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Introduction

This Revision Book has been written specifically to help you prepare for the LCCI
Level 3 Certificate in Business Principles and Practice examination.
The book contains the core subject content required by syllabus, and is organised
and presented in topic sections that map to the syllabus. The content is presented
in a straight-forward manner, and in a similar order as the learning outcomes in the
syllabus to help you to find information easily. The language is simple and easy to
read and tables and diagrams are used to aid understanding.
To help you make the best of your revision, key terms are highlighted in bold and
‘Improve your grade’ tips are presented throughout. There is also an examination
guidance section at the back to help you better understand the examination format
and improve your examination technique.
As a revision guide, the book does not contain detailed explanations and examples of
concepts. In addition, the content is presented with the assumption that candidates
have achieved the Level 2 Business Principles and Practice and as such, it builds on
that foundation knowledge.
Teachers are expected to help candidates enhance their knowledge and understanding
by encouraging discussions that include local and international examples of the
concepts in practice.
This Revision Book is a very useful learning resource, whether in personal study or
classroom situations.
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Topic One
Business and its environment
Introduction
This section covers all the learning outcomes in Topic 1 of the syllabus.
Topic 1 looks at the nature of economic activity, the features of a market economy
and the impact of choice and opportunity cost on economic activity. It considers
how business objectives are determined and the increasing influence of external
factors on these objectives. This includes the influence of different groups on the
activities of a business and how the business attempts to resolve the competing
interests of these groups.
The topic also considers how the government can influence a business and the
possible consequences of government actions on the business.
The topic concludes by considering how developments in the international economy
can influence the objectives, activities and performance of a business.

1.1 The nature of economic activity

Improve your grade
Make sure you are
able to describe the
different factors of
production and the
return (payment) to
each of these – you
would have learnt
this at Level 2.

Economic activity (or business activity) involves combining economic resources
(labour, raw materials and capital) in order to produce products and services required
by the consumer. Economic activity is usually carried out by business organisations.
A successful business organisation will combine land, labour and capital in such
a way to enable it to meet the needs of its customers and make a profit. How
the resources are combined is the responsibility of the entrepreneur. The term
‘entrepreneur’ is used to describe those people who have specialist organisational
skills called enterprise. Entrepreneurs are central to the process of economic activity.
To make products and services, the business has to pay for the economic resources;
for example wages and salaries would be paid for labour. These are known as the costs
of production. The business then sells its products and services to the consumer with
the intention of making a profit. A profit is made if the amount of money received
from the consumer (revenue) is greater than the costs of production.

1.1.1 Features of a market economy
As stated above, business organisations produce products and services with the aim
of making a profit. The economic system which supports this is known as a market
economy or the free enterprise economy.
The market economy has a number of key features that enables it to operate
successfully. These are:

Improve your grade
Make sure that you
understand the
main features of a
competitive market
economy and are
able to provide
examples of how
the system operates
in practice.

1. Economic Freedom - People have the freedom to make their own economic
decisions. They have the right to decide what job they work in, and how much they
will accept as salary. A producer has the freedom to produce whatever products
or services they want, and decide at what price to sell them. Everyone has the
freedom to choose what is in their best interests as long as they do not interfere
with the rights of others.
2. Financial incentives - Business owners are usually motivated by how much profit
they can make. One measure of the success of a business is how much revenue it
earns in relation to its costs. Therefore, the overall goal of a business in a market
economy is to attract customers who will buy its products or services at a price
that gives the highest profits. Similarly, consumers seek products that offer the
highest quality for the lowest price.
3. Competition - There are usually many producers of any given product. This gives
consumers a choice. If they don’t like the price or quality of a product made by
one business, they can buy the product from another business. This encourages
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the producer to provide a high quality product or service, and charge a reasonable
price for it. If they don’t, they will lose sales – the greater the competition, the
more businesses will have to monitor their prices in relation to competitors.
4. Supply and Demand - The concept of supply and demand plays a role in
determining the pricing structure in a market economy. Generally, the greater the
available supply of products or services in relation to their demand, the lower the
price a business can charge. However, if demand is high but the supply is low, the
business can charge a higher price.
5. Private Ownership - In a market economy, private individuals or businesses own
the factors of production, as opposed to the factors of production being owned
by the government. These private individuals or businesses are known as the
private sector.
6. Limited Government Intervention - A market economy requires a “limited”
government, that is, a government that does not have absolute power over the
people, and plays no role in economic decisions. The government’s role is to help
maintain market stability and to improve the functioning of the economy.

Improve your grade
Make sure that
you can explain
the differences
between the private
sector and the
public sector – you
covered this in Level
2. This links to the
role of government
in promoting and
controlling business
activity.

Of all of the features stated above, the one which is perhaps central to the market
economy is the role played by the consumer. In the market economy ‘the consumer
is king’ as the actions of the consumer will determine the sales, profit and success of
any business organisation. The pattern, volume and value of consumer spending, i.e.
their level of demand for particular products, will influence business activity.

1.1.2 Business choices, decisions and opportunity costs
Every aspect of business activity, from the initial thoughts, ideas and concepts,
through to the actual production, involves indentifying choices and making decisions.
Businesses have to answer questions such as:
1. What to produce?
2. How to produce it?
3. Where to produce it?
4. Who to produce it for?
Answering these questions will involve the business making a choice – deciding on
one alternative instead of another. Opportunity cost is included in every decision
that is made. The opportunity cost of any decision is “what is given up as a result of
that decision”; in other words, it is the value of the next best opportunity.
Opportunity costs affect both individuals and business organisations. For example,
an individual choosing to go to university will do so at the expense of entering
employment. If we were to consider the question, “How much does it cost to go to
university for a year?”, we could add up the direct costs like tuition, books, stationery,
accommodation, etc. These are examples of explicit costs, i.e. costs that require a
money payment. However, these costs are small compared to the value of the time
it takes to attend classes, do homework etc. The amount that the student could
have earned if he/she had worked rather than attended school is the implicit cost of
attending university. Implicit costs are costs that do not require a money payment.
The opportunity cost includes both explicit and implicit costs.
Similarly, businesses have to choose between different alternatives when deciding
how to use their resources, and so there is always a trade-off in decision-making. A
business’s cost of production includes explicit costs, such as wages and salaries and
raw materials costs. But it also includes implicit costs. One of the most important
implicit costs is associated with the business’s capital. For example, if Olivia Appleby
starts a business with £100,000, the opportunity cost of this capital is what she
could have earned if she had taken the money and invested it elsewhere. If the rate
of return on her best alternative investment opportunity is 10%, the implicit cost of
capital is £10,000. This would be added to her other explicit costs of doing business
to calculate the opportunity cost.
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The importance of opportunity cost in a business context is that taking a different
approach or making a different decision may have resulted in lower costs of
production, increased sales and, as a result, greater profits. Therefore, the decisions
producers and consumers make regarding what to produce and buy, will have a
direct impact on the level of economic activity. Every decision involves choices,
and as resources are limited, the increased production of one product or service
means reduced production of another. When people make a decision, they compare
the costs and benefits of their choices, i.e. the opportunity cost, as they want to
gain the most benefit from the decision. As a result, a change in either costs or
benefits encourages people to make different decisions. An example of an incentive
that people respond to is a change in prices. In general, people are more likely to
buy something if it is cheaper, therefore increasing the demand and consequently
supply and the level of economic activity for that product. Similarly, if production of
a product becomes more costly, then there is an incentive to switch to other choices,
therefore reducing supply and the level of economic activity.

1.2 How business objectives affect decision-making and
business activities
1.2.1 The role of business objectives in planning and decision-making
Improve your grade
Make sure you
understand the
role of the different
functional areas
in a business –
Marketing, HR
and Finance
are particularly
important in the
context of this
exam. These were
all covered in Level 2.

At the start of the planning process, the business identifies its key mission, in other
words, the reason for its existence. Most business organisations will publish a written
mission statement – a short, distinct statement that encompasses its underlying
values. Mission statements are usually focused on areas such as quality, customer
service and performance.
Once the mission statement has been established, the organisation will set its
business or corporate objectives. Business or corporate objectives are “statements
of specific outcomes that are to be achieved”. These statements relate to the
business as a whole and tend to cover a range of key areas where the business wants
to achieve results. Areas may include: level of profit, market share, new product
development, productivity, financial and physical resources, employee relations and
public responsibility.
Business objectives are usually set by the top management of the business and
provide the focus for setting targets for the main functional areas of the business. They
provide a sense of direction and purpose for the business and form the foundation
for decision-making and planning. All decisions made by the organisation must be
in line with the business objectives, and plans must be focused on achieving these
objectives. Business objectives also provide a basis for measuring and controlling
the workforce, management and the entire business.

1.2.2 Impact of business objectives on organisational targets and budgets
To ensure that business objectives are achieved, they are used to set operational
targets for each of the functional areas. Targets are more specific than objectives
and identify the level of performance that the organisation aims to achieve. Targets
must be SMART:
 Specific – state exactly what is to be achieved
 Measurable – it should be possible to determine whether or not the target has
been achieved or the extent to which it has been achieved
 Achievable – should be possible considering the circumstances in which the
target is set
 Realistic –there should be sufficient resources to support the achievement of the
target
 Time-constrained – should have a definite completion date
If one of a business’s objectives is to “Improve company productivity by 10%”, then
each functional area will need to set operational targets related to this objective.
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Take for example the Human Resources function; the Director will need to determine
how to translate this objective into practice – what specific actions will need to be
put in place to achieve the objective and how success will be measured. Possible
targets the Human Resources Director could set to achieve this objective include:





Maintain absenteeism rate at x% over the next x months/years
Control labour turnover rate at x% over the next x months/years
Reduce recruitment costs per head by x% within the next x months/years
Achieve x average training days per employee annually by x date

Improve your grade
Think about possible
SMART targets for
the other functional
areas.

The Director would decide on the particular percentage rates and time frame for each
of the above, based on the organisation’s context and resources. If the above targets
were achieved by the HR department, then this will likely improve the effectiveness,
efficiency and productivity of the company’s staff, therefore, contributing to the
company achieving its objective to improve productivity by 10%.
Setting SMART targets allows the business to:





Define the agreed direction to achieve the objectives
Set performance targets for managers, staff teams and individuals
Measure on-going progress towards the achievement of the objectives
Motivate and reward managers, staff teams and individuals if targets have been
met

Budgets
In order to achieve the agreed targets, each functional area will have to be provided
with an adequate budget to enable it to purchase necessary raw materials, equipment
and staffing resources. Budgets allocated to the functional areas are decided based
on the amount and level of resources that will be needed to achieve the set targets.
It is important for a business to keep a regular check on the budgets allocated to
each functional area in order to ensure that its activities remain within the financial
resources available. It is of little value if SMART targets are met but the budget is
overspent since this will lead to lower profit levels or, in some instances, financial
losses.

1.2.3 Corporate Social Responsibility (CSR) as a business objective
One of the most recent influences on an organisation’s business objectives is the
concept of Corporate Social Responsibility (CSR).
Corporate Social Responsibility (CSR) can be defined as “operating a business in a
manner that meets or exceeds the ethical, legal, commercial and public expectations
that society has of business”. It is about understanding the impact of the business
on the wider world and considering how this impact can be used in a positive way.
Most organisations now include CSR business objectives in their planning function,
many of which will relate to:
 Educational initiatives e.g. offering work experience placements to students or
sponsoring educational activities
 Environmental initiatives e.g. recycling initiatives, waste management policies
 Social initiatives e.g. sponsorship of community events
 Trading activities e.g. fair trading practices with suppliers
 Employment practices e.g. family-friendly working for parents; equal opportunity
employment policies and practices
 Charitable sponsorships e.g. disabled charities, children’s charities
Corporate social responsibility (CSR) can affect almost everything a business does
and so businesses need to think about the way in which they conduct their activities.
For example:
 Choosing suppliers carefully can be an important part of the approach to CSR.
For example, the business might try to use local suppliers as much as possible.
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This helps to support the community and also reduces the energy wasted and
carbon emissions from deliveries. The business may also examine the employment,
health and safety and environmental practices of their suppliers to ensure that
they follow responsible working practices – this is necessary since the business’s
reputation can be damaged if it is associated with suppliers who abuse the rights
of their own workers or whose activities damage the environment.
When promoting products, the business should ensure that product information
and advertisements are accurate and that it ‘tells the truth’ without hiding anything
in small print. The business should be open and honest about its products and
services and should acknowledge and deal with problems as soon as they occur.
The business is expected to be fair and equitable in its dealings with employees
and must show that, as a responsible business, it is doing more than simply
complying with legal requirements.
The business could get involved in the local community – this could be by
supporting a local charity or sponsoring a local event.
The business needs to think how its business activities affect the environment and
need to put in place policies and practices to reduce the impact of their activities
on the environment.

The benefits of CSR in a competitive business environment
CSR can bring many indirect benefits which, in the long-term, may contribute to the
achievement of other more traditional business objectives such as sales growth and
profitability.
These indirect benefits may include:





Higher market profile
Positive publicity
Loyal customer base
Increased market share

Besides these indirect benefits, CSR can result in a competitive advantage for a
business. Any business hoping to do well in a competitive industry must create a
unique selling point to differentiate and set itself apart from the competition. Effective
CSR practices can help a business to do this. Building a reputation as a responsible
business helps the business to compete more effectively for the following reasons:
1. CSR initiatives can help to strengthen the business’s brand loyalty and consumer
support. Some consumers may choose to buy goods from a business that is
‘socially responsible’ even though they may be able to purchase the same goods
at a lower price from a different business.
2. CSR helps to reduce costs and risk – for example, reduction in recruitment
costs through reduced employee turnover and absenteeism rate due to equal
opportunity employment policies and practices; reduced costs due to energysaving and other environmentally sound production practices.
3. CSR polices such as a commitment to equal opportunities improves corporate
image and can help a business to recruit and retain the most talented employees
which can lead to more innovative products and services.
4. CSR initiatives can have a positive impact on attracting investment. Many investors
prefer to invest in companies with a good employee relations record, community
involvement, corporate governance and a commitment to the environment.
5. CSR initiatives can influence the decisions of the business’s stakeholders in its
favour. Stakeholders may prefer a business over its competitors specifically
because of the business’s engagement in CSR initiatives.
6. CSR can help to promote a positive corporate culture. It encourages a good
working relationship between managers and their staff, which encourages staff to
support and promote the business’s objectives.
CSR has to be incorporated into the business’s corporate strategy and, as with all
other business objectives, SMART targets will need to be set for CSR.
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1.3 How the interests of the major stakeholder groups influence
business activity
1.3.1 Why businesses need to be accountable to stakeholders
It is now generally accepted that business activities do not only impact on producers
and their customers but also impact on a number of different stakeholder groups
– i.e. those people who are directly or indirectly affected by the activities of the
business.
Stakeholder groups include:
 Shareholders
 Employees
 Consumers
 Suppliers
 Local community
 Government
 Financial institutions
 Management

Improve your grade
Do not confuse
‘shareholders’ with
‘stakeholders’.
Shareholders
own shares in the
company – they
own part of it.
Stakeholders have
an interest in the
company but do not
own it (unless they
are shareholders as
well).

The business not only has a responsibility to increase profits for its shareholders
but now has to consider the interest of other stakeholders in its decision-making.
The legal framework of the business environment forces companies to assume
certain responsibility to its stakeholders. Additionally, there are various economic
and ethical reasons to support why businesses should adopt a stakeholder view.
Ignoring the concerns of stakeholders might cause serious financial or reputational
disadvantages for business. Businesses cannot afford to disregard their stakeholders
because of these economic, legal, and ethical reasons; they have to learn how to
manage the different, and often conflicting, interests of the various groups.

1.3.2 The competing interests of the major stakeholder groups
Table 1.1 shows the interests of the major stakeholder groups and where there are
similarities and conflicts of interest among the groups.
Table 1.1: Comparing the interests of the major stakeholder groups

STAKEHOLDER
GROUP
SHAREHOLDERS

MAIN INTERESTS
 High profit margins
 Increased dividends
 Increased share value
 Reduction in production
costs/overheads

COMPARISON TO
INTERESTS OF OTHER
GROUPS
 Similar to other groups in
that they have a general
interest in the success and
growth of the business to
achieve their own main
interests
 However, there is direct
conflict with employees
as increased wages
and improved working
conditions may lead to
increased overheads,
reduced profits and
dividends
 Also, possible conflict with
management as expansion
may increase costs and
reduce profits in the shortterm
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STAKEHOLDER
GROUP
EMPLOYEES

MAIN INTERESTS
 Fair wages and salaries
 Good fringe benefits and
working conditions
 Job security
 Career progression

COMPARISON TO
INTERESTS OF OTHER
GROUPS
 Similar to other groups in
that they have a general
interest in the success and
growth of the business to
achieve their own main
interests
 Common interests with
management as expansion
may lead to greater job
opportunities
 However, there is direct
conflict with shareholders
as the need to increase
shareholders dividends
and reduce production
costs could mean no salary
increase, reduced benefits
and job losses

CONSUMERS

 High quality goods at
reasonable prices

 Potential conflict with
shareholders and
management in that
reduced production costs
may result in inferior
goods or high profit
margins resulting in higher
prices

SUPPLIERS

 Continued profitability

 Similar to other groups in
that they have a general
interest in the success and
growth of the business to
achieve their own main
interests

 Regular business
 Prompt payment for
goods and services

 Common interest with
management as expansion
may lead to increased
business and more orders
 However, possible conflict
with management
as management may
lengthen payment
periods to improve cash
flow – suppliers may face
financial difficulties as
a result. In addition, a
business may put pressure
on suppliers to reduce the
costs of the products they
supply, resulting in a fall in
profit levels for suppliers
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STAKEHOLDER
GROUP
LOCAL
COMMUNITY /
CITIZENS

MAIN INTERESTS

COMPARISON TO
INTERESTS OF OTHER
GROUPS

 Employment opportunities  Similar to other groups in
that they have a general
 Minimum disruption to
interest in the success
daily life
and growth of the
 Healthy and pollution-free
business to achieve better
environment
employment opportunities
 Common interests with
management as expansion
may lead to greater job
opportunities.
 However, there is also
the possibility of conflict
as expansion may lead
to increased pollution
and disruption in the
community

GOVERNMENT

 Employment for local
community
 Economic growth –
increased production
 Taxation paid by the
business

FINANCIAL
INSTITUTIONS

MANAGEMENT

 Continued profitability
 Loans repaid on schedule

• Increasing the size and
scale of business
• Improved cash flow
• Increase in profits

 Similar to other groups in
that they have a general
interest in the success and
growth of the business to
achieve their own main
interests
 Common interests with
management as expansion
may lead to greater job
opportunities, economic
growth and an increase in
tax collected
 Similar to other groups in
that they have a general
interest in the success and
growth of the business to
achieve their own main
interests
 Similar to other groups in
that they have a general
interest in the success and
growth of the business to
achieve their own main
interests
 Possible conflict with
owners as they may not
want to expand because
of increased costs in the
short term
 Possible conflict with
suppliers as suppliers
may not agree to longer
debt settlement period
– this will impact on the
business’ cash flow
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1.3.3 Managing the competing interests of stakeholder groups
As seen in Table 1.1, while there may be common interests amongst stakeholders,
often the interests of different stakeholder groups may come into conflict.
The business, therefore, needs to consider how it can meet the competing needs
and interests of the different groups. For example, how can the competing interests
of employees and shareholders be brought together?
Businesses can attempt to resolve these competing interests by stakeholder
engagement – listening, responding and acting on the views and concerns of the
different stakeholder groups. This includes using appropriate strategies to manage
and address the interests of these groups.
Some of the strategies and techniques that may be used include:
Improve your grade
Exam questions may
not only require you
to describe these
strategies but to
also identify which
would be most
suitable in a given
situation.

 Works Councils – these are made-up of both employer and employee
representatives and are organised to discuss and agree matters of common
interest concerning the business and its policies. The main idea of a council is
to allow a greater degree of employee input into the business. Council members
may be consulted on issues such as health and safety, working practices and
other related employment matters.
 Stakeholder Directors – This is where outside representatives are allowed to hold
non-executive positions on the Board of Directors of the company. Stakeholder
directors may represent suppliers, customers, employees or the local community.
Companies that sell directly to consumers often use this strategy to reflect
customer interests on their Board.
 Arbitration and Conciliation – These are formal processes used to resolve
conflicts between employers and employees. They can also apply to the settling
of disputes between firms and their suppliers (e.g. negotiating agreement on
contractual disputes rather than resorting to legal action).
 Share options and other performance-related pay - A share option allows the
employee to buy a certain number of shares at a fixed price, at some time in
the future, within the company. This widens employees’ participation in share
ownership and helps to align their interests with those of shareholders, therefore
reducing conflict of interest.
 Formal surveys and questionnaires – Some businesses ask their staff to complete
an annual ‘employee survey’ to ascertain their views on company policies and
working practices.

1.4 The role of Government in promoting and controlling
business activity
1.4.1 The role of the government
The government is responsible for the social and economic well-being of citizens.
In order to meet their responsibilities, most governments will formulate a range of
social and economic policies which are based upon the following objectives:
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 Improvement in standard of living – standard of living is closely related to quality
of life and is a measure of peoples’ ability to afford the necessary goods and
services and some amount of leisure. Improvements in the standard of living
means citizens are better able to afford goods and services.
 Sustained economic growth – Economic growth is measured by calculating the
monetary value of all the goods and services produced in a country over a given
time period, usually one year. Economic growth should lead to increased levels
of employment and improved standard of living.
 Price stability – no change or very slow change in the average price level; a
moderate rate of inflation. Inflation is a measure of the rate of increase in the
general price level over a given period of time. High inflation means that prices
of goods and services are increasing, which negatively affects standard of living.

 High levels of employment – the level of employment is measured in terms of the
unemployment rate, i.e. the percentage of the labour force who are not working
but actively looking for jobs. Unemployment needs to be addressed since any
unemployed labour will not be contributing towards the supply of goods and
services.

1.4.2 Why does the government seek to influence the level of business
activity?
Business organisations play a key role in determining the success or failure of
government objectives. For example, they produce goods and services, which lead
to economic growth; they compete against each other, which helps to stabilise
prices; they create employment opportunities, which helps to achieve a high level
of employment; they pay wages and salaries, which enables people to enjoy a
better standard of living; and they sell goods and services abroad, which promotes
international trade – and also promotes economic growth and job creation.
The government will, therefore, seek to influence the level of business activity in
order to achieve their economic objectives outlined in section 1.4.1.

1.4.3 How the government may seek to influence the level of business
activity
The Government has a number of ways by which it can influence the level of business
activity as discussed below:
 Fiscal policy
 Monetary policy
 Laws and regulations
Fiscal policy involves the use of government spending, taxation and borrowing to
influence the level of demand, output, employment and the pattern of economic
activity. Changes in fiscal policy will generally affect both demand and supply.

Improve your grade
A good
understanding
of the role of
government and
the three main
ways used to
influence business
activity is important
in answering
questions relating
to the interaction
between business,
government and the
economy.

Government spending - For example, increased government spending on physical
infrastructure (e.g. roads and bridges) will create a demand for heavy capital
equipment. Jobs will also be created in the construction industry, which will result in
people having more money to spend, consequently increasing total demand, supply
and hence the level of business activity. Similarly, an increase in welfare benefits
will provide people with more disposable income, therefore increasing their ability
to spend. This will then increase the level of demand for goods and services and
the level of business activity. An increase in government spending may also be
used to fund an expansion of new small business start-up or to provide subsidies
to businesses to help reduce their production costs, therefore enabling them to
produce more at cheaper prices. This will increase the level of demand and supply
of goods and services and consequently, the level of business activity and economic
growth. A reduction in government spending will have the reverse effect and will
decrease demand and supply.
Taxation - Changes in taxation can also influence the level of demand and supply
for goods and services. For example, raising taxes on income will reduce consumer
demand and the level of business activity since people will have less disposable
income and can, therefore, buy less. Similarly, if taxes on goods and services are
reduced, this will lead to lower prices, increased demand and increased business
activity. Demand and supply will also increase if there is a reduction in corporation
tax (a tax on the profits made by the business); if businesses are paying less tax on
profits, they will make higher post-tax profits, therefore, providing the potential to
increase their capital spending, output and increasing business activity. An increase
in corporation tax, income tax or taxes on goods and services will have the reverse
effect and will decrease demand, supply and economic activity.
Government monetary policy includes making changes to the interest rate. Interest
rate is the rate that is charged or paid for the use of money, usually expressed as an
annual rate. An interest rate is charged when an individual or business takes out a
loan. However, if an individual or business saves money in the bank they also receive
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a reward in the form of interest. If interest rates increase, consumers may save
more which then reduces the level of demand, as they are spending less. In addition,
disposable incomes may be reduced due to more expensive borrowing and the
increased expenses (e.g. mortgage payments) faced by consumers – this further
reduces the level of demand and the level of business activity.
An increase in the rate of interest would also make it more expensive for a business
to borrow money for expansion. As a result, it may reduce the level of its investment
in new plant and equipment which will impact directly on the amount of goods and
services being produced and the level of business activity. A reduction in interest
rates will have the reverse effect and will increase demand, supply and economic
activity.
Government laws and regulations can directly influence the level of business
activity. Anti-pollution legislation can be used to prevent businesses from engaging
in business activity that may pollute the environment. Health and safety laws result
in changes to the working environment and employment legislation, such as the
minimum wage, mean that firms cannot pay below a certain rate of pay.

1.4.4 Consequences of government economic policies on business
organisations
As discussed in section 1.4.3, government economic policies will always have an
impact on the level of business activity through either:
Improve your grade
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 An increase or decrease in the demand for goods and services
 An increase or decrease in the supply of goods and services
Any change in the level of business activity will directly affect the level of sales,
profitability and growth of a business. For example, an increase in general demand
for products and services will potentially lead to increased sales and profits for the
business.
Sometimes, government policies can have unintended negative consequences on
the business. For example, the government may introduce a minimum wage, (i.e.
workers cannot be paid below a certain wage rate), to ensure that workers are paid
fair wages and salaries and are not exploited.
However, this could result in unintended consequences for the business such as:
 a reduction in the general level of employment as business may not be able to
afford the same number of staff
 an increase in the costs of production due to increased labour costs
 a loss of profit and the possibility of a business failing (sales revenue does not
cover costs of production).
Similarly, if a government wishes to encourage people to save, it may increase
rates of interest. However, this will make business loans more expensive, which will
increase production costs and reduce overall profit levels.

1.5 How changes in the business environment impact on
businesses
1.5.1 The business environment
The business environment includes all those factors that affect a business’s
operations and is made up of the internal business environment and the external
business environment. In general, a business has more influence over its internal
environment than it has over its external environment.
It is important for the business to understand the environments in which it operates
so that it is able to respond to the opportunities, challenges and risks that are present.
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1.5.2 Factors affecting the internal business environment
The internal environment is the environment that has a direct impact on the business.
It includes the internal factors and resources that affect the running of the business.
These factors are generally controllable as the business can modify and alter the
factors to meet requirements. The factors affecting the internal environment include:
 Technological capacity – this includes the adequacy and suitability of machinery
and equipment available for use.
 Organisational culture – how things are done in the organisation.
 Management structure – the type of organisational structure and leadership
styles used (see Topic 2).
 Financial management – includes factors such as financial policies, the business’s
financial position, cash flow and capital structure.
 Human resources – includes the level of skill, motivation, work attitude, morale
and commitment of employees.
 Mission and objectives – the goals of the organisation and what it hopes to
achieve.

1.5.3 Factors affecting the external business environment
The external environment is the environment that has an indirect influence on the
business. Factors in the external environment cannot be controlled by the business
and so must be assessed and considered in business planning. Factors affecting the
external business environment include:

Improve your grade
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 Political factors – these include government regulations and legal issues that
define the formal and informal rules under which the business operates.
 Economic conditions – these include factors, such as inflation, interest rates,
economic growth and unemployment that affect the purchasing power of
potential customers and the business’s cost of capital.
 Social factors - these include the demographic and cultural aspects of the external
environment (e.g. age distribution, career attitudes, population, education) that
affect customer needs and the size of the potential market.
 Technological factors - these include technological aspects such as research
and development activity, automation, technology incentives and the rate of
technological change.

1.5.4 How changing economic conditions affect the business
The most critical factors in the external business environment that impact on
the business, are changes in economic conditions. Economic conditions are the
characteristics or features used to assess how well an economy is doing. The four
main characteristics used are:





total output or income
unemployment rate
inflation rate
interest rate

These four factors are closely related in terms of their effects on the business. If
there is a stable increase in the output/income of the economy then this indicates
economic growth. Economic growth encourages higher employment rates and
increases people’s ability to spend; as a result the business’s sales and profits will
likely increase. This tends to boost business confidence, therefore, encouraging
expansion into new markets. If output/income decreases over time then it will have
the reverse effect. Businesses selling luxuries (e.g. holidays, home furnishings) are
much more sharply affected by changes in economic growth, so these businesses
must factor this into their business plans. However, consumers may choose to switch
their demand away from cheaper products to higher quality, more expensive ones
so businesses selling premium brands may also benefit.

Improve your grade
An exam question
may ask you to
discuss the impact
of changes in a
particular economic
condition. It is,
therefore, important
that you are able
to explain how
changes in each
economic condition
impacts on the
business.

If the rate of inflation increases, the business may have to pay more for raw materials
and may not be able to compete with businesses importing cheaper goods from
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other countries. In addition, employees may demand higher wages therefore
increasing production costs and prices, and likely reducing the amount of goods
produced. As a result, sales of non-essential products and services may fall.
When the inflation rate goes up, it is likely that the interest rate will also increase
to make up for the loss in the value of money. An increase in the interest rate will
encourage consumers to spend less and save more; this will reduce the sales and
profits of the business. At the same time, an increase in the rate of interest would
make it more expensive for a business to borrow money for expansion. As a result,
the business may have to postpone its expansion plans or, if it still goes ahead, the
investment will be more expensive and risky. A decrease in the interest rate will
make it cheaper for businesses to borrow and may increase sales as consumers
spend more and save less.

1.5.5 External constraints and considerations on business activities
As stated in 1.5.3, business activity is affected by various factors in the external
environment. These factors limit or constrain the operations of the business in
different ways:
1. The action of competitors – even though the business can undertake competitor
analysis to better understand their competitors and their offer, it would still be
constrained by their marketing and pricing strategies as it cannot change these.
2. Legal requirements – these are what is legally expected and so the business has
no choice but to comply with these; for example, Consumer Laws require that
businesses must provide relevant information about their products or services.
3. Social constraints – this refers to the tastes and buying patterns of consumers.
For example, in recent years, consumers have turned increasingly to healthy foods
as an alternative to those with high fat and sugar content. Businesses selling
these types of food products would be limited in their ability to increase sales
or expand the business due to the change in consumer tastes. Similarly, changes
in the size or composition of the population will affect patterns of demand; for
example, if there is a high proportion of older people in the population, then this
will affect the type of goods demanded.
4. Economic constraints – this refers to the disposable income of consumers;
generally, how much consumers have to spend. If consumers do not have much
to spend, then this limits the activities of the business. This links to the discussions
in sections 1.4.3 and 1.5.4.
5. Technological constraints – how the business operates and the type of goods or
services produced is dependent on the technologies available to it.
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Businesses need to be constantly aware of these environmental constraints and how
they change over time. Being aware of environmental constraints and environmental
change is important to businesses that want to plan ahead. As such, businesses
should try to anticipate changes that are likely to take place in the business
environment in the future. By anticipating change, businesses are able to adjust the
way they operate to be ahead of competitors.
Cultural and ethical considerations
In addition to monitoring environmental constraints, the business needs also to
be aware of any cultural issues which may impact upon its objectives, targets and
actions when formulating its business plans.
Cultural considerations and their influences are of significant importance when a
business sells its products in another country. In these circumstances the business
needs to be aware of aspects such as:
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Religion
Attitudes to foreign products
Roles of men and women within society
Impact of language
Attitudes towards different cultures

Failure to take account of such cultural considerations and influences can result in
poor sales, poor publicity and a negative public image.
Similar considerations should be given to business ethics. Business ethics are
concerned with the principles and values against which business decisions can be
judged. In the most basic terms this means “knowing the difference between right
and wrong and behaving in a way that is accepted as right, ‘acceptable’ or moral”.
However, this is not as easy as it sounds:
 Most people would agree that driving too fast on public roads increases the risk
of hurting pedestrians and other drivers. Therefore, is it unethical to sell sports
cars?
 Should food outlets be judged as unethical if their products contain high levels of
fat and sugars which are harmful to health?
 Is it unethical for bankers to be paid huge bonuses at a time of economic
uncertainty and high levels of unemployment?
Whether a business activity is unethical or not is likely to be a value judgment; in
other words, it depends upon the views of the individual. Some would argue, for
example that consumers should be free to eat unhealthy foods. Others, however,
would argue from a different standpoint that consumers should be discouraged
from doing so because of the social costs that such a lifestyle generates in the form
of higher health service costs.
Failure to take account of such cultural considerations and ethical influences can
impact negatively on the achievement of business objectives, business reputation
and relationships with stakeholders. This could result in poor sales, reduction in
profit and a negative public image.

1.5.6

Information Communication Technology (ICT)

Information & Communication Technology is a term that covers all forms of
computer and communication equipment and software used to create, store, transmit,
interpret, and manipulate information in its various formats (e.g. business data, voice
conversations, still images, motion pictures and multimedia presentations).
In business, ICT is often categorised into two broad types: 1. Traditional computer-based technologies – these include the standard
office application software such as word processing, database, spreadsheet,
presentation, desktop publishing and graphics software.
2. Digital communication technologies which allow organisations to communicate
and share information digitally; for example, email, instant messaging; websites,
intranet.

1.5.7 The need for Management Information
In the modern business environment, the business will have access to a large amount
of data relating to sales figures, production costs, number of consumers and profits
and so the growth of computers can be seen, in part, as a response to the needs of
the business to process this data (hence, data processing).
Processing raw data can be made more effective by using new technology to
communicate information to managers, employees, suppliers and customers. A
business will need to establish an effective Management Information System (MIS)
if its managers are to have access to high quality information. Such information
is vital if managers are to make the appropriate decisions in different business
situations. An efficient MIS system can allow managers to communicate information
to each other via the computer network.
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Similarly, access to the Internet enables the information to be communicated
between businesses and individuals in different countries.
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The influence of Information Communication Technology (ICT) on business
The influence of ICT on the business can be seen in a number of areas:
 As well as the development of an effective MIS system, there are opportunities for
the business to benefit from cost reductions through the use of on-line research
facilities to identify the best suppliers and obtain discounts on components and
raw materials.
 Access to wider markets is available via the Internet with consumers being able
to purchase goods directly from business organisations based in other countries.
Businesses, regardless of their size, can set up websites to advertise and sell their
products and services to consumers throughout the world. Similarly, consumers
can purchase products and services via the Internet without leaving their home.
 Improved communications with stakeholders via on-line access to product
information and ordering facilities can also stimulate business activity. Businesses
can now communicate with each other and with their consumers via e-mail
facilities and business meetings can take place via video-conferencing facilities.
Although it is generally accepted that new technology brings many advantages
to both the business and the consumer, it is important to consider the unintended
consequences of the continued development of new technology. Table 1.2 highlights
some of these consequences.
Table 1.2: ICT and its implications for business

Developments in ICT
The Internet

Influence on the business
environment

Implications for the
business

 Access to a wider market

 Increased sales

 On-line ordering facilities

 Increased production

 Price comparison sites

 Increased profits

 Social networking

BUT
 More competition

MIS

 Access to better quality
information

 Up-to-date and relevant
decision-making
 Reduced risks (due
to better quality
information)
BUT
 Potential for information
overload

Telecommunications

 Wireless technology
 Mobile technology
 Real-time, up-to-date
communication of
management information

 Opportunities for costsavings
 International
communications
BUT
 24/7 working patterns
established that may
negatively impact on
quality of life
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1.6 The influence of the global economy on businesses
1.6.1 The global economy
The growth in international communications networks such as the Internet and
developments in ICT have gone hand in hand with the development of what has
become known as the global economy.
The term global economy highlights the fact that most business organisations, from
the smallest sole trader to the huge businesses, located in countries throughout the
world are influenced by international business activities.
Features of the global economy include:
 The international trade in goods and services – the exchange of capital, goods
and services across international borders
 The international mobility of labour and capital – this refers to the movement of
workers and money between countries
 The existence of common markets and free-trade areas e.g. the European Union
(Europe), ASEAN (Asian countries) and CARICOM (Caribbean countries)
 International communications networks
 International currency exchange
 International currencies e.g. the Euro
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1.6.2 The influence of the global market on business operations and
practices
The global economy brings many opportunities but also significant challenges for
the business:
Opportunities:
 Access to more consumers – can result in an increase in the number of goods
produced and sold as well as an increase in profits. Increased output will likely
result in economic growth, one of the government’s economic objectives.
 Access to resources – the global economy opens up the opportunity for
businesses to gain access to those resources and raw materials that they may
not have been able to obtain in their own country.
 Access to a greater supply of skilled labour – the global economy has resulted
in an increase in the international mobility of labour. It is now easier for people to
work in different countries throughout the world. This increases the availability
of skilled labour and provides greater opportunities for business organisations to
develop new products and increase output.
 Access to overseas investors – business organisations often need large amounts
of capital in order to finance their development plans. They need to build new
factories and invest in new technology and new equipment. The global economy
provides businesses with the opportunity of obtaining finance from overseas
investors.
 Access to new technology – the global economy provides the business with
opportunities to use new technology developed in other countries which can
improve communications and the quality of management information to be used
by managers and other decision-makers within the business.
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Challenges:
 Greater level of competition from businesses in other countries – although
the global market provides access to a bigger market, this market will contain
businesses from other countries throughout the world, therefore increasing
competition. A business organisation operating in the global economy must
place a high priority on competitive prices and quality otherwise it will lose sales
to its international competitors.
 More knowledgeable consumers – access to the Internet provides customers
with the opportunity to carry out in-depth research into the availability, price and
location of goods and services. Consumers are no longer reliant on goods and
services provided by business organisations in their own country and can easily
switch their purchases to business organisations located in different parts of the
world.
 Need to invest in new technology – business organisations wishing to expand
their activities into the global market will need to have a way of communicating
with the consumer. Access to new technology will be of vital importance so that
websites can be developed along with electronic ordering and payment systems.
This can be very costly for a business.
 Need to develop new business objectives – a business organisation seeking
to become involved in the global economy will need to analyse the business
risks involved. When this has been undertaken, new business objectives, along
with SMART business targets, will have to be established in order to monitor and
measure progress. Internal budgets between the functional areas will also have to
be reviewed in order to ensure that the necessary resources are made available to
the managers of the functional areas.
These opportunities and challenges have a considerable influence on business
operations and practices as shown in Table 1.3.
Table 1.3: Influence of the global economy on business operations and practices

BUSINESS OPERATIONS
AND PRACTICES
Size and location of
operations

Management and
organisational structure
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IMPACT OF THE GLOBAL ECONOMY
One of the strongest effects of global trading on
a business is the size and location of business
operations. A business trading globally has
access to millions of consumers, which leads
to an increase in the number of products and
services produced and consequently the size of
the business’s operations. As businesses are free
to decide where they operate from, they often
set-up offices in cheaper and more efficient
locations, therefore spreading their operations
worldwide. For example, many manufacturing
businesses often locate factories in developing
countries to take advantage of lower labour
costs.
The management practices of a business in the
global market will need to be adapted to meet
the diversity of markets, cultures and workplaces.
There will be a more diverse labour force so
management styles and practices will have to
change according to the country culture. For
example, a participatory management style may
not work in countries where the culture expects
a separation between the roles of management
and staff. Organisational structure will likely
become more specialised and formal with an
emphasis on rules and regulations.

BUSINESS OPERATIONS
AND PRACTICES

IMPACT OF THE GLOBAL ECONOMY

Marketing

Businesses operating globally will need to
decide whether to maintain a global marketing
strategy, where they deliver a similar product
and marketing message in each country or a
targeted approach, where marketing is unique
to each market. This decision will partly be
based on individual countries, how they use the
product and the acceptance of certain marketing
messages. Marketing must be carefully
considered to ensure that the business does
not make any expensive mistakes because of a
difference in language and/or culture.

Distribution

The distribution of goods and services is
naturally affected when a business operates
globally as it needs to consider how to move
supplies and products. This is particularly
important for online businesses as they have to
store products and need a system in place to
ship to the different countries.

Competitive pressures

Although the global market gives rise to the
opportunity for increased sales, there are also
competitive pressures from the increase in the
number of firms.

Quality

One way that a business is able to create a
competitive advantage over its business rivals
is by creating a reputation for the production
of high quality products (think of the high
reputation of German manufactured goods).

Business performance

The performance of a business is more likely to
be judged against its international competitors
rather than its domestic rivals. Improved
performance will attract additional investment
from shareholders and financial institutions
which can be used to develop new products and
improve quality.
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Topic Two
Business Organisation, Management and Culture
Introduction
This section covers all the learning outcomes in Topic 2 of the syllabus.
Topic 2 looks at the nature of national and multinational types of business ownership.
It covers different types of organisational structures and the factors that should be
considered when choosing a suitable structure. The topic also considers the role
of leadership and motivation as functions of management, and the importance of
corporate culture, corporate image and corporate identify.

2.1 The nature of national and multinational types of business
ownership and their impact on the local economy
2.1.1 Why business activity may be conducted by the Government/State
In Topic 1, we discussed limited intervention of government in the market economy
and private sector ownership of the factors of production. However, there are
instances where the government will operate and control businesses on behalf of
the general public. These businesses are part of the public sector.
There are a number of reasons why the government would want to operate a business:
1. Social reasons – the government has a responsibility for protecting the interests of
its citizens and ensuring that measures are put in place to protect their health and
well-being. Because of this, the government may choose to operate a business
that provides essential services, such as health, to ensure that these services are
available to all.
2. Strategic reasons – in order to ensure the long-term prosperity of the country
and the safety of its citizens, the government will provide key services such as
education and social services.
3. Political reasons – the government may have political reasons for keeping the
provision of a particular product or service out of the private sector; it may be
that the government wants to prevent foreign takeover of essential industries or it
may want to avoid a monopoly situation, i.e. where a single business controls the
market for a product.
4. Economic reasons – the provision of some products and services may not be
profitable for private businesses and so the government has to provide these.
For example, it may not be profitable to provide transport and postal services to
remote parts of the country where only a few people live.
Improve your grade
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2.1.2 Features of a Multinational Corporation (MNC)
The growth of the global economy has resulted in the development of a new
type of business organisation – the Multinational Corporation or MNC. A MNC is
a business that manages the production of goods and services in more than one
country; examples include, Ford Motor Company, Toyota Motor Corporation, CocaCola Company, Tesco plc, Samsung Group, Virgin Group, Microsoft Corporation and
HSBC Holdings plc, among many others. These organisations employ thousands
of workers throughout the world and have established worldwide global brands for
their products. MNCs are usually structured in such a way that the Head Office of the
Corporation is in its country of origin whilst operations are located in host countries
using locally recruited staff.

There are several important features of a multinational corporation:
1. Large size – MNCs are the largest type of private sector business. Their assets
and sales run into billions of dollars, which results in them making high profits.
Sometimes the total value of their products worldwide is greater than the total
output and income of some developing countries.
2. International operations with centralised control – MNCs have business
operations located in different countries around the world. However, all these
operations are controlled by a single corporation, the parent or holding company,
which is located in its country of origin. International operations may be in the
form of a branch or subsidiary. If it is a branch, then it is fully owned by the
parent company. If it is a subsidiary, then it is ‘incorporated’ (i.e. limited company)
in the host country but the majority control is still exercised by the foreign parent
company.
3. Diversified operations - Through the process of mergers and takeovers, many
MNCs end up with a very diversified portfolio, i.e. producing a wide variety of goods
and services. They are often involved in many different types of operations such
as manufacturing, marketing, advertising, financing and research & development.
For example, the Virgin Group operations spans across sectors such as mobile
telephony, air and rail transportation, holidays, financial services, music, media
and fitness. As a result of this diversification and their size, MNCs often have a
big influence on the supply and price of goods and services.
4. Transfer of Resources - MNCs transfer resources such as advanced technology,
skilled staff, professionals, raw materials etc. from advanced countries to other
countries where they have operating branches.
5. Expert Management – MNCs are managed by highly qualified and experienced
professionals.

2.1.3 Advantages and disadvantages of a MNC to national economies
There is much discussion about the impact of the size and scale of the operations of
MNCs and the influence they may have on the government of their host countries.
Some people argue that MNCs increase employment opportunities and introduce
new technology and skills to host countries. However, others argue that MNCs result
in opportunity costs and unintended consequences to the host country, such as
increased pollution and damage to local businesses.
Table 2.1 summarises the advantages and disadvantages that MNCs may bring to
host countries.
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Table 2.1: Advantages and disadvantages of MNCs

ADVANTAGES
 Create employment opportunities
Improve your grade

 Train staff to a high level of expertise
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This means that
you will need to
expand on the
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 Bring new ideas and production
techniques
 Stimulate economic growth
 Produce goods which may not
otherwise be produced in the host
country
 Provide a market for home
producers
 Pay large sums of tax to the
Government of the host country
which can be used to provide social
and welfare benefits to its citizens
 Some MNCs contribute directly to
improvements in the host country’s
infrastructure
 Many MNCs support environmental,
community and educational
programmes in the host country

DISADVANTAGES
 Exploitation of raw materials may
damage the environment
 Many skilled managerial jobs created
may be filled by people from Head
Office in the country of origin
 Exert undue influence over
politicians and Governments and
may be able to obtain Government
contracts at preferential rates
 The host country may become overreliant on MNCs to the detriment of
its own local business organisations
 MNCs exert a powerful influence
over the market: they may be able
to influence price levels and reduce
the level of competition in order to
maximise their profits
 There will be a major impact on the
host country if the MNC decides to
close down its business operations

2.1.4 Features of a Franchise
To reduce the risk of starting and running a new business, an entrepreneur may
decide to enter into a franchise. A franchise involves an agreement in which a
business organisation (the franchiser) allows another (the franchisee) to produce
and distribute its products and services using its trademark or brand name, as
well as certain business systems and processes. Examples of franchises include:
McDonalds, Kentucky Fried Chicken (KFC), Subway and Burger King. Franchises
not only exist in the fast food sector but also in other business sectors such as car
rental, travel, dry cleaning and fitness centres; examples include Avis Rent A Car,
Blockbusters and Hilton Hotels and Resorts.
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Permission to use the brand is granted upon payment of a fee by the franchisee to
the franchiser. The franchisee may be a sole trader, partnership or limited company
that buys the right to use the business name, brand name, production methods
and promotional materials of the franchiser. The franchiser is usually an existing,
well-known company with an established identity, market and brand name for its
product. The franchisee will also have to pay a monthly or annual percentage of
its revenues or profits to the franchiser and may also have to make a contribution
towards marketing costs. A franchise is not a form of business ownership in the way
that a sole trader or partnership is; it is just a way to organise a business.
As operating and quality standards are central to the international brand image of
the franchiser, the terms and conditions of the agreement will specify the operating
and quality standards expected of the franchisee. For example, McDonalds provides
staff training, restaurant equipment and promotional materials to franchisees. It also
monitors the performance of each franchised restaurant to ensure that it provides
good quality food and service as poor quality could damage its brand image and
reputation.
In summary, franchise arrangements bring benefits to:
 The franchiser: rapid global growth, brand and sales; franchise payments, share
of the sales turnover of the franchisee
 For the franchisee: a chance to set up their own business; a recognised
international brand; a strong marketing strategy; an established corporate image
and identity

2.2 The nature of national and multinational types of business
ownership and their impact on the local economy
2.2.1 Formal organisational structure
A business organisation needs to have a defined organisational structure to carry
out the necessary activities and functions (e.g. human resources, marketing,
administration, production, etc.) to achieve its objectives. As the business grows in
size and complexity, these functions become more specialised and so there is the
need to organise and structure the business.
Organisational structure refers to the way in which the business allocates roles,
responsibilities and management authority within its organisation to achieve
its objectives. It shows the organisational hierarchy, i.e. the different layers of
management and authority within the organisation. Generally, there are three levels
within the management hierarchy:
 Top management that is represented by the Directors.
 Middle management that is represented by Heads of Departments who report
to the Directors.
 Supervisory management are those responsible for supervising the day-to-day
operations of the business and are directly responsible for managing employees.
As there are fewer people at the top of the hierarchy (the Directors) than in the
middle (Heads of Department) and at the bottom (employees), the hierarchy will
look like a pyramid.
The hierarchy of an organisation is usually shown in an organisational chart that will
display:
 the different layers of management and their level of authority (i.e. the power to
make decisions within their job role)
 the chain of command, i.e. the line or process through which orders and decisions
are passed down from the top of the hierarchy to the bottom
 the span of control, i.e. the number of people who report to one manager in the
hierarchy
These features are discussed further in the next sections.
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2.2.2 Advantages and disadvantages of the main organisational structures
Hierarchical structures
Hierarchical organisational structures can either be tall or flat. A tall hierarchical
organisational structure is one that has a large number of management levels while
those with fewer levels of management are referred to as flat hierarchical. In Figure
2.1 below, Business A has a tall structure with a narrow span of control and a long chain
of command, while Business B has a flat structure with a wide span of control and a
short chain of command.
Improve your grade
Figure 2.1: Tall vs flat hierarchical organisational structure
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2 layers in the chain of command
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3 layers in the chain of command
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1

Top Manager

1

2

3
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Business A: a tall organisational structure

Business B: a flat organisational structure

Table 2.2 (on the next page) summarises the advantages and disadvantages of these
structures
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Table 2.2: Advantages and disadvantages of tall and flat hierarchical Structures

TALL HIERARCHICAL STRUCTURE

FLAT HIERARCHICAL STRUCTURE

ADVANTAGES

ADVANTAGES

 As there is likely to be a narrow span  As there is a shorter chain of
of control, managers have fewer
command, information travels faster
subordinates and are therefore
from the bottom up and orders
better able to communicate and
from higher management can be
supervise them
implemented far more quickly
 Feedback of ideas from workers will
be more effective
 Managers and employees are able
to specialise in those tasks they are
best able to do because they have
fewer responsibilities
 There is better control of work
flow and expert supervision, thus
reducing the chance of costly errors
 Provides good opportunities for
promotion

 The business is more responsive to
changes in consumer demand; this is
important in a competitive market
 Management costs are lower
because there are fewer managers
 Senior managers have a closer
working relationship with their
employees and are able to
understand and address operational
issues
 Develops team spirit between
managers and staff
 Managers and employees have
greater freedom to make decisions
and may be more motivated

DISADVANTAGES
 Management costs are high because
there are more managers
 Senior managers may find it difficult
to manage and communicate with
large numbers of junior managers

DISADVANTAGES
 A wider span of control means that
managers have more subordinates
reporting to them making it more
difficult to communicate and
supervise them personally

 Less close supervision may result in
 Decision making may be slow
more mistakes being made
as there are many layers of
management to consult and possibly  Senior managers may have less
direct control over their organisation
many procedures to follow
and subordinates
 Top management may not be able to
 It encourages managers to take on
keep up with critical developments
as information can take a long time
responsibility for areas in which they
to filter up
may have little or no expertise
Functional structures
A functional structure is a hierarchical structure where the activities or functions within
the organisation are divided up into specialist functional areas or departments. This
is the most common form of business structure. Each functional area or department
specialises in one aspect of the product or service provided, for example:





Finance
Sales and Marketing
Human Resources
Production/Operations

Each functional area reports to top management, who is responsible for coordinating
the efforts of each department and integrating them to create a united organisation.
Each functional area or department will have layers of hierarchy made up of
specialist staff who are responsible for specific aspects of the function. For example,
the Finance Department may have three layers consisting of the Finance Director, a
Financial Controller, who reports to the Director and a Management Accountant and
a Credit Controller, who both report to the Financial Controller.
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A functional organisational structure is best suited for smaller companies or those
that focus on a single product or service. As the structure is not very flexible, it
works best in a stable business environment where business strategies are less
likely to need changing or updating. Figure 2.2 gives an example of a functional
organisational structure.
Figure 2.2: Functional organisational structure

Managing
Director

Improve your grade
Make sure you
have a good
understanding
of each type of
organisational
structure as exam
questions may
require you to
suggest a suitable
structure for a
business based on a
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Director of
Sales and
Marketing

Director of
Finance
3 layers of
hierarchy in
the Finance
Department

Financial
Controller

Management
Accountant

Sales
Manager

Credit
Controller

Director
of Human
Resources

HR
Executive

The
functional
areas

HR
Administrator

The specialist staff within
the functional areas

Table 2.3 below summarises the advantages and disadvantages of a functional
organisational structure.
Table 2.3: Advantages and disadvantages of a functional structure
structure

ADVANTAGES
 The use of functional experts
enables each department to reach
its full potential and also prevents
overuse of limited resources

 Employees may have very little
understanding or concern for any
area outside of their own functional
area

 The structure is easy to understand;
no confusion over job roles and
expectations

 Promotes the growth of sectional
interests and ‘empire building’; this
negatively affects communication
and cooperation between
departments

 There is accountability as someone
is responsible for each department
 Promotes the development of
specialised skills and makes it easier
to coach and develop employees
 Business performance can be
maximised by the sharing of
valuable expertise between
department heads and their
subordinates
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DISADVANTAGES

 Departments may become resistant
to change
 It does not readily support
innovation and growth in a complex
and rapidly changing business
environment

Matrix structures
In some organisations, the traditional functional organisational structure exists
alongside a matrix structure. The matrix organisational structure splits authority
between functional area management and project management. In these
organisations, specialists are drawn from each of the functional areas to form a
Project Team which will be led by a Project Manager. For example, a Project Team that
is set up to develop a new product may include specialist staff from the Production
Department, the Marketing Department and the Finance Department. The specialists
will still be line–managed by their departmental managers or supervisors but they
will also have responsibility for those tasks agreed by the Project Team.
A matrix structure is likely to be found in more complex business organisations
where there are a number of projects taking place, each of which require people
with specialist expertise and knowledge.
A matrix organisational structure is shown in Figure 2.3
Figure 2.3 Matrix organisational structure

Managing
Director

Marketing
Director

Production
Director

Purchasing
Director

Manager
Project X

Manager
Project Y

Manager
Project Z

Figure 2.3 shows a business organisational structure based upon traditional functional
lines. Three functional areas are identified – Marketing, Production and Purchasing,
with the business currently operating three different projects (Projects X, Y and
Z). Each Project Manager would report to the Managing Director but members of
each project team would be drawn from the functional areas and would report to
both the respective Project Manager and their respective line manager – either the
Marketing Director, the Production Director or the Purchasing Director.
There are, therefore, likely to be conflicts between Project Managers and the Directors
of the functional areas since they are likely to have different priorities linked to their
individual functional targets.
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Other advantages and disadvantages of a matrix structure are identified in Table 2.4.
Table 2.4: Advantages and disadvantages of matrix structure

ADVANTAGES
Improve your grade
Do not try to
memorise all the
advantages and
disadvantages
of the different
structures. If
you have a good
understanding of
the nature of each
structure and how it
works then you will
be able to identify
its advantages and
disadvantages.
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DISADVANTAGES

 It provides opportunities for
 Potential conflicts and power
employees to develop a wider set of
struggle between line managers and
skills through working with members
project managers
of other functional areas on the
 There may be divided loyalties
project teams
amongst staff
 It allows for specialisation that can
 The complex structure may cause
increase depth of knowledge and
confusion among staff in terms of
encourages personal professional
who to report to
development and career progression
 Employees may experience
 It allows for information and
stress because of dual reporting
resources to be shared more openly
and potential role and authority
between the functional areas since
ambiguity
employees have constant contact
 Involvement of different functional
with members of other functional
teams increases information
areas
demands and makes it difficult to
 It allows for human resources to
identify where the responsibility lies
be shared flexibly across different
 Increased overhead costs because
projects and products
of the need to employ project
 Frequent contact between members
managers
from different departments speeds
up decision-making and reaction to
environmental changes

2.2.3 Features of formal organisational structures
In the previous section, some of the key features of formal organisational structures
were identified and discussed in relation to the different types of structures. Table
2.5 summarises all the features and presents an example for each.
Table 2.5: Features of formal organisational structures

FEATURES

DESCRIPTION

EXAMPLE

Levels of hierarchy

The number of levels of
management within the
organisation

A tall hierarchical structure
will have many layers while a
flat structure will have fewer
levels

Chain of command

The line or process through
which orders and decisions
are passed down from the
top of the hierarchy to the
bottom

The Managing Director will
instruct the Sales Manager
to ensure all staff are aware
of current sales projections.
The Sales Manager, in turn,
will ensure that this is done
by Regional Sales Team
Leaders

Span of control

The number of people who
report to one manager in
the hierarchy. The span of
control may be narrow or
wide

A manager with a narrow
span of control may only
have 2 staff; a manager with
a wide span of control may
have over 10 staff

Authority and
Responsibility

Authority is the power to
make decisions within the
job role
Responsibility is the duty
to ensure that tasks are
completed satisfactorily

A manager has the right and
power to tell a member of
his / her team to carry out a
specific work task
However, the manager also
has the duty to check the
completed task to ensure
that the team member
has done the work to the
acceptable standard.

Delegation and
accountability

Delegation occurs when
a manager transfers part
of their authority to a
subordinate
Accountability is where the
manager is still responsible
and answerable for the
satisfactory completion of
the work

A manager can delegate the
creation of the weekly staff
rota to a Team Leader
However, the manager has
to take responsibility for any
issues arising from the rota

Improve your grade
You may be asked
to support your
understanding of
these features with
an organisational
chart.
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2.2.4 Factors to be considered in selecting an organisational structure
There is no single best way to structure a business. In general terms, a functional
structure may be more suited to a stable business environment whereas a matrix,
‘project-based’ structure may be more appropriate to complex business organisations
operating in a rapidly changing environment.
Improve your grade
Exam questions
may require you
to identify and
evaluate these
factors within a
scenario to suggest
an appropriate
organisational
structure.

Improve your grade
Exam questions
on this topic will
draw on your
understanding of
the functions and
responsibilities of
management that
you learnt at Level 2.

As with all other aspects of business, the appropriateness of the organisational
structure will be based on its contribution to the overall success of the business and
its goals.
The following factors will influence the type of business structure appropriate to
different situations:
 The size and purpose of the organisation – the larger the organisation, the
greater its need for more structure, more specialisation of tasks, and more rules.
In large organisations, it is much more difficult to manage without more formal
work assignments and some delegation of authority. Larger organisations tend to
have tall functional structures.
 The business environment - generally, organisations that operate in stable
external environments tend to have well-defined structures; hence a functional
structure may be suitable. In contrast, however, organisations that operate in
frequently changing environments are more likely to find that a flexible projectbased matrix structure is most suitable.
 The skills mix of employees and the nature of tasks to be completed - If
employees have a wide range of skills and the necessary expertise to do the job
then they would not need close monitoring and control; such an organisation may
use a matrix structure with a flatter hierarchy. In contrast, if the nature of the job
tasks is very technical, then the organisation may choose a functional structure,
where there is specialist guidance and clear lines of authority and responsibility.
 The complexity of the business – a complex business requires a flexible structure
and so a matrix structure may be more suitable as it facilitates cross departmental
working and the combination of expertise.
 The level of technology used in the organisation – the greater the use of
technology in organisational operations, the more likely it is that the business
would use a more clearly-defined structure such as functional.
 Management style and the approach to management promoted by the owners
of the business – organisations that have a consultative or participative style of
management are likely to have a matrix structure with a flat hierarchy to facilitate
team work and consultative decision-making.

2.3 The role of leadership and motivation as functions of 		
management
2.3.1 The difference between strategic, operational and administrative
management
The role and function of management is different at each level in the organisational
hierarchy.
Directors and Heads of Department are more involved in strategic management.
Strategic management is the process of analysing the business environment, deciding
on the business vision and what it wants to achieve, and implementing strategies
to achieve it. It is, therefore, directly responsible for the success and survival of a
business. Strategic management is a long-term process that is concerned with the
organisation as a whole. It involves non-routine tasks and complex processes that
require a high level of management skills and expertise. This links to Topic 4.
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Team managers, supervisors and team leaders are involved in operational
management. Operational management involves carrying out the strategy on a
daily basis to achieve the business vision in the long run. Operational management
is focused on the short term and involves the routine day-to-day activities of a
business organisation.

Administrative management is the process of creating information systems and
managing its flow among people in an organisation. Administrative managers are
middle and senior managers who ensure that information is communicated and
resources are employed efficiently across the whole organisation. They ensure that
all operations and systems run smoothly, and in the most cost effective manner.
In summary, strategic management involves the development of strategy to achieve
the business vision; operational management implements the strategy on a daily
basis; and administrative management develops systems and procedures to support
strategy development and implementation.

2.3.2 Leadership styles
Successful leaders and managers are those who can lead, manage and motivate
people to work collectively to achieve the business objectives.
There are three generally accepted ‘styles’ or types of leadership and management:
1. Autocratic / authoritarian leadership - the person in charge has total authority
and control over decision-making and will make decisions without consulting
their team. The autocratic leadership style is useful in short term projects
with a highly technical or risky element, or where work has to be completed
to exact standards and within a tight deadline (no room for error). Advantages
of autocratic leadership include faster decision-making; potential for increased
productivity and quality as there are fewer opportunities for workers to waste
time; inefficiencies can be quickly identified. Disadvantages includes: it may
be stressful for team members; it creates an environment of fear and mistrust,
leading to high turnover and absenteeism; it can stifle creative ideas that could
make the business more competitive.
2. Democratic / participative leadership - the leader consults with the team on
all major issues and decisions. The leader will delegate tasks to subordinates
and encourage them to be involved in leadership development. Democratic
leadership is effective in professional organisations where there is a strong
emphasis on training, professional and leadership development and high quality
of work. It is also useful in creative industries, such as advertising and television,
where the development of new ideas is important. Advantages include: positive
work environment; creative thinking; better decision-making; reduced employee
turnover and absenteeism. The main disadvantage is that the decision-making
process can be long.
3. Laissez-faire / delegative leadership – the leader provides the resources to do the
job but gives the team complete freedom to make decisions and solve problems
on their own. Laissez-faire leadership can be effective in situations where group
members are highly skilled, motivated and capable of working on their own; or
where external experts or consultants are being used. The main advantage is
that it promotes trust in team members. Disadvantages include: possibility that
projects may go off-track and deadlines may be missed; team members get
limited guidance from leader; workers may not work to full potential.

Improve your grade
Exam questions
on this topic will
likely require you
to discuss the
similarities and
differences in
the three styles.
Understanding
the advantages,
disadvantages and
situations where
each is useful will
enable you to
answer the question
well.

In practice, a leader or manager is likely to have a predominant management style.
However, the manager’s role may have to incorporate aspects of all three styles
depending upon the current circumstances for example:
 Some decisions may be required immediately e.g. loss of a major contract
 Legal requirements cannot be ‘decided’ by a team e.g. a business has to comply
with health and safety laws.
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2.3.3 Importance of motivation and Maslow’s theory of motivation
Whatever style of management is adopted, the ability to motivate individuals and
teams will be a key factor in the success of a business. It is, therefore, important for
the manager to understand what motivates people.
One psychologist who studied how people are motivated was Abraham Maslow.
Maslow suggested that people are motivated to fulfil their basic needs before
moving on to more advanced needs, and that these needs are based on a hierarchy.
This hierarchy is usually shown as a pyramid. The most basic of human needs are at
the bottom of the pyramid, while the most complex needs are located at the top.
The levels of needs identified by Maslow, from basic to complex, are:
 Physiological needs - the most basic needs that are vital to survival such as the
need for water, air, food and sleep
 Safety - the need to be safe and secure, such as steady employment and health
insurance
 Belonging needs - the need for belonging, friendship, love, and affection.
 Esteem needs - the need for things that impact on our self-esteem such as
personal worth, social recognition, and accomplishment.
 Self-actualisation needs - the need for personal growth and development
Improve your grade
Make sure you
understand the
different levels of
needs and where
they fit in the
hierarchy. You may
be required to draw
the diagram in an
examination.

Figure 2.4 shows these needs on Maslow’s Hierarchy.
Figure 2.4 Maslow Hierarchy of Needs

Selfactualisation
morality, creativity,
spontineity, acceptance,
experience purpose,
meaning and inner potential
self-esteem
confidence, achievement, respect of
others, the need to be a unique individual

love and belonging
friendship, family, intimacy, sense of connection

safety and security
health, employment, property, family and social stability

psychological needs
breathing, food, water, shelter, clothing, sleep

Maslow suggests that people satisfy their needs systematically i.e. they will start
at the bottom of the hierarchy and only move to the next level once the previous
level has been satisfied. In very simple terms a person who has no food will not be
concerned about their safety needs.
Influence of Maslow’s theory on business practice
Maslow’s theory provides the manager with a guide as to how people are motivated.
If a manager can identify which level an individual employee has reached, they can
then determine an appropriate strategy to motivate them.

Page
34

In practice, if the workforce fears that there will be significant job losses, their
need for a safe and stable environment, free from threats will not be met. In such
circumstances it might be difficult to promote team working. Similarly, the manager
would find it difficult to introduce staff development programmes (to meet selfactualisation needs) if ‘self-esteem’ needs have not been met.

2.3.4 Financial and non-financial motivators
Strategies used to improve motivation are usually associated with financial
motivators; for example:
 Wages: usually associated with hourly/weekly rates of pay
 Salaries: usually associated with annual rates of pay for professional positions.
However, businesses have now introduced more creative ways of rewarding staff
financially such as:
 Performance-related pay: linked to individual performance targets
 Share options: employees are allocated shares in the company, usually on an
annual basis
 Profit-sharing bonuses: employees receive a share of the profits each year in the
form of bonus payments.
Considering Maslow’s Hierarchy of Needs, money is not the only motivating factor.
Non-financial motivators can be equally important; for example:
 Team working may satisfy belonging needs
 Democratic/participative management styles, which encourage the empowerment
of individuals in the decision-making process, could satisfy the esteem need of
the individual
 At the highest level (self-actualisation) needs would be better met by staff
development and training programmes.
Again, business organisations have introduced more creative non-financial
motivators such as:

Improve your grade
Exam questions
may require you
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effective these
factors may be in a
given situation. You
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in answering the
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 Job rotation
 Job enrichment
Job rotation: involves employees being given the opportunity to undertake different
job roles within the organisation in order to:
 gain a range of different skills
 enhance job satisfaction
 reduce boredom
Job enrichment: involves employees being given more responsibility within their
own job role e.g. responsibility for a specific task (the weekly work rota) or a specific
function (team leader or supervisor) in order to:
 give the employee additional authority
 enhance job satisfaction
 raise self-esteem
The effectiveness of these motivators will depend of their suitability to specific
circumstances in which they are being used.

Page
35

2.4 Corporate culture, corporate image and corporate identity
2.4.1 Meaning and importance of corporate culture
As well as having an organisational structure, most business organisations will also
have their own ‘character’ or ‘culture’. Corporate culture is defined as “the total
sum of the values, customs, traditions and meanings that make a company unique”.
It is often referred to as “..the way we do things around here”. Corporate culture
influences who gets appointed, who gets promoted, who gets fired, what actions
are taken, and even the degree of motivation within the business. Corporate culture
influences the ethical standards within a corporation, as well as the behaviour of
management and staff.
Corporate culture may be positive or negative. For example, businesses that have
constant rule changes and where employee input is not encouraged could be said
to have a negative corporate culture. Developing a positive corporate culture is
important because:
 It creates an atmosphere of teamwork as all employees follow the same basic
rules, standards and procedures.
 Clients and customers are attracted to, and have confidence in organisations
that are consistent in their approach and where all employees seem to have a
common purpose.
 It helps to create a positive working environment; this encourages employees to
be more dedicated and productive.
 It is useful in attracting and retaining talented employees – prospective employees
are looking for employers who will treat them as a valued asset and who will
respect them and reward their abilities.
 It can help to create a competitive advantage over its business rivals.

2.4.2 How different factors influence the development of corporate culture
The corporate culture of a business will be influenced by a number of factors such
as:

Improve your grade
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factors influence
the development
of corporate
culture. Some
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but you need to
think of others to
broaden your range
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Page
36

 The policies and procedures that define how the business operates – this
includes HR policies and business procedures. If the business has very restrictive
employment policies, then this will give the impression that the business does not
value its employees; this will have a negative impact on the corporate culture.
 Management personality and leadership style – for example, the use of a more
democratic leadership style is likely to make employees feel more valued, hence
positively influencing the culture.
 Organisational structure – the type of organisational structure will also influence
corporate culture. For example, a functional structure may have a negative
influence on corporate culture if conflicts develop between the functional
managers.
 Local culture and workforce composition – the culture of the local area as
well as the demographics of the workers will impact on the corporate culture.
Corporate culture is influenced by factors such as gender, the level of skills and
qualifications, religion and ethnicity.
 Training and Development - businesses that regard the workplace as a learning
environment and encourage the personal development of staff will more likely
have a positive culture.
 The business’s mission statement – if the business’s mission statement involves
being socially responsible, then this will be reflected in its corporate culture; for
example, the business may be very active in the local community.
 Stakeholder influence - if there is a strong influence from shareholders then the
corporate culture may place greater emphasis on revenues and profit margins
than on employee satisfaction.

2.4.3 Difference between corporate image and corporate identity
Besides the corporate culture of the business, another important factor which
influences the way in which the business is viewed is the ‘image’ projected by the
company. Corporate image is the perception that the general public has about a
business. It concerns how the business projects itself to the outside world. Every
business will try to portray a favourable image, manipulating it to project the values
and messages it wants.
Corporate identity is a set of tools for doing this. It concerns a business’s visual
appearance, ranging from the business’s logo and product names, website design,
company stationery, signage, graphics, typefaces, uniforms and colours, and can
even extend to shop and office furnishings. Corporate identity can either be strong
or weak depending on the degree to which it is recognised by stakeholders within
its target market.
One key difference between corporate image and corporate identity is that
corporate identity is easier to change in comparison to corporate image, which
is more lasting. For example, if a company logo is old and the company is trying
to capture a younger market, it may simply redesign the logo to appeal to the
younger generation. In contrast, a company might find it much harder to change
the perception its consumers have about it as corporate image is not created solely
by the company but also by the media, labour unions, environmental organisations,
among others.

2.4.4 Creating a positive corporate image and corporate identity
Businesses can create a strong corporate image by:

Improve your grade

 Establishing and maintaining positive links with the general public
 Positively managing negative media stories
 Encouraging positive relations with the media, labour associations and industrial
associations
 Establishing strong leadership and vision
 Promoting quality
 Committing to customer service
 Effectively marketing and promoting
 Sponsoring activities
 Supporting charitable causes
 Promoting environmental business practices
 Supporting community initiatives

It is useful to
provide some
examples of these
types of initiatives.
Look out for
adverts, publicity
materials and
sporting events
sponsored by
some of the larger
companies.

2.4.5 Importance of positive corporate image in a competitive environment
In a competitive market economy, the consumer will seek to purchase products at
the lowest possible price. Therefore, a business cannot attempt to increase its profit
levels by increasing the price of its products, because the consumer will purchase
cheaper alternatives. Competition, therefore, puts a downward pressure on prices
and means that profits can only be increased by reducing costs.
This shows the importance of corporate image and identity as ‘influencers on the
behaviour of consumers’ i.e. the demand for goods and services. The business will
try to project an image which mirrors the values and aspirations of consumers in its
target market. If it can successfully achieve this objective, it will establish customer
loyalty i.e. consumers will purchase its goods in preference to those of other
producers, regardless of any price differences, which will impact positively upon
profitability.
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Improve your grade

Draw up a glossary of business terms used in Topic 2.
Examples could include:
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Franchise

Global brand

Functional structure

Matrix structure

Hierarchical structure

Organisation chart

Management hierarchy

Chain of command

Span of control

Responsibility

Authority

Delegation

Accountability

Autocratic leadership

Democratic leadership

Laissez-faire leadership

Corporate culture

Corporate image

Corporate identity

Maslow’s Hierarchy of
Needs

Topic Three
Operational and Financial Management of Business
Introduction
This section covers all the learning outcomes in Topic 3 of the syllabus.
Topic 3 looks at the different methods of production and the importance of quality
control in the production process. It considers the advantages and disadvantages
of large-scale production and the impact of increasing the size and scale of the
business. The topic also considers the different sources of finance available and the
importance of working capital.
The topic considers the need and purpose of financial records such as the Income
Statement, the Cash Flow forecast and the Balance Sheet and concludes with how
various financial ratios can be used to assess the financial position of a business.

3.1 Methods of production
3.1.1 The main methods of production
Production involves combining the factors of production to produce products. There
are three main methods of production, each of which is appropriate for different
situations based on the:
 size of the market for the product
 needs of the consumer
 type of product being produced; e.g. does it need to be unique?
The three main methods of production are:
 Job production (including customisation)
 Batch production
 Mass production (including flow production)
Table 3.1 identifies the main features and the advantages and disadvantages of each
of these methods of production.

Improve your grade
An exam question
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you to decide
which is the most
appropriate method
of production for
a given situation.
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think about the
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always be a single
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there may be a
combination of
methods. Make sure
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Table 3.1: The main methods of production
PRODUCTION
METHOD

FEATURES
 One job is
completed at a
time

Job production
(including
customisation)

 Products are
unique

 Designer clothes
 Specialist cakes
 Luxury cars

 Suitable for
manufacturing
businesses
that produce
groups of similar
products (e.g.
different sizes
or colours)
and where the
products are not
unique

 Work flows
through the
factory on a
production line

 The product is
assembled as
different stages
are completed
 Suitable for
manufacturing
businesses
where large
numbers
of identical
products are
made
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 Products can be
customised to
meet individual
customer needs

 High job
satisfaction for
the worker

 Newspapers
 Clothing
 Bakery products

 Specialisation of
labour (division
of labour)

 Furniture

 High equipment
utilisation

 Motor vehicle
components

 Production is
quicker
 The division
of labour
increases labour
productivity
resulting in lower
production costs

DISADVANTAGES
 Can be
expensive due
to the ‘one-off’
nature of the
product
 Low equipment
utilisation
 Can be very
time-consuming

 Build-up of ‘work
in progress’ and
so more storage
space is required
 Different rates
of productivity
between the
stages may slow
down the rate of
production
 Work may get
boring due to
repetition

 Larger stock of
 Lower costs of
raw materials is
production can
required
be passed on to
 Machines may
the consumer in
have to be re-set
the form of lower
between batches
prices
which slows
down production
 Cars
 Televisions
 Washing
machines

 One product
is made
 Motor vehicles
continuously and
 Toys
in large numbers
Mass
production
(including flow
production)

ADVANTAGES

 Quality of goods
is high

 Suitable for
businesses
where the
emphasis is on
the uniqueness
of the product
 One operation
is completed
on a group
of identical
products before
they are passed
to the next stage

Batch
production

EXAMPLES OF
GOODS

 High equipment
utilisation

 Products are all
identical

 Capital intensive
rather than
labour intensive
therefore lower
labour costs

 Production
will stop if raw
materials are not
delivered on time

 Less need for
specialist staff
which can
further reduce
costs

 Large amount of
unsold stock if
demand falls
 The work is
repetitive and
boring

 Standardised
 Big capital
products
investment
produced
required to buy
relatively cheaply
machinery
 Faster work flow
 Machinery break
as assembly
down will stop
lines can run
production
continuously

3.1.2 The importance of quality assurance and control in the production
process
The quality and reliability of the finished product will impact on the level of consumer
demand and consequently, the level of sales and potential profits for the business.
Poor quality products will result in:








wasted raw materials
higher production costs
defective products entering the market
an increase in the number of faulty products returned by the customer
an increase in the number of customer complaints
a reduction in repeat sales
negative publicity resulting in a poor public image

All of the above will result in lower profits for the business, so businesses involved
in producing products should establish some form of quality system which aims to
monitor the quality of products and reduce the number of defective goods reaching
the market.

3.1.3 Methods of quality control
There are three main ways of controlling quality in the production process:
 Quality control
 Quality assurance
 Total Quality Management
Table 3.2 provides a summary of the main methods of quality assurance and control
and their impact on the business.

Table 3.2: The main methods of quality assurance and control
QUALITY METHOD

FEATURES

 Checking and inspecting
to ensure a certain level of
quality in the final product

Quality control

 Costly
 May not be reliable

 Some defective products
 Product oriented and reactive
may still reach the market
– focuses on the product
after it has been produced
 Regarded as a specialist
function rather than the
 Responsibility of a specialist
responsibility of all managers
team
and staff
 Traditionally involves
inspection by random
sampling (ad hoc inspection)
or statistical sampling and
testing (a set number of
products)
 A long-term management
process which focuses
upon improvements to the
production process and the
needs of the customer

Quality assurance

IMPACT

 Process-oriented and
proactive – focuses on
ensuring quality in the
process rather than checking
products at the end

 Reduction in defective
products as the production
process itself is improved
 Quality is built into each
stage of the production
process from the initial
design through to the
finished product

 The aim is not to produce
defective goods in the first
place
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QUALITY METHOD

FEATURES

IMPACT

 An extension of quality
assurance
 Customer is at the centre of
all business operations
Total Quality
Management (TQM)

 Includes the idea of both
internal and external
customers
 All managers and staff are
responsible for quality

 The impact is felt primarily on
organisational culture as well
as on the quality function
 Continuous improvements in
quality can be measured and
rewarded
 The needs of the customer
are at the centre of all
business decisions

 Targets are set and
monitored in order to
continuously improve quality
and business performance

3.2 The size and scale of production
3.2.1 The difference between effectiveness and efficiency
Most businesses involved in production will set production targets i.e. the level
of output they aim to achieve in a set period of time. If the business achieves its
production targets, it is said to be effective.
Effectiveness is the extent to which the business targets are achieved. However,
effectiveness does not tell us anything about costs and so we need to measure the
efficiency of the business. Efficiency is a measure of how well the business utilises
the productive factors in the production process.
Figure 3.1 provides production data on two companies, Compact Engineering plc
and Salisbury Components plc, who manufacture identical products.
Figure 3.1: Efficiency and effectiveness – production targets and costs
PRODUCTION
TARGET

ACTUAL
PRODUCTION

TOTAL LABOUR
FORCE

COST OF RAW
MATERIALS

Compact
Engineering plc

100,000 units

100,000 units

50

£500,000

Salisbury
Components plc

100,000 units

100,000 units

25

£350,000

BUSINESS

Both businesses have met
their production target of
100,000 units

Both businesses could say
that they are EFFECTIVE
since they have achieved
their production target.
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BUT

Salisbury Components plc
has a smaller workforce and
lower raw material costs

Salisbury Components plc
could say that it is more
EFFICIENT than Compact
Engineering plc

Measuring the efficiency of a business

One measure of the efficiency of a business organisation is known as average costs
or unit costs. Average costs are defined as the “average cost of producing one unit
of output”. It is calculated by the following formula:
Average or unit costs = Total costs ÷ output

For example, if the total cost of producing 20,000 units of output was £80,000
then:
Average costs = £80,000 ÷ 20,000 = £4 per unit

Improve your grade
You will NOT be
required to calculate
average costs in the
exam. But you need
to use the term
confidently in your
answers.

In other words, each of the 20,000 units would cost, on average, £4 to produce.
Average costs of production are therefore a measure of efficiency since they enable
the business to measure how well the productive factors are being utilised in the
production process.

3.2.2 The importance of economies of scale
Average costs of production tend to fall as the size of the business increases.
This is because the business gains certain advantages from increasing its scale of
production. These advantages are referred to as economies of scale.
It is important for businesses to understand economies of scale because:
 They can pass on the lower costs to customers by reducing the selling price of
the product. This can give them a competitive advantage, therefore resulting in
increased market share and increased sales and profits.
 They can keep current prices for the products and have a higher profit margin.

3.2.3 and 3.2.4 Internal and external economies of scale
There are two main types of economies of scale: internal and external.
 Internal economies of scale relate to the lower unit costs an individual firm can
obtain by increasing in size.
 External economies of scale occur when a firm benefits from lower unit costs as
a result of the whole industry growing in size.
Internal economies of scale have a greater potential impact on the costs and
profitability of a business.
The five main types of internal economies of scale are:
1. Purchasing economies - As businesses grow they need to order larger quantities
of raw materials. As the order value increases, the business gains more bargaining
power with suppliers. As a result, it may be able to obtain discounts and lower
prices for the raw materials.
2. Technical economies - As a business grows it can afford to buy more advanced
machinery which can produce units more quickly and at lower costs. In addition,
it may be able to use existing machines efficiently by using mass production
techniques.
3. Financial economies - As a business grows it can get finance at cheaper rates of
interest than smaller firms because lenders see them as less risky.
4. Marketing economies - Larger businesses can finance innovative marketing
campaigns and have a bigger sales force. The cost of these activities can be
spread over more units as production grows, therefore reducing the average
marketing costs per unit.
5. Managerial economies - As the business grows, there is greater potential for
specialisation and specialist managers, which can improve efficiency and reduce
costs.
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External economies of scale
Because of their size, small firms are not able to take advantage of internal economies
of scale but they may be able to reap the advantages which arise as a result of the
industry expanding.
This is especially true in those regions of a country that specialise in the production
of certain products – e.g. cars, computers, consumer durables. In such regions all
businesses regardless of their size are able to take advantage of:
1. Specialist training courses - Universities and colleges will offer more courses
suitable for a career in the industry. This means firms can benefit from having a
larger pool of appropriately skilled workers, from which they can recruit.
2. A well-developed infrastructure - As an industry establishes itself and grows in
a particular region, it is likely that the government will provide better transport
and communication links to improve accessibility to the region. This will lower
transport costs for firms in the area as journey times are reduced and also attract
more potential customers.
3. Other industries grow to support this industry - A network of suppliers or
support industries may grow in size and/or locate close to the main industry.
This means a firm has a greater chance of finding high quality, reasonably priced
suppliers.

3.2.5 Internal and external diseconomies of scale
Increasing the size of a business does not always result in lower costs per unit.
Sometimes a business can get too big, where after a certain size is reached average
costs start to rise.
Internal diseconomies of scale occur when a business grows so large that average
costs start to rise with increased output. Internal diseconomies of scale occur
for several reasons, but mostly as a result of the difficulties of managing a larger
workforce. The reasons include:
 Decision-making becomes more time-consuming – bigger businesses tend to
have more layers in the hierarchy and a longer chain of command which slows
down the decision-making process.
 Poor communications – messages can get distorted because of the numerous
functional areas and the long chain of command. In addition, there may be less
face-to-face communication.
 Lack of supervision of staff – it is more difficult for managers to supervise and
support staff due to the wider span of control.
 Lack of motivation - workers can often feel more isolated and less appreciated
in a larger business and so they may be less motivated. This causes productivity
to fall and average labour costs to increase.
 Bottlenecks start to arise – as a result of the layers if the organisational hierarchy,
blockages occur.
Average production costs may also increase as a result of factors external to the
business – these are called External Diseconomies of Scale. External diseconomies
of scale are the disadvantages that arise due to over-concentration and overproduction as a result of an increase in the number of businesses in an industry.
Possible causes of external diseconomies of scale are:
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 The concentration of similar businesses in an area, may lead to an increase in
demand for raw materials used by these businesses. If the supply of raw materials
remains the same, then this will cause the prices of raw materials to increase.
This consequently would increase the cost of production in the industry.
 The localisation of businesses in an area results in urbanisation problems such
as traffic congestion. This slows down the movement of labour, goods and raw
materials and consequently the rate of production. Slower production increases
average costs. In addition, as a result of urbanisation problems, the industry may
face increased regulation from the government and public opposition.
 Bigger industries are more competitive so businesses have to spend more money
on advertising and promotion in order to maintain their position within the
industry. This increases costs.

3.2.6 How improvements in technology affect the production process
New technology is playing an increasingly important role in the production process.
New technology brings with it two major advantages for the business:
 Reduction in production costs and increased profitability
 Improvement in product quality and therefore greater customer satisfaction
Two main applications of new technology in the production process are:
 Computer-Aided Design (CAD)
 Computer-Aided Manufacture (CAM)
Before the development of new technology, product design drawings and
specifications were drawn by hand. If changes were made to product specifications,
drawings would have to be re-drafted resulting in time delays and extra costs. It was
also difficult to visualise the impact of small design changes on the overall product.
Nowadays, specialist computer-aided design (CAD) software packages allow
designers to see the impact of any changes in design and to produce 3D pictures
of the end product which can be rotated on the screen so that the product can be
viewed from different angles.
CAD software can also be linked to other software packages which can calculate
costs of production using different types and amounts of raw materials and other
factor inputs.
However, by far the biggest impact of new technology has been on the on the actual
production process itself in the form of computer-aided manufacture (CAM). CAM
involves:
 the use of computer software to control the flow of production along the assembly
line
 the use of new technology in the form of industrial robots (robotics) to perform
repetitive, programmed assembly tasks on the production line
It has been shown previously that costs and quality are critical to the efficiency
and effectiveness of business operations. CAM provides for two key advantages in
respect of these:
 Robots can work non-stop without a break (impact on costs and efficiency)
 Robots can be programmed so that they do not produce any defective goods
(impact on effectiveness)
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3.3 Business Finance
Improve your grade
You will not be required to perform any calculations in the examination. The calculations used in this
section are used to support your understanding of the related terms. However, you will be required
to explain the main terms used in business finance and, in particular, show that you understand the
different ways in which these financial terms can be used to assess the financial health of a business.

3.3.1 Meaning and importance of working capital
A business needs cash to pay for all its day-to-day activities and the money available
to the business is known as working capital. Working capital, also known as ‘net
current assets’, is defined as “the excess of current assets over current liabilities”.
The main source of working capital is current assets; i.e. those assets which can be
turned into cash (such as cash in the bank, stock and money owed to the business).
However, businesses also have current liabilities i.e. it has debts which have to be
paid within the next year (such as the money it owes to its suppliers). Working
capital is therefore calculated by the formula:
Working capital = Current assets – Current liabilities

It is important for a business to have a positive working capital (i.e. current assets
greater than current liabilities) so that it can meet its liabilities when they are due.
If current liabilities are greater than current assets, the business may have difficulty
financing its day-to-day operations.
Positive working capital enables the business to pay day-to-day expenses like
wages, salaries, overheads and other operating expenses. Sufficient working capital
is particularly important to ensure that the business can meet any unexpected
liabilities; this helps to maintain the business’s reputation and save it from having to
resort to very expensive loans.

3.3.2 Sources of capital and when each is most appropriate
A business will need to have access to different sources of finance in order to
supplement the money it receives from sales. Wages and rent will need to be paid
and money will be needed to purchase raw materials. The business may also need
additional funds in order to finance growth and expansion.
Businesses can access a number of different types of sources of finance depending
on their needs. However, the business should consider that loan repayments will
involve an additional cost in the form of interest repayments. Security or collateral
may also be required by the lender and this will be used by the lender.
Sources of finance available to a business can either be internal or external:
 Internal sources of finance include selling-off fixed assets such as land and
buildings. Retained profits can also be used to plough money back into the
business
 External sources of finance are provided by individuals or financial institutions
such as banks
Sources of finance can also be classified according to time-periods i.e. the length of
time over which the finance has to be repaid:
 Long-term: more than five years
 Medium-term: one to five years
 Short-term: less than one year
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Table 3.3 provides an overview of the different sources of finance available to a
business and the applicability of each source of finance to specific business
circumstances.
Table 3.3: Sources of finance and their uses
SOURCE OF
FINANCE

TIME PERIOD

DESCRIPTION

USES

Short term

The business receives the
goods and then pays for
them at a later date as
agreed with the seller. No
interest is charged and
the business may get a
discount for paying early

Purchase of stock and raw
materials

Short term

Overspend on the
business’s current bank
account up to an agreed
amount. Interest is only
charged on the amount
owed for the time that it is
owed. Flexible

To deal with short-term
cash flow problems

Invoice
discounting/
factoring

Short term

Business borrows money
against the value of its
invoices before they are
paid. A fee is paid for this

To improve cash flow

Hire purchase

Initial deposit plus
payment for equipment
on a monthly basis over
Medium-term a number of years. The
business can use the
equipment while it is being
paid for

Purchase of capital
equipment

Leasing

Payment for equipment on
a monthly basis over a set
Medium-term time period, after which the
equipment can be returned
to the supplier

Can obtain the use
of capital equipment.
Particularly useful for
equipment which may
become obsolete or
outdated over a relatively
short period of time

Bank loan

A loan from a bank with
a fixed rate of interest
Medium-term
payable over a set period
of time

To pay for machinery

Trade credit

Bank overdraft

Used to purchase property

Mortgages

Share capital

Long-term

Long-term

Loans up to 25 years or
more

Individuals or financial
institutions provide the
business with finance
in return for a share of
the profits in the form of
dividends
Shareholders then become
part owners of the business
and can influence business
strategy

The property is used as
security, or collateral,
against the loan in the
event of the business
being unable to re-pay the
mortgage

Improve your grade
Exam questions
may require you to
choose the most
appropriate source
of finance for a
given situation. In
doing so you should
look closely at the
situation to identify
why the business
needs the finance
and balance this
against the features
of the different
sources. Make sure
to give your reasons
for the choice of
source.

To finance the long-term
expansion and growth
plans of the business
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Venture Capital
Sometimes a company cannot access traditional sources of finance because:
 it may be a relatively new business
 it may be involved in high risk projects such as diversification or the development
of cutting-edge technology.
In these situations, the business may be able to access finance from specialist
Venture Capital Institutions who will provide the business with finance in return for
a share of the company. The venture capital institution may also demand a place on
the Board of Directors in return for their investment in the business.

3.4 Financial records and business performance
3.4.1 Why businesses need to keep accurate financial records
All businesses need to keep up-to-date and accurate financial records in order to:











prepare statutory returns to the central tax authorities
set, monitor and review targets and trends in performance
ensure all invoices are paid by debtors
ensure debts are paid to creditors
provide information to shareholders
provide information to banks and other financial institutions who may provide
loan finance
to check bank statements are accurate (bank reconciliation)
to monitor internal department budgets
to plan on-going income and expenditure profiles
to identify potential efficiency savings.

3.4.2 The difference between financial accounting and management
accounting
The finance function is a key business function and in most businesses is the
responsibility of specialist staff.
The finance function can be divided into two distinct but related areas:
 Financial accounting
 Management accounting
Financial Accounting
This is the traditional finance function that is responsible for recording all financial
transactions involving income and expenditure. It deals with the financial outcomes
of previous business activities.
Accurate recording of this information allows the Financial Accountant to produce
the company’s main financial reports including the Profit and Loss Account/Income
Statement and the Balance Sheet.
Management Accounting
This element of the finance function can be considered as the interpretation of the
financial information. The Management Accountant deals with aspects of business
activity such as:
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 Budgetary control: reviewing the internal budgets of the various costs centres
within the business on a regular basis and identifying any issues of concern that
need to be addressed.
 Pricing strategies: analysing the impact of different price levels on sales turnover
and profitability and determining the point at which all costs will be covered (the
break-even point).
 Investment appraisal: determining the costs and rate of return on any proposed
major investment projects.

Financial records
A business will keep a number of financial records but the three main records are:
 The Income Statement (Trading, Profit and Loss Account)
 The Balance Sheet
 The Cash Flow Statement

3.4.3 The Income Statement or the Trading, Profit & Loss Account
The Income Statement or the Trading, Profit and Loss Account is the most recognised
financial record produced by a business. The Income Statement is produced
according to set accounting standards and shows whether the business has made a
profit or loss over the accounting period (usually a year) and how much.

Improve your grade
You will not be
required to draw-up
or interpret these
financial records.
However you
must understand
their purpose, the
information they
contain and how
this information may
be used.

The Income Statement records the revenue earned by the business, the expenses
incurred in earning the revenue and running the business and the resulting profit or
loss. It provides information and figures on the following:
 Total sales - the revenue earned from the sale of the goods in which the business
trades
 The cost of sales - the cost of purchasing those goods sold by the business
 The gross profit or loss - the profit or loss made from buying and selling goods.
Calculated by: total sales – the cost of sales
 Operating costs or overheads - the costs of running the business; e.g. rent,
salaries
 Net profit or operating profit – overall profit or loss made by the business.
Calculated by: gross profit – operating costs
 Taxation - tax on profits to be paid to the Government
 Distributed profits (to shareholders) – amount of profits to be paid out to
shareholders in the form of dividends (if a limited company)
 Retained profit – profits kept for future growth or contingencies
Measuring Profitability
Although the Income Statement provides figures for the gross and net profit made
by the business, a more useful measure of profitability is profit margins.
Profit margins can be calculated as either gross profit as a percentage of sales or
net profit as a percentage of sales.
Gross profit as a percentage of sales
Gross profit = £600,000; Sales = £800,000
Gross profit as a % of sales = (£600,000 ÷ £800,000) x 100 = 75%
Net profit as a percentage of sales
Net profit = £400,000; Sales = £800,000
Net profit as a % of sales = (£400,000 ÷ £800,000) x 100 = 50%

In the above examples, the business generates, on average, 75p gross profit and 50p
net profit for every £1 of sales income. The higher the profit margin, the greater the
amount of profit made from each sale.
Figure 3.2 provides an example of an Income Statement or Trading, Profit and Loss
Account and shows how profit margins can be calculated from the figures contained
in the Income Statement.
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Figure 3.2 The Income Statement (Trading, Profit & Loss Account)

Income Statement for Arrow Services plc, for the year ending 31 January, 20X2
£000s
Sales revenue

250,000

Cost of sales

70,000

£000s

Gross profit

180,000

Less Operating costs

90,000

Operating profit / Net profit

90,000

Less Tax

10,000

Operating profit after tax

80,000

Retained profit

30,000

Distributed profits

50,000

Operating profit* = gross
profit – operating costs

Retained profits are
used to finance future
business expansion

Gross profit = sales
revenue – cost of sales

Distributed profits are
shared amongst the
owners of the business

Gross profit margin

= (gross profit ÷ sales revenue) x 100
= (£180,000 ÷ £250,000) x 100
= 72%

Operating profit / net profit margin*
		
			
			
		

= (net profit ÷ sales revenue) x 100
= (£80,000 ÷ £250,000) x 100
= 32%

Arrow Services plc made 72p gross profit and 32p net profit for every £1.00 sales income.

The information from the Trading, Profit and Loss Account can be used to:
 assess how the business has performed and whether it has made an acceptable
profit. This is important for shareholders/owners and prospective shareholders.
 make comparisons with other similar businesses (e.g. competitors) and the
industry as a whole. This helps directors and senior managers with decisionmaking and planning.
 identify trends and patterns in business activities over a number of years.
 highlight problems within the business; for example, a relatively low operating
profit may be an indication that the overheads may be too high.
 assess whether the business is able to generate sufficient profits to remain viable
(in conjunction with the Cash Flow Statement). This is important to lenders and
creditors.
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3.4.4 The Balance Sheet
The Balance Sheet is a ‘snap shot’ of the financial position of the business at any one
point in time. It shows how much the company owns (its assets) and how much it
owes (its liabilities). It is usually prepared at the end of a month or year, which is
called the accounting period.
The information contained in the Balance Sheet shows the business’s ability to meet
current and future debts with current resources, how much is owed and how much
is owned by the business at a given point in time.
Assets are owned by the company and fall into two categories:
 Current assets comprise cash, stock and debtors
 Non-current assets (fixed assets) include buildings, equipment and company
vehicles
Liabilities are what the company owes and these too fall into two categories:
 Current liabilities are debts which need to be paid within one year (e.g. bank
loans)
 Non-current liabilities are debts which have to be paid over a longer period of
time
The Balance Sheet also shows the total equity within the business made up of share
capital, reserves and retained profits.
The Balance Sheet, therefore, highlights the financial condition of the business.
Potential shareholders may be particularly concerned if the liabilities of a business
(what it owes), is far greater than its assets (what it owns).
The information from the Balance Sheet can be used to:
 identify whether the profit earned by the business is sustainable given the total
liabilities identified in the Balance Sheet and when those liabilities have to be
repaid.
 assess how the company raises its capital and evaluate how it is being used.
 decide if the business can afford to take on extra debt or whether or not to go
ahead with a particular investment project.

3.4.5 The Cash Flow Statement
The Cash Flow Statement shows a business’s cash inflows and outflows over a
period of time. It shows where the business’s cash came from, how it was used and
whether it has enough cash to repay loans and continue to operate. It shows the
relationship between the profit made by a business in an accounting period and the
cash generated or used during the same accounting period.
The Cash Flow Statement provides information on the liquidity and solvency of a
business. This is important for the managers and owners of the business and also for
creditors, lenders, employees and investors.
The Cash Flow Statement will help managers to identify early when the business
might be short of cash, which then allows for actions to be taken before the situation
becomes critical. It can also be used help with budgeting.
For investors, the Cash Flow Statement reflects a business’s financial health, showing
how much cash is available for business operations. If a business is making a profit
but not generating cash in an account period, the Cash Flow Statement will show
the reasons for this.
Over the long-term, if the inflow of cash is consistently less than the outflow of cash,
the business may have to sell some of its fixed assets in order to generate cash. This
is not sustainable in the long-term and the business will eventually go bankrupt.
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3.4.6 Assessing the financial position of the business
As well as looking at the financial records of the business and reviewing working
capital, profit margins, assets, liabilities and cash flow, the business can also use the
data within these financial records to look at financial ratios – in simple terms a ratio
is a measure of the relationship between two numbers.
Two ratios used to assess the financial position of the company are:
 The current ratio or working capital ratio
 The acid test ratio
Current ratio/working capital ratio
Potential investors in a business need to know that the business has enough assets
to meet current liabilities. The current ratio or working capital ratio is used to provide
this information. The current ratio or working capital ratio considers two figures:
current assets and current liabilities. It is calculated as follows:
Current assets ÷ Current liabilities
The resulting figure should always be greater than 1 otherwise the business will not
have enough assets to meet its current liabilities. For example, a current ratio of 2:1
means that the business has £2 of current assets for every £1 of current liabilities. In
other words, the business could pay its current liabilities 2 times by using its current
assets.
As a general rule a business should aim for a current ratio of 2:1 although whether
this is possible will depend on the nature and circumstances of the business. A
current ratio of less than 2:1 indicates potential cash flow problems, especially if the
current assets consist of a very high proportion of stock. This is addressed in the
next ratio.
Acid Test Ratio
The acid test ratio is similar to the current ratio but it excludes stock as this is not
easily turned into cash. The acid test ratio therefore compares the debtors, cash and
bank balance with the current liabilities. It is calculated as:
(Current assets – stock) ÷ Current liabilities
The ideal ratio is £1 of current assets for each £1 of current liabilities (1:1). If the
ratio is lower than this, it could indicate that the business has a liquidity problem.
However, this is not a fixed rule and should be used as a guide only; the individual
circumstances of the business should be considered.
The acid test ratio is a better indicator of a business’s immediate liquidity position
than the current ratio because it may be difficult to dispose of stock in the short
term.
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Improve your grade

Draw up a glossary of business terms used in Topic 3.
Examples could include:
Job production
Batch production
Mass production
Quality control
Quality Assurance
Total Quality Management
Efficiency
Effectiveness
Average costs
Internal economies of scale
Internal diseconomies of scale
External economies of scale
External diseconomies of scale
CAD
CAM

Assets
Liabilities
Working capital
Gross profit
Net/Operating profit
Retained profit
Distributed profit
Trade credit
Bank overdraft
Hire purchase
Leasing
Invoice discounting/
Factoring
Bank loan
Mortgage

Share capital
Financial accounting
Management accounting
Income Statement/Trading,
Profit and Loss Account
Balance Sheet
Cash Flow Statement
Profit margin
Gross profit as a
percentage of sales
Net profit as a percentage
of sales
Current ratio
Acid test ratio
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Topic Four
Introduction to Business Strategy and Planning
Introduction
This section covers all the learning outcomes in Topic 4 of the syllabus.
Topic 4 looks at the concept of strategy and strategic planning along with the various
frameworks and models used in internal and external strategic analysis. This includes
PEST, STEEPLE, SWOT, Competitor Analysis and Porter’s Five Force Analysis.
It also looks at how the Ansoff Matrix and the Boston Consulting Group Matrix are
used in strategy formulation and decision-making, and concludes by looking at the
process of implementing strategy and the factors affecting the effectiveness of
strategic implementation.

4.1 The concept of strategy and strategic planning
4.1.1 The purpose of strategic planning
Strategic Planning is the process of determining a business’s long-term goals and
identifying the best approach for achieving these goals. It involves analysing the
internal and external environments in which the business operates, and putting
together ideas for creating a strategic plan to take the business forward.

4.1.2 Strategy and tactics
It is important to distinguish between the concepts of strategy and tactics. Strategy
defines the general direction that the business intends to take in order to achieve
its mission and objectives over the long-term. It is the plan of action that will help
the business to achieve its goals. Strategy formulation is the responsibility of top
management.
Tactics are the specific, immediate actions that are taken to achieve the strategy in
the short- term. Most strategies will require more than one tactic. Tactics are usually
decided and implemented by the operational managers who are responsible for the
day-to-day operations of the business.
Essentially, strategy is decided first. It considers the ‘big picture’ and provides the
framework and direction for the business to achieve its mission and objectives.
Strategy is used to guide tactical decision-making but would be of little use without
tactics. Tactics are the ‘doing’ aspect that follows strategy. They are the essential
day-to-day activities that are needed to put the strategy into action. Strategy and
tactics should be related to each other.
Table 4.1 gives examples of two different strategies and the possible tactics that
could be used to achieve them.
Table 4.1 Examples of strategies and possible tactics
Improve your grade
Giving examples of
tactics related to a
particular strategy
is a good way of
demonstrating
your understanding
of the difference
between strategy
and tactics.

STRATEGY

To promote the business
using online marketing

POSSIBLE TACTICS

 Build a suitable website
 Get the website listed in search engines
 Email potential sponsors
 Advertise on website banners
 State website address on offline / printed materials

To increase market share
through brand building

 Advertise online, e.g. website
 Celebrity endorsements
 Use social media such as Face Book
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 Reposition the brand
 Invest in staff training to improve customer service

The strategic planning framework
The strategic planning process is based on a framework. Diagram 4.1 shows the
stages in the framework and provides a description of each stage and its purpose in
the strategic planning process.
Diagram 4.1: The strategic planning framework
Framework Stage

Overview and purpose
 Definition and expression of the business’s mission statement, i.e. a clear
and powerful statement that describes the values, purpose and vision of the
business.

Mission
statement

Strategic
objectives

 Used as a ‘sounding board’ for all business decisions and practices.

 Definition of measurable and challenging financial goals (e.g. sales targets,
earnings growth) and strategic goals (e.g. market share) that the business
wants to achieve. Objectives must be achievable and in line with the business
mission statement.
 Helps the business to monitor its progress and make corrections as necessary.

 An assessment of the internal and external factors that may affect the
business’s ability to achieve its strategic objectives.
Strategic
analysis

Strategy
formulation

 Identifies available opportunities and threats in the environment as well as the
capabilities and limitations of the business. Also provides information on the
attractiveness and profitability of an industry.

 Development of a clear set of recommendations / strategic options that gives
the business a competitive advantage. These recommendations would be
based on the interpretation of the results from strategic analysis as well as on
the outcomes of the different strategic planning models.
 Provides the basis for the functional managers to set operational targets and
make tactical decisions.
 Conversion of the strategy into more detailed policies and actions for
the different functional areas. In effect, the strategy is broken down into
operational plans to be implemented by the functional areas.

Strategy
implementation

 Necessary for the strategy to be understood at the functional level of the
organisation. It also helps to highlight any practical issues that may not have
been obvious at the higher level.

 This includes the systems and processes for reviewing the strategic plan
Strategy
monitoring and
control

 Enables the business to measure its performance against its targets and
implement remedial action if required in instances of underperformance

The remainder of this topic will look at the different techniques, planning models and
tools used in the different stages of the framework.
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4.2 The frameworks and models used in internal
and external strategic analysis
4.2.1 The purpose of strategic analysis
Strategic analysis identifies and examines those factors that may influence the ability
of the business to achieve its strategic objectives. It involves analysing the strength
of the business’s position and understanding the important external factors that may
affect that position. Strategic analysis may be internal or external:
 Internal strategic analysis is concerned with identifying the business’s relative
strengths and weaknesses in terms of its human and physical resources,
organisational structure, culture and management. This is carried out by using a
SWOT Analysis – please see page 57.
 External strategic analysis is concerned with identifying those factors in the
external environment that pose the greatest risks to, as well as, offer the greatest
opportunities for the business to achieve its objectives. External strategic analysis
can be carried out at three levels:
 Macro – this involves examining those broad trends affecting the national and
international business environment in relation to political, economic, social and
technological factors. A PEST / STEEPLE Analysis is used to do this level of
analysis – please see 4.2.2 below.
 Industry (Micro) – this involves assessing the operating environment or
industry in which the business competes. It includes a range of issues such as
suppliers, customers, competitive intensity and the threat of new entrants and
of substitute products arising. Porter’s Five Forces Analysis is used to assess
the industry – please see page 59.
 Competitive – this aims to understand the products and services offered by
competitors. This helps the business to come up with innovative ideas that
will give it a competitive advantage. This level of analysis is carried out by a
Competitor Analysis – please see page 59.
As indicated above, the business can use a number of techniques to carry out
strategic analysis:





PEST/STEEPLE analyses
SWOT analysis
Competitor analysis
Industry analysis (Porter’s Five Forces Analysis)

These techniques are discussed in detail in the next sections.

4.2.2 PEST and STEEPLE Analyses
The purpose of PEST Analysis is to identify and assess those factors within the macro
environment that will influence the business. The PEST framework categorises
macro-environmental influences into four main categories:





Political factors e.g. government regulations
Economic factors e.g. interest rates and inflation
Social factors e.g. demographics and culture
Technological factors e.g. developments in ICT

These factors were discussed in Topic 1 and a summary description of each category
can be found on page 15.
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STEEPLE Analysis develops the PEST approach by considering an additional three
factors in the macro environment:








Social
Technological
Economic
Environmental e.g. global warming
Political
Legal e.g. business law
Ethical e.g. corporate image and reputation

Good PEST and STEEPLE analyses should be future-oriented and interpretive.
Businesses can use these analyses to assess how the factors will affect general
business trends and industry-specific changes in the future and the level of impact
these may have on the success of the business strategy.

Improve your grade
PEST and STEEPLE
analyses are not
just about making
lists of factors that
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how these factors
will push change
in the future and
how these changes
will impact on the
success of the
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4.2.3 SWOT Analysis
A SWOT Analysis is a technique for analysing the business, its resources and
environment. The purpose of SWOT analysis is to identify those factors that affect the
specific circumstances within which the business is operating. As such, it considers
factors in the internal environment as well as factors in the external environment.
A SWOT analysis will therefore consider:
 Strengths – internal features of the business that give it an advantage over other
businesses and help it to achieve its objectives, e.g. positive brand image
 Weaknesses – internal features of the business that put it at a disadvantage in
comparison to other businesses and could possibly hinder it from achieving its
objectives, e.g. lack of innovation
 Opportunities – events or conditions in the external environment that the business
could take advantage of to improve performance e.g. new markets
 Threats – factors in the external environment that could limit the business in
achieving its objectives, e.g. a new competitor
In carrying out a SWOT Analysis, a matrix is produced to show the positive and
negative factors affecting the business in terms of whether they are strengths,
weaknesses, opportunities or threats. Diagram 4.2 shows an example of this matrix.

Improve your grade
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Diagram 4.2 SWOT Analysis Matrix with examples

Internal Factors
(current features of the organisation)

Positive Factors

Examples of Strengths:

Examples of Weaknesses:

 Very strong brand

 Low market share

 Large market share

 Unskilled and ageing labour force

 Skilled, well trained work force

 Old and outdated machinery and
equipment

 Up-to-date technology
 Excellent reputation for quality
 Financially strong with a lot of cash
reserves

External Factors
(factors in the environment)
Exam questions will
not only require you
to discuss the use
of a SWOT Analysis
but to also carry out
a SWOT analysis
based on a given
scenario.
It is important
to note that an
individual feature
cannot be identified
as a strength and
a weakness in the
same analysis!
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 High staff turnover
 Poor reputation for quality or service
 Several recent product launch failures

 Market leader in new product
innovation

 Heavily in debt with bank loans and
re-financing

 Good corporate image

 Low share value on the stock market

 Excellent marketing department
 Patents
Examples of Opportunities:

Improve your grade

Negative factors

Examples of Threats:

 New technology is becoming available  Major new competitor enters the
market
 New market segments have been
identified
 Competitors launch innovative
products
 Relaxation of government controls
 Changes in government legislation
 Government offering new export
incentives
 Increase in corporation tax rates
 A competitor is in financial difficulties

 Shortages in the labour market

 Vertical integration opportunities

 Competitors obtain superior
technology

 New developing markets

 Economic recession
 Negative publicity for the
organisation

The SWOT Analysis matrix will give the business the information it needs to develop
strategies that will optimise its strengths, improve its weaknesses, exploit the
opportunities and minimise the threats. Strategies should be developed around the
business strengths and opportunities. The business should use the matrix information
to find competitive advantages by matching its strengths to the opportunities. At
the same time, it should be looking at how it can convert weaknesses or threats into
strengths or opportunities. If the threats or weaknesses cannot be converted then
the business should try to minimise them.
A SWOT Analysis not only helps the business to identify how they are better or
worse than competitors but also helps the business to assess how well they are using
the opportunities available and how they should respond to changes in the external
environment.

4.2.4 Competitor Analysis
When formulating business strategy, the business must consider the strategies of its
competitors as competitor actions will affect the success of its strategy. As such,
competitor analysis is an important part of the strategic planning process.
Competitor analysis consists of two primary activities:
1. Obtaining information about important competitors
2. Using the information to predict competitor behaviour.
A competitor analysis will aim to answer the following questions:








Who are our main competitors?
What risks do they pose to the achievement of our strategic objectives?
What is the profile of our competitors?
What are their strengths and weaknesses?
What are the strategies of our competitors and how successful are these strategies?
How will our competitors respond to any changes in the way we do business?
Are there any opportunities for takeovers or strategic partnerships with our
competitors?

Competitor analysis should be carried out in a systematic way and the sources of
information should be accurate and reliable. Sources of information could include:
 Recorded data already in the public domain, for example annual reports and
product catalogues.
 Observable data – this can be assembled from several different sources; for
example, pricing.
 Opportunistic data – information arising from discussions with suppliers and
customers.
Competitor analysis helps the business to:
 make informed decisions in developing its strategies to achieve competitive
advantage
 understand competitors’ strategies and planned actions
 identify its main competitors
 understand its competitive advantages and disadvantages relative to competitors
 forecast the returns that may be made from future investments

4.2.5 Porter’s Five Force Analysis
The profitability of a business is significantly affected by the level of competition
in the industry in which it operates, or intends to operate, as well as its strategic
position in that industry. It is, therefore, important for the business to assess the
impact of the different influences or forces operating in the industry when planning
its strategy.
Porter’s Five Force Analysis is a framework for assessing the profitability of an
industry. It considers five forces that determine the intensity of competition in an
industry and, therefore, the attractiveness of that industry in terms of its profitability.
Diagram 4.3 shows the five forces within Porter’s framework.
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Diagram 4.3 Porter’s Five Forces Analysis

Threat of
New Entrants

Bargaining
power of
suppliers

Rivalry
among
existing
customers

Bargaining
power of
Buyers

Threat of
substitute
products or
services

These five competitive forces are described below:
 Bargaining power of suppliers – the power of suppliers to drive up input costs.
Supplier power will be high if there are many buyers and a few main suppliers and
where the product is undifferentiated, i.e. identical among suppliers.
 Bargaining power of buyers – the power of buyers to dictate terms to the
business. The bargaining power of buyers is greater if there are few main buyers
and many sellers and the product is standardised.
 Competitive rivalry – the intensity of rivalry is dependent on the relative size of
the businesses in the industry, the degree of product differentiation and industry
cost structure.
 Threat of substitute products or services – the extent to which consumers can
substitute goods or services. This depends on the willingness of consumers to
switch to substitutes, the cost of switching and the relative price and suitability
of substitutes.
 Threat of new entry – the ease with which new businesses can enter the industry.
This depends mainly on the barriers to entry; if there are low barriers to entry
then more businesses can enter the industry, therefore increasing the level of
competition and reducing its attractiveness.
The more powerful these forces are in an industry, the lower its profit potential. The
lower the profit potential in an industry, the more ‘unattractive’ the industry becomes.
The strength of each force differs by industry and changes over time.
The use of Porter’s Five Forces analysis in strategic planning helps businesses to:
 better understand the competitive forces in their industry
 assess the attractiveness of a new industry and opportunities for growth
 develop effective strategies to improve their profitability, power and competitive
position in the industry in which they operate.
However, this framework has its limitations and therefore should not be used on its
own in developing strategy. Limitations include:
 It does not fully consider the dynamics of different markets and so may not be
applicable in rapidly changing markets. In the modern business world, competition
is dynamic and always changing but the framework assumes relatively stable
market structures.
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 It does not consider the impact of technological innovation on business models
and the industry structure.
 It does not emphasise the importance of differences between businesses in an
industry. For example, it does not consider how the resources and capabilities of
individual businesses impact on their profitability.

4.3 Strategy formulation and strategic decision-making
Once the business has agreed its mission and strategic objectives and undertaken
a strategic analysis of its environment, industry and main competitors, it will then
move to the next stage of the strategic planning framework. In this stage it will use
a range of business models to develop specific strategies to achieve its business
objectives.
The purpose of these business models is to assist the business in making decisions
relating to its strategic options. The two most commonly used business models in
strategic planning are:
 The Boston Consulting Group Matrix (relating to the product strategy)
 The Ansoff Matrix (relating to assessing business risks and strategic choice).

4.3.1 The Boston Consulting Group Matrix
In order to spread the risk, most businesses will offer similar products that appeal
to different customers. This collection of products is known as a ‘product range’ or
‘product portfolio’. However, having a product portfolio often poses a problem for
the business as it has to decide how to allocate investment across the product range.
When developing its strategy, the business must:
 analyse its current product portfolio to determine its future marketing and
investment strategies
 determine growth strategies for new products which it can add to its product
portfolio
The Boston Consulting Group Matrix can be used to analyse and evaluate the
product portfolio to help the business to decide which products to focus on. The
Matrix places products into four different categories based on their market share and
potential for market growth.
Diagram 4.4 shows the matrix with market growth on the vertical axis, market share
on the horizontal axis and the different product categories in the relevant quadrants.

High

Diagram 4.4 The Boston Consulting Group Matrix
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An examination
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you to use the
Boston Consulting
Group Matrix
diagram to support
your answer. Make
sure that you label
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and that each
product category is
in the right place.
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The four categories of products within the matrix are described in Table 4.1 below.
Table 4.1 Boston Consulting Group products characteristics
PRODUCT CATEGORIES

PRODUCT CHARACTERISTICS

Stars

These products are market leaders in high growth
markets. They often need heavy investment to maintain
their position. Eventually growth will slow and Stars may
become Cash Cows.

Cash cows

These are mature and successful (low growth) products
with a relatively high market share. They need relatively
little investment but need to be managed for continued
profit. Profits made from Cash Cows can be used to fund
the development of other products.

Dogs

These products have low market growth and market
share. They may have previously been Cash Cows. They
may earn just enough revenue to cover their production
costs but they are rarely worth investing in. They could
potentially tie up resources which are required to develop
new products within the portfolio.

Question marks

These products have low market share but are operating
in high growth markets.
They have potential but may require significant
investment to grow market share.

Once the business has classified its product portfolio in the different product
categories, it must then decide its product strategy, i.e. what to do with the different
products. Using the Boston Consulting Matrix, the business could adopt four possible
strategies:

Improve your grade
If you are asked
to discuss the
usefulness of any of
the techniques or
models, you need
to include both
their positive and
negative aspects in
your discussion.

1. Build market share – the business could invest more to increase market share;
for example it could invest to retain a Star, or to turn a Question Mark into a Star.
2. Hold – the business could invest just enough to keep the products in their present
positions.
3. Harvest – the business could reduce the amount of investment in order to maximise
the short-term cash flows and profits from a Star or Cash Cow.
4. Divest – the business could stop producing Dogs and use that money to invest in
Stars or Question Marks.
As discussed above, the Boston Consulting Group Matrix can provide a business with
useful insights into its product mix strategy and can guide it in making investment
decisions. However, it should be used cautiously because:
 it is easy to categorise products incorrectly
 Dogs can be misunderstood – only a few may need immediate investment or need
to be withdrawn. In addition, some may need to be kept for a range of reasons;
for example, to maintain presence in a market or to complete a product offering.
 Stars and Question Marks often take up a lot of management time and effort.

4.3.2 The Ansoff Matrix
Decision-making at the corporate level should be guided by the right strategic tools.
The Ansoff Matrix is one of these tools.
The Ansoff Matrix helps businesses decide their product and market growth strategy.
It looks at the business’s external market situation as well as its product portfolio to
answer the following questions:
 How can we grow in the existing markets?
 What changes can be made in the product portfolio to achieve better growth?
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The matrix identifies four different growth strategies and helps the business to assess
the risks associated with each option. Diagram 4.5 shows the Ansoff Matrix with new
and existing products on the horizontal axis, new and existing markets on the vertical
axis and the four possible growth strategies in the relevant quadrants.
Diagram 4.5: The Ansoff Matrix

Products
New

Market
Penetration

Product
Development

Market
Development

Diversification

New

Market

Existing

Existing

Table 4.2 provides descriptions of the four growth strategies and identifies the level
of risks associated with each.
Improve your grade

Table 4.2: The Ansoff Matrix Strategies and level of risks
MARKET PENETRATION

Selling more of the existing products to the
existing market segment, i.e. selling more to
the same group of people.
This may include:
 Running more advertising campaigns
 Increasing sales promotions activities
 Increasing the sales force
Least risky strategy since it uses existing
resources and capabilities. However, it has
a limited life span.
MARKET DEVELOPMENT

Selling existing products to new market
segments, i.e. different group of people.
Essentially, getting more customers.
This may include:
 Developing new sales tactics
 Targeting different geographical areas

PRODUCT DEVELOPMENT

Developing new products to be sold in
existing markets.
Can be a medium to high risk depending
on the product and the level of investment
required.
Risk is lower if the business has developed a
loyal customer base.
Risk is lower if the level of investment in the
new product is relatively low.
DIVERSIFICATION

Developing new products to be sold in new
markets.

An exam question
may ask you to use
the Ansoff Matrix
to recommend a
strategy in a given
situation. To do
this you need to
consider the nature
of each strategy
and its level of risk
in relation to the
situation. Think
about whether or
not the business
has the capabilities
to carry out the
strategy and the
level of risk it can
afford to take.

This is the most risky strategy since
it requires both product and market
development.
Potential for high returns if successful.

 Re-segmenting the market
Moderate level of risk but has more risk
than market penetration. May be a good
strategy if the business’s strength is more in
the product than the market
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4.4 The process of implementing strategy and factors
affecting the effectiveness of implementation
4.4.1 The Business Plan
Business plans are usually associated with business start-ups and smaller business
organisations who are seeking loan finance. However, planning is not just important
at the start-up stage. Ongoing business planning helps the business to monitor its
progress in achieving objectives and can be used to identify current performance
and the direction for business growth.
Businesses must regularly review their business plan to ensure that it continues to
meet their needs and respond to changes in the market, economy and industry.
Once strategies have been decided, the business needs to update its business plan.
The business plan should include a summary of what the business does, how it has
developed and its mission and objectives. In particular, it should include the business
growth strategy.
Most business plans will have the following sections:
 Operational information (Name and address of the business; legal status; product
or service; structure)
 Business objectives (Mission; targets; timescales)
 Market research and a marketing plan (Market demand; market segmentation;
competitor analysis; marketing tactics)
 Resource implications (Production schedule, overheads, capital costs, premises
costs)
 Financial targets (Sales turnover; gross profit; net profit; profit margins; return on
capital employed; cash flow forecasts)
The complexity and type of information in a business plan will vary depending on the
size of the business

4.4.2 Factors affecting the effectiveness of strategy implementation
There are several factors that could influence the effectiveness of strategy
implementation. These include:





Leadership
Motivation
Organisational structure and corporate culture
Resources

Table 4.3 summarises how each of these four factors contribute towards the
successful implementation of business strategy.
Of these factors, leadership is important since the business leader has to take full
responsibility for the overall performance of the business.
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Table 4.3: Factors contributing to successful implementation of strategy
FACTOR

Leadership

IMPORTANCE IN IMPLEMENTING STRATEGIC CHANGE

Managing strategic change is an important leadership skill. An
effective business leader is one who can inspire others to share and
promote a common vision.
Strategic change will be implemented effectively if business leaders:
 Prepare people for the change
 Inform people of the change
 Explain the reasons for the change
 Outline the consequences if the change is not successfully
implemented
 Ensure managers and their staff take responsibility

Motivation

People will only ‘buy-in’ to the strategic changes if they are
motivated to do so.
There are a number of factors that can promote motivation within
the workforce.
Many of these motivational factors are not connected with financial
rewards and may include:
 Praise and recognition of achievements
 Teamwork
 Management/staff relations
 Status
 Opportunities to take on new roles
 Participation in decision-making

Structure and
corporate culture

Business culture – a blend of beliefs and values which develop over
time – is also an important factor in determining the successful
implementation of planned strategic changes.
The factors to be considered in relation to business culture and
strategic change include:
 The company’s mission and values
 Attitude towards innovation and risk
 Management/staff relations within the business
 Attitude of the main stakeholders to change
 Attitude to customers and quality
 Corporate identity
 How the business uses new technology

Resources

Strategic change is likely to require resource inputs including:
 New product development and marketing
 New specialist staff may have to be employed
 Existing staff may have to be retrained
 Investment in new technology
 New production facilities
A key strategic decision will be how to finance these new resources.
Financing may come from:
 shareholders
 profits
 efficiency savings
 external sources
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4.4.3 Management strategies to implement and manage strategic change
Managing change is one of the biggest challenges of management. Since change
will involve people throughout the organisation, there is likely to be some level of
resistance due to factors including:





Fear of the unknown
Loss of status
Lack of skills
Loss or transfer of current work role responsibilities

There are a number of management strategies that can be put in place to support
the successful implementation of strategic change, including the use of:
 Management styles
 Decentralisation
 Target-setting and monitoring
Table 4.4 summarises each of these management strategies.
Table 4.4: Management strategies for implementing strategic change
MANAGEMENT STRATEGY

SUMMARY

Management styles

It is generally accepted that consultative or participative
management is best suited to managing strategic change.

Decentralisation

Decentralisation is a management strategy in which decisionmaking is delegated throughout the organisation.
Closely allied to consultative and participative management
styles, decentralisation is characterised by:
 Team work
 Quality circles
 Project Teams
 Independent business units
 Delegated budgets
 Flatter organisational structures

Target-setting and
monitoring

The business must be able to measure the success of its
strategy.
Key performance indicators (KPIs) should be identified in
relation to each business objective and SMART targets will be
set for each KPI. KPIs are discussed in Topic 5, page 72.
Managers, teams and individuals are responsible for the
achievement of targets in their own functional areas.
An effective Management Information System will allow
managers to continuously monitor actual performance against
business targets.
Recovery plans can be put in place in those instances where
current performance would indicate that targets will not be
achieved.
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4.4.4 Change agents
Change agents are specialist management consultants employed by the business to
work with managers and their teams in order to support organisational change.
The use of change agents is a useful strategy to employ in instances where:
 There is a significant mistrust amongst staff of management’s motives for
implementing change
 Management lack the time or the skills to devote to organisational change
 Management consider that a change agent will be able to promote changes to
staff so that they are implemented within the planned timescale

Improve your grade

Draw up a glossary of business terms referred to in Topic 4.
Examples of terms to be included:
Strategic planning
Strategy
Tactics
PEST / STEEPLE
SWOT
Competitor analysis
Porter’s 5 Forces Analysis

Boston Consulting Group
Matrix
Stars
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Cash cows
Question Marks
Ansoff Matrix

Market development
Diversification
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Product development
Decentralisation
Change agents
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Topic Five
Measuring and improving business performance
Introduction
This section covers all the learning outcomes in Topic 5 of the syllabus.
Topic 5 looks at the importance of measuring business performance and the
measures/indicators that may be used in a performance management system. It
looks at the usefulness of the Balance Scorecard and Total Quality Management
(TQM) in performance management as well as the use of a range of operational
business practices.
It concludes by considering the importance of management information in monitoring
business performance and the contribution of managers, teams and individuals to
business performance.

5.1 Importance and nature of performance measurement
5.1.1 Importance of measuring business performance
It is important for a business to continuously monitor performance against its
business objectives and targets. Continuous monitoring of performance will allow
the business to assess how well it is progressing towards achieving its objectives and
identify any corrective action needed to deal with any current under performance or
predicted future under performance.
Measuring business performance is, therefore, important for the following reasons:
 To learn and improve performance
 To report on progress to shareholders
 To report on progress to external stakeholders, for e.g. banks and other financial
institutions
 To decide on any performance bonuses payable to employees
 To implement recovery plans if performance is below target
 To comply with external reporting regulations and information request
A performance management system should, therefore, include:





Financial and non-financial performance measures
‘Leading’ and ‘Lagging’ performance measures
Key Performance Indicators (KPIs)
SMART targets based on KPIs

5.1.2 Performance Measures
Performance measures are quantitative or qualitative ways to define and describe
performance. They are standards of measurements that are used to show progress
towards the achievement of business objectives and targets.
Performance measures are used to manage and monitor progress towards achieving
goals and define the key indicators of organisational performance.
Performance measures, which are also known as performance indicators or
performance metrics, can be either ‘financial’ or ‘non-financial’.
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5.1.3 Financial and non-financial performance measures
Financial performance measures are those standards that can be measured in
monetary terms. They are used to assess the financial performance of a business
and seek to answer questions such as:
 How profitable is the business? Are the profits adequate? (Profitability)
 Is the business able to meet all its financial obligations in the short term without
disrupting its normal operations? (Liquidity)
 Can the business withstand financial hardship? Will it be able to pay all its debts
if all the assets are sold? (Solvency)
 How effectively is management controlling the assets (i.e. debtors and stock) of
the business?
Table 5.1 describes some of the main financial performance measures.
Table 5.1: Main financial performance measures
FINANCIAL
PERFORMANCE
MEASURES

Profitability

DESCRIPTION

As discussed in Topic 3, profitability is measured by calculating gross
profit and net profit as percentages of sales revenue. The higher
the net profit and gross profit percentages, the more profitable
the business. Profitability can also be measured by the Return on
Capital Employed (ROCE). This measures the return, or profit, of
the business in relation to the capital invested. It shows how well the
business is using capital to create revenue and profit. For example,
a return on capital employed of 7% is the return that an investor
(owner or shareholder) is receiving on their investment. This can be
compared with returns that they are able to earn elsewhere, e.g. from
a bank account, to assess the business’s profitability.

Liquidity and
Solvency

As discussed in Topic 3, a business needs to have working capital to
pay its day-to-day debts. The availability of working capital depends
on the business’s liquidity; i.e. how easily it can turn assets into cash
in the short-term. Liquidity is measured by the Current ratio or
Acid Test Ratio. It is important in assessing the financial health of a
business because if the business does not have sufficient cash to pay
its short-term debts then this indicates that it may be facing financial
difficulties. A business that has continuous liquidity problems may
become insolvent, i.e. not able to pay long-term debts when they due
as the value of its liabilities is greater than the value of assets.

Debt Collection
Period

The business must ensure that it receives payment from its customers
for goods sold on credit. It is therefore important that it monitors
the average length of time taken to collect payments from credit
customers. The debt collection period performance measure is used
to do this. If the debt collection period increases, this could indicate
that customers are having difficulties paying for the goods. However,
it could also mean that the business credit control procedures have
become less effective. A longer debt collection period will negatively
impact on liquidity and likely profitability.

Level of Bad
Debts

There will be occasions when credit customers are unable to pay for
goods. This amount owed is known as a bad debt, which means the
debt is written-off, i.e. payment is not expected. As bad debts are
an expense to the business, a high level of bad debts will negatively
affect liquidity and profitability.

Inventory
Turnover Rate

Inventory turnover relates to the number of times the stock is sold
and replaced. This is an important financial measure since it provides
the business with an indication of the volume and value of its
business activities. A high inventory turnover can be a positive sign
that the business is selling all its stock on a regular basis. However, a
high inventory turnover could also mean that the business is carrying
insufficient stock to meet customer requirements. Similarly, a low
inventory turnover, compared to competitors, could indicate that the
business is holding too much stock or is not meeting its total sales
targets; this would negatively impact on profitability.
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Other examples of financial performance measure include Total Costs and Sales
Revenue.
Non-financial performance measures are those standards that do not have a direct
monetary value, but are concerned with aspects such as volume, actual numbers and
percentages. Although non-financial measures do not have a direct monetary value,
they will indirectly impact on the financial health of the business.
Table 5.2 describes some of the main non-financial performance measures.
Table 5.2 Main non-financial performance measures
FINANCIAL
PERFORMANCE
MEASURES
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DESCRIPTION

Customer satisfaction is a measure of how the products and services
supplied by the business meet or surpass customer expectation.
Measuring customer satisfaction provides an indication of how
successful the business is at providing products and/or services to
the marketplace. Customer satisfaction is usually measured using a
survey.
The term ‘customer loyalty’ is used to describe the behaviour of
repeat customers - customers who continue to do business with a
particular supplier over a period of time. Customer loyalty is critical
to business success and profitability as it costs much more to recruit
a new customer than to keep an existing one. Customer loyalty can
be measured through the proportion of total sales generated from
existing customers; the number of repeat sales made by customers;
the percentage of customers renewing contracts or subscriptions,
etc. An increase in customer loyalty can significantly decrease costs
and increase profits.

Market Share

Market share is defined as “the percentage of all sales within a market
that is held by one brand / product or company”. Market share is
important as it has a direct relationship with profitability; i.e., the
higher the market share, the higher the return on investment. Market
share can be measured in several ways. However, the two most
important measures are ‘sales revenue’ and ‘sales volume’ (number of
units sold) – an increase in either of these will indicate an increase in
market share.

Innovation and
Product/Service
Quality

Innovation is important to the long-term prosperity of any business
as it improves production processes resulting in more efficient
and effective production. It contributes to increased productivity,
growth and improved competitiveness. Innovation also leads to
the development of new products, improvements in product/service
quality and business relationships. The level of product innovation
may be measured through the number of innovations during a
period compared with those of competitors; the percentage of sales
attributable to recent product innovations; the number of patents; the
number of innovations that are brought successfully to the market,
etc.

Employee
Satisfaction and
Motivation

This is the measure of employees’ attitudes towards various aspects
of the job such as the degree of autonomy that is given, the level of
recognition and reward received, the level of participation in decisionmaking, the degree of support received in carrying out tasks, salary
and compensation packages, etc. Employee satisfaction is usually
measured through the use of employee surveys. A high measure
of employee satisfaction and motivation will have a direct positive
impact on customer service, business efficiency and effectiveness as
well as brand and corporate image.

FINANCIAL
PERFORMANCE
MEASURES

DESCRIPTION

Brand Image and
Reputation

Brand image is the perception of a product or a brand by the
consumer. It is the collection of ideas and beliefs that people
have about a brand/product or service. A positive brand image
is important to the success of a business as it improves customer
loyalty, market share and ultimately profit. Brand image is usually
measured through customer surveys.

Labour Turnover
and Absenteeism
Rate

Labour turnover is the rate at which an employer gains and loses
employees. In other words, it is “how long employees tend to stay
with an employer”. Turnover costs for many businesses can be very
high and can significantly affect its financial performance. Costs
include recruitment, selection and training of new employees. Other
associated costs include increased workloads and overtime expense
for co-workers as well as reduced productivity arising from low
morale. Turnover rate is calculated by dividing the number of annual
terminations by the average number of employees in the work force.
The business can then compare this to the national average. Labour
turnover can be reduced by hiring and developing the right people,
good compensation packages, flexible working arrangements, service
recognition etc.

Leadership
Effectiveness

Effective leadership is a critical factor in business success. Effective
leadership positively impacts on productivity, staff motivation, labour
turnover, absenteeism as well employee satisfaction. Leadership
effectiveness is mainly measured using a leadership index, which is a
type of survey completed by people who report to the leader. It can
also be measured by productivity levels.

The importance of non-financial performance measures
Non-financial measures can help managers gain a deeper understanding of the
business and the key factors needed for success. They can also be used to indicate
the future financial performance of the business, as shown in the following examples:
 A 5% increase in customer complaints may negatively impact on brand image,
customer loyalty and repeat sales, therefore, reducing sales revenue.
 A 10% increase in market share may positively impact on production level and
average costs, therefore, increasing sales revenue and profits.
A financial value can also be put on the impact of non-financial performance
indicators. For example, if a company with sales revenue of £500,000 experiences a
5% increase in customer complaints, then this could possibly result in a 10% decrease
in sales revenue during the next 6 months. This means that sales turnover could
potentially fall by £50,000.

5.1.4 Leading and Lagging performance measures
Performance measures can be categorised as either:
 Lagging performance measures
 Leading performance measures
Lagging performance measures
‘Lagging’ performance measures inform the business about its past performance.
These measures focus upon the results at the end of a time period; for example,
total sales for the previous 3 months; total gross profit for the last financial year.
They can be used to assess how far the business has achieved its targets. However,
they cannot provide early warnings if the business is not on track to achieving its
objectives.
Leading performance measures
‘Leading’ performance measures inform the business about its potential future
performance. These measures focus upon a prediction of future performance
outcomes e.g. number of customer enquiries, current order book, and the number
of new leads.
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Leading measures enable managers to take preventative actions to improve the
chances of achieving the business’s strategic goals.
A performance management system should have a combination of lagging and
leading performance measures.

5.1.5 Key Performance Indicators (KPIs)
Performance measures form the basis for Key Performance Indicators (KPIs). A
performance measure becomes a KPI when it is defined and quantified by a business
organisation as one of its critical success factor in achieving its missions and business
objectives.
The following are some features of a good KPI:

Improve your grade
Do not get confused
about KPIs and
performance
measures. A KPI
is a performance
measure that
is relevant and
appropriate to the
business and its
strategy and has
been chosen by
the business as an
important factor to
its success.










Suitable to the specific business organisation and industry
Related to the business’s strategic goals and objectives
Relatively easy to understand and measure
Linked to relevant data and be measurable over time
Leading (not lagging) indicators of performance desired by the organisation
Have a dedicated, committed owner
Lead to action and balance with other KPIs
Is achievable

Businesses should only have a few KPIs and they should be reviewed over time to
ensure that they are still relevant to the business.
KPIs are likely to be set for all the functional areas. Table 5.3 shows examples of KPIs
that may be used in the different functional areas.
Table 5.3: KPIs in the main functional areas
FUNCTIONAL AREA

Human Resources

EXAMPLES OF KEY PERFORMANCE INDICATORS

 Number of staff vacancies
 Conversion rates from vacancy query to number of
applications received
 Staff turnover rates
 Staff absenteeism rates

Finance

 Gross profit margin
 Net profit margin
 Return on Capital Employed (ROCE)

Production

 Production targets
 Productivity rate

Purchasing

 Average costs
 Level of stock
 Stockturn

Sales and Marketing

 Total sales
 Sales turnover
 Market share

KPIs are important in the performance measurement process for the following
reasons:
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 They make performance measurement less complex as they help businesses to
focus on a small number of important indicators
 They help businesses to measure what is most important in their individual context
 They help businesses to understand how well they are performing in relation to
their strategic goals and objectives.
 They help the business to spot potential problems or opportunities
 They are used to set targets for departments and employees that will deliver the
business’s strategic goals

5.1.6 Contribution of target-setting to the performance measurement
process
Target-setting is central to performance management and monitoring systems. As
shown in Topic 1 (Business and its Environment) SMART targets enable the business
to determine the actions required to achieve business targets which are Smart,
Measurable, Achievable, Realistic and set within a Timescale.

5.2 Performance management and improvement models
5.2.1 The Balanced Scorecard Framework
The Balanced Scorecard Framework is a strategic planning and management system
that is used to:
 align business activities to the vision and strategy of the business
 improve internal and external communications
 monitor the business performance against strategic goals.
The aims of the Framework are to:
 Strike a balance between ‘hard’ financial measures and ‘soft’ non-financial
measures
 Balance the external measures relating to customers and shareholders with the
internal measures relating to internal business processes and learning growth
 Strike a balance between ‘lagging’ measures and ‘leading’ measures
The Balanced Scorecard involves setting objectives and developing appropriate
measures and targets in four main areas:
1.
2.
3.
4.

Financial
Customer
Internal business processes
Learning and Growth

Diagram 5.1 shows the Balanced Scorecard framework with the four themes /
perspectives.
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Diagram 5.1 The Balanced Scorecard Framework

Financial
“To succeed financially,
how should we appear to
our shareholders?”

Customer
“To achieve our vision,
how should we appear to
our customers?”

Vision
and
Strategy

Learning and Growth
“To achieve our vision, how
will we sustain our ability
to change and improve?”
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Internal Business
Processes
“To satisfy our shareholders
and customers, what
business processes must
we excel at?”

Table 5.4 provides a description of each of the 4 perspectives.
Table 5.4: Balanced Scorecard Perspectives
THE BALANCED SCORECARD
PERSPECTIVES

Financial perspective

DESCRIPTION

This area specifies the financial returns required by
shareholders. It includes the use of financial measures
such as gross and net profit, profit margins and the
percentage sales growth. It deals with questions such as:
 How should we appear to our shareholders to succeed
financially?
 How do we control costs?
 How do we increase our sales revenues?

Customer perspective

This area specifies the kind of customer and/or markets
the business wishes to service. It includes the use of
measures such as customer satisfaction, new customer
growth levels and deals with questions such as:
 Who are our customers?
 How should we appear to customers in order to
achieve our vision?
 How do we create value for our customers?

Internal business processes
perspective

This area specifies those processes that are important
to the success of the business (e.g. innovation, aftersales service, etc.). It includes the use of measures such
as percentage sales of new products, time to market
for new products, product life cycle and the speed of
response to customer complaints. It deals with questions
such as:
 What are our key business processes?
 What must we excel at?
 Are there any bottlenecks in our system?
 Are our business systems efficient?

Learning and perspective

This area specifies the kind of people, the systems and
the procedures that are necessary to deliver long-term
business growth. It includes the use of measures such
as employee satisfaction and motivation, employee skills
profiles and information systems capabilities. It deals
with questions such as:

Improve your grade
When answering
questions on the
use of the Balanced
Scorecard, focus
your thinking on the
fact that it combines
financial and nonfinancial as well as
leading and lagging
performance
measures. Also,
think about
the benefits of
using it and its
positive impact
on stakeholder
engagement - this
was discussed in
Topic 1, pages 9-12.

 What skills do our managers and staff need to acquire
in order to fulfil the vision and take forward our
strategy?
 How do we create a ‘learning environment’ within
the business for our managers and staff to ensure
effectiveness and efficiency?

Importance of the Balanced Scorecard Framework in performance management
The Balanced Scorecard makes use of both financial and non-financial measures of
performance, therefore, providing managers and executives with a more ‘balanced’
view of the business’s performance. It also uses a framework that not only provides
performance measurements but also helps those engaged in business planning to
identify what should be done and measured.
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Successful implementation of the Balanced Scorecard Framework will result in:







Improved efficiency in businesses processes
Motivated/educated employees
Enhanced information systems
Effective progress monitoring
Greater customer satisfaction
Improved financial performance

5.2.2 Total Quality Management (TQM)
As introduced in Topic 3, TQM is a quality system that aims at long-term success
through customer satisfaction and the involvement of all staff. TQM was then
discussed in relation to quality control. However, the emphasis now is on its use in
improving the overall performance of a business.
TQM is a way of thinking about business objectives, organisations, processes and
people to ensure that the right things are done right first time. This thought process
can change attitudes, behaviour and hence improve business performance in the
following ways:










Reduced costs
Enhanced productivity
Improved quality and customer service
Improvement in global competitiveness
Improved staff morale and participation
Enhanced relationship with suppliers
Improved financial performance
Positive brand image
Increased and enhanced organisational knowledge

There are five key principles of TQM as outlined in Topic 3, page 42.

5.3 Management and business practices used in improving
business performance
5.3.1 Management and business practices
Staff development and training
It is the responsibility of the Human Resources function to implement a HR strategy
to ensure that the business has sufficient skilled staff to meet its business needs.
The HR strategy will involve aspects such as an external labour market analysis and
an internal training needs analysis in order to identify any skills gaps which will impact
upon business performance. A staff development programme and training plan can
then be drawn up to address these skills gaps.
Staff development and training plans should be based on the overall strategy of the
business and should aim to create a ‘learning environment’ within which the business
can continuously improve.

Page
76

Multi-skilling
Multi-skilling provides the workforce with the opportunity of gaining new skills which
are not directly related to the specific job for which they were originally trained or
employed.
Multi-skilling is a business response to the rapidly changing business environment,
which is likely to result in the workforce having to acquire new skills. Without the skills
the business will be at a competitive disadvantage. The business may lose customers
who will transfer their loyalty to other businesses that may have the capacity to
produce the innovative products that the consumer wants.
The benefits of multi-skilling include:





Employees become more flexible and adaptable
Reduces recruitment costs
Promotes opportunities for career enhancement
May improve employee motivation, which may positively impact on staff retention,
turnover and absenteeism

Customer service
Good customer service includes four main elements:
1. Providing accurate information about the product or service to customers
2. Providing specialist advice relating to the use of the product or service
3. Making it convenient for the customer to access the product and related services
(e.g. providing handy and secure ways for the customer to pay)
4. Providing an effective after-sales service
The aims of good customer service are to:







generate repeat purchases through customer satisfaction
promote customer loyalty
increase sales
improve product and service development
improve the business’s competitive advantage
generate profits

Teamwork
A team is a small group of employees who work together to achieve a common goal.
Effective teams and staff work groups can:
 Improve productivity - individuals within the team can work on specialist tasks
focused upon their own areas of expertise and specialist skills.
 Improve quality - Quality Circles can take responsibility for setting and monitoring
challenging performance targets.
 Maximise the opportunities afforded by new technology - Teamwork can
encourage the transfer and sharing of specialist IT skills amongst team members.
 Improve motivation - as organisations become ‘flatter structures’, decision–making
can be delegated to small teams of staff.
Benchmarking
Benchmarking is the process by which a business compares its own performance
against other businesses in the same industry. This allows the business to set its
performance targets against industry standards and identify ‘best practice’ in relation
to both products and the processes through which those products are created and
delivered.
The aim of benchmarking is to understand and evaluate the current position of the
business in relation to ‘best practice’ and to identify areas and ways of improving
performance.
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5.3.2 Difference between monitoring and forecasting
The business will need to assess the impact of its business practices on the achievment
of its objectives and targets. This can be done by:





Continuously monitoring business activities
Identifying any variances against targets
Forecasting the future outturn based upon current or past performance
Remedying any variances in performance

Monitoring involves the systematic collection of data on KPIs in order to assess the
achievement of agreed targets. Monitoring provides managers with early warning of
the lack of progress in the achievement of business targets.
Forecasting stems directly from the results of the monitoring undertaken by the
business. Forecasting is method or a technique for estimating future business
performance based upon current performance. For example, if current profit levels
(one of the business’s KPIs) are 10% below target, the business is able to forecast or
predict the end of year financial results. A recovery plan can then be put in place to
improve financial performance.

5.4 The role and importance of management information in
monitoring business performance
5.4.1 Management Information
In order to monitor current performance and forecast whether the business is on
track to meet its targets, management must have access to:
 Data – raw facts
 Information – processed data
Characteristics of useful business information
In order for information to be of use to the business, it must meet the following
criteria:






Accurate
Timely
Relevant
Complete
Consistent

New technology, if used effectively, can be used to satisfy all of these criteria within
a comprehensive Management Information System (MIS).

5.4.2 Management Information System (MIS)
A Management Information System (MIS) consists of:
 People: specialist staff to process data and prepare the information
 Equipment: business equipment which can transmit and communicate the
information to designated staff
 Procedures: an agreed framework for the production and distribution of the
information to designated managers and staff.
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The functions of a Management Information System can be summarised as:





Gathering data (e.g. sales figures)
Sorting data (e.g. grouping sales figures by geographical region)
Processing data (e.g. identifying sales trends over the last three years)
Analysing information (e.g. undertaking a comparative analysis of different
products within the product range and identifying ‘cash cows’ and ‘dogs’)
 Evaluating results (e.g. comparing sales results and sales trends against business
targets)
 Distributing information in a timely manner to managers (preparing specific
management information reports for the functional areas - e.g. the Finance
function would want information about profit levels and profit margins whilst the
Production function would want information relating to productivity rates).
Access to reliable management information allows the business to make informed
decisions which reduces the level of business risks. Therefore, reliable management
information is central to the monitoring and forecasting of business performance.
Access to such information will provide the business with a clear understanding of
whether or not planned targets will be met based upon current performance.

5.5 The contribution of managers, teams and the individual
to business performance
5.5.1 Advantages of organising staff into work groups
The workforce of the business should be regarded as a resource, since a skilled
workforce contributes towards improving business performance.
The way in which the workforce is managed and organised will have a direct impact
upon the individual employee and their overall contribution to the success of the
business.
Organising staff into groups and teams provides advantages such as improved
teamwork, learning from each other and encouraging a collaborative approach to
problem-solving. It also:
 Promotes multi-skilling as individuals may have the opportunity to work in a range
of different roles
 Results in new ways of working, for example, the use of Quality Circles
 Can be used as training for future managers
 Improves productivity and output through specialisation
 Encourages good working relationships, which may result in lower labour turnover.

5.5.2 Contribution of individual employee to achieving targets and
objectives
Employees are stakeholders in the business and, as such are affected by the business’s
activities. They are also engaged in a contractual relationship with the business in
that they are rewarded with a wage or salary in return for their efforts.
A well-motivated and committed employee, who has a professional approach to their
work role within the workplace, will exhibit the following qualities and characteristics:
 Will engage in personal development planning – assessing strengths and
weaknesses and taking actions to improve
 Will act upon the constructive feedback provided by their line manager
 Be willing to learn and participate in team activities which aim to improve
performance and quality
 Develop knowledge and skills through acquiring appropriate qualifications and
training
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 Be willing to accept increased responsibilities in the decision-making process
and to contribute constructive suggestions which would improve business
performance.
It is the responsibility of managers to establish a culture in which these individual
qualities can be promoted and supported. A motivated and committed employee
will have a direct positive impact on business performance through good customer
service skills and the willingness to take a constructive role in team decision-making.

5.5.3 Staff appraisal
Staff appraisal is a performance management system which evaluates an individual
employee’s contribution to the business against those targets which have been
previously agreed with their line manager. It takes the form of a confidential ‘one-toone’ meeting between the individual employee and their line manager.
Evidence provided by the employee and their manager is used to assess the
individual’s performance and may involve financial rewards to the individual if they
have met their targets. Conversely, actions can be identified which can support any
necessary improvements in individual performance.
Table 5.5 provides an overview of the benefits of staff appraisal for the individual
employee and managers.
Table 5.5: Advantages of staff appraisal
FOR THE INDIVIDUAL

FOR THE MANAGER

 Employee can raise concerns about workrelated issues

 The manager gets to know individual
employees

 Training needs can be identified

 Employees contributions can be
recognised

 Opportunity for the employee to
feedback on the manager’s performance
and management style (360 degree
appraisal)
 May result in financial rewards
(performance appraisal)

 Increased employee motivation
 Can be used to identify potential
candidates for promotion
 Can be used to evaluate business
recruitment and training strategies
 Can be used to identify areas of underperformance

Improve your grade

Draw up a glossary of business terms used in Topic 5.
Key Performance Indicator (KPI)		
Financial performance measures
Non-financial performance measures		
Lagging performance measure
Leading performance measure			
Balanced scorecard
Total Quality Management (TQM)
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Multi-skilling
Customer Service				
Benchmarking
Monitoring					
Forecasting
Staff appraisal					
Staff training

Examination Guidance

A Examination Format
The Level 3 Business Principles and Practice qualification is assessed by a written examination.
The format of the examination is as follows:





There are five (5) questions, each carrying 20 marks. The paper has a total of 100 marks.
All questions are compulsory; you must answer all 5 questions.
The time allowed for the examination is 2 ½ hours.
Questions are presented in the form of a scenario outlining a business situation, problem or
issue, followed by a number of part-questions.
 Candidates are required to provide answers in the format required by individual questions. This
may either be short paragraphs, short notes, diagrams, charts or bullet points.

B Coverage of Topics in the Examination
The questions in each examination paper will test all the topics within the syllabus. This means
that you need to have a good understanding of all the syllabus topics. Each question will
probably test more than one topic area.
The table below shows the approximate number of marks from each syllabus topic area that will
be in every examination paper.

Topic Areas

Approximate number of marks in
each examination paper

1. Business and its Environment

20 marks

2. Business Organisation, Management and Culture

25 marks

3. Operational and Financial Management

20 marks

4. Introduction to Business Strategy and Planning

15 marks

5. Measuring and Improving Business Performance

20 marks
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C Techniques for answering questions
1. Each question will start with a short scenario to provide the context for the part-questions that
follow. You need to read this carefully to identify the key points, as many of your answers will
need to relate to the scenario.
2. There will be a maximum of five part-questions for each scenario. Where appropriate,
questions will highlight, in bold, the ‘number of things’ you need to give in your answer. Some
questions may not state this, but you can use the number of marks allocated to judge how
much you are expected to write. Always look at the number of marks for each question before
writing your answer.
3. Pay attention to the command words used in the part-questions. Command words tell you the
level of detail you need to give in your answers. Underline the command words as you read
through – this will help you to focus on what you are required to do. A list of command words
and their meanings is given on page 88.
4. Be careful not to concentrate on only one or two words in the scenario or part-questions –
make sure you fully understand the situation as well as what each question is asking. Read
through the scenario and questions more than once; on the second reading underline those
points that are important for the answers. Quickly write down ideas for answers as you think of
them so you do not forget them later.
5. Some questions will mainly test your knowledge and understanding of the concepts while
others will also test your ability to apply this knowledge and understanding to the scenario.
Where a question is only testing knowledge and understanding, you just need to demonstrate
that you understand the meaning of the specific concept. However, where a question is also
testing application, you need to show that you not only understand the concept but that you
can put it into practice by relating it to the given situation.
When answering application questions you need to first, reflect on your understanding of
the particular concept referred to in the question, and then examine the scenario to identify
the facts that relate to the concept. You then need to present your answer, clearly using
information and details from the scenario to demonstrate your understanding.
Example questions and answers, with comments, are given in the next section to demonstrate
this.
6. Write your answers in the format and level of detail required, referring back to the key facts
and command words. Make sure that you produce any requested charts or diagrams and that
these are properly titled and labelled.
7. Check each answer as soon as you have completed it. Have you given the answer required?
Have you answered all parts of the question?
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D Sample questions and answers
This question primarily tests your ability to analyse and apply knowledge
and understanding, rather than just your understanding of the concepts.
Therefore, your answers must be related to the given situation.

QUESTION 1 – Series 3 2012
Go Far Travel Ltd is a long-established company which specialises
in the publication of travel guides for tourists in a very competitive
industry. As a result of falling sales, the company is planning to
re-organise its operations to develop a website to provide an online
ordering service for customers.
The company has established partnerships with major travel
companies that will provide discounts for customers of Go Far
Travel Ltd who book holidays online.
The company recognises that some of its employees are concerned
about its plans.
(a)

Explain why Go Far Travel Ltd should set business 		
objectives when planning the new online ordering strategy.
(4 marks)

(b)

Complete a SWOT analysis on behalf of Go Far Travel Ltd.
(8 marks)

(c)

Compare and contrast the interests of the employees with
those of the shareholders of Go Far Travel Ltd.
(8 marks)
(Total 20 marks)

Note the command words used in the partquestions – explain, complete and compare and
contrast. These all indicate that detailed answers
are needed, hence the marks allocation.

You need to understand
why businesses generally
set objectives. Think
about the purpose
of setting objectives
and why Go Far Travel
would need to use
them in planning the
re-organisation of the
business.

You need to draw on
your understanding of
SWOT analysis by first
thinking about what type
of factors are described
as strengths, weaknesses,
opportunities and
threats. You then need
to examine the scenario
to identify the facts
that indicate possible
strengths, weaknesses,
opportunities and
threats - these facts have
been underlined in this
scenario for emphasis.
You will also need to
consider and interpret
the information as not
all potential factors are
explicitly stated.

You need to draw on your understanding of
stakeholder groups and their interests. You
need to think about the general interest of
employees and shareholders and why there are
similarities and conflict between these groups.
You then need to examine the facts in the
situation to identify why and how Go Far Travel
reorganisation plans could possibly cause conflict
of interest between these groups, as well as result
in achieving common interest.

The answer for this question is given on the next page.
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ANSWER TO QUESTION 1 – Series 3 2012
(a)

Explain why Go Far Travel Ltd should set business 		
objectives when planning the new on-line ordering 		
strategy.
 To set sales targets for the number of orders generated via
on-line sales
 To identify key performance indicators in relation to the
costs of setting up the on-line ordering system and the sales
turnover from on-line ordering
 To identify the long-term strategic aims of the on-line
ordering strategy
 To guide decision making and planning for the new strategy
(4 x 1 mark)

(b)

SWOT analysis on behalf of Go Far Travel Ltd

1.1
		

The following SWOT analysis has been conducted
on behalf of the company:

		
STRENGTHS (1):
					
		
WEAKNESSES (1):
					
		
OPPORTUNITIES (1):
					
					
					
		
THREATS (1):		

Long-established specialist
company (1)
Falling sales (1) or staff 		
unrest/concerns about jobs (1)
Partnerships established with
major travel companies (1) Or
access to a wider range of
consumers (1)
High level of competition (1)
(8 x 1 mark)

(c)

Marks would not be given
if the situational factors
are incorrectly classified;
e.g. classifying a threat as
a strength.
Note that the opportunity
“access to a wider range
of consumers” was not
explicitly stated in the
scenario. This conclusion
was made on the basis of
knowledge about the use
and benefits of websites.

Compare and contrast the interests of employees with those
of shareholders of Go Far Travel Ltd.
The employees and shareholders of Go Far Travel have a
common interest in the success and growth of the business (1):
 For the shareholders business success and growth means sales
will increase and likely profits and dividends (1)
 For the employees business success and growth means that
their jobs would be secure (1) and they may be paid higher
wages
However, there is a conflict of interest in terms of reducing the
cost of production/expense (1):
 Go Far Ltd intends to sell online, which likely means that less
staff will be needed (1) therefore lowering the cost of labour
and overall production costs (1); this will likely improve profits
for shareholders (1)
 If less staff are needed, this means that employees of Go Far
Travel will lose their jobs (1)
(8 x 1 mark)
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The answer clearly states
their common point of
interest and then explains
reasons for this common
interest. It then states
where their interests
conflict and explains
reasons for the conflict
using facts from the
scenario. You have to
discuss both the conflicts
and common point of
interests.

This question mainly tests knowledge and understanding; however, some
aspects of the question require application.

QUESTION 1 – Sample Paper
Primary Care Services Limited already operates a number of
successful private hospitals and now wishes to implement a growth
strategy to set-up a range of private drop-in health centres located
in city centres. The company is planning to carry out external
strategic analysis to help in the development of the growth strategy.
			
(a)
Describe two factors that could influence the external 		
environment of the company.
(4 marks)
									
(b)

(c)

Describe the elements within Porter’s Five Force Analysis
framework.
(5 marks)
Explain how the company could use Porter’s Five Force 		
analysis to help in the development of its growth strategy.
(5 marks)

(d)

Explain the meaning of ‘Standard of Living’ and how 		
changes in the standard of living could impact upon 		
the success of the private drop-in health centres.
(6 marks)
(Total 20 marks)

This requires you to
demonstrate your
knowledge of the
factors in the external
environment. You need
to choose and state the
two factors and give
information to describe
them.

This requires you to
demonstrate your
knowledge of the
elements/forces within
Porter’s Framework. You
need to state the five
elements and give brief
information about each.

You now need to draw
on your understanding
of the whole analysis
framework and its use as
a tool to assess whether
or not a strategy will
work in terms of the
industry. You then
need to relate this
understanding to Primary
Care Services stated
strategy.

This requires you to
demonstrate your
understanding of
‘Standard of Living’
and how changes in it
impacts on the success
of a business. You need
to consider the facts
from the scenario; for
e.g. the drop-in centres
are privately owned so
people have to pay a fee
to use the services.

The answer for this question is given on the next page.
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ANSWER TO QUESTION 1 – Sample Paper
(a)

Describe two factors that could influence the external 			
environment of the company. (Syllabus Topic 1: 5.1)
 Political factors (1) – include government regulations and legal
issues that define the formal and informal rules under which the
business operate (1)
 Economic factors (1) – include all the factors, such as inflation
and interest rates, that affect the purchasing power of potential
customers and the business’s cost of capital (1)
 Social factors (1) - include the demographic and cultural
aspects of the external environment (e.g. age distribution,
career attitudes, population, education), that affect customer
needs and the size of the potential market (1)
 Technological factors (1) - include technological aspects such
as research and development activity, automation, technology
incentives and the rate of technological change (1)
(Any 2 x 2 marks)

(b)

Describe the elements within Porter’s Five Force Analysis. 		
(Syllabus Topic 4: 2.5)

(i)
		

Supplier power: The extent to which suppliers may be 		
able to influence the business (1)

(ii)
		
		

Buyer power: The impact customers have on the 		
industry and the extent to which they can influence the 		
final price (1)

(iii)
		
		

Competitive rivalry: This is linked to a measure of the 		
competition and monopolistic tendencies in the 			
market (1)

(iv)
		
		
		

Threat of substitution: The availability of products in 		
other industries that meet an identical or similar need for
the customer / the power of the business is reduced if 		
customers can find alternatives (1)

(v)
		
		

Threat of new entry: This aspect of the model identifies 		
how easy or otherwise it would be for new firms/		
competitors to enter the market (1)

Answers to parts
(a) and (b) are
just descriptions
of the requested
factors /
elements. There
is no requirement
to apply these
to the scenario
– answers just
show knowledge
of the content

(5 x 1 mark)
(c)

Explain how the company could use Porter’s Five Force 		
analysis to help in the development of its growth strategy. 		
(Syllabus Topic 4: 2.6)
Primary Care Services Ltd. could use Porter’s 5 Forces analysis to:
 identify the strength of their current market position in the
general private health care services sector (1) as well as their
potential strength within the drop-in health centre sub-sector (1)
 assess the profitability of offering drop-in health centre services (1)
 help in the creation of a marketing plan (1) to better differentiate
themselves from other business offering drop-in health care
services (1)
Any other relevant point
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(5 x 1 mark)

The answer
details the type
of information
that Primary Care
Services will have
from using the
analysis framework
to assess the
feasibility of their
plan to expand in
the health industry.
Clear reference to
the plan is made in
the answer.

ANSWER TO QUESTION 1 – Sample Paper continued.
(d)

Explain the meaning of ‘Standard of Living’ and how changes 		
in the standard of living could impact upon the success of the 		
private drop-in health centres. (Syllabus Topic 1: 5.2)
 The standard of living is a measure of wealth within a country
(1); it is associated with the amount of goods and services
which can be purchased by an individual (1)
 Private health centres will charge a fee for their services; hence
an improvement in the standard of living may have a positive
impact on the demand for the service (1) as people are able to
spend more (1)
 Conversely, a fall in the standard of living is likely to result in a
fall in the demand for the services of private health centres (1)
as people switch to public provision (1)

The answer
first gives the
meaning of
standard of living
and then uses the
fact that people
have to pay for
the service to
explain how
changes in the
standard of living
will affect the
success drop-in
health centres.

(6 x 1 mark)
(Total 20 marks)
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D Command Words and their meanings
Below is a list of command words that are likely to be used in examination questions. It is
important that you understand how to respond to different command words as this can affect
your success in the examination. Command words provide guidance on what the examiner is
asking you to do.
This list has been provided to help you to understand how to answer questions where the
command words are used.

Analyse

Examine something in detail by breaking it into smaller parts and giving
examples, where appropriate

Apply

To put to something to practical use

Compare

To explain the similarities and differences between different items

Contrast

To distinguish between items being compared by focusing on differences

Define

To give the specific meaning of words, terms, etc. It may be the definition from
a textbook or your own words

Demonstrate

To show or prove especially by reasoning, evidence etc.

Describe

To imagine and give information that paints a complete picture

Discuss

To present an argument; putting forward two or more different or opposing
viewpoints with a conclusion. For example, if you are asked to ‘discuss the
usefulness of the Boston Matrix in strategy development’, then you need to:
first, describe the Boston Matrix using the diagram to enhance your answer;
then, explain the benefits and shortcomings of using the Matrix in developing
strategy. You should then end with a conclusion, based on your discussion, on
whether it should be used or not
It is also possible to discuss one viewpoint – for example you are asked to
‘discuss the advantages of a MNC to a country’; then you need to explain the
advantages without any reference to the disadvantages. You will also need to
end with a conclusion
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Distinguish

To explain the difference between two or more things.

List

To remember items and write them in the form of a list – no need to go into
details

Explain

To make the meaning of something clear, often by making comparison or
giving examples. Explanations often require about three or more sentences

Evaluate /Assess

To judge the worth, importance or value of something mainly from a financial
perspective

Examine

To inspect clearly or look at in detail; to investigate

Give

To outline your points briefly

Identify

This requires selective use of your knowledge; you need to apply bits of your
knowledge to the situation identified in the question

Illustrate

To clarify or explain by use of examples. If appropriate, you could also draw a
diagram as a way of illustrating.

Outline

To give the main features or general idea of something

Show

To explain or make clear; prove

Suggest/Recommend

To put forward (a plan, idea etc.) for consideration

State

To write what you are asked about in a clear, simple and ‘to the point’ way; no
need to explain.
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