSINESS ORGANISATION AND ENVIRONMENT

The nature of business activity

\

On completing this chapter
you should be able to:

SETTING THE SCENE

Dulip starts his business

Dulip lives in a large country which has many natural resources such as coal
and timber. He plans to start a business growing and cutting trees to sell as
timber. He wants to buy a forest from a farmer and cut down a fixed number of
trees each year. As Dulip is concerned about the environment of his country,
he will plant two new trees for each one he cuts down.

He has contacted suppliers of saws, tractors and other equipment to check on
prices. He plans to employ three workers to help him with much of the manual
work. Dulip has also visited several furniture making companies to see if they
would be interested in buying wood from him and he has even visited furni-
ture shops to see which types of wood sell best. He has arranged a bank loan
for much of the capital that he will need to get started.

Points to think about:

e Why do you think Dulip decided to
own and run his own business rather
than work for another firm?

What resources (or inputs) does Dulip
need to run his business successfully?

What do you think are the essential
differences between these three
businesses: Dulip’s forestry business;

a furniture manufacturer; a shop
selling furniture?



The nature of business activity

This chapter explains what a business is and what busi-
nesses do. It outlines the main business functions (or
departments) and explains the differences between
primary, secondary and tertiary sectors of industry.
Higher Level additional material analyses the impact
on business activity of changes in economic structure.

Abusinessis any organisation that uses resources to meet
the needs of customers by providing a product or service
that they demand. There are several stages in the prod-
uction of finished goods. Business activity at all stages
involves adding value to resources such as raw mate-
rials and semi-finished goods and making them more
desirable to — and thus valued by - the final purchaser.
Without business activity we would all still be entirely
dependent on the goods that we could make or grow
ourselves — as people in some communities still are.
Business activity uses the scarce resources of our planet
to produce goods and services that allow us all to enjoy a
much higher standard of living than would be possible if
we remained entirely self-sufficient.

Businesses identify the needs of consumers or other firms.
They then purchase resources, which are the inputs of
the business, or factors of production, in order to produce
output. The ‘outputs’ of a business are the goods and
services that satisfy consumers’ needs, usually with the
aim of making a profit. Business activity exists to produce
goods or services, which can be classified in several ways:
consumer goods, consumer services and capital goods.

[\ KEY TERMS

consumer goods the physical and tangible goods sold to the
general public. They include cars and washing machines,
which are referred to as durable consumer goods. Non-
durable consumer goods include food, drinks and sweets
that can only be used once.

consumer services non-tangible products that are sold to the
general public and include hotel accommodation, insurance
services and train journeys

capital goods physical goods that are used by industry to aid in
the production of other goods and services, such as machines
and commercial vehicles

FACTORS OF PRODUCTION

These are the resources needed by business to produce
goods or services. Firms will use different combinations
of inputs, depending on the product being produced and
the size of the business. There are four main inputs:

e Land - this general term not only includes land itself
but all of the renewable and non-renewable resources
of nature, such as coal, crude oil and timber.

e Labour - manual and skilled labour make up the work-
force of the business. Some firms are labour intensive,
that is they have a high proportion of labour inputs
to other factors of production, e.g. house cleaning
services.

e (apital - this consists of the finance needed to set up
a business and pay for its continuing operations as
well as all of the man-made resources used in produc-
tion. These include capital goods such as computers,
machines, factories, offices and vehicles. Some firms
are capital intensive, that is they have a high propor-
tion of capital to other factors of production, e.g. power
stations.

e Enterprise — this is the driving force of business,
provided by risk-taking individuals, which combines
the other factors of production into a unit that is
capable of producing goods and services, It provides
a managing, decision-making and co-ordinating role.
Without this essential input, even very high quality
land, labour and capital inputs will fail to provide the
goods and services that customers need.

Businesses have many other needs before they can
successfully produce the goods and services demanded by
customers. Figure 1.1 shows the wide range of these needs.

Most businesses have four main functional departments.
These will be staffed by people with specific qualifica-
tions and experience in the work of the functional areas.

MARKETING

This department is responsible for market research
and for analysing the results of such research so that
consumer wants can be correctly identified. This infor-
mation will then be discussed with other departments of
the business so that the right product decisions are made.
Once a product is available for sale, the marketing func-
tion will have to make important decisions concerning
its pricing, how and where to promote it and how to sell it
and distribute it for sale.

FINANCE

This function has responsibility for monitoring the flow
of finance into and out of the business, keeping and
analysing accounts and providing financial informa-
tion to both senior management and other departments.
Without adequate finance, no effective decisions can be
made within the other functional areas, so finance is a
key division of any business.
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Site for Raw
buildings materials Finance Factories/offices
Land Capital Machines
Roads/Rail/Airports
Customers
A business Law and
needs Government order
Suppliers
Schools/Colleges
Labour Enterprise
Skilled Permanent Risk Decision Coordinators
Unskilled Temporary takers makers

Figure 1.1 What businesses need

HUMAN RESOURCE MANAGEMENT

Human resource (HR) management identifies the work-
force needs of the business, recruits, selects and trains
appropriate staff and provides motivational systems to
help retain staff and encourage them to work product-
ively. It also draws up contracts of employment and
covers the redundancy or redeployment of staff if these
become necessary.

OPERATIONS MANAGEMENT

Once known simply as the ‘production function’, oper-
ations management has responsibility for ensuring
adequate resources are available for production, main-
taining production and quality levels and achieving high
levels of productive efficiency.

INTERRELATIONSHIP OF FUNCTIONS
Itshould notbe assumed thatall business decisions taken
within these departments are separate and unconnected

from the other parts of the business. Nothing could be
further from reality! Effective strategic decision-making
develops from the functions working closely together.
Good communication, co-operation and close interrela-
tionships between functions are essential before major
decisions are taken. For example, the decision by Peugeot
Citroen in 2010 to launch the world’s first hybrid diesel
car required interaction between:

e marketing — will consumers be prepared to buy this
car and at what price?

finance — do we have the capital needed to develop and
produce it?

HR management — do we need to recruit additional
engineers before this project can be turned into a
market-ready car?

operations management-can we produce this product
at a cost which allows the marketing department to set
a profitable price level?
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Sectors of industry

All production can be classified into three broad types
of business activity, or sectors of industry. These
categories are also the three stages involved in turning
natural resources, such as oil and timber, into the
finished goods and services demanded by consumers.
The stages are the primary, secondary and tertiary
sectors of industry.

[ KEYTERMS

primary sector business activity firms engaged in farming,
fishing, oil extraction and all other industries that extract
natural resources so that they can be used and processed by
other firms

secondary sector business activity firms that manufacture and
process products from natural resources, including computers,
brewing, baking, clothing and construction

tertiary sector business activity firms that provide services to
consumers and other businesses, such as retailing, transport,
insurance, banking, hotels, tourism and telecommunications

Some people also refer to afourth sector - the ‘quaternary
sector’ —which is focused on information technology (IT)
businesses and information service providers, but this
distinction is not made in the IB syllabus.

The balance of the primary, secondary and tertiary
sectors in the economy varies substantially from
country to country. It depends on the level of indus-
trialisation in each country. The balance between the
sectors is often referred to as a country’s ‘economic
structure’. Table 1.1 shows the different economic
structures of three countries.

17 81

United Kingdom 2
China 40 28 32
Ghana 53 21 26

Table 1.1 Employment data 2010 - as percentage of total employment

Primary production - dairy cattle following milking

Tertiary sector - the breathtaking
Burj Al Arab hotel in Dubai

Secondary production - clothing factory in India
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ACTIVITY 1.1

Coca-Cola

HSBC

FAW (China)

RTZ

Wyndham Worldwide

RR plc
20 marks, research time

1 Copy out this table. Use the internet or other means of
research to:
a identify these well-known international companies
b identify the main sector of industry that they
operate in
¢ give details of their main activities. [10]

(' H) HiGHER LEVEL

CHANGES IN ECONOMIC STRUCTURE
Itis very important to recognise two features of this clas-
sification of business activity:

1 The importance of each sector in a country’s econo-
mic structure changes over time. Industrialisation
describes the growing importance of the secondary
sector manufacturing industries in developing coun-
tries. The relative importance of each sector is meas-
ured in terms either of employment levels or output
levels as a proportion of the whole economy. In many
countries of Africa and Asia, the relative importance
of secondary sector activity is increasing. This brings
many benefits as well as problems.

Benefits

e Total national output (Gross Domestic Product)
increases and this raises average standards of
living.

e Increasing output of goods can result in lower
imports and higher exports of such products.

e Expanding manufacturing businesses will result in
more jobs being created.

e Expandingand profitable firms will pay more tax to
the government.

2 Research five businesses that operate in your country
and identify which sector of industry they mainly
operate in and what their main activities are. [10]

e Value is added to the country’s output of raw mate-
rials rather than simply exporting these as basic,
unprocessed products.

Problems

e Thechanceofworkinmanufacturingcanencourage
a huge movement of people from the country to the
towns, which leads to housing and social problems.
It may also result in depopulation of rural areas and
problems for farmers in recruiting enough workers.

e The expansion of manufacturing industries may
make it difficult for a business to recruit and retain
sufficient staff.

e Imports of raw materials and components are often
needed, which can increase the country’s import
costs. Business import costs will vary with changes
in the exchange rate.

e Pollution from factories will add to the country’s
environmental problems.

e Much of the growth of manufacturing industry is
due to the expansion of multinational companies.
The consequences of this are covered in Chapter 9.

In developed economies, the situation is reversed.
There is a general decline in the importance of
secondary sector activity and an increase in the
tertiary sector. This is known as deindustrialisation.
In the UK, the proportion of total output accounted
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for by secondary industry has fallen by 15% to 23% in
25 years. The reasons for and possible impact of this
change on business include:

The relative importance of each sector varies signifi-
cantly between different economies. Table 1.1 above
gives details of the differences that exist between the

economies of different countries and the share of total
employment accounted for by each sector of industry.

B @)

e Rising incomes associated with higher living stand-
ardshaveled consumers to spend much of their extra
income on services rather than more goods. There
has been substantial growth in tourism, hotels and
restaurant services, financial services and so on-yet
spending on physical goods is rising more slowly.

e As the rest of the world industrialises, so manufac-
turing businesses in the developed countries face
much more competition and these rivals tend to be
more efficient and use cheaper labour. Therefore,
risingimports of goods are taking market away from
the domestic secondary sector firms and many have
been forced to close.

e Employment patterns change - manufacturing
workers may find it difficult to find employment in
other sectors of industry. This is called structural
unemployment.

| _EXAMTIP_

During your IB Business and Management course it is a good
idea to read the business section of newspapers regularly. This
will help you to apply the work you have done in class to the
world outside. What, for example, was the major business story
in your country this week?

| OVER TO YOU

REVISION CHECKLIST

1 Whatis a ‘business’?

2 Whatis a ‘business input’?

3 Give two examples of primary sector businesses,
explaining why they are classified in this sector.

4 Give two examples of secondary sector businesses,
explaining why they are classified in this sector.

5 Give two examples of tertiary sector businesses,
explaining why they are classified in this sector.

6 Allocate each of these decisions into the appropriate
business functional department:

a deciding on stock levels for an important raw mate-
rial

b deciding between using shops or a website to sell a
new range of clothing

¢ decidingwhether to promote amanager from within
the business or from another firm

d deciding on how to raise $3 million for a factory
expansion.

7 Explain why, for a recent major business decision
of your choice, it was important for all four business
functions to work closely together.

@) 8 Usingdata from your own country:
a How has total output or employment in the
secondary sector changed over recent years?
b Consider two effects of this change on any business
in your country.

@ THEORY OF KNOWLEDGE

Business and Management is considered to be a human
science.

a Explain what you understand by the term human
science.

b Outline the reasons why you think Business and
Management is a human science.

¢ Using business examples and examples from the
natural science(s) you are studying, examine the differ-
ences between ways of knowing in human sciences
and natural sciences.

REVISION ACTIVITY

BP operates in all three sectors of industry

BP is the third largest oil company in the world. Here are extracts
from three recent newspaper articles about the company:

BP ANNOUNCES GIANT OIL WELL
DISCOVERY IN THE GULF OF MEXICO
- -

i dv the largest producer of crude oil
Sr?d'iaig?:l gas i?\ thg Gulf of Mexicq. This new
discovery could double the company’s reserves
in this region of the world.
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. . 12 marks, 21 minutes
BP Kwinana reﬁnery IS now the 1 Using examples from these articles, explain

largest refinery in Australia the statement that ‘BP operates in all three

Significant improvements to this oil refining and processing sectors of industry". [6]
plant have led to Kwinana becoming one of the most

modern in the region, enabling a wide range of fuels to be 2 Explain why the decision to open 500

produced for drivers and for industry, and materials for the new petrol stations in China will involve
plastics and chemical industries. effective cooperation between all four
business functions. [6]
BP to open 500 more petrol stations @) 10 marks, 18 minutes
in the Jiangsu province of China 3 Discuss how changes in the economic
A huge new investment by BP in petrol retailing stations structure of Australia could impact on BP’s
will lead to a huge increase in the sales of petrol in China Kwinana refinery. [10]

of this large multinational business.

EXAM PRACTICE QUESTION
Read the case study and then answer the questions
that follow.

25 marks, 45 minutes

RECESSION SPARKS NEW BUSINESS 1 Explain the following terms in the text:
IDEAS a entrepreneur

b tertiary sector
Disney, McDonald’s, Burger King, Procter & Gamble, Johnson & ¢ start-up finance
Johnson, Microsoft — what do they all have in common? They all d capital equipment. [8]

started during a recession or depression. } )
2 Outline the factors of production

The message, delivered to around 40 would-be entrepre- needed to set up the business providing

neurs at a workshop in Stratford, east London is clear: don’t let

. . . CVs to school leavers. [5]
bad economic headlines put you off. Most of the people at this
session are not aiming to create new multinational corporations. 3 Using the gym instructor’s business as
But during the coffee break, they seem pretty confident that their an example, list the business functions
ideas can prosper even in the current climate. T'm here to find out involved in this business. [5]
about starting up a business providing CVs to school leavers,” says 4 Explain the reasons why most of

Jessica Lyons, wearing a lapel badge with My First CV, the name
of the future business, written on it. ‘For my particular business
idea I think this is the ideal time, because there are more people
than ever out there looking for work.’

the would-be entrepreneurs were
choosing to set up businesses in the
tertiary sector. [7]

The recession is causing a spike in interest in setting
up small businesses. Another interesting example was from a
gym instructor who wants to take his equipment to companies
around London, giving people a lunchtime workout without
them having to leave their offices. Most of the would-be entre-
preneurs in Stratford are looking at potential opportunities in
the tertiary sector which don’t require large amounts of start-up
finance to purchase capital equipment and rely more on their
own skills and interests.

Source: Adapted from various sources
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Types of organisation

distinguish between
organisations in the private
sector and public sector,
applying these distinctions to
your own country

explain reasons for starting

a business, how to identify a
market opportunity and the
problems faced by business
start-ups

distinguish between different
types of profit-based
organisations: sole traders,
partnerships and companies

evaluate the most
appropriate form of legal
organisation for different
businesses

compare and contrast the
objectives of non-profit
and non-governmental
organisations and analyse the
impact of their actions
explain the nature of
public-private partnerships,
analysing the costs and
benefits of co-operation
between the public and
private sectors.

This chapter covers syllabus section 1.2

Dulip’s business is a success

Dulip’s business had been operating successfully for two years when he
decided to expand it by opening his own furniture making factory. He wanted
his business to grow so that he could bring his two sons into the venture.

Dulip realised that he would need more capital to build a furniture making
factory. Although his business was profitable it was not making enough of
a surplus to pay for the extra costs involved. ‘Why don’t you ask one of your
friends to invest in your business as a partner?’ suggested Maria, his wife.
‘This would mean that you would not have to borrow so much.

Dulip replied: ‘I could do this and also ask them to help me manage the business.
I am not sure that I could carry all of the management responsibilities. I might
make my business a legally recognised organisation — a company — because this
would be easier to leave to our sons and offers some protection for our savings.

Forestry businesses in Dulip’s country have been criticised by environmental
pressure groups for cutting down too many trees. Dulip has responded to this
pressure by planting more trees for each one his business cuts down.

Points to think about:

Do you think it is a good idea

for this business, currently only
producing timber, to make and sell
furniture? Explain your answer.

Would you advise Dulip to involve
one of his friends in the business as
a partner? Explain your answer.

What benefits does Dulip seem to
think a ‘company” will offer him?

Why do some businesses change
their decisions in response to
pressure from environmental and
other groups?
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The first chapter looked at the classification of business
into different economic sectors. This chapter further
classifies business activity into:

e the private and public sectors
e profit-based and non-profit-based organisations.

Profit-based businesses in the private sector can take
different legal forms and the advantages and disadvan-
tages of these are very important. The growing importance
of non-profit-based and non-governmental organisations
is also analysed in this chapter.

Industry may be classified by public or private sector and
by type of legal organisation. These two types of classifi-
cation are interlinked as some types of legal structure are
only found in the private sector.

Therelativeimportance of the private sector compared
to the public sector is not the same in all mixed econ-
omies. Those economies that are closest to free-market
systems have very small public sectors. Those countries
with central planning command economies will have
very few businesses in the private sector.

' KEY TERMS

private sector comprises businesses owned and controlled by
individuals or groups of individuals

public sector comprises organisations accountable to and
controlled by central or local government (the state)

mixed economy economic resources are owned and controlled
by both private and public sectors

free-market economy economic resources are owned largely
by the private sector with very little state intervention

command economy economic resources are owned, planned
and controlled by the state

LINKS BETWEEN SECTORS

In most mixed economies, certain important goods and
services are provided by state-run organisations - they
are in the public sector. It is argued that they are too
significant to be left to private sector businesses. They
include health and education services, defence and law
and order (police force). In some countries, important
‘strategic’ industries are also state owned and controlled,
such as energy, telecommunications and public trans-
port. These public sector organisations therefore provide
essential goods and services for individual citizens and
organisations in the private sector, and they often have
objectives other than profit; for example:

e ensuring supplies of essential goods and services —
perhaps free of charge to the user, e.g. health and educa-
tion services in some countries

e preventing private monopolies — single firms that
dominate an industry - from controlling supply

e maintaining employment

e maintaining environmental standards.

In recent years, there has been a trend towards selling
some public sector organisations to the private sector —
privatisation—and this means that they put profit making
as one of their main objectives.

{ KEYTERM

privatisation the sale of public sector organisations to the
private sector

ROLE OF THE ENTREPRENEUR

{ KEYTERM

entrepreneur someone who takes the financial risk of starting
and managing a new venture

New business ventures started by entrepreneurs can be
based on a totally new product or customer service idea or
anew way of offering a service. People who set up their own
new business show skills of ‘entrepreneurship’. They have:

had an idea for a new business

invested some of their own savings and capital
accepted the responsibility of managing the business
accepted the possible risks of failure.

The personal qualities and skills needed to make a
success of a new business venture are described below.

Innovative

The entrepreneur may not be a ‘product inventor’, but
they must be able to carve a new niche in the market,
attract consumers in innovative ways and present their
business as being ‘different’. This requires original ideas
and an ability to do things innovatively.

Commitment and self-motivation

It is never an easy option to set up and run your own
business. It is hard work and may take up many hours of
each day. A willingness to work hard, a keen ambition to
succeed, energy and focus are all essential qualities of a
successful entrepreneur.

Multi-skilled
An entrepreneur will have to make the product or provide
the service, promote it, sell it and count the money. These

Q
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different business tasks require a person with many
different qualities such as being keen to learn technical
skills, an ability to get on with people and being good at
handling money and keeping accounting records.

Leadership skills

An entrepreneur has to lead by example and must have
a personality that encourages people in the business to
follow them and be motivated by them.

Belief in oneself

Manybusinessstart-upsfail, yetthiswouldnotdiscourage
a true entrepreneur who would have such self-belief in
their abilities and business idea that they would bounce
back from any setbacks.

Risk taker

Entrepreneurs must be willing to take risks in order to
see results. Often the risk they take involves investing
their own savings in a new business.

WHY START A BUSINESS?
Reasons for starting a new business include some or all
of the following:

e Losingajob encourages many people to set up in busi-
ness by themselves, either providing their former
employer’s product or another product, perhaps based
on an interest or skill they have.

e Desire for independence — some people do not like the
idea of being told what to do! By creating their own

ACTIVITY 21
Read the case study below and then answer the questions
that follow.

Bangalore Enterprise Blossoms

Rama Karaturi had the idea for his rose-growing

business when he searched the city of Bangalore, without
success, for a bouquet of roses for his wife’s birthday. The
city was a rose-free zone, so he decided to start growing
them himself. He had wanted to take decisions for himself
for some time and he also wanted to earn much more
than his current salary. In 1996, he opened two green-
houses growing just roses. He used his own savings so
took a considerable risk, but his confidence in the growth
of ‘flower giving” at times of major festivals encouraged
other investors too. He sold the flowers in India, but his
business also became one of the first in India to start
exporting flowers on a large scale. Rama worked long
hours to make his business a success. The business, called

business, they have work flexibility and control over
their working lives.

e By talking to friends or family, it might become clear
that a business opportunity exists that an entrepre-
neur could take advantage of.

e A wish to make more money than in the current
job — many people setting up their own business
believe that they will earn a higher income working
for themselves.

START-UP BUSINESSES

New business start-ups can be found in nearly all
industries. However, there are some industries and
sectors of industry where there is a much greater like-
lihood of new entrepreneurs becoming established.
These include:

e primarysector - fishing, market gardening (producing
cash crops to sell at local markets)

e secondary sector — jewellery making, dress making,
craft manufacture, e.g. batik cloth, building trades

e tertiary/service sector — hairdressing, car repairs,
cafés and restaurants, child minding.

It would be unusual for entrepreneurs to successfully
establish themselves in, say, the steel making industry
or car manufacturing because of the vast amount of
capital equipment and financial investment that would
be required.

Katuri Networks, has grown at a tremendous rate, helped
by Rama’s all-round business skills. He recently bought out
a large rose grower in Kenya and his business is now the
world’s largest cultivator of roses - and Rama achieved
this in a little over ten years.

Source: business.timesonline.co.uk (adapted)

16 marks, 28 minutes
1 Rama is an example of a ‘business entrepreneur’.
Explain what is meant by this term. [4]

2 Outline two reasons why Rama started his own
business. [6]

3 Explain any two problems Rama’s business might
have experienced during the set-up stage. [6]
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IDENTIFYING MARKET OPPORTUNITIES

Many people say that they want to work for themselves,
but they then do not make the leap into entrepreneur-
ship successfully because they have not been able to
identify a market opportunity that will generate suffi-
cient demand for their product or service to enable the
business to be profitable. The original idea for most
new businesses comes from one of several sources
including:

e own skills or hobbies, e.g. dress making or car body-
work repairer

e previous employment experience, e.g. learning hair-
dressing skills with an established business

e franchising conferences and exhibitions offering a
wide range of new business start-up ideas, e.g. fast-
food restaurants

e small budget market research — the use of the internet
allows any user to browse business directories to see
howmanybusinessesthereareinthelocal area offering
certain goods or services. This low-cost research might
indicate gaps in local markets that could be profitably
filled by the entrepreneur.

PROBLEMS FACED BY START-UPS

Even if an entrepreneur has all of the qualities listed
above, success with a new business can never be guaran-
teed. Many businesses fail during their first year of oper-
ation. The most common reasons for this are discussed
below.

Competition

This is nearly always a problem for new enterprises
unless the business idea is unique. More generally, a
newly created business will experience competition from
older, established businesses with more resources and
market knowledge. The entrepreneur may have to offer
better customer service to overcome the cost and pricing
advantages of bigger businesses.

Building a customer base
Tosurvive,anewbusinessmustestablishitselfin themarket
and build up customer numbers as quickly as possible. The
long-term strength of the business will depend on encour-
aging customers to return to purchase products again and
again. Many small businesses try to encourage this by
offering a better service than theirlarger and better-funded
competitors. This service might include:

e personal customer service

e knowledgeable pre- and after-sales service

e providing for one-off customer requests that larger
firms may be reluctant to offer.

Lack of record keeping

Accurate records are vital to pay taxes and bills and
chase up debtors. Many entrepreneurs fail to pay suffi-
cient attention to this as they either believe that it is
less important than actually meeting customers’ needs
or they think they can remember everything, which
they could not possibly do after a period of time. For
example, how can the owner of a new, busy florist shop
remember:

e when the next delivery of fresh flowers was booked for?

e whether the flowers for last week’s big wedding have
been paid for?

e if the cheque received from an important customer
has been paid into the bank yet?

e how many hours the shop assistant worked last week?

Lack of working capital
Running short of capital to run day-to-day business
affairs is the single most common reason for the failure
of new businesses to survive in the first year. Capital is
needed for day-to-day cash, for the holding of stocks
and to allow the giving of trade credit to customers, who
then become debtors. Without sufficient working capital,
the business may be unable to buy more stocks or pay
suppliers or offer credit to important customers.

Serious working capital shortages can usually be
avoided if businesses take several important steps:

e Construct and update a cash-flow forecast so that the
liquidity and working capital needs of the business
can be assessed, month by month.

e Inject sufficient capital into the business at start-up
for the first few months of operation when cash flow
from customers may be slow to build up.

e Establish good relations with the bank so that short-
term problems may be, at least temporarily, overcome
with an overdraft.

e Use effective credit control over customers’ accounts —do
not allow a period of credit which is too long, and quickly
chase up late payers.

Poor management skills

Most entrepreneurs have had some form of work experi-
ence, but not necessarily at a management level. They
may not have gained experience of:

leadership skills

cash handling and cash management skills
planning and coordinating skills
decision-making skills

communication skills

marketing, promotion and selling skills.
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Entrepreneurs may be very keen, willing to work hard
and with undoubted abilities in their chosen field; for
example, a new restaurant owner may be an excellent
chef but management skills may be lacking. Some learn
these skills very quickly once the business is up and
running, but this is a risky strategy. Some entrepreneurs
buy in the experience by employing staff with manage-
ment experience, but this is an expensive option.

Itis wrong to think, just because a business is new and
small, that enthusiasm, a strong personality and hard
work will be sufficient to ensure success. This may prove
to be the case, but it often is not. Potential entrepreneurs
are encouraged to attend training courses to gain some
of these skills before putting their capital at risk or seek
management experience through employment.

Changes in the business environment

Setting up a new business is risky. Not only are there the
problemsand challengesreferred to above but thereis also
the risk of change, which can make the original business
idea much less successful. New businesses may fail if any

ACTIVITY 2.2
Read the case study below and then answer the questions
that follow.

Farah branches out on her own

Farah was a well-qualified dress maker. She had worked
for two of the biggest dress shops in town, but was keen
to set up her own business. Her father agreed to invest
$5000 into her business, but she would have to find the
rest of the capital needed - about $10000 she guessed -
from her savings and a bank loan.

She investigated the prices of shop premises, and was
shocked by how expensive city centre locations were. Her
father suggested a cheaper, but less busy, out-of-town
location. She contacted an accountant who offered to
look after the financial side of the business, but he would
charge at least $2000 per year. Farah wondered if she
could learn to keep the accounts herself if she attended
accounts classes.

She wanted to make her shop very different from all of
the competitors in the city, and planned to offer lessons
in dress making as well as selling finished dresses. She

of the following changes occur, which turn the venture
from a successful one to a loss-making enterprise:

® new competitors

e legal changes, e.g. outlawing the product altogether

e economic changes that leave customers with much
less money to spend

e technological changes that make the methods used by
the new business old-fashioned and expensive.

This list of changes could, no doubt, be added to, but even
these four factors indicate that the business environment
is a dynamic one, and this makes owning and running a
business enterprise very risky indeed.

| EXAMTIP
The reasons for business failure could apply at any stage of the

development of a business, but the first few months are the
riskiest of all.

had been asked many times by customers ‘How did you
do that?” when they were pleased with her latest dress
designs and she was sure this was a great business
opportunity. What she had not realised was the amount of
paperwork she would have to complete before her
business could even start trading.

16 marks, 28 minutes

1 Outline three problems that Farah has to deal
with in setting up her business. [6]

2 Which of these problems do you think is the most
important one for Farah to find a good solution to?
Explain your answer. [6]

3 Is Farah’s business operating in the private or
public sector? Explain your answer. [4]
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Figure 2.1 shows the main types of profit-based
private-sector businesses.

Profit-based private-sector businesses

Sole Partnerships Limited  Co-operatives
traders companies
Private Public
(Ltd) (Pl9

Figure 2.1 Legal structure of profit-based organisations
SOLE TRADER

[ KEYTERM

sole trader a business in which one person provides the
permanent finance and, in return, has full control of the
business and is able to keep all of the profits

This is the most common form of business organisation.
Although there is a single owner in this business organ-
isation, there may be employees but the firm is likely to
remain very small. Although they are great in number,
sole traders account for only a small proportion of total
business turnover. All sole traders have unlimited liability.
This means that the owner’s personal possessions and
property can be taken to pay off the debts of the business
should it fail. This can discourage some potential entre-
preneurs from starting their own businesses.

Another problem faced by sole traders involves finance
for expansion. Many sole traders remain small because
the owner wishes to remain in control of their own busi-
ness, but another reason is the limitations that they have
in raising additional capital. As soon as partners or share-
holders are sought in order to raise finance, then the sole
trader becomes another form of organisation altogether. In
ordertoremainasole trader the owneris dependent on own
savings, profits made and loans for injections of capital.

This type of business organisation is most commonly
established in construction, retailing, hairdressing, car
servicing and catering. The advantages and disadvan-
tages of sole traders are summarised in Table 2.1.

PARTNERSHIP

[ KEYTERM

partnership a business formed by two or more people to carry
on a business together, with shared capital investment and,
usually, shared responsibilities

® Easy to set up - no legal
formalities

® Owner has complete
control - not answerable to
anyone else

® Owner keeps all profits

® Able to choose times and
patterns of working

® Able to establish close
personal relationships with
staff (if any are employed)
and customers

@ The business can be based on
the interests or skills of the
owner - rather than working
as an employee for a larger

@ Unlimited liability - all
of owner’s assets are
potentially at risk

® Often faces intense
competition from bigger
firms, e.g. food retailing

® Owner is unable to
specialise in areas of
the business that are
most interesting - is
responsible for all aspects
of management

o Difficult to raise additional
capital

@ Long hours often necessary
to make business pay

firm ® Lack of continuity - as the
business does not have
separate legal status,
when the owner dies the
business ends too

Table 2.1 Sole traders - advantages and disadvantages

A partnership agreement does not create a separate
legal unit; a partnership is just a grouping of individ-
uals. Partnerships are formed in order to overcome some
of the drawbacks of a sole trader. When planning to go
into partnership it is important to choose business part-
ners carefully — the errors and poor decisions of any one
partner are considered to be the responsibility of them
all. This also applies to business debts incurred by one
partner — in most countries there is unlimited liability
for all partners should the business venture fail. In the
UK, it is possible to set up limited liability partnerships.
It is usual, although not a legal requirement, to draw up
a formal Deed of Partnership between all partners. This
would provide agreement on issues such as voting rights,
the distribution of profits, the management role of each
partner and who has authority to sign contracts.

Partnerships are the most common form of busi-
ness organisation in some professions, such as law and
accountancy. Small building firms are often partner-
ships too. Many other owners of businesses prefer the
company form of organisation and these are considered
next. The advantages and disadvantages of partnerships
are summarised in Table 2.2.

LIMITED COMPANY

There are three important differences between compa-
nies and sole traders and partnerships: limited liability,
legal personality and continuity.

(_
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® Partners may specialise in @ Unlimited liability for
different areas of business all partners (with some
management exceptions)

® Shared decision-making ® Profits are shared

® Additional capital injected by | @ As with sole traders,
each partner no continuity and the

® Business losses shared partnership will have to be
between partners reformed in the event of the

® Greater privacy and fewer death of one of the partners
legal formalities than @ All partners bound by the
corporate organisations decisions of any one of them
(companies) ® Not possible to raise capital
from selling shares

® A sole trader, taking
on partners, will lose
independence of
decision-making

Table 2.2 Partnerships - advantages and disadvantages

Limited liability

The ownership of companies is divided into small units
called shares. People can buy these and become ‘share-
holders’ — they are part owners of the business. It is
possible to buy just one share, but usually these are
owned in blocks, and it is possible for one person or
organisation to have complete control by owning more
than 50% of the shares. Individuals with large blocks of
shares often become directors of the business. All share-
holders benefit from the advantage of limited liability.

[\ KEY TERMS

limited liability the only liability - or potential loss - a share-
holder has if the company fails is the amount invested in the
company, not the total wealth of the shareholder

Nobody can make any further claim against shareholders
should the company fail. This has two important effects:

e People are prepared to provide finance to enable
companies to expand.

e The greater risk of the company failing to pay its debts
is now transferred from investors to creditors (those
suppliers/lenders who have not been paid). Cred-
itors, as a result, are very interested in both ensuring
that the word ‘limited” appears in the company name
and scrutinising the company’s accounts for signs of
potential future weakness.

Legal personality

A company is legally recognised as having an identity
separate from that ofits owners. This means, for example,
that if the products sold by a company are found to be
dangerous or faulty, the company itself can be prose-
cuted, not the owners, as would be the case with either a
sole trader or a partnership. A company can be sued and
can sue others through the courts.

Continuity

In a company, the death of an owner or director does not
lead to its break-up or dissolution. All that happens is
that ownership continues through the inheritance of the
shares, and there is no break in ownership at all.

Private limited companies

The protection that comes from forming a company is
thereforesubstantial. Small firms can gainthis protection
when the owner(s) create(s) a private limited company.

' KEY TERMS

private limited company a small to medium-sized business
that is owned by shareholders who are often members of the
same family. This company cannot sell shares to the general
public

shareholder a person or institution owning shares in a limited
company

share a certificate confirming part ownership of a company
and entitling the shareholder to dividends and certain
shareholder rights

The word ‘Limited’ or ‘Ltd’ (‘Pte’ in some countries) indi-
cates that the business is a private company. Usually,
the shares will be owned by the original sole trader (who
may hold a majority of the shares to keep control of the
company), relatives, friends and employees. New issues
of shares cannot be sold on the open market and existing
shareholders may only sell their shares with the agreement
of the other shareholders.

Legal formalities must be followed in setting up a
private limited company and these can be expensive and
time consuming in some countries. The advantages and
disadvantages of private limited companies are summa-
rised in Table 2.3.

Public limited companies

These can be recognised by the use of ‘plc’ or ‘inc.” (incor-
porated) after the company name. It is the most common
form of legal organisation for really large businesses,
for the very good reason that they have access to very
substantial funds for expansion. Converting a private
limited company to public limited company (plc) status
is referred to as a stock market flotation.
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@ Shareholders have limited ® Legal formalities involved in
liability establishing the business

® Separate legal personality @ (apital cannot be raised by

@ (ontinuity in the event of sale of shares to the general
the death of a shareholder public

@ Original owner is still often e Quite difficult for
able to retain control shareholders to sell shares

® Able to raise capital from ® End-of-year accounts must
sale of shares to family, be sent to Companies
friends and employees House - available for

® Greater status than an public inspection there

unincorporated business (less secrecy over financial
affairs than sole trader or

partnership)

Table 2.3 Private limited companies - advantages and disadvantages

[ KEYTERM

public limited company (plc) a limited company, often a large
business, with the legal right to sell shares to the general
public. Its share price is quoted on the national stock exchange

A plc has all the advantages of private company status
plus theright to advertiseits shares for saleand have them
quoted on the stock exchange. Public limited companies
have the potential to raise large sums from public issues
of shares. Existing shareholders may quickly sell their
shares if they wish to. This flexibility of share buying and
selling encourages the public to purchase the shares in
the first instance and thus invest in the business.

The other main difference between private and public
companies concerns the ‘divorce between ownership and
control’. The original owners of a business are usually
still able to retain a majority of shares and continue to
exercise management control when it converts to private
company status. This is most unlikely with public limited
companies, due to the volume of shares issued and the
number of people and institutions as investors. These
shareholders own the company, but they appoint, at the
annual general meeting, a board of directors who control
the management and decision-making of the business.

This clear distinction between ownership and control
can lead to conflicts over the objectives to be set and
direction to be taken by the business. The shareholders
might prefer short-term maximum-profit strategies, but
the directors may aim for long-term growth of the busi-
ness, perhaps in order to increase their own power and
status. Many private limited companies convert to plc
status to gain the benefits referred to in Table 2.4. It is also
possible for the directors or the original owners of a busi-
ness to convert it back from plc to private limited company
status. Richard Branson and the Virgin group are one of

the best-known examples. The reasons for doing this are
largely to overcome the divorce between ownership and
control —in a private limited company it is normal for the
senior executives to be the major, majority shareholders.
In addition, the owner of a private limited company can
take a long-term planning view of the business. It is often
said that the major investors in a plc are only interested in
short-term gains. ‘Short-termism’ can be damaging to the
long-term investment plans of a business.

A summary of the advantages and disadvantages of
public limited companies is given in Table 2.4.

® Limited liability ® Legal formalities in formation
® Separate legal identity ® Cost of business consultants
e (Continuity and financial advisers when
e Ease of buying and creating a plc

selling of shares for
shareholders - this
encourages investment
in plcs

Access to substantial
capital sources due to
the ability to issue a
prospectus to the public
and to offer shares

for sale

Share prices subject to
fluctuation - sometimes for
reasons beyond business’s
control, e.g. state of the
economy

Legal requirements concerning
disclosure of information to
shareholders and the public,
e.g. annual publication of
detailed report and accounts

® Risk of takeover due to the
availability of the shares on the
stock exchange

@ Directors influenced by
short-term objectives of major
investors

Table 2.4 Public limited companies - advantages and disadvantages

Businesses often change their legal form as they expand
and as the objectives of the owners change. Many newly
formed businesses are sole traders and then accept part-
nersifthe aim of the original owner is to expand and share
management responsibilities. Conversion to company
status is often caused by owners wishing to protect their
personal wealth and encourage new shareholder inves-
tors. When further expansion is very expensive, perhaps
because of the nature of the business activity as with the
development of new technology products, conversion to
publiclimited companystatusiscommon. However, much
depends on the desire for control of the original owners/
shareholders. We have seen above that in some instances,
the desire to get back overall control from ‘short-term
minded’ investors can lead the original owners of a busi-
ness to convert a plc back into a private limited company.

(_
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ACTIVITY 2.3
Read the case study below and then answer the questions
that follow.

Footie Ltd to stay private after ruling out float
Footie Ltd, the shoemaker and retailer, is to remain a
private limited company. The directors received over-
whelming advice against converting it to a plc. The
company has no need of further capital to fund further
expansion, and is now one of the world’s largest private
limited companies. In 2004, after a decade of declining
fortunes, it came within five votes of opting for a take-
over by Shoeworks plc. But in April this year, it announced
annual profits up from $42.7 million to $50.8 million on
sales of $825 million. That was its third year of record
profits, reflecting its strategy of reducing its reliance on
own manufacture and investing in its brands and shops.
Footie Ltd is now more of a retailer and wholesaler
than manufacturer, owning or franchising 650 shops and
importing shoes from abroad. Five years ago, 75% of its
shoes were manufactured in Footie’s European factories.
Now it is just 25%), with 40% of the business based in Asia.
Jim Parker, chief executive, has claimed that Footie is the
largest conventional shoe brand in the world, having sold 48
million pairs last year. He said the business was expanding

| EXAMTIP
Public limited companies are in the private sector of industry -
but public corporations are not.

The term ‘public’ is used by business organisations in
two different ways, and this often causes confusion.
We have already identified public limited companies
as being owned by shareholders in the private sector of
the economy. Thus, public limited companies are in the
private sector. However, in every country there will be
some enterprises that are owned by the state — usually
central or local government. These organisations are
therefore in the public sector and they are referred to as
public corporations.

([ KEVTERM

public corporation a business enterprise owned and controlled
by the state - also known as nationalised industry

rapidly in nearly all markets and this growth strategy
requires a lot of capital. ‘We can continue to build the busi-
ness with benefits of moving to lower-cost countries and
with investment in our brand and retailing operations.’

Despite ruling out a float for now, the company said it
would continue to examine ‘the most appropriate legal
structure to meet shareholders’ interests on the basis of
its strategy for future growth and the conditions in the
footwear market”.

26 marks, 45 minutes

1 Explain two differences between a private limited
company and a public limited company. [4]

2 s Footie Ltd in the private sector or public sector?
Explain your answer. [3]

3 Which industrial sector(s) does Footie Ltd operate
in? Explain your answer. [5]

4 Examine possible reasons for the directors deciding
to keep Footie Ltd a private limited company. [6]

5 Analyse the main benefits to the business and
to existing shareholders if the company
did ‘go public”. [8]

Public sector organisations do not often have profit as a
major objective. In many countries the publiclyowned TV
channels have as their main priority the quality of public
service programmes. State-owned airlines have safety as
a priority. Selling off public corporations to the private
sector, known as privatisation, often results in changing
objectives from socially orientated ones to profit-driven
goals. A summary of the potential advantages and disad-
vantages of public corporations is given in Table 2.5.

® Managed with social ® Tendency towards
objectives rather than solely inefficiency due to lack of
with profit objectives strict profit targets

® Loss-making services might @ Subsidies from government
still be kept operating if can encourage inefficiencies
the social benefit is great ® Government may interfere
enough in business decisions for

® Finance raised mainly from political reasons, e.g. by
the government opening a new branch

in a certain area to gain

popularity

Table 2.5 Public sector organisations - advantages and disadvantages
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THEORY OF KNOWLEDGE

1 ‘All countries have organisations that are part of the private
sector; they come in the form of business organisations
that exist to create a profit for their owners. All countries
also have public sector organisations that exist to improve
the welfare of all people in society. As a consequence of
this, governments should look to expand the proportion of
countries’ organisations that are owned by the state.’

a Analyse the evidence you would use to prove or disprove
this statement.

b In the light of this statement, discuss some of the reasons
why so many countries have privatised former public
sector organisations.

2 ‘Organisations always run more efficiently when they are
free of government control.’

In groups, discuss to what extent you agree or disagree
with this statement.

Not all organisations in the world aim to make profits.
There are many thousands of organisations that have
objectives other than profit: for example, charities and
pressure groups. Many of these are also termed non-
governmental organisations (NGOs).

' KEY TERMS

non-profit organisation any organisation that has aims other
than making and distributing profit and which is usually
governed by a voluntary board

non-governmental organisation (NGO) a legally constituted
body with no participation or representation of any
government

Non-profit organisations include charities and pressure
groups. Charities may employ professional managers, but
they often depend greatly on the work of unpaid volun-
teers. Profit is not an objective, but they are still usually
trying to increase their income to put more money back
into achieving their charitable objectives. For example,
the ASHA charityin India has, as its primary objective: ‘To
provide education for underprivileged children in India.’

Well-known international charities include Oxfam,
Red Cross and Red Crescent Societies and Médecins sans
Frontieres. Apart from raising money to support and
promote their work, many charities aim to inform the
public, persuade them to support their causes and try
to convince governments to give more attention to the

problems the charities are trying to solve such as poverty,
gender inequality, hardship in old age or protection of
wildlife. Many charities have only a national or local
presence, but they can still have a significant impact on
the people they aim to support.

Non-governmental organisations cover a very wide
range of activities, but their common feature is that they
are separate from government. They are often char-
ities too and many of them are involved in development,
health and humanitarian issues. Their work can support
and add to the efforts made by government organi-
sations, for example in disaster or poverty relief. The
objectives of NGOs are not profit-based but are specifi-
cally focused on social or humanitarian objectives. In
Russia, the GLOBUS group aims to ‘stimulate an effec-
tive national response to the HIV/AIDS epidemic’. Also in
the humanitarian field, the International AIDS Alliance
in Ukraine aims to ‘reduce HIV incidence and death rates
from AIDS’.

PRESSURE GROUP

Pressure groups are non-profit-making organisations
that aim to change the behaviour and decisions of either
organisations or governments.

{ KEYTERM

pressure group an organisation created by people with a
common interest or objective who lobby businesses and
governments to change policies so that the objective is reached

Perhaps the best-known international examples are:

e Greenpeace — campaigns for greater environmental
protection by both businesses adopting green strategies
and governments passing tighter anti-pollution laws.

e Fairtrade Foundation — aims to achieve a better deal
for agricultural producers in low-income countries.

e WWF - aims to improve animal welfare, espe-
cially protecting and conserving the habitat of wild
animals.

e Amnesty International — rigorously opposes anti-
human rights policies of governments.

e Jubilee 2000 — campaigns for western governments
to reduce or eliminate the debt burden on developing
countries.

Pressure groups want changes to be made in three
important areas:

e governments to change their policies and to pass laws
supporting the aims of the group

e businesses to change policies so that, for example, less
damage is caused to the environment

- A
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e consumers to change their purchasing habits so that
businesses that adopt ‘appropriate’ policies see an
increase in sales, but those that continue to pollute or
use unsuitable work practices see sales fall.

Pressure groups try to achieve these goals in a number
of ways.

Publicity through media coverage

Effective public relations are crucial to most successful
pressure group campaigns. Frequent pressreleases giving
details of undesirable company activity and coverage
of ‘direct action’ events, such as meetings, demonstra-
tions and consumer boycotts will help to constantly keep
the campaign in the public eye. The more bad publicity
the group can create for the company concerned, then the
greater the chance of it succeeding in changing corporate
policy. The pressure group may spend money on its own
advertising campaign — as Amnesty International does —
and the success of this approach will depend upon the
financial resources of the group.

Influencing consumer behaviour

Ifthe pressure group is so successful that consumers stop
buying a certain company’s products for long enough,
then the commercial case for changing policy becomes
much stronger. The highly successful consumer boycott

ACTIVITY 2.4
Read the case study below and then answer the questions
that follow.

Tibet protesters target BP over PetroChina stake

MONGOLIA
Beijing
Sebei
~~~~~~ Xining
*--9 Lanzhou
Likely route for | ecqINA

gas pipeline

of Shell petrol stations following a decision to dump an
old oil platform in the sea led to a change of strategy.
Shellis now aiming to become ‘the leading multinational
for environmental and social responsibility’. Public
sympathy for a pressure group campaign can increase its
effectiveness significantly.

Lobbying of government

This means putting the arguments of the pressure group to
government members and ministers because they have the
power to change the law. If the popularity of the govern-
ment is likely to be damaged by a pressure group campaign
that requires government action, then the legal changes
asked for stand a greater chance of being introduced.

SOCIAL ENTERPRISE

Social enterprises are not charities, but they do have
objectives that are often different from those of an entre-
preneur who is only profit motivated. Making a profit may
be one of their objectives, but it will be much less impor-
tant than the organisation’s social objectives.

In other words, a social enterprise is a proper business
that makes its moneyin socially responsible ways and uses
most of any surplus made to benefit society. Social entre-
preneurs are not running a charity, though - they can and
often do keep some of any profit made for themselves.

The oil giant BP Amoco will face renewed action next week
from Tibetan pressure groups to withdraw from PetroChina,
the state-run Chinese oil company which is building a

gas pipeline through ethnic Tibetan areas. Tibetan activ-
ists will coordinate a worldwide series of protests starting
next Thursday while the Free Tibet Campaign is planning to
disrupt BP’s AGM in April. It has tabled a resolution calling
on BP to dispose of its PetroChina stake on the grounds
that it is against the company’s ethical policy on human
rights and the environment. The pressure group may also
call for a consumer boycott of BP petrol stations. A govern-
ment minister admitted to reporters in Beijing that BP and
PetroChina would face a public relations ‘disaster” if the
resolution is passed.

17 marks, 35 minutes

1 What change in the strategy of BP and PetroChina is
the Tibetan pressure group attempting to bring about? [3]

2 Explain what impact a ‘public relations disaster’

could have on BP. [6]
3 Evaluate the factors that will determine whether
this pressure group’s campaign is successful. [8]
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Social enterprises compete with other businesses in
the same market or industry. They use business princi-
ples to achieve social objectives. Most social enterprises
have these common features:

e They directly produce goods or provide services.

e Theyhavesocialaimsanduseethical waysofachieving
them.

e Theyneed to make a surplus or profit to survive as they
cannot rely on donations as charities do.

Objectives of social enterprises
Social enterprises often have three main aims:

e Economic - to make a profit or surplus to reinvest
back into the business and provide some return to
owners.

e Social - to provide jobs or support for local, often
disadvantaged, communities.

e Environmental - to protect the environment and to
manage the business in an environmentally sustain-
able way.

These aims are often referred to as the triple bottom line.
This means that profit is not the sole objective of these
enterprises.

' KEY TERMS

social enterprise a business with mainly social objectives that
reinvests most of its profits into benefiting society rather than
maximising returns to owners

triple bottom line the three objectives of social enterprises:
economic, social and environmental

Below are two examples of social enterprises:

e SELCO in India provides sustainable energy solu-
tions to low-income households and small businesses.
In one scheme, solar-powered lighting was provided
by SELCO to a silkworm farmer who depended on
dangerous and polluting kerosene lamps. The farmer
could not afford the upfront cost, so SELCO helped
with the finance too.

e The KASHF Foundation in Pakistan provides microfi-
nance (very small loans) and social support services to
womenentrepreneurswho traditionallyfind it very diffi-
cult to receive help. This enables the women to set up
their own businesses in food production, cloth making
and other industries. The loans have to be repaid with
interest, but the interest rates are much lower than a
profit-maximising international bank would charge.

[/ H) Hicher LEveL
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public-private partnership (PPP) involvement of the
private sector, in the form of management expertise and/
or financial investment, in public sector projects aimed at
benefiting the public

There are three main types of PPP:

e Government funded - these are privately managed
schemes. In this type of venture, the government
provides all or part of the funding, but the organisa-
tion is managed by a private business that uses private
sector methods and techniques to control it as effi-
cientlyas possible. For example, the Hope Clinic Lukuli
in Kampala, Uganda, receives government funding
for its malaria prevention and HIV testing services.
These are managed efficiently and successfully by this
private sector, but non-profit making, clinic. Analysts
believe that the clinic operates the health services
more efficiently than a government department would
with many officials becoming involved.

e Private sector funded - these are government or state-
managed schemes. In this type of venture, which
often involves large sums of capital investment, the
government is released from the financial burden of
finding taxpayers’ money to pay for the project. Once
the assets have been paid for and constructed, they
are then managed and controlled by a government
department which pays rent or a leasing charge to the
private sector business that constructed the project.
This form of PPP started in Australia and the UK and is
known as the Private Finance Initiative (PFI).

e Government directed but with private sector finance
and management - this type of PPP encourages
both private sector funding and some private sector
management control of public projects. For example, a
new London hospital has been built using private sector
finance - it is leased to the state-controlled health
authority which manages and controls the hospital’s
health services; in Australia, the international bank
HBOS has invested in several PFI schemes for public
sector projects such as new prisons in Victoria and the
new toll road into Melbourne city centre.

[ KEYTERM

Private Finance Initiative (PFI) investment by private sector
organisations in public sector projects

The potential costs and benefits of public-private part-
nerships are shown in Table 2.6.

(_
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The private sector business, if asked to manage the project, could
try to increase profits by cutting staff wages and benefits. In effect,
workers would no longer have the security of being employed by
the public sector.

PFI schemes have been criticised for earning private sector
businesses large profits from high rents and leasing charges -
these must be paid for by taxpayers.

Private sector organisations may lack the experience needed

to operate large public sector projects - such as social housing
schemes - and failure of the scheme could leave vulnerable groups
in society at risk.

Table 2.6 Potential costs and benefits of PPPs

Many schools, roads, prisons and hospitals have been built through
PPP/PFI schemes - it is argued that these would not have been
constructed unless the private sector had been involved.

Private sector businesses aim to make profits - their managers
will therefore operate services as efficiently as possible. This could
mean that costs to the public sector are lower than if the projects
were operated by government/public sector managers.

By using private sector business finance, the government can
claim that public services are being improved, without an increase
in taxes (at least in the short run as the capital cost is not paid for
by the government).

s 1))
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REVISION CHECKLIST

What is the difference between private sector and () 12 Explain two potential disadvantages to a country

1

public sector organisations?

State three differences between a sole trader and a
private limited company.

Who (a) owns and who (b) controls a public limited
company? Explain why this distinction might lead to
conflict.

Why might the directors of a public limited company
decide to convert the business back into a private
limited company by buying a majority of the shares?
Explain how legal personality and continuity help
businesses and companies to operate effectively.

In what way does limited liability make it easier for
companies to raise finance?

Using the examples of a sole trader business and a
public limited company, explain how the relation-
ship between ownership and control differs in these
two types of organisations.

Using the examples of a partnership and a public
limited company, explain how the legal structure of a
business affects its ability to raise finance.

List two organisations in your own country that are
in the public sector.

Analyse one impact of the distinction between
ownership and control for:

a shareholders of a plc

b employees of a plc.

Explain two potential advantages to a country when
its government uses Private Finance Initiatives to
pay for new motorways.

when its government uses public-private partner-
ships to pay for and manage health clinics.
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REVISION ACTIVITY
Read the case study below and then answer the questions
that follow.

Waste - a good case for public-private partnership?
Capital Waste Disposal plc was created 5 years ago when the
capital city’s rubbish collection service was privatised. As

a public sector enterprise, the organisation had been over-
staffed and inefficient, but charges for collecting waste were
low and the service was popular with local residents. The city
government subsidised the waste services and this helped to
keep charges down. Shortly after privatisation, the directors
announced substantial job cuts to save on costs. The waste
collection service was reduced to once a week, yet charges
were increased. The city government also announced that
the city’s rubbish collection services would be opened up to
competition.

The business started to make big profits. It invested in
new equipment and paid dividends to its shareholders. Last
year, for the first time since privatisation, profits fell. This was
due to competition from a newly formed waste disposal busi-
ness. Many of Capital Waste’s shareholders wanted the direc-
tors to be replaced. The biggest shareholders demanded to
be on the board of directors. The chief executive discussed
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with the bank whether a loan could be obtained to enable
him to buy out most of the shares to convert the business
into a private limited company. He told the bank manager,
‘I I turn the business into a private company, | can run it
without any interference from big shareholders and publish
less data about the company.’

The government still owns and manages the old and ineffi-
cient waste recycling plant in the city. It now wants to involve
Capital Waste in a public-private partnership to build a new,
environmentally friendly waste recycling plant. The busi-
ness would be asked to invest capital in the new facility and
to use its private sector managers to help manage the new
plant. A PPP would help to make sure that it was built quickly.
However, some local residents are worried that private sector
managers would try to cut costs, and that difficult to recycle
waste would simply be dumped in the local river.

EXAM PRACTICE QUESTION
Read the case study below and then answer the questions
that follow.

THE GOOGLE™ PHENOMENON

36 marks, 65 minutes
1 Explain the terms:
a public sector
b public-private partnership
¢ public limited company
d private limited company. [8]

2 Explain two likely reasons why the city government
decided to privatise this organisation. [4]

3 Examine the likely impact of this privatisation, in the
short run and the long run, on:
a customers
b shareholders
¢ workers. [6]

4 Examine the advantages and disadvantages of the
proposed public-private partnership for the building and
operation of a new waste recycling plant. [8]

5 Recommend to the chief executive whether he
should aim to convert the business to a private
limited company. Justify your answer. [10]

B @i}

25 marks, 45 minutes
1 Explain the term ‘partnership’. [2]

In 1995, Larry Page and Sergey Brin met at Stanford University. The
following year they formed a partnership and began collaborating on a
search engine called BackRub. In 1997, they decided to rename BackRub
and came up with Google (derived from ‘googol” a mathematical term
for the number represented by the numeral 1 followed by 100 zeros).

With $100000 support from a backer, Google Inc was set up in 1998
in a garage in California. Later that year, PC Magazine recognised Goog-
le’s search engine as one of the top 100 websites. In 2000, Google became
available in many languages including French, German, Italian and
Chinese. By 2004, the Google search index contained 6 billion items,
including 4.28 billion web pages and 880 million images. It moved to
an office in California called Googleplex with over 800 employees and
offices all over the world. In the same year, Google became a public
limited company offering for sale 19,605,052 shares at an opening price
of $85 a share.

Over the next five years, Google refined and added to its search
engines a range of products such as Google News, Google Earth, Google
Maps and Google Video. Today, Google is a huge multinational corpor-
ation worth around $160 billion and its share price is over $500 a share.

Source: Adapted from various sources

2

Outline two benefits to Larry
Page and Sergey Brin of starting
Google as a partnership. [4]

Examine the difficulties the
partners would have encountered
when they set up Google. [8]

Explain the term ‘public
limited company” (plc). [2]

Discuss the advantages and
disadvantages to Google

following its conversion to

a plcin 2004. [9]
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Organisational objectives

This chapter covers syllabus section 1.3

explain the importance
of setting objectives in
managing an organisation

explain the purpose of
mission statements and
vision statements

Health and Beauty for You

Since setting up their beauty salon Health and Beauty for You, June Wong, with
her brother Will, had managed to keep the business going through three diffi-
cultyears. They agreed that their initial business objective should be survival.
Despite the country’s economic difficulties and fierce competition, the busi-
distinguish between ness had built up a good customer base and had covered all costs for the first
objectives, strategies and three years.

tactics and discuss how these Now the pair had decided to plan for the next three years, and were keen to

interrelate focus on a new set of business objectives. June wanted the business to grow.
analyse the potential conflicts She believed the best way to do this was to buy a beauty salon in another area
between corporate objectives of the city. ‘This will get the business name really well known and will give us
and why objectives might the basis for further sales growth of around 20% a year,” she told Will. He was
change over time not so sure that he wanted the staffing and marketing problems associated
with another salon. ‘I think we should aim to make as much profit as we can
from the existing salon. We could offer a wider range of services and increase
our prices. I think we could aim for a profit of $40000 per year. After all, we
went into business with the intention of becoming rich!” he reminded June.

examine the reasons why
organisations set ethical
objectives and analyse
the advantages and
disadvantages of ethical
objectives
explain the different views
that firms may take of their
social responsibility in an
international context
evaluate the need for firms to
change objectives over time Points to think about:

discuss why a firm’s view of What do you understand by
its social responsibilities and the term ‘objective’?
its strategies towards them Do you think it is important

may change over time. that Health and Beauty
for You should have clear

objectives? Explain your
answer.

Why do you think June and
Will are thinking of changing
the objectives for their

After much discussion, June and Will agreed that the new business objective
should be, in the short term, to open a new salon and to double sales within
threeyears. After this had been achieved, the aim should be to maximise long-
term profits from the two locations by improving image and raising prices —
Will thought a five-year target of $90000 per year was realistic.

business over time?
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Businesses of any size can benefit from setting clear objec-
tives.Insmall businesses, such assole traders, these objec-
tives are often not written down or formalised in any way,
but the owners will often have a clear idea of what they
are trying to achieve. In partnerships, it is important for
partners to agree on the direction their business should
take to avoid future disagreements. Limited companies
must state the overall objectives of the business in their
Memorandum and Articles of Association, but this often
lacks much strategic detail. This chapter focuses on the
importance of business objectives, the different forms
that these can take, including ethical and social targets,
and how they can be used to direct the work of all staff in
an organisation.

A business aim helps to direct, control and review the
success of business activity. In addition, for any aim to
be successfully achieved, there has to be an appropriate
strategy — or detailed plan of action - in place to ensure
that resources are correctly directed towards the final
goal. This strategyshould be constantlyreviewed to check
whether the business is on target to achieve its objec-
tives. Both the aims of an organisation and the strategies
it adopts will often change over time. Indeed, a change of
objective will almost certainly require a change of plan
too. A poor plan or strategy will lead to failure to reach
the target.

The most effective business objectives usually meet
the following SMART criteria:

S — Specific Objectives should focus on what the business
does and should apply directly to that business. For
example, a hotel may set an objective of 75% bed occu-
pancy over the winter period — the objective is specific
to this business.

M - Measurable Objectives that have a quantitative
value are likely to prove to be more effective targets
for directors and staff to work towards, for example
to increase sales in the south-east region by 15%
this year.

A - Achievable Objectives must be achievable. Setting
objectives that are almost impossible to achieve in a
given time will be pointless. They will demotivate staff
who have the task of trying to reach these targets.

R - Realistic and relevant Objectives should be realistic
when compared with the resources of the company,
andshould be expressedin termsrelevantto the people
who have to carry them out. For example, informing a
factory cleaner about ‘increasing market share’ is less
relevant than a target of reducing usage of cleaning
materials by 20%.

T - Time-specific A time limit should be set when an
objective is established. For example, by when does
the business expect to increase profits by 5%? Without
a time limit it will be impossible to assess whether the
objective has actually been met.

L EXAMTIP

Remember the acronym: SMART.

Figure 3.1 shows the links between the different stages in
the setting of aims and objectives.

AlM

MISSION

CORPORATE OBJECTIVES

DIVISIONAL OBJECTIVES

DEPARTMENTAL OBJECTIVES

INDIVIDUAL TARGETS

Figure 3.1 The hierarchy of objectives

Corporate aims are the long-term goals which a busi-
ness hopes to achieve. The core of a business’s activity
is expressed in its corporate aims and plans. A typical
corporate aim is: ‘To increase shareholder returns each
year through business expansion.’ This example demon-
stratesatypical corporateaim.Ittellsusthatthe company
aims to give shareholders maximum returns on their
investment by expanding the business. Other corporate
aims tend to concentrate on customer-based goals, such
as ‘meeting customers’ needs’, or market-based goals,
such as ‘becoming the world leader’. Corporate aims are
all-embracing, and are designed to provide guidance to
the whole organisation, not just a part of it.
Corporate aims have several benefits:

e They become the starting point for departmental
objectives on which effective management is based.
This is shown by their position at the top of the hier-
archy of objectives in Figure 3.1.

e They can help develop a sense of purpose and direc-
tion for the whole organisation if they are clearly and
unambiguously communicated to the workforce.

49
6
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e Theyallow an assessment to be made, at a later date, of
how successful the business has been in attaining its
goals.

e They provide the framework within which the strat-
egies or plans of the business can be drawn up.

A business without a long-term corporate plan or aim is
likely to drift from event to event without a clear sense of
purpose. This will become obvious to the workforce and
customers, who may respond in adverse ways.

It is becoming increasingly common for businesses to
express the corporate aim in one short, sharp ‘guiding
hand’ statement to be made known to as many stake-
holders as possible. This is known as the mission state-
ment, and is discussed in the next section.

Mission statements and vision
statements

A mission statement is an attempt to condense the
central purpose of a business’s existence into one short
paragraph. It is not concerned with specific, quantifiable
goals but tries to sum up the aims of the business in a
motivating and appealing way. It can be summed up as a
statement about ‘who we are and what we do’.

[ KEYTERMS

mission statement a statement of the business’s core aims,
phrased in a way to motivate employees and to stimulate
interest by outside groups

vision statement a statement of what the organisation would
like to achieve or accomplish in the long term

Here are some examples of mission statements:

e College offering IB and A Level qualifications — ‘To
provide an academic curriculum in a caring and
supportive environment’.

e BT - ‘To be the most successful worldwide telecom-
munications group’.

e Nike, Inc. — “To bring inspiration and innovation to
every athlete in the world'.

e Microsoft — ‘To enable people and businesses
throughout the world to realise their full potential’.

® Google-‘To organise the world’s information and make
it universally accessible and useful’.

e Merck - ‘Provide society with superior products and
services by developing innovations and solutions that
improve the quality of life and satisfy customer needs,
to provide employees with meaningful work and
advancement opportunities and investors with a supe-
rior rate of return’.

An effective mission statement should answer three key
questions:

e What do we do?
e For whom do we do it?
e What is the benefit?

Mission statements outline the overall purpose of the
organisation. A vision statement, on the other hand,
describes a picture of the ‘preferred future’ and outlines
how the future will look if the organisation achieves its
mission. It is a clear statement of the future position that
offers the ideal of what owners and directors want their
business organisation to become. Table 3.1 compares the
mission and vision statements of three organisations.

Nokia Our vision is a Nokia exists to connect
world where people with each other
everyone is and the information that
connected. is important to them with

easy-to-use and innovative
products. Nokia aims

to provide equipment,
solutions and services

for consumers, network
operators and corporations.

Minnesota Keeping all To protect, maintain and

Health residents healthy. | improve the health of all

Department residents.

(USA)

McDonald’s Where the world McDonald’s aims to be the

Restaurants buys more world’s best quick service
McDonald’s than restaurant experience.

any other fast Being the best means
food. providing outstanding
quality, service, cleanliness
and value so that we make
every customer in every
restaurant smile.

Table 3.1 Comparing vision and mission statements
Source: www.samples-help.org.uk

So what is the link between vision statements, mission
statements and strategies? It is simple. Without the direc-
tion and focus brought to an organisation by vision and
mission statements, planning new strategies will be
like trying to steer a ship with no idea of either where
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it is or the direction it is meant to be heading in. Vision
and mission statements give the organisation a sense of
purpose and can prevent it from drifting between the
tides and currents of powerful events.

EVALUATION OF THESE STATEMENTS

Which of the mission and vision statements above do you
think is the most effective? Do you agree that some of
them are interchangeable, that is, they could apply to any
of the businesses? If you do, then this is one of the poten-
tial limitations of such statements. In recent years, virtu-
ally any organisation of any size has devised a mission
statement. Do they perform a useful function or are they
justanother management fad? Below are some arguments
in favour of these statements:

e They quickly inform groups outside the business what
the central aim and vision are.

e They help to motivate employees, especially where an
organisation is looked upon, as a result of its mission
statement, as a caring and environmentally friendly
body. Employees will then be associated with these
positive qualities.

e Where they include ethical statements, they can help
to guide and direct individual employee behaviour
at work.

e Theyhelp to establish in the eyes of other groups ‘what
the business is about’.

On the other hand, these statements are often criticised
for being:

ACTIVITY 31
Read the case study below and then answer the questions
that follow.

Corporate aims of Domestic Detergents Inc

e Toincrease annual sales from $1 billion to $2 billion in
five years.

e To enter a new market every 18-24 months.

e To achieve 30% of sales each year from products not in
the company’s product line five years earlier.

e To be the lowest cost, highest quality producer in the
household products industry.

e To achieve a 15% average annual growth in sales, profit
and earnings per share.

e too vague and general so that they end up saying little
which is specific about the business or its future plans

e based on a public relations exercise to make stake-
holder groups ‘feel good’ about the organisation

e virtually impossible to analyse or disagree with

e rather ‘woolly’ and lacking in specific detail, so it is
common for two completely different businesses to
have very similar mission statements.

Communicating mission and vision statements is almost
as important as establishing them. There is little point in
identifying the central vision for a business and then not
letting anyone else know about it. Businesses commu-
nicate their mission statements in a number of ways,
for example in published accounts, communications to
shareholders and the corporate plans of the business.
Internal company newsletters and magazines may draw
their title from part of the mission statement. Adver-
tising slogans or posters are frequently based around the
themes of the mission statements — The Body Shop is most
effective in incorporating its mission into its eco-friendly
campaigns.

On their own, mission statements are insufficient for
operational guidelines. They do not tell managers what
decisions to take or how to manage the business. Their
role is to provide direction for the future and an overall
sense of purpose, and in public relations terms, at least,
they can prove very worthwhile. It is important that both
vision and mission statements are applicable to the busi-
ness, understood by employees and convertible into
genuine strategic actions.

20 marks, 35 minutes
1 Explain what is meant by the term ‘SMART
objectives’. [4]

2 To what extent are the corporate objectives
for Domestic Detergents SMART objectives? [8]

3 Analyse the benefits and limitations to a company
of setting specific and time-limited objectives. [8]
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ACTIVITY 3.2

1 Use the website www.samples-help.org.uk/
mission-statements to look up more mission
statements for well-known corporations.

2 Evaluate the usefulness of any one of these mission
statements for planning of future strategies for this
business.

The aims and mission statements of a business share the
same problems — they lack specific detail for operational
decisions and they are rarely expressed in quantitative
terms. Corporate or strategic objectives are much more
specific. They are based upon the business’s central aim
or mission, but they are expressed in terms that provide a
much clearer guide for management action or strategy.

([ KEYTERM

corporate or strategic objectives important, broadly defined
targets that a business must reach to achieve its overall aim

COMMON OBJECTIVES

Profit maximisation

Profits are essential for rewarding investors in a busi-
ness and for financing further growth, and are necessary
to persuade business owners and entrepreneurs to take
risks. Profit maximisation means producing at the level
of output where the greatest positive difference between
total revenue and total costs is achieved - see Figure 3.2.

Revenue
Costs

Total costs and revenue

P — Output
Profit-maximising point

Figure 3.2 Profit maximisation - the greatest possible difference
between total revenue and total cost

3 Suggest how the statements might be communicated
to three different stakeholder groups.

4 Find out if your school or college has a mission
statement. By asking staff, students and parents,
attempt to establish whether this statement has had
any impact on their view of the school.

It seems rational to seek the maximum profit available
from a given venture. Not to maximise profit is seen as a
missed opportunity, but there are limitations with this
corporate objective:

e High short-term profits may lead competitors to enter
the market.

e Many businesses seek to maximise sales in order to
secure the greatest market share possible, rather than
maximise profits. The business would expect to make
a target rate of profit from these sales.

e Owners of smaller businesses may be more concerned
with issues of independence and keeping control —
these may be of more importance than making higher
profits.

e Most business analysts assess business performance
through return on capital employed - the rate of profit
returned on each dollar invested in the business —
rather than through total profit.

e Profit maximisation may well be the preferred
objective of the owners/shareholders, but other stake-
holders will give priority to other issues. Managers
cannot ignore these. Hence, the growing concern over
job security for the workforce and the environmental
concerns of local residents may force profitable busi-
ness decisions to be modified, giving lower profitlevels
(see Chapter 4, page 39 for further discussion on stake-
holder objectives).

e In practice, it is very difficult to assess whether the
point of profit maximisation has been reached, and
constant changes to prices or output to attempt
to achieve it may well lead to negative consumer
reactions.

Profit satisficing

This means aiming to achieve enough profit to keep the
owners happy but not aiming to work flat out to make
as much profit as possible. This is often the objective of
owners of small businesses who wish to live comfort-
ably but do not want to work very long hours in order to
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earn more profit. Once a ‘satisfactory’ level of profit has
been achieved, the owners consider that other aims take
priority, such as more leisure time.

Growth

The growth of a business — in terms of sales or value of
output — has many potential benefits for the managers
and owners. Larger firms will be less likely to be taken
over and should be able to benefit from economies of
scale. Managersmaygainhighersalaries and fringe bene-
fits. Businesses that do not attempt to grow may cease to
be competitive and, eventually, will lose their appeal to
new investors. Business objectives based on growth have
limitations:

e Over-rapid expansion can lead to cash-flow problems.

e Salesgrowth mightbe achieved at the expense of lower
profit margins.

e Larger businesses can experience diseconomies of
scale.

e Using profits to finance growth —retained profits — can
lead to lower short-term returns to shareholders.

e Growth into new business areas and activities — away
from the firm’s ‘core’ activities — can result in a loss of
focus and direction for the whole organisation.

Increasing market share

Closelylinked to overall growth ofabusinessis the market
share it enjoys within its main market. It is possible for an
expanding business to suffer a loss of market share if the
market is growing at a faster rate than the business itself.
Increasing market share indicates that the marketing
mix of the business is proving to be more successful than
that of its competitors. Benefits resulting from being the
brand leader with the highest market share include:

e Retailers will be keen to stock and promote the best-
selling brand.

e Profit margins offered to retailers may be lower than
competing brands as the shops are so keen to stock it —
this leaves more profit for the producer.

e Effective promotional campaigns are often based
on ‘buy our product with confidence - it is the brand
leader’.

Survival

This is likely to be the key objective of most new busi-
ness start-ups. The high failure rate of new businesses
means that to survive for the first two years of trading is
an important aim for entrepreneurs. Once the business
has become firmly established, then other longer-term
objectives can be established.

Corporate social responsibility (CSR)

{ KEYTERM

corporate social responsibility this concept applies to those
businesses that consider the interests of society by taking
responsibility for the impact of their decisions and activities
on customers, employees, communities and the environment

Objectives that focus on meeting social responsibili-
ties are increasingly important for most business organ-
isations. The reasons for this and the consequences for
businesses are considered below.

Maximising short-term sales revenue

This could benefit managers and staff when salaries and
bonuses are dependent on sales revenue levels. However,
if increased sales are achieved by reducing prices, the
actual profits of the business might fall.

Maximising shareholder value

Management, especially in public limited companies,
take decisions that aim to increase the company share
price and dividends paid to shareholders. These targets
might be achieved by pursuing the goal of profit maxim-
isation. This shareholder value objective puts the inter-
ests of shareholders above those of other stakeholders.

ISSUES RELATING TO CORPORATE OBJECTIVES
Some important issues relating to corporate objectives
include the following:

e They must be based on the corporate aim and should
link in with it.

e They should be achievable and measurable if they are
to motivate employees.

e They need to be communicated to employees and
investors in the business. Unless staff are informed
of the objectives and their own targets that result
from these, then the business is unlikely to be
successful.

e They form the framework for more specific depart-
mental or strategic objectives — see below.

e They should indicate a time scale for their achieve-
ment — remember SMART!

CONFLICTS BETWEEN CORPORATE OBJECTIVES

Conflicts between objectives can often occur. These
conflicts will need to be resolved by senior managers and
decisions taken on the most significant objective for the next
time period. The most common conflicts that can occur are:

e growth versus profit—achieving higher sales by raising
promotional expenditure and by reducing prices will
be likely to reduce short-term profits

1
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e short term versus long term — lower profits and cash
flow may need to be accepted in the short term if
managers decide to invest heavily in new technology °

ACTIVITY 3.3
Read the case study below and then answer the questions
that follow.

Reuters achieving its aims

Reuters, one of the world’s largest news agencies, has
returned to profitability after several years of losses. It
aims to increase value for shareholders and the fact that
Reuters shares have risen 7% faster than average share
prices suggests that the company is becoming increasingly
successful. Profits are being made for two main reasons.
Many jobs have been lost in the company in recent years
as a result of chief executive Tom Glocer’s policy of cutting
costs. Secondly, an ambitious growth objective has been
established to increase sales and this target is being
reached. New products - such as electronic trading - and
new markets - such as China, Russia and India - have

ACTIVITY 3.4
Read the case study below and then answer the questions
that follow.

Is STS plc successful?
STS plc collects waste from houses, offices and factories.
Most of the waste is burnt to produce heat and electricity
for the company’s own use. This saves costs and reduces
the impact on the environment by not using areas of
land to bury the rubbish. A recent increase in customers
has meant that not all of the waste can be burnt and
the company has dumped it in old quarries where it
causes smells and gas emissions. Investment in labour-
saving equipment has allowed the business to save on
wage costs. The company’s new mission statement is ‘to
become the country’s number one waste business and to
protect the environment for our children’s benefit’. This
has been explained to all shareholders in a recent letter to
them, but the workers of the company were not involved
in helping create the mission statement and they have not
been informed of it.

The latest company accounts stated: ‘We aim to
maximise returns to shareholders through a strategy of

or the development of new products that might lead to
higher profits in the longer term

stakeholder conflicts — these are covered in detail in
Chapter 4, page 40.

allowed an increase in sales of over 6% this year. This is

above the growth target that was set. Some analysts are
predicting a 40% increase in profit for the company next
year.

Source: business.timesonline.co.uk (adapted)

18 marks, 32 minutes

1 What evidence is there that Reuters is meeting its
objectives? [4]

2 Explain two benefits to the managers and other
employees of the company from having clearly
stated company aims and objectives. [6]

3 To what extent does the policy of increasing
shareholder value conflict with other objectives

the business might have?

(8]

aggressive growth. Our objectives are to expand year on
year. These accounts contained the following data.

Sales revenue ($m) 20 25 35 40
Net profit (Sm) 3 8 10 20
Total value of country’s 120 140 160 180
waste market ($m)
Number of employees | 1000 950 900 800
20 marks, 35 minutes
1 How useful is the company’s new mission
statement? [4]
2 The company’s objectives are not completely
SMART. Explain the problems that might result
from this. [6]
3 Using the information provided, to what extent is
the business achieving success? Explain your
answer. [10]
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FACTORS DETERMINING CORPORATE OBJECTIVES
There are several reasons why firms have different
objectives.

Corporate culture

This can be defined as the code of behaviour and atti-
tudes that influence the decision-making style of the
managers and other employees of the business. Culture
is a way of doing things that is shared by all those in the
organisation. According to the Cadbury plc 2007 Annual
Report, ‘Culture is about people, how they deliver, what
they are accountable for, how aggressive they are in the
pursuit of objectives and how adaptable they are in the
face of change.’

If directors are aggressive in pursuit of their aims,
keen to take over rival businesses and care little about
social or environmental factors, then the objectives of
the business will be very different to those of a business
owned and controlled by directors with a more ‘people’
or ‘social’ orientated culture.

Size and legal form of the business

Owners of small businesses may be concerned only with
a satisficing level of profit. Larger businesses, perhaps
controlled by directors rather than owners, such as most
publiclimited companies, might be more concerned with
rapid business growth in order to increase the status and
power of the managers. This is often aresult of the divorce
between ownership and control (see Chapter 2, page 15).
Directors and managers may be more concerned about
their bonuses, salaries and fringe benefits — which often
depend on sheer business size — than on maximising
returns to shareholders.

Public sector or private sector businesses

State-owned organisations tend not to have profit as a
major objective. When the service these organisations
provide is not ‘charged for’, such as education and health
services, then a financial target would be inappropriate.
Instead, quality of service measures are often used, such
as the maximum days for a patient to wait for an oper-
ation. Even businesses earning revenue in the public
sector, such as the postal service, may have among their
objectives the target of maintaining services in non-
profitable locations. In contrast are recent branch
closures in rural areas by private sector banks in order
to raise profits.

Well-established businesses

Newly formed businesses are likely to be driven by the
desire to survive at all costs — the failure rate of new firms
in the first year of operation is very high. Later, once well
established, the business may pursue other objectives
such as growth and profit.

The objectives of these two organisations will be very different

Corporate objectives relate to the whole organisation.
They need to be broken down into specific tactical or
operational objectives for separate divisions.

[ KEYTERM

tactical or operational objectives short- or medium-term goals
or targets which must be achieved for an organisation to
attain its corporate objectives

Divisional, operational objectives are set by senior
managers to ensure:

e co-ordination between all divisions - if they do not
work together, the focus of the organisation will appear
confused to outsiders and there will be disagreements
between departments

e consistency with strategic corporate objectives

e adequate resources are provided to allow for the
successful achievement of the objectives.

(_
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THE HIERARCHY OF OBJECTIVES

AIM

CORPORATE
OBJECTIVES

DIVISIONAL OBJECTIVES

e.g. Marketing:
increase profit
margins by 7%

DEPARTMENTAL OBJECTIVES

INDIVIDUAL TARGETS

OBJECTIVES IN ACTION

To maximise shareholder value

To increase profits of all divisions by 10% per year

Within one region, to increase market share by 10% and cut

overheads by 5%

Finance: R&D:
reduce long-term develop one innovative
borrowing by 5% product each year

e.g. In marketing department
— increase sales by an average of 5% per client
— introduce five more clients to the business each year

Figure 3.3 Management by objectives - how the corporate aim is divided at every level of the organisation

Once divisional objectives have been established, these
can be further divided into departmental objectives and
finally budgets and targets for individual workers. This
process is called management by objectives (MBO), as
shown in Figure 3.3.

Table 3.2 looks at the differences between strategic
and tactical objectives.

® Set by board of directors or ® Set by senior managers for
very senior managers each department or division
® Set long-term goals for the ® Shorter-term goals
whole organisation @ Involve fewer resources than
e Often high-risk objectives strategic objectives
involving many resources e Often easier to change or
o Difficult to reverse or change reverse
once established

Table 3.2 Differences between strategic and tactical objectives

[/ H) HiGHER LEVEL

Businesses can change their corporate objectives over
time. These changeswillbeinresponse to internal factors,
such as resource constraints, or external factors, such as
changes in the social and economic environment.

Some of the most significant reasons for businesses
changing their objectives include the following:

e Abusiness may have satisfied the survival objective by
operating for several years and now the owners wish

to pursue objectives of growth or increased profit.
The internal resources of the business might have
increased which will allow the objective of growth to
be realistically established.

e An important senior manager responsible for inter-
national expansion might leave the business which
leads to focusing on growing the business in domestic
markets until an effective replacement can be found.

e The external competitive and economic environment
may change. The entry into the market of a powerful
rival or an economic recession may lead a firm to
switch from growth to survival as its main aim. The
UK airline, BA, has responded to the dual impact of
increased low-fare competition and the recession by
focusing less on its objectives to increase business-
class and first-class market share and more on cost
cutting and low fares. This has led to serious disputes
with trade unions representing BA cabin staff.

e A short-term objective of growth in sales or market
share might be replaced by a longer-term objective of
maximising profits from the higher level of sales.

Business objectives need to be flexible enough to be
adapted to reflect internal and external changes, but they
should not be changed too dramatically or frequently as
thismayresultin theloss of many of the benefits of setting
SMART targets, including a loss of focus, sense of direc-
tion and specific measures to judge present performance.
Before making a significant change to objectives, senior
managers need to consider:

e Is the internal or external change significant and long-
lasting enough to make a change in objectives necessary?

o What would be the risks of not adapting objectives to
meet the new situation?
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e What would be the cost and other consequences of
new business objectives for the business and its staff?

e How can changed objectives — and the strategies
needed to achieve them - be effectively managed
within the business?

B @i

Ethical objectives are targets based on a moral code for
the business, for example ‘doing the right thing’. The
growing acceptance of corporate social responsibility
has led to businesses adopting an ‘ethical code’ to influ-
ence the way in which decisions are taken.

' KEY TERMS

ethics moral guidelines that determine decision-making

ethical code (code of conduct) a document detailing a compa-
ny’s rules and guidelines on staff behaviour that must be
followed by all employees

Most decisions have an ethical or moral dimension. For
example:

e Should a toy company advertise products to young
children so that they ‘pester’ their parents into buying
them?

e Isitacceptable to take bribes in order to place an order
with another company?

e Should a bank invest in a company that manufactures
weapons or tests new chemicals on animals?

e [s it acceptable to feed genetically modified food to
cattle?

e Do we accept lower profits in the short term by
purchasing less-polluting production equipment?

e Should directors receive substantial pay rises and
bonuses when other workers in the business might be
being made redundant?

e [s it acceptable to close a factory to save costs and
increase profits even though many jobs will be lost and
workers may find it hard to get other jobs?

e Iflegal controls and inspections are weak in a country,
is it acceptable to pay very low wages for long hours of
work as this policy will reduce the firm’s costs?

e Should a business employ child labour to reduce costs
compared with employing adults?

e Should a business continue to produce potentially
dangerous goods as long as ‘no one finds us out’?

These are all examples of ethical dilemmas. The way
in which employees behave and take decisions in these
cases should be covered and explained by a company’s
ethical code of conduct. To what extent should businesses

take ethics into consideration when making decisions?
There is now considerable evidence that more and more
companies are considering the ethical dimension of their
actions — not just the impact they might have on profits.

Different people will have different answers to these
dilemmas. Some managers will argue that any busi-
ness decision that reduces costs and increases profits is
acceptable as long as it is legal — and some might argue
that even illegal actions could be justified too. Other
managers will operate their business along strict ethical
rules and will argue that, even if certain actions are not
illegal, they are not right. Morally, they cannot be justi-
fied even if they might cut costs and increase sales.

EVALUATING ETHICAL OBJECTIVES
Adopting and keeping to a strict ethical code in decision-
making can be expensive in the short term. For example:

e Using ethical and Fairtrade suppliers can add to a
business’s costs.

e Not taking bribes to secure business contracts can
mean losing out on significant sales.

e Limiting the advertising of toys and other child-
related products to an adult audience to reduce ‘pester
power’ may result in lost sales.

e Accepting thatitis wrong to fix prices with competitors
might lead to lower prices and profits.

e Paying fair wages — even in very low-wage economies —
raises costs and may reduce a firm’s competitiveness
against businesses that exploit workers.

However, in the long term there could be substantial
benefits from acting ethically. For example:

e Avoiding potentially expensive court cases can reduce
costs of fines.

e While bad publicity from being ‘caught’ acting unethi-
cally can lead to lost consumer loyalty and long-term
reductions in sales, ethical policies will lead to good
publicity and increased sales.

e Ethical businesses attract ethical customers and, as
world pressure grows for corporate social responsi-
bility, this group of consumers is increasing.

e Ethical businesses are more likely to be awarded
government contracts.

e Well-qualified staff may be attracted to work for
companies that have ethical and socially responsible
policies.

To whom is business answerable? Should business activity
be solely concerned with making profits to meet the objec-
tives of shareholders and investors or should business

s'_
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ACTIVITY 3.5
Read the case study below and then answer the questions
that follow.

Siam Cement Group (SCG)
The SCG has a strict ethical code of conduct. Its key
features are shown in the table below.

® Fairness to all who have @ Upholding the principles
business relationships of honesty and fairness.
with the company, ® Protecting the properties
including society and and reputation of SCG.
environment. ® Conducting business in

® Making business gains in the best interests of SCG
a proper manner. and its stakeholders.

® No alliances with political | e Behaving appropriately at
parties. all times towards others.

@ Non-discriminatory
treatment of all staff and
stakeholder groups.

According to a report by Judith Ross, as SCG expanded
beyond Thailand managers came under pressure to
compromise on its corporate code of ethics. The compa-

decisions also be influenced by the needs of other stake-
holders? When a firm fully accepts its legal and moral obli-
gations to stakeholders other than investors, it is said to be
accepting corporate social responsibility (CSR).

One important measure of a firm’s attitude to its social
responsibility is the way in which it deals with environ-
mental issues. Our environment can be greatly affected
by business activity. Air and noise pollution from manu-
facturing processes, road congestion caused by heavy
trucks, business expansion into country areas, emissions
of gases that can lead to global warming and the use of
scarce non-renewable natural resources are all environ-
mental issues that are of increasing concern to people
and governments all over the world. How should business
managers react to these concerns? Should they respond
by adopting environmentally safe or green policies, even
if these are expensive, or should they always take the
cheapest option no matter what the consequences for the
environment might be?

Other issues connected with the concept of CSR cross
over into ethical decisions. In fact, the two concepts are
closely linked. Examples of recent CSR developments
include:

ny’s standards on bribes and other improper payments,
for example, made it difficult to compete in places where
such unethical payments are a way of life. This example
demonstrates the classic problem: should firms conform
to the standards of the country they operate in or should
they try to export their own high moral principles to other
lands?

Source: http://hbswk.hbs.edu (adapted)

22 marks, 38 minutes

1 Explain what you understand by the terms:
a business ethics
b code of conduct. [4]

2 Explain how SCG and its employees might benefit
from the clear statement of business ethics and
the code of conduct. [8]

3 Should a business such as SCG ever use unethical
methods in a country where they are the ‘norm’,
for example the giving and accepting of bribes?
Justify your answer. [10]

e the growth in the number of firms that promote
organic and vegetarian foods

e increasing numbers of retailers emphasising the
proportion of their products made from recycled
materials

e businesses that refuse to stock goods that have been
tested on animals or foods based on genetically modi-
fied ingredients.

In these cases, is the action being taken because trade
and reputation might be lost if it is not or because such
action is increasingly profitable? Might businesses be
criticised for payinglip service to CSR rather than praised
for their genuine concern for society and the environ-
ment? Conceivably, firms are being ethical or environ-
mentally conscious because they have an objective that
Peter Drucker, a famous writer on management, calls
‘public responsibility’, because they want to behave in
these ways. However, many consumer groups and pres-
sure groups are still dubious as to whether these objec-
tives are based on genuinely held beliefs.

Table 3.3 looks at the benefits and drawbacks for busi-
nesses of adopting CSR policies.
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@ The image of the business and its products can be improved
with a green or socially responsible approach. This could
become a major competitive advantage, attracting new
customers and loyalty from existing customers.

® Attracting the best motivated and most efficient employees
may become easier as many workers will prefer to work for
and be associated with socially aware businesses.

@ Bad publicity and pressure group activity resulting from
socially irresponsible behaviour should not arise.

® The goodwill of other stakeholder groups, resulting from
socially responsible behaviour, could lead to better relations
with workers, suppliers, customers and the local community.

@ Higher long-term profitability should result from all of the
factors above.

Table 3.3 Benefits and drawbacks of corporate social responsibility

ACTIVITY 3.6
Read the case study below and then answer the questions
that follow.

Virgin’s environmental policies - green or just
‘greenwash’?

The Virgin Atlantic jumbo jet that flew between London
and Amsterdam using a proportion of bio-fuel was a world
first. This fuel was derived from Brazilian babassu nuts and
coconuts and is much less polluting than ordinary jet kero-
sene. The airline’s boss, Sir Richard Branson, hailed this as
a 'vital breakthrough’ for the industry. Other well-publicised
fuel saving measures used by the airline are the towing

of aircraft to the runways for take-off instead of using
their own engines and offering first-class passengers train
tickets to travel to the airport in place of chauffeur-driven
cars. Unfortunately, very few passengers have taken up
this last offer, and towing of aircraft has been stopped as
it causes damage to the undercarriage.

Greenpeace’s chief scientist has labelled these efforts
to make air travel more environmentally friendly ‘high
altitude greenwash’ and said that ‘less air travel was
the only answer to the growing problem of climate
changing pollution caused by air travel’. A Friends of the
Earth spokesman said that bio-fuels do little to reduce
emissions, and large-scale production of them leads to
higher food prices.

Source: www.bbc.co.uk, article number 7261214
(adapted)

® Short-run costs could increase, e.q. fitting anti-pollution equipment,
paying workers above-poverty wage levels, paying suppliers promptly,
not exploiting vulnerable groups in advertising.

@ Shareholders may be reluctant to accept lower short-run profits (even
though long-run profitability might increase).

® Loss of cost and price competitiveness if rival businesses do not accept
social responsibilities and have lower costs as a result.

® Consumers may be prepared to pay higher prices for products made
in a socially responsible manner, but during an economic recession,
they might just prefer low prices and worry less about how products
were made.

@ There could be a considerable social backlash against a business that
claims to be socially responsible but is discovered to operate in socially
irresponsible ways, e.g. a furniture maker claims to use sustainable
timber but buys from rainforest suppliers - this is sometimes referred
to as ‘greenwash’.

Air pollution is one way in which business activity can damage the
environment - should companies be forced to use cleaner production
methods?

18 marks, 32 minutes

1 Analyse why Virgin Atlantic is making efforts to
reduce the amount of jet fuel (kerosene) used by
its aircraft. [8]

2 To what extent will the company lose or benefit
from these well-publicised attempts to reduce air
pollution? [10]

|:‘|
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ENVIRONMENTAL AUDITS

An audit simply means an independent check. It is most
commonly known in connection with the accounts of
a company which have to be verified as a true and fair
record by an external auditor. Accounts only measure
the financial performance of a business. In recent years,
some businesses have been using the auditing approach
to evaluate their performance in other ways than just
profit and loss.

([ KEYTERM

environmental audit assesses the impact of a business’s
impact on the environment

Environmental factors are often difficult to measure
in monetary terms and they do not, currently, have to
be legally included in published accounts. An environ-
mental audit would check the pollution levels, wastage
levels, energy use, transport use and recycling rates of the
business and compare them with previous years, pre-set
targets and possibly other similar businesses. At present,
these audits are entirely voluntary. Those firms who
undertake them and publish the results nearly always have
a very good environmental record - that is why they are
published. Firms with a poor reputation or record in this
area are unlikely to carry out an audit unless it becomes
compulsory.

Those firms that do publish the results of environ-
mental audits expect to gain something from the process.
Favourable consumer reaction could lead to increased
sales. Positive media coverage will give free publicity.
Working towards the common aim of reducingharm to the
environment could help to bring workers and managers
together as a team.

SOCIAL AUDITS

([ KEYTERM

social audit an independent report on the impact a business
has on society. This can cover pollution levels, health and
safety record, sources of supplies, customer satisfaction and
contribution to the community

Social audits report on a firm’s ‘social’ performance,
that is the impact it has on society and how effectively
its ethical behaviour matches up to its ethical objectives.
Social audits can include an environmental audit (see
above), but they give details of other impacts on society
too. These include:

e health and safety record, e.g. number of accidents and
fatalities
e contributions to local community events and charities

‘

e proportion of supplies that come from ethical sources,
e.g. Fairtrade Foundation suppliers

e employee benefit schemes

e feedback from customers and suppliers on how they
perceive the ethical nature of the business’s activities.

The social audit will also contain annual targets to be
reached to improve a firm’s level of social responsibility
and details of the policies to be followed to achieve these
aims. By researching and publishing these reports, firms
are often able to identify potentially anti-social behav-
iour and take steps to root this out of the company’s prac-
tices. Publishing detailed and independently verified
social and environmental audits can improve a firm’s
public image, increase consumer loyalty and give the
business a clear direction for future improvements in its
socially responsibility achievements. The benefits and
limitations of social audits are considered in Table 3.4.

® I|dentifies what social e If the social audit is not
responsibilities the business independently checked - as
is meeting - and what still published accounts must
needs to be achieved. be - will it be taken

® Sets targets for seriously by stakeholders?
improvement in social @ Time and money must be
performance by comparing devoted to producing a
audits with the best- detailed social audit - is this
performing firms in the really necessary if it is not
industry. legally required?

® Gives direction to the action | ® Many consumers may just
plans a business still needs be interested in cheap
to put into effect to achieve goods, not whether the
its social /ethical objectives. businesses they buy from

@ Improves a company’s public are socially responsible.
image and this can be ® A social audit does not prove
used as a marketing tool to that a business is being
increase sales. socially responsible.

Table 3.4 Benefits and limitations of social audits

Evaluation of audits

e Until environmental and social audits are made
compulsory and there is general agreement about
what they should include and how the contents will be
verified, some observers will not take them seriously.

e Companies have been accused of using them as a
publicity stunt or a ‘smokescreen’ to hide their true
intentions and potentially damaging practices.

e They can be very time consuming and expensive
to produce and publish and this may make them of
limited value to small businesses or those with very
limited finance.
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ACTIVITY 3.7

Read the case study below and then answer the questions
that follow.

Corporate social responsibility

Corporate social and environmental awareness has
become an essential for companies as they realise that
they must listen to all stakeholders if they are to achieve
their objectives.

The combination of environmental responsibility, ethics
and profits is one that is attracting increasing attention.
Many chief executive officers of leading companies now
disagree with the idea that the interests of shareholders
and those of other stakeholders (employees, community,
customers and so on) must always conflict. Increasingly,
corporations seek to weld these two seemingly oppo-
site forces so that ‘doing good” and ‘doing good business’
become the same thing.

Social and environmental responsibility has moved
from a ‘nice to do’ to a ‘need to do’. The importance of
the employee has been highlighted by the so-called ‘war
for talent’. Recruiting the brightest and best has become
a key concern, says a human resources manager at Price-
waterhouseCoopers: ‘There is such a limited number of
the right type of graduates, and they are choosy about the
type of company they will work for. The cost of recruiting
and retaining staff is likely to be higher if you are not seen
to be an ethical employer and organisation.” A company’s
reputation also has significant implications for its financial
performance. Analysts believe it is one of the key factors
in the valuation of companies. One company could have a

@ THEORY OF KNOWLEDGE

OIL LEAK UPDATE

BP’s oil leak is now the worst ever oil leak in history and
one of the biggest man-made environmental disasters the
US has ever faced. According to the Associated Press, the oil
leak that began on 20 April 2010, killing eleven men, leaked
4.9 million barrels of crude oil into the Gulf. As a plc, one
of BP’s key objectives is to maximise its return to its share-
holders. Deep-water drilling for oil in the Gulf of Mexico will
increase its profits in the future but, as this oil leak demon-
strates, at a price to the environment.

Source: Reuters (adapted)

1 Are there ethical obligations for businesses to treat the
natural environment in a particular way?

higher stock market valuation than another one solely due
to its good social and environmental reputation.

Shell, a company with traditionally one of the worst
reputations among environmental and social pressure
groups, has made enormous efforts to reinvent itself as
a socially responsible business. It has stated its aims as
nothing less than to become ‘the leading multinational in
economic, environmental and social responsibility”. Shell’s
chairman has said that the reason for Shell’s conversion to
environmental protection is: ‘We won’t achieve our busi-
ness goals unless we are listening to and learning from
the full range of our stakeholders in society.”

22 marks, 40 minutes

1 Explain the terms:
a socially responsible business
b ethics. [4]

2 Analyse two factors given in the article which
could encourage a business to adopt ethical and
socially responsible objectives and strategies. [8]

3 Discuss the likely cost and benefits for Shell of the
company working towards being seen as ‘the
leading multinational in economic, environmental
and social responsibility’. [10]

@ 10 marks, 18 minutes

4 Assess whether businesses should change their
strategies of corporate responsibility over time. [10]

2 Analyse the constraints on businesses that aim to protect
the environment.

3 Discuss the view that businesses who claim they have an
objective to protect the environment are really just trying
to create a positive image in order to increase their sales
and profits.

[ H) HiGHER LEVEL

Attitudes towards corporate responsibility have changed
over time. The standards that companies are expected
to reach are determined by societal norms, and in most
countries these now focus on stakeholders rather than
shareholders.

- A
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The main reasons for changing corporate approaches to
social responsibility include:

e increasing publicity from international pressure
groups that use the internet to communicate, blog,
raise funds and organise boycotts

e the United Nations Millennium Development Goals,
agreed by more than 120 countries in 2000, which
includes ‘environmentally sustainable growth’ — this
has forced many developing nations to insist that new
company investment in their economy take environ-
mental concerns into consideration

e globalconcernover climatechange and theimpact this
could have on social and economic development — this
is forcing companies to confront the climatic conse-
quences of their actions and their investments, e.g. the
rapid increase in wind-power farms in Germany

e legal changes at local, national and European Union
level - these have forced businesses to refrain from
certain practices. In most countries, businesses can no
longer pay staff very low wages or avoid legal responsi-
bility for their products.

CHANGES IN CORPORATE STRATEGIES

The changing corporate strategies of the world’s mining
companies are an excellent example of how firms may
adopt different strategies towards their social responsi-
bilities in response to pressure. In the 1970s and 1980s,

' OVER TO YOU

REVISION CHECKLIST

1 Differentiate clearly, with examples, between mission
statements and vision statements.

2 What are often considered to be the practical limita-
tions of mission statements?

3 State four factors that would help to ensure that
corporate objectives were effective in assisting a
business to achieve its aim.

4 Give an example of a SMART objective that could be
set for your school or college.

5 Explain, with two examples, what corporate object-
ives a car manufacturing business could establish.

6 Why might short-term profit maximisation not be an
appropriate objective for a car manufacturer?

7 Explain the meaning of the corporate objective
‘increasing shareholder value’?

8 Why might the owners/directors of a small private
limited company set a profit satisficing objective?

many mining companies signed mineral extraction
deals with undemocratic political regimes. Environ-
mental concerns were given very low priority and the
interests of the local or indigenous peoples (displaced by
the mine workings) ignored. The Grasberg (West Papua)
and Bougainville (Papua New Guinea) gold and copper
mines are useful case studies.

e In Bougainville, joint owners of the mine, RTZ and
Freeport, allowed the government to use force to
put down civil unrest caused by the displacement of
people by themine andits environmental damage. The
company took a very tough line and military action
took place next to the mine. Eventually, the company
was forced to close it.

e The Grasberg mine, which opened later than Bougain-
ville, benefited from a very different objective by RTZ
towards its social responsibilities as a result of the poor
publicity over its policy in Papua New Guinea. A trust
fund has been set up to spend 1% of total mine revenue
to fund village development. In addition, one quarter of
the total workforce is drawn from local communities.

e RTZwenteven furtherwith the Jabiluka uranium mine
in northern Australia. Publicity by the local Mirrar
tribe and their supporters led to an unprecedented
extraordinary general meeting of shareholders, which
led to the mine being closed — it has never reopened.

o)

9 Why might the objective of increasing share-
holder value conflict with corporate social
responsibility?

10 Why should departmental objectives be co-
ordinated?

11 Why are more companies adopting objectives
that include corporate social responsibility?

12 What do you understand by the term ‘ethical
code of conduct’?

13 Explain the possible benefits to a clothing
retailer of strictly observing an ethical code
when choosing and checking on its suppliers.

14 Why might some firms decide not to act ethically
in a competitive market?

@) 15 Using a business example from your own
country, explain why its key corporate object-
ives might change over time.
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REVISION ACTIVITY
Read the case study below and then answer the questions the most competitive car markets in the world, the target is
that follow. to increase sales by 300000 cars a year by the same date.

Departmental operating targets have also been estab-
lished. For example, the human resources department must
prepare for up to 8000 job losses and operations must aim to
cut fixed manufacturing costs by 30% and costs of purchasing
car parts by 4-6% a year. Marketing must plan to launch 12
new models in the Chinese market.

Mr Streiff also announced his intention to take both car
brands upmarket and establish them as premium car brands
that increasing numbers of customers will want to own.

Peugeot Citroen’s road ahead laid out

Source: www.timesonline.co.uk

24 marks, 42 minutes
1 Analyse whether Peugeot Citroen’s objectives fit the
SMART criteria. [6]

2 Analyse the importance of the chairman not only
setting an overall aim for the company but also
establishing departmental objectives. [10]

The chairman of the car maker Peugeot Citroen, Mr Streiff,

has set the company the aim of becoming the ‘most competi- 3 Do you think Peugeot Citroen’s shareholders would be

tive car maker in Europe by 2015". This overall aim is
supported by more specific and measurable objectives. The
profit margin of each car sold is targeted to increase from

2% to 7% by 2015. The overall sales objective is to reach 4
million car sales a year by 2010. One million car sales are
aimed for in the emerging markets by 2015. In Europe, one of

pleased by Mr Streiff’s new objectives for the company?
Explain your answer. [8]

10 marks, 18 minutes
4 To what extent might these objectives have to be

changed before the 2015 target date is reached? [10]




Organisational objectives

EXAM PRACTICE QUESTION
Read the case study below and then answer the questions
that follow.

25 marks, 45 minutes

1 Explain the reason for Nike, Inc. havin
CORPORATE AND SOCIAL 2 J
3 mission statement. [4]
RESPONSIBILITY AT NIKE, INC. o
L , ) 2 Analyse two strategic objectives that
The let? Swoosh logo' is one qf the most‘farpous corporate Nike, Inc. might try to achieve. [6]
symbols in the world. Nike, Inc. is an organisation that people o .
look to as a leading sports brand and a business that encapsulates 3 Using Nike, Inc. as an example, outline
US corporate power and globalisation. the main components you might expect
Nike, Inc.’s mission statement has two elements: 1 et I T emelromime el el [6]
4 Evaluate the advantages and

e To bring inspiration and innovation to every athlete in the
world.
e Ifyou have a body you are an athlete.

Much of Nike, Inc.’s success is based on the way it focuses on
consumers in a sporting context and provides products which
strongly support this. In recent years it has, like many multi-
national companies, suffered from adverse publicity on issues
such as working conditions in its factories. It has tried to answer
its critics by becoming a socially responsible organisation and
communicating this to its stakeholders.

Below is a short extract from Nike, Inc.s website
(www.nikebiz.com) on its corporate social responsibility:

Nike, Inc. shares the widely held view that climate
change is a serious issue requiring immediate and mean-
ingful action across government, industry, consumers
and society. Nike, Inc. has made cutting greenhouse gas
emissions across our operations, incorporating sustain-
ability into the design of our products and reducing the
overall environmental footprint a cornerstone of our
environmental efforts.

Source: www.nike.com (adapted)

disadvantages to Nike, Inc. of aiming to
be a socially responsible organisation.  [9]



(H)

explain what is meant
by ‘stakeholder’ and
differentiate between
internal and external
stakeholders

analyse and comment on
business responsibilities to
stakeholders

discuss possible areas of
conflict between stakeholders

evaluate ways in which
conflicting stakeholder
objectives might be
recognised and responded to
by business.

Stakeholders

Points to think about:

This chapter covers syllabus section 1.4

Tata Nano divides opinions

Itis three metres long, seats four, does 100 kilometres an hour and aims to revo-
lutionise travel for millions. The ‘People’s Car’ is also the cheapest in the world
at 100000 rupees (US$2600) — about the same price as a DVD player in a Lexus.
Rattan Tata, the company chairman, unveiled the cute, snub-nosed car that
will allow millions of Asia’s emerging middle classes to buy a car for the first
time. ‘This will change the way people travel in India and Asia. Most people are
denied mobility due to the high prices of cars. This is a car that will be affordable
to millions of consumers for the first time,” he said when the car was launched.

The car will be built in a factory in West Bengal. This will offer relatively
well-paid factory employment to thousands of workers for the first time. The
country will gain export revenue when the car is sold abroad. The steel and
other materials used in the car will be purchased from Asian suppliers, which
will help to boost local economies and suppliers.

The idea of millions of Nanos on the road alarms environmental groups.
Rajendra Pachauri, the UN’s chief climate scientist, said that he was ‘having
nightmares’ about it. Delhi, where air pollution levels are more than twice the
safe limit, is registering 1000 new cars a day, and this could double when the
Nano is in production. Average speed of traffic at rush hour is 10 kilometres an
hour and the government might be forced to spend much more on building
new roads if Nano ownership became widespread. Bus operators also fear
increased competition from private car users.

Source: www.timesonline.co.uk, 11 January 2008 (adapted)

List the groups of people who
might benefit from Nano car
production.

List the groups who might be
badly affected by the use of large
numbers of Nano cars.

Do you think Tata, the
manufacturer, has a responsibility

to all of these groups? What makes the Nano so cheap?



Stakeholders

The traditional view of business is often referred to as the
shareholder concept. As the shareholders are the owners of
the company, the firm has alegally binding duty to take deci-
sions that will increase shareholder value. Since directors
and managers ultimately owe their position to shareholders,
it is important to keep them satisfied. In recent times, this
limited view of business responsibility has been extended
to include the interests not just of the investors/owners but
also of suppliers, employees and customers. This approach
to business responsibilities does not end with these four
groups, however. The stakeholder theory or concept is that
there are many other parties involved and interested in busi-
ness activity and that the interests of these groups — local
communities, the public, government and pressure groups
such as environmental lobbyists — should be considered by
business decision-makers.

' KEY TERMS

stakeholders people or groups of people who can be affected
by, and therefore have an interest in, any action by an
organisation

stakeholder concept the view that businesses and their
managers have responsibilities to a wide range of groups,
not just shareholders

INTERNAL STAKEHOLDERS

There are three main internal stakeholders, each with
their own set of interests in the business’s activities. They
include:

e employees — employment security, wage levels, condi-
tions of employment, participation in the business

e managers — employment security, salary and benefits
offered, responsibilities given

e shareholders — annual dividends, share price, security
of investment.

EXTERNAL STAKEHOLDERS
The external stakeholders and their interests include:

e suppliers — speed of payment, level and regularity of
orders, fairness of treatment
e customers — value for money, product quality, service
levels
e government — jobs created, taxes paid, value of output
produced, impact on wider society
e special interest groups such as:
o banks and other creditors - security of their loans
and the ability of the business to repay them
o pressure groups thatwant to change abusiness’s policy
towards pollution or testing of chemicals on animals

O community action groups concerned about the
local impact of business activity
e competitors — fairness of competitive practices, stra-
tegic plans of the business.

| EXAMTIP
Do not confuse the terms ‘stakeholder’” and ‘shareholder’.

Stakeholder is a much broader term that covers many groups,
including shareholders.

Table 4.1 outlines the responsibilities that businesses
could have towards stakeholders and identifies the bene-
fits to businesses of accepting these.

Business decisions and activities can have both positive
and negative effects on stakeholders, but it is rare for all
stakeholders to be either positively or negatively affected
by any one business activity. It is also possible for any one
stakeholder group to experience both negative and posi-
tive effects from the same business decision. This is why
conflicts of interest between stakeholder groups, with
different objectives and interests, can arise. Table 4.2
outlines some business decisions and the conflict of stake-
holder interests that can result.

ACTIVITY 4.1
15 marks, 25 minutes

1 In the three examples in Table 4.2, analyse the
likely positive and negative effects on two other
stakeholder groups. [6]

2 State two other examples of business decisions.
Try to use actual and recent examples from your
own country. Analyse the potential conflict of
interests between any three stakeholder groups.  [9]

| EXAMTIP

Many examination questions involve the conflict of stakeholder
objectives. Remember that it is difficult for a business to meet
all of its responsibilities to all stakeholders at any one time.
Compromise might be necessary - meeting as many stake-
holder objectives as possible or meeting the needs of the most
important group in each situation.
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Customers ® Not to break the laws on consumer protection and ® In a world of increasing free trade and international
accurate advertising. competition, it is essential to satisfy customers’

@ Not taking advantage of vulnerable customers, such as demands in order to stay in business in the long term.
the elderly, and not using high-pressure selling tactics. @ Consumer loyalty and repeat purchases.

@ Giving customers assurances about quality, delivery @ Good publicity when customers give ‘word of mouth’
dates, service levels and continued supplies of vital recommendations; positive customer feedback helps to
components and materials. improve goods and services.

Suppliers @ Establish effective two-way relationships that are of @ Supplier loyalty - meeting deadlines and requests for
benefit to the business and suppliers. special orders.

@ Avoid excessive pressure on smaller or weaker suppliers | ® More likely to receive supplies of high quality.
to cut prices. ® Reasonable credit terms more likely to be offered.

® Pay fair prices and pay invoices promptly. @ ‘Payment holidays’ may be offered to struggling

businesses, if this means keeping them as customers.
Employees @ Adhere to country’s laws that outline business e Employee loyalty and low labour turnover.

responsibilities to workers - such laws are stricter in
some countries than others.

® Some businesses also provide training, job security,
pay more than minimum wages, offer good working
conditions, involve staff in some decision-making.

Motivated staff more committed to the success of the
organisation.

Easier to recruit good employees to fill vacancies - they
will be attracted by the responsibility the business
shows to its employees.

Shareholders

® Incorporated businesses should be operated in
accordance with company law.

@ Annual accounts presented to shareholders.

@ Actions taken to increase shareholder value over time.

Shareholders will be reluctant to sell shares and this
will help avoid share price falls.

Shareholders may be willing to buy new issues of
shares to invest further capital in the company.

Special interest
groups

@ Banks: payment of interest and repayment of loans as
required.

® Pressure groups: recognition of genuine concern over
business activity - business may respond by changing
decisions or operations.

® Local community: avoid pollution and other damaging
operations, support for local groups.

Banks: more willing to provide financial support in the
future.

Pressure groups: less likely to engage in practices
damaging to the interests of the business such as
consumer boycotts.

Local community: more likely to agree to business
expansion plans.

Competitors

® To compete fairly and within the law.
® |t is not a responsibility of business to provide details of
its strategic plans to competitors.

Avoid legal action as a consequence of uncompetitive
practices.

Opportunities for co-operation and joint ventures - as
long as these do not contravene competition laws.

Managers

® Job security.

Competitive salaries and other benefits.

@ Opportunities for responsibility and career
advancement.

Table 4.1 Benefits to business of accepting stakeholder responsibilities

Low turnover of management staff.
Work incentive.

Easier to attract well-qualified managers to the
business.




Stakeholders

7/ More job and career

Expansion of the
business

X

opportunities.
More complex lines of
communication after expansion.

7 More jobs for local residents and

increased spending in other local
businesses.

External costs caused by
increased traffic and loss of green
fields for amenity use.

v Better service provided by bigger
business with more staff.

X Larger business could be less
personal and therefore offer
inferior customer service.

Takeover of a v The larger business may be more If the business expands on the v The larger business may benefit
competing firm secure and offer career promotion existing site, local job vacancies from economies of scale, which
(horizontal integration) opportunities. and incomes might increase. could lead to lower prices.

X Rationalisation may occur to Rationalisation of duplicated X Reduced competition could
avoid waste and cut costs - jobs offices or factories might lead to have the opposite effect - less
might be lost. closures and job losses. customer choice and higher

prices.
New IT introduced into | v Training and promotion Local businesses providing IT v More efficient and flexible
production methods opportunities might be offered. services could benefit from production methods might

X Fewer untrained staff will be increased orders. improve quality and offer more

required and those unable to
learn new skills may be made
redundant.

Specialist workers may not be
available locally, so more staff
may need to commute.

product variety.
X T reliability problems could cause
supply delays.

Table 4.2 Potential conflicts of interest between stakeholder groups

THEORY OF KNOWLEDGE

LLOYDS TO CUT ANOTHER 2100 JOBS
Lloyds Banking Group has announced it is to cut a further
2100 jobs over the next three years. The Unite union was
‘astonished” by the scale of the cuts, which it said brought
total job losses at the group since January to 7000. The
banking giant, which is 43% owned by UK taxpayers, was
formed by the merger of Halifax Bank of Scotland and Lloyds
TSB late last year. Rob MacGregor of the Unite union said
morale at the banking group was ‘now truly low. Employees
across Lloyds are in a permanent state of anxiety as they
see their employer announce hundreds of job losses every
week,” he said.

Lloyds share price rose 4.2 per cent today on news of
the job cuts.

Source: www.bbc.co.uk/news (adapted)

1 Comment on the conflict in stakeholder interests that
arises from the article.

2 Discuss the ethical questions businesses face when
they make job cuts.

COrroEr—

Evaluating stakeholder conflict
One way of reducing conflict is to compromise. For
example, abusiness aiming to reduce costs may close one
of its factories in stages rather than immediately to allow
workers time to find other jobs but, as a result, business
costs will fall more slowly. Plans to build a new chemical
plant may have to be adapted to move the main site away
from a housing estate to protect the local community,
but the new site might be more expensive. The introduc-
tion of 24-hour flights at an airport — to the benefit of the
airlines and passengers — may only be accepted if local
residents are offered sound insulation in their homes,
thereby increasing costs for the airport and airlines.

Clearly, senior management must establish its priori-
tiesin these situations. Theyneed to decide who the most
important stakeholders are in each case, what the extra
cost of meeting the needs of each stakeholder group will
be, and whether bad publicity resulting from failure to
meet the interests of one group will lead to lost revenue —
perhaps this will be greater than the cost savings of not
satisfying this group.

Table 4.3 considers methods available to businesses
to reduce stakeholder conflict, and the potential advan-
tages and disadvantages of each.
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Arbitration - to resolve industrial
disputes between workers and
managers

An independent arbitrator will hear the arguments
from both sides and decide on what they consider
to be a fair solution. Both sides can agree
beforehand whether this settlement is binding, that
is they have to accept it.

Neither stakeholder group will be likely to receive
exactly what they wanted.

The costs of the business might rise if the
arbitrator proposes higher wages or better work
conditions than the employer was originally
offering.

Worker participation - to improve
communication, decision-making
and reduce potential conflicts
between workers and managers,
e.g. works councils, employee
directors

Workers have a real contribution to make to many
business decisions. Participation can motivate
staff to work more effectively.

Some managers believe that participation wastes
time and resources, e.g. in meetings that are just
‘talking shops’, and that the role of the manager is
to manage, not the workers.

Some information cannot be disclosed to staff
other than senior managers, e.qg. sensitive details
about future product launches.

Profit sharing schemes - to reduce
conflict between workers and
shareholders over the allocation of
profits and to share the benefits of
company success.

The workforce is allocated a share of annual

profits before these are paid out in dividends
to shareholders. Sharing business profits can

encourage workers to work in ways that will
increase long-term profitability.

Paying workers a share of the profits can reduce
retained profits (used for expansion of the
business) and/or profits paid out to shareholders,
unless the scheme results in higher profits due to
increased employee motivation.

Share ownership schemes - to
reduce conflict between workers,
managers and shareholders

These schemes, including share options (the
right to buy shares at a specified price in the
future) aim to allow employees (at all levels
including directors) to benefit from the success
of the business as well as shareholders. Share
ownership should help to align the interests of
employees with those of shareholders.

Table 4.3 Methods to reduce stakeholder conflict - advantages and disadvantages

Administration costs, negative impact on
employee motivation if the share price falls,
dilution of ownership - the issue of additional
shares means that each owns a smaller share of
the company.

Employees may have to stay with the company
for a certain number of years before they qualify,
so the motivation effect on new staff may be
limited.

—®

{ OVER TO YOU

REVISION CHECKLIST

1

Distinguish between the shareholder concept and
the stakeholder concept.

Explain why a business might experience lower
profits by meeting its stakeholders’ objectives.
Explain why a business might experience higher
profits by meeting its stakeholders’ objectives.
Outline the responsibilities a business in the oil
industry might have to two stakeholder groups.
Outline the responsibilities a tertiary sector
business might have to two stakeholder groups.
What do you understand by the term ‘conflicts
between stakeholder interests’?

Explain an example, from your own country,

of a business decision that involves a conflict of
stakeholder interests.

8 Explain three examples of potential stakeholder
conflict of interests.

9 Evaluate how each of the conflicts you identified
in question 8 might be resolved.

REVISION ACTIVITY

Read the case study below and then answer the questions
that follow.

Daily Record: ‘Merger results in job losses’

The merger of two of the largest airlines in the country

will lead to job losses, reports the Daily Record. Special
Air and Flights4U have announced a huge merger which
will result in a business worth over $2 billion. The long-
term plans are to offer more routes and cheaper prices

to passengers. The merger has the support of the

_



Stakeholders

government as it is expected to keep inflation down and
boost tourist numbers into the country.

Non-profitable routes to small regional airports are to be
closed, together with Special Air’s headquarters in New City.
More than 500 staff are expected to lose their jobs, resulting
in annual savings of over $10 million. Trade union leaders are
threatening to take industrial action to support workers who
will lose their jobs. The local governments in the towns which
are losing routes are very worried about the impact on local
suppliers of fuel and food to the airlines. The chief executive
of Flights4U said: ‘Sure, there will be losers from this merger,
but there will be many more winners as we expand our
operations from the major cities.’

22 marks, 45 minutes
1 Are the two airlines focused on shareholder interests
or other stakeholder interests? Explain your answer. [10]

2 Why is it difficult in this case for the two merging
companies to meet their responsibilities to all
stakeholder groups? [6]

3 Why might the negative impact on some stakeholders
mean that the merger will not turn out to be as
profitable as expected? [6]

10 marks, 18 minutes

4 Discuss how the newly merged business could attempt
to meet some of its responsibilities to the stakeholder
groups worst affected by this decision. [10]

EXAM PRACTICE QUESTION

FURY AT BANGLADESH MINE SCHEME Read the case study and then answer

A huge open-cast coal-mining project by a British firm, that would
involve moving the homes of up to 130000 workers in Bangladesh,
is at the centre of an international row. The company, GCM, plans
to dig up to 570 million tonnes of coal in a project that will displace
people from Phulbari, in north-west Bangladesh. A river will also have
to be diverted and the mangrove forest, which is a world heritage site,

would be destroyed too.

The project has
attracted widespread
hostility. In protests
against the scheme
18 months ago, three
people were killed
in an area now said
to be controlled by
the armed forces.
Many international
campaign groups
have written to the
Asian Development
Bank  demanding
that it turns down
a $200 million loan

for the project. The protests in Dhaka over the mine project

World Development

the questions that follow.

25 marks, 45 minutes

1 Using examples from the case
study, explain the differences
between internal and external
stakeholders. [4]

2 Explain the benefits of any two
stakeholder groups resulting
from this mine project. [6]

@ 3 Explain the disadvantages to
any two stakeholder groups
resulting from this mine
project. [6]

4 Discuss the ways in which GCM
could reduce the impact of the
disadvantages it has created for
stakeholder groups negatively
affected by the mine. [9]

Movement is claiming that the social and environmental damage can
never be repaired if the scheme receives government approval. A
spokesman for GCM, on the other hand, stressed the importance to
one of the world’s poorest countries of jobs, incomes and exports.

Source: Observer, 9 March 2008 (adapted)
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External environment

\

On completing this chapter
you should be able to:

This chapter co

SETTING THE SCENE

Nokia sets good example - but BP is fined

Nokia, the world’s leading mobile phone maker, has announced the closure
of its Bochum factory in Germany with the loss of 2300 jobs. The company
reached an agreement with the workers’ trade union leaders. Nokia will pay
US$314 million in redundancy pay and will set up a social plan for employees
to help them look for other jobs. This sum is much greater than that demanded
by German employment law. Nokia is trying to set a good example and is
attempting to limit the bad publicity in Germany from the factory closure.
Sales of mobile phones in some countries were badly hit by the 2009-10 global
economic downturn and Apple’s technologically advanced iPhone has taken
sales away from Nokia.

BP, the giant oil company, has been fined US$373 million by the US Depart-
ment of Justice for environment crimes and committing fraud. These huge
fines include a penalty for the 2005 Texas refinery fire in which 15 people were
killed. The accident also led to environmental damage and resulted from
infringements of health and safetylaws. BP has denied claims that it gave cost
reductions at the refinery a higher priority than safety. The fraud committed
by four of BP’s employees was an attempt to fix high prices in the gas propane
market illegally. This was against consumer protection laws.

Source: www.bbc.co.uk and www.news.yahoo.com (adapted)

Points to think about:

e What external factors have influenced Nokia’s sales in
recent years?

In what ways did government laws have an impact on
both of these companies?

Do you think companies such as BP and Nokia might

increase their profits if they meet all legal requirements in
the countries they operate in?




External environment

Introduction

This chapter assesses the importance of external influ-
ences on business performance and decision-making.
Businesses depend for their survival on understanding
and responding to external factors that are beyond their
control. Many of the factors are ‘constraints’ because they
may limit the nature of decisions that business managers
can take. The legal requirements imposed by govern-
ments, on environmental pollution for example, are one
of the most obvious constraining influences on business
activity. However, external influences can also create
opportunities and enable a business to become even more
successful — introducing new technology in advance of
rival firms is one example.

PEST analysis

PEST analysis - an acronym standing for political, economic,
social, technological that refers to an analytical framework for
external environmental factors affecting business objectives
and strategies. PEST is sometimes rearranged as STEP and has
also been extended to STEEPLE (social, technological, economic,
environmental, political, legal and ethical) and PESTLE (same
categories as STEEPLE but without ethical considerations)

Managers undertake PEST analysis to assess the impor-
tance of the major external influences on their organ-
isation’s future activities. This form of analysis will be
referred to in later chapters of this book when major stra-
tegic decisions are being considered, such as entering
new markets or developing new products.

PEST analysis may be conducted regularly to allow
a business to review its objectives and strategies in the
light of external changes. Some businesses may only
do this form of analysis as a one-off when a major deci-
sion needs to be taken. This is likely to be less effective
than regular PEST reviews which monitor changes to the
external environment. Itis the responsibility of managers
to decide which of the key PEST factors are relevant to
their business. The analysis itself can be undertaken by
managers alone or with the participation of other staff.
Much will depend on the leadership style and the corpo-
rate culture of the business.

USING PEST ANALYSIS

Table 5.1 shows a simplified PEST analysis for McDon-
ald’s restaurants which the company would carry out
when planning to enter a national market for the first
time. Other business scenarios may lead to different
factors being considered important.

@ Political stability of the country - is civil unrest likely?

@ Employee and consumer protection laws - how restrictive are
these, e.g. health and safety laws?

® Trade restrictions or membership of free trade bloc - can food be
imported without tariffs?

@ Environmental regulations - what forms of packaging of fast food
are allowed?

@ Health concerns about fast food - could the government pass
new laws about the contents of fast-food products?

® Dietary trends are changing and may be different between
different countries (cultural and religious factors).

® More married couples both work - less time to prepare meals.

@ Growing health consciousness - demand for healthy foods might
be increasing.

@ |Is the population ageing? Do the elderly buy more or fewer fast-
food meals than the young?

® |s the population growing?

Table 5.1 Example of possible PEST analysis for McDonald’s

46

Economic growth - is this slowing or even negative (recession)?
Unemployment - is this rising and reducing consumer incomes?
Interest rates - are these high or low?

Exchange rate - is this likely to appreciate or depreciate?

Is the government’s fiscal policy likely to lead to increases or
reductions in consumer incomes?

® (an the food production process be automated? Is technical support
available?

@ Online selling - is full internet coverage available? Will customers
order online?

® Environment - is environmentally friendly packaging technically
possible and available in this country?
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ACTIVITY 5.1
10 marks, 18 minutes (plus research time)
Prepare a PEST analysis for a foreign fashion retailer

planning to set up a chain of shops for the first time

in your country. [10]

OLITICAL AND LEGAL CONSTRAINTS

In most countries, political and legal constraints on a
business fall into the following main categories:

employment laws

consumer protection laws

business competition laws

political changes resulting from a new government,
e.g. policies towards foreign direct investment by
multinationals

major policy changes such as nationalising some UK
banks after the 2008-9 crisis.

Table 5.2 shows the possible impact of some political and
legal factors on business objectives and strategies.

Improved employee legal protection, e.g. better health and safety at
work, redundancy pay, protection from discrimination, minimum pay
levels, maternity pay

1 BUSINESS ORGANISATION AND ENVIRONMENT

ACTIVITY 5.2
Read the case study below and then answer the
questions that follow.

Employment rights in your country

In China, current employment rights are governed by the
PRC Employment Law of 1995. There are 13 sections to this
law which cover almost all aspects of employment rela-
tionships. These include working hours, holidays, health
and safety, training, social welfare, disputes and discrimi-
nation on the grounds of race, sex, disability or age.

24 marks, 45 minutes (plus research time)

1 Why do you think the Chinese government introduced
such a wide-ranging law as this, covering all aspects
of employer-employee relationships? [4]

2 Do these laws help or damage business

interests? Explain your answer. [10]

3 Research task: Find out about the main
employment laws in your country and the
main rights they offer to workers. Do you think
that these laws need changing in any way? If so,

how and why? [10]

Increases cost of employing staff - may be reluctant to expand in
this country by taking on extra staff.

Encourages business to increase labour productivity to pay for
the cost of these legal improvements. For example, Germany has
some of the most rigorous laws protecting workers rights, but
labour productivity is one of the highest in the world.

If employers are seen to be positive about these legal changes
and accept them fully, they will appear to be a caring business
that will encourage well-motivated staff to work for them. Some
businesses offer benefits above the legal minimum for this reason
(see ‘Setting the scene’ case study on page 45).

Consumer protection laws that constrain businesses from advertising
inaccurately or inappropriately, selling faulty goods or those
described incorrectly, high-pressure selling tactics, not allowing
consumers to change their minds after signing credit agreements

Sales staff will need training in the legal rights of consumers -
breaking consumer laws will lead to expensive legal claims.
Design and production of new products will have to put customers’
safety and product quality as priorities.

Full disclosure of any safety problems to minimise risks to customers.
All of these strategies will add to costs. However, if a business is
seen to put customers and customer service first, it may benefit
from good publicity, word-of-mouth promotion and customer loyalty.

Competition laws can restrict unfair competition or restrictive
practices by businesses, monopoly exploitation of consumers,
mergers and takeovers (external growth) that could lead to a
monopoly

Table 5.2 Political and legal factors and their impact on business

No collusive agreements with competitors.

Internal growth is less likely to lead to reports and action by the
competition regulators.

Expand into other countries rather than growing in existing country
which can lead to monopoly market share.
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ACTIVITY 5.3
Read the case study below and then answer the
questions that follow.

Consumer rights in your country
In Malaysia, the 1999 Consumer Protection Act is an
important law protecting the interests of consumers. It has
14 main sections which include outlawing all misleading
and deceptive conduct by firms, false advertising claims,
guarantees in respect of supply of goods and strict liability
for defective and potentially dangerous products.

In India, the 1986 Consumer Protection Act provides
for the regulation of all trade and competitive practices,
creates national- and state-level consumer protection
councils and lists unfair and uncompetitive trade practices.

ACTIVITY 5.4
Read the case study below and then answer the questions
that follow.

Ryanair - adverts are ‘misleading’

Ryanair is one of Europe’s most successful low-cost
airlines. It risks prosecution and a substantial fine for
repeatedly misleading customers about the availability

of its cheapest fares. Some customers claim that they are
not told when the fares include taxes and charges and
when they do not. Also, the cheapest fares have many
restrictions placed on them and these are not clear, it is
suggested, when a booking is being made. The airline has
broken the Advertising Code seven times in recent years.
It has failed to heed warnings by the Advertising Stand-
ards Authority (ASA). The company is being referred to the
Office of Fair Trading, which has the power to prosecute
advertisers who make misleading claims about products
or prices. Ryanair could face substantial fines. In January
2010, Ryanair refused to withdraw an advert of a woman

| EXAMTIP
You will not be asked to give details on laws in any specific

country, but you may be asked how a business is affected by
laws in general.

ECONOMIC INFLUENCES

Changes in the economic environment can have a very
significant impact on business objectives and strat-
egies. The global downturn of 2009-10 forced many

‘i

24 marks, 45 minutes (plus research time)

1 Why do you think governments, as in Malaysia
and India, pass laws to protect consumer rights? [4]

2 Do you think that such laws help or damage
business interests? [10]

3 Research task: Find out the main consumer
protection laws in your country (Malaysia and
India have others). Give examples of how firms
try to break these laws. Are the laws strict
enough? If not, why not? [10]

dressed as a young schoogirl, despite the ASA’s ruling that
it breached advertising rules on social responsibility and
ethics. Ryanair accused the ASA of censorship, saying it
was run by ‘unelected, self-appointed dimwits’.

Source: www.timesonline.co.uk (adapted)

18 marks, 28 minutes

1 In what ways might Ryanair gain from ‘misleading’
customers in the ways described? [6]

2 Do you think that advertisers should be controlled
over the claims they make and the way they
promote their products? Explain your answer. [6]

3 If you were the chief executive officer of Ryanair,
how would you respond to this bad publicity and
the threat of legal action? Justify your answer. [6]

international businesses to revise their growth and
profit targets and adapt their product and marketing
strategies to a world in which credit was in short
supply and consumers became much less willing to
spend, especially on luxury goods. Other economic
factors present businesses with opportunities rather
than constraints such as the opening up of China’s
consumer market following its membership of the
World Trade Organization in 2001.

Other changes in the economic environment result
from changes in government economic policies. These
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policies—mainlyfiscaland monetary—aim to help govern-
ments achieve four main macro-economic objectives:

e economic growth and rising living standards

low levels of inflation

low levels of unemployment

balance of payments equilibrium, over time, between
the value of imports and exports.

The important economic factors that businesses should
monitor and respond to are explained in Table 5.3.

' KEY TERMS

fiscal policy changes in government spending levels and
tax rates

monetary policy changes in the level of interest rates which
make loan capital more or less expensive

economic growth increases in the level of a country’s Gross
Domestic Product (total value of output)

inflation the rate of change in the average level of prices

unemployment the numbers of people in an economy willing
and able to work who cannot find employment

SOCIAL AND CULTURAL INFLUENCES
The structure of society is constantly evolving. The
changes occurring in many countries include:

e an ageing population with reduced birth rates and
longer life expectancy, although in some nations the
average age is falling due to high birth rates

e changingrole of women-increasingly seeking employ-
ment and posts of responsibility in industry

e improved education facilities — resulting in increasing
literacy and more skilled and adaptable workforces

e early retirement in many high-income countries —
leading to more leisure time for a growing number of
relatively wealthy pensioners

e in some countries, rising divorce rates — creating
increasing numbers of single-person households

® job insecurity, often created by the forces of global-
isation - forcing more employees to accept temporary
and part-time employment (some workers prefer this
option)

e increased levels of immigration - resulting in changing
and widening consumer tastes.

Thislistis by no means complete. You could add to it from
your knowledge of the changes occurring in your own
society. How do these changesimpact on business object-
ives and strategy? We will look at two of these changes -
an ageing population and patterns of employment — but
the analysis used can be adapted when considering the
impact of the many other social changes.

An ageing population
The main effects associated with an ageing population are:

e a larger proportion of the population over the age of
retirement

e a smaller proportion of the population in lower age
ranges, e.g. 0-16 years old

e a smaller number of workers in the economy but a
larger number of dependants, that is below working
age or retired - this puts a higher tax burden on the
working population.

Business objectives and strategy will need to adapt to:

e changing patterns of demand. There will be more
‘grey’ consumers than teenagers and they buy different
products. Therefore, a construction company might
switch from building large apartments for families
to smaller units with special facilities for the elderly.
Market research will be important for a business that
believes the demand for its portfolio of products could
change as the population ages.

e a change in the age structure of the workforce. There
may be reduced numbers of youthful employees avail-
able, and businesses may need to adapt their work-
force planning to enable the employment of older
workers, or to keep existing workers beyond retire-
ment age. Although younger employees are said to be
more adaptable and easier to train in new technolo-
gies, older workers may show more loyalty to a busi-
ness and will have years of experience that could
improve customer service.

Changing patterns of employment
The main features of changing patterns of employment
include:

e an increase in the number of women in employment
and in the range of occupations in which they are
employed

e an increase in student employment on a part-time
basis — some industries are substantially staffed by
students and part-timers, e.g. McDonald’s; most other
fast-food shops and supermarkets are largely staffed
in this way

e an increase in temporary, part-time and flexible
employment contracts — these are introduced by
employers to reduce the fixed costs of full-time and
salaried posts and to allow for flexibility when faced
with seasonal demand or uncertainties caused by
increasing globalisation

e morewomentakingmaternityleaveandthenreturning
to work.

1Q
.1_
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Economic growth

Recession

® During a period of economic growth, demand for most goods and services will increase as consumers

have higher incomes - businesses may plan to expand. However, inferior goods may be rejected by
consumers who now have higher incomes.

A recession will have the reverse impact - it can lead to business retrenchment, closures and
redundancies.

Business flexibility will be important for survival and profitability in both cases, e.g. aiming to have a
product portfolio with a wide range of products to appeal to market segments with different income
levels.

Interest rates through the use of
monetary policy

An increase in interest rates will reduce consumer demand for many products bought on credit, e.g.
houses and cars. Businesses may offer their own credit deals to customers.

Increased loan capital costs will reduce profits for a business with high debt. Selling assets or new
shares to reduce debt may be considered.

Business expansion plans may be delayed or cancelled - the expected profit may be below the
interest cost on the loans required.

The country’s currency is likely to appreciate as more investment finance from abroad is attracted to
the country - see effects below.

Exchange rates - increases
(appreciation) and decreases
(depreciation) in the value of
a currency value against other
currencies

A depreciation of currency (e.g. when 1 euro: $1 changes to 1 euro: $0.80 is a depreciation of the
euro) will make imported goods more expensive. It also offers the opportunity for domestic firms to
charge less for exports, leading to a possible increase in demand, especially if demand for them is
price elastic - i.e. responsive to price changes.

More expensive imports can raise business costs if it has to buy materials or components from other
countries - they might try to buy more supplies from domestic suppliers.

Businesses might target foreign markets more and change their strategies towards exporting rather
than selling in the domestic market.

Foreign businesses may decide to locate in the country with the depreciating currency - it will avoid
the risk of its goods becoming too expensive to import into the country.

The opposite would occur in the event of a appreciation.

Tax changes through the use of
fiscal policy

Higher rates of income tax reduce consumers’ disposable incomes - demand for luxury and income
elastic products will fall so businesses selling such products may offer lower priced alternatives or be
forced to enter other markets.

Higher rates of tax on profits (corporation tax) will reduce the profits after tax of companies. A
decision to relocate to a country with lower rates of tax might be made. Poland has recently
experienced an increase in foreign investment after reducing its corporation tax rate to 10%.

Unemployment

Higher numbers of workers without employment will give businesses more choice in staff
recruitment. As there are many workers applying for each vacancy, a decision may be taken to
reduce wage rates, which will reduce business costs.

Average consumer incomes are likely to fall with extensive unemployment - the demand for budget
ranges of cheaper goods, e.g. supermarket own brands, could increase and production of these will
have to rise to meet demand.

Inflation (cost-push and
demand-pull)

Higher wage demands from workers to maintain real incomes during inflation and higher costs of
materials and components will lead to cost-push inflation. If businesses cannot increase prices for fear
of demand falling, profit margins will fall. Businesses might seek cheaper sources of supply or more
efficient production methods to help in lowering costs per unit.

Demand-pull inflation will encourage firms to raise prices to increase profit margins.

Substantial increases in inflation will lead to action being taken by the government or country’s
central bank to increase interest rates - see the effects of these above.

Table 5.3 Economic factors and their influence on business
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| KEVTERMS

recession six months (two quarters) of falling GDP
(negative growth)

exchange rate the value of one currency in terms of another
currency

cost-push inflation caused by rising costs forcing businesses
to increase prices

demand-pull inflation caused by excess demand in an
economy, e.g. an economic boom, allowing businesses to
raise prices

Many countries are increasingly multicultural and this
also has an effect on the pattern of women at work. In the
UK, three out of ten women of Pakistani origin and two
out of ten women of Bangladeshi origin seek full-time
employment. In the UK as a whole, 75% of women seek
full-time employment.

Firms can make these changes work to their benefit,
while accepting some of the cost implications. Part-time
workers can offer a firm much greater flexibility by being
available at peak times and this will help to keep down
overheads. Yet part-time and temporary staff can be
difficult to mould into a team and may not contribute as
much as a result.

ACTIVITY 5.5

Consider Table 5.4 and then answer the questions that follow.

By employing more females and removing barriers to
their progress and promotion, firms can benefit from a
wider choice of staff and improved motivation among
women workers. However, there will be the increased
costs of maternity leave and of providing staff cover for
this. As with all other external influences on business
behaviour, the most successful firms will be those that
adapt to changes the most quickly and attempt to turn
them to their own competitive advantage.

Many businesses employ mainly part-time staff - this can be beneficial
for both the employer and the workers

Total labour force 7042.0 9572.0 12939.6

Age distribution 100.0 100.0 100.0
15-24 2014.0 28.6 2498.3 26.1 3112.2 241
25-34 22041 31.3 2,979.2 31.1 4118.9 31.8
35-54 2436.5 34.6 3,611.3 37.7 4995.5 38.6
55-64 387.4 5.5 483.7 51 7131 5.5
Educational structure 100.0 100.0 100.0
Primary only 2380.2 33.8 2604.3 27.2 1643.3 12.7
Lower and middle secondary 4042.1 57.4 5624.5 58.8 6,767.4 52.3
Tertiary (university) 619.7 8.8 1343.7 14.0 4528.9 35.0
Labour force 65.3 65.5 68.1
participation rate

Male 85.6 85.4 86.4
Female 441 44.5 49.0

Table 5.4 Profile of a country’s labour force, 2000-2020 (in 000s)
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22 marks, 42 minutes

1 Calculate the forecasted percentage increase in the
labour force between 2000 and 2020. [2]

2 Identify two changes to the structure of the labour
workforce forecast over this period. Explain how
these changes might have an impact on the human
resources strategy of a business. [10]

In its simplest form, technology means the use of tools,
machines and science in industry. This section assesses
the impact on businesses of the relatively recent intro-
duction of high-technology machines and processes that
are based on information technology (IT).

[ KEVTERM

information technology the use of electronic technology to
gather, store, process and communicate information

Technological change is affecting all businesses and all
departments within business. Table 5.5 explains some of
the most common business applications of IT, the depart-
ments likely to benefit most from them and the potential
advantages to be gained.

[\ KEY TERMS

computer-aided design using computers and IT when
designing products

computer-aided manufacturing the use of computers and
computer-controlled machinery to speed up the production
process and make it more flexible

internet the worldwide web of communication links between
computers

In addition to these uses of technology, advances in tech-
nical knowledge are opening up new product markets,
such as hydrogen-powered cars and ‘flexible’ mobile
phones. The use of technology to develop new products
is part of the research and development function of busi-
nesses (see Chapter 35, page 365).

| EXAMTIP
It is wrong to assume that a business must always use the latest

technology in all circumstances. There are substantial costs to
be paid and some businesses thrive on using old-fashioned

3 Evaluate whether a business should provide more
than the basic legal minimum in terms of conditions
of employment and health and safety at work. [10]

methods. For example, hand-made designer furniture will sell
because each piece is unique and computer-controlled robots
might be completely impractical.

The use of computer-controlled robots has increased productivity in this
Mini factory

IMPACT ON OBJECTIVES AND STRATEGIES

Costs

Capital costs can be substantial, labour training costs
will be necessary and will recur regularly with further
technological development. Redundancy costs will be
incurred - existing staff may be replaced by the tech-
nology. However, the use of technology may achieve
higher profits in the future.

Labour relations

These can be damaged if technological change is not
explained and presented to workers in a positive way
with the reasons for it fully justified. If many jobs are
being lost during the process of change, then remaining
workers may suffer from reduced job security, and this
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Spreadsheet programs °

Financial and management accounting
records can be updated and amended.

@ Flexibility and speed - changes to accounting
records can be made quickly and the impact

@ (Cash-flow forecasts and budgets can be of these on total figures can be demonstrated
updated in the light of new information. instantly.

@ Changes in expected performance can be | ® ‘What if’ scenarios in budgeting and sales
inputted to the spreadsheet and changes forecasting can be demonstrated, e.g. what
in total figures made automatically. would happen to forecasted profits if sales rose

® Income statements and balance sheets by 10% following a 5% cut in price?
can be drawn up frequently.

Computer-aided design (CAD) @ Nearly all design and architectural firms ® Saves on expensive designer salaries as work
now use these programs for making and can be done more quickly.
displaying designs, e.qg. cars, house plans, | @ More flexibility of design as each customer’s
furniture, garden designs. special requirements can be easily added.

@ Designs can be shown in 3-D and ‘turned Can be linked to other programs to obtain

around’ to show effect from all angles.

product costings and to prepare for ordering of
required supplies.

Computer-aided manufacturing (CAM) °

Programs are used to operate robotic
equipment that replaces many labour-
intensive production systems.

® Labour costs are reduced as machines replace
many workers.
® Productivity is increased and variable costs

® Used in operations management in per unit are lower than in non-computerised
manufacturing businesses. processes.

® Accuracy is improved - less scope for human
error.

@ Flexibility of production is increased - modern
computer-controlled machinery can usually
be adapted to make a number of different
variations of a standard product, and this helps
to meet consumers’ needs for some individual
features.

@ All of these benefits can add to a firm’s
competitive advantage.

Internet/intranet ® Marketing department - for promoting to | ® Cost savings from cheap internal and external

a large market and taking orders online communications.
(see Chapter 29, page 311, for discussion | @ Access to a much larger potential market than
of e-commerce). could be gained through non-IT methods.

® Operations management - business-to- ® Web pages project a worldwide image of the
business (B2B) communication via the business.
internet is used to search the market for e Online ordering cheaper than paper-based
the cheapest suppliers. systems.

© Human resources uses these systems for | e B2B communications can obtain supplies at
communicating within the organisation. lower costs.

@ Intranets allow all staff to be internally

connected via computers.

@ Internal communication is quicker than
traditional methods.

Table 5.5 Impact of applications of technology on business

could damage their motivation levels. Trade unions
can oppose technological change if it puts members’
jobs at risk. However, if the issue is handled sensitively,
including effective communication with and participa-
tion of staff, introducing technology in the right way can
improve industrial relations.

Management

Some managers fear change as much as their workforce,
especially if they are not very computer literate them-
selves. In addition, recognising the need for change and
managing the technological change process require a
great deal of management skill. However, IT can improve
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productivity greatly and lead to improved company effi-
ciency: for example, the use of database programs to
control stock ordering to achieve just-in-time advan-
tages. Technology has other benefits too:

e Managers can obtain data frequently from all depart-
ments and regional divisions of the business.

e Computers can be used to analyse and process the
data rapidly so that managers can interpret them and
take decisions quickly on the basis of them.

e Itaccelerates the process of communicating decisions
to other managers and staff.

Information gives managers the opportunity to review
and control the operations of the business. IT-based
management information systems provide substantial
power to centralised managers. Although this could be
used for improving the performance of a business, there
are potential drawbacks:

e The ease of transferring data electronically can lead to
somany messages and communications that ‘informa-
tion overload’ occurs. This is when the sheer volume
of information prevents decision-makers from identi-
tying the most important information and decisions.

e The power which information brings to central
managers could be abused and could lead to a reduc-

ACTIVITY 5.6
Read the following case study and then answer the
questions that follow.

More chips please?

The major European supermarkets have been putting IT at
the front of their drive for lower costs, improved customer
service and more information about their customers. Bar
codes, check-out scanners, automatic product re-ordering
systems, automated stock control programs, robot-con-
trolled transport systems in warehouses, chip and pin
machines for payment, loyalty cards that record each indi-
vidual shopper’s purchases and internet shopping for
customers - the list of IT applications employed by the
large supermarkets is almost endless.

Some of these systems have been controversial. For
example, centralised ordering and delivery of products
reduced the independence and control of individual store
managers. The rapid growth of internet shopping left
some companies with a shortage of stock and delivery
vehicles, which led to poor service. Some smaller suppliers
who have been unable to cope with the cost of introdu-

tion in the authority and empowerment extended to
work teams and middle managers. Information used
for central control in an oppressive way could reduce
job enrichment and hence motivation levels.

Effective managers will apply the information provided by
the modern IT systems to improve and speed up decision-
making. They should not allow it to change their style of
leadership to a centralised or authoritarian one, using data
to control all aspects of the organisation.

THEORY OF KNOWLEDGE

‘The last two years have seen seismic shifts in the environment
within which businesses have to trade. The growth of the internet,
mobile communications, globalisation and social responsibility
have confronted CEQs and shareholders with new challenges that
have given rise to innovative, exciting corporations like Apple and
Microsoft but have seen old giants like General Motors teeter on
the edge of collapse. Organisations that don’t react to changes in
their environment will eventually fail.”

Prepare a presentation with the title ‘Organisations that don’t
react to changes in their environment will eventually fail".

cing compatible IT systems to take orders from the huge
retailers have been dropped.

The latest development is causing further controversy.
RFID or radio frequency ID tagging involves putting a small
chip and coiled antenna, at the initial point of production, into
every item sold through the supermarkets. Unlike bar codes
that are manually scanned, the RFID simply broadcasts its
presence and data, such as sell-by date, to electronic receivers
or readers. German supermarket chain Metro already uses
RFID and claims that food can be easily traced back to the
farm where it is produced, queues at tills no longer exist
as customer’s bills are calculated instantly as they pass by
a receiver and all products are tracked at each stage of the
supply chain - ‘We know where everything is!’

Consumer groups are concerned that shoppers will be
tracked and traceable too - not just the goods they have
bought. Is this an invasion of privacy? Unions are opposed
to it as it could lead to many redundancies due to its non-
manual operation. Some supermarket managers fear yet
another IT initiative that will mean even more central
control over them and they fear breakdowns in the system
and lack of training in dealing with problems.
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24 marks, 45 minutes

1 What do you understand by the term ‘information
technology’? [2]

2 Outline how any two of the IT systems mentioned
in the case study are likely to benefit customers. [6]

3 Analyse the likely benefits of supermarkets
using RFID to trace and collect data from every
product they sell. [6]

| OVER TO YOU

REVISION CHECKLIST

1 Why is PEST important to a business planning a major
change in strategy?

2 Give one example of how a business strategy might be
affected by a consumer protection law.

3 Give one example of how a business strategy might be
affected by an employment law.

4 Explain how an increase in interest rates might lead to
a change of business strategy.

5 Explain how a depreciation of your country’s currency
might lead to a business in your country changing one
of its strategies.

6 Do you think an economic recession in your country
would lead to the soft drinks manufacturer Coca-Cola
changing the strategies used to sell its products in your
country?

7 Identify two recent social changes in your country that
could have an impact on a business’s objectives and
strategy.

8 Give one example of how technology has changed
production methods in an industry that you have
studied.

9 Give one example of how technology has led to a
recently introduced innovative product.

REVISION ACTIVITY
Read the case study below and then answer the questions
that follow.

China to take action against inflation

The Chinese government is becoming increasingly concerned
about higher rates of inflation. Rising oil and petrol prices
have increased costs to industry and firms are being forced to
raise their prices to cover these higher costs. In addition, rising
demand for food from a wealthier population, together with

4 Discuss whether all supermarkets should have the
adoption of RFID technology as a major strategy.  [10]

5 Research task: Use the internet to research one of
the following and write a report explaining the
potential impact on objectives and strategy of any one
well-known business in your country: CAD; CAM; RFID.

supply problems resulting in excess demand, have led to the

price of pork rising by 63% and fresh vegetable prices by 46%.
The People’s Bank of China has just increased interest

rates by a further 0.27%. This is the third increase in less than

a year. A spokesman from Goldman Sachs, the investment

bank, reported that the increase shows that the central bank

is now much more prepared to use interest rates to manage

the economy and tighten monetary policy at the first signs of

the booming economy overheating. China’s GDP increased by

10.7% in 2007, and the prime minister has said that this rate

of growth is becoming ‘unsustainable’. Chinese leaders face

conflicting pressures in balancing the top priority of maintaining

high-speed economic growth to create millions of new jobs

each year, with managing growing environmental problems

and rising cost-push pressures causing higher inflation.

33 marks, 58 minutes
1 State two reasons for the increase in inflation in China. [2]

2 Are these causes of inflation cost-push or demand-pull
pressures? Explain your answer. [4]

3 If the Chinese government increased interest rates
again, explain what impact this could have on:
a consumer spending on luxury goods
b spending on new expansion projects by Chinese
businesses
¢ the exchange rate of China’s currency. [9]

4 Examine possible changes to the long-term objectives
set by Chinese businesses if inflation is not brought
under control. [8]

5 China has experienced rapid economic growth in
recent years. Discuss the likely effects of this on the
strategies adopted by Chinese car manufacturers. [10]
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EXAM PRACTICE QUESTION
Read the case study below and then answer the questions
that follow.

CARREFOUR EXPANDS IN CHINA

Carrefour, the French supermarket chain, is one of Europe’s biggest
public limited companies. In world terms, it is right up there with
Walmart and Tesco as a major multinational retailer. The general
manager of Central and Western China has announced that the
supermarket will open two more stores in Chengdu this year and
more in 2011.

A company statement said: ‘Chengdu’s sound administrative
environment and huge market potential attract a large number
of foreign-funded enterprises to settle in and Carrefour regards
entering Chengdu as an important strategic development in
China’

Carrefour has developed close relations with over 400 suppliers
locally and has spent a great deal of time researching the local
market. It has also worked closely with local government agen-
cies to ensure its entry into the region goes smoothly. Carrefour’s
directors believe that growing popularity and acceptance of
western brand names are a genuine sales opportunity in China.
Technological advances in their stores have given them the ability
to monitor and manage their stores globally.

Rapid economic growth in China is bringing huge potential
revenue to North American and European businesses and many
are looking to China as a country in which to expand.

25 marks, 45 minutes

1

Explain the following terms from the text:

a public limited company

b multinational retailer

¢ technological advances. [6]

Explain how rapid economic growth in
China might impact on one aspect of
Carrefour’s business strategy. [5]

Analyse the social changes that may
be taking place in China which could
influence Carrefour’s activities in China. [6]

Produce a PEST analysis for Carrefour as
it plans to open new stores in western
China. [8]



(W)
(W)

(W)

(W)

analyse the importance
of business plans to
stakeholders

apply a formal decision-
making framework to a
business situation

prepare a SWOT analysis for a
business situation

analyse an organisation’s
position using a SWOT
analysis

analyse and interpret
business plans

apply decision-making
processes and planning tools
compare and contrast

scientific and intuitive
decision-making processes

construct and interpret
decision trees and evaluate
this technique.

Organisational planning tools

This chapter covers syllabus section 1.6

!.1.1

SanaSana business plan gives business healthy start

Settingup anewbusiness withno clear planislike sailingacrossan ocean with
no charts or compass. The business plan of SanaSana is an excellent example
of how new business entrepreneurs can increase their chances of success, and
gain acceptance from stakeholders, with a clear explanation of:

who the business owners are, their strengths and experiences
the central purpose of the business and the intended market
benefits to consumers of using the business

the market research undertaken

financial forecasts and the borrowings required

the main risks likely to be faced by the business.

SanaSana was set up by five friends, ‘who share one another’s dreams and
passions’, to provide a health care information service for Hispanic (Spanish)
speakers in the USA. Three of the partners are Hispanic and the other two
are qualified doctors. Collectively, they have 50 years’ experience in manage-
ment, e-commerce, finance and medicine. The financial projections forecast
a net profit of over $18 million by the fifth year of operation.

Source: MOOT CORP® Competition sample business plan

Points to think about:

e Why would you advise new
entrepreneurs to write a detailed
business plan?

e Which stakeholders would find such
a plan useful, and why?

e Do you think SanaSana stands a
good chance of being successful?
Explain your reasons, referring to
the details of the business plan
given above.
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Planning for the future and taking effective decisions
are two very important management functions that are
linked. Planning means establishing the future direc-
tion the business should take and setting overall objec-
tives and targets. Strategic decision-making focuses on
making choices between different strategies so that the
objectives of the business are more likely to be achieved.

([ KEVTERM

business plan a written document that describes a business,
its objectives and its strategies, the market it is in and its
financial forecasts

The contents of a typical business plan are:

e the executive summary — an overview of the new busi-
ness and its strategies

e description of the business opportunity - details of
the entrepreneur; what is going to be sold, why and to
whom

e marketing and sales strategy — details of why the
entrepreneur thinks customers will buy what the busi-
ness plans to sell and how the business plans to sell
to them

e management team and personnel — the skills and
experience of the entrepreneur and the staff he/she
intends to recruit

e operations — premises to be used, production facilities,
IT systems

e financial forecasts — the future projections of sales,
profit and cash flow - for at least one year ahead.

IMPORTANCE OF BUSINESS PLANS

e Business plans are most important when setting up
a new business, but they should be referred to and
updated when important strategic choices are being
made too. The main purpose of a business plan for
a new business is to obtain finance for the start-up.
Potential investors or creditors will not provide finance
unless clear details about the business proposal have
been written down clearly.

e The planning process is very important too. If an
entrepreneur went into a new business — even if no
external finance was required — without a clear sense
of purpose, direction, marketing strategies and what
employees to recruit, the chances of success would be
much reduced.

e Thefinancial and other forecasts contained in the plan
canbeused as the targets that the business should aim

for. The benefits of SMART objectives were explained
in Chapter 3, page 23.

STAKEHOLDERS AS USERS OF BUSINESS PLANS

Business plans may be of real benefit to the stakeholders
of both new and existing businesses. All organisations
must plan for the future - this is often referred to as
‘corporate planning’.

e Corporate planning for existing organisations can
involve adapting the original business plan to accom-
modate new or revised strategies, such as expansion
projects. If a major expansion is being considered,
bankers and other creditors will almost certainly ask
to see a business’s corporate plan before agreeing to
finance the expansion. This will help these stake-
holders to assess the risk and rewards from investing
in the expansion.

e The financial forecasts in a business plan can act as
budgets and control benchmarks for the internal
stakeholders such as business managers.

e Updated versions of the plan can be used to apply for
additional funding, to attract additional partners or to
supply data for the experts if a stock market flotation
becomes an option. Potential shareholders will not
invest without seeing a plan first.

e Employees will find that planning helps identify
specific objectives and targets and gives focus to their
work, which aids motivation.

e Suppliers may be able to tell from the parts of the busi-
ness plan that are communicated externally whether
it is worthwhile establishing a long-term trading rela-
tionship with the business.

Effective decision-making is one of the key roles of
management at all levels of seniority within an organisa-
tion. Making choices between different options is poten-
tially risky as the future success of a course of action can
never be assessed with great accuracy. Managers have
a range of techniques and tools available to reduce the
element of risk and increase the chances of them taking
effective decisions.

DIFFERENT APPROACHES TO DECISION-MAKING

There are two distinct ways in which managers can take
decisions: through the use of intuition or by the scientific
analysis of data.

' KEY TERMS

intuitive decision-making involves making decisions based
on instinct or ‘gut feeling” (perhaps based on the manager’s
experience) for a situation and the options available
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scientific decision-making involves basing decisions on a
formal framework and a data analysis of both the problem
and the options available

In reality, the two extremes often become blurred and
most decisions will be taken by managers after some
consideration using both their instinct and analysis of
the data available (see also ‘Decision-making approaches
and techniques’, page 60.)

THE FRAMEWORK

Figure 6.1 shows a formal decision-making framework
that could be used by managers who adopt a scientific
approach to decision taking.

7 Control

and review
against 2 Assess and
objectives clarify problem

\

6 Plan and
implement 1 Set
decision — objectives 3 Ga’chel'l data
action! (SMART) |t:0r oat?lz rfe
5 Use\ /
appropriate 4 Consider ideas

tools to decide

- d opti
between oplonsk/ and options

a/ i o
Onstrajngs (law, economys ©

Figure 6.1 The decision-making framework
Stages in the decision-making framework include:

1 Setobjectives. These will define what the organisation
is trying to achieve and will be used to assess the final
success of the decision.

2 Assesstheproblem orsituation. Why does a decision have
to be taken? Are sales or profits declining? Is there an
opportunity to take over a rival business? The problem
or situation that requires a decision to be made must
be analysed carefully using, for example, the fishbone
diagram (see Figure 6.2, page 60).

3 Gather data to analyse both the extent of the ‘problem’
and the information needed to assess the options
available. This data could be primary and secondary
market research data or cost data.

4 Consider all the options available — perhaps by brain-
storming or using past experience of similar situations.
However, original or innovative ideas might be more

successful than using options that have been decided
on previously.

5 Decide between the alternative ideas or options using
decision-making tools such as decision trees (see page 61)
and investment appraisal methods (see page 185).

6 Plan and implement the decision. Making the deci-
sion is just one step; putting it into effect is just as
important. Resources must be prepared, staff trained,
budgets set and managers given authority to carry out
the decision successfully.

7 Control and review. Progress of the strategy must be
monitored against targets and budgets and at the end
of the time period set for the decision to take effect, the
achievements of the option chosen should be checked
against the original objectives set for it.

INTERNAL AND EXTERNAL CONSTRAINTS
Other issues to be taken into account include internal
and external constraints.

' KEY TERMS

internal constraints limiting factors in decision-making that
can be controlled by the organisation

external constraints limiting factors in decision-making that
are beyond the organisation’s control

Internal constraints include:

e organisationalstructure-thismightlimittheauthority
given to managers to put decisions into effect

e financial constraints —these might prevent ‘expensive’
decisions from being taken

e labour and other resource constraints — more of these
may need to be acquired

e attitude of the workforce to change — will they be likely
to accept or resist change?

External constraints would be identified through PEST
analysis and include:

e changes in the business cycle that may make raising
finance difficult or expensive, e.g. higher interest rates
during an economic boom

e changes in legal constraints that could influence
demand for new products manufactured as a result of
astrategic business decision, e.g. controls on the use of
polluting cars in cities.

Decision-making in most organisations is a continuous
process, not a series of discrete steps. This means that
experience gained from taking a recent decision will
assist in the next decision-making cycle and could mean
that intuition becomes more important than the scien-
tific data-based decision-making framework.

Q
R
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Table 6.1 compares the benefits of scientific and intuitive

Organisational planning tools

decision-making.

Less time consuming than a
scientific approach - could

be an advantage in a fast-
changing market situation
where a rapid decision is
needed.

Less costly than a scientific
approach - no expense of
collecting and analysing data,
use of expert consultants,
etc. This might be a particular
advantage to a small business
with limited resources.
Innovative or non-standard
situations, e.g. technology
advances, may not have
relevant data available on
which to base a ‘scientific’

solution.

Measurement

Lab error

Rust near
sample point

Environment

® Based on a formal
structure - less likely that
important points will be
missed in gathering data
and assessing options.

® Based on analysis of data,
e.g. market research,
costings, future returns.
The final decision is likely
to have a greater chance
of success than one based
purely on intuition.

® When risks are high or cost
is substantial it might be
considered irresponsible for
a senior manager to base
decisions on ‘gut feelings’.

Materials

\ Raw materials

THE FISHBONE DIAGRAM

| KEYTERM

fishbone diagram a visual identification of many potential
causes of a problem

The fishbone diagram —also known as a cause-and-effect
diagram or an Ishikawa diagram —may be used to analyse
a problem or situation. An example is given in Figure 6.2,
and is based on a brainstorming session where a team is
attempting to establish all of the possible causes of iron
contaminating a food product.

In this example, six main causes of the problem of iron
intheproductwereidentified. Theseare the mostcommon
main ‘bones’ that feature on the fishbone diagram. They
are sometimes called the 6Ms:

Methods — are the bottles used clean?

Machines - are there rusty pipes in the production
machines?

Manpower — is it skilled enough?

Materials — are the raw materials to blame?
Measurement — is the calibration incorrect?

‘Mother nature’ (the environment) - is the working
environment contaminated?

4 Table 6.1 Benefits of intuitive and scientific decision-making

Methods
\ Analytical procedure

\Supplier \ City

\Supplier 1

(o) 7
<8\\ Truck 30\ plant 7%\ Supplier 2
)

Lab solvent contamination

System

analyst

A ")
% S %
2 > 2
N N
Iron in
product

Maintenance

Manpower

Figure 6.2 Example of a fishbone diagram
Source: Nancy R. Tague (2004) The Quality Toolbox (ASR Quality Press, 2nd edition)

Machines
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More detailed discussion of each of these causes led to the
factors laid out in the form of the ‘smaller bones’ of the fish.
Stages in the fishbone process include:

1 Agree on the problem statement and write this in the
centre of the whiteboard or screen.

2 Brainstorm the main categories of the causes of the
problem, or use the common generic ones (the 6Ms).
These become the six main bones of the fish.

3 Brainstorm all of the detailed reasons why problems
might occur under each of these headings — the small
fish bones.

4 Analyse the findings of the group as shown on the
diagram. Investigate the most likely causes of the
problem — more research might now be necessary.

Once this process has been completed the business can
put strategies in place to remove the most likely causes
of the problem, perhaps by adopting different quality
assurance systems.

DECISION TREES
Thisis a technique that considers the value of the options
available and the chances of them occurring.

[ KEYTERM

decision tree a diagram that sets out the options connected
with a decision and the outcomes and economic returns that
may result

This technique is based on a diagram that is drawn to
represent four main features of a business decision:

e all of the options open to a manager

e the different possible outcomes resulting from these
options

e the chances of these outcomes occurring

e the economic returns from these outcomes.

By comparing the likely financial results from each
option, the manager can minimise the risks involved
and maximise the potential returns.

Constructing decision trees
The tree is a diagram, which has the following features:

e Itis constructed from left to right.

e Each branch of the tree represents an option together
with a range of consequences or outcomes and the
chances of these occurring.

e Decision points are denoted by a square — these are
decision nodes.

e A circle shows that a range of outcomes may result
from a decision — a chance node.

e Probabilities are shown alongside each of these
possible outcomes. These probabilities are the numer-
ical values of an event occurring — they measure the
‘chance’ of an outcome occurring.

e The economicreturns are the expected financial gains
or losses of a particular outcome - the ‘pay-offs’.

Working out ‘expected values’

 KEYTERM

expected value the likely financial result of an outcome
obtained by multiplying the probability of an event occurring
by the forecast economic return if it does occur

Therefore, the expected value of tossing a coin and
winning $5 if it comes down heads is 0.5 x $5=$2.50.
In effect, the average return, if you repeated this a
number of times, would be to win $2.50 - this is the
expected value. The purpose of a decision tree is to
show that option which gives the most beneficial
expected value.

For example, the manager of an events-organising
business has to decide between holding a fund-raising
auction indoors or outdoors. The financial success of the
event depends not only on the weather, but also on the
decision to hold it indoors or outdoors.

Table 6.2 shows the expected net financial returns
or ‘economic returns’ from the event for each of these
different circumstances. From past weather records for
August, there is a 60% chance of fine weather and a 40%
chance of it being poor. The indoor event will cost $2000
to arrange and the outdoor event will cost $3000.

Fine | $5000 | $10000
$7000 | $4000

Poor ‘

Table 6.2 The possible economic returns from the alternative options

The decision tree of the event is shown in Figure 6.3. This
diagram demonstrates the main advantages of decision
trees:

e They force the decision-maker to consider all of the
options and variables related to a decision.

e They put these on an easy-to-follow diagram, which
allows for numerical considerations of risk and
economic returns to be included.

e The approach encourages logical thinking and discus-
sion among managers.

_
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Indoors
($2000)

Outdoors
($3000)

Figure 6.3 Decision tree for the fund-raising auction

Using the tree diagram in Figure 6.3, which option would
give the highest expected value — holding the event
indoors or outdoors? The answer is gained by calculating
the expected value at each of the chance nodes. This is
done by multiplying the probability by the economic
return of both outcomes and adding the results. The
cost of each option is then subtracted from this expected
value to find the net return.

This is done by working through the tree from right to
left, as follows (see Figure 6.4):

The expected value at node 1 is $5800.

The expected value at node 2 is $7600.

Subtract the cost of holding the event either indoors or
outdoors.

Indoors=$5800-$2000=$3800
Outdoors=$7600-$3000=$4600

ACTIVITY 6.1
Read the case study below and then answer the questions
that follow.

Expansion decision

The owner of a service station is planning to expand the
business. The two options are to build a forecourt to sell
petrol or to construct a showroom to sell cars. The esti-
mated building costs are: petrol forecourt - $100000;
car showroom - $150000. The forecast economic conse-
quences or pay-offs during the expected lives of these
investments will depend on the level of demand in the
economy, as shown in the table below. The probability
of demand being low during the life span of these invest-
ments is 0.2 and the probability of high demand is 0.8.

0.6 Fine

$5000
0.4 Poor

$7000
0.6 Fine $10000
0.4 Poor

$4000

Therefore, the events manager would be advised to
hold the event outdoors as, on average, this will give the
highest expected value. The other option is ‘blocked off’
with a double line in the figure to indicate that this deci-
sion will not be taken.

Decision trees - an evaluation

The primary limitation concerns the accuracy of the data
used. Estimated economic returns may be quite accurate
when they concern projects where experience has been
gained from similar decisions. In other cases, they may
be based on forecasts of market demand or ‘guestimates’
of the most likely financial outcome. In these cases, the
scope for inaccuracy of the data makes the results of
decision-tree analysis a useful guide, but no more. In
addition, the probabilities of events occurring may be
based on past data, but circumstances may change. What

High $500000
$400000 |

$800000
$200000

Low ‘
The economic returns from the two options

15 marks, 28 minutes
1 Show these options on a decision tree, adding the
pay-offs and probabilities. [6]

2 C(alculate the expected value of both investments and
recommend which option should be taken. [6]

3 State three other factors that you consider might
influence the business owner’s final decision. [3]



1 BUSINESS ORGANISATION AND ENVIRONMENT

' Indoors $5800
' (82000)
$3800
$4600
Outdoors $7600 2
($3000)

Figure 6.4 Calculating expected values - working from right to left

was a successful launch of a new store last year may not
be repeated in another location if the competition has
opened a shop there first.

The conclusion is that decision trees aid the deci-
sion-making process, but they cannot replace either the
consideration of risk or the impact of qualitative factors
on a decision. The latter could include the impact on
the environment, the attitude of the workforce and the
approach to risk taken by the managers and owners of

ACTIVITY 6.2
Read the case study below and then answer the questions
that follow.

Which market?

Joe Keenan had an important decision to take. He operated a
mobile market stall selling cooking pans and kitchen equip-
ment. He has to decide which market to visit next Saturday.
There are four options but, of course, he can only go to one
town. He has estimated the revenues he could earn from
each location by using past records and by consulting with
other stall-holders. His estimates in dollars ($), together with
the chances of earning them, are given below:

$3000 Fine 0.6 x $5000
Poor 0.4 x $7000

$2800

$6000 Fine 0.6 x $10000
Poor 0.4 x $4000

$1600

the business. There may well be a preference for fairly
certain but low returns, rather than taking risks to earn
much greater rewards.

Finally, remember that the expected values are average
returns, assuming that the outcomes occur more than
once. With any single, one-off decision, the average will
not, infact, be the final result. Decision trees allow a quan-
titative consideration of future risks to be made — they do
not eliminate those risks.

22 marks, 35 minutes

1 Using the data above draw a decision tree of the
options Joe has and add the probabilities and
forecasted economic returns. [6]

2 (alculate the expected values of the four options
that Joe has. Which town market should Joe visit on
Saturday on the basis of quantitative data alone? [10]

3 Explain three factors that could influence the
accuracy of Joe’s forecasts. [6]
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THEORY OF KNOWLEDGE

‘Chance favours only the prepared mind.” Louis Pasteur

1 Explain what you understand by this statement.
2 To what extent does the use of the decision tree business
technique support Louis Pasteur’s statement?

]
e 7))
SWOT analysis

SWOT analysis a form of strategic analysis that identifies and
analyses the main internal strengths and weaknesses and
external opportunities and threats that will influence the
future direction and success of a business

A SWOT analysis provides information that can be
helpful in matching the firm’s resources and strengths to
the competitive environment in which it operates. It is,
therefore, useful in strategy formulation and selection. It
comprises:

S = strengths These are the internal factors about a
business that can be looked upon as real advan-
tages. They could be used as a basis for developing a
competitive advantage. They might include experi-
enced management, product patents, loyal workforce
and good product range. These factors are identified
by undertaking an internal audit of the firm. This is

often carried out by specialist management consult-
ants who analyse the effectiveness of the business and
the effectiveness of each of its departments and major
product ranges.

W = weaknesses These are the internal factors about
a business that can be seen as negative factors. In
some cases, they can be the flip side of a strength. For
example, whereas a large amount of spare manufac-
turing capacity might be a strength in times of a rapid
economic upturn, if it continues to be unused it could
add substantially to a firm’s average costs of produc-
tion. Weaknesses might include poorly trained work-
force, limited production capacity and ageing equip-
ment. Thisinformation would also have been obtained
from an internal audit.

O =opportunities These are the potential areas for expan-
sion of the business and future profits. These factors
are obtained by an external audit of the market the
firm operates in and its major competitors. Examples
include new technologies, export markets expanding
faster than domestic markets and lower rates of interest
increasing consumer demand.

T = threats These are also external factors, gained from
an external audit. This audit analyses the business
and economic environment, market conditions and
the strength of competitors. Examples of threats are
new competitors entering the market, globalisation
driving down prices, changes in the law regarding the
sale of the firm’s product and changes in government
economic policy.

This information is usually presented in the form of a
four-box grid as shown in Table 6.3.

Internal ® Specialist marketing expertise.
® A new, innovative product.
® Location of the business.

@ Quality processes and processes.

product or service.

® Any other aspect of the business that adds value to the

® Lack of marketing expertise.

e Undifferentiated products or services (i.e. in relation to
competitors).

@ Location of the business.

@ Poor-quality goods or services.

Damaged reputation.

External ® A developing market such as the internet.

® Mergers, joint ventures or strategic alliances.

profits.
® A new international market.
e A market vacated by an ineffective competitor.

Table 6.3 SWOT analysis - possible factors to consider

m‘

® Moving into new market segments that offer improved

A new competitor in the home market.

Price wars with competitors.

A competitor has a new, innovative product or service.
Competitors have superior access to channels of
distribution.

Taxation is increased on the product or service.
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SWOT AND STRATEGIC OBJECTIVES

The SWOT diagram focuses on the key issues under each
heading. Abriefoutline ofeach of these could then accom-
pany the diagram to make it more useful to the managers
responsible for strategic planning. This approach helps
managers assess the most likely successful future strate-
gies and the constraints on them. A business should not
necessarily pursue the most profitable opportunities. It
may stand a better chance of developing a competitive
advantage by identifying a good ‘fit’ between the firm’s
strengths and potential opportunities. In many cases, a
business may need to overcome a perceived weakness in
order to take advantage of a potential opportunity. SWOT
is a common starting point for developing new corporate
strategies, but it is rarely sufficient. Further analysis and

ACTIVITY 6.3
Read the case study below and then answer the questions
that follow.

Strategic Analysis of LVM Ltd

LVM owns an assembly plant for laptop computers. It
supplies products to some of the major brand names in
the computer industry, but it does not sell any under its
own name. Every six months the managers hold a key
strategic review meeting to consider the current position
of the business and the long-term plans. The following are
extracts from the most recent of these meetings:

Imran Khan - marketing director: ‘Sales of our latest
large screen models have exceeded expectations and the
switch towards laptops from desktop PCs is expected to
continue. The chance for computer companies to break
into the expanding Asian market when trade barriers are
lifted should lead to increased orders too. We need to
undertake some market research in Asia as this market
has higher growth potential than Europe, where most
of our computers are marketed. The development of
the newest mobile phone technology and links with the
internet remain a concern for us. We decided two years
ago not to develop this technology, and, if our competi-
tors succeed in getting a major breakthrough, then sales
of laptops will dive in some markets.’

Liz Collins - operations manager: ‘The automation
of the screen assembly section is now complete. We
managed to push this through while maintaining excel-
lent staff relationships. This was helped by our continued
expansion, which meant that no jobs were lost. We had to

planning are usually needed before strategic choices can
be made.

SWOT EVALUATION

Subjectivity is often a limitation of a SWOT analysis as
no two managers would necessarily arrive at the same
assessment of the company they work for. It is not a quan-
titative form of assessment so the ‘cost’ of correcting a
weakness cannot be compared with the potential ‘profit’
from pursuing an opportunity. SWOT should be used as
a management guide for future strategies, not a prescrip-
tion. Part of the value of the process of SWOT analysis
is the clarification and mutual understanding that
senior managers gain by the focus that SWOT analysis
provides.

turn down a big order from a big name brand last month
due to too little factory capacity and shortages of skilled
labour. I do urge you to agree to my plan to extend the
factory space by 35% and to train more new recruits.
Research into the lighter, faster computer that was agreed
on last year is making excellent progress and we will
soon have to decide whether to proceed to the production
stage.’

Lukas Klimas - finance director: ‘Our profits are
holding steady, but cash flow remains a concern due to
the expenditure on automated machines and research
costs. We would need to borrow substantially to finance a
factory extension. We would be in trouble if interest rates
increased - there is already some government concern
about inflation rising. There is a new range of grants avail-
able for businesses relocating into high unemployment
areas. We must stay aware of exchange rate movements
too - the recent depreciation helped our international
competitiveness.’

20 marks, 36 minutes

1 Prepare a SWOT analysis based on your assessment
of the internal and external factors that influence
LVM's success. [10]

2 Identify and evaluate two potential strategic options
available for LVM Ltd by using the SWOT diagram
prepared in question 1. [10]
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| OVER TO YOU

REVISION CHECKLIST

1 Why is planning essential for a new business?

2 Can an existing successful business stop planning for
the future? Explain your answer.

3 Identify and explain four key features of a typical busi-
ness plan.

4 In 2009, General Motors decided against selling off its
Opel and Vauxhall car manufacturing operations in
Europe. Why would GM stakeholders gain from having
access to the GM business plan for these operations?

REVISION ACTIVITY
Read the case study below and then answer the questions
that follow.

The Great Walmart of China
Before moving into China, America’s biggest and most
successful retailer had to learn its business all over again.
‘China will be as big and as successful a market for Walmart
as the United States,” said a Deutsche Bank retail analyst.
However, this will not be easy as China’s retail market is
dominated by domestic retailers and other foreign retailers
have gained ground quickly. Carrefour, the French group, had
sales in China in 2008 nearly 50% bigger than Walmart’s.
Success is not guaranteed, despite the careful analysis that
Walmart did before making the big strategic move into China.

The company identified its strengths - such as huge
economies of scale - and possible weaknesses - such as
being seen mainly as a US retailer. It also identified the great
opportunities offered by the retail market in China - with
the world’s largest population and fastest-growing
economy. There were obvious threats to success too - such
as Carrefour’s expansion plans.

The management then focused their attention on the
wider issues that would be important in China. These
included political and legal differences with the USA,

5 Explain the key differences between scien-
tific decision-making and intuitive decision-
making.

6 Identify two factors under each of the SWOT
headings for any business in your own
country.

@) 7 Explain two advantages of using decision
trees.

@ 8 Explain two limitations of using decision
trees.

economic factors such as the yuan exchange rate, social and
cultural factors that could determine demand for certain
goods and the impact of technological change on retailing
practices and consumer buying habits.

Despite all of this strategic analysis, according to Strategic
Resource Group, ‘Walmart is being outmanoeuvred by
Carrefour because its executives have taken too long to
understand the Chinese market and add stores.” Perhaps
one of the problems for retailers, even giant ones such as
Walmart, is the possible lack of a core competence, other
than substantial economies of scale, that could allow them
to differentiate what they offer to retail consumers.

24 marks, 44 minutes
1 Why do you think it is important to analyse the
existing strengths and weaknesses of a business
before taking a major strategic decision? [8]

2 Explain, from Walmart’s point of view, the strengths,
weaknesses, opportunities and threats in the case of its
expansion in China. [8]

3 Explain why it would have been important to
consider the major differences between China and
the USA before going ahead with this expansion. [8]
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EXAM PRACTICE QUESTION
Read the case study below and then answer the questions
that follow.

25 marks, 45 minutes

1 Produce a SWOT analysis
for Four Seasons Leisure’s
current position. [8]

FOUR SEASONS LEISURE

Afteraperiod of consolidation in 2008—9, when the Four Seasons leisure
group saw a big contraction in demand due to the world economic slow-
down, the company is looking to increase its share of the upmarket, @) 2 a Construct a fully labelled

all-inclusive holiday resort market. Thirty years of providing holidays
to high-income European and North American consumers make Four
Seasons Leisure one of the most prestigious brands in the Caribbean.

Despite the recession, the company performed fairly well in 2009.
Profits fell 5%, but this compared favourably with an industry average
profit decline of 9%. Four Seasons has attributed the group’s relative
success to effective management from a team of people that have
considerable knowledge and expertise in the market.

The management team is not complacent, however. The chief exec-

decision tree showing

Four Seasons’ options.  [5]
Calculate the expected
values for each option. [6]
On financial grounds

state which option Four
Seasons should choose. [2]
Analyse one weakness

for Four Seasons of using
decision tress as a basis

utive officer, Austin Walsh, thinks the company’s concentration in the
Caribbean is a weakness because of competition from new holiday
destinations such as Dubai. Austin believes the company needs to
expand into some of the new destinations that its customers are inter-
ested in visiting. The directors are considering three options for 2013:

for making this business
decisions. [4]

Option 1 | Open new -100
resort in Dubai

Option 2 | Open new 150 500 300 -50
resort in
Thailand

Option3 | Upgrade 80 150 120 100
existing resorts
in Caribbean

The consultancy that produced the projected costs and profit data
believe that there is a 20% chance of fast economic growth, 50% chance
of normal economic growth and a 30% chance of a recession.
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07 Growth and evolution

On completing this chapter
you should be able to:

This chap

SETTING THE SCENE

Tale of two industries

The size of the average Indian steel plant compared to the size of the average
Indian retail shop could not be more different.Steel plants employ thousands
of workers, have millions of dollars of capital invested in advanced equipment
and produce annual output valued in the millions too. Tata, one of the largest
steel makers in the world, has recently grown by taking over European steel
giant Corus. Contrast this with typical Indian retail outlets. The small shop-
keepers and street hawkers that presently account for over 95% of Indian
retail sales often employ just a few workers with little investment in modern
technology. But all this could be about to change. There is a growing trend of
mergers and takeoversin the retail sector. Large retail groups, such as Reliance
and Walmart, are becoming established. It is claimed that the market share of
this organised sector will be 25% by 2015. A pressure group of small retailers,
the National Movement for Retail Democracy, is organising demonstrations to
demand that big corporations leave the retail industry.

Points to think about:

® Why is the average steel
plant so much larger than
the average shop?

Would Indian consumers
benefit from more
small shops or more
shops owned by large
corporations?

How might consumers of
steel, such as car makers,
benefit from a takeover of
Corus by Tata?

Why might average costs
of production fall as a
business increases its
scale of operations?

Tata steel plant, India
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There is a huge difference between the scale of opera-
tions of a small business — perhaps operated by just one
person — and the largest companies in the world. Some
of the latter have total annual sales exceeding the GDP
of small countries! In 2009, ExxonMobil recorded sales of
over $375 billion, yet the GDP of Thailand, for example,
was $260 billion.

[ KEYTERM

scale of operation the maximum output that can be achieved
using the available inputs (resources) - this scale can only
be increased in the long term by employing more of all
inputs

There are risks and costs involved in increasing the scale
of production - purchasing land, buildings, equipment,
employing more staff — and the capital used for this will
always have alternative uses. Firms expand capacity by
increasing the scale of production to avoid turning busi-
ness away and to increase market share, but they also
benefit from the advantages of large-scale production —
these are called economies of scale.

| _EXAMTIP

Do not confuse ‘producing more” with increasing the scale of
operation. More can be produced from existing resources by
increasing capacity utilisation. Changing the scale of operation
means using more (or less) of all resources, for example opening
a new factory with additional machines and workers.

ACTIVITY 71
Read the case study below and then answer the questions
that follow.

Operating at full capacity

Ben Rishi is operations manager for a factory making
saucepans. The weekly maximum capacity of the factory
is 3000 units. The main limit on capacity is the old-
fashioned machine for stamping out the metal pans from
sheet metal. Purchasing another machine would be expen-
sive - and would require an extension to the building.
Workers are working very long shifts. Ben has also been
working long days to ensure that all the factory works at
full capacity. For the last three months, demand has been
high and last week there were orders for 3100 pots. Ben is

ECONOMIES OF SCALE

{ KEYTERM

economies of scale reductions in a firm’s unit (average) costs
of production that result from an increase in the scale of
operations

These cost benefits can be so substantial in some indus-
tries that smaller firms will be unlikely to survive due to
lack of competitiveness, such as in oil refining or soft drink
production. The cost benefits arise for five main reasons.

1 Purchasing economies

These economies are often known as bulk-buying econ-
omies. Suppliers often offer substantial discounts for large
orders. Thisis becauseitis cheaper for them to process and
deliver one large order rather than several smaller ones.

2 Technical economies

There are two main sources of technical economies.
Large firms are more likely to be able to justify the cost
of flow production lines. If these are worked at a high
capacity level, then they offer lower unit costs than other
production methods. The latest and most advanced tech-
nical equipment — such as computer systems — is often
expensive and can usually only be afforded by big firms.
Such expense can only be justified by larger firms with
high output levels — so that average fixed costs can be
reduced.

3 Financial economies

Large organisations have two cost advantages when it
comestoraisingfinance. First,banks often show preference
for lending to a big business with a proven track record and

under pressure from his managing director to see that this

number is produced. Ben is unsure whether to recommend
purchasing the new machine or to buy in components from
another firm in the city that has spare capacity.

20 marks, 42 minutes
1 Outline the problems facing Ben because his factory
is operating at full capacity. [6]

2 Analyse the advantages and disadvantages of the
two methods suggested for solving the problem.  [8]

3 Outline three cost advantages Ben's business
might gain if it expands the scale of production. [6]
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a diversified range of products. Interest rates charged to
these firms are often lower than the rate charged to small,
especially newly formed, businesses. Secondly, raising
finance by ‘going public’ or by further public issues of
shares for existing public limited companies is very expen-
sive. Therefore, the average cost of raising the finance will
be lower for larger firms selling many millions of dollars’
worth of shares.

4 Marketing economies

Marketing costs obviously rise with the size of a busi-
ness, but not at the same rate. Even a small firm will
need a sales force to cover the whole of the sales area. It
may employ an advertising agency to design adverts and
arrange a promotional campaign. These costs can be
spread over a higher level of sales for a big firm and this
offers a substantial economy of scale.

5 Managerial economies

Small firms often employ general managers who have
a range of management functions to perform. As a firm
expands, it should be able to afford to attract specialist
functional managers who should operate more effi-
ciently than general managers, helping to reduce
average costs.

| EXAMTIP
When answering IB questions about economies of scale, make
sure your answer is applied to the business in the question.

DISECONOMIES OF SCALE

([ KEVTERM

diseconomies of scale factors that cause average costs of
production to rise when the scale of operation is increased

If there were no disadvantages to large-scale operations,
nearly all industries would be dominated by huge corpo-
rations. Some are, of course, as with oil exploration,
refining and retailing - the benefits of large-scale produc-
tion are so substantial that smaller firms find it increas-
ingly difficult to operate profitably. In other industries,
the impact of ‘diseconomies of scale’ prevents one or
just a few firms from being able to completely dominate.
Diseconomies of scale are those factors that increase
unit costs as a firm’s scale of operation increases beyond
a certain size. These diseconomies are related to the
management problems of trying to control and direct an
organisation with many thousands of workers, in many
separate divisions, often operating in several different
countries. There are three main causes of management
problems.

S

1 Communication problems
Large-scale operations will often lead to poor feedback
to workers, excessive use of non-personal communica-
tion media, communication overload with the volume of
messages being sent, and distortion of messages caused
by the long chain of command. Poor feedback reduces
worker incentives.

These problems may lead to poor decisions being
made, due to inadequate or delayed information, and
management inefficiency.

2 Alienation of the workforce

The bigger the organisation, the more difficult it is to
directly involve every worker and to give them a sense of
purpose and achievement. They may feel insignificant
in the overall business plan and become demotivated,
failing to do their best. Larger manufacturing firms are
the ones most likely to adopt flow-line production and
workforce alienation is a real problem due to repetitive
and boring tasks.

3 Poor co-ordination and slow decision-making

Business expansion often leads to many departments,
divisions and products. The number of countries a firm
operates in often increases too. The problems for senior
managementare to co-ordinate these operations and take
rapid decisions in such a complex organisation. Smaller
businesses with much tighter control over operations and
much quicker and more flexible decision-making may
benefit from lower average production costs as a result.

LARGE-SCALE PRODUCTION - UNIT COSTS

The combined effect of economies of scale and disecon-
omies of scale on unit (average) costs of production is
shown in Figure 7.1. There is not a particular point of
operation at which economies of scale cease and disecon-
omies begin. The process is more difficult to measure
than this, as certain economies of scale may continue to
be received as scale increases, but the growing signifi-
cance of diseconomies gradually begins to take over and
average costs may rise. It is often impossible to state at
what level of output this process occurs, which is why
many managers may continue to expand their busi-
ness unaware that the forces causing diseconomies are
building up significantly.

SIGNIFICANCE OF SMALL AND MICRO-BUSINESSES

There is no universally agreed definition of small firms.
However, they usually employ few people and have a low
turnover compared to other firms. It is now common
to make a further distinction for very small businesses
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known as ‘micro-enterprises’. The European Union defi-
nitions are shown in Table 7.1.
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Figure 7.1 The impact of economies and diseconomies of scale on
average costs

Medium 51-250 over €10 over €10 million
million to to €34 million
€50 million

Small 11-50 over €2 million | over €2 million
to €10million to €10million

Micro 10 or fewer | up to up to €2 million
€2 million

Table 7.1 EU classifications of business size

Small firms (including micro-enterprises) are very
important to all economies:

e Many jobs are created by small firms and the small
business sector employs a very significant proportion
of the working population in most countries.

e Small businesses are often run by dynamic entrepre-
neurs, with new ideas for consumer goods and services
leading to wider consumer choice.

e Small firms create competition for larger businesses.
Without this competition, larger firms could exploit
consumers with high prices and poor service. For
example, the cost of air travel has fallen in recent years
due to the establishment of small airlines competing
with the large, established companies.

e Small firms often supply specialist goods and services
to important industries, e.g. car manufacturing,
allowing them to specialise in large-scale assembly.

e All great businesses were small at one time. The Body
Shop, for example, began in one small rented store in
1976. The large firms of the future are the small firms
today. The more small firms are encouraged to become
established and expand, the greater the chances that
an economy will benefit from large-scale organisa-
tions in the future.

e Small firms may have lower average costs than larger
ones and this benefit could be passed on to the
consumer too. Costs could be lower because of lower
wage rates paid, or the cost of the administration and
management of bigger enterprises may increase their
average costs dramatically.

The Body Shop opened its first shop in Brighton, England, in 1976

SMALL VERSUS LARGE ORGANISATIONS
The advantages and disadvantages of small and large busi-
ness organisations are summarised in Tables 7.2 and 7.3.

Recommending an appropriate
scale of operation

It is easy just to focus on the benefits of small businesses
in certain industries, for example in service industries
such as hairdressing. However, large businesses supply
most of the world’s consumer goods and they do so with
increasing efficiency and, in most cases, improvinglevels
of quality. There is no rule that can be applied when
deciding on the most appropriate scale of operation.
Business owners must weigh up and assess:

e owners’ objectives — they may wish to keep the busi-
ness small and easy to manage
e capital available —if limited, growth is less likely
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@ (an be managed and
controlled by the owner(s).

e Often able to adapt quickly
to meet changing customer
needs.

e Offer personal service to
customers.

® Find it easier to know each
worker, and many staff
prefer to work for a smaller,
more ‘human’ business.

® Average costs may be low
due to no diseconomies of
scale and low overheads.

@ Easier communication with
workers and customers.

@ (an afford to employ

specialist professional
managers.

Benefit from cost reductions
associated with large-scale
production.

May be able to set prices
that other firms have to
follow.

Have access to several
different sources of finance.
May be diversified in several
markets and products, so
risks are spread.

More likely to be able

to afford research and
development into new
products and processes.

Table 7.2 Potential advantages of small and large businesses

® May have limited access to
sources of finance.

® May find the owner(s) has
to carry a large burden of
responsibility if unable to
afford to employ specialist
managers.

@ May not be diversified, so
there are greater risks of
negative impact of external
change.

@ Unlikely to benefit from
economies of scale.

® May be difficult to manage,

especially if geographically
spread.

May have potential cost
increases associated with
large-scale production.
May suffer from slow
decision-making and poor
communication due to

the structure of the large
organisation.

May often suffer from a
divorce between ownership
and control that can lead to
conflicting objectives.

Table 7.3 Potential disadvantages of small and large businesses

e size of the market the firm operates in — very small
markets do not need large-scale production

e number of competitors — the market share of each firm
may be small if there are many rivals

e scope for scale economies — if these are substantial, as
in water supply, each business is likely to operate on a

large scale.

L EXAMTIP

If an examination question asks you to consider the most appro-
priate scale of production in a given situation, you will need to

assess these five factors.

_—

KNOWLEDGE

Some people have the erroneous idea that a small busi-
ness cannot effectively compete against larger competi-
tors. This concept is quite far from the truth. For example,
if someone were to ask you, ‘What is a major source of job
formations in America today?” what would you answer? If
you said small business, you would be right. How about
this question: “What is the major source of newly formed
individual wealth in this country today?’ Again, the small
business is the answer. Why, then, is there such misin-
formation about the strength, versatility and wealth of
small businesses? The answer is that usually large corpo-
rations get the lion’s share of publicity.

Source: e-commerce times

In the light of this article, discuss the view that in the
corporate world bigger is always better.

Business growth

The owners of many businesses do not want the firm to
remain small-although some do for reasons of remaining
in control, avoiding taking too many risks and preventing
workloads from becoming too heavy. Why do other busi-
ness owners and directors of companies seek growth for
their business? There are a number of possible reasons
including:

increased profits

increased market share

increased economies of scale

increased power and status of the owners and directors
reduced risk of being a takeover target.

INTERNAL GROWTH

Business growth can be achieved in anumber of ways and
theseformsofgrowth canleadtodifferingeffects onstake-
holder groups, such as customers, workers and competi-
tors. The different forms of growth can be grouped into
internal and external growth, as shown in Figure 7.2.

Business expansion

Internal External growth through
growth integration

Mergers Takeovers

Figure 7.2 Different forms of growth
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{ KEYTERM

internal growth expansion of a business by means of opening
new branches, shops or factories (also known as organic
growth)

An example of internal growth would be a retailing busi-
ness opening more shops in towns and cities where it
previously had none.

EXTERNAL GROWTH

{ KEYTERM

external growth business expansion achieved by means of
merging with or taking over another business, from either
the same or a different industry

The different forms of external growth are shown in
Figure 7.3.

ACTIVITY 7.2

Starbucks confirms rapid growth strategy

Howard Schultz, the chairman of Starbucks, confirmed
growth plans for the world’s largest chain of coffee shops.
The business will open at least 10000 new cafes over the
next four years by using internal growth. Schultz said that he
planned to double the size of the business in five years. At
the end of 2009, there were over 16600 stores worldwide.

China will be the main focus of this growth strategy. The
US giant opened its first Chinese branch in 1999 and now has
over 200 branches. ‘No market potentially has the opportu-
nities for us as China hopefully will,” said Schultz. Like many
western retailers, Starbucks sees China as its key growth
area due to its fast-growing economy, lack of strong local
competitors and sheer size of population. The business is also
expanding its network of branches in Russia and Brazil.

There are plans to increase sales of non-coffee products to
reduce reliance on hot drinks. It has expanded its sale of audio
books and music, and Sir Paul McCartney will be the first artist
to release an album on Starbucks’ ‘Hear Music” label.

This rapid internal expansion has not been without
problems. Consumer Reports magazine recently ranked
McDonald’s coffee ahead of Starbucks saying it tasted
better and costs less. This could be due to the time-saving
equipment that has been added to new Starbucks branches
that use automatic espresso machines instead of extracting
espresso shots in the traditional way. The chairman has
also criticised the time-saving policy of designing stores
uniformly rather than with some local decoration.

Source: www.iht.com and www.bbc.co.uk

Backward vertical integration —
same industry, towards supplier
A

Horizontal
integration — same
industry and same

Conglomerate stage of production

diversification —

different v

industry Forward vertical integration —
same industry, towards
customer

Figure 7.3 Forms of external growth

30 marks, 52 minutes

1 Why would you describe Starbuck’s growth strategy
as being an example of ‘internal growth’? [2]

2 Suggest two reasons why Starbucks has adopted
a rapid expansion strategy. [6]

3 Analyse the possible advantages of focusing growth
in China. [8]

4 Explain why Starbucks is planning to reduce its
reliance on just selling coffee. [4]

5 Discuss the potential economies and diseconomies
of scale that Starbucks might experience from
further expansion. [10]
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\' KEY TERMS

horizontal integration integration with firm in the same
industry and at same stage of production

forward vertical integration integration with a business in the
same industry but a customer of the existing business

backward vertical integration integration with a business in
the same industry but a supplier of the existing business

conglomerate integration merger with or takeover of a
business in a different industry

External growth is often referred to as integration as it
involves bringing together two or more firms. Table 7.4
provides a guide to the different types of integration,
their common advantages and disadvantages and the
impact they often have on stakeholder groups.

{" KEY TERMS

merger an agreement by shareholders and managers of two
businesses to bring both firms together under a common
board of directors with shareholders in both businesses
owning shares in the newly merged business

takeover when a company buys over 50% of the shares of
another company and becomes the controlling owner - often

referred to as ‘acquisition’

L EXAMTIP

If an examination question refers to a merger or takeover, you
should start by identifying what type it is. Do not forget that
mergers and takeovers often cause businesses as many prob-

lems as they solve.

Horizontal integration ® Eliminates one competitor.

Possible economies of scale.

® Scope for rationalising
production, e.g. concentrating
output on one site instead

Rationalisation may bring bad
publicity.

May lead to monopoly
investigation if the combined
business exceeds certain size

Consumers have less choice.
Workers may lose job security
as a result of rationalisation.

of two. limits.
® Increased power over
suppliers.
Forward vertical integration ® Business is able to control the | ® Consumers may suspect Workers may have greater job

promotion and pricing of its
own products.

® Secures an outlet for the firm'’s
products - may now exclude
competitors’ products.

uncompetitive activity and
react negatively.

Lack of experience in this
sector of the industry - a
successful manufacturer does
not necessarily make a good
retailer.

security because the business
has secure outlets.

There may be more varied
career opportunities.
Consumers may resent lack of
competition in the retail outlet
because of the withdrawal of
competitor products.

Backward vertical integration ® Gives control over quality,
price and delivery times of
supplies.

® Encourages joint research and
development into improved
quality of supplies of
components.

® Business may control supplies
of materials to competitors.

May lack experience of
managing a supplying
company - a successful steel
producer will not necessarily
make a good manager of a
coal mine.

Supplying business may
become complacent having a
guaranteed customer.

Possibility of greater career
opportunities for workers.
Consumers may obtain
improved quality and more
innovative products.
Control over supplies to
competitors may limit
competition and choice for
consumers.

Conglomerate integration ® Diversifies the business away
from its original industry and
markets.

@ This should spread risk and
may take the business into a
faster-growing market.

Table 7.4 Types of business integration

74

Lack of management
experience in the acquired
business sector.

There could be a lack of clear
focus and direction now that
the business is spread across
more than one industry.

Greater career opportunities
for workers.

More job security because
risks are spread across more
than one industry.
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ACTIVITY 7.3
Read the case studies below and then answer the
questions that follow.

Jet Airways takes over Air Sahara

India’s largest private airline, Jet Airways, says it has
agreed to buy out its smaller rival, Air Sahara, for $140
million. The takeover gives the airline a combined market
share of 32%. Jet Airways acquires the aircraft, equipment
and landing and take-off rights at the airports Air Sahara
had. ‘This deal is definitely going to be good news for Jet
Airways shareholders,” Jet Airways founder and chairman,
Naresh Goyal, said. Some analysts are predicting substan-
tial synergy (cost reductions and other benefits) from this
takeover. Better deals from aircraft manufacturers are
expected. Streamlining the two head offices into one unit
should reduce fixed costs. The interlinking of the different
air routes should allow more passengers to be offered
connecting flights with the new enlarged airline.

Before the takeover could go ahead, it had to be
approved by the Indian Ministry of Company Affairs.
There was some concern that the takeover could lead to
a monopolistic position, as Jet Airways will now enjoy a
dominant position on many domestic air routes.

Source: www.bbc.co.uk

Daimler sells Chrysler after failed merger

After nine years of trying to make the merger of two large
car makers work successfully, Mercedes Benz has at last
admitted defeat and sold its 80% stake in the US-based
operator, Chrysler. The merger never increased returns to
shareholders and it failed in its original aim of creating

JOINT VENTURES

[ KEYTERM

joint venture two or more businesses agree to work closely
together on a particular project and create a separate
business division to do so

Ajoint venture is not the same as a merger, but it may lead
to a merger of the businesses if their joint interests coin-
cide and if the joint venture is successful. The reasons for
joint ventures are:

a global motor company to compete effectively with
General Motors, Ford and Toyota.

Management problems in controlling the merged
businesses were huge. Distance between Germany
(Mercedes Benz) and the USA (Chrysler) made communi-
cation difficult. The car ranges of the two companies had
very little in common so there were few shared compo-
nents, and economies of scale were less than expected.
Culture clashes between the two management approaches
led to top-level director disputes over the direction the
merged business should take.

Source: www.timesonline.co.uk
35 marks, 58 minutes

1 Classify the type of integration used in both of these

case studies. Explain your answer. [6]
2 |If Jet Airways were now to merge with an aircraft
manufacturer:
a how would this merger be classified? Explain
your answer. [3]
b analyse two potential benefits to Jet Airways of
this merger. [6]

3 Assess the likely impact of the Jet Airways takeover
of Air Sahara on any two stakeholder groups. [10]

4 Using the DaimlerChrysler case study and any
other researched examples, e.g. AOL and Time
Warner, discuss why many mergers and takeovers
fail to give shareholders the benefits originally
predicted. [10]

e costs and risks of a new business venture are shared —
thisis a major consideration when the cost of developing
new products is rising rapidly

e different companies might have different strengths
and experiences and they, therefore, fit well together

e they might have their major markets in different
countries and they could exploit these with the new
product more effectively than if they both decided to
‘go it alone’.

Such agreements are not without their risks:

e Stylesofmanagementand culturemightbeso different
that the two teams do not blend well together.
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e Errors and mistakes might lead to one blaming the
other.

e The business failure of one of the partners would put
the whole project at risk.

STRATEGIC ALLIANCES

([ KEYTERM

strategic alliances agreements between firms in which each
agrees to commit resources to achieve an agreed set of
objectives

These alliances can be made with a wide variety of stake-
holders, for example:

e with a university — finance provided by the business to
allownew specialist training courses that will increase
the supply of suitable staff for the firm

e with a supplier - to join forces in order to design and
produce components and materials that will be used
in a new range of products. This may help to reduce
the total development time for getting the new prod-
ucts to market, gaining competitive advantage

e with a competitor — to reduce risks of entering a
market that neither firm currently operates in. Care
must be taken that, in these cases, the actions are
not seen as being ‘anti-competitive’ and, as a result,
against the laws of the country whose market is being
entered.

FRANCHISING

([ KEYTERM

franchise a business that uses the name, logo and trading
systems of an existing successful business

A franchise contract allows the franchisee to use the
name, logo and marketing methods of the franchiser.
The franchisee can, separately, then decide which form
of legal structure to adopt. Franchises are a rapidly
expanding form of business operation. They have
allowed certain multinational businesses, for example
McDonald’s and The Body Shop, to expand much more
rapidly than they could otherwise have done. Why would
a business entrepreneur want to use the name, style and
products of another firm? Consider Activity 7.4, which
includes all of the main features of a typical franchise
contract.

Table 7.5 summarises the benefits and disadvantages
of a franchised business for the franchisee.

__

e Fewer chances of new
business failing as an
established brand and
product are being used.

® Advice and training offered
by the franchisor.

® National advertising paid for
by franchisor.

@ Supplies obtained from
established and quality-
checked suppliers.

® Franchisor agrees not to
open another branch in the
local area.

® Share of profits or sales
revenue has to be paid to
franchisor each year.

@ Initial franchise licence fee
can be expensive.

® Local promotions may still
have to be paid for by
franchisee.

@ No choice of supplies or
suppliers to be used.

® Strict rules over pricing and
layout of the outlet reduce
owners’ control over own
business.

Table 7.5 Franchises - benefits and disadvantages to the franchisee

L T

Many McDonald’s restaurants are franchised outlets

This tool is commonly used to portray alternative
corporate growth strategies.

[ KEYTERM

Ansoff’s matrix a model used to show the degree of risk
associated with the four growth strategies of market
penetration, market development, product development
and diversification

Ansoff popularised the idea that long-term business
success was dependent upon establishing business strat-
egies and planningfor theirintroduction. His best-known
contribution to strategic planning was the development
of the Ansoff matrix, which represented the different
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ACTIVITY 7.4
Read the case study below and then answer the questions
that follow.

Harry goes it alone

Harry no longer enjoyed his job as second chef in a
famous hotel. He never liked taking orders from the head
chef and always hoped to use his talents preparing food
for customers in his own restaurant. The main problem
was his lack of business experience. Harry had just been to
a business conference and had been interested in the
franchising exhibition there. One of the businesses
offering to sell franchises was Pizza Delight. This firm sold
a new type of pizza recipe to franchisees and provided

all ingredients, marketing support and help with staff
training. They had already opened 100 restaurants in other
countries and offered to sell new franchises for a one-off
payment of $100 000. If Harry signed one of these
franchising contracts, then he would have to agree to:

e only buying materials from Pizza Delight

e fitting out the restaurant in exactly the way the
franchisor wanted

e making an annual payment to Pizza Delight of a
percentage of total turnover.

In addition, he would have to find and pay for suitable
premises and recruit and motivate staff. Pizza Delight

options open to a marketing manager when considering
new opportunities for sales growth.

He considered that the two main variables in a stra-
tegic marketing decision were:

e the market in which the firm was going to operate
e the product(s) intended for sale.

In terms of the market, managers have two options:

e toremainin the existing market
e to enter new ones.

In terms of the product, the two options are:

e selling existing products
e developing new ones.

When put on a matrix, these options can be presented as
shown in Figure 7.4.

claimed that its brand and products were so well known
that ‘success was guaranteed’. Since the product had
already been tested, there should be little consumer
resistance, and Pizza Delight would pay for national
advertising campaigns.

Harry was promised that no other Pizza Delight
restaurant would be permitted to open within five
kilometres of his. Harry was almost convinced that
this was the business for him. He had inherited money
from a relative. However, several things still bothered
him - for example,would it give him the independence
he so wanted?

24 marks, 45 minutes

1 What is meant by a ‘franchise agreement’? [4]

2 Explain three potential drawbacks to Harry of
agreeing to the terms of the franchise contract. [6]

3 If he decided to open his own restaurant but under
his own name, why might the risks of failure be
greater than for a Pizza Delight franchise? [4]

4 Using all of the evidence, would you advise Harry
to take out a franchise with Pizza Delight?
Justify your answer. [10]

As there are two options each for markets and for
products, this gives a total of four distinct strategies that
businesses can adopt when planning to increase sales.
These are shown on the matrix and can be summarised
as follows.

Market penetration

{ KEYTERM

market penetration the objective of achieving higher market
shares in existing markets with existing products

In 2009, Aer Lingus reduced some of the fares on its Euro-
peanairroutes—someevento aslittleas $15. The directors
of the company were attempting to aggressively increase
market share by taking passengers away from other low-
cost airlines. This is the least risky of all the four possible
strategiesin that there are fewer ‘unknowns’ —the market
and product parameters remain the same. However, it is
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PRODUCTS

Existing

Existing
Market penetration
Sell more in
existing markets

Markets
Market development
Sell existing products in
new markets

New

Figure 7.4 Ansoff’s matrix

not risk free as if low prices are the method used to pene-
trate the market, it could lead to a potentially damaging
price war that reduces the profit margins of all firms in
the industry.

Product development

([ KEYTERM

product development the development and sale of new prod-
ucts or new developments of existing products in existing
markets

The launch of Diet Pepsi took an existing product, devel-
oped it into a slightly different version and sold it in the
soft drinks market where Pepsi was already available.
Product development often involves innovation — as with
4G mobile phones — and these brand new products can
offer a distinctive identity to the business.

Market development

({ KEYTERM

market development the strategy of selling existing products
in new markets

This could include exporting goods to overseas markets
or selling to a new market segment. Lucozade used to be
promoted as a health tonic for people with colds and flu.
It was successfully repositioned into the sports drink
market, appealing to anew, youngerrange of consumers.

__

New

Product development

Sell new products in

existing markets Increasing risk

Diversification

Sell new products in
new markets

Increasing risk

Dell or HP can use existing business computer systems
and re-package them for sale to consumer markets.

Diversification

[ KEYTERM

diversification the process of selling different, unrelated goods
or services in new markets

The Virgin Group is constantly seeking new areas
for growth. Its expansion from a media empire to an
airline and then a train operator, then into finance,
is a classic example of diversification. Tata Industries
in India is another good example of a very diversified
business, making a huge range of products - from steel
to tea bags.

As the diversification strategy involves new challenges
in both markets and products, it is the most risky of the
four strategies. It may also be a strategy that is outside
the core competencies of the firm. However, diversifica-
tion may be a possible option if the high risk is balanced
out by the chance of a high profit. Other advantages of
diversification include the potential to gain a foothold in
an expanding industry and the reduction of overall busi-
ness portfolio risk.

EVALUATION OF ANSOFF’S MATRIX
The risks involved in these four strategies differ substan-
tially. Byopeningup these options, Ansoff’smatrixdoesnot
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direct a business towards one particular future strategy.
However, by identifying the different ways in which a
business could expand, the matrix allows managers to
analyse the degree of risk associated with each strategy.
Managers can then apply decision-making techniques to
assess the costs, potential gains and risks associated with
all options. In practice, in today’s fiercely competitive
world, it is common for large businesses to adopt multiple
strategies for growth at the same time.

While Ansoff’s analysis helps to map the strategic
business options, it has limitations too. It only considers
two main factors in the strategic analysis of a business’s
options — it is important to consider SWOT and PEST
analysis too in order to give a more complete picture.
Recommendations based purely on Ansoff would tend to
lack depth and hard environmental evidence.

Management judgement, especially based on experi-
ence of the risks and returns from the four options, may
bejustasimportant as any one analytical tool for making
the final choice.

Thematrixdoes notsuggestdetailed marketing options.
For instance, market development may seem to be the
best option, but which market/country and with which of
the existing products produced by the business? Further
research and analysis will be needed to supply answers to
these questions.

(' H) HiGHER LEVEL

Internal growth can be quite slow with, perhaps, only
a few branches or shops opening each year. However, it
can avoid problems of external growth such as the need
to finance expensive takeovers, offer new share issues or
expensive additional loans. Also, management problems
associated with bringing together very different busi-
nesses with their own attitudes and cultures are avoided.

External growth can lead to rapid expansion, which
might be vital in a competitive and expanding market.
However, takeovers can be very expensive and may result
inmanagement problems caused by the need for different
management systems to deal with a bigger organisa-
tion. There can also be conflict between the two teams
of managers — who will get the top jobs? —and conflicts of
culture and business ethics.

FRAMEWORK FOR BUILDING COMPETITIVE ADVANTAGE
Michael Porter, afamous managementresearcher, argues
that a firm’s strengths ultimately fall under one of two

headings: cost advantage or differentiation (or product
uniqueness). By applying these strengths in either a
broad way (industry wide) or in a narrow way (a market
segment) three generic strategies result.

Cost leadership strategy
Being the lowest-cost producer in the industry for a
certain level of product quality will allow the firm to
make higher profits than rivals or, if it lowers its prices
below the average of competitors, to increase market
share. Ryanair, one of Europe’s largest and most prof-
itable airlines, is also the lowest average cost airline.
Businesses adopting this strategy either sell products at
average industry prices to earn higher profit than rivals
or below industry average prices to gain market share.
Ryanair adopts the second of these pricing strategies.
The cost leadership strategy usually targets a broad
rather than a niche market.

Costleadership often stems from the followinginternal
strengths:

e high levels of investment in advanced production
methods, requiring access to much capital

e efficient production methods, e.g. low stock levels
and low numbers of components used to shorten the
production process

e efficient distribution channels, e.g. Ryanair only uses
the internet for selling tickets and communicating
with customers.

Differentiation strategy
Thisstrategyinvolves developingaproduct orservice that
offers unique features valued by customers. The value
added to the product or service by these features may
allow the firm to charge a premium price for it. Apple’s
constant research into innovative products allows it to
charge high prices for its differentiated products.

A differentiation strategy often results from the
following internal strengths:

e excellent research and development facilities and a
track record in developing unique products

e corporate reputation for innovation and quality

e strong sales team able to promote the perceived
strengths of the brand and the products.

Focus strategy

This concentrates on a narrow market segment, aiming
to achieve either a cost advantage or differentiation. This
can lead to a high degree of customer loyalty within the
market segment. For example, Princess Boats has a loyal
consumer following forits uniquely designed luxury motor
boats — some models costing millions of dollars. Discount
retailers, on the other hand, focus on low-income market
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segments through a strategy of low costs leading to low
prices. As the focus strategy can lead to imitation by rivals,
continued success will depend on continuing to tailor
a broad range of products to a relatively narrow market
segment that the business knows very well.

Porter’s strategies are shown in Table 7.6.

| OVER TO YOU

REVISION CHECKLIST

1 List four benefits to the economy of your country that
would result from the growth of the number of small
firms.

2 A computer manufacturer is planning to expand.
Explain to its management the difference between
internal and external growth.

3 A producer of fruit drinks in your country has asked
you to explain the difference between vertical forward
and backward integration. Give examples of each that
would be relevant for this business.

4 Two large banks in your country plan to merge.
Examine the advantages and disadvantages to the
businesses that could result from this integration.

5 In the example used in question 4 identify two stake-
holder groups that could be affected by this planned
merger.

6 In the example in question 4 explain the possible
advantages and disadvantages to these two groups
from the proposed merger.

7 Examine briefly three reasons why the owner of a small
business might decide not to expand the business.

8 Explain how a clothing design/manufacturing busi-
ness could use Porter’s generic strategies to expand.

REVISION ACTIVITY
Read the case study below and then answer the questions
that follow.

Caffe Nero and Asda - contrasting growth strategies
Although both companies have similar objectives - sales
growth, leading to profitability - Asda and Caffe Nero present
an interesting contrast in business strategy. The coffee bar
operator is going for market development. Gerry Ford, Caffé
Nero’s chairman who led the management buy-out of the
business in 2007, has set a target of 100 branches to be

Advantage
Target scope Low cost Product uniqueness
Broad Cost leadership Differentiation strategy

(industry wide) strategy

Narrow Focus strategy Focus strategy
(market (low cost) (differentiation)
segment)

Table 7.6 Porter’s generic strategies

o)

opened in Turkey. He said that he was ‘also looking around
Europe and scouting out China’. He is confident of success in
Turkey. He has appointed Isik Asur, a Harvard Business School
graduate, who used to run the Starbucks operation in the
country. He knows all about the changing consumer tastes

in the country as well as the political, social and economic
environment there.

Asda - number two supermarket chain in the UK - has decided
on the strategies of market penetration and product develop-
ment to build sales growth. New food stores will be opened
in the next few years in an attempt to gain ground on Tesco.
It aims to be the lowest-price supermarket to increase food
sales futher. In addition, it is expanding rapidly into non-food
retailing. It plans to open ten new Asda Living stores, selling a
huge range of items for the home, but not food.



on different strategies for the future - even though overall
objectives may be similar.

36 marks, 58 minutes

1
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Different businesses in different markets will often decide

3 Using Ansoff’s matrix, compare and contrast the
different strategies being adopted by these two
companies and comment on possible reaso